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Equities and Bonds rally simultaneously: how will this end?

We are all delighted. Fixed Income and Equity investments show an exceptional performance this year. But something seems strange: How can it be

that equities and bonds rally at the same time?

As investors we should have a very clear view on the reasons that trigger the prices of the asset classes in question right now. This is a complex task

in a world full of uncertainties and crosscurrents. We like to address this systematically and concentrate on economic growth, inflation/expectation,

monetary policy and market/expectations.

Manufacturing leading indicators globally have dipped below the 50 trendline, indicating a contraction. There is one exception: the US, which

however also suggests a near-stall in demand, both domestically and externally. Should one hence conclude a recession is close? The factory sector

seems indeed suffering, not least due to trade disputes that have already caused declining world trade volumes. In developed countries, however,

service sectors outweigh manufacturing by far. In the US, for example, services represent 80% of the private-sector GDP.
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Equities and Bonds rally simultaneously: how will this end?

• While activity in the US has clearly slowed – from an elevated position though – the level is consistent with GDP growth of 2.25-2.5%.

• The Federal Reserve projection calls for 2019 GDP growth of 2.1%.

• New orders and production suggest at least a stabilization.

• Backlog of orders (not in the chart) has increased to 56.0 indicating even a possible upturn.

• Please pay attention to the “Prices” component – and compare this to inflation expectations on the next page.

• Also globally Services held up reasonably well in comparison to the manufacturing area.

• UK is “Brexit-freezed”.

• Interesting is the upturn in Europe. Given the fact that the business outlook has weakened, however, the services sector might be dragged down by

the manufacturing sector over coming months.
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Equities and Bonds rally simultaneously: how will this end?

• Inflation gauges are close to the 2% central bank target with the PCE

Core being somewhat lower at 1.6%.

• Average hourly earnings seem to peak, but are still at 3.1%.

• Consumer expectations in respect to price changes during the next 5-10

years fell back to 2.3%

• Market participants expect inflation to grow a mere 1.7% over the next 30

years!

• The US is not alone: Inflation expectation is also under pressure in

Europe and elsewhere.
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Equities and Bonds rally simultaneously: how will this end?

The world economy is undoubtedly slowing down. Most of the countries are export-oriented and could therefore potentially experience a sharp

slowdown or even a recession should trade negotiations break down. Another cause of immense uncertainty is linked to probable supply chain

changes. We would have previously guessed that some division between Western und Asia technologies could develop. But given the recent

Japanese exports restrictions on South Korean companies it seems just a global mess. Wise purchasing managers probably just diversify. Yet this is

increasing costs – another reason not to play the deflation game.

In the US, however, the economic environment seems still sound and inflation is at a reasonable level. Why should the Federal Reserve cut rates?

Just because expectations are so low? (We fully acknowledge the danger emanating from market expectation, of course). Is it a reaction to the

international quarrels in a globalized world? Is it just political? Does Jay Powell play a cat and mouse game with the President? The reasoning for

potential cuts is decisive as asset classes may react completely differently to the causes. The Federal Reserve states “as an insurance”…

The reaction to a first interest rate cut is generally a rally in US Treasuries and yield steepening up to six months. Equities tend to react negatively

initially and the USD to fall.

The market is, however, already expecting a cut of close to 1% one year out. This data had been retrieved after the better than expected US labor

report. Such a magnitude can hardly be described as an “insurance”. It would basically eliminate half of the interest rate hikes that occurred in the

last three years.
%
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Equities and Bonds rally simultaneously: how will this end?

Fixed Income

Our Conclusions for Bond Investors

• We consider a Federal Rate cut as too early - Markets are pricing in close to 1% already

• Inflation expectations seem too low

• We expect the yield curve to steepen on both ends (lower Fed rate cuts probability and a slight increase in inflation expectations)

• Duration should be short for USD bonds and long for EUR fixed income

%

A truly dark picture showing the amount of negatively yielding bonds Declining interest rates challenge future pensions worldwide
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Equities and Bonds rally simultaneously: how will this end?

