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Intro Q1 2020

The first year of the new decade is shaping up for a relatively benign economic 

outlook, but returns in 2020 will depend on a variety of different factors.

On the economic front, the US and China, are slowing down, but their monetary 

and fiscal policy stimulus in 2019 has been sufficient to engineer soft landings. 

Meanwhile, Europe and emerging markets are showing signs of recovery from 

the industrial/manufacturing recession of the past 18 months. All this could mean 

a relatively forgiving 2020, with modest deceleration in the US and China, and 

the potential for re-acceleration in Europe and emerging markets. 

But investors will have to grapple with a variety of trends. Inflation, so far muted 

following the global financial crisis, could reassert itself if there is fiscal largesse 

in an easy monetary environment. The danger here is not a high probability of 

this happening per se, but the lack of awareness of the risk, particularly in the 

bond markets. 

We should also not be complacent about continued US dollar strength. We 

could be reaching a tipping point when investors collectively recognise just how 

fundamentally overvalued the world’s reserve currency is. If that happens a 

different group of assets will gain market leadership. But investors are cautious, 

and in a world that feels unstable, the dollar gets top marks as a safe haven.

Another crucial but often underplayed component to asset returns is market 

structure. The enduring rise of passive instruments and low volatility strategies 

mean that new sets of investors are entering the market and old ones are 

changing their behaviours. Fundamental investors must be aware that a 

segment of the market is excluding valuation as a consideration in their 

investing decisions.    

On balance, we take a moderately risk-on approach, but a wide range of eco-

nomic, domestic and geopolitical risks persist. Resumption of nuclear testing by 

North Korea and US conflict with Iran are on the radar. There’s also the US pres-

idential election to contend with and various flavours of increasingly extreme 

politics vying to outdo each other.

Overall, 2020 looks to be a story of growth stabilisation rather than big acceler-

ation and it displays the signs of the final stages of a bull market. However, late 

cycle dynamics appear poised to extend for at least one more year.

Paras Anand  

Head of Asset Management, Asia Pacific
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Fidelity’s Global Asset Allocation Process

Fidelity’s Global Asset Allocation process combines the granular, on-the-ground views of our research analysts together 

with a macroeconomic and quantitative framework driven by our strategists.

Each quarter, we bring together our regional and thematic experts from across the world to participate in the Quarterly 

Investment Forum (QIF), where we discuss macroeconomic and geopolitical conditions and how they will impact 

markets. Each asset class division incorporates this shared understanding into their respective investment and asset 

allocation decisions.

Every month, we hold Global Asset Allocation meetings where divisional chief investment officers (CIOs), global portfolio 

managers and strategists share and debate views on macro conditions, markets and cross-asset allocation to produce 

the House View.
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House View

Tilting to risk-on

Wen-Wen Lindroth 

Lead cross-asset strategist 

As the final quarter of 2019 progressed, we became more tolerant of risk. Positive news on the economy and geopolitical 

developments, and synchronised central bank intervention mean that conditions are set for a relatively benign 

macroeconomic outlook for the start of 2020. In this environment, corporate earnings growth could rebound to high single 

digits, off a low 2019 base, amid an upswing in the global inventory cycle and moderate top line growth. We tilt towards a 

risk-on approach as a result. 

Equities and credit are now moderately overweight, while government bonds in the near term have been downgraded to 

neutral. European and UK equities should benefit from lower political risk, loose monetary policy and some de-escalation 

in global trade tensions. In credit, China and Asia high yield offer attractive value and the underlying countries benefit 

from higher growth rates and more monetary and fiscal firepower than other regions.

We also favour asset classes that have been overlooked or are undervalued. US inflation-linked bonds fall into the latter 

category as markets continue to under-price the potential for sustainably higher US inflation. UK real estate (excluding 

retail) could also be attractive as there is now some stability following the UK general election and the sector is cheap 

compared to similar European property.

Asset class breakdown
Equities:  

We are moderately overweight on equites. Value 

stocks are particularly attractive following long-term 

underperformance versus growth stocks. Value could 

also be the defensive play at this stage of the cycle as 

it provides some downside risk protection.

Fixed Income (government bonds):  

We downgraded sovereign bonds to neutral. The 

stronger macroeconomic backdrop, a more risk-on 

approach, and the Fed staying on hold means still-low 

government bond yields will struggle to creep lower 

from here. We are neutral on Treasuries and Gilts 

while Bunds look particularly unattractive.

Fixed Income (corporate credit):  

In fixed income credit we are moderately overweight. 

China and Asia high yield offer value, while European 

high yield could benefit from less political risk and 

bottoming economic data.
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Changes to positioning 
December 2019: Near and medium term views

Asset class Change Change

Equities

EM Credit

Credit

Soveriegn bonds

Cash 

+1

0

+1

-1

0

+1

0

+1

+1

0

Growth/Quality

EM Corp

Global IG

US

Value/Income

EM Sov. $

Global HY

Europe

US

EM Sov. local

Asia Credit

UK
China

Europe
Japan
EM

Strongly negative Strongly positive

Maintain moderately overweight.  
Valuations still attractive versus other asset classes  
and central bank easing is supportive. Our soft landing 
outlook for the global economy combined with the  
global central bank ‘put’ is an overall positive for  
emerging markets.

Medium-term view on credit upgraded to moderately 
overweight.  
The upgrade is driven by our move in European high 
yield from neutral to moderately overweight, based on 
improved politics, bottoming European data and the 
expectation of coupon-like returns. Less positive on US 
IG/HY given valuations and fundamentals, but continued 
high conviction in overweight in China/Asia credit.

We enter 2020 with a neutral view on government 
bonds.  
The Fed engineered a soft landing and we agree with 
the market that rates remain on hold through 2020. Nega-
tive rates/yields in Europe should begin normalising, and 
eventually fiscal policy will replace ECB monetary action. 
We expect more aggressive easing from the PBOC, once 
pork-driven inflation subsides.

Neutral over the medium-term view.

Near term
(3-6 months)

Medium term
(12-18 months) Key views

Near-term and medium-term views on equities 
upgraded to moderately overweight. 
This is driven by reduced political overhang for European 
and UK equities following the UK election, and our higher 
growth expectations for the Eurozone. Globally, we 
expect the rotation from growth into value to continue, 
with rising domestic political risks a headwind for US 
and growth stocks. Overall, we are positive on equities 
based on our outlook for the global economy, corporate 
earnings growth and easy monetary policy.
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Strong conviction views 
September 2019: Medium term (12-18 month) view

Asset class Long/Overweight Short/Underweight

Equities

Fixed Income

Currencies

Commodities

Real Estate

■  Value: Assuming a stable macroeconomic back-
drop in 2020, we see a path to higher market lev-
els for value stocks after their long-term underper-
formance versus growth. Value also provides more 
late cycle downside risk protection from sectoral 
and valuation perspectives.

■  Europe and UK: Cheap valuations, lower political 
risk post-UK election, some de-escalation in glob-
al trade tensions and an accommodative ECB  
are supportive.

■  US Breakevens: Signs of rising US inflation, even-
tual stimulus and valuations amongst the cheapest 
in fixed income drive our overweight in US infla-
tion-linked bonds.

■  China and Asia high yield: Attractive yields, high-
er secular growth rates and ample monetary and 
fiscal stimulus are supportive.

■  CAD: We like CAD on valuation, fundamentals 
and technicals. In the short-term, the oil price 
should rise due to shale supply disappointment 
and bottoming demand. Canada 2yr yields are 
higher than US Treasuries, and signals from 
a flat curve, carry and momentum support an 
overweight. We also expect Canada’s economic 
growth to be stronger than the US’s in 2020.

■  Copper: Stabilisation in the global economy is 
supportive. In the longer-term, struggling supply 
conditions and solid demand are tailwinds.

■  EUR mixed use: Tenants are attracted to assets 
integrated into the urban fabric, offering live-work-
play environments that attract and retain staff. We 
expect this sector to be resilient in any slowdown.

■  Focus on income: Acquire longer duration (5+ 
years) assets and extend leases on existing assets 
to provide liquidity and income stability within 
portfolios.

■  UK ex. retail: Initiating an overweight based on 
attractive valuations versus Europe ex retail and 
the removal of an overhang in political risk.

