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Outlook 2019 – Q2
With this document, we are pleased to share with you our views and investment
recommendations for the second quarter of 2019.

But before embarking on this outlook, a brief
review of the first quarter is needed.

closely watched as they represent potential
destabilisations for the quarter ahead.

With double-digit performances, the various
indices show that, despite the presence of
high risks, the beginning of 2019 will have
enabled investors to seize opportunities.
Indeed, the MSCI World, which felt a sharp
decline as of September 2018, showed
signs of recovery at the end of the year and
has regained almost 70% of its correction.

We will consider the four following themes:
1. Evolution of global growth
2. Trade war between China and the
United States
3. Brexit
4. Increase of equity markets

However, this did not stop the slowdown in global growth or trigger a truce in
the trade war between China and the
United States. Although the strong correction of this autumn can be mainly attributed
to these two factors, we remain optimistic
about the risks of a recession.
Of course, jumps in volatility cannot be ruled
out and several themes must continue to be

These themes, no doubt, will have a significant impact on the dynamics of asset prices.
It is therefore essential to integrate them into
our thinking to build our allocation.
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Evolution of global growth

At the beginning of March 2019, the OECD
loweed its global growth forecast. Anticipating, before the end of the year, growth of
3.7% for 2018 and 3.5% for 2019 and 2020,
it is now revised to 3.6% for 2018, 3.3% for
2019 and 3.4% for 2020.
In view of the IMF’s four largest contributors to global growth, the European Union,
including the United Kingdom, is the area
with the largest decline. The outlook is for
growth to decline from 1.0% to 0.8% for 2018
and from 1.8% to 1.4% for 2019. For the other
three major world economies, the correction
could be lower. Over the same period, China
could decrease from 6.3% to 6.2%, the United States from 2.7% to 2.6% and India from
7.3% to 7.2%.
According to the OECD, the decline in
growth in the European Union stems from

the lack of investor confidence, but also from
the growing uncertainty surrounding trade,
investment and employment. A situation that
owes a lot to the lack of visibility generated by Brexit and, for France and Italy, the
difficulties encountered by the action of
public authorities.
However, the OECD points out that the
fiscal stimulus measures taken by the various European governments should support
the increase in real incomes and therefore
household spending. For Germany, however, the stakes are a little different since its
results depend on the decline in world trade.
Compared to the level of growth achieved by
the eurozone in 2017 (2.4%), the slowdown
observed in 2018 is therefore very real. It
should continue in 2019 before rebounding in 2020. While these revisions do not
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for larger amounts. The change in the course
of the ECB allows to remove the spectre of a
monetary policy error as was the case for the
Fed and its «back-pedalling» of November.
Caution is still required, considering Brexit
can still alter everything.
Unlike Europe, the revision remains
contained for the largest contributor to global
growth, namely China. The Middle Kingdom
seems to continue its steady slowdown.
Going from 6.9% in 2017 to 6.6% in 2018,
its growth should not actually decelerate too
quickly since the figures are announced at
6.2% for 2019 and 6.0% for 2020.
Although it is still difficult to assess the decline
in real growth to date, the Chinese authorities are seeking to alleviate any uncertainty
by announcing a number of stimulus measures, particularly targeting small businesses
as well as households.

encourage much optimism, a recession
within the eurozone is not yet on the agenda. However, it will be necessary to continue
to monitor the implementation of fiscal stimulus reforms and the impact of the decline in
world trade on exporting countries.
The actions of the European Central Bank
(ECB) will also need to be carefully examined. Indeed, the ECB seems to change
its tone and dynamics as indicated by its
last speeches.
These include the maintenance of key rates
until the end of the year (and not until the
summer as previously announced), but also
the launch of a new round of borrowing for
banks via non-standard refinancing instruments (Targeted Longer-Term Refinancing
Operations - TLTRO), focused on the very
long term and facilitated access conditions

The People’s Bank of China should continue to introduce new measures. Among
these, the further reduction of the regulatory
reserve ratio. In the face of the disappointment that may be caused by some lagging
indicators, the political and monetary authorities still have room to continue manoeuvring
and stimulating the economy. In addition,
some leading indicators seem to show signs
of improvement.
The easing of financing conditions, the acceleration of credit growth and the rebound in
the residential real estate market point in this
direction. Still, the evolution of China-US relations must be followed carefully, which does
not prevent us from remaining constructive
on China.
Despite 2018 results up from 2017 (2.9% vs.
2.3%), growth in the United States was also
revised downward for 2019, even though in
a restrained manner. The OECD has slightly
adjusted its latest forecast from 2.7% to 2.6%
for this year. The reason for this is the dissipation of the fiscal stimulus, the increase
in costs for companies and the decline in
their investments, this being directly linked
to the increase in customs tariffs. However,
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the negative effects of the shutdown should
dissipate in the coming quarters. But degradations are always possible. Depending on
future releases, phases of high volatility
cannot be ruled out in the coming months.
Fortunately, the Fed has shown that it can
be flexible in terms of monetary policy and
reassure the markets when the time comes.
We remain positive on the sector.

