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AT A GLANCE

Global macro-economic landscape keeps 
deteriorating.

Cautiousness is warranted as equity 
markets are looking toppish.

Both credit and interest rate risk look rich.

EUR is held back by macro headwinds, but 
its resilience in this context is promising.
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Are risky assets disconnected from fun-
damentals? At the end of February, glob-
al equities are up 11%, high-yield bonds 
surged by 6.26%, and the credit segment 
in its whole is enjoying solid gains on the 
back of spreads tightening. The U-turn in 
the Fed’s monetary policy helped inves-
tors, lowering the probability of an immi-
nent recession, restoring confidence, and 
sparking the current powerful rally in eq-
uities. Consequently, as earnings growth 
prospects have been revised down since 
the beginning of the year, the S&P 500 
benefitted from a multiple expansion of 
2.2 points, from 14x FW earnings at the 
Christmas Eve trough to 16.2x FW PE, back 
in-line with the 5-year average. 

In the meantime, global economic indica-
tors are still pointing to significant strains. 
China and Europe are facing a manufac-
turing recession, and are entering the con-
traction zone according to the latest PMI 
surveys which tumbled below the 50 mark. 
South Korea’s economic activity or Baltic 
dry index prices, which are good proxies for 
tracking trade growth prospects, are also 
negatively oriented, emphasising that the 
global economic situation is still exhibiting 
numerous signs of slowdown. Why, then, 
aren’t risky assets concerned by the deteri-
oration of the manufacturing activity?

The resilience of the service component 
of the PMIs composite is one explanation.  

For example, German spreads between 
service and manufacturing figures 
reached 8 points (exhibit 1), highlighting 
an unusual divergence by historical stand-
ards. It means that despite some clear 
macroeconomic headwinds, the German 
consumer has not been impacted yet as 
it benefitted from the low unemployment 
rate, which translated into some wage in-
crease. The second explanation justifying 
the current risk-on mood is based on the 
fact that financial markets are anticipat-
ing a better economic outlook for the sec-
ond part of year. A potential trade deal 
between China and the US or a soft Brexit 
will obviously remove uncertainties and 
restore confidence among CEOs. Moreo-
ver, as European economic indicators are 
so depressed, economists’ consensus re-
set their expectations to the downside, 
leaving some room for positive surprises.

However, in our opinion, this phenome-
nal comeback of risky assets is based on 
hope rather than facts. Therefore, we feel 
more comfortable maintaining a cautious 
stance in term of asset allocation with a 
mild underweight in equities as long as we 
do not foresee a clear improvement. The 
old financial adage “buy the rumour sell 
the fact” makes perfect sense after the 
current equity rally, and implementing 
cheap (low volatility) hedging strategies 
for portfolios seems appropriate right now.
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“We are not 
predicting a 
recession, we are 
simply pointing 
out that we are 
conscious about 
the risks we bear.”
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EXHIBIT 1: GERMANY PMI MANUFACTURING VS SERVICES
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EQUITIES 
The start of the year in risky assets, and 
particularly in equities, is characterized 
by what we may call a “scissor pattern”. 
On one side we have global equity indices 
extending their strongest momentum ral-
ly in 40 years on the back of a more dov-
ish stance from major central banks and 
hopes that President Trump and Xi Jinping 
will soon reach a trade deal. On the other 
side of the newsflow, we observe that the 
economic backdrop continues to deterio-
rate and the EPS revision trend acceler-
ates on the downside in the US (exhibit 
1). The S&P 500 was up 11.5% at the end 
of February, whereas 2019 EPS estimates 
fell from 7.4% to 4.1% during this period. 
Since we believe the downward EPS revi-
sion trend will carry on, we expect equity 
markets to catch-up on the downside and 
re-correlate with EPS forecasts. 

In 2018 US earnings grew by 20% (15.7% 
sector median ex-energy) and revenue by 
8.7% (8.3% sector median ex-energy). No 
sector posted negative earnings or sales 
growth, and net margins ended the year 
at 11.4%. Below the surface, however, da-
ta started to paint a less rosy picture. In 
Q4 2018, both the percentage of compa-
nies beating EPS estimates, and the mag-
nitude of beat, were below the 5-year av-
erage. Looking forward, the Q1 2019 EPS 
estimates dropped sharply by 6.5% YTD 
and expected EPS growth is now negative 
at -3.2% y/y, the first negative growth  

estimate since 2016. What is astonishing 
is that after the Q1 setback, the consensus 
is again looking at slightly positive growth 
in Q2 (+0.3%) and Q3 (+1.9%) and growth 
surging by 8.5% in Q4. 

