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Inflation, trade wars and euro debt are 
among the potential headwinds for 
the world’s economy in 2019, but that 
doesn’t mean the overall global picture 
is necessarily a negative one.

If 2017 was the year of synchronized global growth, 2018 was 
the year the global environment diverged as the U.S. powered 
ahead while the rest of the world stumbled. Ten years into a 
record-length recovery and attendant bull market in the U.S., the 
divergence between the strong U.S. economy and the rest of the 
world, along with a determined Federal Reserve (Fed), ultimately 
roiled global equity markets from Beijing to London to New York. 

Looking ahead, tighter financial conditions, a downtick in 
European growth, some idiosyncratic emerging market 
stumbles, the deleterious worldwide effects of a stronger U.S. 
dollar, and trade tensions all threaten to spill over into 2019. 
The question facing investors as they focus on allocations in 
2019 is whether fundamentals are strong enough to steady 
global markets and whether current asset prices sufficiently 
discount solid, though weaker, fundamentals and risks to the 
global outlook. 

As we look to the investment environment in 2019, we believe 
the global picture will remain relatively benign. Global growth 
is still positive for the developed economies, even if the pace 
of increase for most countries is slower than in 2017 and 
2018. While China and Europe will likely slow further, the U.S. 
will likely remain the consumer of last resort, powering the 
global economy. Several emerging markets such as Turkey 
and Argentina have experienced weakening external funding 
vulnerabilities, but there has been no contagion to other 
emerging economies and pockets of strength persist.



Global inflation expectations are well 
anchored in the developed economies, 
lessening the chance of inflation spikes. 
While the Fed will likely tighten at least 
twice in 2019, we, like the market, are 
skeptical of a third rate hike in 2019. In 
addition, lower average employment across 
the G7 is not leading to corresponding 
wage gains and rising inflation, as the 
Phillips curve appears to be flat.

As a result, we do not foresee a spike 
in long rates, leaving markets with a 
constructive backdrop. We also believe 
that the European Central Bank (ECB) 
may choose to push out its first rate hike 
since the financial crisis into late 2019 
or even early 2020. The U.S. dollar could 
creep higher in 2019, but any Fed pause or 
Brexit clarity in Brussels would put a halt 
to its march. Under these expectations, we 
believe the worldwide market sell-off in 
2018 presents an opportunity in risk assets 
in 2019, and bonds will remain negatively 
correlated with equities, allowing standard 
multi-asset portfolios to perform. While 
risk assets may not appreciate as steadily 
as in the recent past, the firm global 
backdrop will likely support asset prices. 

Despite this, we believe that greater 
market volatility is in store for 2019 as the 
risks to this constructive scenario come 
from trade tensions, global tightening of 
financial conditions, and fears about debt 
sustainability and banking stability in Italy. 

The U.S. trade conflict with China is 
deepening. The Trump administration, 
while it started with a focus on trade 
deficits, is honing in on China’s forced 
technology transfer, surveillance of 
foreign businesses, and President Xi’s 
plans for China 2025, a direct threat to 

U.S. technological domination. These 
issues are unlikely to be solved quickly 
and we expect 25% tariffs to be placed 
on all Chinese imports to the U.S. in early 
2019. The U.S., as a relatively closed 
economy, can presumably withstand this 
pressure in the aggregate particularly as 
growth remains strong, but the Chinese 
economy will feel the pain. As worldwide 
trade contracts, Europe and emerging 
markets will be affected as their growth 
is more dependent on global demand. 

Further, 2019 will mark the end of 
monetary global easing by the developed 
markets’ central banks and the beginning 
of quantitative tightening. (The U.S. has 
already rolled off ~U.S.$400bn of Treasury 
and mortgage-backed security assets 
through the end of November and is 
currently at a U.S.$50bn per month pace2.) 
Japan remains committed to extraordinary 
monetary policy, but Europe will mark the 
end of its Asset Purchase Program, the 

monthly net purchasing of public and 
private sector securities, at the end of 
2018. Coupled with this, it appears the Fed 
is determined to raise rates before the next 
recession. This withdrawal of global 
liquidity is bound to put continuing 
pressure on emerging markets with 
large external funding needs and high 
debt ratios.

Finally, the Euro area remains vulnerable 
to risks in the financial sector. The slow-
moving train wreck between Italy and 
the ECB continues, and we note that the 
European banks still own the sovereign 
debt of their home countries. Italian 
banks are the most exposed to their own 
national debt but exposure is high for 
Spanish and Portuguese banks as well. 
In addition, European banks own the debt 
of other sovereigns, increasing the risk 
for region-wide contagion in the financial 
sector. And, as the Turkish currency crisis 
revealed last summer, the European 

1 The Phillips curve is an economic concept developed by A. W. Phillips stating that inflation and unemployment have a stable and inverse relationship. The theory claims that with economic 
growth comes inflation, which in turn should lead to more jobs and less unemployment. Source: Investopedia, December 13, 2018.

2 U.S. Federal Reserve, as at November 30, 2018.
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G7 PHILLIPS CURVE1: WAGE GROWTH VS. UNEMPLOYMENT RATE
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banks lent heavily to emerging market 
corporates during the days and years of 
free money. As global liquidity tightens 
and the carry trade reverses, those 
assets on the balance sheets could be 
marked lower, putting pressure on bank 
capital ratios. 