■  Growth: Growing regulatory threats to tech and 
rich valuations.

■  Banks: Lower for longer policy rates are a 
significant headwind.

■  Bunds: Negative rates/yields in Europe should 
begin normalising assuming we are correct on 
a cyclical bounce in industrial/manufacturing 
sectors and temporarily diminished trade 
tensions. Over the longer-term, fiscal policy will 
replace the ECB’s negative rate policy.

■  EUR: Low carry and low economic growth versus 
the rest of the world, and continued political 
overhang from Brexit negotiations.

■  Natural gas: Ramping up US shale oil supply 
results in more supply of US gas as it is a by-
product, putting downward pressure on prices.

■  Iron ore: Recovering supply over the next 12-18 
months combines with softening demand to  
hurt prices.

■  Low liquidity markets: Aggressive repricing is no 
longer compensating for additional risks.

■  UK retail: Sector has begun to reprice but 
industry disruption is still affecting the security of 
income streams.
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Economic Outlook

Overview
What’s changed
Economic data is encouraging on the whole, with clear signs of stabilisation. Policymakers have been 

synchronised in their support. Central banks across the world are easing monetary conditions and 

there is fiscal expansion under way in Europe and China, and potentially forthcoming in the US and UK. 

Key takeaways
■  Markets are betting on a growth rebound in 2020. Our 

proprietary indicators have been suggesting this for some 

time and therefore we broadly agree.

■  US growth is softening but should remain in expansion. The 

slowdown should not be enough to de-rail global growth 

which is moderately positive but stable. In Europe, we do 

not see German weakness as a sign of broader concern.

■  The direction of the US dollar is key for asset class 

performance in 2020. The fundamentals suggest the US 

dollar should weaken, but market sentiment may not let it 

for some time yet.

Investment implication
The US expansion looks set to continue for a 

little longer, though likely at a slowing rate. This 

bodes well for risk assets and somewhat poorly 

for Treasuries. Nevertheless, stark downside risks 

persist and would most likely emanate from politics. 
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Markets betting on 2020 growth rebound: 

we broadly agree

Markets seem to be betting not just on stability, but on a 

growth rebound into 2020. We discussed this pathway in 

the last quarter and generally subscribe to the market’s 

view. The GEARs (link) confirm the economic stability and 

our Fidelity Leading Indicator (FLI) (link) signals a rebound. 

However, the cyclical outlook is something of a tug-of-war 

between easing global monetary conditions in 2019 and 

increasingly cautious Chinese policy support. That battle 

lurched in favour of easier financial conditions as China 

injected stimulus at the start of the New Year. 

The extent of the looser policy can be seen by the plunge 

in long-dated developed market sovereign bond yields in 

2019 which has essentially matched the magnitude of that 

in 2007-09. The Federal Reserve is expanding its balance 

sheet again, and almost every major emerging market 

central bank has lowered rates after painful tightening in 

2018. These combined efforts should boost growth, albeit 

with a lag. China also reduced the reserve requirement 

for banks over the festive period, releasing $115 billion of 

capital. China’s latest stimulus should continue to support 

activity but its credit-hungry domestic economy may well 

start to weaken again if the taps are tightened. 

Past the worst

Many of the trends we started seeing in the second and 

third quarter of 2019 are now coming to fruition. Economic 

indicators were pointing to stabilisation and that’s been 

borne out in the numbers in Q4. The geopolitical headlines 

have improved for markets and risk sentiment is back, 

but it’s the data that ultimately underpins the markets and 

this is largely positive. Looking ahead to Q1, we see that 

stabilisation becoming more ingrained, though markets 

remain fragile.

The US economy has been slowing for most of 2019 and 

2020 doesn’t look much different. Much has been said 

about the robust US consumer sector, but that will slow, 

taking its cue from the rest of the economy. The tight labour 

market is increasingly showing signs that it is starting 

to constrain output, with companies seemingly unwilling 

to accelerate wage growth any further. US companies 

are reducing their investment expectations and CEO 

confidence, often a reliable gauge for the direction of the 

economy, is the lowest it has been since the financial crisis. 

America’s important and capex-heavy shale oil industry is 

set for a tougher time, as investment and growth dries up. 

China ‘trade war’ developments have been positive, but 

uncertainty will remain for the foreseeable future. All this 

indicates the US will slow somewhat further, but we think it 

has enough momentum to continue expanding.

Overall, global growth, excluding the US, is around 2 per 

cent in real terms. Importantly, we don’t think the slowing 

US economy will drag down the rest of the world. The 

US sets global financial conditions, but it doesn’t dictate 

growth, and the US could remain de-coupled from the 

rest of the world, much like it did in 2018. For now, there 

seems to be enough fuel in the global economic tank to 

put a floor under a weak 2019 and even provide adequate 

support for a mild acceleration in the New Year.

In the Eurozone, markets have focused on Germany’s 

weakness. This stems from and is most dramatically seen 

in its auto sector. But we caution against over-emphasising 

German woes. The rest of the Eurozone is diverging 

from Germany, and while Germany’s composite PMI has 

decisively dipped into contraction, France, Spain and Italy 

averages have stabilised above the expansion line. 

Policymakers have also lent some support to the region’s 

economy. Fiscal conditions are easier and low bond yields 

boost activity and keep debt sustainable. But while the 

Eurozone is showing domestic resilience, it is also driven by 

external demand. If the emerging market industrial cycle 

turns in 2020, it will be a crucial spur to Europe’s economy. 

Easier fiscal conditions to support Eurozone 

growth

Source: National Sources; Haver Analytics, Fidelity International, July 2019. 
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Eye on the dollar

The path of the US dollar will be crucial over the next 

quarter and throughout 2020. If the dollar weakens, we 

could see a surge in demand for risk assets, particularly in 

emerging markets where effective funding costs would fall. 

If dollar strength continues it could spell yet more gains for 

US assets. But the direction of world’s reserve currency is 

not clear cut.

US unemployment rate

1980 1990 2000 2010 2020
2%

4%

6%

8%

10%

12%

US economy manages a soft landing with 

positive data and below target inflation

Source: US Department of Labor, December 2019. 

 

The bar for either lowering or hiking rates from here is 

high. Hawkish voting members have an abundance of 

strong data to argue their case for staying on hold for 

some time, while dovish members will quickly point to core 

CPI still well within the Fed’s “symmetric target” of 2 per 

cent if growth begins to disappoint significantly. But the 

balance could be easily disrupted by a tweet, a diplomatic 

reversal or another unforeseen event. That said, the Fed 

deserves credit for remaining flexible and making a U-turn 

when required to deliver what appears to be a successfully 

engineered soft landing.

Mixed outlook in Europe

Euro area macro data appears to be stabilising, with the 

new set of forecasts by ECB staff showing both growth and 

inflation gradually recovering over the forecast horizon. The 

less pessimistic backdrop may be described best by what 

new ECB President Christine Lagarde called “risks tilted to 

the downside but somewhat less pronounced” and should 

give her more time to settle into her new role - although 

she won’t be able to sit back for too long. The Governing 

Council has rarely been so divided, and the ECB finds itself 

with little will and tools available to do more in the event 

of renewed economic weakness.

Many of the trends we started seeing in the 
second and third quarter of 2019 are now 

coming to fruition. Economic indicators were 
pointing to stabilisation and that’s been borne 

out in the numbers in Q4.

Fundamentals unmistakeably point to US dollar 

overvaluation: other currencies’ fair values make them look 

cheap relative to their terms of trade and productivity, 

while the Fed is loosening monetary conditions to provide 

ample and cheapening dollar liquidity. But a weakening 

dollar doesn’t necessarily follow. Investors are still cautious 

compared to similar points in other cycles, giving the 

dollar a ‘safe haven’ bid, and they will be attracted to 

the relatively higher yields available in the US versus 

almost any other developed country. We have also seen 

a breakdown in the correlation between interest rate 

differentials and currencies in 2019, which may continue for 

some time. In the long term, we believe US dollar strength 

will give way, but the timing of this is unpredictable. 

Data and Policy: US economy in “a good 

place”

Like a patient completing a successful round of therapy, 

the US economy is now “in a good place”, as asserted 

by Jerome Powell in the 11 December press conference. 

