
“The tariff dispute continues to spiral. 
From an economic perspective, everything 
indicates that Washington and Beijing 
will reach an agreement. After all, there 
are no winners in a trade war, only losers. 
But further escalation cannot be ruled out 
at present.”
Benjardin Gärtner, Head of Equity Fund Management
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The markets at a glance

Economy, growth, inflation

The economy continues to present a disparate picture. On the one 
hand, it has recently been showing increasing signs of improved 
growth. This is evident in our own leading indicators, for example, 
which have climbed sharply over the past few weeks. Some of the 
purchasing managers’ indices for industry also appear to have 
turned the corner. This was especially apparent in industrialised 
countries, where sentiment indicators picked up in both the major 
and smaller economies. On the other hand, growth figures con-  
tinued to surprise on the negative side. This was particularly true in 
emerging markets (EM), where the growth surprises we identified 
deteriorated even further.

The resurgence of the trade dispute has emerged as a further 
source of strain. It is difficult to gauge the direct economic impact  
in the short term, as hardly any trend occurs in isolation. For 
example, the threatened expansion of punitive customs tariffs by 
the US will very probably have a big impact on inflation on the 
domestic front – unless, of course, the effects are compensated 
for by other developments. Our expert economists believe that a 
devaluation of the renminbi, which appears very likely, or a stag-
gering of the tariffs would significantly mitigate the consequences. 
The situation is similar for the impact on growth. However, it’s 
clear that a reduction in trade and a brake on globalisation will, 
in the long term, restrict growth and push up inflation. In other 
words, they’ll have a stagflationary effect. Economically speaking, 
the consequences are thus definitely negative. The losers in the 
trade dispute are the (current) winners of globalisation, i.e. open 
economies in Asia and Europe. This state of affairs is playing a key 
role in our positioning, particularly with regard to the emerging 
markets (EM). 

Risk ratchets up for the US economy – recession in 2020?    
Probability of a US recession within the next twelve months  
(%)

Source: Bloomberg, as at 13 May 2019.

30

20

10

0

Summary

The resurgence of the US-China trade dispute has seen a problem 
leap back onto the agenda of the capital markets that many 
thought was as good as solved. Experience tells us that provoca-
tive broadsides by US President Donald Trump are usually followed 
by more conciliatory tweets a few days later. It appears that 
Washington is very much aware that trade wars cannot be won 
– at least not without taking a hit to prosperity at home – and 
will ultimately shy away from the final escalation of the current 
dispute. Many investors have evidently recognised this pattern 
too and are increasingly factoring it into their decisions – as the 
relatively resilient reaction of the market over the past few days 
has shown. At the same time, the combination of the US’s strategic 
opposition to China and the unpredictability of President Trump 
poses a risk for the capital markets that we cannot afford to 
ignore. From an economic perspective, everything indicates that 
Washington and Beijing will reach an agreement. So although 
further escalation is currently not anticipated, it cannot be ruled 
out entirely and would have a detrimental impact on the markets. 

The latest Brexit developments and the imminent European 
elections are also creating uncertainty. On the ninth occasion that 
EU citizens have gone to the polls since the European Parliament 
was established in 1979, the spotlight will fall on the probable 
gains for populist groups. Although the latest polls indicate that 
the direct consequences for the capital markets are likely to be 
modest in the first instance, this tilting of the political axis in EU 
member states will create a challenge for the eurozone in the 
medium term (and therefore also for eurozone investments).  
We have therefore decided to shift towards the defensive but to 
maintain our risk positioning at neutral overall (RoRo meter at 3).

The US’s significant trade deficit with China is at the 
heart of the problem 
US balance of trade with its biggest trading partners in 2018  
(US$ billion) 

Source: Bloomberg, U.S. Department of Commerce, as at 14 May 2019.
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Monetary policy:  
Fed considers ending balance sheet runoff

In recent weeks, a consensus has emerged among the world’s 
major central banks, with nervousness about rapidly rising infla-
tion giving way to concerns about the resilience of the economy.  
If necessary, the central banks are prepared to accept a higher 
inflation rate rather than run the risk of jeopardising growth by 
tightening the monetary policy reins too soon (and potentially 
even encouraging deflationary trends). For this reason, we do not 
anticipate interest-rate hikes in either the US or the eurozone 
this year. 

