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Global financial markets were affected badly by the 

geopolitical landscape  

In the wake of the unusually smooth financial markets 

observed in 2017, the past year has been a quite 

dramatic wake-up call for investors. Early-year euphoria 

in equity markets gave way to rising anxiety, due 

not only to economic and political issues, but also to 

extreme market behaviour.

If the U.S. economy was by far the brightest spot, 

reflected by outstanding corporate profits, a 

deceleration of growth was observed across other 

regions, in China and Europe in particular. This weaker 

economic trend was compounded by the escalating 

impact of the trade war led by Donald Trump on the rest 

of the world, with China being his main target. Financial 

markets were also affected by a number of political 

uncertainties which proved to be more detrimental than 

was the case during the previous years; the resolution of 

some of these issues are among the key factors for an 

improvement of the fragile sentiment currently prevailing 

in the markets.  

Model-driven trading brings chaos to the equity 

markets      

The behaviour of equity markets towards the end of 

the year has been very extreme and difficult to justify; 

the overwhelming proportion of computerized trading, 

which has grown over time to around 85% of trading 

volume, goes a long way to explain the violent intra-

day swings and daily returns, especially in a context of 

lower liquidity. Machine trading didn’t cause problems 

during the bull market, but models have triggered 

indiscriminate selling more recently on the back of 

weaker economic signals and market momentum. 

While it is impossible to predict when markets will have 

regained their composure, economic fundamentals and 

corporate profitability should drive market performance 

over the long term and not these short-term trading 

models.        

Negative returns have been observed across most 

asset classes 

The drop of global equity markets was the main culprit 

for the disappointing performance in 2018, but this 

headwind was compounded by the overwhelming 

number of asset classes with negative yearly returns. 

Even truly diversified portfolios failed to offer the usual 

levels of protection that could have been expected in 

such market conditions. According to research produced 

by Deutsche Bank at the end of October, 89% of assets 

were in negative territory, in dollar terms. That was the 

highest percentage on record based on data going back 

to 1901. Even if this number decreased somewhat during 

the last months, it still reflects a situation where the vast 

majority of global assets’ valuations were supported by 

extreme monetary policies.     

Equities still offer the best value

We do not share the current pessimism observed in 

financial markets and our allocation into equities remains 

slightly overweight. We do not dispute the fact that 

economic growth has peaked, but global growth should 

remain solid and we do not anticipate a recession in 

the coming year. Valuations of equities appear low 

considering the outlook for earnings, bearish sentiment 

is excessive and the turmoil within equity markets should 

prove to be temporary. Economic fundamentals and 

corporate earnings drive equity performance over time 

and there now appears to be a dichotomy between what 

the markets are anticipating and what economic data 

and corporate earnings are indicating.       

EXECUTIVE SUMMARY
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2018: REVIEW OF OUR INVESTMENT THEMES

A year to forget for asset allocators   

2018 has been a painful year for portfolios’ returns. 

Our overweight allocation into equities has proven to 

be detrimental for performance, while our search for 

diversification was also frustrated by the overwhelming 

number of asset classes with negative returns. Another 

detracting factor was represented by the fact that active 

managers struggled to outperform equity indices due to 

the very narrow breadth of positive index contributors. 

As an example, the SMI Index would have been 1.6% 

worse off without the contributions of its top 3 positive 

contributors, Novartis, Roche and Zurich; in the U.S., 5 

stocks, Microsoft, Amazon, Merck, Pfizer and Netflix, 

generated a disproportionate contribution of 1.9% 

towards the S&P 500. These numbers show that the 

performances of the main indices, even if quite negative, 

do not fully reflect the damage inflicted on the majority 

of their members; more than half of the S&P 500 stocks 

have dropped by more than 20% in 2018, the highest 

proportion since the financial crisis.    

Equities hurt by a significant de-rating and by model-

driven trading 

Equity performances have been poor across the board 

despite a robust growth of earnings. Valuation multiples 

have contracted sharply due to a combination of 

higher U.S. risk-free rates and weak investor sentiment 

in view of political risks and concerns around trade 

protectionism. Another key driver of performance and 

of the extreme behaviour of equities in December was 

due to the change of structure of the markets; recently 

around 85% of the trading volume came from machines, 

models or passive investing formulas, as proprietary 

trading by investment banks and brokers has decreased. 

These trading models are largely momentum-based and 

tend to feed on themselves, especially at a time when 

liquidity has decreased significantly. These factors have 

amplified greatly the recent movements of the markets 

and triggered extreme levels of nervousness, leading to a 

situation where the violent market swings are difficult to 

explain and impossible to anticipate. Over time, however, 

economic fundamentals and corporate profitability 

remain the key drivers of market performance, not short-

term trading models.                         

The U.S. dollar was stronger than anticipated 

Following a weak start to 2018, the U.S. dollar gradually 

gained momentum, as a result of both an accelerating 

U.S. economy and slower economic activity in other 

regions, including Europe and China. The dollar acted 

like a magnet for a variety of reasons; U.S. companies 

took advantage of tax changes to repatriate over half 

a trillion dollars of overseas profits, the Fed’s monetary 

tightening made U.S. Treasury yields more attractive, 

stress in some emerging countries triggered dollar 

buying while other major currencies, such as the euro 

and the pound, were hurt by rising political risks. All 

this to say that the increasing twin U.S. current account 

and fiscal deficits had no negative impact on the dollar 

whatsoever. For portfolios not denominated in dollars, 

we increased their exposure to the dollar in the spring 

before taking some profits in August.                 
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Global economic growth has peaked 

The global economy is no longer in synchronization 

mode; the peak of global growth was likely reached at 

the end of 2017 and a divergence of the growth trends 

of the U.S. and other key economies, including those of 

Europe and China, took place throughout the past year. 

