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Preparing For The Next Decade

INTRODUCTION
THE FUTURE IS NOT WHAT IT USED TO BE
“Eyes Wide Open”, the title of our Investment Outlook
for 2018, predicted the return of volatility. We didn’t
expect last year to be that negative across all asset
classes. However, as we were aware of the collision
of rising uncertainties with complacent positioning,
our cautious allocation mitigated the impact.
Our call on volatility was correct; more than the
negative performance, which gave back only part of
the extraordinary 2017 returns, this regime change
marks the transition to a more perilous decade for
investors. Expected returns will be lower, with less
economic growth and richer valuations, while
volatility will be higher, with less liquidity and rising
political uncertainty. Record levels of global debt are
a common denominator, capping growth and
heightening investment risk. Fortunately, secular
positive trends are still at play, valuation
opportunities have appeared and cash is back as a
yielding asset, but deﬁnitely, the future is not what it
used to be.

nor a hard-landing in China. With the US Federal
Reserve being more pragmatic, we favour global
equities and emerging market debt as sources of
returns, but remain cautious on corporate high-yield
debt and Europe as a region. We consider cash and
gold to be the best assets to mitigate risk. We see
value in GCC assets, selectively buying bonds and
holding equities (for now), as their compelling
valuations still require a catalyst to be unlocked.
With the December 2018 capitulation, we did not wait
to put our active allocation process into practice. We
are progressively reducing exposure to DM
government bonds while increasing both equity and
cash. As opportunities arise and vanish, keeping in
mind the challenges of the next decade, our
positioning will change, but what will not is our
commitment to preserve and grow your capital for
the long-term.

With the right skills and preparation, any adverse
environment can be successfully crossed. We have
strengthened our process around three key pillars to
navigate the next decade. The ﬁrst is a robust and
diversiﬁed portfolio construction, aiming to preserve
capital over a deﬁned time horizon. The second is a
framework to dynamically add or reduce risk when
volatility creates opportunities, based on estimated
fair values. The third and ﬁnal pillar is selectivity in
securities and products, guided by quality and
sustainability, to leverage the ineﬃciencies created by
years of passive investing and algorithms mimicking
each other.
A journey of a thousand miles begins with a single
step, which is why we present our views for both the
decade and the year ahead. 2019 starts with markets
overshooting fundamentals. There are multiple late
cycle forces at play, slowing economic and earnings
growth, but we don’t forecast a recession in the US
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OUR KEY CONVICTIONS AT A GLANCE
EXHIBIT 1: CURRENT ABSOLUTE TACTICAL POSITIONING (ABS.) AND RELATIVE TO STRATEGIC ASSET ALLOCATION
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ASSET ALLOCATION AND PORTFOLIO CONSTRUCTION

FIXED-INCOME CONVICTIONS

> Gradually taking proﬁts on DM government bonds
to reinforce cash and equity

> Favour corporate credit and EM debt over DM
government bonds

> EM debt and global equities our preferred sources
of return; gold and cash the best defensive assets

> Overweight the US within DM government bonds,
and favour Investment Grade over High Yield
credit

> We will tactically adjust exposure based on
valuation discipline
EQUITY CONVICTIONS
> DM: neutral US, slightly underweight Europe vs
slightly overweight Japan
> EM: we favour Asia, with no speciﬁc country bias.
We would add to KSA in 1H19 on MSCI EM Index
inclusion
> Sectors: technology (but selectively) our preferred
growth sector, we play European energy &
commodity and GCC banks for dividends, and
favour Healthcare as our preferred defensive
sector

> GCC bonds oﬀer value across select Sovereigns
and Corporate (Utilities, Energy and Financials
including hybrids)
OIL OUTLOOK
> Oil prices to ﬂuctuate against weakening outlook
for global economy
> We expect Brent futures to average USD 65/b in
2019 with signiﬁcant volatility
REAL ESTATE
> Late cycle concerns: low property yields, slower
growth and rising rates
> Demand still robust for prime assets over the longterm, 2019 focus on defensive sectors
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THE YEAR THAT WAS
FINANCIAL MARKETS IN 2018
EXHIBIT 2: ASSET CLASSES – % NET RETURNS IN USD – 2018 COMPARED TO 2017
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After a brilliant 2017, there was almost no place to
hide for investors in 2018. It however started very
well: the prospects for a vigorous, synchronised and
non-inﬂationary global economy was propelling
earnings, also turbo-charged in the US by the
corporate tax cuts being implemented. January was
spectacularly positive, but was quickly annihilated by
fears of inﬂation and higher rates. Later in 2Q18,
divergences appeared in the growth picture, as the
US was the only economic outperformer, as well as
the only developed economy to raise rates. As a
result, the dollar appreciation weighed on emerging
assets, before escalating trade tensions exacerbated
concerns. As the Fed stood still despite President
Trump’s pressure in 4Q18, markets began to price in
both a slow-down in global economy and tighter
liquidity
conditions,
also
questioning
the
sustainability of US growth as the yield curve partially
inverted. Adding an erratic Brexit process, a sharp
reversal in oil prices and the prospect of a US
Government shutdown was enough to form a perfect
storm. In the fourth quarter, risky assets severely
sold-oﬀ, with the worst December for US equities in
50 years, and traditional safe havens such as US
Government bonds, Japanese Yen and Gold gained.
In round numbers, equities ended the year down -9%
in developed markets, and -15% in emerging markets,
after respectively +22% and +37% in 2017. Within
6

developed markets, Europe was the laggard with 15%, followed by Japan at -13%, and -5% for the US
S&P 500. Within Emerging Markets, the MSCI China
underperformed with a negative -19%, followed by
India with -7%, Brazil and Russia close to 0. The GCC
was positive, with KSA equities delivering +8%. The
worst performing global sectors were unsurprisingly
cyclicals (Materials, Industrials, Energy) and
Financials, while defensive Healthcare and ratesensitive Utilities were up 1%.
Fixed income was overall negative, with performance
following the risk hierarchy within the asset class. DM
government bonds were almost ﬂat considering an
aggregate expressed in US dollars, with US delivering
positive performance. Government debt from
Emerging Markets was relatively resilient at -2.5%.
Investment grade corporate lost around 3% while
high yield was negative -4%.
The key feature of 2018 was however not the
performance itself, giving back part of the
extraordinary returns of 2017, but the come-back of
volatility. Monthly, weekly, daily price variations were
comparable to 2008-09. As a group, Hedge Funds
delivered a poor -7% return, underperforming both
US equities and ﬁxed income, which highlights that
even with the best process, teams, algorithms and
discipline, short-term trading was perilous in 2018.
GLOBAL INVESTMENT OUTLOOK 2019

THE YEAR THAT WAS
A LOOK BACK ON OUR 2018 STRATEGIES
EXHIBIT 3: STRATEGIC ASSET ALLOCATION - 2018 PERFORMANCE VS PEERS
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ASSET ALLOCATION
We maintained an overall cautious positioning
throughout the year with a limited allocation to the
riskiest assets, equities in particular, and a signiﬁcant
weight to government bonds. We marginally added
to US equities in June, which had a modest negative
impact over the year. We also slightly added to EM
equities in 3Q18, without signiﬁcant performance
impact. Finally, we reduced High Yield in October to
add to our positions in Gold, which had a slightly
positive impact.
In a context of generalised negative performances
across asset-classes, our cautious positioning was not
enough to deliver positive returns. However, our
strategic asset allocation with our cautious, moderate
and aggressive proﬁles delivered -2%, -4% and -6%
respectively; these were limited losses compared to
our international competitors as measured by the
corresponding Morningstar composite indices.

back of the announcement of their inclusion into
MSCI EM indices.
The results of our sector calls were more mixed. On
the positive side, our overweight in Healthcare
delivered, and we recommended to take partial
proﬁts in Technology in the summer, before it started
to materially underperform. On the negative side, US
Financials and Industrials did poorly, as unexpected
concerns on global economy rose, and global Energy
was aﬀected by the reversal in oil prices.
FIXED INCOME
Our preference for US Government bonds proved
right in 2018, as well as our conviction that the
potential for the US 10 year yields to exceed 3% was
very limited. Our long-term conviction in EM
government bonds did not deliver positive returns,
but our preference towards the USD denominated
segment (hard currency) was appropriate in relative.

EQUITY
We were not expecting the sell-off to be as severe,
but our regional preferences within developed and
emerging markets proved right in 2018. Both the US
and India outperformed their respective global DM
and global EM indices by a significant margin. Saudi
equities delivered positive return in USD, on the
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PREPARING FOR THE NEXT DECADE
UNTIL DEBT TEARS US APART
When it comes to investment, the core mission of
wealth management is simple: to ensure a safe
journey of your capital between now and the horizon
of your personal goals. Conditions for that journey
have been ideal in the last decade or so: no economic
recession to fall into, a formidable tailwind provided
by central banks pumping fresh liquidity into the
system, and very stable weather with record low
volatility. Alas, this perfect environment is getting
cloudier, and 2018 has been the transition to a much
more turbulent decade. The economy will not keep
growing at the same pace and already shows
divergence. The wind of liquidity has started to turn
into tightening. The weather is suddenly
unpredictable, with markets sometimes moving 3% a
day. Finally, on the horizon, the enormous mass of
accumulated debt seems to be only waiting for a bit
of heat and pressure to form a hurricane.

excessive debt, mixed with ﬁnancial creativity and
complacency towards risk, ultimately threatening the
entire ﬁnancial system. The responses from
authorities have been to inject massive amounts of
liquidity to create very loose ﬁnancial conditions, so
that banks and governments could restructure,
repair and ultimately deleverage. 10 years later, the
result is not deleveraging, but an actual USD 70tn
increase in global debt, reaching the astonishing
number of 250tn or 3 times the size of the global
economy annually.

Fortunately, as we know in this part of the world
better than anywhere else, there is no adverse
environment that cannot be safely crossed with the
appropriate skills and preparation. Let’s start with
looking at the key challenges of the decade and their
consequences, before presenting our keys to
navigating them.

Let’s talk about companies first. High levels of debt
make companies vulnerable, especially if debt is not
used for productive investments; indeed, it wasn’t,
with capital expenditure at very low levels in the
West and share buy-backs breaking all historical
records. Any downturn in the economic cycle or any
material rise in interest rates will quickly deteriorate
their financial health, posing a risk to markets and
putting a drag on future growth as the ability to
invest will be damaged. The highly indebted cyclical
borrowers must be closely watched – and most of
them simply avoided.

GLOBAL LEVELS OF DEBT ARE UNSUSTAINABLE,
CAPPING GROWTH AND HEIGHTENING INVESTMENT
RISK
The 2008-2009 global ﬁnancial crisis was about

Banks are not to blame, as regulation forced them to
de-risk their balance-sheets. Households have also
been reasonable. The lion’s share of the new debt
has been issued by companies and governments,
encouraged by investors in a desperate search of
yield.

EXHIBIT 4: 20 YEARS OF GLOBAL DEBT BY SECTOR (USD TRN - LHS) AND US 10Y YIELD (RHS)
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What about governments? Is it an issue? After all,
Japan seems to be perfectly operating with a public
debt in excess of 2 times its GDP. Japanese debt is
almost exclusively owned by Japanese savers – with
no unemployment, and a shrinking population. They
control their fate, should they decide to kick the can
down the road to eternity through quantitative easing
or ultimately default.
Let’s take another example: France. Public debt to GDP
is approaching 100%, and growing around 3% per year
(its public deﬁcit), despite a currently growing economy
and an extremely low cost of debt. What will happen
when conditions are less favourable? Where is the
room to manoeuvre when the unemployment rate is
9.3%, when tax-to-GDP at 46% is already the highest of
the OECD, and with an unprecedented “yellow vests”
middle class revolt currently ongoing? With a common
currency, would the German tax-payers be happy to
bail-out France, assuming they can?
France is only an example. The truth is that
governments from developed countries have no
margin of safety to deal with the next downturn, while
their citizens, impoverished by globalisation and
losing conﬁdence in the future, are already out of
patience. This terrible combination will only increase
political and geopolitical risks, within nations and
between them. The solvency issue is also not to be
ignored. Will the demand from investors be able to
match the ever-increasing supply of DM government
bonds, without a painful adjustment in rate, which in
turn would take its toll on the economy?
The worst is never certain but as central banks are

ending their asset purchase programs, current levels
of debt limit the potential future growth, create
market vulnerabilities, and exacerbate political risk,
especially where the rates are the lowest. To illustrate
the magnitude of global debt, a 1% increase of cost
on USD 250tn of debt is equivalent to the size of the
French economy.
LONG-TERM VALUATIONS ARE ELEVATED, LOWERING
FUTURE EXPECTED RETURNS
Exhibit 5 shows the 10 year annualised total return of
US equities since December 1871, expressed in real
terms, i.e. adjusting for the impact of inﬂation. There
is some very good news: even across wars and crises,
it is indeed quite rare to lose money over 10 years.
However, it is also interesting to note that the last
decade has been one of the best in recent history, and
that the 10 year return tends to revert to its mean.
Also worrying is the level of long-term valuation, i.e.
the cyclically adjusted PE (Shiller PE) which takes into
account average earnings over 10 years. According to
this metric, US equity markets have only been more
expensive during the roaring technology bubble of the
2000s. The record low level of interest rates is an
explanation for this high multiple, by simple relative
opportunity. However, this multiple applies to robust
earnings, beneﬁtting from historically high margins
and supported by important share buy-backs. More
importantly, there is a signiﬁcant correlation between
the Shiller PE at the beginning of an investment
period, and the subsequent 10 year return on US
equities. It is important to keep in mind that for the
next decade, expected returns on the world’s largest
and leading stock markets are lower than in the

EXHIBIT 5: US EQUITIES - 10Y REAL TOTAL RETURN VS LONG-TERM VALUATION
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previous one. And again, as for France, US stocks are
an interesting example but are not isolated, as there
is no obvious valuation bargain to be found in major
asset classes – the most striking example being that
more than USD 8tn of debt currently shows a negative
yield. The direct consequence for investors is that the
time of easy returns backed by compelling valuations
and a benign macro environment are behind us, and
that to express it simply, looking forward, 5% could be
the new 10%.
LIQUIDITY IS GETTING TIGHTER, DRIVING HIGHER
VOLATILITY; ARE MARKETS READY FOR IT?
Everything in the past decade, from rising debt to high
valuations, was linked to Central Banks creating
money to purchase securities, providing enormous
amounts of liquidity to the system. It also had a
tremendous impact on volatility. The daily, weekly or
monthly variation of asset prices simply collapsed due
to abundant liquidity in markets and the sentiment of
safety provided by this buyer of last resort, dubbed in
the US the “Fed put option”. One could question the
exact timing, but there is little doubt that quantitative
easing is coming to an end. The issue is that the
markets have gotten used to a world of high liquidity
and low volatility, with three consequences.
Our ﬁrst point is on passive investing and how it has
become hegemonic. With such a dominant macro
factor as trillions of dollars of money being printed,
there was little incentive to carefully select stocks and
issuers; a rising tide lifts all ships - all that mattered
was to jump on the wagon and buy the asset-class.
As a result, the large weights in the indices got more
inﬂows than the rest, increasing the outperformance

of indices versus active managers (not the opposite).
Today, a considerable part of ﬁnancial assets are held
through index replicating instruments, such as
exchange traded funds (ETF). In a downturn, popular
indices will be the most heavily hit. By deﬁnition, an
ETF is traded on an exchange, which creates a
sentiment of permanent liquidity, while the actual
ability to sell them at the intended price depends on
market depth which is aﬀected by liquidity, and by
volatility (market makers have risk limits). Investors
should be aware that an ETF being more liquid than
the underlying index it replicates (high yield,
leveraged loans) is an anomaly which presents
serious pricing risk in changing market conditions.
Our second point is about the domination of
algorithmic trading in listed markets. At the 2018
Milken Institute Global Conference, a Goldman Sachs
representative stated that in equity trading: “15-20
years ago we had 500 people making markets in
stocks. Today we have 3”. Machines are much faster
and cheaper than humans, they analyse enormous
quantities of information (like, a keyword in a tweet
from President Trump) instantly and they are not
subject to emotions. They are optimised to generate
proﬁts in any situation, and their ability to trade
orders independently and with greater speed and
eﬃciency than humans poses unknown risks when
the context of liquidity changes.
Finally, the third consequence of markets getting
used to low volatility has been the prosperity of
investment products being directly or indirectly
sellers of it. From complex variance swaps to simple
structured products, or risk-parity funds, there are

