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The key phrase for 2018 has 
been volatility. The prices 
of stocks and bonds have 
fluctuated significantly as 

investors tried to digest  
a range of political and 

economic uncertainties.

While we foresee economic 
growth and profits in the  
US and UK coming under 

pressure in 2019 as a result of 
these factors, the fundamental 

economic indicators don’t  
seem to be pointing to an 

imminent recession.

In the following short outline,  
we set aside the emotions  

and consider the realities of 
what 2019 could bring, and the 

sort of perspective that  
we feel is most likely to best 

serve investors.
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there are plenty of reasons for investors to be cautious at the 
moment, but much of the concern is driven by emotion as opposed 
to underlying data. Before we consider the fundamental realities 
of the investing environment, let’s take a quick look at the many 
issues that are currently undermining confidence.

International trade disputes are contributing to a reconstruction of trade barriers,  
while the implications of Brexit will have to be ironed out.

In the meantime, inflation has been picking up from its historic lows across the globe  
and is above target in the US and the UK. That is prompting central banks to reduce  
or even reverse the measures that they have been using to support economic growth. 
These measures include managing key underlying interest rates which, in the US, have 
moved from 0.25% in 2016 to 2.25% in late 2018.

These developments are occurring just as corporate profits in the US appear to have peaked. 
By contrast, there is the potential for China and some emerging markets to replace the US as 
the main driver of growth in 2019. 

So it is reasonable to ask if the level of concerns being conveyed  
by some is justified.

What’s worrying 
investors?
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in order to find out, we need to set the emotions aside and look 
at the data. one of the more reliable indicators of a potential 
recession on the horizon can be found in the yields that investors 
receive for holding bonds.

In an economy that is seen as stable or growing, bonds with a relatively long life span tend to 
pay investors a higher yield than those with a shorter lifespan. This is because there are greater 
risks associated with holding a bond that has longer to run.

In an economy that is seen as stable or growing, bonds with a 
relatively long life span tend to pay investors a higher yield than 
those with a shorter lifespan. This is because there are greater risks 
associated with holding a bond that has longer to run.

Most bonds pay a fixed annual return, known as the coupon. If the face value of the bond (i.e. 
the amount the investor will get back when the bond expires) is £100 and the coupon is £5, 
then the annual yield is 5.00% (£5 ÷ £100).

But if investors expect interest rates to go up, then a savings deposit that provides a variable 
interest payment might increase the interest that it pays to savers. Most bonds cannot do 
this because the coupon tends to be fixed – the £5 in the previous example would remain at 
£5 no matter what happens with interest rates.

That contrast could tempt bondholders to sell bonds and invest money in a savings account 
instead. This, in turn, would reduce the demand for many bonds, pushing their prices in the 
open market down from £100. By way of example, if the price fell to £95, that would push 
the yield up to 5.26% (£5 ÷ £95).

The  
factual reality
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We generally expect the rates of return on 3-Month Treasuries (very short-term US 
government bonds) to be lower than the 10-year equivalents. But with investors 
anticipating rising interest rates, the returns on these two bonds have been converging 
(see Chart 1).

On many occasions in the past, when those two returns reverse, i.e. the rate on the 3-Month 
Treasury rises above the yield on the 10-Year Treasury, a recession has followed.

On many occasions in the past, when those two returns reverse,  
i.e. the rate on the 3-Month Treasury rises above the yield on the  
10-Year Treasury, a recession has followed.

However, the average time lag between the two yields coming within 0.5% of each other and 
a subsequent recession in the US tends to be around 20 months. If they don’t get that close, 
then recessions are far less likely to follow.

These yields were around 1.0% apart in the Autumn of 2018, so the 20-month countdown 
could not begin. In short, if this indicator is to be trusted, then a recession appears unlikely 
in the near future. The graph shows how the rate of return on 3-month Treasuries and the yields on  

10-year Treasuries have been converging over recent years.  

Source: Lloyds Bank plc/ Bloomberg October 2018.
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While rising wages, rising import costs and solid economic growth 
have driven interest rate rises in the us, these factors could slow 
in 2019. Meanwhile, the european central Bank, faces a more 
difficult immediate future.

The Italian government has promised its electorate that it will reduce taxes and increase 
spending. To do this it will probably need to issue more bonds i.e. to borrow more from 
investors. It has had its initial budget proposals rejected by the European Commission for 
being too profligate, and had its national credit rating downgraded by at least one major 
rating agency.

These factors push borrowing costs up for the country’s government, companies and private 
individuals. By making mortgage and debt repayments more expensive, the “populist” 
government could risk making itself decidedly unpopular. So we would not be surprised to 
see the stand-off between Italy and the European Union (EU) grind towards a compromise 
whereby the Italian government saves some face, but ultimately accedes to financial reality 
by delivering a more prudent budget. This, combined with relatively low inflation across the 
EU, will offer little scope for the European Central Bank to increase interest rates.