The slowdown of Chinese economic growth was not a 

surprise but its spill over impact on other regions was 

perhaps worse than anticipated. The Eurozone economy 

lost some of its strong momentum; softer Chinese 

demand for European exports, trade frictions, domestic 

political tensions and sector-specific issues all weighed  

on the region’s economy. In contrast, an acceleration of 

economic activity was observed in the United States 

where the fiscal stimulus boosted an already healthy 

expansion. Strong consumer spending, on the back 

of solid job markets, and rising business investment, 

underpinned by the cut in corporate taxes and the high 

levels of business confidence, were the main drivers 

of strong growth. Some emerging market economies 

were badly affected by the strength of the U.S. dollar 

and rising U.S. interest rates, due to their high levels of 

external debt. This triggered a run on their respective 

currencies, with a more general weakness observed 

across the asset classes of emerging markets.                

2018: ECONOMIC AND POLITICAL DEVELOPMENTS 

The geopolitical landscape takes centre stage   

Following a year when political risks generally failed 

to materialize, the geopolitical landscape took centre 

stage during 2018 and affected financial markets badly. 

The decision by Donald Trump to introduce tariffs on 

a number of goods and his ongoing threats of an all-

out trade war created serious trade frictions with its 

commercial partners, and with China in particular; on 

the brighter side, some progress was made on this issue, 

nevertheless, as the U.S. signed a new trade deal with 

Mexico and Canada. On top of their fight to obtain more 

favourable trading conditions with China, the U.S. are 

also looking to preserve their technological dominance 

by limiting China’s access to strategically-significant 

technology; this is likely to be the most contentious 

issue, with the U.S. demands and strategic vision 

considered unacceptable by the Chinese leadership. 

For Europe, 2018 also turned out to be a turbulent year. 

Tensions between the Italian government and the 

European Commission over Italy’s projected budget 

deficit triggered market stress on Italian assets; at 

the time of writing, the situation has improved as 

Italy and the European Commission have reached a 

compromise. In the United Kingdom, Brexit anxiety is 

reaching fever pitch; Theresa May has reached a deal 

with the Eurozone’s 27 members but appears unable to 

have it approved by the U.K. parliament. Her position 

has been weakened by government resignations and 

a challenge to her leadership, with the odds of a hard 

Brexit increasing significantly. Finally, France has been 

hit by widespread street violence and road blockades; 

Emmanuel Macron’s popularity has collapsed and he 

has had to scrap unpopular fuel tax rises and promise 

a series of measures to boost purchasing power. The 

accumulation of all these kinds of events has resulted 

into an unusually high level of political influence on the 

behaviour of financial markets.    

Few surprises from the main central banks  

The three major central banks (Federal Reserve, 

ECB & BOJ) continued to carry out their extensively 

communicated monetary policies. As planned, the Federal 

Reserve tightened its benchmark interest rate each quarter 

in 2018 to a range of 2.25%-2.50% and continued to reduce 

its balance sheet. The European Central Bank ended its 

purchase program in December, meaning that its balance 

sheet will no longer be expanding from now on. Finally, the 

Bank of Japan has stayed on course and not changed its 

ongoing accommodative monetary policy.  
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A dovish end to the ECB’s QE program   

On December 13th, the President of the ECB, Mario Draghi, 

announced that the bank will be stopping its bond-buying 

program at the end of the year, as expected. He also 

confirmed that the ECB would continue reinvesting the 

principal payments of its €2.55 trillion portfolio in full “for an 

extended period of time past the date when it starts 

raising the key ECB interest rates”. This decision had also 

been well flagged and markets took it in their stride. The 

main question going forward is whether the ECB will be in 

a position to start raising interest rates after the summer of 

2019.   

The hiking cycle of the Federal Reserve is likely to be 

paused  

As expected, the Federal Reserve steadily tightened its 

monetary policy during 2018 by raising interest rates and 

also by gradually shrinking its balance sheet. The Federal 

Reserve began to unwind its $4.5 trillion portfolio in 

October 2017 and has gradually ramped up the reduction 

to its targeted maximum of $50 billion per month. As at 

the beginning of December, the balance sheet stood at $4.1 

trillion. There have been no hints from the Fed about any 

changes to the planned reduction of the balance sheet so 

this is likely to remain a priority. As far as the hiking cycle 

is concerned, the outlook now appears less certain and 

Fed officials have started to imply that their policy would 

become more dependent on data as financial conditions 

have begun to tighten. Markets are now pricing in less 

than one interest rate rise in 2019, which contrasts with the 

Fed’s projections for two more gradual hikes.     

Inflation fears were unwarranted    

Early-year fears over an acceleration of inflation pressures 

have failed to materialize, in what has become a usual pattern. 

As shown in the chart above, the latest inflation data are only 

marginally above end-2017 measures, except for headline 

inflation in the Eurozone due to the base effect of higher 

year-on-year oil prices. Core inflation, which excludes food and 

energy, remains stuck around 1% for the Eurozone and the ECB 

has recently lowered its headline inflation forecasts for 2019 

and 2020 to 1.6% and 1.7% respectively, well below 

its 2% target. U.S. core inflation is also very stable despite 

an extremely low unemployment rate of 3.7% and strong 

economic growth; the Fed’s favourite indicator, the PCE price 

index, or Personal Consumption Expenditure deflator, is at 

2.1% and falling, in part due to the impact of weaker oil prices. 

As inflation expectations have also been falling slightly, the 

Federal Reserve is clearly under no pressure to hike interest 

rates due to inflation pressures.      
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CONCLUSIONS 

The main conclusions we can draw from last year’s 

economic and political developments are that economic 

growth should continue to decelerate in 2019 and that 

one of the most pressing issues for financial markets is 

the relationship between the U.S. and China. Concerns 

over inflation expectations remain low while investors 

will be looking for politicians across the world to up their 

game in order to remove some of the many ongoing 

geopolitical uncertainties currently weighing on markets.         