EXHIBIT 6: US EQUITY: PERCENTAGE OF ASSETS IN PASSIVE FUNDS
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many strategies with considerable size which have to
sell assets when their volatility rises, i.e. when their
price abruptly falls, which ampliﬁes both the price
and the volatility movement. In other words, there are
price-insensitive market participants who can
instantly become forced-sellers.
The recent change in the volatility regime is not a oneoﬀ adjustment and will last multiple years. It doesn’t
change the fundamental picture, and it arguably
creates exploitable ineﬃciencies for fundamental
investors. However, it makes listed markets
dangerous in the short-term. As a direct consequence
we would advise investors to be careful on leverage
looking forward. The last thing we want in volatile
markets is to join the hoard of forced sellers, by
deﬁnition at the worst time.
The next decade for investors will in summary be more
challenging than the previous one. With the
appropriate preparation and the right tools, no journey
is impossible, even with turbulence. Indeed,
turbulence is the parent of the greatest future returns.
The more diﬃcult the environment, the more exciting
can be the journey. We have dedicated considerable
eﬀorts to strengthen our investment process around
what we believe are the three keys to safely navigate
such an environment.
A
ROBUST
AND
DIVERSIFIED
PORTFOLIO
CONSTRUCTION TO MATCH YOUR REAL TIME
HORIZON
First, the investment landscape is less and less
homogeneous. Cycles are desynchronised, impacting
currencies and interest rates. Geopolitical risks are
regional, elections and policies are national, and overall
the globalisation is backing-up with more
diﬀerentiated dynamics. This is good news for portfolio
construction, as the beneﬁts of diversiﬁcation are back,
after years of generalised correlation across all assets.
A well-diversiﬁed portfolio is key to generate relevant
risk-adjusted returns.
Preparing for the next decade, we have fully
reshuﬄed our Strategic Asset Allocation (SAA)
framework, which means rebuilding the reference
portfolios for the diﬀerent risk proﬁles, based on
realistic assumptions of returns and risk, which take
into account the challenges of the decade. Capital
preservation is at the heart of our approach. For us,
a cautious, moderate and aggressive proﬁle should
not lose money respectively over 3, 5 and 7 years.
This is how we have built proﬁles, to optimise the riskadjusted return while maximising the probabilities of
not losing money in adverse conditions over these
deﬁned horizons. This exercise had led us to allocate
a signiﬁcant weight to Emerging Markets (better longterm valuation, better long-term drivers, and less
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debt than DM), and to favour cash and gold as the
defensive assets of choice (DM government debt
doesn’t pay enough for the underlying solvency risk,
cash provides both yield and ﬂexibility, and gold is the
currency nobody can print).
AN AGILE AND DISCIPLINED ACTIVE ALLOCATION
Once we are aware of the destination (the SAA), the
journey can begin. In a world of volatility, the second
key feature is to be ready to adapt to changing
conditions. Accelerate when the conditions are
favourable, and ﬁnd a shelter when they are not. It’s
about identifying the risks and opportunities, then
implementing them. With regards to the identiﬁcation,
we consider every market segment by analysing the
macro backdrop (what happens), the valuation (what
is priced-in), as well as the behavioural factors
(sentiment and positioning). We have set-up year-end
fair values for major asset classes which will guide our
tactical asset allocation (TAA). Short-term price
movements are unpredictable, but fundamental value
can be assessed. If there is material upside, there is
an opportunity, and reciprocally, with behavioural
factors helping us with timing. As for implementation,
we have deﬁned a strict risk-budget for the TAA for
each proﬁle. We don’t want to get lost by deviating too
far from our theoretical itinerary. Our aim is to deliver
over time an additional 1% of annualised return over
the SAA, should it be by limiting losses or amplifying
rallies. We ﬁrmly believe that volatility can be the
friend of a long-term fundamental investor, and we
get prepared for it. We have started the year by
reducing our allocation to government bonds adding
to cash and equity. But it might change as soon as we
reach our fair values or as conditions evolve, with
pragmatism.
THE BENEFITS OF SELECTIVITY – DIFFERENTIATION IS
BACK.
The third key for success is selectivity. Individual
prices have been more impacted by their weight in
indices and by algorithms mimicking each other than
by fundamentals - this era is now over. In bad times,
weak hands will sell their ETFs, dragging indices lower
than active portfolios. In good times, economic
growth will be scarcer, which means that there will be
diﬀerentiation between the best business models
and their competitors. Selectivity is also the way to
cope with excessive debt: it doesn’t make sense to
buy bonds from an issuer who won’t be able to
service them over the long-term, should it be a
company or a government. Debt indices are full of
such dangerous issuers. We highlight selectivity of
individual securities based on the fundamental
assessment of their quality rather than their weight
in an index, as well as selecting the best external
managers with the same philosophy, guided by
sustainability principles.

GLOBAL INVESTMENT OUTLOOK 2019

To conclude, preparing for the next decade is about
highlighting the diﬀerence between speculation and
investment. As the long-term performance of equity
returns show, time is on the side of fundamental
investors. More importantly, if preparing for the
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worst is the key to a safe journey, the next decade
will also see the continuation of the rise of emerging
market countries, amazing technological innovations
and formidable opportunities around the
sustainable economy.
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GLOBAL MACRO OUTLOOK
EXHIBIT 7: EMIRATES NBD KEY ECONOMIC FORECASTS FOR 2019 (AS OF JANUARY 2019)
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EUROZONE

2017

2018

2019F

CHINA

2017

2018

2019F

Real GDP %

2.4

2.3

1.8

Real GDP %

6.9

6.5

6.3

Current A/C % GDP

3.5

2.8

3.2

Current A/C % GDP

1.3

1.3

0.6

Budget Balance % GDP

(0.9)

(1.6)

(0.9)

Budget Balance % GDP

(3.7)

(3.5)

(3.5)

CPI %

1.5

1.5

1.7

CPI %

1.6

2.2

2.3

UK

2017

2018

2019F

INDIA (FISCAL YEAR)

2017

2018

2019F

Real GDP %

1.7

1.5

1.5

Real GDP %

7.1

7.3

7.8

Current A/C % GDP

(3.9)

(3.3)

(3.3)

Current A/C % GDP

(1.5)

(2.0)

(2.8)

Budget Balance % GDP

(1.8)

(2.8)

(1.8)

Budget Balance % GDP

(3.9)

(3.5)

(3.3)

CPI %

2.7

2.6

2.1

CPI %

3.3

3.9

4.6

STORM CLOUDS GATHER
The World Bank cut its forecast for global economic
growth as slowing growth in trade and investment
and rising interest rates hurt momentum. It now
expects global expansion of 2.9% this year, down
from 3% in 2018, a reduction of 0.1 percentage points
from its June forecast. Growth in China was revised
downwards by 0.1% to 6.2% while the US was left
unchanged at 2.5% and Japan was revised up by 0.1%
to 0.9%.
CHINA STIMULATES ON TWO FRONTS
China’s economy will be key to how global growth
pans out this year. Chinese exports and imports fell
sharply at the end of last year, at -4.4% y/y and -7.6%
y/y respectively in December. The export pull-back
was the largest since a 6.2% decline in December of
2016 and presumably reﬂects the impact of tariﬀs.
This report is consistent with ongoing slowing in
China's domestic economy (falling imports) and the
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impact of the trade war with the US (drop in exports).
China had already moved to stimulate growth in the
ﬁrst few days of the year with the People’s Bank of
China (PBOC) announcing a 100bps cut in Required
Reserve Ratio (RRR) for banks, including 50bps
eﬀective 15 January and another 50bps eﬀective 25th
January. The move is expected to free up estimated
liquidity of around RM 800bn and is in response to
increasing downside risks for China’s economic
growth from external trade conﬂict, slowing housing
market and softening consumption. Fiscal policy has
also been loosened with China said to be mulling
more tax cuts. Both steps shows that the Chinese
government is committed to maintaining stable
economic growth and containing systemic risks.
However, so far there is little sign that the economy
is responding to stimulus measures, and some
analysts have warned that China’s real rate of growth
is less than 2%.
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US GROWTH DOES NOT DISPEL DOUBTS ABOUT
RATES
Elsewhere the year has begun with relatively mixed
news. Nonfarm payrolls (NFP) data in the US showed
that 312k new jobs were added in December, far
above market estimates and the second largest
increase in 2018 as a whole. The growth was broad
based, average hourly earnings rose by 3.2% y/y while
the unemployment rate rose to 3.9% mainly due to
increased labour force participation. The report
showed that while manufacturing and housing data
may be showing some signs of slowing, the labour
market in the US remains buoyant.
Despite the strong NFP report, Fed Chair Jerome
Powell gave a more cautious assessment following
it, perhaps in an effort to calm financial markets.
Powell indicated that the Fed would be ‘patient’ in
assessing economic conditions and that the central
bank was prepared to shift policy ‘significantly’ if
warranted. Equity markets soared on the back of
Powell’s comments on the implication that the
trajectory for rates in 2019 may not be as steep as
initially feared.
The minutes of the FOMC’s last meeting in December
also showed a dovish tone. Future rate hikes are not
on a preset trajectory but going to be very much data
dependent. The minutes also noted that the FOMC
could aﬀord to be patient about further policy ﬁrming
and hinted that a relatively limited amount of
additional tightening would be appropriate. FOMC
members also took note of the contrast between the
strength of the incoming data on economic activity
and concerns about downside risks evident in
ﬁnancial markets.
If the Fed does become more data dependent the
ﬁrst inﬂation reading seen this year at least provides
some reassurance that it will not have to move hastily.
US CPI inﬂation eased in December to 1.9% y/y while
core inﬂation remained at 2.2% y/y, further lowering
market expectations for further rate hikes in 2019.
Currently the markets are relatively evenly balanced
as to whether there will be a hike or a cut in US
interest rates by the end of the year, although looking
at the strength of the US economy at the moment, we
continue to expect two more rate hikes in 2019,
probably starting around the middle of the year.
TRADE TALKS PROMISING BUT DETAILS AWAITED
On a more positive note the US and China completed
trade talks after 3 days of discussions earlier this
month with apparently substantial agreements
having been reached. The US said that they will
decide on the next steps after the oﬃcial report has
been discussed back in Washington and that they
want any deal to include ‘ongoing veriﬁcation and
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eﬀective enforcement’ mechanisms. Both the US and
China probably have an interest in resolving the
dispute, which is why the markets appear relatively
hopeful about the outcome. China would like to
remove a key headwind to economic growth, while
President Trump is clearly sensitive to equity market
falls and would also like to distract from unpopular
domestic issues. However, there remains
considerable uncertainty about the kind of
agreement the US is actually willing to accept. US
trade hawks would like changes that go beyond
traded goods and vague promises on market access
and Intellectual Property rights. It seems unlikely that
China’s concessions on these issues will be
comprehensive and fast enough so the outcome may
not be as clear cut as the markets hope, with a low
level of tension likely to remain.
EUROZONE OUTLOOK DARKENS
Elsewhere, the signs are that these trade tensions
along with other idiosyncratic issues are already
weighing on activity in other parts of the world.
Eurozone industrial production fell by -1.7% m/m in
November, while October data were revised down
to 0.1% m/m from 0.2% m/m. French consumer
confidence slumped to the lowest in 4 years in
December – falling to 87 versus 92 in November,
partly reflecting the impact of Yellow Vests protests
there. The European Commission’s economic
sentiment index - which covers the mood among
both households and companies - dropped to
107.3, and down from 109.5 in the previous month.
The decline was broad-based with consumer
confidence also dropping -6.2%. The slide in the
index is the worst in the last 2 years and is reflective
of trade headwinds and the risk of a German
recession casting a cloud over the region’s outlook.
On that note Germany’s economy only narrowly
avoided a recession in the second half of the year,
expanding only 1.5% y/y in the whole of 2018
according to preliminary estimates. The weak
numbers will raise fresh concerns over the
Eurozone outlook and the ECB's projections. For
now the ECB is likely to stick to the central message
at the upcoming council meeting, with rates seen on
hold at least through the summer. However,
President Draghi appears to be preparing the
groundwork for a change in the outlook
acknowledging that ‘recent economic developments
are weaker than expected’, and we no longer see
the ECB hiking interest rates later this year.
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ASSET ALLOCATION
STRATEGIC ASSET ALLOCATION - THE NEXT DECADE
A portfolio is a collection of asset classes expected
to deliver a certain return, given a level of market
risk. The word ‘expected’ is key, pointing to the
inevitable degree of uncertainty associated with
future asset behaviour. Of particular interest is the
optimal portfolio, built to produce the highest
possible return per unit of risk (Exhibit 8). Most
investors are familiar with bond and equity
portfolios, where equities are supposed to perform
strongly during times of positive economic growth,
and bonds to provide steady income when equities
succumb during economic downturns. The bondequity example shows that the multi-asset portfolio
approach works, insofar as asset classes tend to
perform differently in the same phase of the
business cycle.
Yet, when it comes to investing in financial markets,
building a portfolio is not always perceived as a
necessity by many investors. It is not uncommon
that the main focus is much narrower, for instance

it may be on selecting the ‘right’ asset class, or the
‘best’ securities, projected to deliver the highest
returns, possibly in the shortest period of time. This
approach can work in bull markets, but not in bear
markets. An effective solid portfolio reveals most of
its benefits not so much in good times, as in bad
times. Portfolios built with the purpose of
maximising short-term gains are inevitably higherbeta and concentrated, hence prone to giving back
most of their performance as market conditions
deteriorate.
Returns are highly ‘market phase’ dependent.
Financial assets can trend upwards on a multi-year
basis and in the process exhibit average low
volatility. This is when investors manage to extract
solid market returns adopting a ‘buy and hold’
approach. One such ‘market phase’ is just behind us,
with the strong 2017 gains and extraordinarily
subdued volatility across asset classes giving the
illusion of the ‘perpetual’ money machine (Exhibit 9).

