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General overview
> Compared to the meltdown in the fourth quarter last year, and the
sharp reversal the followed it, February was slightly uneventful. Global
developed equities returned 3.3% in local currencies. The top
performers, however, were commodities. Oil prices rose again, with
Brent up 9.2% and WTI adding 6.4%.

Equities were in a lower gear in February

> Not only were the markets less eventful in February, this was also the
case for news and data flow. There were no major announcements
from central banks, and we experienced a relatively quiet earnings
season without any fireworks. The main themes also remained the
same: Brexit and the US-China trade war. The news flow on the latter
has improved lately. This is good news for Europe and Germany in
particular, which narrowly escaped entering a recession with GDP
growth in the fourth quarter barely staying above 0%.
> Government bond yields in both Europe and the US remained within a
narrow range. Investors once again turned to higher-yielding bond
categories. Both credit and high yield spreads tightened further.

Source: Bloomberg, Robeco

Our overweight equity position was reduced
Equities Developed Markets
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19.0%
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20.0%
7.5%
20.0%
5.0%
5.0%
2.5%

active
3.0%
1.0%

-1.0%
-3.0%

> In our portfolios, we reduced our exposure to equities. Overweight
positions in both developed and emerging markets were lowered. We
expect equity markets to drift higher, but at slower speed than in the
first weeks of 2019, with more volatility. A lower overweight position in
equities better fits this type of market. We allocated the proceeds to
government bonds and cash, both of which now have neutral weights.
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Theme of the month: Risks to European equities are overstated (I)
French consumer confidence is rebounding sharply

Projections for seats in the European Parliamentary elections

> European equities have steadily cheapened vis-à-vis the US on a relative
basis since 2009. A reason often mentioned for this is that the political
risks in Europe are relatively high. We think these risks are overstated
and limited, despite all the rhetoric, and European equities could
become more attractive.
> The European economy is an indirect casualty of the Chinese-US trade
war. Tariffs and threats have been a factor in slowing down the Chinese
economy. European exports, including German car exports, have
suffered as a consequence. One-off factors have also hampered German
industrial production. The car industry has experienced difficulties in
adjusting to the new more stringent EU emission norms, while the
exceptionally low water levels in the Rhine have created severe
transport problems for delivering primary and intermediate industrial
components, and led to restrictions on water intake for industrial
companies. These factors are expected to be only temporary; German
auto shipments, for example, rebounded strongly in December.
> A trade truce between the US and China is now almost certain.
Moreover, the Chinese authorities, though bowing to reality by
accepting a slightly lower growth target of 6-6.5%, will continue to step
up monetary and fiscal stimulus. The most important factor leading to
the truce in our opinion is the unfavorable equity market reaction to the
ongoing tensions. That is why we think that it is unlikely that the US
president will incite an escalation of tensions with Europe.

Source: Berenberg
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Theme of the month: Risks to European equities are overstated (II)
Low perceived risk of Italian default or ‘Italexit’

European equities are cheap on a relative basis vis-à-vis the US

> The truce between the European Commission and the populist Italian
government on Italy’s deficit has led to a stabilization of the risk
premium in Italian bonds vis-à-vis Germany. It is unlikely to hold now
that the Italian economy has drifted into a technical recession. But the
Lega, currently the junior partner in the Italian cabinet, has
strengthened enormously in the polls at the cost of the Five-StarMovement. Given its deep roots in northern Italian businesses, the Lega
is unlikely to adopt policies that would provoke an Italian debt crisis. As
it is expected to do well in the European elections, it could force new
national elections after May to strengthen its hold on the cabinet.
Markets have understandably shown signs of unease after the
formation of the populist government, but appear to have relaxed a bit.
> The populist movement in France shows signs of weakening. French
consumer confidence has been rising sharply since the turn of the year,
coinciding with a rise in the popularity of President Macron, who has
humbly descended from the Élysée Palace and entered into a national
dialogue in the provinces. The ‘yellow vest’ protest wave appears to be
ebbing. Eurosceptic populist parties are likely to strengthen their
representation in the European Parliament elections on 23-26 May.
Nevertheless, two-thirds of the seats are set to go to the mainstream
parties. The center should therefore hold.
> All in all, we think investors are too pessimistic about Europe. Although
some issues have yet to be resolved, we reckon with a rebound of
European economies in the second half of 2019.
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United States
ISM non-Manufacturing Index was strong in February