A less supportive macro environment…  

The high level of confidence in the strength of the global 

economy observed a year ago has given way to anxiety 

over slower growth and recession risks. Only time will 

tell whether these concerns are fully justified, but we 

feel that there is a bias currently to look at everything 

in an overly negative manner. A deceleration of the U.S. 

economy is to be expected but not a recession, whereas 

Europe and emerging markets could surprise on the 

upside.  

…amid elevated political risks 

The progress of the negotiations between the U.S. and 

China are likely to be one of the determining factors for 

the behaviour of financial markets in 2019; a positive 

resolution of the current stand-off should boost levels of 

confidence, outside of the U.S. particularly, and support 

a pick-up of international trade. Investors will also be 

hoping for an improvement of the political landscape in 

Europe, with Italy, France and the United Kingdom still 

facing big challenges.    

Little pressure on the central banks to tighten 

aggressively   

The hiking cycle of the Federal Reserve could well be 

nearing its end, even though market opinions differ 

considerably on this issue. The impact of the balance 

sheet reduction on market liquidity may have been 

underestimated, and this could incite the Fed to err 

more on the side of caution, especially as inflation risks 

appear to be limited. The ECB is likely to maintain its 

dovish stance until the end of Mario Draghi’s leadership 

and the probability of a rate hike in 2019 is low. Markets 

will also scrutinize the successor of Mario Draghi and 

try to spot any signs that could indicate a change of 

direction for the bank’s monetary policy.          

An overwhelming focus on the U.S. yield curve 

The flattening of the U.S. treasury curve has received a 

lot of attention throughout 2018 because, historically, 

recessions have been preceded by an inversion of this 

yield curve. Some commentators even recently affirmed 

that the curve had already inverted as 3-year yields had 

dipped below 5-year ones. This spread has not been a 

reliable indicator in the past as it has produced 73 

inversions since 1954 for only 9 recessions; the spread 

between 10-year and 2-year yields is considered more 

relevant as it has produced much better warning signals 

of an upcoming recession. At this stage, this spread is 

still positive and, based on many other economic and 

financial indicators, the risks of a recession in 2019 still 

appear to be low.          
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EQUITIES 

The main observation on equity markets in 2018 is that 

valuations came down significantly. The forward price-

to-earnings ratio of global equities has dropped from 16x 

at the beginning of the year to a 5-year low below 13x. 

Another observation is that equity markets have been 

hurt excessively by a number of geopolitical tensions, 

the main one being the stand-off between the United 

States and China over trade and technology access. 

The impact of these issues on the prices of financial 

assets is difficult to discount, hence the above-average 

level of uncertainty. The rise of equity markets’ volatility, 

reflected by wild intra-day swings, has been another 

drag for the markets in 2018; this can be attributed, in 

large part, to the disproportionate volume of algorithmic 

and quantitative trading, as well as to tighter market 

liquidity, due to the Fed’s policy and the disappearance 

of banks’ proprietary trading books.          

2018 performance 

The past year has proven to be the most difficult one 

for investors since the great financial crisis as a record 

number of asset classes have produced negative yearly 

returns. For many regional equity indices, January 

already marked a peak for the whole of 2018. From then 

onwards, financial markets were increasingly impacted 

by geopolitical tensions, including the introduction of 

U.S. tariffs on a number of goods, emerging market 

stress and a flare-up of European political risks. The 

strongest trends observed throughout 2018 were U.S. 

dollar strength, an outperformance of U.S. equities until 

October and overall weakness of emerging markets’ 

assets, due in particular to China-related concerns.                                          

2018: THE FINANCIAL MARKETS

     End 2017 End 2018 2018 performance

EQUITIES

S&P 500   2673.6 2506.9 -6.2%

Euro Stoxx 50   3504.0 3001.4 -14.3%

MSCI EM   1158.5 965.7 -16.6%

YIELDS      

UST 10-year   2.41% 2.69% + 28bps 

Bund 10-year   0.42% 0.24% - 18bps

BBB EU   1.44% 1.89% + 45bps

CURRENCIES      

EUR/USD   1.201 1.147 -4.5%

USD/CHF   0.974 0.982 + 0.8%

GBP/USD   1.351 1.275 - 5.6%

USD/JPY   112.7 109,7 - 2.7%

EUR/CHF   1.170 1.126 - 3.8%

COMMODITIES      

CRB Index   193.9 169.8 - 12.4%

Oil, WTI   $ 60.4 $ 45.4 - 24,8%

Gold   $ 1303 $ 1282 - 1.6%
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Source: Bloomberg LP
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Global equity markets got off to a spectacular start in 

January, with all equity regions performing strongly. This 

positive mood quickly soured, however, as rising bond 

yields and a massive squeeze on structurally-short volatility 

exchange-traded products triggered a violent reversal of 

the positive early-year trend. The 10% correction lasted 

until March; thereafter, regional performances diverged 

somewhat, with European equities faring better. From 

the end of April onwards, U.S. equities outperformed 

significantly, under the leadership of mega-cap tech 

names, while emerging markets equities were negatively 

impacted by dollar strength, rising U.S. bond yields 

and the stand-off between the U.S. and China. The last 

quarter proved to be most damaging for overall market 

performances as U.S. equities plunged and dragged the 

global equity indices into negative territory.                

S&P 500 – MSCI Emerging Markets – Euro Stoxx 50

The chart above shows that emerging and European 

equity markets underperformed U.S. ones in 2018. 

During the last quarter, however, EM equities fared 

better, as dollar strength receded, big tech names 

plunged and U.S. bond yields declined. During most of 

the year, U.S. equities proved to be much more resilient 

to negative geopolitical headlines, in contrast to the 

equities of other regions. December was a terrible 

month for U.S. equities, however, with violent intra-day 

swings and significant losses, largely driven by trading 

based on computer models.         