The sleeping giant in all this is inflation. 
Even as inflation gently moves higher 
in most developed economies the slope 
is both manageable for current central 
bank tightening plans and fairly benign 
for global economies. Should the pace  
accelerate – i.e. we get a spike – then the 
constructive scenario we foresee for 2019 
would break down and break down quickly. 
A Fed with an itchy trigger finger could 
raise rates faster than currently priced in, 
triggering a sell-off in risk assets. The U.S. 
dollar, on the other hand, would exhibit 
strong performance, whose strength 
would be the mechanism to roil global 
economies. Related, would be a re-set of 
long-term global real interest rates which 
are unprecedentedly low and in Europe 
and Japan, negative-yielding. Any move 
towards convergence with U.S. real rates, 
which are positive, would shock all asset 
classes. Under these scenarios, the 
investment regime would change rapidly, 
as the correlation between equities and 
fixed income goes positive, presenting 
asset allocators very different challenges 
than in the days of financial repression. 

The global backdrop remains solid, if 
unexciting and a bit worn down compared 
to recent years. The key variable in our view 
is inflation – and as long as that remains 
gently sloping upward, then we expect 
upward, if more volatile, performance of 
risk assets in 2019. 

BANKING SECTOR EXPOSURE TO DOMESTIC GOVERNMENT DEBT
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HOLDINGS OF EURO AREA GOVERNMENT SECURITIES, % OF TOTAL ASSETS 
BY EUROPEAN BANKS
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Politics, machines 
and uncertainty 

We feel good about corporate credit in 
both the U.S. and Europe (ex-UK) for 
2019 but our positive growth outlook 
is despite the presence of a number of 
potential risks. 

There is a lot of political unrest around 
so you have to start to question – what 
effect does it have on long-term growth? 
The political landscape ahead creates 
tremendous uncertainty so how long do 
markets and businesses tolerate that? 

As we move into 2019 we expect market 
volatility to increase. We are in a world 
of more machine-driven trades and 
auto sell programes, leading to equity 
market volatility spikes. Potentially this 
has a positive impact on the private debt 
market. There is no artificial intelligence 
(AI) in our world, although it is coming 
(likely used more for credit analysis 
though than trading). Private debt moves 
slowly, so the impact of AI on private 
debt as an asset class will be secondary 
rather than primary. Still, we have to 
manage the way we look at volatility as 
it is fundamentally changing.

Another area of concern for 2019 is rising 
rates and the fear over whether central 
banks will accelerate their tightening. In 
October we saw equity markets react to 
such concerns. 

However, we believe the sell-off in October 
was more about valuation concerns than 
fundamentals. This was coupled with 
the fact that fixed income yields were 
increasingly positive and were seen as 
an alternative to equities for some.

Already in late 2017 we started seeing re-
allocations by private banks and family 
offices (following the move by institutional 
investors) from equities to fixed income – 
from the U.S. to the Middle East and Asia 

Pacific. We expect that will continue and 
will reinforce the attractiveness of private 
debt in the year ahead, given their floating 
rate yield.

Vijay Rajguru,  
CIO, Alcentra 
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POTENTIAL DRIVERS OF TURBULENCE AHEAD

Europe U.S.
Emerging 

Markets

Late Cycle ✓

Central Bank Tightening ✓ ✓

Brexit ✓

Political Uncertainty ✓ ✓ ✓

Trade Wars/Protectionism ✓ ✓ ✓
Source: Alcentra as at October 31, 2018.

1 The Volatility Index, or VIX, is a real-time market index that represents the market’s expectation of 30-day forward-looking volatility.
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At the crossroads of 
inflationary direction 

Is the multi-year bull-run in government 
bonds really over? It would certainly seem 
so. Global yields, led by U.S. front-end 
rates, have been on a modest upward trend 
since late 2016. How much further they 
increase as we move through 2019 could 
depend on the inflation outlook, which in 

turn will likely take its cue from the outlook 
for wage  growth.

Here, though, momentous forces are at 
play. Over the past two decades, the twin 
tides of globalisation and technological 
innovation have worked to undermine 

The Investment Team 
at Insight Investment
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the bargaining power of labor. The 
result? A breakdown in the established 
relationship between unemployment 
levels and wages as defined by the Phillips 
Curve and, as a consequence, ever greater 
uncertainty about the future direction of 
inflation.

For investors this could present a problem. 
If wage growth does remain subdued, 
upward pressure on bond yields is likely 
to be modest. If, on the other hand, wages 
and inflation expectations do rise, bond 
yields will likely spike. Where, then, could 
investors turn?

Given this background, one approach 
investors may want to think about is 
hedging inflation in an efficient way. The 
charts highlight the potential mispricing 
between 30-year breakeven rates and 
real yields on 30-year U.S. Treasury 
inflation-protected securities. If investors 
are concerned about inflation, then a 
combination of U.S. Treasury inflation-
protected securities and U.S. breakeven 
strategies could be an option to consider. 



The shrinking  
middle ground 

Over the past decade we have seen the 
rise of populists – from Trump, Bolsonaro 
and Brexit to Modi, Erdoğan and Orbán – to 
name just a few. Such populist tendencies 
show no signs of abating, at either end of 
the partisan political spectrum. 