The data bears out that claim to a degree: rate cuts have 

re-stimulated the housing market, consumer confidence 

remains resilient, the US is experiencing the strongest 

labour market for 50 years, and there are early signs  

of a stabilisation in manufacturing. Still, investment is  

weak and it will be hard for the economy to maintain 

above-trend growth.  
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More fundamentally, the outcome of the ECB strategy 

review will be closely watched. This comprehensive review 

will run over the course of 2020 and, while lacking a 

concrete framework at this point, will allow Lagarde to put 

her mark on the ECB. It will also provide an assessment 

of the negative side effects of monetary policies 

implemented so far.

Among the various options, we believe rate cuts are 

arguably more likely than an increase in the quantitative 

easing programme, with the former perceived as less 

harmful to bank balance sheets if offset by appropriate 

tiering, while the latter faces constraints from capacity and 

legislation. Still, while monetary policy stimulus at this point 

is unlikely to move the dial on the macro front, it cannot be 

easily withdrawn.

Gauges of Economic Activity in Real-time 

(GEARs): Whisper stabilisation

The Fidelity Gauges of Economic Activity in Real-time 

(GEARs) are monthly ‘close-to-real-time’ indicators of 

current activity across several key developed market 

and emerging market economies. They are a proprietary 

quantitative input to Fidelity’s investment process, providing 

insight into economic activity that supports tactical 

decision-making in portfolios.

GEARs: Hinting at stabilisation

Source: Fidelity International, November 2019.

Steadily grinding higher 

Most developed market countries are grinding higher 

from their Q3 lows, even Germany. Despite the US dipping 

towards its 2019 lows as consumer spending finally loses 

steam after an unsustainably strong run, a resurgent real 

estate sector spurred on by falling interest rates is keeping 

the overall GEAR robust. After a long wait, Germany’s 

GEAR has bounced, suggesting a firmer footing after it 

narrowly escaped a technical recession in Q3. 

If the story in developed markets is one of incipient 

stabilisation, the real excitement lies in emerging markets. 

The EM aggregate GEAR remains comfortably above 

its turn-of-the-year lows, continuing to suggest stability. 

However, the country mix is wildly divergent.

If the story in developed markets is one of 
incipient stabilisation, the real excitement lies in 
emerging markets. The EM aggregate GEAR 

remains comfortably above its turn-of-the-year lows, 
continuing to suggest stability.

India has collapsed down to post-crisis lows; a meagre 

2.5 per cent in a country that has the potential to be 

leading the world. The weakening activity is broad-based, 

most notably in surveys and industrial production. Brazil 

is buoyant, while conversely Mexico is marking new lows 

in terms of contraction and Chile is rolling over as the 

data begins to reflect its domestic unrest. Elsewhere, a 

convincing rebound in the trade-sensitive Central and 

Eastern European economies offers some reassurance that 

Europe as a whole may be past its worst.

China has little new to update, with a similar reading to 

the last quarter. Despite all the headline noise around 

trade, front-loaded domestic stimulus in the first half could 

be enough to maintain reasonable growth rates in 2020.
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Fidelity Leading Indicator (FLI): Marginal 

cooling but still positive

The Fidelity Leading Indicator (FLI) is a proprietary 

quantitative tool, used as an input into shorter-term asset 

allocation decisions by portfolio managers. It is a model 

designed to anticipate the direction and momentum of 

global growth over the coming months, and - importantly 

for investors - identify its key drivers.

FLI indicates we’re past the worst 

Source: Fidelity International, December 2019.

Components mixed overall

The Fidelity Leading Indicator (FLI) continued to stay in 

positive territory, but there are some signs of cooling - 

pointing to an acceleration in the global economy in the 

first quarter of 2020, but at subdued growth levels.

Only two sectors were in the top-right quadrant that 

indicates above-trend and accelerating growth, while two 

were in the bottom-left of below-trend and decelerating 

growth. Business surveys remained positive: service-

sector surveys seemed to ‘catch down’ towards their 

manufacturing counterparts, while manufacturing, 

conversely, showed signs of bottoming. New orders/

inventories ratios continued to rebound, while the global 

manufacturing PMI is modestly reaccelerating. 

Despite slowing, commodity-linked components extended 

their positive run. Surveys of forward orders strengthened, 

offsetting a sharp fall in the Baltic Dry index as prior gains 

unwind. 

Consumer/Labour remained in the top-left quadrant of 

below-trend but improving growth. Consumer confidence 

has peaked on aggregate, although Germany finally looks 
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to be past the worst after a tough period. The US labour 

market showed signs of reaccelerating on the back of a 

strong employment report, but the lack of spare capacity is 

keeping growth below-trend. 

Worryingly, global trade moved out of the top-right 
and into the bottom-left quadrant, with both hard 

and soft data weakening. Global trade levels 
have been flatlining for the past six months, with 

mini-cycles around this trend.

Worryingly, global trade moved out of the top-right and 

into the bottom-left quadrant, with both hard and soft data 

weakening. Global trade levels have been flatlining for the 

past six months, with mini-cycles around this trend. 

Industrial Orders continued to lag, failing to support the 

modest pick-up in manufacturing surveys as they fell into 

the bottom-left quadrant of below-trend and decelerating 

growth. Japan’s sales-to-inventory ratio is in falling quite 

rapidly and US durable goods are giving a similarly 

negative signal. The one bright spot is in Europe, where 

Germany’s foreign orders look to be consolidating their 

rebound despite a weak domestic picture.
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Equities

Overview
What’s changed
The first phase of a US-China trade deal looks to be in hand, as does a replacement for NAFTA. The 

US Federal Reserve has moved to a hold stance after it cut rates for a third time. Economic data is 

generally more positive and fears of a recession look to have passed for the time being. All these 

factors have helped equities reach new highs in the final quarter of 2019.

Key takeaways
■  2019 equity gains were mostly driven by multiple 

expansion, and earnings need to come through in 2020 to 

maintain market levels.

■  Central banks could take a back seat to government 

fiscal plans in both the US and Europe as monetary policy 

appears increasingly less effective.

■  The landslide Conservative party win in the UK election 

could motivate international investors to moderate 

underweight allocations to the UK.

■  A major risk in 2020 is the Democratic primaries in the US, 

which, particularly if Elizabeth Warren is nominated, could 

trigger equity sell offs. 

Investment implications 
Easing trade tensions and stabilised economic data 

should encourage some reversal of the capital flight 

from equities we’ve seen in recent years, setting the 

path for positive performance in 2020. However, 

domestic politics, particularly the US election 

cycle, should feature more prominently and lead 

to continued volatility. The less cyclically exposed 

parts of the US economy appear fairly robust and 

could continue to perform if the general economic 

backdrop remains supportive.
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FIL aggregate analyst forecasts 

Source: Fidelity International, 7 January 2020

These are estimates of return per year in nominal USD, based on our proprietary modelling, 

for illustrative purposes only. They reflect the views of investment professionals at Fidelity 

International. Indices used for calculation: US equities - S&P 500, European equities - MSCI EMU, 

Japanese equities - TOPIX, DM equities - MSCI World, EM equities - MSCI EM.  

Source: Fidelity International, June 2019.
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The promise of earnings growth

The re-rating of equities we saw in 2019 was largely 

driven by the promise of future earnings growth, and, 

as we enter 2020, investors will be watching corporate 

profits closely. Earnings expectations are broadly fair 

and valuations still reasonable despite the double-digit 

returns in the past year. If those earnings forecasts bear 

out, we could see some of the investor capital that flowed 

out of equities in recent years start to trickle back in and 

support markets in 2020. 

Global equity 
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Source: Refinitiv DataStream, Fidelity International, November 2019.

Indeed, the recent strength in equities has been broad-

based across regions and sectors, driven by cyclical 

and growth stocks, suggesting that the move should be 

sustainable over the short term. There are a number of 

signs that we are in late-cycle bullish equity territory; 

whether that’s momentum and breadth measures, 

positioning or the meaningful pickup in M&A activity.

Indeed, the recent strength in equities has 
been broad-based across regions and 
sectors, driven by cyclical and growth 

stocks, suggesting that the move should be 
sustainable over the short term.
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Influence of central banks could fade

Central banks, having largely carried the baton for 

supporting markets for the last decade, look increasingly 

spent. The Fed will be averse to making any big changes 

during the US Presidential election cycle, so with Fed easing 

on hold, expectations will shift towards economic growth. 