Source: Bloomberg LP
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Source: Bloomberg LP
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COMMODITIES 

CRB Index & WTI oil   

The performance of global commodity indices was 

negative in 2018, with oil and industrial metals figuring 

amongst the worst performers. Commodity prices were 

hurt by the appreciation of the U.S. dollar, a traditional 

headwind, and concerns about a slowdown of economic 

growth. The weakness of metals was also due to lower 

global demand and concerns about the effects of the 

U.S.-China trade dispute on growth in China, which 

accounts for 50% of global metals demand.     

The last quarter of 2018 was dramatic for the oil 

market. Until then, oil prices had been rising gradually 

in anticipation of a reintroduction of U.S. sanctions on 

Iran, following Trump’s withdrawal from the Iran nuclear 

deal. The unexpected waiver of these sanctions for some 

of Iran’s biggest customers, at a time when the world’s 

top producers, the U.S., Russia and Saudi Arabia, were 

pumping oil close to record levels, triggered the fourth-

quarter collapse of oil prices.   

DEBT INSTRUMENTS 

The behaviour of G-7 sovereign debt markets diverged 

considerably throughout 2018. Whereas the gradual 

rise of U.S. bond yields until October was an expected 

reaction to the Federal Reserve’s monetary tightening, 

the early-year rise of Bund yields gave way to a sustained 

trend of declining ones. This was largely due to the rise 

of political risks across Europe, with Italy being the main 

culprit; the spread between Italian and German 10-year 

Source: Bloomberg LP
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The price of gold was stable until the U.S. dollar started 

to appreciate, from mid-April onwards. The concurrent 

rise of U.S. real interest rates represented another major 

headwind for gold prices which dropped until August. 

Thereafter gold recovered a large part of its losses 

as bond yields declined and as the precious metal 

appeared to regain some of its safe haven appeal, in 

view of the tumultuous end of year for risk assets.           
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The yield spread between 10-year U.S. and German 

sovereign debt widened by 0.6% to 2.6% until May as 

a result of diverging monetary policies and safe haven 

demand for Bunds. This spread remained stable until 

October when Bund yields were once again pushed 

lower by rising political tensions in Europe. The tumble 

of equity markets during the last quarter triggered a 

shift into bonds, with U.S. treasuries outperforming 

Bunds, hence the end-year tightening of the spread.        

bonds exploded from 1.2% to a high of 3.7% before 

retreating after the EU reached an agreement with Italy 

over its budget. The political risk resulting from the Brexit 

ordeal was also the driver for the plunge of U.K. gilts’ 

yields which ended the year virtually unchanged.          

10-year U.S. and German government bond yields and spread

Source: Bloomberg LP
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Emerging Market Debt and U.S. High Yield spreads

A significant widening of credit and emerging market 

debt spreads was observed over the course of 2018. 

EM debt was negatively impacted by the combination 

of dollar strength, higher U.S. rates, trade frictions and 

idiosyncratic market stress, with the JPMorgan EMBI 

Global Spread Index rising from 2.9% in February to 

an end-year level of 4.35%. U.S. and European credit 

markets ended the year on a very weak note on higher 

risk aversion and low market liquidity.         

Source: Bloomberg LP
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Debt instruments’ market performance in 2018 (USD)

 World Government Bond Index  + 0.5% 

 US Credit AAA  + 0.1% 

 US Credit BBB/BB  - 3.1% 

 Global Emerging Market Sovereign  - 4.1% 

 US High Yield  - 2.1% 
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Despite the widespread appreciation of the U.S. 

dollar, the yearly changes of the major Forex crosses 

were not that significant. Versus the dollar, the yen 

appreciated by 2.7%, while the franc, the euro and the 

pound depreciated by 1%, 5% and 6% respectively; this 

compares to respective gains of 14% and 9.5% for the 

euro and the pound in 2017.             

CURRENCIES 

Within the foreign exchange market, the main narrative was 

the strength of the U.S. dollar which appreciated against 

nearly all currencies. The main drivers for this trend were 

the Federal Reserve’s monetary tightening, the acceleration 

of U.S. economic growth and favourable tax measures. 

Furthermore, other majors, such as the euro and the pound, 

were weighed down by domestic political issues, thus 

contributing to more demand for the greenback. 2018 was 

also a very difficult year for the currencies of EM countries, in 

particular those with fragile current accounts; the Argentine 

Peso lost half of its value against the dollar, the Turkish 

Lira some 30% and heavy losses were also observed on 

commodity-related currencies, including the Brazilian Real, 

the Russian Ruble and the South African Rand. During a year 

when the aversion to risk kept on rising, the Japanese yen 

and the Swiss franc were resilient, unsurprisingly.            

HEDGE FUNDS 

As for traditional asset classes, alternative strategies 

have ended 2018 with negative returns, with a 7% drop 

of the HFRX Global Hedge Fund Index, in what will 

have been the worst year for the hedge fund industry 

since 2011. Hedge funds have failed to take advantage 

of higher volatility, a waning bull equity market and 

rising rates, all of which were supposed to offer a 

better environment for them to outperform. During 

the last quarter, gross exposures of hedge funds 

were dramatically reduced, with many close to their 

prior extremes. Equity Long/Short, Event-Driven and 

Multi-Strategy figured amongst the worst performing 

strategies while Relative Value and Fixed Income Credit 

held up better.      

According to Preqin, hedge funds benefited from close 

to $17 billion of inflows during the first quarter but 

were hit by net outflows during the following quarters. 

As of the end of September, the industry’s assets had 

increased to a record $3.62 trillion. Taking account of the 

poor performances recorded since October, this amount 

could well mark a high water mark which could prove to 

be difficult to surpass for the industry.