For investors, the worry is these 
movements often opt for simplistic short-
term policy ‘fixes’ that quickly become 
untenable. They raise questions over future 
fiscal policies, or can even threaten (as in 

the case of Putin’s Russia) essential long-
term investment because people no longer 
have confidence in the equal and even-
handed application of the law.

In this cycle, where central banks have 
driven interest rates to record lows, bond 
markets have provided huge amounts 
of debt to some historically unreliable 
borrowers. Stock markets, meanwhile, have 
drifted upwards with low levels of volatility. 
But what happens when things change? 

Investors may find themselves susceptible 
to capricious tax raids by governments or 
whimsical regulatory changes, indicating 
an environment where it becomes harder 
to make long-term judgments because the 
political landscape is so unpredictable. 

The creation of too much unrepayable 
debt was the catalyst for 2007/8. Yet the 
level of debt in the world is now far greater. 
Countries like Greece and Argentina are 
issuing long-dated bonds again. None 
of this is coincidence or accident; it’s a 
consequence of unorthodox monetary 
policies adopted since 2007/08. 

By taking interest rates to zero, central 
banks have steered investors ever further 
up the risk curve in search of yield. If 
anything, in our view, the debt overhang 
today is bigger and of even worse quality 
than during the global financial crisis. 

The inflation of asset prices engineered by 
these policies has benefited the asset-rich 
‘haves’ and alienated the ‘have-nots’: it’s 
their frustration that now manifests itself 
at ballot boxes around the world.

The Investment Team 
at Newton

GLOBAL DEBT HAS CONTINUED TO SWELL SINCE THE CRISIS  
BUT HAS REMAINED STABLE RELATIVE TO WORLD GDP SINCE 2014
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THE DEBT JIGSAW

Irrational exuberance?  
Argentina’s 100-year bond 
was oversubscribed by 3.5X 
on issuance in June 2017. 

By September 2018 the 
country had accepted 
a U.S.$57bn bailout 
from the IMF.1 

Covenant collapse: 
 In Q3 2017 ratings agency 

Moody’s said investor protections in the leveraged loans market 
deteriorated to the 

weakest level on record. By Q2 
2018 it said it considered around 
80% of U.S. leverage loans to be 
‘covenant-lite’.2

Learning from the past: “You are 
supposed to realize from the crisis, 
it is not just a question of what 
banks do that imperils themselves, 
it is what they do that 
can create risks to the 
entire financial system. 
That lesson to me 
seems to have been lost.” 
Former Federal Reserve chairperson 
Janet Yellen considers the question 
of collateralized loan obligations.3 

1 Financial Times: ‘IMF increases Argentina bailout package to $57bn’, September 26, 2018.
2 Financial Times: ‘Loan quality hits record low, says Moody’s’, July 24, 2018.
3 Financial Times: ‘Janet Yellen sounds alarm over plunging loan standards’, October 25, 2018.8 



Few markets are changing as quickly as 
the electric vehicle (EV) market. The pace of 
technological innovation is only matched 
by changing consumer preferences and 
adoption. For example, Chinese consumer 
confidence in the auto sector is likely to see 
a boost in 2019, although this may have to 
be kick-started through intervention and 
stimulus by Chinese authorities. To be sure, 
the U.S./China tariff scuffle has weighed on 
consumers but we think as 2019 progresses 
this should be less of a dominant influence. 
While we would like to think a resolution to the 
trade debate is settled sometime this year (as 
it would certainly help auto sales), it is difficult 
to predict a time frame. But in the end, we 
expect consumers to embrace EVs.

However, outside of the direct auto market 
there remains much to watch this year, such 
as the continued (and growing faster) march 
towards electrification and with it, greater 
innovations. I think this year will be much 
more about the content in cars than auto 
sales themselves – areas such as batteries, 
advanced driver assistance and safety 
features, for instance. 

Batteries will be a particularly interesting 
area with greater developments with 
respect to size, power and charge speed. 
The lowering of the cost of an EV until it is 
on par with a conventional auto is all about 
the battery – so much attention is being 
placed on developing greater efficiencies.

Competition in this space grows so I believe 
costs will come down. Already demand in 
this area has been one of the main drivers 
for raw materials such as lithium and 
cobalt and we expect to see that continue 
in 2019. While these are abundant 
materials now (even with some 60% of 
the world’s cobalt found in just one region 
– the Democratic Republic of Congo1), we 
expect demand will catch-up with supply. 

Ultimately this is why the industry 
is competitively vying for a solid- 
state battery (over liquid or polymer  

 

electrolytes found in Lithium-ion) but that 
is years out. For 2019 we expect to see 
more improvements in lithium-ion.

Fueling the long march 
to mobility

EV SALES PENETRATION ESTIMATES BY REGION
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INVESTMENTS IN BATTERY STARTUPS
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Sean P Fitzgibbon,  
lead portfolio manager,  

Mellon



1 The ICE BofAML Global Corporate Index tracks the performance of investment grade corporate debt publicly issued in the major domestic and eurobond markets.
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The Investment team  
at Insight InvestmentThe BBB overhang: 

opportunity or threat?
Investors looking to plot a course through 
fixed income in 2019 could do well to 
keep a sharp eye on the question of the 
triple-B overhang. It’s called an overhang 
for a reason.

Over the last 10 years, the amount of debt 
rated at this level has grown significantly, 
climbing from around 25% of the Bank of 
America Merrill Lynch Global Corporate 
Index1 in 2008 to just under 50% today. 
More recently, the growth of outstanding 
BBB debt has largely been a result of 
increased M&A-related activity and, in the 
U.S., stock buybacks. 

