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Outlook 2019 – Q3
With this document, we are pleased to share with you our views and investment
recommendations for the third quarter of 2019.

But before embarking on this outlook, a brief
review of the current situation is required.
Since our last publication, it is important to
point out that the political and macroeconomic environment has not improved.
The United States and China are struggling
to put in place the terms of a framework
agreement to put an end their trade disputes.
The tensions are growing between the
United States and Iran. In addition, the various leading indicators continue to point
downwards.
In a context that seems at first gloomy, risky
assets continued their upward momentum.
That is reflected in the MSCI All Country
World Index, which posted a total return
of 3.11% for the month of June despite the
significant volatility recorded last May.

Although this performance is likely to be
credited to monetary policies and the
dynamics that they generate in terms of
liquidity, the various risk factors we have
been considering since the beginning of the
year are still relevant today.
We will focus on five of them.
1. Evolution of global growth
2. Trade war between China and the
United States
3. Positioning of central banks
4. Escalation of tensions between
the United States and Iran
5. Brexit
These major themes will have a significant
impact on the dynamics of asset prices. It is
therefore essential to develop them to build
our allocation.
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Evolution of global growth
If we take a systematic interest in this
subject in the course of our publications,
this is largely due to the fact that the four
other risk factors mentioned in the introduction have some impact on the growth
of world trade, investment, employment or
cost of debt.
Therefore, it is important to look at growth
figures, as well as the evolution of forecasts
for them. And the latest events prove it. In
a recent report published in May, the OECD
once again slightly lowered its overall growth
forecast for 2019. It has now been reduced
to 3.2% from 3.3% in March.
This revision, like those for the four
largest contributors to global growth, is,
however, more stable than in the previous
quarter. If India and China maintain the
same rate, namely 7.2% for the first and
6.2% for the second, changes are to be
expected from the European Union and
the United States.
European growth, which is suffering from
Brexit’s irresolution and slowing auto market,
is expected to decrease from 1.6% to 1.4%.
In contrast, across the Atlantic, all indicators
are green to see a growth gain of 0.2% and
reach 2.8% thanks to, in particular, strong
domestic demand.
Nevertheless, the OECD states
that growth forecasts could be
further reduced according to the
following factors:
• Extension of the tariff increase period
between the United States and China
• Introduction of new tariffs between the
United States and the European Union
• Risk of failure of the recovery policy
in China
• Uncertainties surrounding the action
of public authorities in Europe

Faced with these uncertainties, the G20
meeting held on the last weekend of June in
Osaka, Japan, has not given us much guidance on the way forward. Just enough to
temporarily appease the concerns related to
the trade war between the two giants of the
global economy.
Although the Americans have announced
the temporary suspension of tariff increases
and the resumption of negotiations between
the two parties, no agreement has yet been
reached, concluded or ratified.
The situation in China remains similar to our
reports of the last quarter. Growth is gradually slowing down and there is no indication
of a stronger than expected slowdown at
this time.
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As for the announcement on the potential introduction of new tariffs between the
United States and the European Union, this
has been postponed indefinitely. With President Trump now in the run-up to the 2020
presidential elections, it is a safe bet that he
will not spare the Europeans if negotiations
get bogged down with China.
A delicate situation that, with its share of
volatility and uncertainties, could again
slow down growth. In any case, such an
announcement would not improve the fate
of Europe, which has recently experienced
several periods of political instability. And
the year 2019 is no exception. This is reflected in the difficulty of Europan leaders to find
a successor to Jean-Claude Juncker to lead
the European Commission.