In the US, the Federal Reserve (Fed) may even consider ending 
its balance sheet runoff earlier than planned. This is because of 
the possibility of sudden bouts of turmoil in the US money market 
driven by the ongoing reduction of excess liquidity. Such a situation 
came to pass in 2018, so it wouldn’t be entirely new. The longer 
the Fed shrinks its balance sheet, the more likely it is that turbu-
lence will be repeated – and probably without much warning once 
reserves reach a certain level of scarcity. As the Fed is not looking 
to change system (away from a deposit system towards the earlier 
loan-driven system), the likelihood is that it will stop reducing its 
balance sheet. This would spell the end of a component of US 
monetary policy that is currently still having a contractionary 
effect.

The European Central Bank will hold off until June before taking a 
concrete position on future arrangements for its targeted longer-
term refinancing operations. The ECB still has time to decide 
whether it wants to use its tenders to provide expansionary 
momentum or simply to prevent regulatory difficulties.

Fixed income:  
Further potential for corporate bonds

For as long as the major central banks remain cautious with their 
monetary policy, the environment for higher-risk bond segments is 
likely to remain buoyant. Nevertheless, the trade dispute is bound  
to have at least some impact, particularly on the riskier bonds. 
Investment-grade corporate bonds and, to a lesser extent, high-
yield paper stand to gain from this situation in the coming weeks 
– particularly if the uncertainty persists and this leads to higher 
risk premiums. Despite spreads on investment-grade paper having 
fallen sharply in recent months, investors will probably continue 
looking to this sector to find returns. This means there is still 
potential for gains.

Government bonds from the core eurozone countries and covered 
bonds have become more attractive, as they would benefit directly 
in the event of further escalation. Nevertheless, our preference is 
still for EM government bonds (denominated in hard currency). 
Unlike EM equities and currencies, this segment’s performance is 
more closely linked to that of US Treasuries (and therefore Fed 
policy). Moreover, when it comes to hard-currency bonds, Asia 
– and first and foremost China – does not play the same role that 
it does in the equities asset class. The focus will instead shift to 
Latin America, the Middle East and eastern Europe, regions that 
would probably still be affected by an escalation in the US-China 
trade dispute but by no means to the same extent as China and 
its Asian neighbours.

• Decision: Investment-grade corporate bonds and covered
bonds bulked up, high-yield corporate bonds pared back.

• Positioning: Fixed income investments have been more
attractive again. Our preference is for the carry segments,
in this case investment-grade corporate bonds and EM
government bonds. Our view of the other segments is more
or less neutral.

Central bank support is softening the market’s reaction 
Market expectations for the final meeting of the Fed in 2019  
(%)

Source: Bloomberg, as at 22 May 2019.
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Strong demand for EM hard-currency bonds 
Indexed performance since the beginning of May 2018 (%)

Source: Bloomberg, as at 6 May 2019.
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Equities: Trade dispute weighs on EM stocks

The trade dispute between the US and China is also affecting 
decisions on the equities front. China is currently taking more of  
a hit than the US from the increased import tariffs and threats of 
further tariffs, not least because China, as an emerging market, is 
more closely integrated into global trade. Trump’s decree against 
Huawei has made the situation worse and is having a knock-on 
effect on companies in the supply chain. Furthermore, the corpo-
rate earnings situation in the emerging markets is proving to be 
less positive than in the industrialised countries. We therefore 
believe that EM stocks can no longer be said to offer value. The 
appeal of this segment is waning as a result. The basket of stocks 
that represents the emerging markets is weighted heavily towards 
China. Together with its neighbouring countries, it accounts for 
more than two thirds of Asia’s portion of the MSCI Emerging 
Markets index. Our view of equities from the industrialised countries 
is neutral. This is largely because of the strong corporate earnings 
situation, extensive share repurchases and the still supportive 
monetary policy of the central banks.

