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The Year Ahead 2019
The dreaded “R” word
2018 marked the third most challenging investment environment this author has experienced in a career that
spanned over 22 years. The 1997 Asian Financial Crisis was the most challenging and debilitating because of the scale of
bankruptcy and it was closer to home. The AFC was an indelible induction to the world of investment and a poignant
reminder that assumptions are not facts. The 2008 Global Financial Crisis was terrifying as it nearly resulted in the
collapse of the modern financial systems. Ten years on, it’s trail of upheavals continues to feature prominently in
investors’ psyche and with the rise of the vox populi in geopolitics. But for 2018 the pain came from the death of a
thousand cuts. From February onwards, almost every month the investment community was obfuscated with one after
another of endogenous, exogenous, and sometimes both, events that affected sentiment and questioned assumptions
made in theirs and our forecasts. We started the year with an earlier than expected higher print in inflation in the US,
which we warned is our biggest concern for 2018 in our investment strategy 2018, Eat, Drink, Man, Woman. Markets
participants were quickly dislodged from their complacent view of Fed’s intended path of rates and repriced US10 yield
from low of 2.40% at the start of the year to 2.90% by end Feb. In March, a growing chorus of influential techentrepreneurs and subsequently government officials bemoaned the Orwellian influence several selected tech companies
have in shaping public opinions and their access to a plethora of data that can be used against the users. By April, Trump
jettisoned himself to the global number one opprobrium when he unilaterally imposed trade tariffs with all its major
trading partners as a negotiating tactic to “Make America Great Again”. The following three months saw US$
appreciated by 6% due to the combination of market anticipating another 2-3 more Fed rate hikes for 2018 and a flight
to quality amidst rising trade tensions. The US$ strength exposed flaws in the emerging markets especially for countries
that have significant current account deficit, substantial debt buildup and are burdened with draconian political umbrage.
Argentina was the first to fall, followed by Turkey, closer to home Indonesia and India became the usual fall out boys.
China’s unwillingness to defend the CNY during these months added to woes in the emerging markets. The continuation
of China’s deliberate reduction of its total social funding (TSF) and it’s not so invisible hand of intervening several
prominent business leaders started to take a toll in the investment climate which eventually spilled into a slowdown in
consumption.
This has led to many multi-asset classes performing even worse than in 2008’s GFC. Out of 36 major sub-asset
classes we track than span across bonds, equities, currencies, and commodities, only one asset class is up! That is the
Dollar-weighted index, +5.8% YTD. During GFC, we at the least had the US Treasuries, US$ Index, and Gold registering
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positive returns of 8.8%, 13.7%, and 4.9% respectively. The average declines for these 36 sub-asset classes in 2018 was 6.9% with China onshore equity index the worst performing down -21.5%. The 2018 dour performance is particularly
discomforting given we have a global GDP that is forecast of a 3. 5% GDP growth; good 0.60 ppt above its long-term

The price actions of these various asset classes are possibly inferring 2 points. First, a recession is
imminent and second, this recession is going to be worse than 2008. On the first inference, the increase in
spread in the high-grade credit market is telling us we are already in a recession, which certainly isn’t the case with
global growth expected to end 2018 at 3.5%. We believe the move in high-grade spreads have more to do with the
large increase in supply and exacerbated by Fed’s QT. The S&P500 equity multiple derating is behaving like we are
already 3 months into a recession with PE de-rated from a high of 17.6x at the start of the year to 14.7x and has recalibrated the market back to its 30 years historical PE average. We believe S&P derating is due to heavy positioning
especially in a narrowly confined market leadership and a re-adjustment of risk premia to level commiserating of higher
risk-free rates. The more reliable market indicator of a recession is in the high yield market, which has increased
100bps, portending to a possible recession in 15months time based on historical empirical data.
Some market indicators inferring we are already in a recession! High yield says we are 15mths away from one
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potential.