This focus on macro data could increase the scope for 

disappointment. We anticipate more frequent drawdowns 

and corrections for at least the first half of 2020.

The European Central Bank (ECB) has very loose monetary 

policy and negative interest rates, and it’s unclear the 

extent to which further easing can stimulate the economy. 

The former ECB President Mario Draghi alluded to this 

in his calls for fiscal stimulus. New President Christine 

Lagarde has so far avoided any firm statements on 

monetary policy but instead focused on big-picture 

challenges to the global economy and what governments 

can do to boost the effectiveness of monetary policy. 

As attention shifts from central banks’ monetary policies 

to governments’ fiscal plans, investors in 2020 and 

beyond will increasingly ask how governments will 

confront questions of low growth, income inequality and 

aging demographics. Those questions will become more 

pressing from February 2020, when the US Democratic 

primaries kick off to nominate a challenger to President 

Donald Trump.

Positive surprise on trade but a long way 

to go

The ongoing trade dispute between the US and China has 

dragged on for such a long time that investors had given 

up hope of any constructive resolution in the near term. 

So the cancellation of further tariffs in December 2019 and 

announcement of a phase one deal came as a positive 

surprise to markets. However, the agreement stood out 

partly because of its lack of ambition: it is limited in nature, 

the bulk of tariffs remain in place, specific details were not 

clear when it was announced and it doesn’t necessarily 

lead to a phase two deal. 

The news of a US-Mexico-Canada Agreement trade pact 

(known as the USMCA) to replace NAFTA was also diluted 

by issues around enforcement. Additionally, President 

Trump has turned his sights on trade with Europe and 

South American countries. As a result, while we think 

economic growth will have more influence on equity 

markets in 2020, trade negotiations will continue to be a 

headline risk.

The decisive result in the UK election removed a key 

political risk and presents more clarity around a path 

to Brexit. This should prompt international investors to 

reassess the cheap and underweighted UK market. While 

emerging markets faced pressure in 2019 from a strong US 

dollar, and that headwind looks like it’s not going away for 

some time, positive trade war news is supportive.
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Regions

FIL aggregate analyst forecasts 

Source: Fidelity International, 7 January 2020

Valuations creeping up 

Based on FY20 forecasts. Source: Fidelity International, 7 January 2020.

US: Domestic politics moving to centre 

stage  

While Q3 results showed the third straight quarter of 

declining earnings, the numbers beat expectations. With 

the final quarter of 2019 bringing positive news flow on the 

US-China trade talks and the Fed delivering its third rate 

cut, we closed out the year near all-time highs in the S&P 

500. Looking ahead to Q1, it is domestic politics which may 

take centre stage.

The US Presidential election is on the horizon and markets 

are awaiting the Democratic nominee. The candidate is 

chosen in Q2 but the packed field will considerably narrow 

in the Q1 primaries. The big risk for investors is if Elizabeth 

Warren moves decisively into the lead. Warren’s policies 

of higher taxes, increased regulation and restrictions 

on private capital could encourage companies to hold 

more cash, causing liquidity conditions to deteriorate and 

triggering market sell offs.

More granularly, strong retail sales point to a robust 

consumer sector, which has been an anchor for the 

economy. But, while the US consumer kept the economy 

out of recession in 2019, there are indications that 

employment may be nearing a peak. New job offerings 

turned negative in 2019 and may remain so in 2020. If 

consumers, like corporates, begin to believe their taxes 

will increase, consumer activity could slow. Nevertheless, 

Fed easing is helping the housing industry.

Despite being in the later stages of the business cycle, US 

markets should continue to rise if economic data remains 

supportive. In a global context, the US is favoured by 

investors for being less exposed to cyclical sectors when 

compared with other markets.

Europe: Crying out for a fiscal boost

The ECB announced a broad-based monetary policy 

stimulus package in September 2019, but we believe 

these measures will have to be supplemented by fiscal 

policy moves in order to aid economic growth. Former 

ECB President Mario Draghi was vocal in his calls for 

fiscal stimulus and successor Christine Lagarde struck 

a similar tone in her first monetary policy meeting in 

December. European governments do seem to be 

starting to take note, but the timing and extent of any 

fiscal action remains uncertain.

Europe is exposed to trade tensions in two ways: through 

direct trade discussions with the US and from weaker de-

mand from China as a result of the latter’s own negotia-

tions with the US. On both fronts there has been encour-

aging news. US Commerce Secretary Wilbur Ross said 

that the US may not impose tariffs on automobile exports 

from the European Union, although President Trump is 

yet to deliver an official announcement on whether there 

would be another six-month postponement of tariffs.

Separately, the new export orders component of 

China’s PMI has been rebounding recently. This could 

foreshadow an improvement in European PMIs, which 

have historically closely tracked Chinese new export 

orders with a 3-month lag.
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Rising China PMI new export orders 

augurs well for a European upturn too

Source: Refinitiv, January 2020.

In the UK, the Conservative election win has been 

strongly positive for equities. The result rules out a Labour 

government, the potential for which had been weighing 

on stocks - particularly utilities that could have faced 

nationalisation. The size of the parliamentary majority 

suggests the government will be able to push through 

legislation without being blocked by the opposition or 

internal interest groups, potentially allowing for a more 

constructive deal with the EU.

Asia-Pac ex JP: Trade and Hong Kong 

protests dominate the region

Since the lows of summer, the Chinese market has 

clawed back a significant chunk of losses on optimism 

around trade talks, but the Hong Kong protests are 

having an impact. On the ground, our analysts sense a 

moderately cautious tone from companies, consultants and 

government entities. There is evidence of limited stimulus 

but with considerable capacity to increase it, particularly in 

infrastructure in municipal areas and rail.

Despite disruptive protests in Hong Kong throughout the 

second half of the year, the city continues to be the most 

active IPO market in Asia, aided by Alibaba’s successful 

secondary listing. Alibaba is already established on 

the New York Stock Exchange, but the additional listing 

pleased investors and was well subscribed. Alibaba’s US 

listing is viewed by many overseas investors as a proxy 

for the Chinese economy and the stock price has been 

buffeted by the trade tensions, despite the business not 

being directly affected. By listing in Hong Kong, Alibaba 

has access to a new pool of capital and moves closer to 

Asian investors who might be able to better appreciate the 

structural drivers behind the fundamental story rather than 

high level geopolitics. 

China Manufacturing PMI - New export orders
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On the ground, our analysts sense a moderately 
cautious tone from companies, consultants and 
government entities. There is evidence of limited 

stimulus but there is considerable capacity to 
increase it.

In other regions, Moody’s downgraded India’s outlook 

from stable to negative. India’s Q3 GDP growth fell to 4.5 

per cent, marking the sixth consecutive quarterly decline 

and the first time it has fallen below the psychologically 

important 5 per cent level in nearly seven years. South 

Korean stocks underperformed following selling pressure 

by foreign institutional investors fearful of the spill over 

effects from the Hong Kong protests and US-China trade 

spat. Taiwan attracted interest amid advances in the IT 

sector and Australia advanced due to gains in IT and 

health care.  

Japan: Trade optimism and governance 

overhauls provide supportive backdrop

Japan’s relatively open economy is a key beneficiary as 

global markets feel more confident and trade tensions 

ease. The Yen has weakened through the second half 

of 2019, which should support exports. Economic growth 

in Q3 beat forecasts, driven by an increase in business 

investment and consumption. While growth in Q4 is 

expected to show a negative pullback, the Japanese 

government has approved a comprehensive stimulus 

package including disaster prevention/reconstruction, 

infrastructure building and other multi-year projects aimed 

at stimulating growth beyond the 2020 Olympics.
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At a sector level, securities, precision instruments and other 

products outperformed in 2019, while materials-related 

industries underperformed on generally weak earnings 

and dividend cuts in utilities. Style performance was  

closely linked to changes in long-term interest rates in 

November, with initial rallies in high-beta stocks giving  

way to small-cap growth names as yields declined from 

the middle of Q4.

The corporate environment continues to benefit from 

improvements in governance. We are seeing more 

examples of parent companies dissolving subsidiary 

listings and turning them into wholly owned subsidiaries. 