As for the recent upsurge of tensions between
India and Pakistan, this should not, in our
view, have a major impact on the economy.
This positive outlook on the region could
ultimately result into the integration of new
positions within the portfolios. In conclusion,
even if the risks of a slowdown are present,
and some having already materialised, the
probability of a recession is still very low.

Domestic consumption, the largest contributor to US GDP, seems to hold up well
and financial conditions are not sufficiently restrictive to adversely affect markets in
the short term. Let us, however, pay attention to the dynamics of world trade and of
course to the internal political climate that
could weaken exports as well as domestic
consumption.

The OECD interim report on the subject also
seems to support this view. According to the
organisation, the most pessimistic scenario,
namely a 2% drop in Chinese growth, would
only slightly impact global growth.

Concerning India, it shows a growth of 7.0%
in 2018 against 6.6% in 2017. An increase
that should continue in 2019, but at a slower rate than expected by the OECD last
November, lowering its forecasts from 7.3%
to 7.2%. The context remains buoyant for the
trade balance thanks to the controlled price
of the barrel.

It would certainly lose 0.6%, but would
remain positive. It must be kept in mind,
however, that no agreement or truce has
been signed between the two largest economies in the world. The current relaxation
between the two actors will surely lead to
concrete solutions.
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Trade war between China
and the United States

Since the end of the year, announcements
related to China-US trade relations have
taken a rather positive turn. If President
Trump originally imposed 1st March as the
deadline for the conclusion of an agreement, threatening to pass taxes from 10%
to 25% on $ 200 billion worth of Chinese
goods if negotiations failed, he finally
retracted in view of the progress made
in the talks.
However, since this reprieve, no date has
been set for a meeting between the two
heads of state. A summit between Xi Jinping
and Donald Trump had certainly been
planned in March, then in April, but now it is
again pushed back until June according to
the Chinese press.
The lack of visibility on the sequence of
events does not, however, hinder market
dynamics for the time being, but the prolongation of the situation could eventually
weigh on investor confidence.

The climate could further deteriorate if President Trump hardened the tone with Europe
regarding the automotive sector.
However, and despite this proven risk, we
remain positive on the situation. Closely linked by common interests, the two
superpowers have nothing to gain from
accelerating the deterioration of world trade.
Their respective growth would inevitably
suffer. Such a situation could also have
the effect of eroding the electoral base of
Donald Trump who, if he aims for re-election in 2020, must avoid this at all costs. On
the other hand, Xi Jinping is already facing a
slowdown in his economy.
A decline in world trade would further
weaken China’s activity and consequently its influence and credibility. We remain
vigilant while anticipating that a major
deal would act as a catalyst for global
asset markets.
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Brexit
Despite all her efforts, Theresa May has had
a difficult start to the year, having failed to
get the agreement negotiated with Europe
adopted despite two votes.
Even if a third vote remains possible, the
most plausible scenario remains that of a
request to postpone the UK’s exit date from
the European Union. However, it is likely that
European leaders will put certain conditions
on this demand before giving the British
extra time.
It should also be noted that the extension
of the negotiation period provided for in
Article 50 must be unanimously accepted by the 27 countries of the Union to enter
into force.
Given these elements, it is now difficult to
focus on one outcome over another and to
generate directional anticipation on Sterling
or British equities. Caution therefore prompts
us to take a step back for the time being.

Equity markets rally
The first quarter of 2019 saw a dramatic
recovery in the equity market, driven by
reassuring statements by central banks
about the dynamics of their respective
monetary policies and by the optimism
resulting from negotiations between the
United States and China.
A feeling that is still reflected today in the
prices. Following the first-quarter rally, we
decided to take our profits on equities and
underweight this asset class in the portfolios. It is true that the market continues to
grow, but no concrete news, especially on
China-US relations, allow strong convictions to be built.
In any case, it is possible that, following the exit of investors at the end of last
year, we face a flow market. However,
the upside potential seems limited and

will remain so as long as economic indicators do not stabilise or no agreement
is reached between the United States
and China.
In addition, an episode of high volatility
cannot be ruled out and it could result in
an erosion of the positive performances
achieved since the beginning of the year.
Such a context invites us to remain
cautious. We will only increase the proportion of risky assets within the portfolios in
the event of a correction or when we will
know a little more about the real intentions
of Donald Trump and Xi Jinping.
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Equity Markets

United States
Since the beginning of the year, the US
equity market has gained 12%. Although
convincing, this result does not improve the
outlook for US companies for 2019 because
it is a compensatory rebound, partially filling
the tremendous decline observed in the last
quarter of 2018.
With a 14% loss recorded over the period, the US market had nothing to reassure
investors, which foreshadowed the worst
for 2019. But fortunately, the intervention
of Fed Chairman Jerome Powell, dampened the situation. In particular, he said he
wanted to put the cycle of rising rates
on hold after having destabilised the
world on 19 December with his decision to
raise them to 2.50% against President
Trump’s advice.
Jerome Powell has therefore changed from a
scaremonger into an oracle, turning the losers
of the fourth quarter of 2018 into winners in
the first quarter of 2019. Investors who had

maintained their positions at the end of the
year were rewarded by the rapid and vigorous rebound that followed. However, those
who had reduced their exposure had some
difficulty recovering part of their capital, hesitating to take new risks in January.
For the second quarter, we opted to maintain a significant underweighting in equities.
The recent rebound prompted us to sell our
positions. The pause in the rate hike and the
resolution of the crisis between the United
States and China being already integrated
by the market, a fall would be inevitable if
these two elements were to take the opposite of the current trend.
Our preference is therefore towards the oil
sector, taking into account the reduction
in OPEC+ production and the sharp price
correction recorded last year. The non-cyclical consumer sector is also favoured for the
stability of its revenues in view of the slow
growth to come.
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Europe

Switzerland

As usual, the European equity market followed
the US market with a 12% performance for the
first quarter of 2019, reacting positively to the
same news and trends.