However, our analysis using various approaches refutes the notion that a US recession is
imminent within the next 12months. The first approach is simply using consensus forecast for 2019 and adjusting
for the typical forecast errors (we used forecasting error of +0.10 ppt of GDP based on a research piece written by
IMF that analyzed tracking error of IMF as well as private organization forecasters from 1990-2011). Current GDP
forecast for 2019 is at 3.3%, 0.40 ppt lower than 2018 blistering 3.7% aided by US unnecessary fiscal and tax stimuli.
Even after adjusting for the average forecast error, 2019 GDP growth could still be a strong clip of 3.2%. We
overlay consensus forecast with their ability to predict recessions. Based on GS research on this matter using data from
1968 onwards, they found that forecasters’ ability to predict recession works best only 2 quarters ahead of one and the
probability must exceed 40% to signal a recession baseline. It currently reads only 14% substantially below the required
threshold to offer any signaling value.
Consensus forecaster recession signals far from threshold

The second approach is to use recession prediction probit models. There are different models out there,
though we choose to use GS and JPM approaches since are regularly updated. GS model indicated the probability of
recession to be 10% within a year and 43% within 3 years (do note the signaling value of 3 years probability is quite
useless as it provides little reaction time for market). Their signaling threshold for a possible recession within a year
must be above 20% versus 10% currently. JPM model suggests there is a 36% probability of a recession within a year at
though their signal works better when the probability is above 40%. Neither models have reached levels that are
useful to predict the next recession will happen in the next 12 months.
Recession prediction models from GS, JPM doesn’t indicate one is near within the next 12 months
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Consensus GDP is for above-trend growth in 2019

The last approach has always been our preferred approach using incoming survey data from PMIs to gauge next
3-6 months global outlook. The latest full PMI data available is Nov surveys. November global PMI holds steady at
expansionary level of 53.2, a marginal improvement from Oct’s 53.0 and the 3mths average of 53.1. At
these PMI readings, the implied global GDP growth is at 3.1% ar for 4Q18. Flash December PMI readings reaffirms the above-trend growth for the next 3-6 months with the US Flash readings on manufacturing and services
rebounding strongly by 1.1 points and 1.2 respectively to remain in an expansionary territory of 55.0 and 54.6.
Eurozone Manufacturing PMI is lower at 51.8 though it is a small increase of 0.8 from previous month while its services
PMI improved to 53.4 from 51.4. GS nowcasting approach incorporates more than 22 monthly indicators including PMIs
and data tracking capital goods, consumer confidence, export, and import data. GS current activity indicator is
suggesting growth at 3.5% ar, a 0.20% improvement from last month.

The combination of consensus 2019 forecast, recession probit models and nowcasting methods
affirm our view that a recession within the next 12 months, while has risen, is far from certain to
happen. So why has the market performed so poorly? We simplified them into three reasons: US exceptionalism,
Quantitative Tapering (QT) and tariffs. Unlike our initial expectation of a global synchronized growth for 2018, by
2Q18 onwards, US exceptionalism has become apparent. We grouped the chronology of events that has plagued the
market written at the onset of this piece into the following:
(1) US exceptionalism on the growth front. With a larger than expected tax cuts alongside fiscal stimulus,
US growth was outstripping the rest of the world. Furthermore, Europe had auto production and inventory
issues to deal with as regulators look to curb diesel powered vehicles, while Japan was unfortunately to be
hit by several major natural disasters. China attempt to lower its debt levels and their overzealous effort in
fighting corruption have also led to a sharper slowdown than the authorities have expected. Capped it all
trade tensions including implemented tariffs have an inordinately larger impact to US trading partners than
the US.
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Nowcasting methods from JPM and GS still point to growth 3.0% ar and above over next few months

However, we believe much of US growth exceptionalism should wane in 2019 as the impulses of
fiscal and tax stimuli fade by 1Q19 while China’s 6 months long reflationary attempts should feed into its
economy by 2Q19. We expect Japan growth to rebound in 1H19 but Europe growth is likely to slow
further as it remains sensitive to trade flows and Italy struggles to exit out of recession over the next 2
quarters.
China monetary transmission to growth takes 9mths