These relationships can create conflicts of interest and are 

more common in Japan than anywhere else. By removing 

them, long term corporate performance should improve, 

and more foreign investors should be attracted to Japan. 

We think the trend of delisting subsidiaries will continue, 

driven by companies focussing on core operations and 

closing non-core businesses, record corporate cash 

balances and low interest rates to fund dissolutions, and 

government attention on tightening group governance.       

Global emerging markets: Civil unrest 

punctuates a generally positive quarter

Emerging markets ended the quarter brightly after a strong 

start, punctuated by a mid-quarter lull. Across countries 

performance has been similarly mixed. Conflicting news 

flow on the US-China trade deal and ongoing civil unrest 

in Chile weighed on emerging market FX, dragging down 

performance. But the announcement of a phase one trade 

deal in December pushed up markets. After six months 

of net selling, foreign investors turned net buyers in EM 

equities in Q4.

The Chilean market was among the top decliners as 

mounting concerns over local unrest and global trade 

tensions negatively impacted the economy. The peso slid 

to a new historic low amid continued concerns over a 

deepening economic crisis. Brazil’s Senate approved a 

pension reform bill to stabilise public finances and restore 

business confidence. Argentina has remained fairly stable 

as investors watch what the relationship between the 

administration of new president Alberto Fernandez and 

the International Monetary Fund (IMF) will be, and any 

associated restructuring of debt.  

Central banks across emerging markets continued to 

ease their monetary policies and introduced fresh stimulus 

measures to support growth. China cut its short-term 

funding rate for the first time since 2015 to shore up its 

economy. Fed dovishness and low real rates across the 

developing world have given cover for EM central banks 

to pursue loose policy. This could stimulate activity and 

lower the discount rate for valuing stocks. While emerging 

markets have underperformed developed markets, both 

lower rates and a wide discount to developed market 

stocks could provide a supportive backdrop for the asset 

class through 2020.

Sectors

Fidelity International’s year-on-year net 

income growth forecasts for 2020 

Source: Fidelity International, 7 January 2020.

Top: Refining margins to drive earnings 

growth in energy 

While we estimate energy earnings fell by more than any 

other sector in 2019, we think they will rebound the most in 

2020. Energy profits are highly volatile because they are so 

closely intertwined with oil prices. However, our view is not 

based on aggressive oil price assumptions (we forecast an 

average price of around US$60 per barrel of WTI in 2020, 

or 6 per cent higher than 2019), but rather on large-scale 

operating leverage driving margins higher.

Refining margins, helped by increasing demand for lower 

sulphur fuels as a result of the International Maritime 

Organisation (IMO) rules to be introduced in January 2020, 

should experience double-digit percentage growth. This 

would lead to earnings growth similar to 2018 levels. 
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In the nearer term, we expect solid oil price performance 

in the first quarter of 2020, which in turn will help support 

energy stock prices. December’s OPEC meeting led to a 

more positive outcome than expected, and production 

cuts were deeper than forecast. We could see a reduction 

of 1-2 per cent in OPEC supply in Q1. The agreement runs 

to the end of March 2020, so the implications for 2020 

depend on what happens after that date. US-Iran tensions 

could also continue to push up prices.

Bottom: Out of favour materials

Materials has been one of our least favoured sectors 

for some time and continues to be so in 2020. It’s at the 

bottom of the list for expected earnings growth in 2020 

and that largely comes down to macro headwinds. The 

materials sector is highly dependent on Chinese growth for 

marginal demand and with GDP growth slowing over the 

last seven quarters, it has limited materials sales. But some 

of the market commentary about the extent of the Chinese 

slowdown, and, by extension, materials, is overdone.

Sector to watch: Semiconductors moving 

into upswing

Within the IT sector, the semiconductor industry, known 

for its cyclicality, is moving into an upswing. We think its 

revenues should begin to rise over the next quarter or 

two as customers start to restock inventories. A number 

of inventory channels are lean, at multi-year lows or 

below target levels, and the weighted average number 

of inventory days sits at the bottom of its trend range. 

A potential rebound in demand for semiconductors, 

particularly memory chips, could also benefit 

semiconductor capital equipment companies, which 

manufacturer machines used to produce  

electronic devices. 

However, valuations give us pause for thought. Earnings 

multiples are near mid-cycle levels, so further performance 

from here will depend more on earnings upgrades than 

multiple expansion. We think those earnings upgrades 

have a good chance of coming through, but the stock price 

upside is more limited when valuations are relatively high. 

Inventories sit at bottom of trend range

Source: Fidelity International, company data, December 2019.

Looking at a broader range of economic signals to get 

a more accurate picture suggests that China is indeed 

slowing down but this is in no way a hard landing, and 

it is not nearly as aggressive as the decline in 2015. Very 

recent data points have actually exceeded expectations.

On the downside, any expected relief from the US-China 

phase one trade deal looks unlikely to fundamentally 

change demand for materials or directly lead to a phase 

two agreement. However, the partial roll-back of tariffs 

and the avoidance of further tariff increases does open up 

increased potential for a restock in the first half of 2020.

Looking at a broader range of economic signals 
to get a more accurate picture suggests that 
China is indeed slowing down but this is in 

no way a hard landing, and it is not nearly as 
aggressive as the decline in 2015.
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Fixed Income

Overview
What’s changed
The announcement of a phase one trade deal between the US and China caused government bond 

yields to rise significantly in Q4 2019. The US Federal Reserve delivered a third rate cut and then 

signalled that its “mid-cycle adjustment” was over, switching to a hold stance. Economic data has 

shown resilience in the face of headwinds.

Key takeaways
■  Many macro and geopolitical risks faced in 2019 have 

receded, but there are plenty of events that could still 

bring volatility to the market.

■  The US and Iran confrontation has been quickly 

shrugged off by the market, which has focused instead 

on the prospect of a US-China trade agreement that 

would partially roll back tariffs.

■  Beyond geopolitics, the macro backdrop is on track to 

deliver a reasonable level of growth in 2020.

■  We expect both the Fed and European Central Bank 

(ECB)to stick to their current biases towards easing 

and cautiousness.

Investment implications 
We keep an overall positive long-term view on US 

duration and will look to add on any weakness 

given its resilience during bouts of volatility. 

We added back to our core European duration 

exposure and are positioned for some widening 

in spreads between core and both semi core and 

peripheral markets.
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Forecast tables

These are estimates of return per year in USD or EUR, based on our proprietary modelling, 

for illustrative purposes only. They reflect the views of investment professionals at Fidelity 

International. Indices used for calculation: US Treasuries - 10-year US treasury from ICE BofAML 

par yield curve, German government bonds - 10 year German government bond from ICE BofAML 

par yield curve, US investment grade - ICE BofAML US Corporate Index, European investment 

grade - ICE BofAML Euro Corporate Index, US high yield - ICE BofAML US High Yield Index, Euro 

high yield - ICE BofAML Euro High Yield Index. 

Source: Fidelity International, June 2019.

Expectations must be moderated

After most fixed income asset returns ended 2019 on a 

high note, we enter 2020 acknowledging that it will be 

difficult to replicate last year’s performance given the low 

starting point for yields. 

Strong technical support from central banks and the 

enthusiasm of yield-starved investors pushed credit markets 

higher and spreads tighter through 2019. Central banks 

are now firmly back in the driving seat, with an easy policy 

We have seen some surprises already, most notably 

the ramp up in confrontation between the US and Iran. 

Investors’ moods however remain buoyant as they quickly 

shrugged off the events and focused on the positive US-

China trade news in relation to the potentially imminent 

signing of a phase one deal.

Central bank easing bias to remain  

Beyond geopolitics, the macro backdrop is on track to 

deliver a reasonable level of growth. Most of the good 

news still comes from consumption and labour market 

data, while the manufacturing sector remains in the 

doldrums and PMIs have softened somewhat. In this 

environment, we expect central banks to retain an easing 

bias, and the bar for tighter policy appears to be set 

particularly high.
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Central banks are now firmly back in the driving 
seat, with an easy policy bias supporting the 

market, while most of the macro and geopolitical 
risks that were on the radar at the beginning of 

2019 have largely receded.

