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enthusiasm as global synchronised

growth continued like in 2017,
confirming that the world was finally
moving on after the crisis. However, while
financial markets remained attractive,
monetary policy normalisation combined
with near historically high equity valuations,
near all-time low bond yields, and record
tight credit spreads soon led investors to
expect more modest performances and
heightened volatility. Although markets
promise to hold up in 2019, the landscape
is starting to look patchy: we believe that
desynchronisation between economies will
be the dominant theme in the coming year.

E ntering 2018 investors brimmed with

The US remains ahead in the economic
and monetary cycle, driving strength in
the dollar. Europe has finally managed to
break out of its post-crisis deflation, but
the continent’s recovery is sluggish and
its growth pattern fragmented. As for
emerging markets, they have dislocated
with Asia remaining on track, while Latin
America, Eastern Europe and the Middle
East are all seeing sharp dispersion.

Amid a tense geopolitical climate,
especially in Europe and the Middle East,
this desynchronisation is impairing visibility
and heightening risks. Meanwhile central
banks’ policy tightening is going to put
pressure on longer-term yields and fresh
trade tariffs may be on the cards for China
and perhaps for European and Japanese
carmakers too.

Our risk-focused approach has enabled
us to seek short-duration exposure to
weather the sell-off in bonds throughout
2018 while a rotation to non-corporate

credit solutions has provided shelter from
the volatility across fixed income markets.
For 2019 we are maintaining our short-
duration exposure on the US market.
Investors should tread carefully in Europe,
although given the region’s three-year lag
its bond markets should see repricing and
curve-steepening.

With modest return prospects across
traditional asset classes in 2019, we
encourage investors to reposition tactically
across both structured products and
hedge fund strategies to contain downside
risk in this period of rising volatility.

Corporates now face growing cost
pressure and more limited earnings growth.
Capital-protected equity exposure helps
shield against mounting uncertainties.
Qur preference has moved away from the
energy sector and focuses on bottom-
up innovation, not only in technology, but
also in the healthcare sector. Strategically,
investors have an opportunity to shift their
focus while at the same time stretching
time horizons and to lean more heavily on
secular trends and company analysis to
add value. In particular, impact investing
should continue to grow as millennial
investors enter the market.

We examine all of these issues and more
in the pages that follow. As ever, we look
forward to working alongside you to
develop an investment portfolio that meets
your expectations and needs.
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ECONOMIC OUTLOOK

A DESYNCHRONISED WORLD

World growth is likely to slow down and become more geographically uneven in 2019. The US should
keep driving the cycle while China will stay in the race for world leadership. The rest of the world will
have to adapt its strategies to those two economic and political superpowers.

fter two years of brisk global
Aeoonomic activity, it should slow

down in 2019. Growth spread to
all the world’s regions in 2016, and by
2017 it was strong and synchronised
across the globe. Going into 2019, it is
becoming clear that 2018 has been a
transition phase with rising risks, as all
regions progress towards the mature
end of the cycle.

In 2019 growth should come in at 3.5%,
falling short of the IMF’s forecast of 3.7%
and also below 2018’s 3.7 %. All regions
are expected to lose momentum and
become increasingly desynchronised.
Several factors are set to send regions
out of step, including rising political
risks and varying strengths in domestic
demand in each country, but also a shift

Dynamic growth
is likely to be
confined to the US

in international trading relations and
tighter monetary policy.

As it slows down, growth will be gradually
returning towards its potential rate — a
combination of labour force expansion
and productivity gains — exacerbating
the disparities likely to emerge between
countries. Since 2016 all regions have
posted above-potential activity, either due

to local stimulus policies or to a rebound
in world trade and favourable commodity
prices. However, such a high rate can only
be maintained with adequate economic
policies and fully effective growth drivers.
Yet investment and consumption have
dipped everywhere except in the US
and world trade expansion has petered
out as globalisation has been called into
question.

The US still drives the cycle

While the slowdown is set to affect all
countries, it should be less marked in the
US than in the rest of the developed world,
with growth there reaching 2.6% in 2019
(after nearly 3% in 2018). Investment and
domestic demand in the US should get
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A trend in domestic demand

support from the corporate tax reform,
continuously low interest rates, and
incentives for firms to create jobs locally.
Some infrastructure plans put forward at
the start of Donald Trump’s presidency
may be brought back to the table, fuelling
demand through the public sector.

This economic boom is likely to be
confined to the US. Other regions are
expected to post quite a clear downturn.
The eurozone’s growth rate, which was
2.5%in 2017 and 2.1% in 2018, is set to
fall below 2% in 2019, to 1.8%. Europe
is feeling the trade tension with the US,
and after the steel stand-off, there is no
guarantee that European carmakers will
escape a revision of customs duties. But
bear in mind that Europe has taken some
time to rebuild the capital it lost in the
financial crisis, and its potential growth
will remain modest as long as economies
like Greece and Italy remain structurally
vulnerable and fiscally restricted. Despite
the new French president’s political will,
the future of the European Union has yet
to be clearly redefined and the project
is now under threat from governments
that are openly hostile to the budget
policy put forward by the Commission
and some fundamental principles such
as free movement of people. Meanwhile,
as the March 2019 deadline for Brexit

2019 GDP GROWTH

Strong

Ve

looms large, negotiations are in gridlock
(see p. 22).

Political stability in Japan should
enable the government to complete
its transformation of the economy and
society. But Japan’s potential growth is
stuck below 1% because of the ageing
population and a loss of impetus from
public investment. The rise in consumer
spending is set to be modest, and
despite strong private investment and
automation efforts, growth may not pick
up much beyond 1% in 2019.

