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Global growth cooling, political  risks not gone 

Going neutral on equities by removing our currency-hedged overweights on Japanese 

and Swiss equities 

Increasing signs of a cooling of the global economy are likely to put downward pressure on emerging markets. 

Global equity markets have still upside potential but the risk-return trade-off is become less and less appealing. 

Political concerns, such as the US-China trade tensions and Italian doubts about the single currency, have to be 

seen in the context of this global growth cooling. They induce recurring bouts of volatility, at a time that markets 

are already fretting about less growth and more stringent global financial conditions (i.e. a stronger US dollar 

and increasing short-term US dollar rates). Markets will try to continue to climb the wall of fear for a while, but 

for the year to come it makes sense to adopt a more defensive position. 

 Concerns about emerging markets and a permanently higher risk premium on Italian debt are likely to keep the 

Japanese yen and the Swiss franc at elevated levels, and thus jeopardize the local currency performance of 

Japanese and Swiss equities. We thus close our two currency hedged calls on Japanese and Swiss equities. Our 

Japan call registered a gain of 28% since inception, with a relative performance of 2% versus the MSCI World 

Index, and a year-to-date loss of 3%. Our Swiss call registered a loss of 6% since inception, with a relative 

performance of -10% versus the MSCI World Index, and a year-to-date loss of 7%.  

The combination of cooling global growth and rising political risks justifies our continuing overweight in US 

equities and underweight in Emerging Markets (with the exception of India which remains a long-term core 

holding across our portfolios, and Saudi Arabia which is benefitting from both the higher oil price and structural 

reforms).  

The prospect of worsening global financial conditions also warrants a continuing underweight in bonds. Within 

the bonds space we confirm our overweight in US Treasury bonds as their safe haven role will remain crucial 

and the Federal Reserve is likely to keep inflation under control. We remove our call on Indonesian bonds, with 

flat gain since inception and a relative performance of -4% against the Bloomberg Barclays Global Aggregate 

Index. Year-to-date the position has lost 5%. Fundamentally we still believe that Indonesia stands a relatively 

good chance to weather the current phase of US dollar strengthening and global risk-off sentiment, yet continuing 

downward pressure on global emerging bond markets, are likely to pull all emerging bond markets further down 

before they go up. With the sole exception of Russia where we believe that the sanctions by now have been priced 

in and the macro-economic conditions to be relatively favorable, we stick are underweight in all other emerging 

bond markets as well as high yield markets. 

By reducing our currency hedged-calls on Japanese and Swiss equities we move our global equity position from 

overweight to neutral. We allocate the proceeds of the above overweight reductions – currency-hedged Japan 

and Swiss equity markets, and Indonesian hard currency bonds markets – to cash and short-term money market 

instruments. 

US-China trade war risk and Italy troubles must be seen against a global background 

of cooling growth. 

We had placed our hope for some stabilization of global financial markets on the postponement of US trade tariffs 

against China. Mr. Trump, however, managed to contradict his Secretary of the Treasury within a week, and is 

now moving on with tariffs on 50 billion US worth of imports from China. Political paralysis in Italy on the other 

hand is creating doubts about the country’s willingness to stick to its commitments to EU fiscal deficit. The 

resulting sell-off in the Italian bond markets has created jitters in Europe, and beyond. 
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US-China trade war tensions not fading 

Both events should be placed in the proper perspective. Mr. Trump playing hard ball seems by now a constant of 

his negotiating tactic. Although he is imposing tariffs on China goods, his Secretary of Commerce is flying to 

China with a view of negotiating a comprehensive deal with China. As we said earlier, the US was unlikely to be 

content with China opening up on cars, agriculture and energy. Whilst the timing of the most recent announcement 

came somewhat as a surprise, this administration will not rest until it reaches its real prize. i.e. China opening its 

market for US tech companies and banks. A major and irreversible confrontation with China remains perhaps 

unlikely, at least until the US is still working on a diplomatic solution with North Korea. Chances are big however 

that tensions will increase before they come down. 

Italy risk premium to stay higher, but contagion to be limited 

As for Italy, it is still likely that a domestic political solution will be found that will stabilize its markets, but not 

remove the substantial spread not only over German and other core bonds, but also over other periphery bonds, 

namely Spanish and Portuguese paper. This, in our view, is a critical point. The ECB backstop is working, and 

will continue to work for all countries willing to adapt their economic policies to the EU Growth and Stability 

Pact. This is the key difference with the crises before 2012, and this should at a minimum keep contagion at bay 

(also because the ECB 2011 TLTR operations have ensured that most member-government paper is in the national 

banks of each single country, such that Italian banks own 45% of outstanding Italian debt, and an eventual Italy 

default would be much more painful for Italy itself than for any other European country). 

