
With valuation of traditional assets – bonds and equities – no longer compelling, investors may be 
faced with a longer period of low returns interrupted by bouts of short-term volatility.  With little on 
the near-term horizon to disrupt the current complacent environment, the writing is certainly on 
the wall; the wind-down of central bank balance sheets is getting closer. To be sure, tighter 
liquidity condition is still a long way o�, and the pace of change is expected to be very gradual. 
While anticipation of tightening will continue to prompt periods of caution, the current �nancial 
condition will remain supportive. We remain cautious on equities but advise staying invested but 
rotating between sectors. As for credit assets we remain positive, but further gains after the 
bonanza of the last one and half years will be di�cult to achieve. We continue to advocate 
higher-yielding bonds in the expectation that the default outlook is still benign enough, 
but we would caution investors to move up in credit quality.

Marc Van de Walle, Head, Global Wealth Management, OCBC Bank
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Stay cautious but stay invested

“
”

Expect lower returns and bouts of volatility



”
Good Global Growth Prospects

The world economy is entering a new phase, where monetary policy 
normalisation will follow the stabilisation that we are seeing in the 
real economies of many developed markets.

Richard Jerram, Chief Economist, Bank of Singapore

GLOBAL OUTLOOK
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Key Points 
• Stronger economic growth has led to developed economies absorbing excess capacity, which naturally reduces de�ationary risks and 

pushes central banks to start moving away from the exceptionally loose monetary policy of recent years. However, there is no urgency, 
so it is likely to be a gentle stroll for the exit, not a rush.

• The U.S. economy is in the later stages of expansion, but showing none of the signs that would lead us to fear that a downturn is 
imminent. Poor productivity growth is a medium-term challenge, but not one that is unique to America.

• Hopes for substantial economic reform or tax cuts have faded, with continued acrimony and division in U.S. politics. Raising the debt 
ceiling in September is set to be the next area of controversy and has a serious chance of being disruptive.

• Trade conflict could become more of a threat in coming months, with renegotiation of NAFTA and growing friction with China. This 
could also be used to distract attention from the administration’s di�culties in other areas.

• The scale of Europe’s recovery from the systemic crisis earlier in the decade was illustrated by Greece’s return to the bond market, 
issuing �ve-year paper with a yield below 5 per cent. 

• Growth across the Euro-zone region remains impressive, with PMIs showing only limited slippage from recent six-year highs. Similarly, 
the Eurozone unemployment rate has fallen from a peak of 12.1 per cent to 9.3 per cent, the lowest since 2009.

• In Japan, the country is facing an extreme version of the situation in America, where economic recovery has produced unusually tight 
labour markets, but without much impact on either wages or price in�ation. The expectation is that, in the end, supply shortages will 
lead to prices moving higher, but after two decades of de�ation, behaviour is proving to be very slow to change.

• The improvement in China’s growth momentum extended into 2Q2017, with GDP expanding at 6.9 per cent for a second consecutive 
quarter. Moreover, the implicit quality of the growth has improved, perhaps due to a credit squeeze, as the gap between lending and 
nominal GDP growth has narrowed.

• Nevertheless, credit is still rising as a share of GDP, so the vulnerability of the system continues to increase. Financial stability is an 
increasingly important policy concern, but it is secondary to maintaining an adequate growth rate. Tension between the two gives us 
the stop-go cycle of recent years.

• Most emerging markets continue to look healthy, buoyed by the pick-up in global trade and commodity prices, as well as the domestic 
policy improvements of the past few years.  Even compared to four years ago, when we saw a sharp adverse reaction to then-Fed Chair 
Bernanke’s “taper tantrum”, the situation looks much more solid.



Deleveraging Structurally

Key Points 
• The once in five years National Financial Work Conference concluded recently in mid-July, reaffirming continued hawkish 

monetary policy and �nancial regulation stance. Chaired by the President rather than the Premier historically, this signals 
strongly the intention to control �nancial risks and rein in leverage.

• With the conference historically setting the policy focus for the �nancial sector for the next �ve years, three key tasks were 
laid out including serving the real economy, reining in �nancial risks and deepen �nancial reforms.

• Led by the setup of State Council Financial Stability and Development Commission, closer coordination among regulators is 
likely to reduce regulatory arbitrage.

• Furthermore, economic deleveraging with state-owned enterprises as a top priority was emphasised, expanding from finan-
cial deleveraging which had been the key policy focus this year.