The growth in BBB issuance has been 
compounded by what we refer to as 
the ‘rising star’ phenomenon, that is, 
high yield issuers being upgraded to 
investment grade. As a result, the amount 
of outstanding BBB debt has grown 
significantly relative to outstanding 
B and BB debt.

While this recent trend is fine in theory, 
in practice it means that the potential 
overhang of debt which could be 
downgraded to high yield is significant. 

The larger the pool of BBB issues on the 
threshold of investment grade, the larger 
the potential volume of downgrades during 
future credit events. 

Our view is that when bonds are 
downgraded to high yield it can represent 
an opportunity, as bond prices tend to fall 

before a downgrade, then recover some 
of those losses after the downgrade has 
occurred. But careful analysis is needed. 
The dangers of a passive approach 
to high yield is that issues that are 
downgraded are bought regardless of 
their long-term outlook.

The growth in BBB 
issuance has been 
compounded by 
what we refer to 
as the ‘rising star’ 
phenomenon.

“

”
Source: Bank of America Merrill Lynch. Data as at July 31, 2018.
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On top of the world  
looking over the edge
What goes up must inevitably come down, 
so, in terms of managing expectations for 
2019, I think it’s important to consider how 
the unwinding of history’s longest bull run 
might play out.

My view is the U.S. Federal Reserve will 
likely maintain the current pace of interest 
rate rises. Coupled with a still-strong dollar 
and continued trade tensions between the 
U.S. and China, I see this as a classic policy 
error of central banks. Problems, when they 
come, will likely reach beyond the usual 
suspects and into emerging markets, in 
my view.

If this scenario does come to pass, what 
relative shelter is available to investors?

Arguably, the more defensive equity 
holdings are those that are not 
economically exposed. Here, the classic 
example is consumer staples – so 
shampoo, cosmetics, or laundry detergent, 
for example.

Near-term earnings visibility is helpful 
too. In a downturn, company growth is 
important but not as important as an 
ability to avoid decline. Strong balance 
sheets help. They provide flexibility (the 
contrast here is with highly levered 

companies, where the need to service 
debt often ends up dictating the actions 
of equity holders). 

If the company also produces a decent 
and sustainable dividend yield, that then 
becomes a strong contributor to returns; 
if the yield is reinvested as the share price 
falls, capital losses can be recovered 
more quickly.

I anticipate some bright spots in 2019 at 
a company level: stable businesses with 
strong balance sheets that are not highly 
valued. Theory would suggest they could 
become more highly valued as people 
seek those defensive qualities, inviting the 
opportunity to then rotate into other areas 
‘after the flood’.

Nick Clay,  
global equity income 

manager, Newton

DIVIDENDS – HISTORICALLY THE BIGGEST DRIVER OF EQUITY RETURNS1
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A turkey is fed for 1,000 days by 
a butcher. Every day confirms 
to the turkey, and the turkey’s 
economics department and 
the turkey’s risk management 
department and the turkey’s 
analytical department, that the 
butcher loves turkeys. Every 
day brings more confidence 
to the statement, but on day 
1,001, there will be a surprise 
for the turkey...

NASSIM NICHOLAS TALEB, 
ESSAYIST

Methodology: The dividend growth is the annualized growth in dividends from the start of 
the series on January 1, 1970. Multiple expansion is the growth of Price/Dividend ratio over 
the same period.
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The Investment Team 
Walter ScottAn epitaph for oil?  

Not so fast…

In our opinion the days of ‘big oil’ companies 
denying climate change are behind us. At 
Walter Scott, we believe their message 
is changing to one of climate change 
acceptance and that as leading energy 
players they will have to be at the forefront 
of solutions; whether in solar, batteries, 
windfarms, biofuels or carbon capture.

Although we remain in the early stages 
of the transition away from fossil fuels, 
two points are clear: One, there is no 
silver bullet. We need a broad portfolio 
of renewables and lower carbon options 
to play a part. Two, this transition will be 
gradual. We would all love a rapid shift 
away from fossil fuels, but, ultimately, 
change takes time.

The outlook for oil is best assessed by 
considering future demand for the five 
major end uses for oil. First, we have 
fuel oil, where demand is actually set to 
decline as it’s replaced by cleaner gas 
for heating homes, and tighter shipping 
fuel standards. 

Next, is gasoline. When people debate the 
outlook for oil, the conversation invariably 
drifts towards electric vehicles (EVs). 
However, even under highly optimistic 
EV penetration scenarios, given the 
established gasoline car fleets along with 
growth in emerging markets, we believe 
gasoline demand will remain steady for 
years to come.

OIL SUPPLY DEMAND ESTIMATES (MILLION BARRELS OF OIL EQUIVALENT) 
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The transition will be gradual. We would 
all love a rapid shift away from fossil fuels, 
but, ultimately, change takes time.
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OIL PRODUCT DEMAND SHIFT (% GROWTH ESTIMATES TO 2025)
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The same goes for diesel, jet fuel and 
petrochemicals. The vast majority of 
heavy-duty buses and trucks will continue 
to run on diesel for the foreseeable future. 
Air passenger numbers will potentially 
double in the next decade or two, and 
electric planes are clearly a long way off, 
so jet fuel demand will continue to grow. 