The very encouraging reports for the first quarter of 2019 and the 
persistently high volume of share buybacks mean that investors 
are not willing to sell equities in any great volume – which is 
one reason for the market’s muted reaction so far. Risks lie ahead, 
however. If Trump is serious and imposes tariffs of 25 per cent on 
the remaining imports from China, many consumer products, such 
as iPhones and laptops, will become more expensive. Analysts may 
then have to significantly downgrade their profit expectations.

• Decision and positioning: In the prevailing environment,  
we are generally advising against EM equities. And stocks as  
a whole are now less appealing as a consequence.

Commodities: Supply deficit expected in summer

US waivers for eight countries, exempting them from the ban on 
Iranian oil imports, expired on 2 May. Consequently, the supply of 
oil from Iran has contracted by around half a million barrels per 
day. Meanwhile, in mid-May, the OPEC+ nations decided (ahead of 
the major OPEC meeting at the end of June) that they are in favour 
of maintaining the production cuts, while in Venezuela there have 
been disruptions to production. This reduced level of supply will 
come up against a seasonal rise in demand over the coming weeks 
(‘driving season’, when a lot of people in the US take their car on 
holiday), which is likely to push up the price of oil. Although Saudi 
Arabia has reserve capacity and could close the output gap, the 
sheiks are more interested in keeping prices stable than gaining 
market share. An increase in production would have the effect of 
lowering the price, but it’s questionable whether revenue (i.e. the 
price per barrel multiplied by the number of barrels sold) would 
actually go up as a result. Playing this trump card would therefore 
make little sense as things stand.

At the same time, the futures curve is pointing towards an extreme 
shortage in the oil market (Brent). The prices for oil deliveries several 
months ahead are in some cases well below those for deliveries 
scheduled for just a few days’ time. This is usually a sure signal to 
expect scarcity in the market. We therefore anticipate that the oil 
market will tip into supply-side deficit in the third quarter, which 
could make it worthwhile buying oil at today’s lower prices. 

• Decision and positioning: There has been no change in our 
assessment of energy commodities from last month. We still 
view commodities as attractive overall. 

MSCI Emerging Markets is heavily weighted towards Asia
(share of the index in %) 

Source: Bloomberg, MSCI, as at 30 April 2019.

Backwardation points to future scarcity and higher prices
Forward curves for crude oil (WTI and Brent) in US dollars per barrel

Source: Bloomberg, as at 15 May 2019.
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US dollar appreciates against the Chinese renminbi
Yuan/US dollar exchange rate since the beginning of the year

The markets at a glance

Quarterly change in prime office rents 
in the Asia-Pacific region
Average (%)*

*  Average of the five biggest Asia-Pacific office markets.
Source: Jones Lang LaSalle, as at 31 March 2019.
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Currencies:  
Slightly more cautious stance towards EM currencies

The escalation of the trade dispute is likely to continue to impact 
adversely, directly or indirectly, on Asian currencies. China could, 
for example, find itself in a situation where it is forced to devalue 
the renminbi once again. This could have a knock-on effect on 
countries such as Korea and Taiwan via international supply chains, 
as evidenced by the current situation with Huawei. We are there-
fore taking a more critical view of EM currencies, not least because 
there is also a heavy weighting towards Asia in the EM currency 
basket, as it is based on the MSCI Emerging Markets index.  
In order to spread risk, offsetting positions are being taken in both 
US dollars and euros, even though most Asian currencies trade 
primarily against the US dollar. We expect the US dollar to depre-
ciate in the medium term because of the worsening twin deficit 
and the Fed’s increasing tolerance for inflation and in spite of 
weak growth in the eurozone. 