We think the expected slowdown in re-
al GDP growth in the US will have conse-
quences for corporate topline growth and 
put pressure on margins (higher financing 
and labor costs), removing two key drivers 
of earnings growth. Slowing sales growth, 
higher costs, and tough y/y comparisons 
are making the 2019 earnings growth out-
look uncertain. All in all, it seems to us 
that equity analysts are still too optimistic 
in expecting 4% EPS growth for this year. 
Given the large expected drop in earnings 
growth in Q1 2019, we believe subsequent 
quarters could also post negative growth, 
meaning that an earnings recession (two 
successive quarters of negative y/y EPS 
growth) is a possibility.

We remain underweight Europe ex-Swit-
zerland since we find it difficult to be op-
timistic on European stocks before seeing 
the economy turning a corner and politi-
cal risks abating. In the face of such strong 
headwinds, we feel like the attractive rela-
tive valuation is not enough to change our 
positioning. Global cyclicals are now over-
bought and we expect defensive stocks to 
start outperforming in the short-term. 
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EXHIBIT 1: S&P 500 VS 12M FWD EPS ESTIMATES & CORRELATION
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BONDS 
Risky assets have continued to post a re-
markable rally in February, pushing YTD 
returns to levels which seem unrealistic 
when considered on an annualized basis 
(US High Yield +6.26% over 2 months 
for example). In the wake of strong equi-
ty markets, credit spreads have tightened 
further, a round trip back to levels not 
seen since the end of October last year, 
just before the sharp year-end correction. 
So was everything just a bad dream and 
is now forgotten? We believe there is still 
cause for concern, despite the fact that we 
don’t advocate an expectation for a global 
recessionary scenario going forward. The 
current situation just seems too good to 
be true, and we can expect some clouds 
to come back to the minds of investors. 
Today’s combination of very dovish Cen-
tral Banks expectations, low volatility, 
low yields, easing financial conditions and 
strong risk appetite may be challenged 
sooner rather than later, as may a happy 
ending to the US-China negotiations, which 
largely seems to already be priced-in. 

Admittedly, taking a microeconomic per-
spective, default rates projections remain 
low on a historical basis, and interest cov-
erage ratios are comfortable. But corpo-
rate leverage remains elevated (particu-
larly in the US Investment Grade sector) 
and earning are faltering. We must not for-
get that we are moving in a late-cycle en-
vironment, which is usually characterized 

not only by a growth slowdown but also by 
rising commodity prices. In that respect, 
the increase of oil and copper prices this 
year by almost +25% and +12% respec-
tively is notable. This could be the source 
of the pain: rising inflationary pressures 
hurt corporates through higher input 
costs, which squeezes margins on top of 
already accelerating wages. Additionally, 
the renaissance of the inflation specter 
may awaken Central Bankers’ willingness 
to tighten monetary policy further, espe-
cially if we witness some growth improve-
ment in S2 this year after all the recent 
alarming signals.

This is clearly not what the market is pric-
ing in right now. Higher yields and higher 
risk premia would be the price to pay, ini-
tially, in such a scenario. Who knows what 
the future may look like? Part of the an-
swer is a thorough risk management of our 
portfolios, notably credit risk, and some-
thing tells us to start reducing it now. We 
sold our EM local currency bonds exposure 
this month – which appears to be a very 
consensual bullish call - and are preparing 
to take further steps in that direction.
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EXHIBIT 1: US FORWARD INFLATION BREAKEVEN AND CRB COMMODITY INDEX
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Table 1 31.12.2018 28.02.2019 Delta

EUR/USD 1.1467 1.1371 –0.84%

US 2y10y curve 0.20% 0.20% 0.00%

EZ 2y10y curve 0.85% 0.70% –0.15%

10-year yield differential EZ-US –2.48% –2.53% –0.06%

2-year yield differential EZ-US –3.12% –3.03% 0.09%

2019 GDP growth forecast EZ-US –0.97% –1.10% –0.13%

Core inflation differential EZ-US –1.28% –1.05% 0.23%

Markets can’t fight fundamentals for 
ever, but in the short-term they can focus 
elsewhere. In February, financial markets 
continued to price in a dovish Fed (with 
no hike expected in 2019 and an end to 
the Fed’s balance sheet normalization in 
H2) and lower protectionist risks (US-Chi-
na trade deal). This enabled the rally in 
risky assets to carry on despite the global 
macro backdrop continuing to point to a 
synchronized slowdown. 