China: partner or rival in trade?

China’s economic growth should
stabilise next year around 6%. While a
slowdown has started as we approach
the end of the year, US constraints on
exports are not the culprits at this stage.
Trade tariffs were raised this year for
almost all Chinese goods exported
to the US, and China retaliated with
similar taxes on US products, fuelling
a dangerous escalation for world trade
(see p. 20). Faced with this threat and
in an attempt to curb the slowdown,
China has eased its economic policy,
providing stimulus for some sectors
such as real estate and financing for

_
1%

JAPAN
Slowdown Stable
Source: UBP

strategic sectors. The trade stand-off
could last for some time yet, prompting
further domestic stimulus measures in
China (see p. 15).

Based on our global economic growth
analysis, the US and China may be able
to achieve a détente in their current
trade war. However, even if they find
areas of potential compromise allowing
for a 1980s Japan-like balance to be
struck, periodic flare-ups should be
expected, as was the case back then
(see p. 18).

The growth outlook in other emerging
countries also dipped after monetary
and fiscal policy was tightened when
some currencies came under pressure
in 2018. The most fragile countries, like
Argentina and Turkey, are at risk of a
slump. In other countries, like Indonesia
and India, economic activity could be
somewhat constrained by the stricter
economic policies at the beginning
of the year, but then pick up again
later. So there will be wide disparities
between emerging countries in 2019:
growth in Asia should hold up well with
China stabilising, while in Latin America
hopes of a rebound will depend on the
economic policies that will be adopted
in Brazil and Argentina.



WAGE AND INFLATION
SPIRAL

Despite sharp economic growth, inflation and wage growth have remained limited, but pressure is
mounting on the labour market and therefore on wages, and not only in the US. Central banks may
adopt much tighter policies if wages and inflation start feeding each other.

fter several years where deflation

seemed to be the biggest risk

around, 2018 tells another story
where markets are watching for signs
of overheating as the economic cycle
reaches maturity in many countries.
This quarter inflation has risen back to
the major central banks’ targets, except in
Japan. The main causes of this increase
have been the rebound in commodity
prices and currency volatility. As a result
the inflation rate in the US and the UK
has reached nearly 3% and has risen
above 2% in the eurozone and Germany.
We believe it should stabilise next year
between 2% and 2.5% in the US and
around 2% in Europe, unless any major
currency or commodity upsets occur.
In emerging countries, inflation should
rise mechanically in countries whose
currencies depreciated sharply in 2018,
but then ease once stricter economic
policy reins in demand.

Financial markets have responded well
to this inflation regime change between
2015 and 2018, and medium-term
expectations based on inflation-linked
bonds are pointing to around 2% in the
US and Europe.

With several developed countries at the
mature end of the cycle, the major risk
for economies, monetary authorities

Tightening labour market and
rising wages

With the growth cycle maturing in the
US, the labour market has tightened and
a bottleneck has formed both for skilled
and for unskilled workers. Some mass
retail names have had to substantially
increase base salaries and the tension
could rise further if US economic policy
goes for another stimulus plan. The
lack of skilled labour is also starting
to show in other countries. In Japan
base salaries are starting to climb more
sharply following government incentives.
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approach.

Sources: Fed, BLS



US WAGE GROWTH & INFLATION
2015-2018
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Germany is also facing labour shortages,
as is the UK, which is seeing the inflow of
foreign workers ebb because of Brexit.

This pressure on wages could become
more noticeable and make core price
indexes (i.e. excluding food and energy)
rise faster than expected. So far those
indexes have only partially replicated the
global index rebound, but given the steady
demand and the fall in unemployment,
prices should be higher in 2019. The risk
is of core inflation and wages becoming

Sources: Fed, BLS

correlated again, like in 2005-2007 when
wage growth pushed up CPls, forcing
central banks to adjust their strategies.

A change of pace in the Fed’s rate
normalisation process would also come
as a big shock for money markets as
they have still not fully priced in the three
key rate hikes it is planning for 2019.
Should wages and inflation escalate, the
Fed might raise rates four times or more,
and go for 50 basis-point rather than 25
basis-point hikes. In this scenario, long-

term bond yields would inevitably shoot
up and the yield curve would steepen.

In the eurozone, if wage inflation picks
up, Germany may press a more radical
policy adjustment than currently planned
by ECB President Mario Draghi (no rate
hike until the third quarter of 2019). But
the leadership change at the ECB in 2019
could be decisive and mark a turning
point away from Mr Draghi’s famous
“whatever it takes” pronouncement in
2012 that kicked off the quantitative
easing measures. As for the Bank of
England, it will keep a close eye on
inflation and on the effects of Brexit on
the labour market, and may raise base
rates further. If the risk of inflation and
wages spiralling materialises, it could
send economic growth and financial
markets plummeting as they face much
tighter monetary policy than expected.
In addition, markets are likely to become
less and less liquid due to the Fed’s
plans to reduce its balance sheet and
the ECB’s to end quantitative easing.
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PUBLIC VS. PRIVATE DEBT

Debt levels have kept increasing since the financial crisis and now central banks are starting to tighten
monetary policy and liquidity is beginning to dry up. Neither long-term interest rates nor credit spreads

are reflecting any major risks yet, but markets may be a little too complacent.

s the monetary regime

starts moving towards a less

accommodative stance, the
continuous increase in overall global
debt is startling. The low-rate and
high-liquidity environment encouraged
debt-creation and financial leverage; ten
years on from the crisis, this has resulted
in a sharp rise in total debt relative to
growth. In particular, the major financial
hubs have seen economic agents’ debt
grow even faster than elsewhere, which
has exacerbated disparities and created
vulnerability in different areas from one
country and from one sector to another.