EXHIBIT 8: EMIRATES NBD STRATEGIC ASSET ALLOCATION TEMPLATES FOR GLOBAL MULTI-ASSET PORTFOLIOS
ASSET CLASS

SUB-ASSET CLASS

CAUTIOUS

MODERATE

AGGRESSIVE

Cash

USD Cash

15.0%

10.0%

5.0%

51.0%

40.0%

23.0%

Developed Market Bonds

21.5%

12.9%

–

Global Corp Investment Grade

23.2%

15.6%

8.6%

Global Corp high Yield

–

3.6%

4.6%

Emerging Market USD

6.3%

7.9%

9.8%

20.0%

35.0%

55.0%

Developed Market

16.0%

26.0%

40.0%

Emerging Market

4.0%

9.0%

15.0%

14.0%

15.0%

17.0%

Gold

4.0%

3.5%

3.0%

Hedge Funds

6.5%

7.0%

8.5%

Real Estate

3.5%

4.5%

5.5%

Expected Return

3.9%

4.7%

5.7%

Expected Volatility

5.2%

7.4%

10.3%

Sharpe Ratio

0.75

0.64

0.55

Bonds

Equity

Alternatives
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EXHIBIT 9: EQUITY AND BOND VOLATILITY TOUCHED
THEIR LOWEST POINT IN LATE 2017
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EXHIBIT 10: DRAWDOWN BY YEAR – EMIRATES NBD
MODERATE PORTFOLIO VERSUS GLOBAL EQUITIES

EXHIBIT 11: ROLLING 5-YEAR HISTORICAL RETURNS,
EMIRATES NBD MODERATE PROFILE VERSUS CASH

2000

Unfortunately, the money machine which ﬁnancial
markets are perceived to be, is not perpetual. On the
contrary, it alternates between times of feast or
famine, when wealth grows nicely or when losses
ravage accumulated wealth, respectively. From this,
the necessity to smooth out returns. To avoid
ﬁnancial ‘famine’ as much as possible, investors must
be willing to buy the insurance oﬀered by a properly
built portfolio, by giving up some upside in strong bull
markets, in order to minimise losses during volatile
regimes. Avoiding large drawdowns, a technical term
which indicates a loss when measured from peak to
trough, is the ﬁrst tenet underlying a diversiﬁed
portfolio, which can help investors ride out volatility
and recover losses within more reasonable times
(Exhibit 10).

projections for the next decade. Capital preservation
on a given horizon is our key priority. For a
conservative investor, our Cautious risk proﬁle is
expected not to lose money, in probabilistic terms,
over a 3-year time frame, our Moderate over a 5-year,
and Aggressive over a 7-year time horizon. For
instance, a client who wishes to invest in our
Moderate template, with an expected long-term
passive return of 4.7%, as against 2.3% from sheer
cash, is likely to achieve that excess return provided
he/she stays invested for at least 5 years (Exhibit 11).
Over shorter time horizons, the odds of capital losses
increase and the portfolio mix must be shifted
towards safer assets, whereas longer time frames are
required for riskier allocations to exhibit positive
rolling returns. This interaction between returns,
volatility and time-horizon helps understand the
trade-oﬀ related to shifting away from cash to seek
higher reward versus risk.

Cash

Source: Bloomberg, CIO Oﬃce, as of Dec 2018

Finding the optimal mix of ﬁnancial assets requires
that greater care is taken in estimating future longterm returns and volatilities for each asset class, so
that the larger portfolio allocations are matched with
the higher expected gains adjusted for risk. By
modelling asset classes through long-term valuations
and keeping in mind the current position in the
economic cycle, we have come to the conclusion that
looking ahead, in our case ten years ahead, returns
should be meaningfully lower than their average
value in the past 10 to 30 years. We take pride in
being transparent about achievable ﬁnancial goals,
rather than generating unrealistic expectations.

At the Emirates NBD CIO Oﬃce we build multi-asset,
global portfolios aimed at avoiding losses with a high
probability on a rolling-return basis, depending on
the risk proﬁle. These are Strategic Asset Allocation
portfolios, built for long-term investments and
diversiﬁed across assets and geographies, and we
have just fully reviewed them to take into account our
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Lower potential economic growth rates projected for
the next decade, combined with currently modest
government bond yields and equity dividend yields,
adequately summarise why one should expect less
when looking ahead, versus what used to be the
norm in the past. Investors might wish to get 9 to
10% annualised from developed equities across 10
years, while calculations point to a much lower 6%
(Exhibit 12). Global government bonds are unlikely,
in our view, to return more than 2.2%, while
corporate bonds should return between 3.5 and
5.6% per year, on average. Cash is staging a strong
comeback, after standing out as a non-yielding asset
since the Great Financial Crisis, projected to deliver
2.3% annualised in dollar terms.

EXHIBIT 12: 10-YEAR FORWARD RETURNS OF GLOBAL
EQUITIES VERSUS CYCLE-ADJUSTED PRICE TO
EARNINGS RATIO
-6%

DATE

FORECAST

ACTUAL

31.10.2018

4.4%

N/A

31.12.2008

13.0%

13.1%

31.10.2007

7.9%

7.5%

Source: Bloomberg, CIO Oﬃce, as of Dec 2018
The expected return is the yearly average compounded growth rate across the
forecast horizon.
*Our Long-Term-Capital-Market-Assumptions study was completed in October
2018. We have maintained the forecasts made at that time, to be updated by
2019-end. Updated equity returns as of 2018-end would be slightly higher

In the case of global government bonds, for
sufficiently long forecast horizons the current yield
to maturity is a good proxy of future returns, as
shown in Exhibit 14.
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EXHIBIT 13: 10-YEAR FORWARD RETURNS OF US
EQUITIES*, PROJECTED VIA SHILLER PE

MSCI World 10-Yr Fwd Return (RHS)

EXHIBIT 14: 10-YEAR FORWARD RETURNS OF DM
GOVERNMENT BONDS, PROJECTED VIA YIELD TO
MATURITY
DATE

FORECAST

ACTUAL

31.10.2018

2.3%

N/A

31.12.2008

2.2%

2.7%

31.10.2007

3.9%

3.6%

Source: Bloomberg, CIO Oﬃce, as of Dec 2018

This is the investment landscape we are entering, with
realism and conﬁdence. Predictability of returns
increases with the time horizon, so much so that on a
10-year time frame the degree of conﬁdence in the
forecast can become quite high, whereas in the shorter
term noise dominates. Speciﬁc variables can act as
leading indicators and allow for forecasts with an
acceptable degree of accuracy. For equities, the Shiller
Price to Earnings, also called Cycle-Adjusted Price to
Earnings (CAPE), tends to lead 10-year equity returns
with a signiﬁcant correlation. This indicator is obtained
by dividing the equity index by the 10-year average real
earnings, to avoid cyclicality in the denominator.
Exhibit 13 shows return forecasts for US equities
compared with actual returns, when available, based
on the CAPE methodology. CAPE forecasts must of
course be checked against other methodologies. We
have used a dividend discount model to complement
and conﬁrm the Shiller PE approach.
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Source: Bloomberg, CIO Oﬃce, as of Dec 2018
The expected return is the yearly average compounded growth rate across the
forecast horizon.
*Our Long-Term-Capital-Market-Assumptions study was completed in October
2018. We have maintained the forecasts made at that time, to be updated by
2019-end. Updated bond returns as of 2018-end would be slightly lower

EM assets are worthy of particular mention, as
favourable demographics in the developing
countries, alongside still negative output gaps,
suggest higher growth potential. If gains in trend
productivity can be maintained, EM equities and
bonds should be a source of superior returns versus
DM assets over the decade. This argument supports
a meaningful allocation to the emerging markets in
our model templates. We project EM equities to
deliver 8.3%, and EM hard-currency bonds 5.7%
annualised on average.
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Lower long-term returns for same, if not higher
volatility, mean in practical terms that investors
should brace themselves for relatively more
turbulent times. If the past decade has been marked
by the success of the ‘buy and hold’ approach and the
surge of passive investing, the next one could not be
more diﬀerent, at least according to the results of our
analysis. Since equities, bonds and corporate credit
seem to be oﬀering less value than in the past,
clients should look into alternative assets as a
diﬀerent source of return. In particular, our study
suggests that absolute return strategies, or hedge
funds which target positive returns irrespective of
the market phase, are better suited for volatile times
than a traditional long-only approach (Exhibit 15).
EXHIBIT 15: HEDGE FUNDS VERSUS GLOBAL EQUITIES
- HISTORICAL DRAWDOWN BY YEAR
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If investors want to extract an illiquidity premium and
achieve a certain degree of inﬂation protection, they
should look to real estate. Listed real-estate
companies are heavily impacted by the equity factor
and usually outperform during times of falling yields,
being ‘bond proxies’ due to their relatively higher
dividends. Hard assets on the other hand oﬀer a
diﬀerent degree of diversiﬁcation, as their value
tends to follow the direction of inﬂation trends.
It should not be forgotten that the adoption of
advanced technologies is becoming ubiquitous
across business ﬁelds, eventually boosting
productivity, hence economic growth and expected
returns. We are hesitant to embed the IT factor in our
projections for two reasons. It remains diﬃcult to
forecast when the current wave of innovations will
feed through to increased productivity.
Our scenario-agnostic approach to building
portfolios for the long run suggests that the decade
ahead should see lower returns from traditional
asset classes, putting into question passive investing
and biasing allocation towards active, and absolute
return strategies. On top of a proper strategic asset
allocation framework, a dynamic implementation of
tactical views, as well as manager selection, will be
relevant sources of additional returns.

Global Equities

Source: Bloomberg, CIO Oﬃce, as of Dec 2018
Hedge Funds: HFRX Fund of Hedge Funds Index Global Equities: MSCI World

More subdued real economic growth rates in the
next decade, combined with resurgent market
volatility, suggest that gold should ﬁnd a nonnegligible allocation within alternative assets. Gold
has tended to outperform US large-cap equities in
higher-volatility regimes (Exhibit 16), with the
exception of the 1995-2000 period (the so-called
‘Great Moderation’).
EXHIBIT 16: HIGHER VOLATILITY TENDS TO BOOST
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EXHIBIT 17: EMIRATES NBD LONG-TERM CAPITAL MARKET ASSUMPTIONS

*
1.
2.
3.

EXPECTED LONGTERM RETURNS

EXPECTED LONGTERM VOLATILITIES

SHARPE
RATIOS

ASSET
CLASS

10YR
EMIRATES NBD

HISTORICAL

10YR
EMIRATES NBD

HISTORICAL*

10YR
EMIRATES NBD

USD Cash

2.3%

2.0%1

0.5%

0.6%

0.5

DM Gvt Bonds

2.2%

4.8%1

3.0%

3.2%

0.7

US Treasuries

3.0%

4.6%1

4.0%

4.6%

0.7

DM Corp IG

3.5%

5.2%1

4.9%

3.8%

0.7

DM Corp HY

5.5%

6.8%1

9.1%

9.1%

0.6

EM $ Debt

5.7%

8.9%1

10.1%

11.7%

0.6

DM Eq

6.0%

7.5%2

14.9%

14.6%

0.4

EM Eq

8.3%

10.7%2

21.1%

22.7%

0.4

Hedge Fund

3.8%

6.7%3

5.5%

5.5%

0.7

Gold

4.2%

4.2%3

19.5%

19.4%

0.2

Real Estate

6.3%

8.8%3

14.2%

17.7%

0.4

Common data period for ﬁxed income sub-asset classes, since inception for others
12/31/1997 - 12/31/2017 for ﬁxed-income benchmarks
12/31/1987 - 12/31/2017 for equity benchmarks
Since inception for alternative assets
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ASSET ALLOCATION
TACTICAL ASSET ALLOCATION - THE YEAR AHEAD
The past year was rife with negative surprises for
investors, with risk assets ending in the red across the
board (Exhibit 19), although equities saw a roaring
start to 2018, and despite the fact that the odds of a
US recession, which markets came to discount with a
December capitulation, continue to be contained.
Today’s widespread investor pessimism is rooted in
the growth cliﬀ, which loomed larger when the tax
cuts engineered by President Trump were baked early
last year in market prices. Growth concerns, driven by
the US-China trade war and the possibility that Fed
EXHIBIT 18: DROP IN GLOBAL BUSINESS CONFIDENCE
HARKS BACK TO 2015-16 EPISODE
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tightening would turn restrictive sometime in 2019,
was exacerbated by a paucity of value investors
supporting markets. The increasing dominance of
passive versus active investing took its toll,
magnifying losses in a vicious, self-feeding circle as
many market participants unwound positions amidst
rising volatility.
We hold the view that the current slowdown phase is
more of a temporary reset, although a very sharp and
abrupt one, resembling the 2011 and the 2015-16
occurrences when global business conﬁdence
tumbled (Exhibit 18), rather than representing a
recession in the making. Labor market strength and
wage gains in the developed countries are not
pointing to a contraction starting in the next 12
months. Along the same lines would play recent hints
of the Fed pausing in its tightening cycle in 1H19, as
well as the accelerated stimulus by the People’s Bank
of China. The same factors, which stopped the market
drop in early ‘16, a more dovish Fed, a weaker dollar
and loosening PBOC, could be at work this year to
reverse deteriorating ﬁnancial markets. To be sure,
trade frictions would also need to subside this time,
and well beyond the lip service paid both by the US
and China to the easing of a stand-oﬀ which so far
has seen very little concrete progress.

Source: Bloomberg, as of Dec 2018

EXHIBIT 19: PERFORMANCE OF MA JOR ASSET CLASSES IN 2018, USD
Asset classes - % net returns in USD - 2018
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20

GLOBAL INVESTMENT OUTLOOK 2019

This dichotomy sees us enter 2019 with a mildly
cyclical bias, marked by a preference for risk assets,
partially hedged by carefully selected defensive
trades. Our advice to investors, as long as the
fundamental picture holds, is to gradually add to risk
on weakness, taking advantage of appealing
valuations and being careful at the same time to put
on portfolio hedges, in case we were underestimating
the negative feedback loop on corporate sentiment
between tighter ﬁnancial conditions and the slowing
global economy. Tactical allocation is informed by
what assets have priced in, hence our positioning
could evolve signiﬁcantly depending on market
action.