China has various means of countering the growing adverse effects 
resulting from the customs tariffs. The country’s central bank may 
opt for fiscal policy measures such as tax cuts or it may reduce 
interest rates. Taking action on interest rates would be controversial 
given the high pork prices. A simple solution would be to devalue 
the currency, which would then probably climb above 7 yuan to the 
US dollar – a level not seen in more than ten years. The last few days 
of trading showed that the markets were beginning to anticipate 
such a move.

• Decision and positioning: We expect the US dollar and the 
euro to appreciate against the EM currencies.

Office market in Asia

In the first quarter of 2019, economic indicators in the Asia-Pacific 
region painted a mixed picture, particularly in light of concerns 
about a slowing global economy and the trade dispute between 
the US and China. Nevertheless, demand for office space in Asia-
Pacific remained high as many companies expanded or moved  
to more modern buildings. In the first quarter of 2019, lettings 
were around 6.0 per cent above the five-year average for the first 
quarter. 

Even with completions in some cases at high levels, the strong 
demand for space pushed down the vacancy rate in many locations. 
The average vacancy rate in the region’s five biggest office markets 
declined by 80 basis points year on year to end March 2019 at an 
average of 8.1 per cent. It fell by between 1.7 and 2.1 percentage 
points in Seoul, Singapore, Sydney and Tokyo. Only Kuala Lumpur 
registered an increase. A spate of office completions drove the 
vacancy rate up to 18.5 per cent, an increase of 3.7 percentage 
points compared with the corresponding quarter of the prior year. 

Prime office rents in the five named cities surged thanks to the 
high level of demand experienced over the past twelve months. 
They rose by an average of 6.1 per cent, with Singapore leading 
the way after rents there went up by 17.5 per cent. Only in Kuala 
Lumpur did rents fall, and even then only marginally. This was 
because of the sharp increase in supply.

The strength of investor demand for commercial real estate meant 
that initial yields in the five cities experienced a further year-on-year 
decline, by an average 10 basis points, to reach 4.2 per cent.  
The trend appears be bottoming out, however, as this was a much 
smaller fall than in the previous quarters. 

2019

Source: Bloomberg, as at 22 May 2019.
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Our assessment at a glance

Our current risk assessment

• Fixed income: Monetary policy is continuing to support bond
classes that offer a risk premium. At the same time, the increase
in uncertainty is driving demand for safe havens.

• Equities: The escalation of the trade dispute is taking its toll
on EM equities, in particular because of the segment’s heavy
weighting towards Asia. Stocks from the industrialised countries
are being lifted by solid earnings and share buybacks.

•

•

•

Currencies: The trade dispute is weighing on EM currencies. 
The US dollar and the euro stand to gain.
Commodities: The tightening of sanctions on Iran has created 
additional scarcity in the oil market. But OPEC is maintaining its 
production cuts regardless.
The situation in the money markets remains unchanged. 
Interest rates are still close to zero, which means that 
holding cash does not seem to be a good idea.

• Absolute return strategies are currently less attractive in a
multi-asset context.

• The outlook for real estate has improved somewhat in Europe
and the US but is no longer quite so positive in Germany.

Our view of the asset classes

• The trade dispute maintains a firm grip on the markets.
From an economic perspective, there is much to indicate
that an agreement will be reached. However, further
escalation cannot be ruled out.

• The fundamental capital market environment has brightened
further, and the key leading indicators are continuing to
stabilise.

• Monetary policy remains supportive of higher-risk investments
and is significantly softening the market’s reaction.

• The reporting season for the first quarter is going well.
Analysts are upgrading their forecasts again.

• Our general risk assessment (RoRo meter) remains at level 3
(neutral).

The    signs indicate the change compared with the UIC’s previous decision.

Not favoured    Strongly favoured
Neutral

Source: Union Investment, as at 21 May 2019. Last changed (from 4 to 3) on 20 November 2018.

Note: The investment strategy is established by first closely analysing the market environ-
ment. The result is reflected in a risk rating. For this, the Union Investment Committee (UIC) 
expresses a risk-on/risk-off decision at one of five levels (1, 2, 3, 4 or 5). It is to be inter-
preted as follows: a ‘5’ indicates a strong appetite for risk while a ‘1’ indicates a general 
withdrawal from risk assets.