Of greater significance is the rising value of the dollar relative to other currencies. For 
example, the eurozone’s key underlying interest rate is 0.00%, while that of the US is 2.25%. 
Therefore, holding dollars pays a better return than would holding euros. As a result, demand 
for dollars has increased of late, sending their value higher relative to a broad range of 
currencies. This could continue into the first half of 2019, but might tail off after that. While it 
does occur, it has significant implications.

Firstly, it makes US exports more expensive for overseas customers to buy while reducing the 
value of overseas revenues that are repatriated into dollars. Secondly, it presents a problem to 
non-US governments and companies that have borrowed heavily in dollar-denominated debt.

A rising dollar makes the debt burden in the respective local currency more 
expensive. That means more money is needed to meet interest payments, 
money that can no longer be used to invest in growth or to buy 
goods and services.

Argentina and Turkey are having a particularly tough time. 
For example, the latter’s currency has fallen from $0.50 
to the Turkish lira in September 2013, to as low as 
$0.14 five years later.

Other emerging market countries are less 
vulnerable. The likes of India, Thailand 
and the Philippines have reduced their 
reliance on dollar-denominated debt. 
At the same time, the amount of trade 
that Asian countries conduct with each 
other has risen from around 47% of their total 
output in 1990 to around 58% today. So a slowing 
of growth in the US is likely to have less effect on the 
increasingly self-sufficient Asian region.

What’s more, asset prices (such as company shares) are 
more attractively priced in emerging markets when compared 
with those of the US (see Chart 2).

The  
liKely iMPlications
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chart 2:  eMerGinG MarKet stocKs are  
looKinG attractively Priced

 Source: Alpine Macro/MSCI September 2018.
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This chart shows how the prices of US company shares have increased in relation to the 
profits generated by the underlying companies, while those of emerging markets have not 
kept up. 

Add to this the likelihood of Chinese authorities providing financial stimulus to their 
domestic economy, and it would be reasonable to anticipate Chinese growth replacing  
that of US as the main global driver in 2019.

A similar story could unfold in Japan (see Chart 3). As well as having attractively priced 
company stocks, the world’s third-largest economy is pushing through a series of corporate 
reforms on the back of a sustained programme to boost inflation and economic growth.

So, while the US might cease to be the main driver of global growth in 2019, it could be 
replaced by China. However, it will be more difficult for global stocks to continue the 10-year 
run of overall rises in the coming months. Relatively expensive US stocks, in particular, look 
as though they would struggle to rise much more.

chart 3:  exPensive us stocKs  
(Price / earninGs ratio coMParison)

 Source: Lloyds Bank plc/ Bloomberg October 2018.
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once the dust has settled on 2018, we should be some way  
closer to an idea of how to react to the final act of Brexit.  
at the time of writing, uncertainty continues to reign.  
depending on whom you ask, the implications for economic 
growth were estimated to be between around £20bn and  
£250bn in costs and lost economic growth.

But investors can take some comfort in the natural counterbalances that have already 
provided a degree of benefit as a direct result of the vote to leave the European Union, 
even if they have been somewhat fortuitous.

These benefits relate largely to the value of the pound. When the outlook for the UK 
economy worsens, the number of people wanting to invest in the UK and needing 
pounds to do so, falls. That leads to more people selling than buying the pound, pushing 
its value down relative to other currencies.

A lower value to the pound is good news for companies that generate most of their 
revenues overseas. This is because it either reduces how much those customers have 
to pay for the relevant goods and services, or it increases the value of profits that are 
repatriated back into pounds.

 

A lower value to the pound is good news for companies that 
generate most of their revenues overseas. This is because it either 
reduces how much those customers have to pay for the relevant 
goods and services, or it increases the value of profits that are 
repatriated back into pounds.

Around two-thirds of the revenues generated by FTSE 100 companies come from abroad. 
So when the value of the pound goes down, the value of the FTSE 100 tends to rise, as 
Chart 4 shows.

This does not apply to the more domestically focused companies such as those that tend 
to be found in the FTSE 250 index (the next 250 biggest companies listed on the London 
Stock Exchange after the top 100).

However, UK investors can get a further benefit from a falling pound. If they own non-UK 
assets such as stocks or bonds of US or European companies, the value of those assets, in 
terms of pounds, is effectively boosted by the lower value of the UK currency.

While that might not counterbalance all of the risk, it has benefited a 
number of investors in a considerable way.

Brexit
Potential outcoMes
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chart 4: the ftse 100 tends to rise  
When the Pound falls

This chart shows how the value of the pound influences the overall prices of shares 
listed on the FTSE 100 index. 