0
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310

EM FX Risk Appetite Index (LHS)

JPM EM Currency Index

Source: CIO-Oﬃce, Bloomberg, as of Dec 2018
EM FX Sentiment Model: composite of momentum, risk and EM vs DM growth
diﬀerential

It should also be mentioned that a primary role in the
stabilisation of global markets is currently played by
the PBOC. While trade frictions continue to be in the
limelight, the slowdown in the Chinese economy was
started by the hard deleveraging forced by the
authorities, and only exacerbated by President
Trump’s stance on tariﬀs. We expect it to be only a
matter of time, before the repeated rounds of
monetary and ﬁscal easing work their way through
the system (Exhibit 22) and engineer a recovery in
ﬁnancial assets as well, primarily across EM Asia. This
is also one of the underpinnings of our positive view
on EM assets.
EXHIBIT 22: CHINESE BANKS RESERVE REQUIREMENT
RATIO VERSUS MONEY SUPPLY (YOY%)
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EXHIBIT 20: EM EQUITY PRICE TO EARNINGS RATIO
CHEAP VERSUS HISTORICAL MEAN

EXHIBIT 21: THE EMIRATES NBD EM FX SENTIMENT
MODEL FLASHED A BUY SIGNAL IN MID-2018

2015

In equities, we have a larger allocation to the US and
the developing markets, the former on earnings and
buyback strength, the latter on depressed valuations
(Exhibit 20). US earnings are expected to grow at least
in the mid-single digits in 2019, supported by positive
economic growth and unimpeded buybacks, in view of
strong cash ﬂow positions and still tame costs of
funding. US large caps, with higher international
exposure, should be preferred to small caps, being
more insulated from the softer economic patch and
beneﬁtting from potential dollar weakness and the
lessening of trade tensions. EM equities have paid a
dire price due to the tariﬀ threat and its impact on the
Chinese economy. The ﬁrst-round eﬀects of the USChina standoﬀ are by now well discounted, oﬀering an
attractive entry point in the asset class, especially given
its long-term prospects and an overall light positioning
from international investors.

market equities and currencies touched extremely
oversold levels in late 2018, according to our models
(Exhibit 21), which in the past usually signalled buying
opportunities. We need actual announcements of no
rate hikes by the Fed at the relevant policy meetings
and negative dollar performance to be fully
discounted, before we potentially temper our
optimism for EM assets and risk assets in general.
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A dynamic stance is key to the current environment.
We started the year by taking partial proﬁt on
government bond holdings and redeploying proceeds
across cash on one hand, which we see as providing
both ﬂexibility and yield, and risk assets on the other
hand. For the latter, we increased allocation to
equities and EM bonds, where we see value, given the
recent repricing and a more patient Fed. Emerging
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RRR - Chinese Banks

Source: CIO-Oﬃce, Bloomberg, as of Dec 2018
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If the US Federal Reserve holds oﬀ on rate hikes in the
ﬁrst half of 2019, gold as a non-yielding asset will be a
primary beneﬁciary. While most investors tend to
focus on the safe haven’s role of gold, which leaves
little room for modelling, we look to US real rates as
the primary driver of the yellow metal. We started to
increase gold allocations late last year, based on
investor excessive short positioning and on the
assumption that real rates north of 1% would be
capped by deccelerating US growth. A stabilising and
potentially toppish dollar in 2019, our base case, is also
a positive for gold, which has historically shown a
consistently negative correlation with the US currency.
EXHIBIT 23: GOLD TENDS TO FOLLOW THE DIRECTION
OF US 10-YEAR REAL TREASURY YIELDS
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Within DM corporate credit, where we hold a neutral
view, we have a bias towards IG versus high-yielding
bonds. Historically, the US credit cycle has peaked
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well in advance versus equities. The current latecycle stage, alongside the high corporate debt
burden, sitting way above its 2008 peak, suggest
prudence on credit, in spite of the recent spreads
widening. We advise investors to use strength in HY
bonds to go underweight the asset class, an
additional hedge to portfolio risk on top of the long
gold positioning. High Yield bond prices are also
particularly sensitive to liquidity.
Last but not least, attention should be brought to the
deleveraging process initiated by the US Federal Reserve
in late 2017, the so-called Quantitative Tightening (the
unwinding of Quantitative Easing). Although its eﬀects
on ﬁnancial assets have so far been downplayed,
2018 was the ﬁrst year of the Fed’s balance sheet runoﬀ and more than 90% of total assets lost value in US
dollars, according to some studies. The current year
will mark the transition to global central banks’
balance sheets shrinking, for the ﬁrst time since the
start of the QE experiment. Without venturing into
Armageddon scenarios, one consequence is the
persistence of the higher volatility regime, possibly
gathering momentum as the QE unwinding proceeds,
unless central banks take a step back.
Overall, netting out risks and opportunities as the
economic cycle ages, we still think it is too early to call
the end of the current bull run, hence we maintain a
measured procyclical view on ﬁnancial assets. At the
same time, we are cognizant of the multiple risks
challenging our outlook, alerting us to the beneﬁts of
portfolio hedges and a ﬂexible stance.
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EQUITY: THE NEXT DECADE
GROWTH AT A REASONABLE PRICE
> Growth in Emerging Markets is taking over from US
exceptionalism
> Balance sheet quality may take precedence over
earnings growth as a selection factor
> The next decade will be deﬁned by big data
Post a 10-year bull run, in which global equities have
more than doubled, we are entering a decade where
global growth expectations are being moderated.
Corporate earnings growth is converging towards a
slower, yet still positive rate of growth. Financial
conditions are tighter and margins and earnings in
the developed economies seem to have peaked. As
we enter a decade of high leverage and interest costs,
balance sheet quality may take precedence over
earnings growth in selection.
The US, which led the last decade in growth and
stock market returns, is losing its lead to emerging
markets (EM) where economic growth will lead along
with
corporate
earnings
growth.
Young
demographics will lead to an exponential growth in
consumption. Europe will remain a laggard unless it
can boost productivity and overcome its labour
issues. Aging demographics and the associated
healthcare and pension costs will take their toll on
growth in Europe and Japan. Global diversification,
however, remains key to sustained returns and will
help to mitigate volatility.
The next decade will establish the divide or cement
the link between humans and machines. The
exponential rate at which technology is developing
presents both investment opportunities and pitfalls.
Our personal data is available to marketers, health
providers, financial institutions and governments.
As a result of the importance of the internet, which
is the dominant channel for data exchange, we have
a new communications sector, replacing the telecom
sector. The next decade will be defined by big data
and the regulation around it, which will also govern
how we invest and the tools available for
investment.
It is important to stay invested across the cycle, as it
is diﬃcult to time markets. Headwinds are countered
by some strong tailwinds in the next decade.
Although estimated returns for the next decade are
lower, they are positive nonetheless.

HEADWINDS FOR MARKETS
> Rising leverage along with higher interest costs
> Shift from Quantitative Easing to Quantitative
Tightening. Central Bank tapering leading to lower
liquidity in markets
> Peak Margins & Earnings
> Margin Pressure from rising wage and input costs
> Trade tariﬀ eﬀects on pricing of ﬁnal goods could
reduce demand
> Aging demographics in DM

TAILWINDS FOR MARKETS
> Strong earnings growth has kept debt to equity at
125% for global listed corporates
> Global allocation to EM equities very low and should
catch up with the EM economic importance
> Growth slowing but positive; Reasonable valuations
> Productivity improvements from automation
> EM are domestically focused and DM will shift
production locally boosting economic growth
> Young demographics in EM

EXHIBIT 24: EQUITY RETURNS OVER THE LAST DECADE
AND THE NEXT
13.9%

15%
12%

10.6%

9.0%

9%
6%

8.3%

6.0%

4.4%

3%
0%
World

EM

Last Decade

US
Next Decade

Source: CIO-Oﬃce, Bloomberg, as of Dec 2018
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INCREASED ALLOCATION TO EMERGING MARKETS
US markets have returned 14% (CAGR) in the last
decade and 7.1% over the last 50 years, but
expectations for the next decade are at 4.4% annual
returns. US exceptionalism is already diminishing,
however the US will always have a large allocation in
investment portfolios as it constitutes over 50% of the
world’s market capitalisation. The US remains home
to the largest spenders on R&D – tech and healthcare
companies. In-house estimates for returns from
emerging markets over the next decade are at 8.3%.
EM are the engine of global growth with their
demographic advantage. Whilst emerging markets
constitute 40% of global GDP the MSCI All Country
World Index only allocates 13% to EM, indicating
investors are under-invested in EM. Over the next
decade, lower return outlooks from DM will lead to a
shift in allocation to the higher return high growth
markets: the EM.

Companies that spend on R&D generate sustainable
revenue and are better equipped to tide downturns.
Investors buy companies for their future earnings, so
what the company does with its earnings will drive
returns. Dividends and buybacks in the US estimated
at USD 1.2tn in 2018 (USD 7tn in the last decade) have
boosted EPS and are responsible for 50% of EPS
growth. However, it is investment in R&D that will
ensure the company has a pipeline of products or
services that will generate revenue for the next
decade. Innovation remains the fundamental driver
of growth. Not surprisingly, the big spenders on R&D
are clustered in technology and healthcare. Some of
the top-spending industries in 2018, include
semiconductors, pharmaceuticals, biotech, tech
hardware, and automobiles. However, we must
overlay this with companies that maintain a healthy
capital structure with R&D spend ﬁnanced from cash
ﬂow and not borrowings.

DEMOGRAPHIC TRENDS WILL DICTATE MARKET
DIRECTION IN THE NEXT DECADE
Millennials comprise almost one third i.e. 2bn of the
total global population of 7bn. This cohort forms the
largest demographic group in the world. Their focus
on health, convenience, value and personalisation
will drive market trends. Asian millennials’ (60% of
the global millennial population) disposable income
is estimated to be USD 6tn and is driving growth in
consumer markets globally. India stands out with
330mn, the largest millennial population globally.
Millennials in India (47% share in the working age
population) have high levels of disposable income,
are digitally connected and brand conscious.

EXHIBIT 26: 10 YEAR RETURNS OF TOP R&D SPENDERS
R&D $BN
(2018)

10 YR
RETURN

Amazon

27.5

2,828%

Google

19.7

578%

Microsoft

15.1

569%

Apple

14.2

1,364%

Volkswagen

14.9

352%

Daimler

7.8

150%

Johnson & Johnson

11.2

203%

Novartis

9.2

153%

Roche Holding

9.1

112%

Merck & Co

9.6

283%

Tech

Auto
EXHIBIT 25: MILLENNIALS AS A % OF POPULATION
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SUSTAINABILITY & SELECTIVITY
We expand here on our 2016 investment theme, on
what leads to a sustainable business. Companies that
invest and innovate that adopt disruptive technology,
are environmentally conscious and ethical whilst
expand into new markets will be the leaders over the
long term.
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Healthcare expenditure is on the rise with an aging
world and increasing aﬀordability from the middle
class in emerging market countries.
> An aging population: 65+ age group expected to
increase by 50% in the US by 2030; 17% of total
personal consumption spend in the US is
healthcare vs 7% for food and beverage
> Increasing wealth from emerging markets over the
last decade (EM now 20% of big pharma sales vs.
5%, 15 years ago)

EXHIBIT 27: FINTECH ADOPTION BY COUNTRY
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> Gene therapies such as CRISPR will act as a new
paradigm for the industry

Source: FinTech Adoption Index 2017 EY Report

> Data analytics expected to drive innovation and
improve R&D eﬃciency

EXHIBIT 28: FINTECH ADOPTION ACROSS AGE
BRACKETS

> Robotics in surgery is a growing industry

60%
48%

50%

> IoT in healthcare: Currently around 150mn
installed units actively helping patients and
caregivers manage healthcare challenges is
expected to grow to 646mn (not including ﬁtness
trackers like FitBit) by 2020, representing a revenue
opportunity of nearly USD 117bn
COMPANIES NEED TO INNOVATE AND ADOPT
DISRUPTIVE TECHNOLOGY TO RETAIN OR GAIN
MARKET SHARE
Streaming of video content has almost displaced pay
TV. Late to join the game is Disney. Whilst, big-budget
theater releases continue, Disney is remaking some
of its animated classics with a launch through
Disney+, the company’s streaming video subscription
service. Other noticeable disruptors for the coming
decade include:
> Logistic and warehouse companies as ecommerce
gains traction globally
> Leisure companies that provide experiences
> The gig or shared economy be it hotels, cars or
even homes
As ecommerce gains traction, ﬁntech services are
growing. EM lead in ﬁntech ventures in the private
space. The US is behind on digital payment use as
credit cards still make up the major share of
payments. Demographics play a key role: the 25-34
age bracket has the highest adoption of ﬁntech,
followed by the 35-44 age bracket.
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DISRUPTIVE TECHNOLOGY RESHAPES THE WORLD
WITH EM IN THE FOREFRONT
China no longer has easy access to technology
expertise from the US as the latter has cracked down
on IP rights, hence China’s spending on tech R&D
should increase. EM are important consumers of
Western products on account of brand popularity but
local brands are gaining market share as they are
more aﬀordable and suited to regional preferences.
Apple cut iPhone forecasts in early 2019 based on
lower demand from China (20% of its market) as
consumers shifted to local brands. Tencent’s
messaging app WeChat has crossed 1bn monthly
users. There are currently 1bn mobile users in India:
India has not only the largest users of Whatsapp (the
message service) globally at 210mn, but is also the
largest user base of its mobile payment services.
Connectivity and cybersecurity will need to massively
advance in the next decade to keep pace with the
increasing use of ecommerce, ﬁntech and data
exchange through IoT. Cybercrime damage is
expected to cost the world USD 6tn annually by 2021,
up from USD 3tn in 2015. As the threat of cyberattacks escalate, ledger technologies such as
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Blockchain will dominate settlements. As more
devices that require data to ﬂow at higher speeds are
being added, security has to be in the network if it is
not in the devices. 5G networks are necessary for the
transmission of data. All new tech is networkconnected: 5G high-speed networks and security
tools are the building blocks for smart-home devices
and autonomous vehicles.

EXHIBIT 29: ARTIFICIAL INTELLIGENCE BUSINESS
VALUE FORECAST (USD BN)
6000

70%
62%

5000

3923

4000
3000
1901

2000

17%

80%
70%
60%
50%
40%
30%

8%

7%

2024

2025

11%

2023

2022

Growth (RHS)

2021

2020

2019

0

4725

39% 3346
2649
26%

1175

2018

26

1000 692
2017

Artiﬁcial Intelligence will not only ignite productivity
growth but also lead to data exchange across
industries. As per Accenture, businesses that
successfully apply AI could increase proﬁtability by an
average of 38% by 2035. Whilst the adoption of AI is
slowing, the business value is sizable.
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EXHIBIT 31: GLOBAL AUTONOMOUS SHARED TAXI
SEGMENT (USD BN)
50
38.6

40
29.2

30
20.5

20
10

12.5
3.6

0
2030

2029

2028

2027

2026

This decade is seen as the watershed for a shift to
Electric Vehicles (EV) globally. Last year we witnessed
peak demand for the combustion engine as auto
manufacturers shifted to EV design and production.
Automobile sales growth in 2019 is entirely attributed
to an estimated 2mn EV units hitting the market.
Strict CO2 emission rules kick into many countries by
2030. Tesla is launching its Model 3 in Europe and
China along with new EV models from Porsche,
Mercedes, Audi and Hyundai. Daimler and
Volkswagen are investing 70bn euros in battery
technology and facilities. Current battery technology
will lead to an increasing demand for lithium, cobalt
and nickel.

50
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Sustainable investing using Environment, Social and
Governance criteria (ESG) is estimated at over USD
20tn in AUM, a quarter of managed assets around the
world. Its rapid growth builds on the Socially
Responsible Investment (SRI) movement that has
been around much longer. Today a number of
passive strategies or ETFs focus on companies that
score high on the ESG parameter. This might include
how corporations respond to climate change, water
management, how they manage their supply chains.
This will aﬀect how consumer companies sell food,
how automakers control carbon emissions and how
transparent management boards are. The costs of
renewable electricity and energy storage continue to
fall. Even in emerging economies where economic
gain outweighs environmental gain, wind and solar
power has overtaken fossil fuels in additional
generation capacity in 2018.

EXHIBIT 30: GLOBAL AUTONOMOUS VEHICLES (USD BN)

2019

Automation is driving the physical retail world with
Alibaba’s “New Retail” strategy including futuristic
stores in China. Popular features in-store include
smart shopping carts, digital price tags, in-house
apps, self-service checkouts, facial recognition, instore restaurants and online pick-up/delivery.
Retailers are also planning to use Blockchain
technology to track the overall supply chain and to
improve the safety of food sourcing. JD recently
partnered with Walmart, to launch the Blockchain
Food Safety Alliance to enhance food tracing,
traceability and safety in China.

Source: Global Autonomous Driving Market Outlook Frost & Sullivan Mar 2018

those already pricing in adverse scenarios or those
with a track record of weathering downturns. Quality
companies, with higher proﬁtability, lower ﬁnancial
leverage, and less earnings variability than average
should be able to withstand volatility better than the
overall market. Investing in quality companies with
high proﬁt margins and healthy balance sheets at a
reasonable price will provide more resilience and
cushion downside risks.

A SIMPLE APPROACH TO LONG TERM
We add a 5th dimension to selecting sustainable
businesses: companies with reasonable debt. As we
approach the end of the current economic cycle, debt
remains an overhang globally. We are entering a
decade of higher yields and weaker margins.
Companies with strong balance sheets which have
sustainable cash ﬂows to service the debt will survive.