Lower interest rates have triggered a bond rally, but:

• $13 trillion of bonds show now a negative yield (see chart previous page on the left)

• Bond trading is less liquid

• Bond lists from banks are full of lower quality issuers (for example Chinese real estate)

• Bond funds are moving more and more into low quality issuers (hunt for yield)

Danger of current central bank policies

• Low interest rates will take a toll on governments and politics as future pensions are increasing unsupported

• Capital is and will be allocated to potentially unsuccessful projects as cost of capital is “free/very low”

• Savers are being punished
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Equities and Bonds rally simultaneously: how will this end?

%• The most important factor for equity markets are earnings.

• They have been growing double-digit, explaining performance to a large extent.

• Growth rates are expected to cool, but still remain mid-single digit with an acceleration seen thereafter for the MSCI World.

• Cash flows are expected to decline one year out, which is a negative factor.

• The valuation seems still reasonable with 15.07 one year out.

Consensus earnings estimates MSCI World 

Equities
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Equities and Bonds rally simultaneously: how will this end?

%

Consensus earnings estimates S&P 500
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Equities and Bonds rally simultaneously: how will this end?

%

• The expected earnings growth for S&P500 companies also shows slowing growth but a sharper acceleration thereafter

• The cash flow picture looks much better in comparison to the MSCI World.

• Cash flows are much more stable and are expected to continue to grow also one year out.

• The valuation seems still reasonable also in the historic perspective (green line).

• President Trump measures his success in terms of stock market performance…and the next elections are in November 2020.

Price/Earnings Ratio S&P 500 and price level since 2010

We have an overweight in the US

Source: Bloomberg
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Equities and Bonds rally simultaneously: how will this end?

%

Comparable situation to 1998? Performance of Equities during this time period

The concept of an “insurance” cut by the Federal Reserve is not new. The last time it was applied was in 1998 as an insurance against a

collapse of the Long-Term Capital Management hedge fund and defaults in emerging markets.

As these cuts were intended to support the economy against specific risks and not as a reaction to declining economic growth, the equity

market recovered relatively quickly.

If the move is perceived as pre-emptive, markets in general tend to react more favorably.

In the late 1990s, the Federal Reserve changed course quite rapidly.

Source: Bloomberg Source: Bloomberg
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Equities and Bonds rally simultaneously: how will this end?
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Conclusion for equity investors

• It seems that the market is already in the stage of having incorporated the Fed fund cuts and is looking to a future recovery.

• We consider Fed fund cuts as too early. The market may react negatively to such a scenario, particularly outside the US.

• We have reduced our equity exposure and are slightly overweight equities only in the US.
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Performance major asset classes YTD (end of June) in local currencies

%
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Disclaimer

%

This report has been issued by Lotos Asset Management AG solely for information purposes and is not intended to be an offer,

recommendation or solicitation to purchase or sell an investment product or to employ a specific investment strategy. It is intended for

the recipient’s sole use and may not be forwarded, used or reproduced for any other purpose. Although information in this document has

been obtained from sources believed to be reliable, Lotos Asset Management AG does not represent or warrant its accuracy, and such

information may be incomplete or condensed. All estimates and opinions in this document constitute Lotos Asset Management AG’s

judgment as of the date of the document and may be subject to change without notice. Lotos Asset Management AG will not be

responsible for the consequences of reliance upon any opinion or statement contained herein or for any omission. Lotos Asset

Management AG does not make any representation nor guarantee that it has completely researched or performed due diligence

procedures sufficient to identify all significant risks within the strategy, the investment product, or the manager and thus assumes no

liability for losses arising from the use of this report. Historical data on the performance of assets, investment products or strategies does

not represent any indication for future performance.

Lotos Asset Management AG is an active member of the Financial Standards Association (VQF), the leading industry organization for

independent asset managers (BOVV) in Switzerland. The Federal Financial Market Supervisory Authority (FINMA) officially recognizes

VQF as a self-regulatory organization (SRO) with regard to the combating of money laundering (GwG). In addition, Lotos Asset

Management AG is compliant with standards in the asset management industry and the agreement on the Swiss bank’s code of conduct

with regard to the exercise of due diligence (CDB16). The exclusive place of jurisdiction is Switzerland.