In the US, the surge in public debt is
the IMF’s main concern, way above
corporate debt, where leverage is, and
should remain, contained as long as
profitability is strong. Household debt
is on a moderate uptrend, but is being
easily serviced as wages are rising. The
eurozone’s main weakness is public debt,
which has stayed high in relation to GDP
since the financial crisis and has only
been receding slightly since 2016. The
ratio of private debt to GDP has eased
down, but companies are using more
leverage and households have become
more dependent on real estate through
mortgage loans. In China, both household
and corporate debt has risen fast with
companies adding to their leverage, and
the trend is similar in other emerging
countries. The risks on China, which are
related to the unregulated banking sector,
have been priced in. Further data shows
that public debt in emerging countries has
been increasing since 2016, after having
stayed stable between 2007 and 2015,
but it remains below 100% of GDP.

The pattern of world debt suggests
that more drastic monetary tightening
could pose a serious threat, especially
for the public sector which has been
benefiting from the very low interest
rates. Furthermore, developed countries
still depend heavily on foreign capital
for their financing, as does the private
sector in emerging countries. As long
as confidence indicators hold up, capital
markets will have nothing in particular
to worry about, but although monetary
policy is tightening, long-term government
yields are still very low and credit spreads
narrow, leaving very little leeway for
absorbing any shocks or deterioration
in credit quality.
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IMPACT INVESTING

ALIGNING SOCIETAL

AND FINANCIAL GAINS

Generating value is the aspiration and target of any investment
strategy. Impact investing is no different, but at its core, has a
broader definition of value — to include both financial and non-

financial returns.

have long been the home of impact

investing. However, increasing
demand from investors to generate both
a societal benefit and financial return has
led to impact investing broadening both
its investor base and its presence in more
liquid asset classes. The development of
impact investing in the listed equity space
is an exciting opportunity to expand both
the access and effectiveness of impact
through investment.

Projeot finance and private equity

Active, bilateral
engagement is by far
the most effective
means of obtaining
non-financial data

Allocating capital to listed businesses with
revenue streams dedicated to addressing
the world’s most pressing challenges is
a powerful way to tap into a structural
growth shift towards these solution-
providers whilst at the same time gaining
a non-financial “dividend”.

As exciting as this development is, to
create value in this new, broader sense,
requires the measurement of both
financial and non-financial benefits. This
allows the end investor to have a much
more complete picture of the “impact” of
their holdings across both axes.

Looking beyond traditionally reported
metrics such as share-price performance,
impact investors must assess and
disclose information, for example how
much clean energy is produced (or CO,
avoided), and what sort of innovation
can be enabled for every 1 million dollars
invested.

As much of these non-financial measures
are not audited, rarely comparable across
companies, and quite often not disclosed
in company accounts or corporate social
responsibility reports, the role and benefits
of active management to engage in
bilateral company exchanges is by far the
most effective means of obtaining non-
financial data that is relevant and useful.

This is the crux of effective impact
investing in the listed equity space — in-
depth, frank engagement can generate
unparalleled non-financial returns which,
in combination with estimated financial
gains, can truly bring broad and deep
value to the investor and society at large.

Impact investing

has at its core a
broader definition
of v

-
. v

ALLOCATING CAPITAL TO BUSINESSES DEDICATED TO ADDRESSING THE WORLD’S MOST
PRESSING CHALLENGES IS A POWERFUL WAY TO TAP INTO A STRUCTURAL GROWTH SHIFT.



THE EQUITY GAP NARROWS

The persistent global outperformance by US equities over the past five years should narrow in 2019.
Investors should begin to turn their attention to Japan, where equity valuations are sitting near 2008 lows and

companies’ earnings growth has outpaced that of both their US and their European counterparts since 20183.

ince the end of the eurozone

crisis in 2013, US equities have

outperformed, in local currency
terms, equities in other major regions of
the world — by 25% versus Japan, 40%
versus Europe and nearly 52% versus
emerging markets. We expect to see
this period of ‘American exceptionalism’
begin to erode in 2019.

The narrative for such persistent US
outperformance typically focuses on a
combination of adept and proactive policy-

making, a flexible domestic economy, as
well as shareholder-focused corporates

15.0% -

10.0%

5.0% 4

prioritising the enhancement of returns
for investors. Since the early 1990s, these
factors have helped support returns, with
US companies able to drive much of
their outperformance by posting higher
earnings growth than both their European
and their Japanese counterparts.

However, the period of ‘American
exceptionalism’ since 2013 has been
sustained by a different driver than the
premium returns US corporates have
delivered for shareholders: investors’
willingness to pay more for US companies
or, in other words, P/E multiples expansion.

Contribution to total return since 2013
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In fact, US P/E expansion has contributed
substantially all of the outperformance of
US equities versus both European and
Japanese equities over the period. Indeed,
since 2013, while US earnings have
contributed nearly six percentage points to
the 11% CAGR total returns, this has only
been enough to keep pace with the six
percentage-point contribution added by
European corporates, but lagging behind
the nearly eleven percentage points that
earnings added to total investor returns in
Japan (see chart 1).

