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Executive Summary 

The global economic picture remains worrying, as manufacturing activity continues to decelerate and early signs 
of contagion to other parts of the economy are starting to emerge. The return to monetary easing by central 
banks is raising hopes that a recession can be avoided, but the already low interest rates and bloated balance 
sheet create doubts on how effective further measures can be. Nonetheless, given the new easing cycle firmly 
underway, the differential between low real rates and high equity earnings yields could lead to rising equity 
valuations despite weak economic data. After all, we are in a world with roughly USD 15 trillion of negative 
yielding debt... 

 
The low expectations baked into the current market pessimism, which is reflected in the lowest equity allocation 
by global investors in years, could easily be exceeded in the face of mildly improving economic data. On that 
front, the rate of deceleration of global economic indicators appears to be slowing down, mostly due to a minor 
pick up in Chinese economic numbers. A more pronounced growth uptick will require a deal on the trade front, 
which Trump might be increasingly inclined to make, as the next round of tariffs will mostly hurt US consumers, 
although most likely only once he will have secured lower rates by the Fed later this month.  
 
Given the healthy gains of the year on equity indices, risks are tilted to the downside and investors should wait for 
evidence of actual economic improvement before making a bet on the continuation of this bull market. It is 
noteworthy however that investor positioning is strongly in favour of a resolution to the upside of the current 
equity market consolidations, making us inclined to add to our positions during a likely upcoming short-term 
correction. 
 
The US economy should continue to slow down in coming months, as manufacturing weakness appears to feed 
through to the rest of the economy. Although a recession is not yet in the cards, risks appear to be tilted to the 
downside in coming months and the Fed is likely to continue cutting rates. 
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Executive Summary 

Export-dependent economies, such as Japan and Europe, have been weighed down by their industry and there is 
little sign of improvement in the short term. Japan economic growth should converge to the manufacturing 
weakness, as domestic resilience wanes following the sales-tax hike which, combined with Yen strength,  will 
force the BoJ back into more aggressive stimulus. In Europe, the ECB is back in full easing mode and fiscal easing 
is likely to complement it sooner rather than later, which should help stabilise growth. Markets however already 
appear to discount it, which makes us cautious for the time being. 

 
The Chinese government's efforts to stabilise the economy, which was mostly reflected in improving credit 
growth, appears to bear fruit, as the manufacturing PMI has edged back in expansion territory. Stimulus 
measures remain however moderate and a significant acceleration in growth should not be expected. Despite 
trade tensions, the market sees the broad picture of slowly improving economic data. A Chinese turnaround will 
go a long way in helping growth pick up outside of the US, which would increase the odds of a reversal in the 
dollar toward year-end.  
 
On top of a renewed central bank easing cycle, Chinese stabilisation bodes well for emerging Asia, in particular 
for ASEAN. In India, lower rates and the recent tax cuts should help growth recover. Indian equities remain 
however expensive compared with other Asian equity markets. As for Russia, the combination of weakening 
economic and profit growth with declining oil prices makes us moderate our optimism on the equity market; we 
remain more constructive on RUB bonds. 

 
Despite historic attacks on Saudi oil infrastructure and rising tensions in the Middle East, oil prices appear to be 
overwhelmed by weak demand concerns. Oil prices remain in their range but the technical picture has 
deteriorated and the odds of a further move down have increased. Oil stocks seem however to have anticipated 
this weakness and we remain comfortable holding them given high dividend yields and cheap valuations.  



Macroeconomic Context 
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Global economic activity keeps slowing down, as illustrated below by the OECD leading indicator. While China 
offers a ray of hope with its indicator starting to move up, the US and EU are still decelerating. 

Broad weakness persists in global economic activity 
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The main culprit of this slowdown has been the collapse in manufacturing activity, which has led to an implosion 
in yields (see left chart), as fears of an impending recession rose. While the global manufacturing PMI has 
marked its first increase since early 2018, it remains modest and mostly due to China, whose manufacturing PMI 
has edged back into expansion territory (i.e. above 50); other major economies remain in a slump. 
 
