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Outlook 2019 – Q4
With this document, we are pleased to share with you our views and investment
recommendations for the fourth quarter of 2019.

But before embarking on this outlook, a brief
review of the current situation is required.
Indeed, the third quarter of the year was
marked by renewed volatility on equities
and a strong return of “save assets”.

into the major issues addressed by our
analysis since the beginning of the year,
here are the factors that we will continue
to monitor closely to manage our allocation
until the end of December.

In this context, bond yields fell sharply and
precious metals saw their price soar. For
its part, the MSCI All Country World Index
posted a virtually nil quarterly performance
at the time of writing this report.

1. The evolution of global economy

These movements are explained by a return
of fears of recession that are exacerbated
by the reversal of the interest rate curve in
the United States, by a further escalation
of trade tensions and still mixed macroeconomic data. By integrating these elements

2. The trade war between China and
the United States
3. The positioning of the central banks
4. Brexit
5. Tensions in the Middle East and
the price of oil
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Towards a more pronounced
slowdown in global economy?
LEI vs S&P500
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In line with economists’ expectations, US
growth was estimated at 2.0% for the second
quarter year-on-year. This result is largely due to positive consumption offsetting
investments and exports whose contribution
is negative. These figures reflect the impact
of the US trade war. They show however that
its effects are still limited on its own territory thanks to the robustness of its domestic
economy. A finding corroborated by the
results of employment, with a return of the
unemployment rate to 3.7% and positive but
not unrestrained wage growth.
Leading indicators, on the other hand, are
more mixed. For example, the Purchasing
Managers Index (PMI) for the manufacturing sector stabilises at 50.3 after having
fallen sharply since May 2018, while its
counterpart in the services sector has
returned to 50.7 after strongly rebounding
to 53 between the months of May and July
of this year.
This indicator confirms the turmoil that the
US economy is going through. But beware,
this slowdown will not necessarily result in a
recession, as the 2010 and 2014 episodes

have clearly shown. Chart 1 illustrates this
reflection by comparing the S&P 500 and the
dynamics of the Leading Economic Index
(LEI). This index monitored by the Conference Board is an aggregate of leading
indicators to identify the phases of economic downturn. Indeed, since 2009, the LEI
has turned three times, in 2010, 2014 and
2018, without recession or slowing in the
progression of the S&P 500.
The S&P 500 has even increased by 32%
during the first phase of the decline in the
LEI from April 2010 to March 2013. As for the
second phase of decline, from July 2014 to
November 2016, the S&P 500’s performance
was 14%. Now that we have had a third
decline in the LEI since September 2018,
the figures remain positive as they reach 3%
over the same period for the S&P 500.
The previous two phases of slowdown were
not followed by a recession as the Fed acted
cautiously, smoothing the cycles. The decision of the Federal Open Market Committee
in September to lower rates again goes
in this direction and could help smooth the
new slowdown.
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The second quarter was relatively bad for
the European economy, with a growth of
+1.3% year-on-year. The slowdown was also
felt in the release of PMIs. The manufacturing index has been below 50 since January.
It reached 47 in August, against 47.6 in
June. The services index is more resilient.
The June, July and August releases are at
the same level at 52.8. Three main factors
explain this slowdown that is more apparent
than in the other economic regions.
The European Union is a big exporter. Therefore, it is a victim of the slowdown in world
trade, a direct result of the trade war. Brexit is
the second explanatory factor. The increasing probability of a “No-deal” scenario and
the current slump are undermining the visibility of economic players. The third factor,
which seems structural in the Union, is political uncertainty. These challenges explain the
current positioning of the ECB, on which we
will develop further on. Regarding Asia, we
observe that India, unlike its Chinese neighbour, has mixed results for the second and
third quarters of this year: an annual growth
of 4.9%, the lowest in the last 5 years, and a
manufacturing PMI down since January, falling from 52.1 in June to 51.4 in August. The
reduction in investment and consumption
largely explains these results. As a result, the
government announced new tax measures
to boost the economy by reducing corporate
taxes from 30% to 22%.
For its part, the Reserve Bank of India has
sought to stimulate credit and sentiment