Without the rise in US P/E ratios and the
decline in both Europe and Japan, US
equities as a whole would have lagged
behind both European and Japanese
equities over the period as US dividends
and earnings contributions did not outpace
its peers’.

Admittedly, a strong reason for the
willingness of investors to pay more via
P/E multiples for US corporates has been
the prominence of the technology sector
among listed US corporates. Unfortunately
for investors, we believe the dramatic
rerating in global technology P/Es that has
been ongoing since 2013 is near an end
(see Technology box, right).

Looking ahead, with technology P/E
multiples ceasing to drive broader US
P/E expansion, we expect to see such
dramatic US equity outperformance fade
in 2019 (see chart 2).

Although Japan has a large technology
sector as well, Japanese equities have not
fared as well as their US counterparts. In
fact, despite growing earnings 63% since
end-2013 versus 31% for US equities,
Japan investors today are paying 25%
less in P/E terms, with multiples having
fallen to 13.3 times, a level last seen during
the lows of the 2008 global financial crisis
(see chart 3).

With global and domestic growth strong,
a central bank remaining accommodative
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rather than tightening (unlike the US
and Europe), and with the currency still
historically cheap, macro factors should
remain a tailwind for Japan investors in
2019.

Encouragingly, European equities share
similar valuation qualities with their Japanese
counterparts, having seen multiples nearly
halve since their 2016 peaks to 16 times
historical earnings in late 2018.

Though valuations in Europe are still
sitting well above 2008 lows, unlike in
Japan, investors should recognise that
the last period of sustained European
outperformance versus the US,
from 2003 to 2007, coincided with a
period of significant technology sector
underperformance versus broader global
equities. With the technology sector likely
to lose momentum, we expect European
equities to start catching up with their US
peers.

However, unlike in Japan, European
investors will have to deal with a central
bank withdrawing stimulus and a series
of political events — from Italian budget

US equity
advance should
narrow
in 2019

11

Japan valuations are
near 2008 lows despite
corporate earnings
outpacing US

12 13 14 15 16 17 18

Sources: MSCI, Bloomberg Finance L.P., and UBP

negotiations (see p. 21), to Brexit (see
p. 22), as well as European parliamentary
elections — which may make them hesitant
to expand risk-taking in 2019.

Instead, however, as we view these issues
as transitory in the context of ongoing
European reform, the overly aggressive
pricing in of eurozone fragmentation in
particular should be viewed as a tactical
opportunity for investors.

On balance, though investors have relied
heavily on US equities, and in particular
the technology sector, to generate returns
in recent years, 2019 presents a window
for investors to shift from unsustainable
return drivers such as persistent P/E
expansion, to more sustainable ones.
Though such opportunities can be found
across the globe — and in particular via
prudent stock selection in thematic
arenas such as impact investing (see
p. 11) and in healthcare (see p. 14) and
true innovators within the technology
sector — geographically, investors may
find themselves increasingly focusing
their attention on Japan and, tactically,
Europe as well.

Political volatility
in Europe to
provide tactical
opportunities

A Regime Change
Abhead for Global
Technology

has delivered an impressive +18.8%

in annual returns, easily outpacing
global equities as a whole (+10.4%) and
even growth-oriented equities (+11.8%).

S ince 2013, the global technology sector

Underlying this performance, though,
has been a recent shift in return drivers
which may limit outperformance. Before
2018, investors in technology had
earnings, dividends and P/E expansion all
contributing to their returns. Indeed, P/E
expansion alone contributed almost half of
the returns that investors generated from
2013 t0 2017.

In 2018, however, earnings growth has
driven practically all of the returns generated
by global technology investors while P/E
multiples have dwindled (see chart 2).
Even with the fall in P/Es in October 2018,
investors should see stability rather than
continued rerating looking into 2019.

Moreover, with 5-year earnings growth
expectations already at 20%, the prospect
of upside surprises to the current earnings
consensus appears weak. Indeed,
with key leading indicators suggesting
peaking momentum in the US economy
in particular, the increase in capital spending
by American corporates should likewise
begin to slow, removing a key driver to
the better-than-expected earnings seen
through much of 2018.

We believe 2018 represents the beginning
of a new phase of long-cycle adoption for
global technology investors. Similar to the
2002-2012 period, in the aftermath of the
technology bust of 2000-2001, investors
will have to rely primarily on earnings growth
and identifying true, bottom-up innovators
to drive returns in the sector.

However, unlike 2002, when the US
economy was in the early stages of
recovery and technology penetration was
low and rising, 2019 leaves investors in
the sector facing a US economy in the
late stages of its cycle and a much more
established technology sector. Thus,
investors will increasingly have to look to
active management strategies to identify
innovative companies to overcome the
rising cyclical headwinds in the sector.

(For more details, see UBP Spotlight:
A Regime Change Ahead for Global Technology,
August 2018)
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HEALI

HCARE: INNOVATION

CREATES OPPORTUNITIES

The secular trends in healthcare — ageing populations, emerging market demand, and expanding basic health
insurance — remain well entrenched but investors should shift their focus towards differentiated innovators
in the healthcare space via mid-sized biotech, medical technology, and healthcare-focused IT companies.

he global healthcare market

continues to expand rapidly, driven

by ageing populations, emerging
market demand and expanding basic
health insurance, which will continue to
drive demand for best-in-class and highly
efficient treatment options: worldwide
healthcare spending is projected to
increase at an annual rate of 4.1% in
2017-2021, up from just 1.3% in 2012—
2016, and combined healthcare spending
in the world’s major regions is expected
to reach USD 8.7 trillion by 2020, up from
USD 7 trillion in 2015.

