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Executive Summary 

With monetary and fiscal policy working together in all major economies for the first time in years and an initial 
trade agreement between the US and China, the recent signs of a pick up in economic activity are likely to lead to 
further improvements in the coming months. While the magnitude of the growth pick up remains questionable, 
the odds of an imminent recession are receding and investors are forced to re-adjust their exposure to equity 
markets after major outflows throughout 2019. This development could see a continuation of the rally into the 
first quarter, especially given that bond yields are low and at risk of rebounding. 
 
Investors have gone from fearing the worst possible outcome to hoping for the best, but one should not be lulled 
into complacency, as risks for 2020 have not evaporated. Between the US election risk and the possibility that 
trade tensions resurge, the improving growth picture could be stopped in its tracks. On the other side of the 
spectrum, a stronger than expected growth and inflation rebound could push yields sufficiently higher to 
pressure equity markets, whose gains have largely come from multiple expansion in 2019. Irrespective of the 
cause, downside risks remain and can currently be cheaply hedged with put options for those investors with 
lower risk tolerance.  
 
However, for the time being, the environment of low growth and inflation, which central banks (and now 
governments) are attempting to stimulate, is ideal for risk assets and investors don’t own enough of them. Equity 
valuations may be high, but are reasonable given where bond yields stand; with CBs explicitly committing to 
keeping their foot on the pedal for the time being, rates are unlikely to rebound significantly.  
 
This commitment is the direct consequence of their failed attempt at monetary policy normalisation, which 
contributed to the 2018 slowdown and financial market carnage. With central banks unlikely to risk normalisation 
any time soon, gold has embarked on a new bull market that has likely much further to go. Indeed, the longer CBs 
wait, the larger the debt pile and the harder policy normalisation will be. In this environment, we continue to 
favour emerging over developed market bonds, both in hard and local currency, with a preference for Asia. 
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Executive Summary 

The growth pick up consequent to monetary easing, reduced uncertainty on the trade front (especially positive 
for export-oriented economies) and a possible resolution to the Brexit drama may favour growth outside of the 
US, which would increase the odds of a top in the dollar and end of US market outperformance.  
 
Lacklustre European growth could finally be on the mend now that fiscal and monetary policies are working 
together. In Japan, consumption will be a drag on GDP growth in the short term but investors are likely to focus 
on the continued improvement in corporate governance and increased shareholder returns. Both equity markets 
are breaking out and offer compelling opportunities, enhanced by dirt cheap valuations in Japan. The US 
economy should stabilise in coming months, as consumption remains solid thanks to a resilient job market, and 
investments could start to pick up now that uncertainty around trade is abating. The market has broken out to 
new all-time highs, but valuations are stretched and earnings will have to pick up for these gains to be sustained.  
 
Chinese growth should continue to improve moderately in coming months, as the government uses targeted 
measures to gently nudge the economy in the right direction. The equity market is attractively priced and likely to 
deliver further gains. The combination of stabilising Chinese growth, reduced trade tensions and easing central 
bank monetary policy could finally lead to emerging market outperformance. We favour Asian economies as 
more direct beneficiaries to the current environment but have grown a bit more cautious about India’s short 
term prospects, as growth is still suffering from a credit growth slump and certain segments of the market have 
not yet adjusted to this reality. 
 
Russia has been a stellar outperformer this year. Given high dividend yields (which are set to keep rising) and still 
compelling valuations, the Russian market remains attractive but a repeat of 2019 is unlikely without the 
contribution of rising oil prices. Our conviction on oil is low but we favour an overweight on oil stocks which, in 
addition to cheap valuations and high dividend yields, offer a hedge against two big risks for 2020: a win for 
democratic candidate Warren, who wants to ban fracking, and a rise in inflation, both of which would be 
accompanied by higher oil prices. 



Macroeconomic Context 
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Are equities dancing to the tune of central banks’ balance sheets? 

The combined balance sheets of the Fed, the BoJ and the ECB has been contracting since early 2018. This phase 
was associated with tightening liquidity and declining financial markets. 