Source: Bloomberg LP
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HFRX Global Hedge Fund Index

Source: Bloomberg LP
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 HFRX Global Hedge Fund Index  - 7.0% 

 HFRX RV FI Convertible Arbitrage Index  - 1.3% 

 HFRX Multi-Emerging Markets Index  - 3.1%* 

 HFRX RV FI Corporate Index  + 0.2%* 

 HFRX Equity Hedge Index  - 9.7%*

 HFRX Macro Multi-Strategy Index  - 6.8%* 

 HFRX Event Driven Index  - 12.5%* 

 HFRX Equity Hedge Short Bias Index  - 1.5%* 

 HFRX Macro Systematic Diversified CTA Index  - 4.7%* 

 

Hedge Fund strategies’ performances in 2018 (*end November)
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Leading indicators: Purchasing Manager Indexes   

The chart above clearly illustrates the divergence 

observed in 2018 between the U.S. economy on one side, 

and the economies of Europe and China on the other. The 

Purchasing Managers Indexes of the U.S. have remained 

at elevated levels, with the exception of a few dips; this 

has been confirmed by the acceleration of economic 

growth to around 3% year-on-year. In contrast, 

China’s Manufacturing Index has gradually weakened into 

contraction territory; weakness has also been observed 

in consumer spending, credit growth and in the housing 

market. As was anticipated, the early-year level of the 

Eurozone’s Composite PMI proved to be unsustainable 

and its ensuing decline has reflected lower exports, trade 

frictions and political instability.

Source: Bloomberg LP
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2019: ECONOMIC OUTLOOK

Global growth optimism is waning amid ongoing trade 

uncertainty    

The early-2018 optimism over the economic outlook, in 

view of synchronised global growth, has given way to an 

increasing uncertainty about the global economy. Looking 

out into 2019, major economies are diverging, with the 

U.S. still growing rapidly, but growth slowing elsewhere, 

notably in Europe and China. The U.S. economy is 

expected to decelerate from its very high recent pace, as 

the impact of its fiscal stimulus gradually declines; other 

headwinds include the effects of the tariff war with China 

and tighter financial conditions. The slowdown observed 

in China is of concern due to the country’s weight in the 

global economy and the dependence of other emerging 

markets. The task of the Chinese leadership to balance its 

economy and to restrict credit growth will be even more 

challenging in view of the trade tensions. The Eurozone 

will also need to overcome significant obstacles to boost 

its flagging activity; several key political issues need to be 

resolved and European leaders will be looking for higher 

domestic growth in the light of weaker exports and trade 

tensions. 

Global economic growth remains solid, but it has peaked 

and has been consistently downgraded. For 2019, both 

the OECD and the IMF see global growth dropping by 

0.2%, to 3.5% and 3.7% respectively. From a regional 

perspective, growth in the U.S. is expected to decline to 

around 2.5%, China will struggle to grow more than 6% 

while Eurozone growth should be around 1.5%.    
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More supportive fiscal policies in the Eurozone     

At the onset of 2019, the EU will be hoping for a quick 

resolution of the Brexit crisis, whose outcome remains 

increasingly difficult to predict, and for a better relationship 

with the Italian government. The slowdown of China 

also remains a concern as weaker capital spending has 

negatively impacted demand for capital goods produced 

in Europe; this trend is unlikely to reverse soon unless 

new stimulus measures were to be introduced in China. 

On a more encouraging note, fiscal easing across Europe 

should support growth in 2019 and this factor appears to 

be largely underestimated, with potential positive growth 

surprises. Germany’s medium-term fiscal plan takes 

account of a 4-year cumulative impact which is equivalent 

to 4% of GDP, via both tax cuts and more spending. Italy, 

France and the Netherlands have also announced a series 

of tax cuts; on the other hand, Spain will not be loosening 

its policy.           

The U.S. economic growth will slow down but should 

remain solid    

The U.S. economy is in rude health with quarter-on-

quarter GDP growth accelerating to 3.5% in the third 

quarter. The unemployment rate has continued to 

decline and reached 3.7%, a 49-year low; this should 

continue to support consumer spending, especially 

with wage growth accelerating and consumer 

confidence being close to the highest level since 2000. 

Strong business investment is also expected to extend 

into the next years. Looking ahead, the U.S. economy 

will likely decelerate from the current above-trend rate 

of growth. The economy has entered late-cycle territory 

and it will have to face a number of headwinds, 

including a lower impact of the fiscal stimulus, tighter 

financial conditions, early signs of a slowdown of the 

housing market and weaker external demand, without 

forgetting the risk represented by trade tensions.  

Despite all the positive drivers for the U.S. economy, 

financial markets have been acting lately as if they 

were anticipating very low growth or even a recession. 

The markets also appear to believe that the Federal 

Reserve is too eager to raise interest rates further at a 

time when inflation is not posing a threat and market 

liquidity appears to have vanished. If the weakness 

of the stock market were to persist, one should not 

minimize the negative wealth effect that this factor 

could have on consumer confidence. 

China is looking to counter negative trade conflict 

effects   

Since last summer, China has introduced a number 

of monetary and fiscal easing measures to stabilise a 

slowdown in both investment and consumption. This 

policy has clearly not had the desired effect, with 

data suggesting that growth has continued to slow. 

At the time of writing, China’s top policymakers are 

finalising their 2019 economic policies; an acceleration 

of monetary and fiscal stimulus has been pledged, with 

a focus on strengthening the domestic economy as a 

priority in order to cope with external uncertainties.
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Conclusions    

The health of the global economy appears to be 

deteriorating, in part due to self-inflicted pain, and 

growth expectations have been downgraded. The 

impact of the trade war initiated by Donald Trump 

has gone well beyond what most investors had 

discounted and the outcome of the upcoming U.S.-

China negotiations is as hard to foresee as the outcome 

of Brexit! Financial markets seem to be in total 

disagreement with the outlook of central banks and the 

Federal Reserve will have a tough job ahead to regain 

the confidence of market participants.              