Industry reports find that, in aggregate,
average price increases have contributed
to more than 60% of the over 20%
growth in US sales of the 45 main
pharmaceutical products over the past
three years. However, we expect the
benefits of these price rises to continue
to wane as the growth in demand for those
products slows further. Partially driving
this is a commitment on the part of many
pharmaceutical companies not to increase
drug prices through 2018 in response to
US political pressure.

Without these price increases driving
growth, investors need to shift their
focus to innovation as their key source

of return. In particular, therapeutic and
technological innovation, with the potential
to disrupt the existing USD 1 trillion annual
biopharmaceutical market, is a key
opportunity: there has been a notable
increase in the number of approvals for
new drugs and R&D budgets focused on
areas of unmet need are growing. We have
identified six growth areas in the current
innovation cycle: immuno-oncology,
gene-therapy, rare diseases, obesity,
neurological diseases, and healthcare IT.

For investors, simply focusing on the
world’s largest pharmaceutical companies
to participate in these growth trends is

50

revenue
opportunity in
healthcare IT

of blockbuster
drugs come from
small & mid-sized

companies

@)

no longer a viable strategy. Bernstein
Research highlights that almost 50% of
blockbuster drugs — those with peak sales
exceeding USD 1 billion — now emerge
from smaller and mid-sized biotech and
medtech companies, which in turn need
investors in order to pivot their focus.

Beyond this, in light of the high level of
inefficiency in the global healthcare market,
we see an opportunity in healthcare IT.
Tech consultancy Gartner estimates that
healthcare providers in the US will have
spent approximately USD 42 billion on
IT services in 2017, or just over 1% of
domestic US healthcare expenditure. If
the average spend on IT services across
healthcare companies were to reach 3.3%
(comparable to non-healthcare companies
in corporate America), healthcare IT
providers could see an incremental
revenue opportunity of over USD 70 billion.

Though the healthcare sector should
retain several of the secular growth drivers
seen in previous decades, a shift in focus
from safe, dividend-paying names to the
interplay of multiple, fast-changing factors
is needed to continue to participate in
ongoing innovation and efficiency in the
provision of healthcare.
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COMMODITIES

TIME TO EXPAND FOCUS FROM
OIL TO INDUSTRIAL METALS

A supply shock is needed for higher oil prices, but 2019 should see

tightening supply support industrial metals instead.

s outlined in the UBP 2018
A Investment Outlook, we believe the
energy and industrial commodity
complexes are in the early stages of a
long-cycle turn following the bear market
seen in the early part of this decade.
The divergence between crude oil and
industrial commodity prices in 2018 belies
the underlying fundamentals and highlights
opportunities for investors to expand their
focus from energy to metals in 2019.

Crude oil markets have rallied since
output cuts by both Saudi Arabia and
Russia in 2017 ahead of what we expect
to be a more significant supply-demand
imbalance looking forward into 2020. As
2017 turned into 2018, the move by the
two oil giants was sufficient to create a
shortage and drive crude oil prices up from
the USD 27 per barrel lows to as high as
USD 80 in the summer of 2018.

By mid-year, however, the driver to higher
oil prices turned more speculative with
a focus on the renewal of sanctions on
the sale of Iranian crude oil, removing
supply from the market. Despite this,
the underlying supply—demand dynamic
turned unfavourable for the first time
since early 2017, with supply once again
starting to exceed demand in June 2018,
according to the IAEA.

Admittedly, with OPEC’s spare capacity
near historical lows, any further shock
to output could extend the oil price rise
further. However, with supply—demand
dynamics shifting against investors,
risk-reward in energy markets no longer
favours substantially higher prices than
the current level.

In contrast to the sharp rise in crude ail
prices in 2018, industrial metal prices have

seen broad-based declines through much
of the year, driven primarily by slowing
Chinese growth and rising trade tensions
between the US and China. Under the
surface, however, undersupply pressures
have continued to build across major
metals, creating a fundamental backdrop
that supported energy prices in late 2017.

1hree years of

undersupply is
building the

opportunity for

industrial metals

Clearly a bottoming and turn in Chinese
growth will be a requirement for a rebound
in industrial metals in 2019. Though the
trade overhang will likely remain in 2019,
with GDP growth slowing towards the
all-important 6% level, Chinese policy-
makers have been adding stimulus to
stabilise economic activity. As US tariffs
are extended in January 2019, and
with Chinese growth just above 6%,
the hesitant easing strategy seen in the
second half of 2018 may become more
proactive in 2019.

Thus, with 2018 already having seen a
period of undersupply across major metals,
the prospect of this continuing, against
a backdrop of stabilising and improving
rather than deteriorating Chinese demand,
investors should view signs of proactive
stimulus on the part of Chinese policy-
makers as the key catalyst for industrial
metals in 2019.

[ =

Metals should rally
in 2019 just as oil did
in 2018

Gold’s defensive
role is valuable

Fundamental support for gold, however,
remains modest and dynamics are pointing
to continued excess supply in 2019. With
a stronger US dollar and a steady rise in
US interest rates across the yield curve,
gold prices will likely stay firmly capped.
Investors will have to rely on the prospect
of geopolitical instability as a catalyst to
gold price rises in the months ahead.
Fortunately for gold investors, meaningful
potential flashpoints remain, giving gold an
important role in portfolios in the current
environment.