RETURNS
A Good Company (invests and innovates)
+ High on Quality (strong balance sheet
with free cash ﬂow) + Good Management
(high ESG score) + Reasonable Valuation

BE SELECTIVE
Amid fading earnings growth, investors should focus
on companies exposed to secular growth trends,
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= Sustainable Returns
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EQUITY: THE YEAR AHEAD
HOW TO POSITION EQUITY INVESTMENTS IN 2019
> Valuations are below long
indicating oversold conditions

term

the US dollar stabilises before ideally weakening. Our
in house scenario expects slowing but still positive
growth in 2019, with +2.5% in real terms for the US
and +6.3% for China (Emirates NBD Research
Forecasts). Corporate earnings quality, trade
negotiations, China growth, the Fed, and PMIs will be
the drivers this year for market performance.

averages

> Expect reasonable returns with bouts of volatility
We start 2019 with equity valuations at attractive
levels, below long term averages and with
expectations of still robust corporate proﬁtability.
Transitioning from 2017, a year of good returns and
low volatility, where most asset classes had high
returns, 2018 disappointed investors. It witnessed the
largest 1-day spike in VIX history and the worst
December in the last 50 years. We expect 2019 to
post reasonable returns with the caveat that trade
tariﬀs do not escalate into a full blown trade war, US
monetary policy shows patience and consequently

Global corporate earnings growth estimates have
been downgraded over the past couple of months,
however these reduced forecasts are still quite
strong and do not signal a recession. Our estimates
on fair values for the major equity indices for the
year ahead are below consensus but still indicate
strong positive upside with over 10% returns for
most major markets.

EXHIBIT 32: OUR FAIR VALUE FOR GLOBAL INDICES YEAR END 2019
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WHAT COULD SURPRISE INVESTORS IN 2019?
Besides the obvious risks of an all-out trade war, an
EU political/economic crisis, margin compression in
2019 driven by wages, raw materials and tariﬀs.

Top line growth stalling and oil prices remaining at
subdued levels or falling. These risks currently look
contained and companies have begun to exhibit
pricing power.

EXHIBIT 33: VALUATIONS ARE ATTRACTIVE ACROSS MARKETS
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EXHIBIT 34: GLOBAL SECTORS HAVE RE-RATED
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POSITIONING IN DEVELOPED MARKETS
Slight Overweight Japan and Asia Paciﬁc. Neutral the
US. Underweight Europe
POSITIONING IN EMERGING MARKETS
Overweight EM Asia. Neutral GCC. Underweight
LATAM
US
Our year end fair value of 2825 for the S&P500 is an
estimate based on 5% earnings growth (below the
consensus of 8%) and a forward Price to Earnings
multiple of 16.5X. We however acknowledge that
under the current volatility regime the index could
evolve anywhere between 2400 or 3000. Revenues
may not grow at 9% as in 2018 but a 6% growth looks
achievable. The S&P 500 is currently trading at 14.8X
forward Price to Earnings, well below the high of 17X
seen in Jan 2017 and below the last 10 years average
of 15.8X. We maintain a neutral positioning on
account of trade tariﬀ eﬀects on input costs for US
companies, higher leverage costs and wage pressure
on margins. US exceptionalism vs rest of the world is
reducing, however its healthcare and technology
companies continue to retain a dominant global
market share. 2019 could surprise with another
record year of buybacks. We expect volatility to
remain at elevated levels driven by algorithmic
trading and investors following “in the moment”
social media posts.
EXHIBIT 35: THE US STILL HAS ROOM TO PERFORM
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EUROPE
The economic impact of Brexit along with the region’s
China dependence, Italian weakness and concerning
data in Germany indicate slow economic and
corporate proﬁtability growth. We remain
underweight. Whilst UK equities are at the cheapest
levels in decades it is not prudent to try and predict
the direction of the equity markets, given the outsized
role of politics rather than economics or
fundamentals. UK commodity and oil companies are
the only exception as they generate most of their
revenue overseas; they are high dividend payers and
stable income generators.
30

Japan is attractive given its defensive nature and
relatively stable political backdrop. The domestic
story is appealing, with decent wage growth and the
focus on improving ROEs. A value play with Price to
Book at 1.1X almost half the global average. Trade
tensions around auto exports remain a concern for
the auto sector.
EMERGING MARKETS
Asia is appealing following oversold levels, attractive
valuation, and strong long-term growth prospects.
Valuations are 0.8 standard deviation below the mean
and at a discount to DM, with similar ROEs.
Increasing signals of a weaker USD, a more dovish Fed
moving into 2019, lower oil prices and valuations
make this region attractive. Within Asia, India oﬀers
the highest earnings growth (17%) and the volatility
in the run up to the May elections could generate
attractive entry points.
THE GCC
The KSA upgrade to Emerging Market status should
lead to further upside. However, oil prices need to be
supportive as the KSA Government revenues are highly
dependent on oil revenue. Investors await data on its
economic reform program and implementation of
Vision 2030 before taking larger positions. In the UAE,
the banking and logistics sectors, which comprise high
dividend paying companies remain attractive for
investors. The real estate sector also a high dividend
generator, and the highest weight in the DFM Index,
could however take some time to rally.
OUR SECTORAL PREFERENCES: IT WOULD PAY TO BE
SELECTIVE, DEFENSIVE AND ACTIVE IN 2019
> As per consensus estimates: ﬁnancials, healthcare
and industrials will be the largest contributors to
2019 global EPS growth. We are selective in the
ﬁnancials space and like banks that have adopted
technology and global payment processors. We
like industrial companies that use AI to enhance
product design to ﬁt changing consumer
preferences. Innovative pharma companies
should be at the core of all portfolios.
> We would cautiously start adding back to some high
growth technology sectors where growth is certain
such as ecommerce, digital health and robotics. The
tech sector is currently 25% of global market cap
(including the communication sector) and dominates
the investment landscape. The new communications
sector with the proliferation of 5G, increasing digital
ad revenue and data use in industry is a high growth
area.
> The Consumer sector (food companies that are
shifting to healthy products) is defensive as is
healthcare and should provide less volatile
returns.
> Oil and commodity companies for their high
dividend yield.
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FIXED INCOME: THE NEXT DECADE
FIXED INCOME – OPPORTUNITIES FOR THE NEXT
DECADE
On the back of extraordinary monetary stimulus, the
last decade has been characterised by
unprecedented levels of debt, associated with
meager low yields, despite positive economic
growth, to also be relativised by extremely low
inflation.

EXHIBIT 36: “SYNCHRONISED GLOBAL GROWTH” OR
“SYNCHRONISED GLOBAL DEBT”

The next decade will bring adjustments and
volatility, creating opportunities for discerning
investors through selectivity of issuers and duration
across all sub-segments of the asset class. We,
however, believe that due to globalisation and
technology, long-term rates should keep on trending
lower, and see the US and Emerging Markets appear
to be attractive for long-term investors.
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EXHIBIT 37: US ECONOMIC EXPANSION CYCLES –
NOTHING LASTS FOREVER
12

Jul-80
Apr-58
Nov-70
Oct-45
May-54
Oct-49
Mar-75
Nov-01
Nov-82
Feb-61
Current (Jun 09)
Mar-91

24
36
37
39
45
58
73
92
106
116
120

0

Debt as a principle is not an issue; it has been
historically a signiﬁcant driver for economic progress,
funding most of the key transformations, from global
trade to industrialisation. Keeping the historical
perspective, inﬂation has been a traditional way to
lower the future cost of current debt (you repay ﬁxed
interest and capital while their actual value decreases
over time). To that extent however, the growth
strategies of the last decade have failed to generate
materially higher inﬂation, despite considerable
amounts of money creation. It happens that debt
was primarily used to prop-up global capital markets
rather than funding productive investments, and that
the combined eﬀects of globalisation and technology
put a cap on costs – and wages. Low borrowing costs
have only fueled rising public deﬁcits, and higher
leverage in corporates, sometimes for buying-back
their own shares to boost shareholders‘ return. As a
result, we end the decade with very high levels of
debt without the promises of productive investments
sustaining future growth; higher leverage but a
decelerating economy.
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UNPRECEDENTED LEVELS OF GLOBAL DEBT
FUELING SYNCHRONISED GROWTH
Global growth in the last decade has been
supported by the abundant liquidity through the
monetary stimulus of major central banks together
with bouts of fiscal stimulus. Both came at the price
of considerably higher national debt, impacting
future potential growth as well as the ability of
government to face downturns. Ultimately, it paves
the way to volatility and market outflows for
vulnerable countries.
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EXHIBIT 38: BREAKDOWN ON THE GLOBAL DEBT STATISTICS (AS OF 2Q18, USD TN)
HOUSEHOLDS

NON-FINANCIAL
CORPORATES

GOVERNMENT

FINANCIAL
SECTOR

TOTAL

Global

46.4

74.9

66.0

59.8

247.1

Developed Markets

34.2

42.3

50.5

48.9

175.9

Emerging Markets

12.2

32.6

15.5

10.8

71.1

Source: IIF, BIS, IMF, Haver, National Sources. *Household debt incorporates outstanding bank loans. Financial sector debt and non-ﬁnancial corporate debt
incorporate cross-border and domestic bank loans as well as onshore/oﬀshore outstanding bonds. Government debt is extrapolated with IMF-WEO database.
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EXHIBIT 41: MA JOR SOVEREIGNS BONDS WITH
NEGATIVE YIELDS
CURRENT 5YBOND YIELD
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Source: Bloomberg, as of Dec 2018
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EXHIBIT 39: ILLUSTRATION OF THE QUANTUM OF
BONDS INVESTORS ARE WILLING TO “PAY-TO-HOLD”

EXHIBIT 40: EUR BENCHMARK BUNDS CURVE

3M

In an attempt to spur growth and economic activity,
central banks adopted aggressive monetary policy
tools for their easing campaigns, including the most
controversial: negative interest rates. In 2012, the
central bank of Denmark was the first to go below
zero. To the surprise of many, it did not result in
stress in the financial system. In 2014, several
European countries followed. 2 years later, so did
the Bank of Japan. Setting interest rates to below
zero is often viewed as an unconventional policy, but
it can be a continuation of the normal monetary
policy practice of moving the short-term interest rate
in response to fluctuations in the economy. While
rates remain negative in many parts of the DM
world, we consider this a structural shift in
economics and see limited scope for normalisation
given the macro headwinds faced today.
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Source: Bloomberg, as of Dec 2018
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THE FUTURE OUTLOOK OF LESS GROWTH AND MORE
VOLATILITY
Global growth has started its normalisation process,
converging with its long term potential, and unless the
historical playbook turns out to be wrong, we will face
a downturn going forward. Tighter ﬁnancial conditions
and elevated valuations, combined with the phase of
cycle, are spurring volatility. In that context, one of the
key objectives of policymakers is to have tools to face
the next downturn, which means that they don’t want
to enter the next recession with full support already
in place, quantitative easing and very low interest
rates. The problem is that the amount of debt already
in the system, even when economic conditions are
good, limits the ability to have higher interest rates –
especially for governments who haven’t done any
structural reforms and have just spent more as money
was free. Central Banks also face the risk of triggering
a market crisis, which could in turn accelerate the very
downturn they want to prepare for.

from 3 to 5 years dipped below zero during the last
cycle for the ﬁrst time in August 2005, some 28
months before the recession began. Since the early
1980s, the reversal of ﬁnancial boom, and not central
bank tightening to control inﬂation has often
triggered recessions. There are several indicators to
constantly keep a close watch, and the Yield Curve is
just one of the many ﬁnancial-cycle indicators.
Inﬂation levels, the cycle of monetary policy, returns
on risk assets (stretched valuations) as well as
property prices are a few others.
EXHIBIT 42: THE CURRENT SLOPE OF THE US YIELD
CURVE
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The US yield curve has ﬂattened to levels not seen in
over a decade. The need for policy normalisation by
the Federal Reserve in a late cycle is the main
attributor to the slope of the yield curve. It is
important to keep in mind the time between yieldcurve inversion and economic slowdowns does not
spark an immediate catastrophe. The yield curve
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How to time the next downturn? History has taught us
that diminishing term-premium is a relevant indicator
but is it still true after years of quantitative easing and
ultra-low interest rates? Probably not as much.

10Y Minus 3M bill

Source: Bloomberg, as of Dec 2018

On average, recessions start 21 months after an
inversion (the range is just under a year to
approximately 3 years).

GLOBAL INVESTMENT OUTLOOK 2019

EXHIBIT 43: HISTORIC RECESSIONARY CYCLES IN THE US
RECESSION

GDP
CONTRACTION

DURATION

TIME UNTIL
NEXT RECESSION

August 1929 – March 1933

(26.7%)

3 Years 7 Months

4 Years 2 Months

May 1937 – June 1938

(18.2%)

1 Year 1 Month

6 Years 8 Months

February 1945 – October 1945

(12.7%)

8 Months

3 Years 1 Month

November 1948 – October 1949

(1.7%)

11 Months

3 Years 9 Months

July 1953 – May 1954

(2.6%)

10 Months

3 Years 3 Months

August 1957 – April 1958

(3.7%)

8 Months

2 Years

April 1960 – February 1961

(1.6%)

10 Months

8 Years 10 Months

December 1969 – November 1970

(0.6%)

11 Months

3 Years

November 1973 – March 1975

(3.2%)

1 Year 4 Months

4 Years 10 Months

January 1980 – July 1980

(2.2%)

6 Months

1 Year

July 1981 – November 1982

(2.7%)

1 Year 4 Months

7 Years 8 Months

July 1990 – March 1991

(1.4%)

8 Months

10 Years

March 2001 – November 2001

(0.3%)

8 Months

6 Years 1 Month

December 2007 – June 2009

(4.3%)

1 Year 6 Months

???

Median

(2.7%)

9 Months

4 Years 2 Months

Source: National Bureau of Economic Research
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GEOPOLITICS ALSO ADD TO VOLATILITY
Geopolitical risk is a constant in history, but there
have been few instances of so many concerns at the
same time. Tensions are everywhere: between the US
and China, Mexico, Europe, tensions around Oil
prices, in the Middle-East, or in the China sea. In
China, for example, President Xi Jinping calls for “the
great rejuvenation of the Chinese nation” to put the
country’s “century of humiliation” ﬁrmly behind it. In
the United States, President Trump seeks to “make
America great again” after decades of being “taken
advantage of.” As markets hate uncertainty, this
sustains volatility and complicates the task of
investing across geographies and sectors, not even
mentioning explicit sanctions limiting investment.
Having said that, volatility as always also creates
opportunities.

OPPORTUNITIES FOR THE DECADE
Over the long-term, history reminds us that as long
as the issuer is solvent, bond investors beneﬁt from
capital preservation, income, and diversiﬁcation
which provide stability to investment portfolios
irrespective of erratic interest rates on short-term
volatility. By assessing solvency in a sustainable
framework, we intend to generate income and growth
over the long-term as well as a risk mitigation
function for portfolios.

EXHIBIT 44: BOUTS OF VOLATILITY BRINGING IN
DEEPER MARKET GYRATIONS

Emerging Markets Debt (EMD), in our view, should be
looked at as a very promising segment for the
decade, with simply more growth and less debt than
the Developed Market, and paying higher returns.
Yes, economic conditions are volatile and there are
idiosyncratic risks, but structurally improving
macroeconomic trends bode well for the EMD asset
class, as does the observed lower EM forex volatility,
which should support local-currency bonds. The
country-speciﬁc events that unfolded during 2018
have jolted the EMD asset class, and provides a good
entry point for long-term returns for investors - buy
now and hold for the long-term.
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Within Developed Market sovereign issuers, US
Treasuries oﬀer a good play for the long-term, and a
compelling entry point currently or around 3% for the
10 year. We may have questions on the ability of
many other Developed Countries to ultimately repay
their debt over the long-term, but the returns are so
low that simple common sense keeps us away.