(2) US exceptionalism on interest rate differential. By the end of 2018, the Fed would have hiked its
policy rates by 100bps to 2.5%. This is in sharp contrast to ECB and BOJ which has kept its policy rates at
ZIRP. Furthermore, in a year of the Fed reducing its balance sheet, ECB and BOJ are still engaging in QE,
albeit at a much slower pace, while PBOC cut its reserve requirement ratio by 250bps to bolster growth.
But we believe the differential between US rates and ROW are likely to narrow in 2019. We
believe Fed is likely to signal a pause post the anticipated hike this month as they assess the feedback loop
of their interest rate normalization efforts and possible uncertainty in business sentiment created by
Trump’s trade rhetoric. Critically, core PCE and their preferred gauge of inflation, UIG, remain within their
comfort range. In fact, in the last 2 months, both measures have retreated to below Fed’s target with Core
PCE declining to 1.8% below their 2% target and Underlying Inflation Gauge retreating to 3.07%. We
expect moderation in inflation prints in the coming months as the decline of oil prices in the past 2 months
has led to 15% drop in the US retail gasoline price. We also believe that Fed’s fund rates are now close to
neutral post-Dec hike. ECB has announced the end of their QE this month and our expectation that they
will hike their policy rate by 2Q19 further eroding US exceptionalism on the rates front. The key risk to
this view is an escalation in wages as the unemployment rate in the US has already surpassed its NAIRU at
3.7% while wages are rising to 3.1% yoy. We have also observed a similar trend in rising wages globally.
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EM to re-exert growth differential hereon

Key risk to Fed’s pause is wages are rising

(3) US exceptionalism as manifested in dollar strength to be eroded based on the two reasons

stated above. Moreover, several EM central bankers have increased their policy rates throughout this year as they
attempt to fend off capital outflows and control inflation. For example, Indonesia has raised rates from 4.25% to 6%,
Mexico 75bps, India and Russia +50bps. Real yield differential between EM and the US is now at 3.3%,
near its high of 2012 making it less attractive to short EM FX against the greenback.
EM GDP growth to reassert 2019

EM rate differential high enough to stem further outflows

The longer-term picture for US$ does not bode well for a sustained strength in the dollar. Europe and
Japan are both running current account surplus (though sequestering of individual European’s surpluses
limits is efficacy to be utilized), even in EM (excluding China, Turkey and Argentina) are running capital
account surpluses that is supported by stickier FDI.
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US rates already close to neutral, Fed should pause

US fiscal balance is in far worse shape than EU, Japan and EM aggregate

dollar. Dollar on various measures is expensive while net long dollar futures specs are at an
elevated level. Unless we have a global recession, the dollar smile theory should not come to play as the
market moves away from current level on pandemonium and correctly reflect the underlying resilience of the
global economy and improving fundamentals of EM economies.
Dollar is expensive and specs on long dollar are elevated

Our analysis points to solid GDP growth for this year and into next, recession risk is still low, the US
Fed rate-hiking cycle is close to its end while the dollar strength should peak, yet asset prices have behaved
otherwise with indiscriminate selling and high inter-asset correlation leads us to wonder if the
risk retrenchment is the side-effect of QT; specifically the reduction of the pace of central bankers’
purchase of assets throughout 2018. We have said as early as 2014 that Quantitative Easing is akin to
importing an ultra-loose monetary policy meant for dysfunctional developed market economies into
functional economies elsewhere especially in Asia. This result is a flood of liquidity into many emerging
markets and different asset classes, mispricing risk in their search for yields and returns. Perhaps, the
reason market has behaved uncharacteristically this year is due to the withdrawal symptoms
of QE.
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But we are still far away for eroding dollar hegemony, so we focus on the short-term positioning of the