FOREIGN EXCHANGE

GLOBAL AND ECONOMIC
CROSSWINDS FAVOUR
DOLLAR STRENGTH

The unsynchronised nature of global economic growth combined with the increasing local, regional
and global political instability should continue to underpin volatility in foreign exchange markets in

2019, leaving the US dollar likely to sustain the strength it showed for much of 2018.

roviding ongoing support for the

US dollar will be continued though

stabilising economic growth and
widening interest rate differentials
between the US and its key trading
partners.

Despite markets pricing in an additional
two rate increases in 2019, Fed Chairman
Jerome Powell and other voters on its
policy-setting Federal Open Market
Committee have used speeches in late
2018 to take a more hawkish tone,
suggesting that the risk to the rate-
raising outlook may be of more rather
than fewer hikes than expected in 2019.

Moreover, the migration of the ‘normal-
isation’ process to the 10-year portion
of the US yield curve likely means that
disparities between global long-term
interest rates should likewise continue to
widen in 2019 in favour of the US dollar.

Politically, with the US coming out of
mid-term Congressional elections in
November 2018, risks to the US dollar
are likely front-loaded, with the lame-
duck session of the US Congress
having to deal with the threat of a US
government shutdown if funding is not
approved by 7 December 2018.

In the eurozone, while positive economic
momentum has led the European
Central Bank (ECB) to signal the wind-
up of its quantitative easing program,
we expect this exit to be gradual to
avoid any derailing of the still fledging
recovery in the single currency area.
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Indeed, signs that eurozone economic
momentum has peaked have appeared
in the last quarter of 2018. Magnifying
this trend is the slowing growth in
key emerging markets which are
proportionately more important trading
partners to Europe than to the US.

With ECB rate increases not expected
until the second half of 2019 at the
earliest, both interest rate and growth
differentials should prove headwinds
to sustained euro strength throughout
the year. Admittedly, as we expect
Italy’s end-2018 confrontation with
the European Union over fiscal policy
to be resolved in the months ahead,
tactical euro strength may emerge

as ltalian risk premia are unwound in
early 2019. However, with elections for
the European Parliament set for May
2019, we expect political uncertainty
to reappear by mid-year.

Sterling appears to reflect Britain’s
modest economic activity and softening
housing market. Though progress has
been made towards a Brexit agreement,
risks of a ‘hard’ Brexit in March 2019
appear moderately underpriced in
currency markets.

Japanese yen investors should see
a trajectory similar to that of their
continental European counterparts.
Reactive policies from the Bank

= T T
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of Japan likely mean interest rate
differentials will continue to work against
the yen in 2019. Domestically, the hike
in consumption taxes in October 2019
should keep domestic policy favouring
a weak yen so as not to overly burden
an economy still under repair.

Moreover, like Europe, Japan’s reliance
on exports means that weakening
emerging economies may continue
to widen the economic growth gap
between Japan and the US.

Tactically, the yen’s role as a safe-
haven currency will probably mean
periodic bouts of currency strength
as geopolitical instability mounts.
However, we view the prospect of
such appreciations as temporary,
though likely tradeable, and favour a
weakening bias overall on the Japanese
yen in 2019.

The Chinese yuan has declined
consistently since mid-2018, mitigating
the impact of tariffs imposed by the US
on imports from China (see p. 18). With
anew set of tariffs set to take full effect in
the new year, the renminbi should keep
depreciating. Absent a rapid escalation
in trade tensions (see p. 20), we expect
the cushion of a weakening currency to
be augmented by expanding domestic
liquidity to counterbalance the impact
on the Chinese economy. This suggests
the downward trajectory of the second
half of 2018 should moderate in 2019,
though the yuan should remain on a
downtrend.

CHINA YUAN - REAL EFFECTIVE EXCHANGE RATE
(BASED ON MANUFACTURING CPI)
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EUR headwinds to
emerge in H1 2019

Tax hikes & elections
portend JPY weakness
in 2019



CHINA

A NEW COLD WAR

The 2018 trade dispute between the US and China appears to conceal a more strategic confrontation
between the two largest economies in the world. Economically, the clash mirrors the 1980s US-Japan
relationship and as in that period, domestic policy decisions should create tactical opportunities for

China investors in 2019.

any believed that the US

President’s broadside on trade

in early 2018 was both a ploy
to get better terms in the renegotiation
of the North American Free Trade
Agreement (it was) as well as a political
strategy to fulfil campaign promises (it
was as well). What went unnoticed in
the policy shift was the US effort to use
trade as the first volley in a broader
campaign to isolate America’s strategic
rival on the global stage, China.

This broader objective began to reveal
itself as the US rejected Chinese
overtures to reduce China’s bilateral
trade surplus by nearly 50% in the spring
of 2018. By September the nature of
the most recent tariffs imposed by the
US signalled an intention on the part of

the US to take a long-term, strategic
approach to the trade battle (for more
details, see UBP Spotlight US-China
Trade War: From Checkers to Chess,
September 2018).

By October US National Security
Advisor John Bolton confirmed this
isolation strategy, stating: “...[China’s]
behaviour needs to be adjusted in the
trade area, in the international, military
and political areas, in a whole range
of areas...”.

With China having struck back with
tariffs on the full range of American
imports, the tit-for-tat retaliation stage
is nearing an end despite the fact that
US tariffs are scheduled to rise once
again on 1 January 2019. As highlighted
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in our Trade War discussion (see p. 20),
the next step towards isolating China
may turn US attention towards Europe
in the new year.