Bond Volatility - UST (LHS)

Source: Bloomberg, as of Dec 2018

We remain very selective within credit, with a strong
focus on sustainability and governance, prioritising
on fundamentals both at a macro and micro-level.

BURGEONING
GLOBAL DEBT

POLICY
ERRORS

RISING
DEFAULT RATES

FISCAL
IMBALANCES

35

RISKS

TIGHTER
FINANCIAL CONDITIONS

RECESSIONS

GLOBAL INVESTMENT OUTLOOK 2019

EXHIBIT 45: GLOBAL CENTRAL BANKS CUMULATIVE POLICY RATES
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EXHIBIT 46: EMERGING MARKETS CREDIT RATING TRENDS

Credit Rating Changes
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Source: Bloomberg, as of Dec 2018

36

GLOBAL INVESTMENT OUTLOOK 2019

FIXED INCOME: THE YEAR AHEAD
> We prefer credit over government bonds
> Within DM government bonds, the US is our preferred country
> Within credit we favour Investment Grade over High Yield
> EM are long-term value play across all segments
> GCC oﬀers value: Sovereign, as well as Utilities, Energy and Financials, including hybrids
EXHIBIT 47: OUR FORECASTS
BONDS

CURRENT
YIELD

CURRENT
SPREAD

YIELD SPREAD EST. 2019
LOW
HIGH

POSITIONING

DM Sovereign Bonds

1.34%

21bps

25bps

35bps

Underweight

Global Investment Grade

3.19%

139bps

110bps

125bps

Overweight

Global High Yield

7.11%

486bps

550bps

575bps

Underweight

EM Debt (USD)

5.86%

321bps

250bps

275bps

Overweight

GCC Debt

4.58%

201bps

175bps

200bps

Overweight

Source: CIO Oﬃce, as of Dec 2018

Higher returns on cash have repriced the entire
hierarchy within the asset class, especially within
credit, and various market concerns have led to very
high volatility in the rates themselves. It marks a
signiﬁcant change versus the previous period, which
may have led to investors becoming complacent. The
time has changed with tighter liquidity, late-cycle
concerns and reasons to believe that volatility and
diﬀerentiation are here to stay.

2019 will mark an interesting juncture for discerning
bond investors. Last year was extremely eventful:
four hikes from the Federal Reserve, with a strong
impact on US dollar, but also economic challenges
changing growth expectations, with regional
divergence, geopolitical tensions and at least two full
swings in investors’ risk appetite. Cash has been the
best performing yielding sub-asset class, and the
riskiest segments have been challenged, especially
EM with country-speciﬁc issues adding to the picture.

EXHIBIT 48: THE BIG PICTURE – INFLATION & LONG TERM BENCHMARK YIELDS/RATES ARE STRUCTURALLY LOWER
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Let us start with “the big picture” to set the stage for
the ﬁxed income asset class. US Treasuries are
appealing given long term trends and the benign
inﬂationary outlook. US treasuries oﬀer income but
also diversiﬁcation to portfolios. The Federal Reserve
has now reached a plateau, at least at the second
derivatives level (not accelerating), and their target
rate is closer to their neutral levels. Our in-house view
is for two additional hikes of 25bps by the Federal
Reserve for this year.
After repricing, credit markets are now oﬀering risk
premiums that are too good to ignore. With the cost
of capital increasing (Cash & LIBOR), corporate credit
is now paying more reasonable rates given the risk.
On a risk-adjusted basis we ﬁnd corporate
Investment Grade relatively cheaper compared to
corporate High Yield. High Yield debt has been a key
beneﬁciary from prevailing low-default rates. While
certain sectors within the high yield segment seem to
be stressed, such as in retail and energy, we consider
that current valuations do not warrant suﬃcient
compensation for the underlying risks. High Yield as
a segment is also sensitive to liquidity concerns,
especially as many investors are using ETFs for this
asset class with the risk of a liquidity mismatch
between the fund and its underlying portfolio. Within
our preference for investment grade, we of course
remain selective and particularly vigilant to the risk of
rating downgrades which could see some issuers
become High Yield.

GCC bond markets have outperformed many of their
EM counterparts despite the volatility on oil prices
and the regional headlines. The GCC debt inclusion
in global benchmark indices is a positive driver. On a
ratings adjusted scale, many of the GCC Sovereign
bonds stand out as compelling compared to their
lower rated peers – Mexico, Indonesia, Philippines
and Malaysia. The successful and smooth
implementation of the value-added tax (VAT) by most
of the GCC nations is emblematic of the current
transformations. After having stomached the
diﬃculties of oil prices, the region is taking
precautions. Policymakers have focused ﬁscal
consolidation with some visible success on their
ﬁnancial situation and budgetary framework. The
volume of GCC sovereign bond issuance has grown
exponentially in the last 3 years, primarily due to
increasing funding needs by governments with lower
oil prices as a backdrop. As the market has grown
and gained depth, international investors have been
attracted, bringing a greater amount of liquidity,
mainly from Asia. Having said that, the risk premium
has remained signiﬁcant, logically within a context of
dependency on external capital funding. It is worth
noting that on a relative value basis, GCC sovereigns
have outperformed EM peers, such as Indonesia,
Malaysia, Korea, Poland, Brazil, or Mexico.

EXHIBIT 49: GCC SPREADS VERSUS THEIR EM PEER GROUPS
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EXHIBIT 50: GLOBAL CORPORATE BONDS AT AN INTERESTING JUNCTURE – MIND THE BUMPS AHEAD
(LIQUIDITY, SPIKE IN DEFAULTS ETC)
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EXHIBIT 51: FIXED INCOME VALUATIONS ACROSS SUB-ASSET CLASSES
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REGIONAL DYNAMICS
GCC
GCC growth rebounded in 2018, following an eventful
2017. Both the recession and subsequent recovery
last year were driven by oil production: in 2017, GCC
oil exporters reduced oil output in a bid to reduce the
excess supply of oil in global markets, but from June
2018, production was increased as oil prices
recovered. Production in 4Q18 was much higher than
we had expected and as a result, the hydrocarbons
sector contributed positively to overall GDP growth in
the GCC last year.

Pressure on GCC budgets eased in 2018 as oil prices
rose to an average of USD 71/b. However, we expect
budget deﬁcits to widen modestly this year, based on
our assumption of an average Brent oil price of USD
65/b and increased government spending. The
introduction of VAT in Bahrain and potentially Oman
(the latter expected in September 2019) should help
these countries address their sizable budget deﬁcits,
although other ﬁscal reforms will need to be
undertaken to sustain any improvement over time.

Activity in the non-oil sectors last year was
surprisingly slow to beneﬁt from both higher oil
production and oil prices, as well as increased
government spending across the region. PMI survey
data for Saudi Arabia and the UAE pointed to non-oil
GDP growth at a similar or slightly slower rate to 2017.
Importantly, the survey data also indicated very little
job or wage growth in the private sectors of the UAE
and Saudi Arabia, which likely weighed on private
consumption. The introduction of VAT, higher
domestic fuel prices, rising interest rates and, in Saudi
Arabia’s case, taxes on expatriates would have further
constrained household spending.

Despite the improvement in the near-term outlook
for oil exporters in the GCC, signiﬁcant risks remain.
The current growth is primarily due to a cyclical
recovery in oil production and an oil price in the mid60s. It does not reﬂect structural changes to the
drivers of economic growth in the GCC or meaningful
diversiﬁcation of budget revenues away from oil. A
sustained downward shock to oil prices would likely
trigger another round of government spending
and/or oil production cuts, with potential
consequences for GDP growth.
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The outlook for 2019 is reasonably optimistic, against
a backdrop of slowing global growth and heightened
geo-political risks globally. We expect average growth
of 2.5% in the GCC this year, with the UAE likely to see
faster growth than in 2018. We expect Saudi Arabia’s
economy to expand 2.0% this year, slower than the
government’s estimate of 2.3% growth in 2018.
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While government spending did rise across the GCC
last year, research by the IMF suggests that the
multiplier eﬀect of government spending in the
region is weaker than it was a decade ago. In Saudi
Arabia’s case, a signiﬁcant portion of the increase in
spending last year was on defence, where there is a
large imported component. We now estimate GDP
growth in the GCC averaged 2.4% on a GDP-weighted
basis, up from -0.3% in 2017.

EXHIBIT 52: WORLD GROWTH

EMDEs

Source: World Bank

EXHIBIT 53: DOTS
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Despite OPEC agreed curbs to production coming
into eﬀect in January, we still anticipate that average
oil production the GCC will be higher this year than
last year. We expect non-oil sector growth to be
underpinned by government spending and continued
execution of multi-year infrastructure plans across
the region.
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REGIONAL DYNAMICS
ASIA
ASIA
We had the 'perfect storm' in Asia in 2018. Trade
tensions escalated, the Fed raised interest rates more
than expected, China tightened funding, and we had
a surge in oil in the ﬁrst half of the year.
We are more optimistic looking forward: China and
the US are back talking, with further tariﬀ hikes
suspended until March 2019 at least; the Fed is closer
to neutral and will be “patient”; China is easing at the
margin; and oil has plunged.

negatives have been priced in. Low valuations (P/E
levels are back to 2014 levels), poor investor
sentiment and low expectations for a quick resolution
of the trade war are potential positive drivers.
Chinese equities are sandwiched between 2
headwinds: external (tariﬀ war) and internal
(deleveraging policy), which are likely to persist into
2019.

Time to get excited? Perhaps, but not overly. The
global trade cycle is set to moderate further, adding
a drag to Asian export growth above the toll exacted
from continuing trade tensions. Tightening ﬁnancial
conditions in 2018 will weigh on domestic demand
with a lag, though the possible end of the Fed
tightening cycle will provide some relief. And China
will have to get its act right policy-wise.

TARIFF WAR
The December G20 meeting between President
Trump and President Xi, ended with a truce. Both
sides agreed to halt additional tariﬀs and to continue
with negotiations over the next 90 days, with a view
to deliver more concrete outcomes. The negotiations
are to be centred around “structural changes” in
forced technology transfer, intellectual property
rights (IPR), non-tariﬀ barriers and China’s further
opening up of its services and agricultural markets.

CHINA
We are positive on China for the long-term, and
reasonably so as we enter 2019. After losing a quarter
of its value from the recent high at end 2017, the risk
reward ratio is now more favourable. A lot of

One of the fall-outs from the trade war is the
hollowing out of China’s manufacturing base as
companies relocate their production elsewhere.
Manufacturing processes often involve a complex
network of hubs and clusters. These eco systems of
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eﬃcient and integrated supply chains are costly to
move and cannot be shifted overnight.
Besides, both sides, especially the US, are fully aware
of the potential imported-inﬂation risks. The tariﬀ list
of USD 50bn and USD 200bn of goods accounted for
approximately 3% and 45% of the US total imports of
those product types.
Meanwhile, China may print its ﬁrst full year current
account deﬁcit in 2019 as domestic growth outpaces
global growth. There will be concerns on the stability
of the CNY and if China can continue managing the
currency peg.
DELEVERAGING
Aside from trade-related headwinds, deleveraging
has tightened ﬁnancial conditions in China. Broad
credit growth hit a record low of 10.2% y/y in October
2018 (average of 14.4% in 2017). The overall
tightening of credit conditions has not only taken a
toll on infrastructure investments and consumer
demand, but has started to pinch private sector
businesses as well.
The rapidly deteriorating conﬁdence among private
entrepreneurs now poses a greater challenge to
China’s economy than Trump’s tariﬀs.
Whilst the government has amassed a large war chest
of funds with 1.35tn Yuan (USD 200bn) raised last
year and similar amount expected in 2019, Policy
response is not expected to be massive (unlike 2008
& 2015). Further, we have yet to see funds being
allocated to the private sector, which has been
bearing the brunt of the liquidity squeeze as funding
options shrink forcing them to compete with the
public sector to raise funds.
China’s ability to enact timely policies to lift privatesector sentiment will determine whether the country
can withstand external pressure and avoid a hardlanding in 2019. Short term, we expect further
downside pressure on China’s overall economy in
1H19; however, we believe the economic pain will
force China to speed up reform, policy shift and
opening-up in the long term.

Partly oﬀsetting the infrastructure rebound is the
housing market, which is set to slow in 2019. Primary
residential sales account for 13% of China’s GDP. The
property industry is used by the government as a
counter-cyclical tool to support the nation’s economy
and ﬁscal income. The recent mortgage-rate cuts by
banks in Hangzhou, and the removal of price caps in
two Guangzhou districts are such examples.
MONETARY POLICY TO COMPLEMENT AND IMPROVE
PRIVATE SECTOR ACCESS TO CREDIT
The People’s Bank of China (PBOC) has steadily
increased its monetary accommodation. There has
been a total of 250bps in Reserve Ratio Requirement
cuts in 2018 and another 100bps in January 2019
itself.
EXHIBIT 54: CHINA RESERVE RATIO REQUIREMENT
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Entering 2019, previous ﬁscal support will become
more eﬀective, with a recovery in funding. Since mid2018, many infrastructure projects have resumed. But
the stimulus hasn’t take eﬀect signiﬁcantly given the
relatively tight credit environment from previous
deleveraging. As the credit environment is expected to
become more sanguine during the year, backlogged
orders resulting from a lack of money can restart
again. Leading indicators, such as project approvals
have been accelerating and the implementation
bottleneck is easing. Against this favourable backdrop,
we expect the infrastructure investment rebound to
continue in the coming quarters.

2009

REFORMS AND RESTRUCTURING
FISCAL POLICY HOLDS THE KEY TO SUPPORTING
DOMESTIC DEMAND
In terms of policy responses, China will again turn to
ﬁscal policy. China’s balance sheet and huge reserves
gives it plenty of options. China has already started
cutting tax rates for households. We expect further
tax reliefs for corporates which holds the key to

supporting the domestic economy. Corporates in
China face one of the highest tax burdens globally,
paying taxes equal to 65% of their proﬁts. There is a
positive multiplier eﬀect on growth from tax cuts.
Such savings help corporates invest in technology
which helps them move up the value chain, improving
competitiveness.

Source: Bloomberg, as of Jan 2019
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There have also been more targeted measures to
support meeting private businesses’ credit demand,
and improving their ability to borrow in the bond
market. China Banking and Insurance Regulatory
Commission “CBIRC” recently outlined proposals to
set a minimum quota for loans for private sector
businesses.
Other market supports include potential interest rate
cuts, the launch of a fund jointly managed by asset
management companies and brokerage ﬁrms
preventing forced selling in pledged shares and new
rules allowing companies to buy back up to 10% of
their shares.
STRUCTURAL DEMAND AND FLOWS
The Chinese equity market as measured by market
capitalisation is the third-largest after the US and
Japan. However, onshore equities represent less than
1% of the MSCI EM Index and are not yet represented
in the oﬃcial FTSE Russell EM Index.