> The US economy continues to power ahead. Though the ISM
manufacturing index for February slowed again from 56.6 to 54.2 after a
strong rebound in January, this weakness is probably temporary, and can
be explained by the remarkably brutal winter weather. By contrast, the
non-manufacturing index rose from 56.7 to a level of 59.7, its highest
level in three months. Any recession fears now look overdone.
> With President Trump apparently eager to close a trade deal with China,
a major downside risk for the world economy appears to be fading.
Prospects for the US economy look good. As a consequence, the recent
sharp U-turn by the Fed looks a bit overdone. Still, there is little reason to
fear renewed hawkishness.

US underlying inflation is holding steady

> The Fed has started to reevaluate its inflation-targeting framework. The
fear of some Fed officials is that the inflation expectations of business
and consumers could become entrenched at too low a level. The recipe
could consist of allowing inflation to modestly overshoot the 2.0% target
following a period of undershooting. In this way, the Fed could create
more room for maneuver in case of a downturn, since the starting point
for lowering short-term interest rates would be higher. One implication
of this is that monetary policy will have to remain looser for longer, which
is a positive for risky assets. With headline inflation coming down and
core inflation stable, the Fed can afford to remain patient for the coming
months.
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Europe
Eurozone composite PMI signals modest growth improvement

> The Markit Eurozone Composite PMI in February strengthened from
51.0 to 51.9. Continuing trade tensions, the probably temporary
weakness in the car sector, and ongoing political uncertainties have put
downward pressure on the demand for manufactured goods. The
service sector, however, showed a modest improvement.
> The European economy has been an indirect victim of the tensions
between the US and China. Now, tensions are expected to come down,
which is positive for European exports. As a prime motive for the US
president seeking a deal with China has been the unfavorable reaction
of equity markets to rising Chinese-US tensions, it is unlikely that he will
now try to escalate tensions with Europe, such as by imposing tariffs on
European cars and car parts.

Eurozone headline inflation is declining further

> A hard Brexit has become unlikely now that the European Court of
Justice has ruled that the UK could unilaterally withdraw its notification
of Article 50 and remain in the EU on the basis of existing conditions.
Moreover, the UK parliament is highly unlikely to allow a no-deal Brexit.
Though it is hard to forecast the outcome of the complex political
process in the UK, in economic terms, not much will change for the
foreseeable future.
> In the light of economic weakness, the European Central Bank will once
again provide cheap funding to European banks by way of a new threeyear TLTRO. Moreover, its forward guidance given on 7 March made
clear that a first rate hike is delayed until next year at the earliest.
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Japan
Nikkei Japan Services PMI improves further in February

BoJ’s January ‘core core’ rose to 0.4% (YoY)

> The Japanese services sector continued to show modest expansion in
February. The Nikkei Japan Services PMI rose further from 51.6 to 52.3.
By contrast, the manufacturing sector continued to struggle, partly hit
by the slowdown of the Chinese economy. The export-oriented
Japanese economy remains vulnerable to Chinese weakness, but it will
benefit from the expected additional stimulus measures by Chinese
policymakers.
> As in the Eurozone, questions are being asked about what the Bank of
Japan (BoJ) could do if recession risks increase. In recent comments to
parliament, Governor Haruhiko Kuroda mentioned several options,
including lowering short-term interest rates deeper into negative
territory or lowering the long-term rate target. This would most likely
provoke a weakening of the yen. Additional buying of ETFs could also be
an option.
> The core-core inflation index excluding both energy and fresh food – the
gauge preferred by the BoJ – rose 0.4% in January against the 0.3% rise
in the previous month. A rise in services inflation was the cause of this
uptick, reflecting a passing on of rising wages to consumers in the light
of the extremely tight labor market – a welcome sign as such.