EUR/USD is slightly down YTD (-0.84%), 
with the price action stuck within the 
1.1570-1.1234 range at the widest point. 
Despite narrower EZ-US yield spreads 
(exhibit 1) and tighter BTP/Bund spreads, 
the EUR has not succeeded in regaining 
ground against the greenback since No-
vember. Political uncertainties (Brexit, the 
yellow vest movement, EC elections) and 
equity outflows from European stocks are 
partially behind persistent EUR weakness, 
but we believe the main headwind to EUR 
strength remains the widening of the 
differential in consensus growth forecast 
between the Eurozone and the US (–0.13% 
YTD, table 1). 

The Eurozone is feeling the pain of slowing 
global trade and falling exports to Asia, 
and is going through a large decline in 
manufacturing activity. This sharper and 
more protracted slowdown has alleviated 
the pressure on the ECB to normalize 

policy, leading to a more dovish moneta-
ry outlook. In the US, while the high in-
ventory built-up should continue putting 
downward pressure on the economy in 
coming months, it is unclear whether the 
current US slowdown is only a soft patch 
or if it will be protracted and lead to the 
next recession. Given this macroeconomic 
environment we still believe the Fed will 
remain dovish, preventing US yields from 
substantially climbing and the greenback 
from strengthening further.

Despite strong macro and political head-
winds, the resilience of the euro in the last 
three months shows that a lot of bad news 
is already priced in, and FX markets are 
starting to look through the short-term 
pain. Later this year, external headwinds 
from the China-US trade war are likely to 
abate, eventually boosting confidence and 
exports. Adding that political uncertain-
ties should fade in H2, the wind could turn 
more supportive of EUR later in the year, 
hence our moderately positive outlook for 
EUR/USD. The bearish EUR positioning is 
a short-term supportive factor while the 
cheapness of the common currency re-
mains a long-term support.

EXHIBIT 1: EUR/USD VS GR-US 10Y & 2Y YIELD SPREAD
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IMPORTANT INFORMATION - This content is being 
provided by REYL & Cie Holding SA or/and its affiliates 
(hereinafter referred to as “REYL”) solely for infor-
mation purposes, it shall be intended for internal use 
strictly and is not intended to be a solicitation or offer, 
recommendation or advice to buy or sell interests 
in any security or investment product mentioned 
in it, to effect any transaction, or to conclude any 
transaction of any kind whatsoever, in particular to 
any recipient who is not a qualified, accredited, eligible 
or / and professional investor. It is intended for the 
sole use of the recipient and may not be forwarded, 
printed, downloaded, used or reproduced for any other 
purpose. Whilst REYL shall use reasonable efforts to 
obtain information from sources which it believes to be 
reliable, REYL, its directors, officers, employees, agents 
or shareholders assumes no liability regarding this 
content and gives no warranty as to the accuracy, com-
pleteness or reliability of any mentioned data and thus 
assumes no liability for losses arising from the use of 
this content. This content is intended only for recipient 
who understand and are capable of assuming all risks 
involved. Before entering into any transaction, the 
recipients should determine if the relevant security or 
investment production mentioned in the content suits 
his particular circumstances and should ensure that he 
independently assesses (together with his professional 
advisers) the specific risks, the legal, tax, accounting 
consequences and eligibility requirements of any pur-
chase of securities or investment products mentioned 
in the content. REYL makes no representation as to 
the suitability of the mentioned information, opinions 
or securities and investment products. Historical data 
on the performance of the securities and investment 
products or the underlying assets are no indication 
for future performance. The present content has been 
compiled by a department of REYL which is not an 
organisational unit responsible for financial research. 
REYL is subject to distinct regulatory requirements and 
certain securities and investment products may not be 
available in all jurisdictions or to all recipient types. 
The recipient should therefore comply with its local 
regulations. There is no intention to offer securities 
or investment products in countries or jurisdictions 
where such offer would be unlawful under the relevant 
domestic law.
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