In the wake of the main world markets,
Swiss equities rose sharply at the beginning
of the year.

It should be noted, however, that in a context
where the economy remains sluggish, the
ECB has sharply downgraded growth in
the eurozone from 1.7% to 1.1%. Despite a
justified discount between European and
American prices, we remain under-invested
in this sector.
Not to mention that, in terms of public finances, Europe is also in a bad position to favour
any kind of fiscal stimulus. The ECB has not
raised interest rates, currently below zero, the
institution leaves little room for governments
to revive their country’s economy.
Furthermore, after China, President Trump
now seems to want to attack Europe, which
is still hanging on the Brexit talks and its
possible consequences.

This positive first quarter does not prevent
us from considering the second quarter with
pessimism. However, we appreciate the
defensive nature of the Swiss market with
its pharmaceutical component and non-cyclical consumption.
Moreover, as banks represent only a small
part of the SMI, all the elements seem to
be in place to encourage us to favour this
market to the detriment of European and
American markets.
However, we will avoid bank stocks despite
attractive dividends. The latest earnings
released show that growth is no longer
there. Without a significant increase in the
assets under management, this sector may
well stagnate.
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Fixed Income Markets
United States

Europe

Contrary to opinion, 2019 is unlikely to be
the year of rate hikes. Given the weakness
of the macroeconomic data, they should
indeed be maintained at their level so as not
to create any turmoil.

The European economy, which has slowed
down considerably lately, currently requires
a boost.

If rates remain stable, the high-yield bond
market should take a pause, despite the
year’s good performance (+6%).
As for the yield of 10-year USD bonds that
rose to the heights of 3.3% last November,
it now stands at 2.6%. As prices have risen
sharply, the risk premium is now low.
While we have decided to maintain our overexposure in this segment for this quarter, the
current price level will probably not be able
to continue on this path in the third quarter.
A situation to be closely monitored, which we
will discuss again soon.

The problem is that it cannot benefit from a
fall in rates, because they are still negative,
the ECB did not wish to raise them. However, the institution has launched new tools to
stimulate growth, including TLTROs, longterm loans to banks to inject liquidity into the
real economy.
However, when we look at the German
10-year government bond rate (Bund), which
fluctuates around 0.82%, we have the right
to ask ourselves if Europe is not going down
the same path as Japan. In this context, the
hunt for yield becomes too binary to be able
to consider investing with confidence.
Either we are dealing with bonds of very
good companies that do not pay, or we opt
for bonds of over-indebted companies that
pay too much. Difficult to make choices in
such a context.

12

Emerging countries
Still performing better when liquidity
abounds and when faced with an expansionary monetary policy, emerging market
bonds benefited from the Fed’s downturn
and weakening dollar. In this context,
Turkey and Argentina’s bonds were the
big winners, but the situation should
not last.
A long-term improvement will not be
achieved without a certain deterioration.
While Turkey has benefited from the housing boom and private sector debt to support
its growth, these two segments are now
at a standstill; so the scenario is rather
recessionary this year.

Although prices can still be appreciated,
we now prefer to reserve this allocation to
US high-yield bonds. The latter saw credit spreads return to their 2017 average,
indicating a return to renewed liquidity.
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Conclusion
Having chosen a «neutral» allocation for equities at the beginning of the year, it now seems
appropriate to underweight our positions.
This in a perspective of profit taking and
anticipation of the low upside potential that
the current environment inspires us. The
cash allocation has increased by one notch
compared to the last quarter.
Concerning the bond sector, a «neutral»
exposure is required for the Investment
Grade part. As for high-yield bonds, they
maintain attractive yields after having
recorded good performances and a price
revaluation. However, we note that the
spread has narrowed, so we are entering a
logic of reduction rather than increase during
this second quarter.

allocation approach and try to take advantage of possible market weaknesses in order
to benefit from attractive entry levels. However, it remains unwise to build a risky exposure
based on current levels.
It therefore seems more prudent to wait for
things to become clearer on the macroeconomic and political context so as to be able
to act with full knowledge of the facts.

As a result, we opted for an underweighting in emerging market bonds while closely
monitoring the dynamics of the US dollar,
which could provide support for this asset
class in the event of a decline. It should be
noted that we took advantage of the rise in
gold prices at the beginning of the year to
also reduce our exposure.
In such an environment, we believe that
risky assets still have potential. In this
context, we will favour an opportunistic

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