12m rate of change (%) 

With the recent announcements by the Fed and 
the ECB to purchase, respectively, USD 
60bn/month and EUR 20bn/month of bonds, 
central banks’ balance sheets are expanding again 
and the MSCI ACWI duly responded by breaking 
out to the upside… 
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With rates so low, central banks cannot be the only ones doing the lifting 

Central bank deposit rates 

The Fed is likely to pause its cutting cycle for now and see how growth 
evolves in coming months. At present, inflation expectations remain low 
and far from levels that have historically been associated with a more 
hawkish (i.e. inclined to raise rates) Fed. 
 
We are in an environment where growth is weak and central banks are 
attempting to stimulate it, the ideal environment for risky assets (although 
inflation needs to be monitored). 
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Governments are finally chipping in with (moderately) rising fiscal deficits  

The mildly rising deficits seen in 2019 are set to persist throughout 2020; a major change given that Europe was 
running austerity policies during and after the sovereign crisis. Japan just announced a JPY 13 trillion fiscal 
package. The US fiscal impulse is now lower since the tax cuts were the major boost (infrastructure spending 
still on the table). Central banks and governments are therefore fighting the slowdown in unison. 
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Early signs of a bottom in economic activity 

The recent improvement in the OECD global leading economic indicator bodes well, but trade volume growth 
remains anemic. While only partial and far from resolving all the differences between the two countries, the US-
China trade deal is encouraging and should lead to improved trade volume. 

Source: Probus, Bloomberg 
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The manufacturing sector could be bottoming out, led by China 

The manufacturing PMIs of major economies have stopped falling. While rebounds remain modest in Europe 
and Japan for the time being, the resurgence in China is particularly encouraging. The improving manufacturing 
picture is dependent on continued progress on the trade front. 
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Chinese credit growth suggests the global economy will recover 

Source: Probus, Bloomberg 

Source: Probus, Bloomberg 

As we have pointed out for months, the Chinese Credit Impulse (shown below in light blue – advanced by 10 
months) leads global economic activity; its rebound suggests that global growth is indeed stabilising and could 
improve in coming months. A failure to do so would dramatically raise the odds of a recession. 



Probus Group | Market & Strategy Update Q1 2020 11 

Improving growth should see yields rebound 

With a potential rebound in economic growth and manufacturing activity, yields are likely to have found a floor 
for the time being. It seems unlikely that growth alone could rebound sufficiently to warrant tightening 
measures and much higher yields; inflation would have to surprise to the upside, which is arguably the biggest 
risk for 2020 (see next slide). 
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Inflation in check but still a big risk for 2020 

Low inflation expectations (shown on the left) was a key input in the decision to return to aggressive monetary 
easing. Rebounding inflation due to improving growth and a potential rebound in oil prices are key risks for 
2020, as it would force central banks to stop easing and push yields higher, ultimately threatening equity 
markets. This may not be an imminent risk but given the reported “death” of inflation, one that should have our 
utmost attention. 
 
The chart on the right illustrates the tight link between inflation surprises (blue line) and oil prices (in grey). 
With oil price base effects turning positive, inflation may start edging slightly higher. The risks are significantly 
tilted to the downside for developed market fixed income, especially in the next 3 to 6 months. 

12m rate of change for oil prices (%) 
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The world simply has too much debt for (real) rates to rise durably 

One of the reasons we are skeptical of a durable rise in rates, in real terms at least, is the egregious amount of 
debt in the world, which has recently exceeded USD 255 trillion! Given the consequences of their attempt at 
monetary policy normalisation during 2018, central banks will likely think twice before trying it again. 
 
Therefore, barring a significant rise in growth accompanied by inflation, which is not in the cards for the time 
being, the hunt for yield by global investors is likely to continue. 
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Gold is in a new bull market as real rates fall 

2019 saw gold break out above the key USD 1380 resistance, as investors realised that central banks and the 
global economy were incapable of coping with the consequences of monetary policy normalisation. While the 
expected moderate growth pick up could temporarily cap further gains, gold is in a new bull market and a 
retracement toward USD 1420 would be a buying opportunity. 
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EM debt in hard currency still offers a good premium over treasuries 

The case for emerging market debt in hard currency remains very attractive compared to developed market debt, 
especially given the improving macroeconomic environment (easing central banks, Chinese and global growth 
stabilising). With an average yield of 4.55%, the spread over treasuries is still above 3%. 
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For debt in local currency, focus on Asia… 

EM debt in local currency is also looking good for specific 
currencies with high carry.  