Though there is a risk that the US will
continue to increase pressure on China,
such a pause may provide an opening
for China to craft a domestic policy
response more proactively, similar to the
steps taken by Japan in its own trade
war with America in the early 1980s.

Though China has been adjusting its
policy to the shifting trade landscape,
much of the heavy lifting has been
done by the Chinese yuan, which has
depreciated by 10% since US trade
rhetoric increased in April 2018. Indeed,
we estimate that the 10% depreciation
against the US dollar has substantially
offset the additional cost of US tariffs
borne by US importers of Chinese
goods.

Interestingly, this also parallels
Japan’s experience back in the1980s.
Threatened with tariffs by the US, Japan
agreed to ‘voluntary restraints’ on the
volume of its auto exports in the face
of a yawning trade surplus with the
US. Cushioning the impact on Japan’s
automakers and its economy as a whole
was a 22% yen depreciation against the
US dollar from 1981 to 1985.

For China, with a further tariff rise to 25%
scheduled for the new year, we expect
China, like Japan, to allow renewed
pressure on the renminbi through the
psychologically important seven per US
dollar level to serve as a cushion for the
domestic Chinese economy.



“...[Chinas] behaviour needs to be adjusted in
the trade area, in the international, military and

political areas, in a whole range of areas...”

JOHN BOLTON, US NATIONAL SECURITY ADVISOR (OCT. 2018)

In the US-Japan case, however, by
1985 the US responded aggressively
to perceived currency manipulation and
coerced Japan into strengthening its
currency by 30% against the US dollar.
By 1988, the yen had risen by 50%
against the US dollar.

With China likely seeking to avoid
such an outcome, it is turning to
policies Japan resorted to in order
both to mitigate the effects of American
policies on the domestic economy and
to strategically reduce its reliance on
US exports.

Indeed, China has been seeking free
trade agreements with other large,
developed economies. However, in
pursuing its isolation strategy, the
US has shown a willingness to force
the hand of major trading partners to
choose free trade with either the US
or China, but not both (see p. 20).
Moreover, bilaterally, the US has been
discouraging Japan from joining regional
free-trade areas, potentially leaving the
world’s third-largest economy out of
China’s economic reach.

80s Japan provides
a roadmap for China

As a result, we suspect China will need to
turn towards Japan’s final tool to soften
the impact of US policies — domestic
reflation. From 1983 to 1989, inflation-
adjusted interest rates fell from 4% to
nearly 0%, spurring an asset bubble that
Japan is still recovering from.

Admittedly, China has been reluctant to
be seen as overtly embarking on policies
which mimic 1980s Japan. However,
just as Japan reacted to its economy
slowing sharply in 1986 following its
America-inspired revaluation, as China
GDP growth slows towards the critical
6% level, by late 2018 China will likely
have to become more aggressive in its
domestic policy stimulus.

Indeed, real interest rates (3-month
interbank) in China have already fallen
from near 3% in early 2018 to 1% by
October 2018, suggesting China has
already quietly begun going down
Japan’s path in its own conflict with the
United States.

Should this heavier stimulus materialise
as expected in 2019, onshore Chinese

equities (A-shares) could rise from the
current 11x earnings, a level last seen
during China’s previous attempts at
reflation in both 2008 and 2014. Offshore
Chinese equities (H-shares) traded in
Hong Kong with their bank-heavy listings
are even cheaper at 7x earnings, though
still above the 5.5x earnings at their all-
time low. Encouragingly, H-share equities
have firm dividend yields of 3%, a level
breached during the 2008-2009 global
financial crisis and well supported with
payout ratios of only 20%.

On balance, while the new ‘Cold War’
between the United States and China
raises considerable obstacles for China,
the Japan experience of the 1980s
highlights the openings for opportunistic
investors ahead of what we expect to be
substantial stimulus to come for China’s
domestic economy.

Given the potential that the US will
continue to increase pressure on the
Chinese economy, either directly or via
its trading partners, capital-protected
and/or option strategies which limit
investor risk appear prudent for 2019.

Seek capital-protected
or option strategies to
limit risk



TRADE WAR

FOCUS ON US-EUROPE
RATHER THAN US-CHINA
TRADE WAR RISKS

Though by late 2018 investors’ trade war concerns have focused on US-China relations, the US
may instead turn its attention to Europe in 2019 in an effort to strategically isolate China further and

reshape global trade.

ith the US moving to
strategically isolate China,
much like it did Japan in

the 1980s (see p. 18), investors may
be focusing too much on the bilateral
trade conflict between the two largest
economies in the world.

Though a risk exists that the US may
seek to escalate already elevated US—
China tensions further in the new year,
a yet unrecognised threat to markets
and the global economy rests with the
prospect of American policy-makers
refocusing their efforts on Europe in
order to achieve the same strategic
objective — the economic isolation of
China.

While many hailed the US-Mexico—
Canada Agreement as an important sign
that trade tension can be eased following

months of difficult negotiations between
the North American trading partners, the

A yet unrecognised
threat rests with the
prospect of the US
refocusing its efforts
on Europe to isolate

China further
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celebration over the agreement diverted
attention from an important clause of
the pact that allows signatories, the
US in particular, to withdraw should
either Canada or Mexico sign free-
trade agreements with ‘non-market’
economies (i.e. China).