> By the end of March, the Budget for fiscal year 2019 will be passed by
parliament, with measures intended to offset the negative impact of
the VAT hike scheduled for October this year.
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China
Caixin China Composite PMI softens further in February

> The Caixin China Composite PMI (which covers both manufacturing and
services) further declined in February from 50.9 to 50.7, still signaling
expansion on average. The manufacturing component bounced back
and crossed the neutral level of 50.0, which also signifies expansion.
> Prime Minister Li Keqiang announced at the opening of the National
People’s Congress in Beijing that China was aiming for economic
growth in 2019 in a range of 6.0-6.5%, down from a hard target of
6.5% over the past two years, admitting the negative impact of the
trade war with the US. And of course an eventual decline of the
potential Chinese growth rate is inevitable in any case.

Chinese imports from the US are collapsing

> The US and China appear to be close to an agreement on trade which
could be signed off in late March. China will increase its imports from
the US (especially agriculture). The US will abolish most, if not all,
tariffs. China will refrain from competitive devaluations of the yuan.
Underlying tensions between the two superpowers will continue to
simmer of course regarding the drive for technological supremacy and
hegemony in the South China Sea. China won’t materially change its
economic growth model.
> The Chinese authorities will continue to stimulate the economy, by
increasing the amount local governments can lend for investment in
infrastructure, and by lowering the VAT rate. A further lowering of the
reserve requirement ratios for banks is also to be expected.
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Equities (I)
A very strong start to the year continues

Is the change in Fed policy priced in?

> Equity investors should not complain about recent developments, with
stock market indices showing one of the best starts to the year in recent
decades. The S&P 500 has rallied 11.5% so far this year, with the global
MSCI World index also up 10.8% in local currency terms. Still, this postDecember market rebound remains pretty unloved, as investors have
continued to pull money from both passive and active developed
market equity funds. Hedge fund beta has crept up, but is still below
average. Many institutional investors seem to ne staying on the
sidelines as well. Remarkably, this time US retail investors have
contributed largely to the rebound. Investor surveys show that both
sentiment and cash positions have turned since the December lows.
> The hesitance of smart money to join the second leg of this rally is to
some extent defendable. A “patient” Fed has been largely priced in, as
the correlation between Fed funds futures and equity returns has not
edged up further. January showed a very strong rebound in positive US
macroeconomic surprises. Hence, February US surprises and other key
regional macro data surprises failed to continue their uptrend.
> Macro/data realizations broadly remained below expectations. Except
for the US, the Q4 2018 corporate earnings numbers failed to inspire
confidence. Nikkei 225 companies reported negative earnings growth.
The US yield curve has steepened somewhat recently, but is still a mere
18 basis points away from inversion, the much-feared recession signal.
Geopolitical risks remains historically high, with ongoing Brexit
uncertainty, skirmishes between India and Pakistan and the slowmoving US-China negotiations.
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Equities (II)
The rollover in geopolitical uncertainty

Forward earnings reflect the growth scare

> We kept our overweight in global equities during February, taking some
chips off the table in the last week of the month, as we perceived the
risk/reward balance was unlikely to improve further. The three major
themes keeping market pundits busy last months – the China-US trade
war, the Fed’s dovish U-turn and the likelihood of a US recession – will
likely fade near term, with the focus shifting to a rebound in countryspecific economic fundamentals, notably how soon China will leave the
soft patch in growth behind.
> The largest recent global news shock for the equity market, the Fed Uturn in January, seems now largely priced in, while the recent
steepening of the US yield curve alleviates immediate recession worries.
On trade, the equity market also seems to have priced in some kind of a
China-US trade deal, as market movements remained limited even
when rumors appeared about a complete removal of existing US tariffs
on Chinese exports. The Brexit end-game could deliver a new global
shock for the markets in either way.
> With analyst downgrades still surpassing upgrades both on the macro
and corporate earnings front for a broad range of countries, the hurdle
rate for positive surprises has been lowered considerably. The 12 month
forward earnings growth expectation for the MSCI World is now 5.8%,
which is consistent with recession levels. We expect equity markets to
grind higher, but keep an eye on downside risk stemming from a
potential ‘sell the fact’ move in markets after one or more of the major
themes materializes .
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Developed market equities
Positive momentum continues

US equities have become somewhat less expensive

> In February, developed market equities continued their uptrend after a
very strong start to the year in January. The magnitude of the broadbased positive momentum became smaller, however. The global
positive market news shocks of January – with the Fed policy U-turn the
largest of them – were largely priced in.