Low expectations for positive growth surprises   

A slowdown of growth in 2019 of around 0.2% is 

largely discounted, in both the developed and the 

emerging economies. We have no reason to question 

the consensual view that the U.S. economic growth 

will decelerate, but we deem that it is too early to 

be concerned by recession risks. The outlook for the 

Eurozone is more disparate, but a soft Brexit and 

a relief on the trade front would boost the positive 

impact from fiscal easing. For the prospects of 

emerging markets, all eyes will be on the developments 

in China, in particular on the impact of the recently 

introduced monetary and fiscal measures on the 

economy, as well as on the trade negotiations.       

What next for world trade?   

To try and predict what will be the next developments 

of the trade war between the U.S. and China would be a 

challenge, but any progress would provide some much-

needed relief for world trade as well as for financial 

markets. The IMF has modelled the impact of an 

escalation of tariffs scenario on economic growth, and 

estimates that growth in 2019 could decline by 0.9% in 

the U.S., by 1.6% in China and by 0.5% in the Eurozone. 

These numbers show the significance of what is at 

stake; a positive outcome would also contribute to 

allay some of the concerns relative to a retreat away 

from globalisation, which some politicians are looking 

to dismantle. Donald Trump’s obsession with the level 

of the stock market could make him think twice about 

pushing China too hard, in view of the recent equity 

correction.                  

Geopolitical risks to remain a threat     

Following a period when geopolitical risks had only a 

temporary impact on the value of financial assets, the 

environment in 2018 has been very different. Europe 

remains fragile as it searches for new leadership, the 

United Kingdom is paralysed by the ongoing Brexit 

crisis, Donald Trump is a major source of market 

volatility, and the list goes on. Financial markets have 

proved to be much less immune to these geopolitical 

tensions and this is unlikely to change much going 

forward. The impacts of these kind of issues are difficult 

to price into the valuations of assets and they have 

been adding a significant level of uncertainty, the factor 

most disliked by financial markets.      
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Financial markets likely to remain skittish    

It could take some time for financial markets to stabilize 

following a rather dramatic fourth quarter. In a context 

of elevated uncertainty, it would not be surprising if 

investors were to delay any new investment decisions; 

they will be wanting to hear more market-aware 

comments from the Fed and observe whether trade 

talks appear to offer more hope of a deal. The reporting 

of fourth-quarter earnings, and especially comments on 

forward guidance, will also be closely scrutinized to better 

assess the outlook for corporate profits in 2019.         

            

What next for the Federal Reserve?  

Following the anticipated hike of interest rates in 

December, markets were rattled by the Federal Reserve’s 

failure to signal it could pull back from its tighter policy 

path as much as they had expected. The Fed did not 

indicate any intention to adjust its plan to reduce its 

balance sheet and it still forecasts two hikes in 2019. 

Market participants will be looking for signs that the 

Fed is willing to change its narrative and show more 

awareness towards the markets’ concerns. This has been 

made even more difficult, in face of the fierce political 

pressure applied by Donald Trump, as the central bank 

will want to be seen as preserving its independence. 

2019: FINANCIAL MARKETS’ OUTLOOK

DEBT INSTRUMENTS’ OUTLOOK 

Valuations of Eurozone government bonds are very 

high 

Core Eurozone government bonds appear overvalued 

and reflect a high degree of pessimism over the 

economic outlook. Bund yields have continued to drop 

significantly due to perceived safe haven demand 

and we consider their prospective returns to be very 

unattractive. The end of the ECB’s purchase programme 

and an improvement of market sentiment should provide 

a framework where yields move gradually higher over 

the course of 2019.

U.S. 10-year yields unlikely to rise much   

The current level of Treasury yields is well below what 

we would have expected a year ago. Our main scenario 

is still for yields to gradually rise in 2019 but low inflation 

expectations and a less hawkish Federal Reserve should 

limit this increase. At a starting point of around 2.6% for 

10-year Treasuries, the main purpose of long-term high-

grade bonds is to help reduce portfolio volatility during 

periods of risk aversion.    

An improved outlook for emerging market debt     

Emerging market assets had a rough ride in 2018 but 

the last quarter saw some stabilisation despite the 

turmoil in developed equity markets. The outlook for 

EM debt has improved; market positioning is low by 

historical standards, flows have started to pick up, the 

dollar appears to be peaking and spreads have widened 

significantly. EM fundamentals are strong, with low levels 

of debt, healthy balances of payment and FX reserves. 

This asset class is on our radar and we will be looking 

to add some exposure if market stress were to recede 

somewhat.  
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EQUITY OUTLOOK 

We have a constructive outlook on equities 

Global equity market conditions have been extremely 

turbulent from October onwards and we have been 

perplexed by the markets’ degree of pessimism in the 

light of the outlook for economic growth and corporate 

earnings. We do not foresee any upcoming recession 

and still consider equities to be the best asset class to 

take advantage of the extended economic cycle. This 

explains why we did not reduce our equity allocation 

and have maintained a modest overweight. We have 

also been surprised by the markets’ negative reaction 

to the Federal Reserve’s December meeting; since then, 

Jerome Powell has responded to the markets’ concerns 

by expressing readiness to adjust the Fed’s policy 

quickly and flexibly. Current valuations appear to be 

anticipating a recession of corporate earnings and we 

do not subscribe to that view. We believe that the recent 

sell-off has been overdone, and largely the result of 

model-driven trading, so we expect safe-haven buying 

to be unwound, in part at least, in favour of equities.               

The valuations of equities in certain regions are 

undemanding  

On an absolute basis, equity valuations are at worst in-

line with long-term averages in the case of U.S. equities, 

or well below averages if one looks at European, 

Japanese and EM equities. Last year’s significant de-

rating appears excessive and equities should respond 

well to positive signs of economic activity and corporate 

profitability.      