Global growth cooling warrants a more prudent approach for the year to come, whilst 

temporary risk-off bouts give momentum to US dollar strengthening 

The key concern, in our view, is that political troubles such as Italexit talks and a potential trade war between 

China and the US are emerging at a time that global growth is cooling everywhere, in particular in Europe and 

China.  

 

Source: Bloomberg, ADCB  
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Source: Bloomberg, ADCB  

Global political risks at a time that global growth is underperforming US growth creates an undesirable further 

upward momentum on a US dollar which is already strengthening by itself. This is particularly bad for emerging 

and commodity and energy markets. The stronger US dollar is making live of course easier for Europe and Japan. 

However, these two economic areas are holders of large trade surpluses and, unlike the US, China and Emerging 

Markets they anyway are less important in terms of contributing to additional economic growth. The stronger US 

dollar, and some further rate hikes, will now also bite into the US economy, and at the margin induce some 

cooling of US growth. 

 

Source: Bloomberg, ADCB  

It is true that these developments carry in them the seeds for a stabilization at some point in time. A cooling of 

US growth should at some point determine a stabilization of the US dollar. Yet, even if some cooling is likely, it 

is unlikely to happen before the end of this year, and with US fiscal stimulus firing on all cylinders, US Financial 

Conditions are likely to deteriorate either through a further appreciation of the US dollar or through continuing 

rate hikes.  

46

48

50

52

54

56

58

60

62

M
ay

-1
5

Ju
l-

1
5

Se
p

-1
5

N
o

v-
1

5

Ja
n

-1
6

M
ar

-1
6

M
ay

-1
6

Ju
l-

1
6

Se
p

-1
6

N
o

v-
1

6

Ja
n

-1
7

M
ar

-1
7

M
ay

-1
7

Ju
l-

1
7

Se
p

-1
7

N
o

v-
1

7

Ja
n

-1
8

M
ar

-1
8

M
ay

-1
8

Only US industrial confidence still rising

Euro-area US Japan China

-3

-2

-1

0

1

2

40

45

50

55

60

65

Ju
n

-0
9

N
o

v-
0

9

A
p

r-
1

0

Se
p

-1
0

Fe
b

-1
1

Ju
l-

1
1

D
ec

-1
1

M
ay

-1
2

O
ct

-1
2

M
ar

-1
3

A
u

g-
1

3

Ja
n

-1
4

Ju
n

-1
4

N
o

v-
1

4

A
p

r-
1

5

Se
p

-1
5

Fe
b

-1
6

Ju
l-

1
6

D
ec

-1
6

M
ay

-1
7

O
ct

-1
7

M
ar

-1
8

Deteriorating US Financial Conditions put cap on 
growth

US Business Confidence (ISM) US Financial Conditions Index (RHS)

mailto:assetmanagement@adcb.com


 

 

  4 

 

Investment Strategy Note 
4 June 2018 

Asset Management |assetmanagement@adcb.com                                                                                                                    

3  

 

Deteriorating US Financial Conditions and China tightening not good for emerging 

markets, or major developed market exporters 

A deterioration of US Financial Conditions is harmful for Emerging Markets, in particular those with high debt 

levels and a considerable presence of foreign investors in their domestic markets. Critically, concerns about 

emerging markets do not only stem from US dollar strengthening. China tightening also plays a role and, as can 

be seen from below chart, China is now serious about reigning in leverage. 

 

Source: Bloomberg, ADCB  

China tightening is never good for major developed market exporters either. As can be seen from the same chart, 

German business confidence is receding with China stimulus. More importantly, a further rotation away from 

Europe and Emerging Markets into the US dollar would implicate a further strengthening of the Japanese Yen 

and the Swiss Franc over and on top of the US dollar. Thus the major developed export markets with the highest 

risk are the Japanese and Swiss equity market. The equity market best placed to withstand further bouts of 

volatility is the US equity market. If, on the other hand, our concerns are overdone, the US equity market has still 

upside as its valuations have come down, and the US is likely to grow more than other advanced economies well 

into 2019.  