This clause adds further evidence to
the idea that the underlying objective in
the US trade war is strategic isolation
of the Middle Kingdom. If this is
correct, if the US is indeed seeking to
increasingly isolate China, America may
seek to strong-arm Europe into a similar
trade arrangement that limits China’s
access to the continent. Much like steel
and aluminium tariffs exerted credible
pressure on Canada and Mexico to bring
them to the negotiating table, the US
may view rekindling the threat of slapping
tariffs on European auto exports to the
US as equally effective for Europe.

Encouragingly for Europe, Germany’s
recent agreement to support efforts to
open the German gas market to imports
of US natural gas may provide an avenue
to ease the strain on the broader US-
European trade relationship, should
such agreement be broadened across
the continent. However, should it not,
whereas tariffs on aluminium and steel
had a modest effect on overall regional
and global growth, similar tariffs or even
just the threat of duties on cars and
the auto supply chain could be more
damaging for the global economy in 2019.

US IS USING TRADE
AGREEMENTS

to isolate China further



STILL TIME TO KICK

THE CAN IN ITALY

Long-term concerns about Italian debt sustainability remain, but need not crystallise with the current
confrontation with the European Union.

n late 2018 Italy became involved in

a confrontation with the EU over its

budget, renewing concerns about the
threat that Italy poses to the integrity of
the single-currency area, culminating in
a rise in Italian government bond (BTP)
yields to nearly 3.7%.

At these levels, if maintained, Italy’s
ability to sustain its current, onerous debt
burden comes into question as the rising
interest costs alone are outweighing
the Italian economy’s ability to service
its debt. Moreover, we estimate that
a sustained move to above 4% would
leave ltalian banks, among the largest
holders of Italian debt, perilously short
of capital and needing to raise more in
the midst of an unwelcoming market for
such paper.

While these dynamics are not new for
Italy, they come against a backdrop of
the European Central Bank (ECB) set to
end its purchasing of eurozone (including
[talian) government debt. 2018 saw the
ECB buy as much as 20% of Italian
government debt on issue. In 2019 this
will fall to 5%, likely putting additional
upward pressure on ltalian yields as the
bonds seek to attract alternative buyers.

Should this indeed occur in the new
year, Italian bond yields risk hitting the
4% vyield level referred to above, raising
the risk of insolvency within its banking
system.

While concerning for investors, we believe
that following a period of escalation into

year-end, this standoff will ultimately end
in compromise, once again pulling the
single-currency area back from the brink.
Politically, the Lega-Five Star coalition,
like other populist governments which
have taken power, needs to be seen to
be pursuing key campaign promises,
especially early in their term. We believe
they are currently at this stage in the
political cycle.

poses a long-term risk
without more ltalian reform

However, such governments must
also seek to maintain power and,
when necessary, prioritise their political
agendas. As a result, we expect a window
to open following the late-2018 period of
confrontation. One potential compromise
would be for the EU to agree to re-classify
some of Italy’s proposed infrastructure and
immigration proposals as ‘exceptional’
spending outside the normal budgetary
cycle in exchange for concessions on
some of the more controversial spending
programs proposed by Rome.

The timing of this window will likely
depend on the combination of the level
of ltalian 10-year yields — with moves
into the 3.5-4.0% range accelerating
the pace of ‘negotiations’ — and the
hard deadline of the end of ECB bond
purchases at end-2018. With yields
having already pierced the 3.5-4.0%
range, the end of ECB purchases may
serve to crystallise the threats both to
[taly’s debt sustainability and to its bank
solvency if carried through into the new
year, providing strong motivation on both
sides to find a compromise in the months
ahead.

on ltalian BTPs to spur
Italy-EU compromise



BREXIT

DEAL OR NO DEALY

The United Kingdom is to split from the European Union on 29 March 2019, but neither party is ready
— negotiations are still in full swing and no plans have been adopted yet. This is an unprecedented
process and the wildly different competing scenarios are giving financial markets the jitters.

he UK’s exit from the EU is a

| complex and risky process. The
hard deadline is 29 March 2019 yet
neither the terms of the divorce nor future

relations have been settled and many
different scenarios are floating around.

The first step of the negotiations has to be
an agreement on the terms of the exit. By
the end of the one-year transition period,
the UK will have to have signed trade
agreements redefining its relations with
the EU and with all its other partners.
However, the exit agreement has been
repeatedly put off because of the issue of
the Irish border, which remains a sticking
point both for the EU and for the UK.

The main question for the UK is
whether it will be able to retain access
to the European Single Market after
the transition period. The legal terms of
such access will be less important in the
end than the economic impact of the
arrangement on the movement of goods,
capital and people.

If the UK lost that access, the damage on
its economy would be considerable: its
economic growth could drop by 5% on
average, and even by a chilling 8-10% if
other trading partners like the US were
to delay signing new agreements. British
industry, finance, services and farming
would all be deeply affected. This would
result in recession, monetary easing and
Sterling devaluation, with the added risk
that the eurozone would also lose up to
0.5 percentage points in growth. This
in turn would bring UK assets under

pressure, except those that would benefit
from the fall in the currency.

If, on the other hand, goods continue
to be traded, then the UK’s prospects
are much more constructive. After a
period of soft growth, a recovery would
emerge as trade would pick up, and
sectors already affected in June 2016
by the Brexit referendum would rally.
Since the referendum outcome, the UK
economy has been lagging nearly 2%
behind other developed countries; if all
goes well, as confidence builds up again,
Britain’s growth could rise back to 2%.
This recovery would boost British assets
and the pound, but the central bank may
have to manage overheating risks, forcing
it to hike its base rates sharply, which
would put pressure on bond yields.

1o have or not to
have access to the
Single Market: that

is the question
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