More volatility to be expected      

As to be expected, in a context of less monetary policy 

support and a deceleration of economic growth, equity 

markets turned more volatile last year, especially 

during the fourth quarter. We believe that the extended 

period of low volatility is well and truly behind us and 

that markets have become much more sensitive to 

macroeconomic factors and political uncertainty.       

ALTERNATIVE INVESTMENTS 

A regained interest for structured products

The market conditions for structured products have 

improved, in particular due to higher levels of volatility, 

lower equity prices and the demand for assets offering 

lower beta with more downside protection. The 

exposure to structured products within the portfolios is 

likely to remain significant unless their underlying market 

conditions were to deteriorate.        

Hedge funds have offered some decorrelation  

Even if 2018 also proved to be very difficult for the 

hedge funds industry, some strategies did offer some 

protection from traditional assets due to their low 

correlation levels and their access to different sources of 

performance such as volatility curves or merger activity. 

The need for portfolio diversification is as strong as ever 

and we will continue to hold a well-diversified allocation 

towards hedge fund strategies.          
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CURRENCY OUTLOOK 

The strength of the U.S. dollar is likely to wane  

The U.S. dollar has benefited from the reform of the U.S. 

tax code, the widening interest rate differential, strong 

U.S. economic growth and long market positioning. 

The impact of these factors is likely to fade over the 

course of 2019, especially if the Federal Reserve were to 

moderate its plans for further hikes. The twin U.S. current 

account and fiscal deficits should start to weigh on the 

dollar, hence our underweight position for non-USD 

denominated portfolios.              

The euro is currently tied to political factors       

Following a year when the euro was handicapped 

by slower economic growth, political tensions and 

unfavourable interest rate spreads, the downside now 

appears to be limited and we expect the common 

currency to fare better in the coming year. The resolution 

of the Italian budget crisis is a positive first step which 

has contributed to the end-year stabilisation of the EUR/

USD parity. Market positioning on the euro remains very 

short, implying more upside potential.       

Few reasons to be bullish on the Swiss franc     

In our base case scenario of a moderation of economic 

growth and no recession, the Swiss franc is likely to 

depreciate somewhat against the euro. The Swiss 

National Bank is unlikely to raise interest rates before the 

European Central Bank and an improvement of market 

sentiment should contribute to erase some of the franc’s 

recent gains. We expect a modest rise of the EUR/CHF 

parity towards a 1.15-1.18 range.     

GOLD OUTLOOK 

A more supportive environment for gold

Rising market volatility, a lower probability of further 

U.S. interest rate hikes and a peaking of the U.S. dollar 

have all contributed to boost the price of gold since 

November; gold also appears to have regained its safe-

haven status during the recent turmoil of equity markets. 

Our main scenario is for a stabilisation of risk assets and 

for an ebbing of demand for the safest assets such as 

Treasuries, Bunds and gold; our target for the price of 

gold is closer to $1’200 per ounce.     

The diversification role of gold   

Notwithstanding the short-term prospects for gold 

prices, this should not detract from the fact that 

gold remains a safe haven asset and a hedge against 

the more extreme risks. If market conditions were to 

improve, an expected rebound of Treasury yields could 

present a better opportunity to build a gold position, as 

a way of further diversifying portfolios.    
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2019: ASSET ALLOCATION 

DEBT INSTRUMENTS 

Our allocation to fixed-income assets remains 

underweight

Our allocation to debt instruments is underweight as we 

struggle to find sufficient value across the asset class. 

Our main scenario is still for bond yields to trend higher 

from a low starting point, even if their rise should be 

relatively limited. A reflux of concerns about economic 

growth and the pursuit of monetary policy normalisation 

should apply some pressure on yields. Our investment-

grade exposure is very underweight and we do not 

intend to increase our exposure to high yield credit in 

view of low market liquidity and our preference to take 

risk via equities.            

We hold unconstrained fixed income strategies and 

convertible bonds  

Our allocation into what we call “specialist bonds” 

represents the largest part of our fixed-income 

exposure, through positions in convertible bonds 

and unconstrained bond funds. These funds are still 

positioned defensively, with a very limited exposure 

to the riskier segments of the bond markets and a low 

duration risk. In the current market conditions, we also 

consider that convertible bonds are one of the most 

attractive asset classes due to their hybrid nature; the 

convex profile of convertible bonds, thanks to their 

embedded optionality and bond floor, make them a 

core holding within the portfolios in view of elevated 

uncertainty about market direction.             

EQUITIES 

A modest overweight allocation into equities

We have maintained a modest overweight into equities 

as we feel that they have been excessively impacted 

by concerns over future growth and geopolitics. We 

recognize that equity markets have to face a number 

of threats but, from a starting point of overall low 

valuations and positive earnings’ growth prospects, 

equities should recover some momentum if some of 

the ongoing issues were to be resolved positively. We 

are exposed across all the main regions in a relatively 

balanced manner.                

We are constructive on EM equities   

The outlook for equities of emerging markets has 

improved following a very challenging period for all 

the asset classes of the region. Supportive factors for 

EM equities include cheap currencies, low valuations, 

earnings growth and weaker headwinds. We have a mix 

of exposures, including both value and growth styles.               

Japanese equities offer good fundamentals  

We consider Japanese equities to be one of the 

most attractive asset classes. Their prices should be 

supported by low valuations, improving corporate 

governance, including more focus on profitability, and a 

positive earnings outlook.        
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COMMODITIES 

Commodity fundamentals have weakened 

The outlook for many commodities has been impacted 

by trade frictions and it appears unwise to speculate on a 

quick recovery of prices. The prices of base metals could 

appreciate if China were to ramp up its policy stimulus. As 

always, we will refrain from making predictions on the asset 

class considering the diversity of its individual components, 

specific demand-supply balances and varying inventory 

levels. We have no direct exposure to the asset class 

and consider that diversified commodity indexes do not 

sufficiently compensate investors for the high volatility over 

the long run.    