Real policy rates in many Asian countries (top right 
chart) are still higher than the average policy rate. 

Given low and stable inflation (bottom right chart), rates 
can be cut in Asia, especially now that the Fed has an 
accommodative stance. 
 
Lower inflation (and less reliance on foreign capital) for 
Asian countries is why currencies have been less volatile 
than the other EM countries (bottom left chart) and why 
the focus should be on Asian debt.  

Source for all charts: Gavekal/Macrobond 
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Stabilising CNY would also bode well for Asian currencies 

The CNY has depreciated in response to tariffs. With an initial agreement reached, the CNY will likely stop 
depreciating (or even appreciate), which in turn would be positive for Asian currencies, as they are highly 
correlated to the renminbi (shown in the chart - rebased to 100 at the beginning of 2015). 

Source: Probus, Bloomberg 
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The prospect of continued low yields keeps equities attractive 

Source: Probus, Bloomberg 

Although yields may have found a floor in the short term, given the likely growth uptick in coming months, they 
will remain far from levels that would make them compelling vs. equity earnings yield. Equity markets are still 
reasonably priced given where bond yields stand… 
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With odds of a recession declining, investors are coming back into equities 

As investors have started to come back to the market after months of outflows (see bar chart), the MSCI ACWI 
has broken out of its consolidation - a very constructive sign. 
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Flows out of equity suggest a continuation of the rally 

Over the last 6 months, investors had fled equities at a pace 
that has historically preceded bottoms, as it usually reflects 
excessive pessimism (charts on the right). 
 
With central banks back in easing mode, fiscal policy 
loosening up, uncertainties around trade dissipating and 
odds of a recession declining, investors have started 
reallocating to equities. The Bank of America Global Fund 
Manager Survey shows below that positioning has shifted 
to a moderate equity overweight in December (from a 
deep underweight in November). There is however no sign 
of exuberance for the time being. 
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Buying protection when nobody wants it… 

With major risks appearing to fade out into the horizon, investors need to be careful about becoming 
complacent. While we favour keeping our equity exposure, given the likely continued upward move in the short 
term, 2020 could have a few surprises. As markets go from pricing the worst possible outcome to the best one 
(reflected in low volatility), it might make sense to hedge equity exposure by buying 6-month put options. 
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The odds of a weakening USD are rising for 2020 

The growth differential between the US and the RoW (Rest of the World) shows below in blue is highly 
correlated to the USD (in red below). The US has been the “cleanest dirty shirt” in recent years. Now we see 
fiscal stimulus and QE in EU and Japan, stabilising growth in China, an easing Fed (positive for EM) and a 
potential trade deal on the table => More favorable to growth ex-US => suggests that dollar strength is closer to 
an end and with it, US equity outperformance (next slide). 
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Dollar top would mean end of US outperformance 

Stronger dollar & US outperformance 

Weaker dollar & US underperformance 

As the graph illustrates, periods of dollar weakness (grey line falling) are associated with US equity markets 
underperformance (blue line falling).  
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Valuation case for rotating outside of the US, but the USD needs to turn 

If our scenario of a weaker dollar materialises, the valuation gap (measured below by the Shiller PE – i.e. the price 
divided by the 10-year average of the inflation-adjusted earnings) will start narrowing.  
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Relative printing between Fed and ECB suggests stronger EUR 

The chart on the left shows bond purchases made by the Fed and the ECB (relative to their GDP) and the 
bottom chart shows the differential between those purchases. The idea is that when the Fed makes more bond 
purchases than the ECB, which is reflected by a positive differential in the bottom pane, the supply of USD rises 
quicker than the supply of EUR, which pushes the EUR/USD higher. The relative purchases between the 2 central 
banks suggest the EUR/USD should be higher, now that the Fed has resumed QE (although it refuses to call it as 
such) by buying USD 60bn of debt a month. 
 