Emerging market bonds sufferings to continue in this context 

With US Financial Conditions further deteriorating (either because of a higher US dollar or because of higher US 

rates, or both) it appears that the bond market sell-off could deepen further in both hard currency and local 

emerging currency markets. The market is at least to remain under pressure.  

Indeed, signs of softening growth in emerging markets (similar to other advanced economies barring the US) 

have been evident. Since the beginning of the year, purchasing manager’s index data for most of the emerging 

economies, while still remaining above 50 in most cases, has been surprising on the downside.   
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Source: Bloomberg, ADCB  

 

Source: Bloomberg, ADCB  

As a result, we close our call on Indonesia. The fact that an economies with improving fundamentals and better 

domestic growth stories such as Indonesia have failed to remain immune to the negative global sentiment 

clearly signals that the rising dollar environment is compromising a global growth environment that is already 

more shaky than just a few months ago. While rising oil prices this year should have been a buffer for 

Indonesia, other factors, such as increased political risk, as well as the high offshore ownership of local bonds, 

have made Indonesia vulnerable to external shocks. Growth has been disappointing in Indonesia and further 

rupiah sell-off will only induce more policy rate hikes, hurting future growth prospects. We only stick to our 

Russia call which, even if the nascent recovery appears to be stalling there too a bit, has a central bank which 

can still stick to policy rate reduction. In terms of fundamentals too, the country remains well-positioned due to 

its low public debt levels and current account surplus. However, even if the sanctions seem to be priced in, our 

Russia call is meant (was always meant) for investors capable to bear the Russia risk. Overall in emerging 

markets, we do believe that hard currency debt looks cheap versus the local currency counterpart and hence 

likely to outperform the latter. In absolute terms, however, both asset classes are to remain under pressure. 
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Sources 

All information in this report has been obtained from the following sources except where indicated otherwise: 

1. Bloomberg 

2. Wall Street Journal 

3. RTTNews 

4. Reuters 

5. Gulfbase 

6. Zawya 

 

Disclaimer 
This publication is intended for general information purposes only. It should not be construed as an offer, recommendation 

or solicitation to purchase or dispose of any securities or to enter in any transaction or adopt any hedging, trading or 

investment strategy. Neither this publication nor anything contained herein shall form the basis of any contract or 

commitment whatsoever.  Distribution of this publication does not oblige Abu Dhabi Commercial Bank PJSC (“ADCB”) to 

enter into any transaction.   

The content of this publication should not be considered legal, regulatory, credit, tax or accounting advice.  Anyone 

proposing to rely on or use the information contained in the publication should independently verify and check the accuracy, 

completeness, reliability and suitability of the information and should obtain independent and specific advice from 

appropriate professionals or experts regarding information contained in this publication. 

Information contained herein is based on various sources, including but not limited to public information, annual reports and 

statistical data that ADCB considers accurate and reliable.  However, ADCB makes no representation or warranty as to the 

accuracy or completeness of any statement made in or in connection with this publication and accepts no responsibility 

whatsoever for any loss or damage caused by any act or omission taken as a result of the information contained in this 

publication.  This publication is intended for qualified customers of ADCB. 

Charts, graphs and related data or information provided in this publication are intended to serve for illustrative purposes 

only. The information contained in this publication is prepared as of a particular date and time and will not reflect subsequent 

changes in the market or changes in any other factors relevant to their determination. All statements as to future matters 

are not guaranteed to be accurate. ADCB expressly disclaims any obligation to update or revise any forward looking 

statements to reflect new information, events or circumstances after the date of this publication or to reflect the occurrence 

of unanticipated events. 

ADCB does and may at any time solicit or provide commercial banking, investment banking, credit, advisory or other 

services to the companies covered in its publications.  As a result, recipients of this publication should be aware that any or 

all of the foregoing services may at time give rise to a conflict of interest that could affect the objectivity of this publication. 

Past performance does not guarantee future results.  Investment products are not bank deposits and are not guaranteed 

by ADCB. They are subject to investment risks, including possible loss of principal amount invested.  Please refer to ADCB’s 

Terms and Conditions for Investment Services. 

This publication is being furnished to you solely for your information and neither it nor any part of it may be used, 

forwarded, disclosed, distributed or delivered to anyone else. You may not copy, reproduce, display, modify or create 

derivative works from any data or information contained in this publication. 
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