2 years in line with the indices. Funds ﬂow into China
remain robust. China-bound ﬂows for the ﬁrst 10
months of 2018 was at USD 36bn compared to USD
30bn in 2017.
Unlike previous slowdowns, valuation cuts have
happened far quicker than the earnings cycle. At the
end of 2018, CSI PE multiples had dropped to one
standard deviation below its 10-year average, whilst
still expecting positive earnings growth in 2019. The
market is likely to remain cautious until easing - or
deregulation – truly takes eﬀect and feeds into data.
RISKS
An inadequate support to the private sector squeeze,
a hard landing scenario implying a severe earnings
recession and a worsening of trade tensions.
EXHIBIT 55: MSCI CHINA P/E (12M FWD) VS +/- 1 STD
DEV
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Foreign capital is expected to accelerate the asset
allocation to A-shares with more Chinese stocks
poised to be included in the MSCI/FTSE A share,
through stock-connect programmes and “neweconomy going home” through CDRs.
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Opening up of the Chinese market with a
quadrupling of the inclusion factor from 5% to 20%
by March 2020, as proposed by MSCI and A shares
inclusion in FTSE indices would potentially generate
a close to USD 100bn inﬂow. As a result, foreign
ownership which is below 3% may double in the next
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+ (11.5)

Source: Bloomberg, as of Jan 2019
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REGIONAL DYNAMICS
BREXIT
BREXIT – UK PARLIAMENT VOTES
> Brexit vote ﬁnally takes place – with an overwhelming defeat for the government
> Prime Minister Theresa May wins a vote of No Conﬁdence – but the road to Brexit is no clearer
> A softer Brexit, or a no Brexit perhaps more likely than a No-Deal Brexit, with less than 70 days remaining to
ﬁnd a solution
> Sterling and FTSE100 volatility remains heightened, although the lower risk of a no-deal Brexit is priced in
THE BREXIT DEAL VOTE IN PARLIAMENT IS LOST
Following 2 years of back and forth negotiations, the
resignation of two Brexit Ministers amongst other
cabinet ministers, and a delay to the vote in
Parliament, Theresa May’s Brexit deal was ﬁnally
defeated by 432 votes to 202 votes. The 230 vote
defeat was the largest ever experienced by a sitting
government and, in normal times, would have led to
the automatic resignation of the Prime Minister.
However, these are not normal times, and Theresa
May declared that she would remain and deliver on
the public’s vote to leave the EU saying “It’s my duty
to deliver on their instruction and I intend to do so”.
In the immediate aftermath, the opposition Labour
Party leader Jeremy Corbyn called for a vote of no
conﬁdence in the government. This took place the
following day and was also defeated, albeit by a much
slimmer margin (325 votes to 306 votes).
THE BREXIT DEAL – A REMINDER
Amongst all the noise surrounding the parliamentary
vote, it is easy to forget the main points of the Brexit
deal. To summarise, the 585-page separation
agreement that was agreed between the UK and the
EU in November covered the following main points:

WHY THE VOTE FAILED
There were many reasons the vote failed, with many
factions competing for their favoured outcome. The
most contentious issue was the Irish backstop (how
to deal with the border between Northern Ireland
and Ireland), which for ‘Brexiteers’ and the Northern
Ireland Democratic Unionist Party (“DUP”), was
insurmountable. There were also ‘Remainers’ who
voted tactically to keep alive the hope of a second
referendum or no Brexit at all, and ﬁnally hard-line
Brexiteers who want to push the UK into a ‘No Deal’
Brexit.
The ultimate reason for failing was that Theresa May
had not obtained enough support for her deal either
within her own party or with other parties and that
many of the so-called ‘red lines’ (no customs union or
being part of the single market) to keep certain
factions of her political party on side, were
unacceptable to many other MPs.

> Britain’s ﬁnancial settlement or divorce bill
> The rights of EU citizens in the UK and British
citizens in the EU after Brexit
> How to prevent a ‘hard border’ in Ireland
> The transition period
> The customs union between the UK and EU
> Oversight governance of the withdrawal treaty
What the agreement did not go into however, was the
future trading relationship between the UK and the
EU, although it included a declaration on the
preferred relationship.
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WHY THE VOTE OF NO CONFIDENCE FAILED
Despite the turmoil within the governing
Conservative Party, the only issue that Conservative
MPs agree on is the need to keep Jeremy Corbyn and
the Labour Party out of power, so they stood united
(along with the DUP which is propping up the
government) to oppose the vote of no conﬁdence.
THE NEXT (ALBEIT CONFUSING) STEPS
At the time of publishing and following the most
tumultuous period in UK politics in modern times,
the number of possible Brexit outcomes has
increased rather than narrowed. The current deal
agreed with the EU has effectively been stopped in
its tracks, and the Prime Minister is now reaching out
to other opposition parties in a “constructive spirit”
- a bid to either broker a deal or construct a ‘Plan B’;
although she only has a few days to see whether the
deal she negotiated can be sufficiently altered to
meet the requirements of other parties.
What has become clear is that expectations have
changed. The likelihood of a hard ‘No Deal’ Brexit has
diminished, whilst the possibility of a softer Brexit,
with an extension to the Article 50 withdrawal
agreement timeline has risen. The possibility of a ‘noBrexit’ outcome has also come to the table,
particularly as there is speculation that the
government may lose control of its ability to be
responsible for the House of Commons timetable
and legislation. At the time of writing, Jeremy Corbyn
has also refused to engage in cross-party talks with
the Prime Minister and has raised the spectre of a
second referendum or a people’s vote, by ﬁnally
saying that this should remain an option although,
as with all opposition politicians, he would prefer to
have a general election instead. Therefore, at this
time, it is almost impossible to speculate as to the
most likely outcome of deals and side-deals over the
coming days and weeks.

FINANCIAL MARKETS – A MUTED REACTION
The reaction to this turmoil was more subdued than
originally anticipated. As we have seen previously,
movements in sterling reﬂects the market’s concerns
about political turmoil and the expectation was that
with a signiﬁcant loss of greater than 150 votes,
sterling could plummet to 1.2250. By the time the
votes were counted, and given the scale of the
defeat, the market was discounting that a no-deal
Brexit was oﬀ the table, and that a softer Brexit or no
Brexit had a higher possibility of success – both of
which are sterling positive. Volatility on the day of the
vote was therefore high with an intraday range of
1.9%, with cable trading up to 1.2916, and down to
1.2670 as the vote was taking place, rallying straight
up to 1.2890 as markets treated the defeat positively.
Sterling suﬀered similar volatility against the euro,
but to a lesser degree of 1.4% intraday moves,
ending at 1.1275.
UK equity markets experienced relatively low
volatility on the day of the vote, with intra-day moves
of 0.8% for the FTSE100, ending up relatively ﬂat for
the day. As we have seen since the Brexit referendum
in June 2016, performance of UK large cap equities
has been principally driven by a weaker sterling as it
boosts the income of overseas earnings – a major
constituent of the FTSE. Conversely, should sterling
strengthen then UK equity earnings will be impacted
which is why equities have not rallied on the prospect
of a softer Brexit……yet.
UK gilt yields have moved modestly to reﬂect this
paradigm with the 2-year yield nudging above the
Bank of England’s base rate of 0.75% to 0.81%, whilst
10 year yields have risen to 1.30%, having recently
fallen to 1.19% from recent highs of over 1.70%.
EXHIBIT 56: FTSE 100 VS GBP/USD & UK 10Y GILTS
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EUROPE REACTS
Whilst much attention has been focused on the UK,
it cannot be forgotten that Europe also has a rather
signiﬁcant voice in Brexit proceedings. Michel
Barnier, the chief Brexit negotiator, laid the blame on
the deal failure at Theresa May’s feet, and raised the
probability of a No Deal Brexit. There have been
indications that the EU would permit the extension
of Article 50 beyond the summer to allow for the UK
to clarify its intentions. Monsieur Barnier has also
indicated that the EU would react quickly to any
changes in the Prime Minister’s ‘red lines’.

10Y UK Gilt Yield (RHS)

Source: Bloomberg, as of Jan 2019
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UK EQUITIES – CONTINUED DIVIDEND SUPPORT
The FTSE 100 has performed well since the Brexit
referendum, trading to record highs, and is +16%
since June 2016 oﬀ the back of sterling weakness in
capital terms. Adding back dividends has resulted in
a total return of 27% since that date. In recent
months, volatility has spiked on the back of global
equity market volatility, and we expect this to be
compounded by potential sterling strength on the
back of a softer or no Brexit outcome. The
performance of UK stocks is also inversely correlated
to the movement in the pound as FTSE 100 member
companies generate about 70 per cent of their
revenues overseas. The weakness in the pound since
the Brexit vote in 2016, has been a tailwind for
exporters. A weaker or stronger currency in the short
to medium term, has the potential for renewed
divergence between exporters and domestic UK
companies, as shown in Exhibit 57.
The UK equity market is defensive with the highest
dividend yield of 4.9% among the major markets,
comparing favourably with 3.9% for Eurozone
equities, 2.1% for US equities and 2.8% for Emerging
Market equities, a positive in an environment of
continued low bond yields, yielding almost 4 times
the 10 year UK gilt yield of 1.3%.
The FTSE 100 is trading at 12.5X 12-month forward
Price to Earnings, and consensus EPS growth of just
under 6%, making it cheaper than other developed
markets, although Brexit and its impact on the
underlying economy have a signiﬁcant bearing on the
direction of UK equities.

EXHIBIT 58: PMI POINTS TO GROWTH SLOWING
SHARPLY
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EXHIBIT 57: SINCE BREXIT ANNOUNCEMENT –
PERFORMANCE OF FTSE 100 AND UK DOMESTIC
ONLY FTSE 100 COMPANIES VS GBP/USD

UK GILTS – PRICING IN DIFFICULTIES
Although sterling has been relatively calm in recent
weeks, UK gilts are indicating signs of Brexit concerns
– with a ﬂattening of the yield curve as investors seek
longer-dated gilts reﬂecting concerns over growing
economic risks. The yield premium of 10 year gilts
over 2 year gilts has narrowed to the lowest since
2016. The 10-year gilt yield currently stands at 1.30%
and there may be the potential for the steepening of
the UK yield curve once further Brexit developments
become apparent – despite ﬂattening over the last
year. Any rally of safe-haven Gilts should be
temporary in our view as rising concerns on the Brexit
outcome, and how policies unfold should keep bond
markets relatively range bound. The only caveat here
is that should there be a hard no-deal Brexit, the
Governor of the Bank of England (“BOE”) has explicitly
stated that he would take a more hawkish stance in
order to manage the impact of a spike in inﬂation due
to higher input costs due to WTO trade tariﬀs. The
threat of a No-Deal Brexit is also being reﬂected in
inﬂation markets, with the 5-year swap rate touching
3.7%, despite the price growth slowing towards the
BOE target of 2%.

UK GDP Growth (Q-o-Q)
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UK ECONOMY BEGINNING TO SUFFER
The new year has brought a variety of data that reﬂect
the challenges the UK economy is facing. The
composite PMI for the last quarter of 2018 suggest
that the UK economy grew at just 0.1% according to
IHS Markit, whilst the Bank of England forecasts
growth of 0.2%, lower than the 0.1% expected in
November, with overall consensus that growth will
come in at 1.3% for 2018, and 1.5% for 2019.
Compounding this is data indicating that the housing
market had its worst 12 months since 2013, and
consumers remained reticent, with a YouGov and
CEBR report indicating that household conﬁdence
also fell to its lowest level since 2013.

investors acquiring single let assets in Central London
at a historically weak sterling. Freehold properties
with an investment-grade tenant on a long lease
available at a discount (in non-GBP terms) in London,
despite Brexit noise, are still an attractive opportunity.
EXHIBIT 60: UK NATIONWIDE HOUSE PRICES (YOY)
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EXHIBIT 59: UK GROWTH HAS SLOWED IN RECENT
MONTHS

UK Nationwide house prices (YoY)
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Source: Nationwide Building Society, as of Jan 2019
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A bright spot is inﬂation, which fell to its lowest rate
in almost 2 years in December due to a fall in fuel
prices. Consumer prices rose 2.1% compared to a
year earlier, falling from 2.3% in November and the
lowest since January 2017. It is on course to drop
below the BOE’s target of 2%. Whilst the UK
unemployment rate has held at 4.1%, this is a
welcome boost to consumers as wages are rising at
3.3%. Should there be a deﬁnitive outcome of Brexit,
then a sterling relief rally will ease inﬂationary
pressures as well as the Bank of England’s need to
raise rates. Traders are not currently expecting the
BOE to raise rates, although this could change
dramatically depending on the outcome of the UK’s
withdrawal from the EU.
REAL ESTATE HAS BEEN IMPACTED
This week’s turmoil in Parliament does not alter our
thoughts on UK real estate markets. The UK housing
market will continue to suﬀer from limited
transactional activity. Within commercial property,
Retail and Oﬃce sectors continue to be ignored due
to Brexit and economic concerns. However, similar to
Prime London residential, there will still be overseas
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Although property will continue to be impacted by
Brexit, we believe that certain sectors (healthcare,
build-to-rent,
social
housing
and
student
accommodation) are better protected, as well as those
with uncorrelated demand aspects, strategically
positioned, and beneﬁting from structural changes
(logistics warehouses, property debt).
WHAT HAPPENS NEXT?
The UK Government needs to publish its new plan on
EU withdrawal to Parliament on Monday 21 January
and has already announced that a new
parliamentary vote on this will take place on Tuesday
29 January, just 2 months before the formal Brexit
day of 29 March. Should this vote fail again, there is
likely to be another call of no conﬁdence and it is
more likely that the UK will have to request an
extension to Article 50 to delay the Brexit process.
There will continue to be political turmoil, to which
ﬁnancial markets are inextricably linked. It is clear
that the UK and the EU are at opposite ends of the
spectrum, with the EU ramping up its preparations
for a No Deal Brexit, and the UK seemingly hoping
for the best. As always, investors should be attuned
to the risks of these unchartered territories. Indeed,
should the deal be agreed and resolved, the next
steps will for the UK to extricate itself from the
transition period (if there is one) or to quickly
negotiate trade terms with key trading partners.
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ALTERNATIVE ASSETS
THE YEAR AHEAD
The case for investing in Alternative Assets is strong
as traditional asset classes show stretched long-term
valuations, oﬀering unappealing returns, or shift to a
higher correlation regime, providing reduced
diversiﬁcation beneﬁts. We will consider why clients
should look to Absolute Return (AR) Strategies, Hedge
Funds (HF), and to gold in order to stabilise portfolios
from a risk-return point of view.
A more turbulent market environment is expected
versus the post-crisis conditions of suppressed
volatility orchestrated by central banks via
Quantitative Easing. Low projected economic growth
rates also play a role, alongside unappealing longterm valuations of global equities and government
bonds (Exhibit 61). Lower liquidity, more subdued
economic growth and a worsened risk-reward proﬁle
of traditional asset classes are the main reasons why
in the years ahead, starting from 2019, a diﬀerent
investment style may be required. Investors will
either have to leverage market opportunities not
accessible with long-only strategies, by means of HF
investments, or fall back on gold as the default safehaven asset, in a lower return and higher risk world.
EXHIBIT 61: GLOBAL EQUITY AND BOND LONG-TERM
VALUATIONS ARE AT STRETCHED LEVELS
Overvalued

ABSOLUTE RETURN STRATEGIES
Hedge Fund managers have a signiﬁcant leeway, in
terms of investable universe, tradable market
direction, and recourse to leverage. Higher degrees
of freedom translate potentially into the possibility of
providing returns less anchored to the market cycle.
This is the allure of Absolute Return strategies.
The potential for higher idiosyncratic HF returns is
much larger than for mutual fund managers, which
can of course work both ways and requires a stronger
manager selection process.
AR strategies have historically oﬀered an unavoidable
trade-oﬀ, underperforming traditional asset classes
during strong bull markets and outperforming in
higher volatility regimes (Exhibit 62). According to
available statistics, the outperformance has been in
the mid-teens versus bonds at times of rising rates
and above 20% versus equities during bear markets.
EXHIBIT 62: HEDGE FUNDS EXCESS RETURN OVER
EQUITIES FOLLOWS DIRECTION OF EQUITY
VOLATILITY
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Globally, the post-crisis volatility-repression period is
drawing to an end, with the Fed in Quantitative
Tightening mode, the ECB no longer growing its
balance sheet and the BOJ signalling willingness to
exit Quantitative Easing. The withdrawal of liquidity
at a G3 level will raise market volatility, however
carefully central banks tread.
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EXHIBIT 63: GOLD TENDS TO OUTPERFORM EQUITIES
AS EQUITY VALUATIONS DETERIORATE
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We see gold as a default investment choice when
returns on risk assets are unappealing. Data analysis
reveals this indeed to be the case, with the
performance of gold versus equities improving as
long-term equity valuations contract (Exhibit 63).
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HF selection can be quite daunting. In general clients
are advised to select multi-strategy funds, in order to
avoid the peril of strategies performing only under
speciﬁc market conditions. Global macro funds are
the least correlated with traditional asset classes,
hence we hold the view that they should be part of
an Absolute Return allocation. An equity long-short
HF can mitigate equity risk by taking positions in both
directions, although they maintain quite a high
correlation with equities.
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Reﬂationary eﬀorts at a global level made after the
Great Financial Crisis are exhausted and, in the
absence of a new productivity cycle pushing the
global economy into higher gear, growth rates are
likely to remain subdued. As markets fail to deliver
historical norm returns under a less benign
macroeconomic conditions, investors will have to
look to non-directional strategies to enhance
portfolio returns.