Combining the above with the growth differential that seems to increasingly shift in favour of ex-US countries, 
and the fact that the EUR/USD is close to a multi-decade support, a rebound in the EUR for 2020 seems likely. 
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ECB monetary easing, combined with a fiscal push, should help growth 

With ECB QE back in action, money supply growth, shown below as the monetary base M1, has started 
accelerating again. This suggests a pick up in GDP growth, which historically follows M1 growth with a 9m lag. 
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QE is keeping rates low and opening the door for fiscal spending 

With QE back in play, the ECB is 
effectively creating fiscal space for EU 
countries to spend. As the chart on 
the right shows, interest charges in % 
of GDP were sometimes high (3.5% of 
GDP for Italy!). With rates effectively 
at 0, those charges will disappear, and 
the resulting savings allocated to 
more stimulative spending. 
 
 
 
 
 
As we have argued for a while, the 
fiscal option has become increasingly 
central to EU growth and we are 
finally seeing the fiscal deficit expand, 
contrary to what took place during 
the sovereign crisis, when 
governments were actually 
conducting tightening policies, 
thereby restraining growth. 
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In this environment, equities are likely to rise 

With growth stabilising in Europe and a potential pick up in coming months, on the back of easing trade 
tensions and the combination of monetary and fiscal easing, the Stoxx Europe 600 has broken out of a 4-year 
long consolidation pattern. With valuations around the 7-year average, this development is encouraging. 
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US growth should stabilise in coming months 

As expected, US GDP growth (dark blue, left chart) has weakened over the last year, dragged down by a steep 
decline in investments in the face or rising trade tensions and negative base effects after the sugar high caused 
by tax cuts.  
 
While the Leading Economic Indicator (grey line – left chart) has not yet picked up, the manufacturing PMI 
suggests that growth should stabilise in coming months. Investments remain weak, but the combination of 
lower rates and a trade deal could lift them up later which, combined with resilient consumption, should 
prevent the economy from slowing down further. 



Probus Group | Market & Strategy Update Q1 2020 30 

The labour market is showing remarkable resilience, for now… 

The unemployment rate fell to a 50-year low of 3.63% and payroll numbers (job creation – right chart) are still at 
encouraging levels, suggesting a surprisingly resilient job market in the face of weakening consumer confidence 
(left chart – light blue), which has historically led the unemployment rate by 6 months.  
 
Job openings still exceed the number of unemployed individuals by over 1m, while wages grow at a healthy 
3.1% per annum, slightly lower than the peak of 3.4% reached in early-2019. Given that personal consumption 
has been the bedrock of US growth during the last quarters, as investments have fallen, investors need to keep 
watching this segment carefully and monitor consumer confidence, as the unemployment rate is a notorious 
lagging indicator. 
 

lower consumer confidence/ 
higher unemployment rate 

Higher consumer confidence/lower 
unemployment rate 
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US equities have broken out but valuations are stretched 

With US growth likely to stabilise, trade tensions abating and the Fed determined to keep monetary policy loose, 
equities have broken out to all-time highs. While a very constructive development, valuations are significantly 
above average and earnings will need to pick up from this year’s slump to support this rally. 
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Fiscal package announced to offset the upcoming consumption slowdown 

The resilience of Japan’s GDP growth, despite the weakness of its manufacturing sector and export growth, lies 
in the demand surge from consumers ahead of the consumption tax hike from 8% to 10% (see retail sales on the 
chart on the right). With consumption likely to fall in coming months, as it did following the October 2014 tax 
hike, Japan’s GDP growth is likely to decelerate. 
 
While stabilising global growth and a potential pick up in manufacturing activity bodes well for Japanese 
exports, it is unlikely to prove sufficient in offsetting the drag from consumption. With monetary policy arguably 
approaching its limits, the BoJ’s balance sheet above 100% of GDP and rates in negative territory, the 
government has announced a JPY 13tn fiscal package aimed at supporting the economy, to be spent mostly on 
infrastructure over the next 15 months. 
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The story in Japan remains mostly about improved shareholder returns 

The underlying dynamic of corporate Japan remains very constructive, with companies increasingly activating 
their large cash holding to raise distributions to shareholders through buybacks (see left chart) and dividends.  
The chart on the right shows that balance sheets remain extremely under-leveraged, with net-debt to EBITDA 
for the TOPIX index at 0.14. On the other hand, return on equity has been rising over the last 5 years despite 
continued deleveraging, which reflects better capital allocation. 
 