With central banks forced to abandon monetary policy normalisation and China showing (modest) signs of 
improving activity, investors need to be on the look out for a potential turnaround. With recent data showing 
contagion to non-manufacturing activity, that turnaround may not be around the corner. 
 

The manufacturing sector has been the main drag on global growth 



Probus Group | Market & Strategy Update Q4 2019 7 

Central banks have only started to open the liquidity taps 

With the global economic slowdown showing few signs of improvement, central banks are back at the easing 
table (not that they ever really left it). The question of the effectiveness of further monetary easing, given low or 
negative rates and already bloated balance sheets, will be left for the reader to ponder upon, but it stands to 
reason that fiscal policy will have to play an increasing role, as we have argued for a while. 
 
Nonetheless, the Fed has already cut rates twice and will most likely cut by another 0.25%-0.5% in 2019. The 
ECB has cut rates from -0.4% to -0.5% and announced the resumption of QE to the tune of EUR 20bn/month. 
Other central banks have also signaled an easing bias. Interestingly, the Fed and the ECB seem to have significant 
room to increase QE, as their balance sheets as a % of GDP are quite low compared to the SNB’s and BOJ’s. 

Central bank deposit rates Central bank balance sheet in % of GDP 
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Global monetary stimulus increases odds of a pick up 

The chart below illustrates that easier monetary policy (shown as the number of central banks cutting rates) has 
historically had a positive impact on global manufacturing activity 8 months later. The recent turnaround by 
global central banks should therefore start to be reflected in an improving global manufacturing PMI  (China may 
show early signs of it). Of course, with rates being cut from an already low base and trade tensions still firmly in 
place, this relationship could break down but investors need to be on the look out for an improvement. 
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Improvements in economic data remain very modest 

The MSCI All Country World Index (ACWI) has been rising on the hope of improving economic data. The Citi 
Economic surprise index has indeed improved from deeply negative territory but remains negative, suggesting 
that economic data is only a bit less disappointing. 
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Continued improvement in Chinese credit growth is encouraging 

Improving Chinese credit growth has been on our radar given its historical 9 to 12-month lead on global 
economic activity. The chart below shows that the OECD leading indicator’s YoY change is starting to move up, 
which could indicate the early innings of a bottom. However, the improvement remains quite modest so far. 

Source: Probus, Bloomberg 
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Trade tensions persist 

The saga continues… investors and markets are being tossed around by every development on the US and China 
trade front. While the US president repeatedly tweets about the progress made with China, especially when 
markets are down, he does not hold back either on criticising China’s lack of commitment.  

  
The fact is that while trade talks are to resume any time now, additional tariffs will be levied by December 15th  
on the remainder of Chinese products, mostly consumer-related. Trump will likely want to make a deal before 
their implementation, especially now that tariffs are starting to bite the US consumer’s purse, as shown by 
recent inflation numbers in the US (problematic in an election year). We are still of the opinion that Trump’s 
priority is to secure lower rates through Fed cuts and that he will make a deal once the Fed will have complied. 
 
Nonetheless, making forecast with Trump is a dangerous game, as shown by the recent announcement of new 
tariffs on EU goods and, until a convincing deal is made, uncertainty prevails and investments are held back. 
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Dollar weakness to remain a 2020 story? 

Stronger dollar / US outperformance 

Weaker dollar / US underperformance 

As we have argued previously, a reversal in the dollar, which is required for US equity outperformance to end 
(left chart) will need to see growth in the US weaker than growth outside of the US (i.e. RoW in the right hand 
chart). For the time being, as the chart on the right illustrates, the growth differential should remain in favour of 
the US until the end of the year. 
  
However, with the US economy appearing to slow down more markedly and Chinese economic growth forming a 
potential bottom, the scenario could be in the cards in coming months, especially if the Fed cuts more 
aggressively and a trade deal is reached. In the short term, dollar strength should still be expected. 
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The bond market appears to be pricing in a recession, with yields plummeting in 2019, as the chart on the left 
shows. While improving growth concerns in coming months could lead to a rebound, that would likely prove 
temporary, as a major growth upswing is unlikely given current measures being taken.  
 