On the other hand, the growing presence
and influence of parties and extremists
makes the game even more complex. In
this context, it is difficult to anticipate the
political changes that could disrupt the
activity of the various economic actors.
Although these facts do not bode well,
they do not announce a recession for this
year. For such a slowdown to take place, a
major event would be required, the impact
of which would abruptly slow world trade
and domestic consumption of the largest
contributors to growth.
Admittedly, the trade war between China
and the United States could play the role of
catalyst in this context. But let us not forget
that Donald Trump is in campaign.
It would not be in his interest to leave the
negotiating table again. The various communications emerging from the G20 show that
he is ready to make concessions in this
particular period.
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Trade war between
China and the United States

If investors were looking forward to an
agreement between China and the United
States in May, their hopes were shortlived. In question, a Donald Trump more
vindictive than ever abruptly interrupting
any discussion.
Since then, the situation has remained
unchanged. At most, we have seen
some announcements, causing sporadic increases in volatility. The last of these,
made during the G20, deserves our attention, however, since the President of the
United States has made it clear that he
wants to resume the dialogue.
A new truce, involving taxes amounting to
USD 300 billion of Chinese products, has
also been decreed, with no time limit. Let
us hope that the prospect of presidential
elections pushes the US President to make
concessions to obtain concrete results

that he could claim during the race for his
re-election. For their part, the Chinese,
irritated by the turn of events in May, also
seem ready to soften their position.
It is therefore likely to see the release of
positive news in the early summer even if
we will certainly face further increases in
volatility. The lack of visibility that we are
currently experiencing does not, however,
allow us to identify a clear trend towards a
compromise in the short term.
Although discussions have resumed, no
deadline has been set for an agreement.
In addition, the last taxes implemented
will be maintained. This partly explains the
current slowdown in international trade.
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Positioning of central banks

In the uncertain environment in which we
operate, it is important to take into consideration the positioning of the central banks, as
their influence is not without impact on the
financial markets. Their voice is powerful as
the end of 2018 demonstrated.

(ECB) has already taken steps in this direction, then imitated by the Fed, reinforcing
its accommodating speech. This reinforces its importance as prices of risky assets
could rise further by the end of the year if
the words materialise.

Let us quote Jerome Powell’s turnaround,
the director of the Federal Reserve (Fed),
who, by assuming a much more accommodating position than that expressed in his
previous communications, caused a sharp
rise in risky assets.

While a reversal of US monetary policy
may seem futile in light of the current positive growth, it must be remembered that
some recessions have been triggered by
the belated reaction of central banks. If the
economic situation worsens, a “preventative” decline could support and extend the
current growth cycle. A 0.25% drop in rates
in July is therefore likely if no improvement
in economic statistics is recorded.

This movement has not yet been the subject
of action by the Fed and the markets are
showing resilience as they wait for the rates
to fall before the end of the year.
Today, many investors are seeing central
banks return to an accommodating policy.
An opinion that is explained by leading indicators that always point downwards. But
also because the global economy needs
a new lease of life in order to continue
operating under more favourable financial
conditions. The European Central Bank

In addition, after a slight inflection between
April and May in the markets, which led to
an immediate correction, the global supply
of liquidity (aggregation of M2 money
supply) increased again, from USD 73,700
billion to USD 75,000 billion. In a context
where uncertainty prevails, the likelihood of
central banks moving in the direction of the
market is particularly strong.
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Escalation of tensions between
the United States and Iran
The second quarter saw tensions between
Iran and the United States rise several
notches as a result of sabotage on ships
in the Strait of Hormuz and drone attacks
on the strategic oil pipeline that connects
the eastern province of Saudi Arabia with
the port of Yanbou in the Red Sea. Accusing Iran of being behind these events, the
Americans have openly threatened the
Islamic Republic with reprisals.
They even planned air strikes, which were
cancelled at the last moment by President
Trump, after Iran destroyed an American
drone. For its part, Iran claims its innocence
and ensures not to be the author of these
provocations. Be that as it may, it’s hard
to imagine Donald Trump sending troops
there, as he has built part of his campaign
on the withdrawal of US troops from around
the world.

it was more likely to fall below USD 50. One
thing is for sure, if the barrel increases, the
Americans’ purchasing power will suffer.