by lowering rates. In this context, it will be
necessary to be particularly attentive to the
evolution of the price of the barrel which could
impact inflation. The only positive point, the
services show some resilience. The PMI in
this sector rebounded sharply between June
(49.6) and August (52.4) this year.
For the same period, Chinese economic
statistics are perfectly in line with or even
better than expectations. GDP growth
reached 6.2% as expected and the PMI
indices appear better than expected with a
mark for the manufacturing sector at 50.4
for the month of August, rebounding since
June. Services activity has the same trajectory, with a PMI release in August of 52.1,
up from 51.6 in July. In this context, the
government’s easing measures appear
to be giving some strength to activity and
optimism has improved slightly. We believe
that the figures should continue to improve
if the country continues its fiscal and monetary stimulus. But it is clear that China-US
relations will again play an important role in
improving these figures. We are currently at
a crucial stage. The slowdown caused for
the most part by trade tensions is confirmed.
It is reassuring to see that central banks
are responsive and already appear to assist
the markets.
The right tone and the right dose of easing
financial conditions are needed. We will
continue to scrutinise with the greatest attention the next economic releases as well as
the central banks’ speeches and actions.
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Trade tensions: a restless
summer that ends smoothly
Like the evolution of this “conflict” since its
inception, the third quarter of the year has
again been a real emotional lift. The third
quarter had started well after the announcement by the US administration to exempt
110 Chinese products from a 25% increase
in tariffs, but also to lift the ban on some
domestic companies to supply Huawei. But
this lull will have been short-lived.
On 16 July, Donald Trump threatened to raise
his taxes again on USD 325 billion worth of
Chinese goods. He increased tension again
in early August by accusing China of manipulating its currency and announcing the
taxation of 10% of rights on USD 300 billion
of Chinese goods from 1 September. In
return, Chinese companies have decided to
stop buying US agricultural products.
After the entry into force on 1 September of
a further rise in tariffs on USD 125 billion of
Chinese goods, the tone seems to have softened. On 5 September, the two countries
agreed to organise new talks in October
in Washington.
Then on September 11 and 13, China
unveiled a list of tax-free US goods, including
agricultural products. Since the beginning of
the tensions, the United States has raised its
tariffs by USD 550 billion on Chinese goods.
China raised theirs by USD 185 billion.
A conflict affecting global growth. Considering that a too pronounced slowdown or
a shock on the American markets would
reduce Donald Trump’s chances of reelection, it is very likely that the President
of the United States will soften again,
although temporarily, and without becoming friendly. This would have the effect of
releasing some pressure.
This war is symptomatic of the clash of a
superpower with lack of growth and loss
of soft power with a rising superpower that
continues to gain influence. We therefore
expect this conflict to continue.
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Central banks: caught between
division and reactivity
The month of September was animated by
the central banks which made several decisions. The ECB started by announcing new
stimulus measures. The first is to reactivate
the asset buyback programme that was
agreed in December, but at a slower pace
(20 billion in public and private debt per
month). It has also decreased its interest rate
on the deposit facility from -0.40% to -0.50%
while implementing a “tiering” system.
A mechanism that allows banks to place
some of their excess liquidities at 0.00%
and therefore reduce the cost of a negative rate on the deposit facility. Its last
measure concerns the Targeted Long Term
Refinancing Operation (TLTRO).
The ECB has reduced the rate and duration of its long-term refinancing operations
to maintain favourable bank lending conditions. Citing the “omnipresent uncertainty”
that results from the deterioration of growth
figures and inflation in the eurozone, Mario
Draghi announced this return to easing in a
context where a large part of central banks
around the world have already re-adopted a “dovish” tone. Not to mention that the
factors generating uncertainties, such as
the trade war, Brexit and political instability, still add obstacles to economic growth.
The return to an accommodative policy
has not been unanimous within the ECB’s
executive board.
The same is true for the Fed with members
of the Executive Board divided in relation
to the decisions to be taken on the fall of
the Fed Funds, but also on the trajectory to
be given to the key rates even if the option
of stability has been chosen up until 2020,
before a probable rise in rates in 2021. In
the end, it was therefore a 25 basis point
decrease in the Fed Funds and a 30 basis
point decrease in the interest rate on excess
reserves which prevailed.
One thing is certain, however, the divisions
within the central bank instances illustrate