While inflation could still surprise to the upside, that remains quite unlikely for the time being, with food prices 
under pressure and oil price base effects still deeply in negative territory (right hand chart, lower part). Inflation 
expectations are rightly muted and clearing the way for central bank easing. 

Growth concerns have pushed yields close to all time lows 

WTI 12m Price Change (%) 
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With global central banks embarking on a new easing cycle and virtually ensuring low to negative real rates, gold 
has likely embarked on a new bull market.  

 
The biggest threat to gold at this stage is a strong growth surprise, which for the time being remains unlikely. 
However, given the current pessimism and mildly improving Chinese data, upside surprises cannot be excluded, 
which could push yields temporarily higher. Given the current excessive speculative positioning in gold futures 
(left chart), temporary and violent pullbacks should be expected. As long as 1375-1400 holds, investors should 
assume that the bull market interpretation is correct and buy on pullbacks. 
 

Gold is in a new bull market as negative yielding debt seizes the world 
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EM debt remains the most attractive fixed income segment 

The renewed monetary easing cycle in developed markets enhances the attractiveness of emerging market 
debt, as investors are desperately searching for yield. In addition to boasting positive real yields (light blue – 
right chart), many emerging markets have undervalued currencies (level of undervaluation in dark blue), which 
makes for a compelling potential total return.  

Following the pullback in USD yields, EM hard currency bonds look quite attractive, as the spread over 
treasuries (left chart, light blue line) has risen to 3.25%, for a total yield of 4.5% (grey line). While selective local 
currency bonds still offer compelling return profiles (IDR, INR, RUB), local currency bond yields have fallen 
significantly and do not offer an appropriate yield premium over USD-denominated debt. 

Source: Bloomberg 
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Equities remain the best alternative  

Global growth and corporate profit prospects may remain weak for the time being, but the issue of low yields 
is not going away any time soon. As the chart below illustrates, the choice between equities and bonds in the 
developed world is not hard to make, as earnings yields comfortably exceed bond yields. In this environment, 
a prolonged correction in equities seems unlikely, as they remain attractively priced versus bonds. 
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Investor pessimism for the global economy may not 
be reflected in the level of equity indices, but it 
certainly is in their asset allocation: 
 
- Fund managers are the most underweight 

equities since 2009 (top right chart) 
- Equity fund flows over the last year are as 

extreme as in 2002 (bottom right) 
- Money has been piled into fixed income and 

cash 
 

Such light positioning into equities is inconsistent 
with a major top and increases the odds of an 
upcoming move up. 

 
 

Positioning remains extremely light and inconsistent with market top 
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The short-term appears shaky for equity markets, with economic data still weak, earnings season and its 
associated buyback blackout period coming up (companies are forbidden to buy back their shares before 
earnings releases). However, investors need to be mindful that traditionally October equity market seasonality 
is quite positive. Minor economic improvement in coming months could easily push markets higher, given 
current positioning and the potential implication that central bank stimulus is kicking in. 

Year end seasonality is positive 

End of September 
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ISM plummets and suggests further weakness in US growth  

US GDP is bound to slow down in coming months, as the ISM manufacturing PMI has plummeted in 
contraction territory. Business new orders have been especially weak. Despite the fact that industry accounts 
for only 11% of GDP, the risk is that this weakness feeds through to the rest of the economy. 
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Consumption and government spending keep economy afloat…so far 

US GDP growth has been relatively resilient thanks to consumption and government spending, as the 
breakdown of GDP growth on the left chart above indicates. Exports, investments and inventories have all 
contracted markedly. The chart on the right suggests that there is no pick-up in sight for investments (dark 
blue line) in the US, which is consistent with the uncertainty that prevails around trade globally. 

Government spending is likely to remain supportive, but the risk lies around consumption, as it has 
contributed over +3% of US GDP growth in Q2 and signs of weakness are starting to emerge in the services 
industry. 
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Labour market resilient but leading indicators suggest weakness ahead 

The labour market, which has been the bedrock of US 
consumer strength, remains fairly resilient but leading 
indicators suggest potential weakness ahead. 