From an economic point of view, however, it is difficult to assess the impact on
markets of this renewed tension. We will
limit ourselves to the fact that the price of
the barrel has increased significantly when

This is an undesirable consequence for the
American President in the crucial period
leading up to the presidential elections in
2020. It would therefore be possible to see
a lull between the two countries.

Brexit
After several failures in parliament to pass
the agreement negotiated with the European Union, Theresa May announced
her resignation on 24 May, due to her
inability to implement Brexit. In view of the
31 October deadline, her replacement,
whoever he or she may be, will have little
time to conclude an agreement if that is
his/her wish.
We are therefore looking forward to seeing
what the positioning of the new tenant of 10
Downing Street will be, because until 24 July,
election date for the new Prime Minister, it is
still too early to anticipate the outcome of
Brexit, with or without an agreement.
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Equity Markets

United States
Since the beginning of the year, the US equity market has increased by 17%, of which
4% during the second quarter. Prices,
however, fell sharply in April following the
announcement of President Trump increasing trade tensions with China. Fortunately,
the reversal of the Fed’s monetary policy has
opened the way for lower rates.
The sharp decline in manufacturing activity
in the United States, a trend that has been
taking shape for more than 12 months, partly
explains this trend that the market is looking to
anticipate by forecasting a cut in rates in July.
Pending the new liquidity that this move would
create, the market performed well in June,
pushing the S&P500 index to 2975 points.
The current price levels associated with the
macroeconomic outlook suggests that we
are in favour of maintaining our underweight
exposure to equities, a decision already
applied in the second quarter. Although
the market has risen by 4% in the last three
months, the upside potential remains particularly limited, which justifies a defensive
positioning given the downside risk potential.

Admittedly, if we saw an effective cut in rates
in July and a positive outcome between
China and the United States, the indices
could climb very quickly and very high.
However, the situation remains extremely
fragile. It would not take much to stop this
beautiful bullish machine. We therefore urge
our investors to be very cautious during this
third quarter.
It should also be added that certain regional geopolitical factors could bring their share
of surprises. If the armed confrontation was
narrowly avoided between Iran and the
United States, the outcome of the tensions
between the two countries remains unpredictable. Not to mention that the Strait of
Hormuz represents a key transit point for
the oil trade since 21% of world production
passes through it.
The price of black gold has recently jumped
to USD 60 per barrel, which invites us to
be more vigilant even if we prefer energy
values given the likely geopolitical tensions
and the potential cut in the production of the
OPEC+ countries.
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Europe
Since the beginning of the year, the European equity market has performed at 15%.
However, we are surprised by the decline in
manufacturing output indicators; especially
since it turns out to be more important than
in the other major economic blocks.
At the same time, the weakness of the euro
hardly offsets the slowdown in economic growth of the Union’s trading partners.
It should be noted, however, that the ECB
responded by indicating through its president, Mario Draghi, a change of direction
towards a more accommodating policy.
These announcements made on several occasions have been well received by
the market. However, this does not prevent
us from avoiding it, as no economic policy
really seems to be put in place to promote
recovery. Similarly, the resources allocated to growth seem insufficient for the time
being. In this environment, we therefore
prefer defensive sectors such as consumer staples or pharmaceutical stocks.

Switzerland
Despite a performance of 18% for the Swiss
equity market, the reduction in manufacturing output is even more pronounced in
Switzerland than in Europe. The slowdown
in the activities of its main trading partners,
especially Europe and China, inevitably
leads to its own slowdown. However, rates
are not expected to fall for the moment as
the Swiss National Bank (SNB) is already
one of the world’s lowest at -0.75%.
An action on the currency cannot be
excluded. The ECB has recently made very
accommodating speeches by placing the
Swiss franc at even higher levels.
In this context, the policy of declining rates
does not announce anything good for
banking stocks already very shaken since
the beginning of the year. A situation that
invites us to remain invested in consumer
staples and pharmaceutical stocks as for
the European market.