> Based on monthly momentum of equity returns in local currency, the
first place ranking of the S&P 500 performance remained unchallenged
within the developed equity index space. US equities enjoyed another
5.5% monthly return in dollars addition to the 7.9% seen in January.
European equity investors followed with a monthly gain of 4.4% in
euros. Japanese equity investors again closed the ranks, with a modest
gain of 3.5% for the Nikkei 225 stock index in yen. Long momentum
signals have surged for the US, jumping from 0.9% in January to 7.9%
in February on a (12M-1M) horizon for the S&P 500 in USD. In contrast,
long momentum for Europe and Japan weakened again. Europe
showed a return of 0.5% in euros on the 12M-1M signal, while Japanese
equities marginally experienced negative long momentum, with Nikkei
225 stocks a dropping 0.01% in yen on a 12M-1M horizon.
> Equity valuations in the US increased, after stabilizing last month with
the Shiller CAPE now at 29.7. Underlying earnings growth in the last
quarter ( 16.9% Y-o-Y for the S&P 500) shows the resilience of US
corporates to decelerating expansion. The European CAPE remained at
16.5, though green shoots are appearing, especially as a possible
rollover of political risks could reduce risk premiums in Europe.
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Equities: Emerging versus developed (I)
Emerging versus developed markets: Manufacturing PMI

> After a couple of very strong months for emerging market equities, the
asset class trailed developed market equities by 2.8% in February.
> In February, the EM Manufacturing PMI beat its DM counterpart for the
first time in over three years, rising to 50.6 as the DM Manufacturing
PMI continued its descent, falling to 50.5. The deteriorating developed
market manufacturing outlook is exaggerated by the impact of global
trade, which we think will recover slowly from now. The opposing
directions of the Manufacturing PMIs does fit our assumption that the
growth momentum between emerging and developed markets will
shift as the year progresses.

Source: Bloomberg & Robeco

Earnings revisions – EM moving higher, but levels remain depressed

> China’s PMI data remain mixed, with the non-Manufacturing PMI still at
very healthy levels, whereas the Manufacturing PMI stabilized below
50. The Chinese government has lowered its GDP growth forecast for
this year to 6.0-6.5%, which was to be expected, given recent economic
developments. GDP growth is likely to come down from the 6.4% pace
in this and the next quarter, before stabilizing. Such a scenario prevents
emerging market equities from outperforming.
> Earnings expectations have stabilized somewhat but at pretty depressed
levels. Interestingly, earnings revisions in other markets like the US and
especially Europe have kept falling, whereas they are basically flat in
emerging markets. This has pushed emerging market earnings revisions
to number three in the ranking. However, the differences are small, and
we expect a recovery in earnings revisions in basically all regions.
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Equities: Emerging versus developed (II)
China: Earnings versus stock prices

Source: Bloomberg & Robeco

Valuation – the discount is close to neutral

> Last month, we mentioned that investors had become too negative
about future Chinese earnings, based on the discrepancy between the
stock market and earnings . A less-upbeat outlook for Chinese equities
is warranted by the significant slowdown in global growth, the
uncertainties related to the ongoing trade war, and the health of the
Chinese economy. As the chart on the top left shows, Chinese stocks
have staged an impressive rally, as some of the pessimism was priced
out. We believe this trend could continue a bit longer, especially as
China has reiterated its vow to support the economy.
> The official pause in the Federal Reserve’s tightening cycle is a positive
for emerging markets. As we have mentioned before, the prospect of a
more dovish Fed was an important reason for going overweight the
asset class. This should reduce the upward pressure on the US dollar,
especially as global growth picks up slowly from here.
> Valuation remains marginally supportive. Relative to developed
markets, most valuation measures are at the lower end compared to
recent history.