With foreign activist investors taking increasing interest in Japanese companies to unlock the significant 
underlying value, this trend is likely to be in its early stages. 
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The equity market breaks out and remains attractively priced 

Investors are likely to look through the short term growth slowdown given its transitory cause, especially if 
global growth continues to stabilise or even picks up. With equities still attractively priced and a potential 
improvement in earnings, we are constructive on Japanese equities as the market breaks out of its downtrend. 
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Increasingly constructive environment for emerging markets 

With the Fed firmly in an accommodative stance, loose financial conditions in the US, which are highly correlated 
to emerging market equities (see left chart), stabilising Chinese growth and easing trade tensions, the 
environment for emerging markets is looking very constructive for 2020. 
 
Encouragingly, the emerging market manufacturing PMI has rebounded and is above the developed market PMI. 
Given EM’s high sensitivity to global growth, this supports the idea of a pick up in coming months and of EM 
outperformance. 
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Improving Chinese growth and easing trade tensions favour Asia 

The mild improvement in Chinese economic growth, which could accelerate if trade tensions continue easing and 
tariffs are rolled back, bodes particularly well for Asian economies. As the left chart shows, the Chinese OECD 
economic leading indicator has turned up, which has historically led the equivalent metric for the top 5 Asian 
economies. 
 
Additionally, with manufacturing PMIs rebounding for major Asian economies (see right chart), exports are likely 
to improve in coming months, which would be positive for Asian equities. 
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China’s economic growth should continue to improve 

We have been pointing out to the recovering credit growth in China as a key factor for a potential stabilisation and 
rebound in economic activity. This metric, shown on the left chart as the China Credit Impulse (dark blue) has 
historically led economic activity by 6 months, illustrated by the Li Keqiang Index (light blue). Interestingly, the 
manufacturing PMI shown on the chart on the right (dark blue) has been rebounding since early 2019, confirming 
the idea of a continued (moderate) improvement in economic activity. 

 
While the type of explosive credit growth seen in the past is unlikely to be repeated, given the government’s 
commitment to a more stable growth path, targeted monetary and fiscal measures will continue to support the 
economy. 
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Monetary and fiscal easing will remain supportive, albeit moderate 

In terms of targeted measures, the Chinese government has systematically lowered the Reserve Requirement 
Ratio (RRR) in the banking system, while ensuring that loans were extended to the private sector through 
traditional channels instead of through shadow banks. Renminbi depreciation has followed these RRR cuts, as the 
government was seeking to let the currency drift lower to offset tariffs. With trade tensions on their way to a 
(partial) resolution, the renminbi should stop depreciating for the time being. 
 
Other measures have included minor cuts by the PBOC rate, tax cuts for consumers, and a rebound in fixed asset 
investment by state holdings (grey line). All of these have helped stabilise growth and shall continue to do so. 
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The Chinese market should perform well in 2020 
Chinese equities should perform well in coming months, as the government will continue to provide mild support 
to the economy, trade war risks recede and global growth improves. While negative surprises cannot be excluded, 
we remain constructive on this cheap market, which seems to break out from a significant resistance.  
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Despite the government’s fiscal boost, growth falls to a 6-year low 

Indian GDP growth has continued to weaken, reaching a worrying 6-year low of 4.5%. While the structural long 
term case for India remains extremely compelling, the steep fall in credit growth, following the defaults in the 
shadow banking sector and the short term consequences of some of the significant reforms that the Modi 
government has implemented, have had a much greater impact on growth than anticipated. 
 