G4 balance sheet will contract for the first time since 2009 by Mar 2019

In our January 2018 piece, we wrote that that QT doesn’t necessarily led to lower asset prices and in fact
their pace of purchase while Fed started its unwind) have seen many asset classes registering significant
positive returns. We concluded that for asset prices to increase despite central banker’s reducing their
pace and/or contracting their balance sheet, it is necessary for forward EPS growth to be positive and
earnings revision momentum (ERM) to trend higher. However, by March next year, the balance sheet of
G4 central banks will be contracting for the first time since the QE experiment was embarked in 2009.
How will asset prices behave then? Is 2018 a prelude of things to come in 2019? We are not too sure, but
we fall back on our analysis that for asset price to generate positive returns, EPS and ERM must be positive.
We did observe a material reduction in earnings revision momentum in all major markets except the US
around the end of 2Q18 which also coincided to with sharp declines in asset prices thereafter. We will
have to monitor 2019 ERM more assiduously in the coming months though for now, ERM for FY19 is still
positive at 13% but has been declining from a high of 16% from 2 months ago. For 2019, the consensus is
expecting EPS growth to moderate from 13.4% to 8.2% but Japan, EM, and China are expecting to show
higher EPS growth than 2018. Another consequence of QT is the re-pricing of risk by taking valuations
lower and removing excess positioning. We discuss in greater this issue in detail in our view of the
individual asset class.
Past QT did not lead to -ve performances but ERM in 2018 declined or outright -ve for some markets
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two of the three episodes of QT (2Q10-1Q11: the end of QE1 and April-Dec 2017: ECB and BOJ reduce

Perhaps the dismal performance can be entirely traced to trade tension and in a broader sense, the
Thucydides Trap that we outlined in May between a ruling power, the US, that is challenged by another up
and coming nation, China. The current detente is much welcome, and we are hopefully a resolution will be
in place before 90-day deadline. However, we possess no superior insight on this except to note that asset
prices have already retrenched to reflect all the tariffs implemented thus far. However, should there be an
impasse and both countries go on to enact tariffs for the remaining trade relations, all the above forecasts
will be wrong as the economy will be retched down to below par growth of 2.8% or lower and EPS growth
will be negative if the additional tariff on $257bn comes to pass.
Impact of tariff on economy felt in 2H19

The Navigator - December 2018

What US wants, what China can offer
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Asset Allocation Strategy
Our base case scenario is that there will be no recession in the next 12 months and we are simply
in a typical lower but trend-like growth for 2019. This assumption is heavily dependent on a compromised in
China-US trade re-negotiations and that it does not escalate into a further increase in tariffs between both countries.
We also expect the Fed rate hike cycle to be close to its end with perhaps another 1-2 hikes in 2019 on the back of
moderating inflation but we need to watch closely the impact of rising wages globally on corporates’ profit margins.
The effects of QT remain an enigma, but we rely on our previous analysis that if EPS growth and ERM are positive and
global growth stays above trend, the adverse repercussions felt thus far in 2018 will be less pronounced in 2019. We
believe the market has already discounted significant risks for 2019 and should our base case hold,
investors’ risk appetite, the divergence between both factors is now at the widest since Europe existential crisis in
2010-2011. Another indicator of how much risk investors are demanding to hold equities, the Equity risk premium
(ERP), is are now near 2009 highs for Asia, Europe, and Japan.
Risk aversion incongruent to economic fundamentals

ERP is near 2009 for many regions

Equities: We retain our overweight view in Equities as we expect EPS and ROE to trend higher while
valuations have already discounted significant risk especially in EM equities. The consensus is forecasting
MSCI World EPS to grow 8.2% for 2019 with a slight improvement in ROE and a positive ERM. We will be monitoring
ERM carefully in the next few months cognizant of its usefulness as a leading indicator to changes in equity prices. We
are comfortable with the forecast of S&P EPS growing at 8.6% for 2019 as data spanning from 1968 do suggest that
when US GDP grows between 2 to 3%, the corresponding average EPS grew at 9% as well.
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positive returns for various asset classes are likely. When we analyze the momentum of industrial production to