• Stressing the importance of restricting local government borrowings, with lifelong accountability for borrowings during 
o�cials’ tenor, this suggests local debt had likely continued to increase.

• It is possible economic growth could continue to slow in the medium term should investments weaken. However we do not 
expect a sharp slowdown with the need to maintain growth stability.

• Moreover, financial markets liberalization, capital account opening and CNY internationalisation remain on the agenda, but 
these will be done gradually, suggesting no major moves in the near term.

• China remains in a “Stop-and-Go” cycle with policy easing and tightening as GDP growth fluctuates. With economic indicators 
remaining steady in 2Q, including 6.9 per cent GDP still above the “around 6.5 per cent” policy target for the year, the growth 
backdrop provides room for policy makers to maintain their hawkish stance in 2H.

It is possible economic growth could continue to slow in the medium term should investments 
weaken. However we do not expect a sharp slowdown with the need to maintain growth 
stability.

HONG KONG / CHINA MARKET OUTLOOK
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Cautious Outlook  
We remain cautious on equity markets given our view that global monetary 
policy environment will become tighter, even as overall growth 
prospects seemed to have peaked.

Sean Quek, Head Equity Research, Bank of Singapore

EQUITIES
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“ ”Key Points 
• Given our view that global monetary policy environment will become tighter, we remain cautious on equities. Also extended 

valuations provide limited support – even though valuations are not necessarily on its own a short-term negative catalyst. 

• In view of our cautious stance, we tactically continue to prefer the U.S., for its relatively defensive traits. We are also neutral on 
Europe and continue to underweight Japan and Asia ex-Japan.

• U.S. equities had a more positive month in July as Janet Yellen raised the possibility that the Fed would consider slowing the pace 
of interest rate hikes if inflation remains persistently below its target. The recently started 2Q earnings season also provided a 
lift.

• Fundamentally, tighter labour market and potentially higher interest rates suggest that corporate profit margins are unlikely to 
be sustained going forward. Nevertheless, given our overall cautious view on global equities, U.S. equities remain more 
defensive.

• While Mario Draghi’s latest comments that ECB policy makers agreed to put off a formal debate on tapering provided some relief 
for the markets, near-term �nancial market movements would continue to be dictated by clues on the ECB’s move to phase out 
its quantitative easing. We see a less dovish ECB as the economic recovery continue to gain pace. Overall, we remain neutral on 
European equities.

• On Japan, we maintain our view that there is limited progress in reform and sustained economic growth and, hence, re-rating 
of the market would require more meaningful structural transformations. To this end, PM Abe’s fading popularity is not 
encouraging. As such, we see macro factors and movements of the yen to remain key drivers for the market.

• Asia Ex-Japan could bear the brunt again as the investors’ focus on the Fed and ECB’s balance sheet exit plans gain momentum. 
Also, we would not completely rule out trade war risk for the region as Trump’s stance on global trade remains unclear.

• Despite the recent outperformance, we continue to stay positive on Financials among Developed market sectors. 
Notwithstanding the near-term uncertainties, we continue to expect higher interest rates as central banks become increasingly 
more hawkish. This would in turn bene�t the banks. 

• The other developed market sector in the limelight is the Technology sector. It remains one of the most expensive sectors. In 
general, we believe that valuations across the sector are re�ecting rosy scenarios in new and emerging technologies. As such, we 
believe that investors should be cautious.



Markets Underestimating the Fed
BONDS
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“ ”Key Points 
• The market seems comfortable with the idea that the Fed will start to shrink its balance sheet and raise interest rates again before 

the end of the year. However, it is doubtful that there will be more than one rate hike in both 2018 and 2019. We think the Fed will 
be more aggressive.

• Even though the Fed has raised rates much faster than the market expected a year ago the basic approach still prevails where the 
Fed’s outlook is seen as overly hawkish. This view served the market well for many years, but has not adjusted to the reality of the 
policy tightening cycle. Interest rates are likely to rise faster than the market is projecting and this is set to put some upwards 
pressure on bond yields.

• Considering overall financial conditions, rather than just the level of real interest rates, should add to our understanding of policy. 
One of the reasons the Fed was slow to hike in 2014-16 was that the strong U.S. dollar was acting as a drag on growth and so 
reducing the need for monetary policy tightening. In contrast, �nancial conditions have loosened over the past nine months, 
despite three rate hikes, as capital markets and the U.S. dollar have become more supportive of growth. This means that the Fed 
needs to keep pushing interest rates higher if it wants to slow down the economy.