The top right chart shows the Michigan survey for 
current economic conditions, which has historically 
lead the unemployment rate by 6 months, suggesting 
that the latter could turn soon. 

US non-farm payrolls (bottom right) appear to be 
rolling over. US average hourly earnings and net job 
openings (bottom left) could be topping out as well. 
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The case against a recession 

It would appear that big ticket items, such as real estate and autos, which are most sensitive to interest rates 
and therefore to Fed monetary policy, are showing signs of recovery or at least resilience that have historically 
been inconsistent with recessions (grey area). This will encourage the Fed to keep rates low. 



Probus Group | Market & Strategy Update Q4 2019 23 

Waiting for confirmation 

The S&P 500 is up 16% in 2019, despite earnings having stalled so far. Expectations of 8% growth appear 
slightly optimistic for the year, given broad economic weakness seen abroad and now domestically. With risks 
of a more pronounced economic slowdown rising in the US, the Fed will continue to cut rates, which should 
help prevent a recession. Equities are however prone to weakness in coming weeks, as earnings come out. 
Positioning is however inconsistent with a significant correction and we are in favor of buying pullbacks. 
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European economic activity remains appalling 

Given its dependence on exports and the continued slump in global trade, economic activity keeps worsening 
in Europe, with manufacturing PMIs deeply in contraction territory (i.e. below 50) and services PMI starting to 
roll over (left chart). The OECD leading indicators suggest that industrial production will continue to contract 
(right chart). 

Germany appears to be pulling down the overall Eurozone economy, as the chart on the left shows, given its 
over-reliance on exports (roughly 45% of GDP). While a significant worry, the fact that Germany is suffering 
the most increases the odds that European fiscal rules will be relaxed sooner rather than later. This could be 
the single greatest catalyst for a turnaround in EU growth. 
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ECB resumes QE and clears the way for fiscal spending 

With the ECB back in easing mode with a 0.1% rate cut and the resumption of QE in November to the tune of 
EUR 20bn/month, M1 money supply growth has picked up (left chart) which has historically lead GDP growth 
by 9 months.  

Monetary policy will however not be sufficient for a proper growth upswing and cards continue to align in the 
direction of more significant fiscal measures, especially now that Germany is on the brink of recession. The 
open-ended nature of QE effectively guarantees low rates for EU government to finance their fiscal packages; 
as the chart on the right illustrates, in some cases interest expense as a % of GDP has been extreme. Lower 
rates therefore offer more fiscal space. 



Probus Group | Market & Strategy Update Q4 2019 26 

EU equity market facing key resistance 

The Stoxx Europe 600 is up 11% YTD and facing key resistance. While the potential for fiscal policy to 
complement monetary policy in coming months is encouraging, as is the stabilisation in China, so far the 
economy keeps slowing down and the recently announced US tariffs tilt risk to the downside in the short-term. 
We need to see more evidence of a stabilisation or a breakout to the upside to increase our exposure. 
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Japan domestic strength temporarily at risk with sales tax hike 

The chart on the left illustrates the discrepancy between contracting manufacturing activity (i.e. reading below 
50), which is consistent with the current weak global environment, and the resilience of the domestic economy. 
Aggressive buying of cars and property ahead of the pending increase in the sales tax from 8% to 10% in 
October has been the main driver of the strong private consumption (see right chart). 

The domestic resilience is therefore likely to be challenged in coming months, as consumption will likely drop 
sharply, as it did after the last tax hike in April 2014. With already weak manufacturing activity, domestic 
weakness will pressure GDP growth (see next slide).  
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GDP to converge to weak external environment 

As mentioned on the previous slide, the weakness in export has not been reflected in GDP growth due to the 
strength of the domestic economy. With the sales tax hike in the cards, GDP is likely to come down. However, 
the Japanese consumer is in great health, suggesting that the drag on GDP growth will prove temporary. 
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Yen strength and weakening domestic growth will force BOJ to act 

Yen strength has added pressure on the Japanese economy, whose export sector is already suffering from a 
weak external environment. While many would argue that the yen should depreciate given the BOJ’s policies, 
the chart on the left shows that the JPY remains quite undervalued, which creates issues for the BOJ, especially 
given the recent break to the downside of a major consolidation (see chart top left).    