Appeal of different asset classes 

Fixed income

Eurozone core government bonds

Covered bonds

Eurozone periphery government bonds

Investment-grade euro corporate bonds

High-yield euro corporate bonds

Emerging-market government bonds

Equities

Industrialised countries

Emerging markets

Commodities

Currencies

US dollar

Pound sterling

Japanese yen

Emerging-market currencies 

Absolute return

Cash

Source: Union Investment, as at 21 May 2019.  

Note: The table above provides a relative view of a multi-asset portfolio (exclud-
ing real estate). If one asset class becomes more strongly favoured, a lower level of 
investment in another asset class is required in return. The latter would then be classified 
as less favoured – or vice versa. Real estate is excluded from this analysis.

Real estate

Germany

Europe (ex Germany)

US

Asia-Pacific

Source: Union Investment, as at 24 May 2019. Assessment is valid up to 30 November 2019.

Note: The table above provides a relative view of the office real-estate markets 
in light of current market prospects. Owing to data availability, it is only updated quarterly.
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Disclaimer

By reception of this document, you agree to be 
bound by the following restrictions: 

This document is intended exclusively for Professional 
Investors and you confirm that you are a Professional 
Investor. This document is not for distribution to Retail 
clients.

The information contained in this document should not 
be considered as an offer, or solicitation, to deal in any of 
the funds mentioned herein, by anyone in any jurisdiction 
in which such offer or solicitation would be unlawful or in 
which the person making such offer or solicitation is not 
qualified to do so or to anyone to whom it is unlawful to 
make such offer or solicitation.

This document does not constitute a recommendation to 
act and does not substitute the personal investment advice 
of a bank or any other suitable financial services consultant 
or specialist in taxation or legal advice. The descriptions 
and explanations are based on our own assessments and 
are limited to the facts at the time of the preparation of 
this document. This applies in particular also as regards the 
present legal and taxation environment, which may, at any 
time, change without advance notice. 

This document was prepared with due care and to the 
best of knowledge of Union Investment Institutional 
GmbH, Frankfurt/Main, Germany. Nevertheless, the 
information originating from third parties was not 
verified. Union Investment Institutional GmbH cannot 
guarantee that the document is up to date, accurate  
or complete. 

All index and product names of companies other than 
those belonging to the Union Investment Group may be 
trademarks or copyrighted protected products and 
brands of these companies. 

This document is intended exclusively for information 
purposes for Professional Investors and is meant for 
personal use only and should not be disclosed to Retail 
clients. The document, in whole or in part, must not be 
duplicated, amended or summarised, distributed to 
other persons or made accessible to other persons in 
any other way or published. No responsibility can be 
accepted for direct or indirect negative consequences 
that arise from the distribution, use or amendment and 
summary of this document or its contents. 

When referring to fund units or other securities, there 
may be an analysis within the meaning of (EU) 
Regulation No. 565/2017. If, contrary to the aforemen-
tioned stipulations, this document were to be made 
accessible to an unauthorised reader, or otherwise dis-
tributed, published, and where applicable, amended or 
summarised, the user of this document may be subject 
to the provisions of (EU) Regulation No. 565/2017 and 
the stipulations of the supervisory authorities set out for 
this purpose (in particular the applicable regulations on 
Financial Analyses).

Information on the performance of Union Investment 
funds is based on past performances and/or volatility. 
Past performance is no guarantee for future returns and 
there is no guarantee that invested capital may be 
returned.

For detailed product-specific information and indications  
on the risks of the funds mentioned in this document, 
please refer to the latest Sales Prospectus, contractual 
terms, Key Investor Information Document and the annual 
and semi-annual reports, which you can obtain, from www.
union-investment.com. These documents form the sole 
binding basis for the purchase of Union Investment funds.

READ THE PROSPECTUS BEFORE INVESTING

Unless otherwise stated, all information, descriptions and 
explanations are dated 24 May 2019.
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