• We have been looking for four rate hikes in 2018, after the one in December. Admittedly that looks dubious in the light of lower 
in�ation readings, but not if you accept the view that much of the hit to prices is temporary, and especially if you look at the looser 
�nancial conditions.

• The coming months will see the nomination of a new Fed Chair. It is hard to see a credible candidate who is more dovish than Janet 
Yellen. A low-credibility nomination would have limited ability to influence the rest of the committee. Any candidate who favours a 
more “rule-based” approach would be more hawkish than the current stance. Assuming that the pro-growth administration 
favours low interest rates, reappointing Yellen looks like the line of least resistance.

• We continue to favour a carry strategy. We think that the outlook for corporate bonds remains positive, but further gains after the 
bonanza of the last one and half years will be di�cult to achieve. We continue to advocate higher-yielding paper in the expectation 
that the default outlook is still benign enough; however, we would caution investors to move up in credit quality. 

• Thus far this year longer maturity corporate bonds outperformed as U.S. Treasuries rallied and the yield curve flattened. With the 
Fed expected to begin balance sheet reduction later this year and raise rates multiple times next year, we would now look to reduce 
overall portfolio duration to below 5 years and focus largely on the short end and belly of the curve.

• With the bond space we continue to prefer Emerging Market High Yield bonds. In an environment of Fed policy normalisation, we 
believe that coupon/carry will become an increasingly important component of total return. With its higher corporate spread 
component, High Yield bonds should be somewhat better insulated from the adverse impact of higher rates.

We think the markets are under-pricing rate hikes by the Fed and bond investors 
should stay protected by not extending duration beyond the benchmark
�xed out to �ve years but not longer.

Johan Jooste, Chief Investment O�cer, Bank of Singapore 
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Gold to Remain Range-bound

Key Points 
• The past month has been difficult for gold, having been sold off initially to nearly US$1,200 per ounce as several G10 banks shifted 

noticeably more hawkish. But gold prices later rebounded in tandem with a pullback in U.S. real yields Fed Chair Yellen appeared less 
confident about inflation softness being “temporary” and as U.S. political uncertainties dimmed prospects of a meaningful fiscal 
boost and contributed to heightened worries over the U.S. debt ceiling.

• Gold bulls were further encouraged by the latest FOMC statement, which was perceived as dovish on the policy rate outlook. Given 
the Fed’s slightly more cautious tone with respect to inflation, it may increasingly become a notion that muted price developments 
are not regarded any longer as transitory.

• We are not bullish on the gold price over a 12-month timeframe given the rising rate headwinds. Our broader view on gold is that 
prices will remain largely range-bound over the next 3 months, hovering between US$1,200 to US$1,300 per ounce. While we remain 
neutral on gold, we recognise the value of the ‘hedge’ trade and still believe holding gold as an ‘insurance policy’ on global growth/ 
geopolitical risks is prudent. We are not bullish on the gold price over a 12-month timeframe given the rising rate headwinds.

• On oil, concern over excess supply has prevented gains in oil prices so far in 2017 and the risk is that this intensifies. Technological 
advances are relentlessly bringing down costs for shale producers, and drilling is up 136 per cent even with prices stuck around 
US$50 per barrel, with output already close to 2015 highs. Meanwhile OPEC could struggle to maintain the discipline over output 
controls as political tensions rise.

• Demand for oil offers no relief. It is not responding to faster global growth and so far in 2017 has been rising slightly more slowly 
than the previous couple of years.

• The U.S. dollar has been under pressure and is now attempting to test the 2016 lows despite expectations that the Fed will 
announce its balance sheet tapering at its September policy meeting. The latest Fed policy meeting (which was perceived as dovish 
on the rate outlook), uncertainty about the prospects for inflation and Trump-related U.S. political uncertainty means that the 
greenback could continue to remain under pressure in the short term at least.

• Elsewhere, usually dovish central banks like the ECB, BOE and BOC have turned more neutral stance since late June and this has 
further weighed on the U.S. dollar.  The BOE has taken on a hawkish slant, the BOC is expected (by the markets) to hike rates again 
this year, while the ECB is widely expected to announce its balance sheet tapering intentions in the coming months. On the ECB, we 
are on watch for further verbal cues from Draghi in August, when he is expected to attend the Kansas Fed’s symposium in Jackson 
Hole. On this front, any sudden hawkishness from the Fed at this event may put a floor on U.S. dollar weakness as well.