The last thing the BOJ wants is yen strength and yet its reduced purchases of Japanese government bonds have 
contributed to it. It could push yields lower, but is afraid of the domestic backlash from the banking sector. Its 
purchases of equities could be ramped up, but their impact is questionable. It is unclear what the BOJ will do, 
but yen weakness will require further easing and a renewed increase in government bond purchases. 

below 100 = undervaluation 
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Japanese market remains a cheap valuation story 

The TOPIX is up 5.3% in 2019 (8.9% in USD), which remains quite encouraging given the fact that foreigners have 
been net sellers over the last 12 months left chart – dark blue) and that corporate profits have contracted (top 
right, grey line). Overall, the short-term should see some weakness in the domestic economy, but given the 
current pessimism around the Japanese market, which is reflected in cheap valuations (right chart), it could very 
well be already priced in.  

Encouragingly, foreign activist investors are taking stakes in Japanese companies in the hope to unlock their 
undeniable value, as reflected by rising ROEs, dividends and buybacks. The technical picture is less encouraging, 
as the market has possibly broken down from its uptrend, but that will demand confirmation. The BoJ will be 
forced to act sooner rather than later, which could bring foreign investors back in. We remain neutral for the 
time being. 
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Chinese stabilisation gives hope for Asian EMs 

Recent developments suggest that brighter skies may 
be ahead for emerging Asia: 

- The manufacturing PMI has rebounded and is 
above the DM measure (top right chart); 

- The Chinese OECD leading indicator has turned 
up, which usually leads the broader Asian 
indicator (bottom left); 

- EM central banks have much more room to ease, 
as real rates (red bars) remain higher than historic 
averages (bottom right). 
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Chinese stimulus measures remain modest for the time being 

Efforts to stabilise the economy remain evident in the continued improvement of Chinese credit growth (left 
chart – dark blue). This suggests that the deleveraging campaign that the government has been conducting for 
the last 3 years, has indeed come to an end.  

However, fixed asset investments and M1 growth have recently stalled and suggest that so far stimulus 
measures have been fairly modest, compared to historical norms. This is consistent with recent speeches 
underlining the desire to avoid excessive and destabilising credit growth. 
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China let’s currency depreciate as trade tensions persist 

As discussed here before, with trade tensions persisting and the announcement of additional tariffs, the 
government has allowed the currency to depreciate past the key 7 level. The move was relatively orderly and 
consistent with Reserve Requirement Ratio cuts, which correlate positively with the CNY. Further cuts to 
stimulate credit growth to the private sector should be expected, with the associated CNY weakness. 
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Chinese data stabilising but no growth surge in the cards 

The recent rebound in the Chinese manufacturing PMI (left hand chart) has been a welcome sight given the 
broad weakness that is still observed globally.  

As we argued previously, the improving credit growth picture in China (right hand chart) has a 6 months lead on 
Chinese economic activity. The rebound in manufacturing PMI is likely to be reflected in the broader Li Keqiang 
index (right hand chart – light blue).  

We continue to expect slightly better economic data out of China rather than a major growth uptick, as long as 
stimulus measures are not ramped up, which could possibly be implemented if additional tariffs are put in place. 
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Still constructive on Chinese equities 

Despite the lack of resolution on the trade front, the Chinese market is up 16% YTD (12% in USD). We reiterate 
that the lows of December have likely marked a significant bottom, even though the market remains at the 
mercy of trade war developments in the short term. The generally improving data appears to be the bigger 
picture for investors, especially given the very cheap valuations. 
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India is still suffering from a credit default hangover    

  

The repercussions of recent defaults in the Non-Banking Financial Companies (NBFC) sector have caused a 
serious drag on the Indian economy, with credit drying up across the spectrum and a subsequent slowdown in 
the sales of big ticket items. Autos’ sales growth hit a multi-decade low in August and GDP growth continues 
to trend below average.  