the fact that the global economy is currently
experiencing turmoil. On the other hand, we
do not know if it is a mid-cycle slowdown
or a more pronounced slowdown. To determine it, it will still be necessary to observe
the data.
At least central banks have been reactive,
and this is probably the most important. If
the environment continues to deteriorate,
their attitude should not change.
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Brexit: the clock is ticking,
still no agreement
The first months of Boris Johnson’s leadership of the British government were anything
but calm and serene. As a result, the visibility of the sequence of Brexit events has
deteriorated further.
The unrest reached its peak at the end of
August after the Prime Minister announced
the suspension of Parliament for a five-week
period until 14 October. The intention of
the latter seems clear: to force the United
Kingdom out of the European Union without agreement what has not gone without

causing a wave of indignation, the Speaker of the Lower House, John Bercow, even
called this decision a “constitutional scandal”.
However, the Parliament temporarily
managed to reduce the probability of a
“No-deal” by invoking the Benn law that
obligates Boris Johnson to ask Brussels
to postpone the Brexit if no agreement
is found before 19 October. But it seems
that this law has a flaw... The scenario of
an exit without agreement seems more and
more likely.

Towards an oil crisis
after the attacks on the
Saudi installations?
After a brief return to calm, the situation
worsened again in September around
the Persian Gulf. Aramco infrastructure in
Khurais and Abqaiq were indeed targeted on the 14th of the month by explosive
drones and cruise missiles according to
US intelligence.

These attacks resulted in a 50% reduction of Saudi oil production, prompting the
market to react quickly to a 10% rise in the
price of a barrel at the outset, before halving
the increase in the following days.
Saudi Arabia, however, said its production
should quickly return to normal, but then
asked Iraq for over 20 million barrels a few
hours later. It remains difficult to gauge the
real impact of this event.
It is unlikely, however, that Saudi production capacity will be damaged to the point
of exploding the price of a barrel.
On the other hand, these events show how
vulnerable Saudi oil infrastructure is. We
therefore believe that the price of a barrel
should retain the risk premium resulting
from its attacks. Nevertheless, the prices of
the black gold should not soar unless there
is an escalation of the situation, a scenario
that we do not envisage.

9

Equity Markets
Main stock indexes YtD returns
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United States
Since the beginning of the year, the US
equity market has risen by 19%, 2% of
which in the third quarter. The current slower growth is due to the Fed’s willingness to
lower its interest rates less than expected
by the market, as announced last July by its
director, Jerome Powell.
Too weak and too late according to
Donald Trump, this first decline recorded
for more than a decade, however, had the
effect of stopping net the record increase
of the first half.
It was also followed a few weeks later by
another drop, bringing the total to 0.5%.
News that is not necessarily beneficial
when paired with the tensions regularly
raised by the China-US trade war. Indeed,
this downward momentum does not
convince us more today than it had in the
previous quarter.
Even if the most positive-thinking among
us welcome the unconditional support of
central banks with their low-cost liquidity offer that de facto requires investors to
focus on the only assets still generating a
decent return, namely shares.

Used to seeing the empty glass half full and
therefore to looking for reasons to buy the
market, our criticism is less constructive
than in the past since it is now important
for us to find arguments not to sell. But we
found very few. Risk factors are also numerous: European recession, overall decline
in profits, Brexit, trade war, change in
monetary policy, etc.
Maybe this decision will make us miss a
rise? Certainly. But it seems more appropriate today to preserve our profits
and reuse them when levels reach more
attractive levels.
Given these factors, we are positioning
ourselves very defensively by maintaining underweight until the end of the year
to reduce volatility and preserve capital.
Our portfolio positions will focus on energy
values and consumption-related values, as
they are less exposed.
It should be noted that consumption is
generally the last dam to give in, in the
event of bad economic conditions, and that
certain energy values have already made a
major correction.
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Europe
As for the US market, the European equity
market has risen by 19%, 2% of which in
the third quarter.
We will therefore also have a significant reduction in exposure to European
equities. Here are the main reasons: the
Eurostoxx 50 consists mainly of companies exposed to world trade and export,
we must therefore avoid suffering the
slowdown in the global economy; the
European economy is currently facing
strong headwinds, so we will not favour
an economic block as a whole; finally, the
probability of a hard Brexit exacerbates
the ambient tension.
For the remaining balance of our European exposure, basic consumption and
pharmaceutical stocks are kept in the
portfolio as they are less sensitive to the
economic situation.