Reasonable 9% EPS forecast on back to 2-3% GDP

Valuations are no longer expensive with many major markets suffering a de-rating in multiples ranging
from -10% to -25% from the start of the year. View it differently, 2018 -7% performance YTD has not reflected any of
its 13% growth in earnings and was driven lower entirely by valuation decompression. Valuation has always been the
firm’s cornerstone when deriving fair value of our investments and as a gauge of market’s panic/euphoria sentiment.
MSCI World is now trading -7% discount to its 30-year average, US is trading within its long-term PE multiple at 14-15x
while EM and Japan are trading at -11% and -44% discount to its 30-year average.
Many markets are now trading below its 30-years historical norm

Source: Citigroup

We urge investors to refrain from having reference bias. It is convenient to perpetuate 2018 wall of
worries and torrid performances into 2019 just as many of us did heading into 2018 lulled into a bullish stupor after the
substantial returns and low volatility of 2017 markets. When we analyze 32 years of SPX returns, there has
been only 7 negative yearly returns. Of which 4 of those negative return years were associated with
negative EPS growth (2015, 2008, 2001, 1990), two of the other years were associated with negative
ERM (2002, 1994). This is not the case for 2019 outlook as EPS is forecast to increase, ERM is still
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Expecting +ve EPS growth, ERM and higher ROE in 2019

positive and GDP growth above trend. There has only been one year in the dot-com bust of 2000 when returns
were negative but EPS and ERM were positive. In 2000, we started at a lofty valuation of 26x versus 2019 14.7x, hence
there was a risk of negative returns just from having a > +2sd multiple de-rating back to its long-term trend. This is not
the case for 2019 where the starting valuation is within its historical norm. We also note that GDP growth is less
useful than EPS and ERM in predicting possible negative returns as only half of those negative return years was
associated with sub-par or negative GDP growth. In terms of geographical preference, we prefer EM the most as
valuation has suffered the largest compression and we expect GDP and EPS growth differential for EM versus DM
economies to reassert its leadership in 2019.
But EM ERM relative to DM improving

We are neutral in Japan and underweight Euro as we believe 2019-2020 will be the year both regions need to
normalize their monetary policies. Furthermore, if we are wrong and the US or China slips into recession next year,
neither ECB or BOJ have any policy tools to react, unlike the US or China. As growth normalises in the US, we have
adopted a more defensive approach in the US when compared to EM. In the US, our sector preferences are for
healthcare, technology (especially software companies) and utilities, which are the sector that tends to generate
positive returns when the delta of growth slows. We also prefer oil names that pays high dividends and bombed out
auto stocks.
-ve returns are unlikely when EPS/ERM are +ve

Prefer EM, US, healthcare, tech and utilities

Source: Bloomberg, NBER
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EM trading -1sd P/B cheap to DM

Fixed Income: Reducing our Underweight. What is keeping us from upgrading to neutral despite our
view that the Fed is near the end of its hiking cycle are mainly valuations and positioning. Valuations are
not cheap enough relative to its own history and even more so against Equities. Our preference is to improve the
credit quality of our bond portfolio by adding selected investment grade credit, supranational/quasi-sovereign credit and
even longer dated US Treasuries in the coming months as rate risk diminishes. Positions remain heavy when we judge
the amount of inflows into passive bond ETFs and bond managers versus the equity complex.