Global manufacturing remains weak

Source: Bloomberg, December 2019.

bias supporting the market, while most of the macro and 

geopolitical risks that were on the radar at the beginning 

of 2019 have largely receded. But there are also plenty 

of events to watch out for that could bring surprises and 

volatility to the market.
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In the US, the Fed successfully delivered a “mid-cycle 

adjustment” and recession risks seem to have faded. The 

outlook for the US economy going into 2020 is benign and 

we expect the central bank to remain on hold throughout 

the year. We recently took profit on our longstanding 

overweight to US Treasuries and expect the market to 

trade within narrow ranges in the months ahead. Longer 

term, we keep a positive bias towards the US. We will look 

to add to our duration exposure on any market weakness 

as US Treasuries remain one of the best asset classes to 

hedge risky portfolios during bouts of volatility.

ECB to stay on cautious path

In Europe, Christine Lagarde made her debut as European 

Central Bank president, but we do not expect the central 

bank’s monetary policy stance to drift away from the 

cautious path set under previous president Mario Draghi. 

European rates markets however, remain susceptible to 

bouts of volatility. We added back to our core European 

duration exposure and are positioned for some widening 

in spreads between core and both semi core and 

peripheral markets. These spreads tightened in the last 

few months and valuations are relatively expensive. 

Political risks are a seemingly constant feature in Europe, 

with Italian regional elections on the horizon.

France - Germany 10yr spread
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UK Gilts are well supported despite the outcome of the 

UK elections. Valuations in sterling assets already reflect 

the uncertainty to a large extent. We have moved back 

to a neutral stance but see Gilts as an attractive short 

should they rally further given the potential for expansive 

fiscal policies.
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Sub-asset classes

Inflation-linked: Attractive backdrop ahead

Last year saw a mixed picture for global breakevens. 

US breakevens ended 10 basis points (bps) higher, Euro 

breakevens were relatively unchanged and UK breakevens 

finished 10 bps lower. While the asset class was relatively 

unchanged for the year, this masks the fact that volatility in 

global inflation expectations has returned and contrasts to 

2018 which saw relatively little volatility until the final quarter.

The labour market in the US remains tight with wage 

increases continuing to outstrip inflation and unemployment 

at cycle lows. We think US breakevens continue to show 

fundamental value at 1.8 per cent versus core CPI at 2.3 

per cent. We forecast US core CPI to reach 2.5 per cent by 

mid-2020 before falling back. It is important to be aware of 

the technical picture for inflation markets where flows can 

move pricing. If we see core US inflation reach 2.5 per cent 

we expect inflows to support the market further. 
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even cheaper relative to their European counterparts in 

Germany and Spain.

Unemployment remains at the cycle-lows 

Source: Fidelity International, Bloomberg, December 2019.

Positioning

■ We remain long for the time being in the US. The 

disconnect between breakeven inflation and core 

inflation, which we expect to rise through the first half of 

2020, means the US market is cheap. Potential inflows to 

the market could support it further. 

■ The strong UK labour market is offset by expensive 

valuations, making us comfortable with being neutral  

UK breakevens.

Investment grade: Leverage is a concern in 

the US

Ongoing optimism around the trade deal between the  

US and China spurred credit spreads to tighten through  

Q4 2019. US credit rode a wave of renewed tailwinds in 

2019, as the Fed cut rates and stayed dovish, while many 

macro and geopolitical concerns abated somewhat. 

Spreads tightened across all sectors, and now price in 

a benign outlook, while largely ignoring the ongoing 

weakness in manufacturing. 

Corporate bonds only partially reflect the risk that further 

private equity activity, driven by plentiful dry powder,  

will have on valuations. With leverage on an upward  

trend in the US, spreads look expensive, and given the 

potential for further escalation on the geopolitical side,  

we remain underweight.

While the asset class was relatively unchanged 
for the year, this masks the fact that volatility 
in global inflation expectations has returned 

and contrasts to 2018, which saw relatively little 
volatility until the final quarter.

UK breakevens have been buffeted by political events but 

the fundamentals are relatively good. The labour market 

is strong with wages running comfortably above inflation 

and unemployment at cycle-lows. However, breakevens 

continue to trade expensively compared to the retail 

price index (RPI) and the UK government is set to open a 

consultation on potential reform to RPI which could cause 

downward pressure on inflation expectations. 

In Europe, we continue to like Italian inflation linked bonds 

that are indexed to Euro inflation (BTPei), having added 

in the primary market in October. Eurozone breakevens 

look cheap relative to fundamentals, i.e. versus super 

core inflation for example, and BTPei breakevens look 
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In Europe, we sidestepped some key risks such as political 

instability in Italy and the threat of auto tariffs by the US. 

The ECB’s actions played a decisive role in supporting 

risk sentiment. Economically, the services sector is in good 

shape, although manufacturing has been soft throughout 

2019 with little sign of improvement. 

We note that while eligible credits continued to outperform 

ineligible ones, the ECB’s activity did not prevent disper-

sion in performance within the eligible universe - compa-

nies with weaker fundamentals can underperform even in 

a benign risk environment. This is a sign that even with the 

ECB active again, fundamentals and creditworthiness still 

matter rather than beta exposure alone.

Asian USD IG credit remained well supported by the 

strong risk sentiment over the year and we maintain a 

constructive stance going into 2020. In China, authorities 

remain active in supporting the economy, through fiscal 

easing and rate cuts, and the positive developments on 

the trade front are likely to provide another tailwind for the 

asset class going into Q1 2020.

Investment grade credit spreads tightened 

in 2019

Source: Fidelity International, Bloomberg, ICE BofA Merrill Lynch bond indices, shows option-

adjusted spreads, to the end of December 2019.

Positioning

■ On a historical basis, European IG spreads and all-in 

yields are marginally expensive, but we are unlikely to 

see a meaningful widening any time soon. Monetary 

policy will remain accommodative, and the pressure 
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from negative yields, now being passed on more 

broadly to European depositors, continues to support 

inflows into European corporate credit. At current spread 

levels, we maintain a neutral stance.

■ UK spreads are attractive relative to other asset classes 

and we have added to our exposure. However, given the 

low absolute level of yields, future returns are likely to be 

driven mostly by carry. Additionally, we expect volatility 

ahead amid continued news around Brexit.

High yield: Sentiment is upbeat

A set of market friendly improvements on the political front 

and positive technical dynamics helped risk assets finish 

the year strongly. The US-China trade deal, the decisive 

UK election result, a positive trajectory in macro data and 

corporates pausing new issuance supported performance.

In Europe, we saw the first signs of a more favourable 

stance by the market towards lower rated B and CCC 

names, as investors showed willingness to move down 

the risk spectrum. Despite projections of default numbers 

ticking upwards from a low base, we still have confidence 

that ECB support will remain in place over 2020 and 

help corporates maintain strong interest coverage ratios. 

Similarly, this should help contain the risk of fallen angels. 

In the US, demand for yield is alive. With the Fed expected 

to stay on hold for 2020 and manageable levels of 

expected net issuance, the market has organic support. 

With oil prices well off recent lows, it is hard to dislike 

US HY in the very near term. On the opposite side of the 

argument are geopolitical risks, which are very difficult to 

predict, and US operating earnings growth, which has yet 

to rebound leaving overall debt levels high. 

In Asia, China’s Central Economic Work Conference 

emphasised a focus on stability thereby diminishing the 

possibility of a large-scale economic stimulus. However, 

it did signal the need for ‘contingency plans’ against 

overseas economic pressures and selective administrative 

policy easing in the property sector continued. Elsewhere, 

the Reserve Bank of India kept rates unchanged against 

expectations of a rate cut while it sharply cut the GDP 

forecast for 2019-20 from 6.1 per cent to 5.1 per cent.
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Oil prices, well off the lows, leave room for 

a rebound in US HY energy

Source: Fidelity International, ICE BofaML Indices, December 2019. 

Positioning 

■ Overall, we maintain a positive credit beta stance in 

Europe despite tight valuations. This is mainly due to the 

lack of any obvious catalysts that would put pressure on 

spreads in the absence of geopolitical pressures. With that 

in mind, coupon like returns are feasible for 2020. 

■ On balance, we are comfortable with our neutral 

positioning in the US, but we are prepared to cut our 

position to underweight if geopolitical risks or corporate 

debt ratios rise.  