Finally, we have petrochemicals where 
at present there remain few obvious 
substitutes for the vast array of materials 
derived from crude oil.

If we assume oil demand will grow over 
the next 15 years, the next question is, 
how will we create new supply?  

Oil fields decline by around 5% every year1 
and without new investment, supply will 
fall fast. By 2035, the vast majority of 
oil consumed will likely be from entirely 
new sources of production we have yet to 
develop, or even discover. 

Many people point to the U.S. Permian 
Basin and its shale oil as a solution. 
However, this only makes up a very small 
proportion of oil supply, so we have no 
choice but to look elsewhere. Meeting 
future demand will require literally 
trillions of dollars of investment along 
with levels of technology and ingenuity 
we have simply not seen before.
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Scholarly pursuits:  
opportunity in China

Naomi Waistell,  
emerging market portfolio manager,  

Newton
Over much of the past year, the narrative 

around emerging markets has been one 

of falling share prices and rising volatility. 

Rather than get distracted by this kind of 

short-term noise, we think it makes more 

sense to focus instead on the long-term 

growth story in emerging markets, which 
in our view remains undiminished. To 
illustrate the point, consider the ongoing 
opportunity in Chinese education. 

Here, rising median incomes and the 
unintended consequences of China’s multi-

AFTER-SCHOOL TUITION IN CHINA
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CHINA’S DISPOSABLE INCOME PER CAPITA, MEDIAN FROM 
2013 TO 2017 (RMB)

Disposable Income per Capita: Median
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decade one-child policy have created an 
educational hothouse for single- or double-
offspring families. Now more than ever, the 
ability to graduate to private schooling has 
become a badge of upward mobility for 
the country’s emerging middle class. Until 
recently this phenomenon was focused 
on tier-1 cities, but affordability is now 
spreading to lower tier cities, expanding 
the addressable market.

Continued consumer income growth 
will, we believe, increase the number 
of pupils with the means to spend on 
after-school tuition, a sub-sector with 
excellent economics and lower regulatory 
risk. We therefore see structural growth 
remaining high for a long period of time, 
as demand continues to increase, with 
the best companies benefiting from brand 
recognition, scale and consistency. 

Absent a substantial shock to the economy 
and hence consumer wallets, we would 
expect private education spend to continue 
to structurally increase as a portion of 
GDP in Greater China. Likewise, we believe 
the sector will remain a defensive one, as 
parents typically compromise big-ticket 
purchases such as cars and housing before 
compromising their child’s future.

In our opinion, the Chinese education 
sector could see strong domestic growth 
and exhibit a return potential that is 
relatively insulated from wider political 
and economic risks around the world in 
coming years.



One way to understand credit markets is 
to look at companies’ average borrowing 
rates. The average U.S. corporate debt 
coupon matures in the next three years, 
and has been declining steadily despite 
bond yields being on the rise. 

Looking forward, we note that the average 
yield on longer-dated bonds is a good 
proxy for identifying what will be the new 
borrowing cost for companies whose debt 
is set to mature. Since this is higher than 
the rate on their current maturing bonds, 
companies looking to roll over their debt 
will now face rising borrowing costs. 

This extra cost, together with higher short-
term financing costs, higher wage costs 
and higher energy/input costs will reduce 
investment and push some companies to 
default, in our view. For now, it is a growing 
problem that is not yet causing stress, but 
by mid-2019, (with a higher Fed funds rate) 
we expect it will.

All of these stress indicators are coming 
from a low base, but are starting to 
build, making investors in risk assets 
increasingly nervous. For a more 
meaningful response from ‘safe-haven’ 
Treasuries, we will need a re-appraisal of 
the likely peak in U.S. rates but we appear 
to have entered the end game. 

In previous cycles the shape of the yield 
curve has given us a good signal, and 
in previous periods when the curve has 
been flat, (we are nearly there), it signals 
the last throes of the tightening cycle. 
We believe the 1994 and the 1998-2000 
periods can help guide us. All of the 
above analysis suggests that the Fed’s 
tightening is not yet sufficient to cause 
an economic slowdown but perhaps 
another 50 basis points could just tip the 
balance, sparking a dramatic fall in U.S. 
Treasury yields.

The last throes of 
a tightening cycle
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Paul Brain,  
head of fixed income,  

Newton

ROLLING 12-MONTH ASSET PURCHASES IN FX-ADJUSTED (U.S.$ TRILLIONS)

1 September 30, 2018.
Source: Bloomberg, Newton calculations. For illustrative purposes only.
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BOND MARKET BULLS/BOND 
MARKET BEARS: A HISTORICAL 
PERSPECTIVE

1981 Beginning of the bond 
bull market

1994 Savage but temporary 
interruption in the bond 
bull market as Fed raises 
rates 300bp in 12 months 
on fear of inflation

1997/98 Asian/Russian crisis: 
Markets experience 
delayed reaction to Fed

2000
Equity market finally 
responds to the tight 
monetary policy

2009 Post financial crisis: extra 
loose monetary policy

2015/16 Fed (and then others) 
announce they have done 
enough: tightening begins. 
The start of the Bear 
market

2019? How will equity markets 
respond?
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Coming up:  
Japan’s new deal

Miyuki Kashima,  
head of the Japanese Equity 

Investment Division for  
BNY Mellon Asset Management Japan



While we don’t believe Japan will hit its 
2% inflation target in 2019 the very fact 
the market has recovered from its long 
deflationary period is, in itself, a good thing. 
With wages going up and increasingly 
strong macroeconomic data emerging, we 
expect to see a nominal rise in GDP over 
the mid-term and believe any return to 
deflation looks unlikely in the year ahead. 
It is equally unlikely the Bank of Japan will 
dramatically change its strategy in terms 
of its overall monetary policy. 