Government expenditures have appropriately been ramped up in response to this growth downturn, as is shown 
on the chart on the right in dark blue. This has so far been insufficient to offset the abrupt deceleration in 
investment (Gross Fixed Capital Formation, light blue) and consumption.  
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Monetary easing not feeding through to the economy 

The growth downturn is especially worrying when considering that fiscal and monetary easing are now working in 
unison. The chart on the left gives clues to the current lack of effectiveness of monetary easing on the economy. 
While rates have been cut by the central bank (black line), commercial banks have not replicated these cuts, as 
they continue to charge much higher interest rates on outstanding (blue line) and fresh loans (red line). In other 
words, consumers and corporations are not benefiting from these lower rates! 
 
The central bank is also facing the dilemma of headline and core inflation trending in opposite directions, with the 
former ticking up above the 4% target, due to a rise in food prices. Although the central bank is likely to focus on 
stimulating growth and continuing to cut rates, a further rise in inflation would be unwelcomed by the market, 
especially given the recent decision to leave rates unchanged. 
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Foreign and domestic flows have rebounded and fueled the rally  

Source: Jefferies 

The rebound in domestic equity flows, following the Modi victory in May and foreign investor flows following the 
tax cuts announcements in September, have helped push the market higher, despite a weakening economy. 
Foreign flows could easily reverse, should the economy continue to struggle in the short term. 

Modi victory 

Tax cut announcement 
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Indian valuations need to re-adjust to the current economic reality 

Given the short term economic weakness, which is likely to result in continued underwhelming profit growth, 
investors should adopt a more cautious stance on India. This is especially the case for large cap stocks, which 
appear disconnected from the economic reality, as their valuations have been propped up by domestic and foreign 
flows. On the other hand, opportunities are starting to arise in the small and mid-cap space (bottom chart). 
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Russian yields still compelling, but further upside likely dependent on oil 

Despite range bound oil prices and a stalling economy, Russian financial assets have performed extremely well in 
2019; the MSCI Russia is up close to 40% in USD and the RUB up over 10%. The strength in the RUB has helped the 
domestic economy by keeping inflation low, which supported real wages and retail sales. 
 
The idea that Russia would benefit from an escalating US-China trade war and the significant yields offered by 
bonds and equities have attracted investors, especially given the commitment by many companies to raise their 
payout ratios. With the juicy dividend yield of 6.8% (right chart) set to rise further and valuations still having room 
to expand (left chart, dark blue), the Russian market remains attractive and should continue to trade in its 
uptrend. However, barring a rise in oil prices, the gains of 2019 are unlikely to be repeated. 
 



Probus Group | Market & Strategy Update Q1 2020 45 

Oil exposure as a hedge against some of the big risks of 2020  

Despite the fact that the demand picture is improving, now that the odds of an imminent recession have declined, 
OPEC+ have announced deeper production cuts due to their expectations of oversupply in the first quarter. Of 
course, the Saudi Aramco’s IPO might have impacted the decision too… 
 
At this stage, it is hard to formulate an opinion on oil. According to comparative inventories (the difference 
between current inventories and the 5-year average), oil at USD 60 is approximately where it should be. 
Positioning data is not showing any extremes and price continues to coil in a tight range, where USD 65 appears to 
be a key resistance. In this environment, we continue to favour high dividend paying oil stocks, which remain quite 
cheap. Additionally, oil exposure represents a potential hedge against two big risks for 2020: a presidential win for 
Warren (who wants to ban fracking) or a rise in inflation, as both events would likely see oil prices spike. 

Source: Probus, Bloomberg 

Lower comparative inventories 
associated with higher oil price 
 
Current oil price and comparative 
inventory  combination 
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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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standards. Our Data Privacy Notice can be found using the following url: https://www.probus-group.com/data-privacy-notice 

Disclaimer 

https://www.probus-group.com/data-privacy-notice
https://www.probus-group.com/data-privacy-notice
https://www.probus-group.com/data-privacy-notice
https://www.probus-group.com/data-privacy-notice
https://www.probus-group.com/data-privacy-notice
https://www.probus-group.com/data-privacy-notice
https://www.probus-group.com/data-privacy-notice
https://www.probus-group.com/data-privacy-notice
https://www.probus-group.com/data-privacy-notice
https://www.probus-group.com/data-privacy-notice
https://www.probus-group.com/data-privacy-notice
https://www.probus-group.com/data-privacy-notice
https://www.probus-group.com/data-privacy-notice