Emerging markets: Entering 2020 on a solid 

footing

It was a mixed quarter for emerging market debt (EMD), 

where losses made in the first two months of the quarter 

were followed by strong positive returns across the universe 

in December. Hard currency sovereign and corporate debt 

performance was driven by tighter spreads, although rising 

US Treasury yields weighed slightly on returns. Local markets 

impressively outperformed hard currency  

debt in December, helping local markets to end 2019 up  

13.5 per cent, just ahead of hard currency corporate debt  

up 13.1 per cent.

While valuations in some areas of hard currency debt are 

now less appealing, we maintain a constructive view on 

the asset class, with global central banks and governments 

expected to deliver further monetary and fiscal stimulus, as 

global growth and inflation remain subdued. 

High yield countries remain in favour, such as Oman, Kenya 

and Ghana, alongside some distressed credits such as 

Argentina and Zambia which are trading at a significant 

discount and offer attractive upside recovery potential. We 

reduced our credit beta in December, driven primarily by 

a reduction of exposure to Petroleos Mexicanos, where we 

took advantage of spread tightening to reduce our exposure. 

We increased our position in Ukraine sovereign bonds as we 

have high conviction in ongoing reforms and valuations were 

attractive following recent IMF headlines.

EM currency markets made a sprint finish into the end of 

2019 with strong performance across many currencies. Latin 

America had the strongest returns with the Chilean peso, 

Colombian peso and Brazilian real leading the global EM 

currency basket. One notable exception was the Turkish 

lira. In December, the Turkish central bank slashed rates 

once again and relations with the US deteriorated, causing 

nervousness in the markets and a sharp decline in the lira.

EM HY offers value after the 

underperformance in 2019

Source: Fidelity International, Bloomberg, December 2019.  

Positioning

■ We believe EM hard currency spreads still offer an 

attractive risk premium, especially in the high yield 

segment, which underperformed investment grade debt in 

2019. We expect EMD to continue to benefit from positive 

technical tailwinds and capital inflows in a low yield, low 

inflation world. 

■ We took the opportunity of lower yields in December 

to exit a tactical long Chile and short US duration trade 

and a long position in Korean rates, which has recently 

outperformed the US. 

EM sovereign HY spread, rebased
EM sovereign IG spread, rebased
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Multi Asset 

Overview
What’s changed
Risk asset strength continued unabated towards the end of 2019, with the US equity market hitting new 

highs throughout the fourth quarter. Government bond yields have broken their previous 2019 pattern 

of plunging when equity markets rallied, indicating that the ‘reluctant rally’ we saw through much of last 

year has turned to one of investors accepting at least a near-term continuation of strong performance. 

Key takeaways
■  Economic growth is flattening, but the market is implicitly 

expecting it to rise. This is pointing to a gap between 

market prices and fundamentals. However, the Federal 

Reserve’s policy stance somewhat moderates our concern. 

■  Given the mismatch between the market and underlying 

data, it’s important to closely monitor manufacturing and 

services indicators, as well as unemployment and  

inflation numbers. 

■  Inflation could be the flipside of growth if global growth 

does surprise to the upside and could potentially spike. 

This would be especially negative for fixed income assets. 

Investment implications 
With markets behaving as if global growth is 

reflating when the data is merely flatlining, we 

are growing increasingly concerned that investors 

have become complacent. Against this backdrop, 

we are cautious overall but poised to take 

advantage of shorter-term opportunities as they 

present themselves. We are hedging possible 

inflation risk by allocating to gold, inflation-linked 

bonds and financials.
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Don’t fight the Fed, but reflation looks 

shaky

As we anticipated in our last quarterly outlook, global 

growth data has been flatlining. The response to flatlining 

data is likely to be continued central bank intervention. 

In late 2018, Fed tightening led to a major sell-off in risk 

assets, and the subsequent transition from a pause to 

lowering rates provided a significant tailwind for markets 

in 2019. 

With economic data stalling, or at least not strengthening 

meaningfully, the ‘Fed put’ remains in place, slightly 

tempering our concern about the disparity between 

markets and economic fundamentals. We believe that 

fighting a money-printing Fed is too bold a call, but so is 

blithely accepting the reflation story. 

China is unlikely to reflate the world. While the growth 

picture in China has improved after a painful period 

of deleveraging, we are unlikely to see the benefits of 

targeted stimulus spill over globally.

If global growth does surprise to the upside, a spike in 

inflation could be the result. The market appears to be 

overlooking this possibility, which would be especially 

negative for fixed income assets. 

Guarding against complacency

While equity market highs have become commonplace, 

we continue to guard against the complacency priced in 

to global markets. The US market is close to an all-time 

high, with only moderate earnings improvement expected 

in 2020. 

Equity prices outpacing earnings growth 

expectations

Source: Refinitiv, January 2020.

Political uncertainty persists and it will not take much 

to unsettle markets; the UK’s future relationship with the 

European Union is still uncertain despite the decisive 

election result, and there could be continued US-China 

trade friction as the US election rapidly approaches even 

with a phase one trade deal in place. 
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With economic data stalling, or at least not 
strengthening meaningfully, the ‘Fed put’ 

remains in place, slightly tempering our concern 
about the disparity between markets and 

economic fundamentals.

We see several key economic fundamentals that need to 

be monitored particularly closely. Manufacturing and ser-

vices indicators remain important in forecasting the health 

of the global economy, while unemployment and inflation 

can have major knock-on effects on the consumer. 

In fact, the consumer may be the biggest swing factor in 

2020 after demonstrating resilience in 2019. Despite weak-

ening manufacturing and non-manufacturing data, the 

labour market has held up and the US consumer is strong. 

However, any signs of stress in this important driver of the 

US economy could increase investor pessimism globally.
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Equities 
■ US - We have moved to a modestly negative view. The 

market continues to hit all-time highs but there are still 

questions about how long current valuations can hold up 

given slowing growth. The labour market and consumer 

remain lynchpins for the direction of travel into 2020. 

■ Europe - Recent PMIs have shown some improvement 

from weak levels, but Europe’s largest economy still  

has a long way to go to recover. Global trade disputes 

show no sign of dissipating, and we maintain our 

negative view. 

■ Japan - We remain neutral on Japan. Valuations are 

attractive, but our view is tempered by trade wars, 

including Japan’s dispute with South Korea. The recent 

VAT hike is a headwind, but Japan’s defensiveness is 

attractive for many investors.

■ Asia Pacific ex Japan - The RBA kept rates on hold at its 

last meeting, but the Q3 rate cuts spurred equities and 

house prices higher, and in turn the household debt to 

income ratio as well. We remain neutral and watchful for 

signs of trade war spill over.

■ Global emerging markets - We maintain our positive 

view on emerging markets, but the outlook is nuanced. 

Fed dovishness and conditions for a flat or weakening 

USD are tailwinds. Our bias is towards Asia.

Fixed income
■ US Treasuries - US government bonds remain an 

important safe haven asset, and offer relatively attractive 

yields. After strong performance in 2019, we maintain a 

neutral view as yields are unlikely to fall in the near term.

■ Euro - We remain negative on core and peripheral 

bonds. Yields continue to inch higher after reaching 

all-time lows in early September. Italian yields have 

marched higher but we don’t think markets are pricing in 

sufficient political risk or economic headwinds.

■ Inflation-linked bonds - Our view is still positive. If 

global growth stabilises, the flipside could be a spike in 

inflation. Given a decade of easy monetary policy, we 

believe it is prudent to maintain inflation protection and 

US TIPS are one way of achieving this.  

■ Investment grade - At an index level, US IG spreads 

are back near lows not seen since early 2018 despite 

weakening fundamentals and late cycle dynamics. We 

remain neutral overall and are focused on quality.

■ High yield - We remain negative on the US given 

stretched valuations and dovish policy, rather than 

fundamentals, are driving returns. On Europe we are 

neutral with broad headwinds and weak fundamentals 

offset by the tailwind from ‘open-ended’ QE. Asian 

HY has had a strong run, causing us to moderate our 

outlook somewhat, but there is attractive carry to be 

earned even if sustained spread compression is unlikely 

to persist. 

■ Emerging market debt - We are neutral on hard 

currency EMD after reducing our conviction in early 

Q4 2019. The asset is still attractive and technicals 

are strong, but with yields near three-year lows and 

continued US dollar strength, we have moderated our 

outlook. We are positive on local currency given central 

bank dovishness, muted inflation, and the lag in effect of 

oil price increases on current accounts. We are negative 

on corporate debt, preferring to gain exposure via 

equities and government debt.