One significant change on the horizon is 
the hike in Japan’s consumption tax from 
8% to 10% planned for October 2019. The 
last hike in 2014 saw a spike in demand 
as consumers rushed to head off the tax, 
before a sharp tail-off. However, in light of 
this, the Japanese government has said 
it will consider introducing supportive 
measures to ensure the new tax increase 
goes smoothly. 

With the Japanese economy well on its 
way to recovery after a long and damaging 
period of deflation and stagnation, we 
don’t believe any impacts of the sales 
tax will be enough to permanently derail 
longer term recovery. In fact, the Japanese 
economy is finally back at levels last 
seen over 20 years ago. On a short term 
outlook, the new sales tax may cause a 
bit of an economic blip but it will most 
likely be small and should not result in 
any permanent damage.

From an investment standpoint we are 
optimistic about Japan’s prospects  
and believe market recovery will continue. 
The traditional image of a Japanese 
economy dominated by exporting 
industries doesn’t really stand up to 
closer scrutiny, given the considerable 
size of the domestic economy. In this 
respect, Japan is perhaps less vulnerable 
to the threat of global trade wars than 
some other markets.

From a political standpoint Japan has 
fresh elections to the upper house of its 
government in 2019, but few are expecting 
any major surprises and the government 
of Prime Minister Shinzo Abe appears 
stable. So far, Japan has not seen the 
rise of political extremes or the populism 
which has swept many other markets over 

the past two years, perhaps because it 
has managed to avoid creating the sheer 
disparity of wealth seen in some other 
countries. Politically, we think things are 
little more predictable in Japan than in 
many other parts of the world and we 
expect that to continue throughout 2019.

INFLATION BACK ON TRACK?
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Japan has not seen the rise of political 
extremes or the populism that has swept 
other markets.

“

”
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Balance sheet basics: 
when buybacks bite



1 U.S. HY: The BofA Merrill Lynch U.S. High Yield Index tracks the performance of below-investment-grade U.S. dollar-denominated corporate bonds publicly issued in the U.S. 
domestic market.

2 EU HY: Bank of America Merrill Lynch European High Yield Index tracks the performance of Euro denominated below investment grade corporate debt publicly issued in the 
euro domestic or eurobond markets.

3 EMHY: The BofA Merrill Lynch Diversified High Yield US Emerging Markets Corporate Plus Index is comprised of U.S. dollar-denominated bonds issued by non-sovereign 
emerging markets issuers that are rated below investment grade and issued in the major domestic or eurobond markets.
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The 10-year anniversary of 2008’s global 
financial crisis has served to remind us 
that we have been living with extraordinary 
monetary policy for nearly a decade and this 
period of easy money/liquidity has distorted 
markets and economies in profound ways. 

These ways will not be fully appreciated 
until, to paraphrase the words of Charlie 
Prince, (former CEO of Citi Group), the 
music stops. It is broadly recognized 
that central bank asset purchases have 
inflated asset prices but what is less well 
recognized, is how financial repression 
has led to an apparent improvement in 
fundamentals that is likely to prove far 
more ephemeral than many anticipate. 

One of the ways central bank liquidity has 
distorted economies/markets has been 
by inflating corporate credit. By buying up 
government bonds and effectively making 
them unavailable to the market, central 
banks have forced investors to move out 
along the risk curve in an attempt to unlock 
the yield they require. Increased demand 
for corporate credit has pushed down the 
interest rate corporates have had to pay to 
issue debt and the lower cost of credit has 
made debt-for-equity swaps a no brainer 
for any management team remunerated 
on their ability to create ‘shareholder 
value’. Consequently, many corporates 
have issued debt in order to fund share 
buybacks and by reducing the number of 
shares outstanding, management teams 
have been able to boost earnings-per-
share (EPS) at a faster rate than organic 
profit growth. Meanwhile, the market has 
duly bid up the price of the shares to reflect 
the higher EPS, earning management 
teams handsome rewards. 

However, while this may have been an 
attractive strategy for companies in 
the low growth post-crisis world, such 
financial engineering is not without 
consequence. Equity is the component 
within a company’s capital structure that 
makes it more resilient to financial and 
economic volatility, but a higher leverage 
ratio has precisely the opposite effect; 
making corporates more financially 
vulnerable to economic volatility. To this 

U.S. NON-FINANCIAL CORPORATE DEBT AS A SHARE OF GDP (%)

25

35

45

50

20

30

40

D
ec

 1
95

1
M

ay
 1

95
4

O
ct

 1
95

6
M

ar
 1

95
9

Au
g 

19
61

Ja
n 

19
64

Ju
n 

19
66

N
ov

 1
96

8
Ap

r 1
97

1
S

ep
19

73
Fe

b 
19

76
Ju

l 1
97

8
D

ec
 1

98
0

M
ay

 1
98

3
O

ct
 1

98
5

M
ar

 1
98

8
Au

g 
19

90
Ja

n 
19

93
Ju

n 
19

95
N

ov
 1

99
7

Ap
r 2

00
0

S
ep

 2
00

2
Fe

b 
20

05
Ju

l 2
00

7
D

ec
 2

00
9

M
ay

 2
01

2
O

ct
 2

01
4

M
ar

 2
01

7

Source: Newton, Bloomberg accessed as at October 25, 2018. 