Switzerland
Although the Swiss equity market grew
by only 1% in the third quarter, its growth
remains identical to that observed on the
US and European markets, i.e. 19%.
It followed the progress as the global slowdown in world trade. It should be noted
that the prolonged drop in international activity coupled with a weak domestic
activity did not support the necessary
impetus for the Swiss market to continue
its expansion.
The best of the year is therefore behind
us, which is why it seems appropriate to
reduce our positions to give more stability to our portfolios and avoid the loss of
annual profits in the last weeks of 2019.
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Fixed Income Markets
Sovereign yields
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United States
Well beyond all expectations, the third quarter was excellent for bonds denominated
in USD. In a context of low interest rates,
10-year yields have indeed reached peaks,
close to 1.40.
This is explained by a reversal of the interest rate curve caused by an economic
slowdown exacerbated by trade tensions
between China and the United States.
A scenario which momentarily passed US
2-year bond yield above 10-year bond yield
for a few points at the end of August.
An uncommon phenomenon that is
usually followed by months of recession
Nevertheless, we do not expect a recession
for the fourth quarter. In addition, the
macroeconomic forecasts for the rest of
the year indicate a continuation rather than
a significant rise in rates.
It should also be noted that the small
difference in yield between US 2-year and 10year bonds calls for a reduction in the long
end of the curve.

This change in positioning implies a reduction in the sensitivity to interest rates and
makes it possible to realise the profits still
open in the portfolio on this asset class.
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Europe
Like the US market, the European bond
market has risen sharply amid the risk of
a recession. However, the leading manufacturing indicators are not very encouraging.
They were even catastrophic, especially in
late August, further accentuating the decline
in German 10-year government yields in
negative territory. Not surprising since
Germany, more than any other European
country, is more exposed to exports.
As expected, the euro suffered from weak
economic prospects in the zone. Not to
mention that many challenges with an unpredictable outcome are still waiting for Europe,
first and foremost Brexit.
This does not encourage any exposure in
this zone, given the low level of the yields
and the negative outlooks.

High Yield bonds and emerging markets

The high-yield bond and emerging markets
had a perfect year. The spread between
the required risk premium and the return
on these types of investments actually fell,
allowing the holders to benefit respectively from 12% and 11% this year for these
two sub-classes of assets. Given the many
dangers that hang over these riskier than

the average investments, the resilience of
their prices is surprising to say the least.
Indeed, Argentina and Turkey are on the
verge of financial crisis, one being occupied by its next presidential election and
the other held by credit lines held by allied
countries. Enough reasons to prefer to
reduce exposures.
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Conclusion

At the moment, the slowdown in growth
is weighing on investor sentiment and
the majority of central banks are at work.
Indeed, when fundamentals are not enough
to guide the rise in risky assets, it is liquidity that takes over.
Despite this, episodes of volatility are to be
expected for the last quarter of the year.
That is why we have decided to stay in
line with our 2019 strategy, continuing to
choose prudence and capital protection,
but remaining opportunistic if the opportunity arises.
Given the low bullish potential, we do not
want to “chase the market” even though
the S&P 500 is close to its historic high.
However, this will not prevent us from
taking up “equity risk” if the market undergoes a substantial correction and, at the
same time, the central banks remain at
its side.
With a minimum equity exposure, our portfolios are performing positively with low
volatility. In the current context, it is highly

unlikely that the market level will offer an
arbitrage in favour of a risk increase in our
allocation.
On the bond side, our allocation mainly
focuses on credit with a slightly overweight
High Yield pocket, while the emerging
country pocket is slightly underweight.
Such a context has also encouraged us to
reduce the share of alternative investments
to a possible arbitrage on precious metals
or low volatility funds depending on the
evolution of correlations between stocks
and bonds.

Hugo Derny
Investment Strategist

Tony Pangallo, CFA, CAIA
Member of the
Investment Committee
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Asset allocation
UNDERWEIGHT

EQUITY
US Equities
European Equities
Swiss Equities
Emerging Equities
Japanese Equities

FIXED INCOME
Investment Grade
High Yield
Emerging Markets
ALTERNATIVE
INVESTMENTS
Gold
Alternative Funds

CASH

Based on 12-month forecasts

SLIGHTLY
UNDERWEIGHT

NEUTRAL

SLIGHTLY
OVERWEIGHT

OVERWEIGHT