Source: Lloyds Bank plc/ Bloomberg October 2018.
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so where do these points leave us?
Starting with the positives, we foresee a promising outlook for Japanese and emerging 
market equities. Assets there are attractively priced and backed by the benefits of 
rising inflation, high productivity and policies designed to encourage growth. In Europe, 
political instability could work to the advantage of equity investors as we expect central 
bank policy to have to remain accommodative there as well.

Other positive asset classes include cash and US government bonds. Both could become 
more popular among investors as economic growth in the US slows and investors look for 
lower-risk rated assets. 

Other positive asset classes include cash and US government bonds. 
Both could become more popular among investors as economic 
growth in the US slows and investors look for lower-risk rated assets.

In contrast, profit growth in the US appears to have peaked, so the optimism of rising profits 
boosting share prices there is likely to run out of steam, with investors moving money into 
other opportunities. This is also likely to have a negative effect on the value of the dollar.

Meanwhile, the maintenance of low interest rates in Continental Europe could make 
French and German government bonds unattractive relative to higher-risk rated 
opportunities such as company shares.

The expectation of rising interest rates and less bond-buying by the Bank of England could 
combine to make government bonds with their relatively low, fixed returns unattractive. 
We expect the demand for global bonds to recede as investors have to be more particular 
about the asset classes and regions in which they invest.

Finally, the value of the euro could be subject to falls as investors weigh the implications 
of Italian populism and the UK’s exit from the EU. This could be counterbalanced by  
the European Central Bank reducing its bond-buying programme which will reduce the 
flow of new cash into the financial system – a process that puts downward pressure on 
the value of the euro.

iMPlications
for investors
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in summary then, we anticipate that china will take over from 
the us as the main driver of global growth in 2019. Japan and 
some emerging market economies could also deliver a rebound 
in domestic stock prices due to a combination of resilience and 
support from policy-makers.

Profit growth in the US appears to have peaked, and that is likely to combine with higher 
inflation and interest rates, as well as ongoing trade tensions to impede the rise in stock 
prices there. While this might be storing up recessionary pressure in coming years, we do 
not foresee a complete reversal of growth in 2019.

At the time of writing, uncertainty over Brexit negotiations make it difficult to know what the 
outcome will be. In the meantime, we retain our long-term perspective of around 10 years, 
married with an appropriately diversified portfolio of investments. We believe that this 
goes a long way to retaining a focus on protecting and growing value while not being overly 
distracted by short-term noise.

More information
To find out more about our thinking, ask your Private  
Banking and Advice Manager for a copy of the full  
2019 Outlook document.

PessiMistic
Pacific Equity (excluding Japan)

Global Investment Grade  
Corporate Bonds

US Dollar & Euro Value*
Global High Yield 
Corporate Bonds

UK Government Bonds

 
very PessiMistic

US Equity
Core EU Government Bonds 

(excluding UK)

our current asset class Preferences

oPtiMistic
European Equity
Japanese Equity

Emerging Market Equity
US Government Bonds

Cash

 
neutral

Yen Value*
UK Equity
Property

Commodities
Emerging Market Bonds

Australian Government Bonds
 Japanese Government Bonds

Inflation-linked Bonds

These are our preferences towards different broad asset classes over the near 
future (as at the time of writing in November 2018). This is designed to act as 
a visual aid to understanding our thinking about the economic and political 
scenario as explained throughout this document.

Forecasts are opinions only, cannot be guaranteed and should not be relied on 
when making investment decisions. The forecast of future performance is not a 
reliable guide to actual future results.

* These are our views on currencies in relation to their value against sterling. 11



important information
Forecasts are opinion only, cannot be guaranteed and should not be relied upon when making investment decisions. The forecast of future performance is not a reliable guide to actual future results. Past performance is not a guide to 

future performance. Investors may not receive back the full amount originally invested and the value of investments, and the income from them, may fall as well as rise.

No representation, warranty, express or implied, or undertaking is given or made as to the accuracy, reasonableness or completeness of the contents of this document or any opinions or projections expressed herein. Investment markets 
and conditions can change rapidly and as such the views expressed should not be taken as statements of fact, nor relied upon when making investment decisions. 

Any views expressed within this report are our in house views as at November 2018 and should not be relied upon as fact and could be proved wrong. The information contained in this document has been derived from sources which we 
consider to be reasonable and appropriate. This document may not be used, copied, quoted, circulated or otherwise disclosed (in whole or in part) for any other purpose without prior written consent.

Lloyds Bank plc. Registered Office: 25 Gresham Street, London EC2V 7HN. Registered in England and Wales no. 2065. Authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority under number 119278. 
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