point, as the world’s major central banks 
increase interest rates and China slows 
in response to tighter monetary policy, 
global growth is slowing and the risks are 
rising for those companies that have most 
readily embraced higher leverage ratios 
in order to engineer a higher share price. 
With no sign that policy makers are about 

to relent, the outlook is likely to become 
more challenging for such companies, 
and in this environment, it will be those 
companies that can demonstrate that 
they have the most solid corporate 
balance sheets that will fare best 
through 2019. 

GROWTH OF HIGH YIELD BOND/LOAN MARKETS
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U.S. BANK BALANCE SHEETS IN BETTER SHAPE
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CCAR: SEVERE ADVERSE SCENARIO TESTS2

Scenario U.S. Bank Results

Real GDP declines 8.9% PASS

Market declines 65% PASS

Unemployment increases to 10% PASS

Home prices fall 30% PASS

Commercial real estate declines 40% PASS

3 Month Treasury yield declines to 0.1% PASS

10 Year Treasury yield declines to 0.7% PASS

Source: U.S. Federal Reserve, June 28, 2018.

Ten years ago, it may have felt like the 
world was going to end. The financial 
system appeared broken and banks 
were to blame. Valuations in the 
sector fell dramatically and we saw 
government bailouts around the globe. 

A decade on and things have changed. 
U.S. regulators have imposed higher 
capital requirements and financial 
services companies have been forced 
to raise their game. 

As a result, the banking sector appears 
to be in much better shape and now 
looks very different indeed. For one 
thing, the U.S. is not facing the same 
national housing issue it was 10 years 
ago, so financial services have less 
leverage and more liquidity than they 
have had in decades.

In this sense, the global financial 
crisis (GFC) provided an opportunity 
to get things right. We believe the U.S. 
banking sector now looks more resilient 
than ever: it has not only survived 
previous downturns but has stood 
tall. In 2016, for instance, when the 
oil price collapsed, investors worried 
about energy-related defaults and 
collateral damage to financials that 
never came. There was a widespread 
(and unnecessary, in our view) 
preoccupation with 2008/09. 

Looking forward, we believe the sector 
offers growing dividend yields, good 
capital return prospects and a measure 
of downside protection at what we 
believe are compelling valuations.

1 A Tangible Common Equity Ratio is used to try and estimate a how much a bank can sustainably lose before shareholder equity starts to 
become affected. The higher the TCER, the more robust banks’ balance sheets are deemed to be. 

2  The Comprehensive Capital Analysis and Review (CCAR) is an annual exercise by the Federal Reserve to ensure that institutions have well-
defined and forward-looking capital planning processes that account for their unique risks and sufficient capital to continue operations 
through times of economic and financial stress. In the most recent test in June 2018 all 35 lenders assessed were found to be able to 
withstand a severe economic downturn.
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The global financial crisis provided 
an opportunity to get things right.
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BNY Mellon’s multi-boutique 
model encompasses the skills 
of specialized investment 
managers who are all leaders in 
their respective fields. Each is 
solely focused on investment 
management, and each has its  
own unique investment philosophy 
and process. 

Located in London, New York and Boston, Alcentra is a global asset 
management firm focused on sub-investment grade debt capital markets 
in Europe and the U.S.

Insight is a London-based asset manager specializing in investment 
solutions across liability-driven investment, absolute return, fixed income, 
cash management, multi-asset and specialist equity strategies.

Mellon is a global multi-specialist investment manager dedicated to serving 
its clients with a full spectrum of research-driven solutions. With roots 
dating back to 1933, Mellon has been innovating across asset classes for 
generations and has the combined scale and capabilities to offer clients a 
broad range of single and multi-asset strategies.

Newton is renowned for its distinctive approach to global thematic 
investing. Based in London and with over 30 years’ experience, Newton’s 
thematic approach is applied consistently across all strategies.

Based in Edinburgh, Walter Scott was established in 1983 to offer global 
equity portfolio management to institutional investors around the world. 

About  
BNY Mellon
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MSCI INDEX DEFINITIONS FROM PAGE 11, AS AT NOVEMBER 30, 2018

MSCI UK: The MSCI United Kingdom Index is designed to measure the performance of the 
large and mid cap segments of the UK market. With 100 constituents, the index covers 
approximately 85% of the free float-adjusted market capitalization in the UK.

MSCI U.S.A: The MSCI USA Index is designed to measure the performance of the large and 
mid cap segments of the U.S. market. With 621 constituents, the index covers approximately 
85% of the free float-adjusted market capitalization in the U.S.

MSCI France: The MSCI France Index is designed to measure the performance of the large 
and mid cap segments of the French market. With 78 constituents, the index covers about 
85% of the equity universe in France.

MSCI Germany: The MSCI Germany Index is designed to measure the performance of the 
large and mid cap segments of the German market. With 65 constituents, the index covers 
about 85% of the equity universe in Germany.