Bank credit growth has indeed slowed through 2019, but on the brighter side, banks’ funding gap is showing 
signs of narrowing, with deposit growth continuing to accelerate. Credit growth should gradually improve as 
rates are lowered, loan-to-deposit ratios fall and the repercussions of the NBFC default dissipate. 
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Fiscal and monetary policy finally working together 

Modi unveiled a much needed boost to the sagging economy when he announced steep corporate tax cuts, 
taking the effective rate from 35% to a more in-line (with international standards) 25%. Furthermore, slashing 
the rates for new manufacturing companies will put India on par with Singapore and should accelerate FDI 
into the region. This is obviously a great move in the current environment when companies are looking at 
alternatives to China for their production facilities. 

With inflation continuing to trend lower and the RBI in full easing mode, fiscal and monetary policy are now 
working in unison; this should help economic growth rebound in coming months. 
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Current valuations already discount improving prospects 

With fiscal and monetary policy aligned, India’s growth should improve in coming months. Earnings will 
obviously be boosted by the recent tax cuts, but expectations of 14% growth seem to already price that in. 
Given the current steep premium that Indian equities command above their EM peers, we remain hesitant to 
add to our current exposure and would much rather wait for an additional pullback. 
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Moderating our optimism on Russian equities 

Despite the recent loss in momentum, the MSCI Russia 
remains up 20% YTD. The increasing divergence with 
oil prices (top right) is starting to become 
uncomfortable, especially given weakening economic 
data and the lack of EPS growth in 2019 (bottom right – 
light blue line). 

Although dividend yields remain very attractive, we 
favour holding fixed income securities given the 
prospect of lower yields and the resilience of the RUB, 
which remains backed by massive currency reserves of 
USD 530bn. 
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Geopolitical tensions are overwhelmed with weak demand concerns 

Recent attacks on Saudi oil infrastructure took around 5% of global supply offline instantaneously. Granted, as 
the chart on the left shows, by the time September numbers were published, most of it was already restored 
and Saudi production was “only” 1.5m bpd below August levels. Nonetheless, this development has underlined 
the vulnerability of Saudi production, raised geopolitical tensions in the Middle East and certainly tamed 
investor appetite for the Aramco IPO.  

Yet, oil prices remain under pressure, as weakening demand seem to overwhelm supply concerns, especially 
with US production at all-time highs. Additionally, a recent oil deal between China and Iran at prices of up to 
20% below spot is certainly adding pressure on prices. Barring a confrontation in the Middle East, we expect oil 
prices to remain under pressure in coming months and a potential retest of the uptrend at $48 is in the cards. 
We remain comfortable holding oil stocks given their high dividend yields and cheap valuations. 



Our views at a glance 
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Convictions table 

Asset Class Current Conviction Last Outlook Upgrade/Downgrade

Cash/US Short term debt High High

Precious Metals High High

Precious Metal Miners High High

EM Debt (Local) Favorable Favorable

Russian Equity Neutral Favorable

Energy Stocks Neutral Favorable

US Equity Neutral/Favorable Neutral

Chinese Equity Favorable Favorable

ASEAN Equity Favorable Favorable

EU Equity Neutral/Favorable Neutral

EM Debt (Hard) Favorable Favorable

Japanese Equity Neutral/Favorable Neutral

US Floaters Neutral Neutral

India Equity Neutral Neutral

UK Equity Neutral Neutral

US Long term debt Unfavorable Unfavorable

EU debt Low Low
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This document has been prepared using sources believed to be reliable. The author and distributors of this document expressly 
disclaim any and all liability for inaccuracies it may contain and shall not be held liable for any damage that may result from any 
use of the information presented herein. The statements and opinions it incorporates were formed after careful consideration and 
may be subject to change without notice. Past performance is not indicative of future results. Values of an investment may fall as 
well as rise. This document is intended for information purposes only and should not be construed as an offer or the solicitation of 
an offer to buy or sell any investment products or services. The use of any information contained in this document shall be at the 
sole discretion and risk of the user, being directed at Professional Clients as defined under the rules and regulations of the Dubai 
Financial Services Authority (DFSA). Probus Middle East Limited is regulated by the DFSA. 
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