           

The path of oil prices will become more dependent on 

demand     

In its early December meeting, OPEC and its oil producing 

allies agreed to cut production by 1.2 million barrels a day. 

The deal, which was made despite Donald Trump’s calls to 

keep output high, is aimed at reducing the supply glut and 

to reduce excessive inventory levels. We would expect the 

production cut to be respected and maybe a peak of U.S. 

shale oil output. In this case, the price of oil would be more 

dependent on the demand side and signs that it is holding 

up should underpin oil prices from the current low level for 

Brent crude oil of around $58/bbl. 

ALTERNATIVE INVESTMENTS 

The allocation to hedge funds to remain stable  

We intend to maintain our above-average allocation 

towards hedge funds due to their capacity to add 

significant value to portfolios and to play a key 

diversification role. Our main hedge fund exposures are 

into liquid strategies such as Long/Short, Mergers & 

Acquisitions, Volatility trading, Global Macro, and CTA.    

A larger role for structured products     

Within a context of higher market volatility and rising 

uncertainty, structured products offer an attractive 

alternative to straightforward directional assets such as 

equities or bonds. Structured products present a more 

convex profile which can contribute to limit some of the 

portfolios’ volatility while maintaining upside potential 

over a period of time. Current conditions are particularly 

attractive for structures which are priced in dollars.     

GOLD 

Gold could make a comeback in the portfolios

It appears that some of the headwinds that gold has been 

facing have started to ebb. The strength of the dollar is less 

likely to persist while real interest rates are no longer rising. 

With geopolitical risks at elevated levels, gold is also slowly 

regaining its status of being a safe haven asset. We are still 

not exposed to the precious metal at this stage but are more 

inclined to consider its role as a portfolio hedge if the market 

conditions for other asset classes were to deteriorate further.                
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FFG PORTFOLIO CONSTRUCTION 

The construction of an investment portfolio and the 

selection of its individual components are the result of a 

well-defined investment process. This process begins with 

the determination of the client’s risk profile, base currency 

and the chosen investment strategy. This framework will 

then lead to the tactical positioning of the portfolio within 

strategic asset allocation ranges for each asset class. 

The choice of the base currency is of particular 

importance as it will affect the way the investment 

strategy is carried out; firstly, through the determination 

of the most appropriate level of hedging of currency 

exposures (if any) and, then, by the selection of the best-

suited underlying investments.     

The determination of the allocation to the different asset 

classes is the main driver of the portfolio’s performance 

and serves as the keystone around which the other 

investment decisions are taken. The role of your 

investment manager at the Forum Finance Group is to 

build portfolios based upon all the relevant information 

and through the selection of investment products from a 

pre-determined approved investment universe.

Each individual investment has a specific role to play and 

the selection of any product is based on both its inherent 

features as well as its complementary properties within 

the portfolio. It is necessary to fully understand each 

investment product in order to be able to predict to a 

large extent its behaviour depending on different market 

scenarios and to better evaluate its purpose in relation to 

the other assets.

Therefore, the performance of any specific investment 

should not be measured against its peer group without 

taking into consideration the remainder of the portfolio. 

Typically, the portfolios’ risk budget will be spread across 

directional assets such as equities, commodities and high-

yielding debt. The portion of the portfolios dedicated to 

the preservation of capital will be invested into assets less 

correlated to market trends, such as funds of hedge funds, 

highly-rated bonds and certain structured products.
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STRUCTURED PRODUCTS 

From our point of view, structured products provide an 

alternative way of investing into traditional asset classes 

such as equities, debt instruments and commodities. The 

different structures of these products vary considerably 

and the selection of a specific structure is not only a 

function of the prevailing market conditions and the 

outlook for the underlying asset, but also a function of 

the capacity of the product to mitigate risk within the 

portfolio. 

Structured products are classified within the most 

relevant asset classes at any defined moment. This 

allows us to better analyse the overall levels of risk 

of each asset class than if structured products were 

classified separately. Structured products are, by 

nature, hybrid instruments and the evolution of their 

different components will determine whether it becomes 

necessary to reclassify a particular structured product 

into a different asset class.  

HEDGE FUND MANAGERS 

The Forum Finance Group invests into Funds of Hedge 

Funds and, for the clients that have approved this asset class 

in their mandates, into Single Hedge Funds.

Funds of Hedge Funds offer diversification and low volatility, 

while Single Hedge Funds focus on specialist strategies with 

an emphasis on risk management. We consider Single Hedge 

Funds to be genuine alternatives to the traditional asset 

classes, providing access to outstanding fund managers and 

improving the risk-return profile of portfolios.  

Whereas Funds of Hedge Funds will continue to be 

classified as a separate asset class, the majority of single 

manager hedge funds will be classified within the traditional 

asset classes. Therefore, as an example, the allocation to 

equities will not only include the direct equity positions and 

the investments into equity funds, but may also include 

strategies such as Long/Short equities or Event Driven 

equities.
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ASSET ALLOCATION GRID 2019

For our balanced accounts, we apply the following grid:  

ALLOCATION JANUARY 2019

SHORT-TERM DEPOSITS 0 – 20% 7%

DEBT INSTRUMENTS 15 – 55% 31%

Investment grade bonds 5 – 45% 9%

EM & high-yield bonds 0 – 20% 9%

Specialist bonds 0 – 15% 13%

EQUITIES 20 – 60% 46% 

Developed markets 15 – 50% 40%

Emerging markets 5 – 30% 6%

COMMODITIES 0 – 15% 0%

Physical gold 0 – 5% 0%

Other commodities 0 – 10% 0%

HEDGE FUNDS 0 – 25% 16%

100%
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