MSCI Australia: The MSCI Australia Index is designed to measure the performance of the 
large and mid cap segments of the Australia market. With 68 constituents, the index covers 
approximately 85% of the free float-adjusted market capitalization in Australia.

MSCI Canada: The MSCI Canada Index is designed to measure the performance of the 
large and mid cap segments of the Canada market. With 92 constituents, the index covers 
approximately 85% of the free float-adjusted market capitalization in Canada.

MSCI Japan: The MSCI Japan Index is designed to measure the performance of the large 
and mid cap segments of the Japanese market. With 322 constituents, the index covers 
approximately 85% of the free float-adjusted market capitalization in Japan.



All investments involve risk including loss of principal.

Governmental policies in China and changes in those policies could adversely affect the value of any investments in China.  The Chinese government continues to 
exercise substantial control over the economy through regulations and state ownership and foreign investment in the securities of issuers in China is restricted 
or controlled to varying degrees. 

Electric Vehicle manufacturing is at a nascent stage, and companies involved with the development of the vehicles and their associated parts/power sources, may 
be significantly affected by changes in market demand, obsolescence of technology and related legislation.

Bonds are subject to interest rate, credit, liquidity, call and market risks, to varying degrees. Generally, all other factors being equal, bond prices are inversely 
related to interest-rate changes and rate increases can cause price declines. Commodities contain heightened risk including market, political, regulatory, and 
natural conditions, and may not be suitable for all investors. Currencies are can decline in value relative to a local currency, or, in the case of hedged positions, the 
local currency will decline relative to the currency being hedged. These risks may increase fund volatility. Equities are subject to market, market sector, market 
liquidity, issuer, and investment style risks to varying degrees. There is no guarantee that dividend-paying companies will continue to pay, or increase, their dividend. 
Investing in foreign denominated and/or domiciled securities involves special risks, including changes in currency exchange rates, political, economic, and social 
instability, limited company information, differing auditing and legal standards, and less market liquidity. These risks generally are greater with emerging market 
countries. Certain investments involve greater or unique risks that should be considered along with the objectives, fees, and expenses before investing. High yield 
bonds involve increased credit and liquidity risk than higher rated bonds and are considered speculative in terms of the issuer’s ability to pay interest and repay 
principal on a timely basis. Socially responsible portfolios may forego opportunities to invest in other securities when advantageous, or may sell securities when 
disadvantageous for it to do so while pursuing its socially responsible criteria. Past performance is not a guarantee of future results.

Charts are provided for illustrative purposes and are not indicative of the past or future performance of any Dreyfus product. 

BNY Mellon Investment Management is one of the world’s leading investment management organizations and one of the top U.S. wealth managers, encompassing 
BNY Mellon’s affiliated investment management firms, global distribution companies and wealth management organization. BNY Mellon is the corporate brand 
of The Bank of New York Mellon Corporation.

BNY Mellon holds 100% of the parent holding company of BNY Alcentra Group Holdings Inc., which is comprised of the following affiliated companies: Alcentra 
Ltd. and Alcentra NY, LLC. 

Effective on January 31, 2018, The Boston Company Asset Management, LLC (TBCAM) and Standish Mellon Asset Management Company LLC (Standish) merged 
into Mellon Capital Management Corporation (Mellon Capital), which immediately changed its name to BNY Mellon Asset Management North America Corporation 
and as at January 2 2019 to Mellon Investments Corporation (“Mellon”). Mellon is a registered investment adviser and an indirect subsidiary of The Bank of New 
York Mellon Corporation.

Insight Investment advisory services in North America are provided through two different investment advisers registered with the Securities and Exchange 
Commission (SEC), using the brand Insight Investment: Insight North America LLC (INA) and Insight Investment International Limited (IIIL). The North American 
investment advisers are associated with other global investment managers that also (individually and collectively) use the corporate brand Insight Investment and 
may be referred to as “Insight” or “Insight Investment.”

“Newton” and/or the “Newton Investment Management” brand refers to the following group of affiliated companies: Newton Investment Management Limited, 
Newton Investment Management (North America) Limited (NIMNA Ltd) and Newton Investment Management (North America) LLC (NIMNA LLC). NIMNA LLC 
personnel are supervised persons of NIMNA Ltd and NIMNA LLC does not provide investment advice, all of which is conducted by NIMNA Ltd. NIMNA LLC and 
NIMNA Ltd are the only Newton companies to offer services in the U.S. Newton is a wholly owned subsidiary of the Bank of New York Mellon Corporation. 

Walter Scott & Partners Limited (Walter Scott) is an investment management firm authorized and regulated by the Financial Conduct Authority.

This material has been distributed for informational purposes only. Views expressed are those of the author(s)/manager(s)/advisor(s) stated and do not reflect 
views of other managers or the firm overall. Views are current as of the date of this publication and subject to change. This information should not be construed as 
investment advice or recommendations for any particular investment. Please consult a legal, tax or investment advisor in order to determine whether an investment 
product or service is appropriate for a particular situation. No part of this material may be reproduced in any form, or referred to in any other publication, without 
express written permission. The Dreyfus Corporation, Alcentra, Insight, Newton Investment Management, Mellon, Walter Scott, and MBSC Securities Corporation 
are subsidiaries of BNY Mellon. ©2018 MBSC Securities Corporation, distributor, 240 Greenwich Street, 9th Fl., New York.
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