EXHIBIT 64: GOLD EXCESS RETURN VERSUS EQUITIES
DICTATED BY THE BUSINESS CYCLE
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A current high Shiller PE versus history on US equities,
alongside a slowdown phase towards trend growth in
the US economy leaves us with a positive view on the
asset class for the medium term.
In the shorter run, a 1-year horizon, the change of
stance in the Fed policy, with Powell expected to
pause tightening in the ﬁrst half of this year, is
supportive for gold. The convergence of slower US
growth and a less steep tightening cycle is likely to see
the US dollar, the competing safe-haven asset, top
out in 2019.
Overall, our short- and medium-term analysis allows
us to conclude that a conﬂuence of macroeconomic
factors and intermarket relationships point to
substantial upside in the yellow metal. Purchasing
gold at the right point in the cycle will serve the
double purpose of achieving capital gains and
hedging portfolio risk.
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The above relationship is a reﬂection of equities
moving in line with the economic cycle, becoming
more expensive as the cycle matures, eventually
leaving room for a non-yielding asset like gold to
outperform (Exhibit 64).
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ALTERNATIVE ASSETS
OIL OUTLOOK
Key conviction: Oil prices to ﬂuctuate against
weakening outlook for global economy despite OPEC
eﬀorts to stabilise markets
Oil markets will be buﬀeted by a deteriorating outlook
for the global economy and still rapid supply growth
from producers like the US. Despite eﬀorts by OPEC
to cut production to try and stabilise markets, oil
prices still face major challenges in getting back to
2018 peak levels. Our expectation is that Brent
futures will average around USD 65/b in 2019, a
decline of 9.5% year on year. However, with the
outlook for growth fraught with considerable
uncertainty not related to oil markets, investors
should expect a highly volatile year ahead.

Oil demand growth is projected to underperform its
long-term trend in 2019, expanding by 1.41m b/d
compared with a 5-year average of 1.53m b/d (IEA
projections). While demand growth will be positive in
most markets this year it will be at a slower pace in
critical markets. The US, representing more than 20%
of global oil consumption, will see demand growth
slow to around 200k b/d compared with closer to
500k b/d estimated for 2018. Consumption in China,
which accounts for 13.5% of global oil demand, will
remain positive but also a slower pace than in 2018.
Where an acceleration is expected, the impact on
global oil markets is relatively muted. Saudi Arabia,
Canada, South Korea, Mexico and Iran will all report
faster demand growth (or slower declines) but
collectively they still represent less than China’s total
share of demand.

EXHIBIT 65: OIL DEMAND
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BROAD SLOWDOWN IN EM WILL WEIGH ON
COMMODITY DEMAND
Slowing growth, higher ﬁnancing costs and a volatile
external environment will all drag on commodity
demand in 2019. Data from both developed and
emerging markets displayed a steady decline in
activity over 2018 and manufacturing PMIs for
emerging markets ended the year just above neutral.
Visibly, after several years of strong growth vehicle
sales in China were on track to record a second year
of decline, down more than 30% y/y in November
alone.
Casting a shadow over demand for oil, and
commodities more generally, is the US-China trade
dispute. Without a deal, the US will raise tariﬀs on
USD 200bn of Chinese imports to 25% and impose
tariﬀs on another USD 267bn from the start of March.
Both countries have an interest in a positive

resolution to talks but the risk of miscalculation is
high, particularly in light of the personalities involved.
President Trump will need to resist the urge to
portray achieving a deal as a ‘win’ over China to
prevent a return to retaliatory tariﬀs.
Measuring the impact of protracted US-China trade
war on oil prices is admittedly a wooly endeavor but
it will have undoubtedly been a major part of the
more than 40% drop from Brent’s 2018 peak of USD
86.29/b to USD 50.47/b. So long as the trade dispute
remains unresolved it will act as a weight on prices.
But a positive resolution on trade only gets markets
back to focusing on the decelerating trend of global
growth: both the IMF and World Bank have lowered
their growth projections for 2019 based on factors
beyond the US-China trade war. The upside quantum
of a trade deal is consequently more muted in our
view than the scale of decline if negotiations fail.

EXHIBIT 66: EM ECONOMIES
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SUPPLY REMAINS A BATTLE BETWEEN OPEC AND
NON-OPEC
Oil supply in 2019 will again be a battle for inﬂuence
between OPEC eﬀorts to get prices close to ﬁscal
breakeven levels and rapid, ﬂexible growth from
alternative producers, notably in the US. Non-OPEC
supply growth will ease to 1.49m b/d in 2019 from
almost 2.5m b/d recorded last year but is still well
above its long-run average (we are excluding Qatar
which has left OPEC from the calculation for now to
ensure a consistent base for comparison).

EXHIBIT 67: PRIMARY GOAL IN 2019
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Most of the non-OPEC supply growth will again be
concentrated in the United States. Shale oil producers
continue to surprise on the upside in terms of supply
and the EIA has steadily revised its outlook for higher
growth in 2019. Even as prices plummeted in
December oil and gas companies in Texas, which
have provided bulk of US supply growth, remained
aggressive in their capital plans for 2019. Nearly half
of companies surveyed by the Dallas Fed planned to
focus on increasing production, even as WTI prices
grind against breakeven costs. Most of the ﬁrms
surveyed by the Dallas Fed were basing their capital
spending plans on WTI prices around USD 50-55/b,
not far oﬀ levels in early January.
As we have outlined in the past, logistics constraints
to getting crude out from producing regions to export
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terminals remains a challenge for the US oil industry
to surmount this year. So far it has not prevented
supply from growing but has meant that physical
prices at the wellhead remain discounted and
inventories have become a ‘buyer of last resort’ for
producers. This trend will remain intact for at least
1H19 after which some pipeline relief will come
online. These exact same dynamics have contributed
to the unprecedented steps taken in the Canadian
province of Alberta where the government has
enforced a production cut to try and run down
inventories and narrow the discount for domestic
crude prices.
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OPEC CUTTING SUPPLY
With an unremitting supply picture beyond their
control, OPEC countries have started 2019 with
another round of production cuts. Some producers
got an early start to the cuts with market surveys of
production showing that already in December
collective OPEC production fell by 630k b/d. In order
to achieve the targeted cut from October 2018 levels
OPEC production should decline another 800k b/d
from the obligated members (Libya, Venezuela and
Iran are exempt from the cuts).
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Our expectation is that both Saudi Arabia and the
UAE cut more than the apparent 3% target and will
start 2019 with output 4.6% and 5.3% lower than
October levels respectively. This will have an impact
on economic performance but prices still remain
below ﬁscal breakevens in both countries (USD 82.7/b
for Saudi Arabia and USD 68.8/b for the UAE). We
doubt that Iraq will participate in cutting production
and that few other OPEC members will slash output
as aggressively. Commitment to this round of cuts
appears far less assured than the 2016 Declaration of
Cooperation between OPEC countries and partners
like Russia, risking that OPEC+ diplomacy will be far
more fractious this year (note Qatar’s decision to
leave the club with eﬀect from January 2019).

EXHIBIT 68: OIL PRICE
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OPEC ministers, particularly from Saudi Arabia and
other large producers, have stressed that they are
prepared to do ‘whatever it takes’ to restore oil
market balances to neutral. We interpret this as a
pledge to cut production even further than the semioﬃcial target of 3% cuts from October 2018 levels.
OPEC producers will then return to ‘over delivery’ on
production targets despite this having a mixed result
when they tried it in 2017-18. Limiting volumes to
such a degree should help to stabilise oil prices; Brent
prices appear to have found a ﬂoor around USD 50/b
as the year has begun. But even with compliance to
the cuts in 1H19 coming in close to the same degree
of compliance seen in 2017 and the ﬁrst half of 2018,
oil market balances will still keep accruing inventories.

STOCKPILES WILL KEEP GROWING AND WEIGH ON
PRICES
Taken together, these supply and demand factors
result in a market balance still in surplus for 2019,
moving from around 500k b/d in Q1 to ﬂat over the
middle quarters the year before widening again in the
ﬁnal quarter. Measured against OECD consumption,
stocks will average out at around 61 days of demand,
compared with 59.7 in 2018.

WTI (USD/b, avg)

Source: EIKON, Emirates NBD Research

We expect Brent futures to record an average of
around USD 65/b in 2019, moving from USD 61/b in
Q1 to USD 67.50/b over the middle months of the
year before slipping again in Q4. We expect WTI prices
to record an average of around USD 57/b,
characterised by a wide Brent/WTI spread in H1 as
pipeline shortfalls dislocate US pricing from global
moves. We stress that markets should be prepared to
endure substantial volatility in 2019 with considerable
swings above and below our forecast. We wouldn’t
rule out Brent moving back below USD 50/b or
touching USD 80/b.

Cutting production runs another risk for OPEC
countries: President Trump’s Twitter ﬁnger. The US
president has repeatedly lambasted OPEC for limiting
production that led to prices rallying to well over USD
80/b in Brent futures. A level between USD 70-80/b in
Brent markets appears to be the range where oil
prices come to the fore of the president’s mind and
spark a reaction. US inﬂuence over OPEC production
goals is limited but politicians are evaluating a socalled ‘NOPEC’ bill that would remove sovereign
immunity of OPEC nations to US anti-trust laws. So
far President Trump hasn’t stepped in to quash the
bill as previous presidents have done and we don’t
expect he will let up pressure on OPEC this year.
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ALTERNATIVE ASSETS
REAL ESTATE
> We are late in the cycle for global real estate
> The global macro environment is not favourable
> However, investor demand remains robust for prime assets
> Focus this year on more defensive property sectors
of the current global cycle. Yields for the best
properties have reached historic lows in virtually all
markets and rents are stubbornly high yet we are
entering an environment of tighter monetary policy,
lower economic growth and increased geopolitical
uncertainty from a range of sources including Brexit
and US-China trade concerns. These factors will place
upward pressure on yields and downward pressure
on rents and thus point to a lower return
environment for real estate in 2019.

2018 was another good year for global real estate
with over USD 1tn invested in bricks and mortar,
making it the ﬁfth consecutive year of elevated
investment levels on par with the exuberant periods
preceding the Global Financial Crisis. This is because
real estate as an asset class has been a signiﬁcant
beneﬁciary of accommodative monetary policy and
of consistent interest to a wide range of investors
seeking yield in the resultant low rate environment.
However, after a prolonged period of strong capital
and rental growth, we are fast approaching the end

EXHIBIT 69: SELECT EUROPEAN PRIME PROPERTY YIELDS
Prime Yield

8%
7%
6%
5%
4%
4.0%
3.1%

3.2%

3.3%

Milan

2.9%

4.0%

Madrid

3.0%

Berlin

Milan

3.2%

3.5%

Paris

3.0%

Madrid

Paris

3.0%

Brussels

2.5%

2.9%

Berlin

2.6%

London

2%

2.9%

3.5%

Frankfurt

3%

3.5%

1%
Dublin

Oﬃce: 2007-2009 Highs/Lows

Amsterdam

Brussels

London

Dublin

Amsterdam

Retail: 2007-2009 Highs/Lows

Current Prime Yield

Source: BNP Paribas Real Estate, 2018, Data as at 30.09.2018

54

GLOBAL INVESTMENT OUTLOOK 2019

EXHIBIT 70: RENTAL GROWTH GLOBAL PRIME OFFICES
2010 - 2019F
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beneﬁciary of a long-term structural change. One
example of the latter is the growth of e-commerce
and its eﬀect on industrial and retail properties. The
rapid rise of online sales is bad news for traditional
shops and shopping centres but is instead producing
strong demand for modern, purpose-built
warehouses to support this structural shift away from
physical shopping. There is also intense competition
for urban warehouses to facilitate timely delivery of
goods ordered online.
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EXHIBIT 71: E-COMMERCE SHARE OF TOTAL GLOBAL
RETAIL SALES 2015 - 2021F
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Investors are far from indiscriminate though and
there is a clear distinction between core, yielding
assets and those with any existing or imminent
vacancy which are therefore exposed to the poor
fundamentals of the current environment. In short,
interest and pricing are extremely weak for any
property without a strong income story and the high
current activity for core assets is masking wider
market weakness. This is likely to be exposed in
coming periods, particularly in the UK and Europe, as
nervous vendors delay or cancel planned sales in the
run up to Brexit on 29 March 2019. Lack of stock and
subsequent transactions (and hence a lack of price
discovery) will place downward pressure on
valuations.
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12.0%

2015

However, these growing headwinds have seemingly
had no impact on liquidity and investor demand
remains extremely strong for long-let property in
major ‘gateway’ cities. These are viewed as highly
defensive investments capable of riding out any
economic, ﬁnancial or property market volatility with
little or no impact. London in particular remains a key
destination for a wide range of international investors
seeking these kinds of ‘core’ assets. In addition to
being one of the World’s largest and deepest
commercial real estate markets, it has a number of
superior characteristics compared to other global
cities and, since 3Q16, has gained additional appeal
from the Brexit-induced correction in GBP. There are
certainly no ‘Brexit bargains’ available here.

13.7%

Source: Statista, 2019

We also continue to favour listed real estate / REITs
over direct property. Although far more volatile than
a direct investment, they are a far more liquid and
eﬃcient way to obtain prime property returns
without the time and frustration of attempting to buy
directly in a highly competitive environment. There is
a dislocation at present between private and public
market valuations with property values continuing to
climb (albeit at a declining pace) whilst REIT prices
head in the opposite direction. The result is that any
potential correction is already priced into public real
estate whilst direct property prices have yet to fall at
all due to weight of capital. The more liquid nature
of public property companies also allows investors to
be more responsive, which is another important trait
in this period of heightened volatility.

As real estate is almost universally fully priced at this
(late) point in the cycle, we are underweight the asset
class as a whole with no regional or country
preferences. Instead, we consider that it is better to
focus on speciﬁc property sectors where rental
income is either less aﬀected by geopolitical and
economic uncertainty or where the sector is the
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successors, assigns, aﬃliates or subsidiaries shall not, directly or indirectly, be liable, in any way, to you or any other person for any: (a)
inaccuracies or errors in or omissions from the this publication including, but not limited to, quotes and ﬁnancial data; or (b) loss or damage
arising from the use of this publication, including, but not limited to any investment decision occasioned thereby. Under no circumstances,
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