Since the start of the year, we have been most concerned about the US High Yield market
especially the leveraged loans segment. The spread between US BB vs BBB is still near its low despite recent
widening. We believe it should at the least trade back to its historical spread which means it could widen by another
70-100bps. The leveraged loan market is high-yield debt that is normally secured with assets and is often issued by
companies that cannot issue bonds to the public but had to conduct them via private placements. The market has
ballooned to $1.13trn accounting for 5.5% of US GDP; higher than what they were during 2008. Close to 70% of the
outstanding leveraged loans are issued on covenant-lite conditions; a marked jump from 2004 when covenant-lite loans
were less than 20% of the market. The deterioration of underwriting standard is another reflection of uber-loose
monetary policy that have over-stayed its usefulness leading to market participants chasing after yield without the
necessary protection they have demanded previously. The spreads for leveraged loans are a mere 410bps in contrast to
its post-crisis average of 600bps and its peak of as much as 1750bps during GFC. At this spread of 410bps, US leveraged
loans, which are the non-investment grade, are just 150bps higher than investment grade EM corporate bonds. If we
add the private lending market, the US shadow banking system is close to $1.9trn, which is as large as sub-prime CDOs
was near its peak in 2007.
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US and Euro High-Grade bond spreads, while widened from recent lows are still trading below its average

BB vs BBB spread not enough cushion

Non-investment grade leveraged loans is at its highest

Within credit, our preferred trades are US financials and China bonds with both are trading at
attractive valuations. The spreads between US Financials vs non-financials is now at near zero difference in contrast
to historically financials trade at 20bps higher. Furthermore, net issuance for the US financials papers are set to decline
for 2 consecutive years (-10% in issuance in 2019 on the back of 7.5% drop in 2018) because their capital adequacy is
near its high of 11.3% and is way above regulatory requirement, US financials bonds offer better value especially relative
to its better credit quality than the other sectors in the US. China high yield market is now yielding 10.5%. Each time it
trades at this level, within a year it retraces 200bps within the next 12 months. While we expect China property sales
to be flat or up single digit in 2019, we disagree with the market view that the China bond market especially the
property developers are bound for default. There are two reasons for our sanguine view. Firstly, over the 2017-2018,
the large Chinese developers have increased their new sales by 30-50% yoy per annum, therefore securing cash-flow
and earnings for 2019 to 2020. Second, the sector gearing has been declining over the years. Our focus in this space is
in the consolidators as well as those developers that have been growing their recurring income from their investment
properties.
Prefer US financials IG Bonds

Page 14

China property developers yield is very attractive

http://www.covenant-capital.com

The Navigator - December 2018

Source: Goldman Sachs

FX: USD strength has peaked as US exceptionalism in growth and interest rate differentials narrows with
the rest of the world.
Commodities: Neutral. Our preference to express this sanguine oil view by investing in high dividend paying oil
majors and service providers whose earnings are inflecting higher. We have also been adding Gold as a diversifier as it
tends to work well in an environment of slower growth and peak in interest rates.
Alternative Investments: There are plans to increase our total return Fixed Income strategies.
Cash: Cash level is still high at 15% -20% with preference to add into Fixed Income while expressing our equity

Featured Picture/Quote:
Merry Christmas and blessed tidings to all.
Edward Lim, CFA
Chief Investment Officer
edwardlim@covenant-capital.com

Risk Disclosure

Investors should consider this report as only a single factor in making their investment decision. Covenant Capital (“CC”) may not have taken any
steps to ensure that the securities or financial instruments referred to in this report are suitable for any particular investor. CC will not treat
recipients as its customers by their receiving the report. The investments or services contained or referred to in this report may not be suitable
for you and it is recommended that you consult an independent investment advisor if you are in doubt about such investments or investment
services. Nothing in this report constitutes investment, legal, accounting or tax advice or a representation that any investment or strategy is suitable
or appropriate to your individual circumstances or otherwise constitutes a personal recommendation to you. The price, value of and income
from any of the securities or financial instruments mentioned in this report can fall as well as rise. The value of securities and financial
instruments is affected by changes in a spot or forward interest and exchange rates, economic indicators, the financial standing of any
issuer or reference issuer, etc., that may have a positive or adverse effect on the income from or the price of such securities or financial
instruments. By purchasing securities or financial instruments, you may incur a loss or a loss in excess of the principal as a result of
fluctuations in market prices or other financial indices, etc. Investors in securities such as ADRs, the values of which are influenced by
currency volatility, effectively assume this risk.
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overweight views with sectors ETFs or upside call options.