• On the Singapore dollar, we won’t be surprised if it continues to appreciate against the U.S. dollar given the latter’s weakness.  
However too strong a Singapore dollar could hurt the local economy and so expectations of o�cial intervention may prevent the 
currency from rising too sharply.

FX & COMMODITIES

“ ”
The latest FOMC which was perceived as dovish, uncertainty about inflation 
and U.S. political uncertainty means the greenback could continue to 
remain under pressure in the short term.

Michael Tan, Senior Investment Counsellor, OCBC Bank 



In the near term, given that the banking system is �ushed with liquidity, speculation on the wide 
interest rate differentials between USD and HKD will drag the HKD lower. However, thanks to 
strong capital in�ows from Mainland China, the bullish trend in the stock market may sustain for 
a while and this could help limit the downside of the currency. In the medium term, global 
tightening bias will shift capital out of Hong Kong market. Therefore, expectations on capital 
outflows and correction in Hong Kong’s stock market may suppress the HKD whereas the resultant 
increase in HIBOR could help to contain the downside risks on the Hong Kong currency. 
Treasury Research, Treasury Division, OCBC Wing Hang

Hong Kong Dollar to Face Downward Pressure
SPECIALS

Disclaimer
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regarding the suitability of any investment product taking into account your speci�c investment objectives, �nancial situation or particular needs. 
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“ ”Key Points 
• In early June, central banks including European Central Bank (ECB), Bank of England (BOE) and Bank of Canada (BOC) joined the Federal 

Reserve to signal a shift towards policy normalisation. As a result, the market started to speculate that capital would rotate from emerging 
markets including Hong Kong back to developed markets. 

• On the other hand, capital inflows from China through the two stock connects dropped to the lowest level since April 2016 in June. This 
reinforces market speculation that banking system’s liquidity will shrink. Therefore, expectations on capital out�ows and correction in the 
Hong Kong stock market weighed on the HKD. 

• However, in late June, a build-up of expectations of higher HKD rates drove HKD 1-year Interest Rate Swap up to 1.3 per cent, a nearly 
four-year high. Also, USDHKD 12-month swap points rebounded after bottoming out at a 9-year low. Speculation on a narrower interest 
rate differential between USD and HKD together with quarter-end demand for HKD helped to underpin the HKD. 

• Nevertheless, market expectations on a narrower interest rate differential between USD and HKD reversed soon in July due to several 
reasons. First, major central banks including the Fed hesitated to raise interest rates amid muted inflation pressure. This in turn pushes 
HIBOR down from a four-month high 0.467 per cent to 0.43 per cent. 

• Second, the high demand for HKD during the end of the quarter did not sustain into July. However, capital returned to Hong Kong stock 
market. Net flows from Mainland China to Hong Kong through the two stock connects amounted to RMB 22.58 billion over the first three 
weeks in July, a notable increase from RMB 1.26 billion in June. Due to the return of Mainland investors to HK’s stock market, HK’s banking 
system remained �ushed with liquidity.

• As a result, market speculation on a narrower interest rate differential between the USD and HKD has been waning. Specifically, HKD 1-year 
Interest Rate Swap retreated to 1.02 per cent while USDHKD 12-month swap points fell again and approached the 9-year low. This led to a 
revival of the USDHKD spot rate to above 7.81. However, the sluggish performance of the greenback and the bullish stock market in Hong 
Kong hindered the USDHKD spot rate from standing solidly above 7.81. 

• In the near term, given that the banking system continues to remain flushed with liquidity and that global monetary policy tightening has 
yet to begin, speculation on a wide interest rate differential between USD and HKD will continue to drag on the HKD lower. However, 
thanks to strong capital in�ows from Mainland China, the bullish trend in the stock market may sustain for some time and help to limit the 
downside of the currency. 

• In the medium term, global tightening bias will shift hot money out of emerging markets including Hong Kong. Expectations on capital 
outflows and correction in Hong Kong’s stock market may suppress the HKD whereas the resultant increase in HIBOR could help to contain 
the downward risks on the HKD. 

• In conclusion, while the HKD is likely to face further downward pressure, we still believe that USDHKD could find strong resistance around 
7.83.