Currency
■ US dollar - The dollar has receded since October, and 

we think there could be more to come. Rate cuts have 

continued, growth continues to fall, ‘twin deficits’ are in 

play and we see the currency as overvalued. Our view  

is negative.

■ Euro - The euro’s downward march has continued, but it 

still looks to be pricing in too much pessimism. The euro 

is cheap, in conflict with a current account surplus, and 

we see rates unlikely to fall further. We remain positive. 

■ Japanese Yen - Our view is still positive. We see upside 

potential on a valuation basis as a ‘cheap defensive’. 

The BoJ is more likely to stay on the sidelines than their 

developed markets counterparts, which should provide 

support for JPY.
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Real Estate 

Overview
What’s changed
Economic growth in both the UK and Eurozone remains slow, dragged down by a manufacturing sector 

struggling with global trade disputes and automotive sector regulation. Nevertheless, demand for 

high-quality offices and industrial real estate remains strong. A combination of supply constraints and a 

positive macro outlook for employment, business investment and household expenditure should support 

a gradual increase in rents.

Key takeaways
■  Real estate investment shows no sign of slowing despite 

weak Eurozone growth. 

■  Vacancy rates in most European markets remain low 

despite accelerating levels of development completions. 

Rising construction costs may start to feed through into 

increased rents.

■  Eurozone real estate offers an attractive yield premium 

over other asset classes. But in some cases the liquidity, 

depreciation and obsolescence risks of direct real estate 

are not being adequately priced.

■  UK open-ended real estate funds have suffered 

outflows due to anxieties about Brexit and falling values 

in the retail sector. But the clear majority won by the 

Conservative party in the election may give sufficient 

clarity to entice cross-border yield-seekers back into the 

UK real estate market. 

Investment implications 
Rental growth will play a bigger role than capital 

growth in real estate outperformance in 2020, a 

trend evident in major centres such as Paris, Berlin, 

Munich and Amsterdam. In such an environment, 

actively assessing tenant risk will be key to 

sustaining income returns. In the UK, the retail 

market is struggling, but a more realistic pricing of 

assets is tempting opportunistic investors to look 

at the sector. We are no exception and will be 

monitoring the UK market closely over the next six 

months for distressed sales. 
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Pent-up demand keeps yields low

The slowdown in economic growth across Europe is still 

with us, driven by the manufacturing sector facing strong 

headwinds from global trade tensions and increased 

regulation of the automotive sector. Nevertheless, occupier 

markets across Europe have remained robust as domestic 

demand has held up well. Macro drivers of tenant demand 

for real estate such as employment growth, business 

investment and household expenditure have improved, 

supporting steady take up and modest rental growth.

In both the office and industrial sectors, despite an 

increase in construction activity, the sustained period of 

under-development for much of the 2010s has created 

shortages of good quality space and pent up demand. 

Occupiers are having to plan ahead if they require new 

or additional space, resulting in a meaningful proportion 

of the space under construction having been pre-let, 

while much speculative development is leased during the 

construction phase. Consequently, vacancy rates in most 

European markets remain low despite accelerating levels 

of development completions. 

The investment market has also shown little sign of 

responding to the recent economic weakness in Europe. 

While investment volumes are down year-on-year, they 

remain well above long-run averages, and the main 

driver of the slowdown has been a lack of stock. The 

one exception has been the retail sector, where growing 

concerns about the sustainability of retailer demand, and 

therefore of rental values, has resulted in a sharp decline 

in investor demand, and yields have started to rise, 

following a trend well established in the UK in 2018. 

Occupier demand remains robust across 

Europe, despite political uncertainty 

Take up as a percentage of 10-year average

Source: CBRE, December 2019.
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Regions

Eurozone rents set to rise amid increasing 

construction costs

The market entered 2019 expecting yields to stabilise but 

they have not yet found a floor. Yields for good quality 

office and logistics assets remain under pressure given 

the strength of demand from a range of sources including 

pan-European core funds, which have seen strong inflows, 

and Asia Pacific investors, in part attracted by the low cost 

of hedging relative to the US. 

Furthermore, Eurozone real estate offers an attractive 

yield premium over other asset classes. However, in such 

a competitive environment we believe that in some cases 

the liquidity, depreciation and obsolescence risks of direct 

real estate are not being adequately priced. This is most 

evident in the logistics sector where yields of 4 per cent or 

lower are now the new normal.
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evident for a while in major centres such as Paris, Berlin, 

Munich and Amsterdam where tenant demand is strong. 

Beyond such centres, it has been harder to find. However, 

construction cost pressures have risen by about 20 per cent 

over the past three years in Germany and the Netherlands 

due to trade tensions and higher wages. Tenants looking 

to move to new accommodation or into build-to-suit 

facilities may face higher rents in the near future, with 

German logistics looking particularly susceptible.

European construction costs keep rising 
Inflation in costs of construction  

Source: Turner & Townsend, International Construction Market Survey 2019.

Positioning

■ In such a competitive environment, where there is a risk 

of mispricing, a bottom up investment philosophy is a 

real strength. 

■ Given the late cycle, we take a slightly more defensive 

stance, focusing on good quality assets with a 

sustainable cashflows. This means we continue to 

actively assess tenant risk in order to sustain and 

optimise income returns. 

Brexit anxieties lead to outflows and 

opportunities

The considerable political uncertainty around Brexit 

and the General Election has been a drag on the UK 

investment market. Over the past 18 months a yield spread 

of around 75-100 basis points has opened between UK 

The exception to this trend is the retail sector where yields 

have started to climb. However, investors may be over-

reacting to the fallout seen in the UK market. It is true that 

retail markets across Europe face similar e-commerce 

headwinds, but the impact of costs, such as rent and 

tax, on retailer profitability are more modest. Therefore 

the retail sector in continental Europe could see a more 

gradual adjustment to the structural changes in the sector.

While we do expect inward yield shift to deliver some 

further capital growth in 2020, net operating income 

growth is likely to play a more important role in delivering 

outperformance. At a market level, rental growth has been 

In such a competitive environment we believe 
that in some cases the liquidity, depreciation and 
obsolescence risks of direct real estate are not 

being adequately priced. 
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and continental European markets, reflecting this risk, and 

concerns about currency volatility. There have also been 

considerable outflows from UK open-ended real estate 

funds due to anxieties both about Brexit and exposure to 

falling values in the retail sector, which culminated in the 

gating of M&G’s UK Property Fund at the beginning of 

December.

The clear majority won by the Conservative party in 

the election gives more clarity to the passage of Brexit 

legislation through parliament. This may be sufficient to 

entice cross-border investors seeking yield back into the 

UK real estate market. Beneficiaries are likely to be the 

central London office markets and the logistics sector.  
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Confidence drained from UK property 

funds in 2019 
Investment volumes in real estate

Includes property or portfolio sales $10 million or greater. CPPI at $2.5 million or greater. Price 

floor selections do not apply to Hedonic data. Source: Real Capital Analytics, December 2019.

Positioning

■ Funds with a high allocation to retail assets are likely to 

see further falls in capital values as the UK retail market 

struggles with structural headwinds of growing online sales 

and high rents and taxes, combined with the ability to use 

company voluntary arrangements (CVAs) to reduce rent 

burdens and exit from leases. There is little evidence that 

this dynamic will change soon, but more realistic pricing of 

retail assets is tempting opportunistic investors to look at 

the sector.

■ We will be monitoring the UK market closely over the next 

six months as the potential for distressed sales, combined 

with reduced political risk could provide some attractive 

opportunities for acquisitions.

UK funds are unlikely to begin winding down 
their relatively high cash positions until there is 

clear evidence that the outflows they have been 
experiencing have ebbed.

While some of the political uncertainty has been removed 

from the UK market, domestic investors, particularly the 

UK funds, are likely to remain cautious. For a start, Prime 

Minister Boris Johnson has ruled out an extension to trade 

negotiations with the European Union beyond the end 

of 2020. This raises the possibility of another cliff-edge 

situation at the end of this year. UK funds are unlikely to 

begin winding down their relatively high cash positions 

until there is clear evidence that the outflows they have 

been experiencing have ebbed. 
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