11

Fixed Income Markets

United States
What if the Fed capitulated to Donald
Trump’s insistent demands to lower rates?
Always deemed improbable, this scenario
could end up coming true. In any case, it
is the one proposed by the market, which
seems to be more in favour of the US President than the director of the country’s
all-powerful financial institution.
And it is likely that editorial writers will turn it
into a hot topic if, next July, the announcements confirm this fact. In the United States,
the 10-year rate has now fallen below 2%.
It does not take much more to convince
oneself that the market feeds a real addiction to the liquidity injected massively by the
central banks.
That is why we called on our investors to
remain overexposed to bond investments
during the second quarter of this year. A
position we maintain for this quarter as well.
It should also be noted that, as a result

of the domino effect, the fall in yields has
favoured companies issuing lower-quality bonds, as their interest charges are
therefore less significant. The marked tightening of risk premiums on this type of bond
recorded since the end of May confirms
this. The movement should continue as long
as the Fed gives its speech an accommodating tone.
Looking ahead to the next quarter, the outlook
is quite attractive for bond investors, whether
they are high-quality bonds or riskier bonds.
The only downside, China buys much less
US debt today given the poor quality of their
business relationship. Although completely
unnoticed, this change may resurface later,
when its effects will be felt.
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Europe
The strength of the European economy is
reflected in the height of interest rates, which
at the moment is very low. The German Bund,
benchmark for the European economy, is in
negative territory (-0.36%).
It is questionable whether Europe is being
“japanised” by moving towards an economy
without inflation, low growth and a central
bank continuously injecting liquidity. For
this reason, it is now difficult to encourage
investors to enter this type of market with
such low levels.
The improbable rise in short-term rates
therefore forces us to turn to alternative or
more sophisticated solutions. And for those
who do not wish to get rid of their coupons,
there is currently no reason to leave this
market in which they are already invested.
This is all the more true if we consider the low
risk of rising rates or if we imagine a rapid
reversal of European growth.

High-yield bonds and emerging markets
For investors in emerging-market and
high-yield bonds, the first two quarters of
this year will remain an excellent vintage
with a respective performance of +9% and
+10% in USD.
In this context, these results have been
boosted by the accommodative messages of the Fed and by the good health of
American companies. The same goes for
emerging markets, where economic fundamentals remain solid overall.
However, let us be aware of the issues
related to the Turkish and Argentinean
economies. In both countries, political
developments could lead to a financial
crisis given their reliance on foreign financing
denominated in USD.
Depending on possible interest rate cuts and
the likely tightening of the risk premium, we
remain invested in emerging-market debt
and high-yield bonds.
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Conclusion

The recent truce in the trade war between
China and the United States as well as
the rather positive announcements made
around the G20 are in our view the latest
ups and downs in upside potential. We do
not see other vectors coming to support the
stock market at such levels.
At least not before knowing the content of
the speech of the Fed by the end of July
or having a clearer view on the results of
the companies as well as on the intentions
of the Chinese and the Americans to settle
their differences.
As a result, the current environment forces investors to navigate cautiously. There
are of course opportunities to be seized,
but the strong corrections observed at the
end of 2018 and in May 2019 invite us to
be vigilant: a risk taken at the wrong time
can be very damaging. We must therefore remain cautious in our approach
while maintaining flexibility to benefit from
favourable market conditions.

Today, if our equity allocation has moved
to neutral, we have nonetheless covered
this exposure with futures. The goal here
is to gain flexibility in order to re-expose
ourselves with great speed when the
opportunity arises.
As regards bonds, few movements have
been made. We fully benefited from the fall
in interest rates and from the compression of
credit spreads. On the other hand, the prospect of a possible cut in rates in the United
States is driving us to keep our allocation.
The third quarter will of course bring its share
of opportunities, but also volatility, which is
why we are increasing our flexibility to take
advantage of the markets’ potential while
protecting ourselves from fluctuations.

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