Source: Thomson Reuters Datastream, Robeco

> We remain overweight emerging market equities in the multi-asset
portfolio. The positives are faster growth in the second half of the year,
with the Fed pausing, a potential peak in the US dollar, and improving
earnings on a relative basis. China remains the biggest risk, but as the
country has increased its economic stimulus, we should expect some
improvement later in the year. Valuation is attractive from an absolute
stance, but close to neutral on a relative basis.
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Real estate
Calm after the storm

Source: Bloomberg, Robeco

Europe: The discount to NAV grows, NAV itself is also lower

> After the very strong performance in January, property markets stalled
and produced mediocre returns last month. Global real estate,
measured by the S&P Global Developed Property Index (USD) even
declined 0.2%. European and Japanese real estate showed negative
returns, which the US market couldn’t compensate for. Compared to
the broad MSCI World index (+3.0%, in USD), real estate
underperformed by 3.2%. On a global level, year-to-date total returns
are still above 10%.
> After the double-digit start of the start, it is not surprising that the
market took a breather after the relief rally and had more of an eye for
the fundamentals. European real estate still trades at a discount to Net
Asset Value (NAV): it is cheap on average and trades at a discount, even
after the strong start to 2019. NAVs have come down lately, but the gap
is still significant. Given the decline in European bond yields, the gap
between bond yields and dividend yields on real estate have widened,
which is a positive for property.
> On the other hand, a weakening European economy could put pressure
on the rental income of real estate companies in the longer term. As is
always the case with property, the European market is a mixed bag,
with German real estate doing relatively fine and the UK market having
problems. But what counts for most markets is to try to avoid retail
property, which is the weakest link in the market.
> We remain neutral on real estate in our portfolios.
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AAA bonds (I)
February: No majors changes in 10-year rates
%

Source: Bloomberg & Robeco

EU: Labor is increasingly seen as a factor impeding production

> February was a relatively quite month for the bond markets. When one
looks at 10-year yields, the month-over-month change is almost flat
across the different developed market regions. It feels like the rates
markets are still digesting last month’s dovish turn by the major central
banks.
> The largest data disappointments keep coming from outside of the
Eurozone. The domestic sector remains fairly firm. The most visible
evidence of the firmness of domestic conditions is the labor market,
which remains in healthy shape. Companies in both the services and
industrial sectors have indicated that labor shortages have reached a
point where they have started to hamper activities. While the services
Purchasing Manager’s Index ticked upwards, the manufacturing PMI
slipped below 50 for the Eurozone. It is obvious that the Eurozone is not
out of the woods yet. Given the data flow, we expect the ECB to stick to
its dovish stance, and continue to think that some sort of action will be
taken to ensure that financial conditions remain easy.
> Market-based inflation expectations continue to be pressured lower,
which is a worry. The 5y5y inflation swaps now stand at 1.43%. This is
roughly in line with what the consensus expects for inflation in 2019.
For the longer term, the consensus still expects inflation to move close
to 2%, but here also we see expectations being lowered.

Source : EC Business & Consumer Survey
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AAA bonds (II)
Annual net purchases of longer-dated Treasuries by sector

Source: JP Morgan & TIC

US financial conditions are easing again, which should support growth

> However, there is room for upside surprises. Soft inflation is a positive
for real wages. Another positive is that the Eurozone’s real effective
exchange rate looks to have peaked. Add to this the fact that Chinese
stimulus is picking up, and there is an increased willingness by China
and the US to do a trade deal, and it feels like we are at or near the
bottom of the Eurozone downturn. If this is indeed the case, we expect
the benchmark 10-year German bond yield to react accordingly.
> While the overall attitude towards the US is much more constructive,
there is also disappointing data to contend with. A big negative
surprise was the plunge in retail sales, though the good thing about
this is that it gives the Fed more than sufficient cover to remain
cautious/neutral. This supports the continuation of easy financial
conditions, which will support growth.
> In 2018, foreigners purchased the lowest net amount of longer-dated
Treasuries since 2016. While foreign governments retreated from the
market, the foreign private sector stepped in to fill the void. The private
sector is normally considered to be less stable in terms of flows than
the ‘official’ sector.
> We continue to believe that the rates markets have given too much
probability to the scenario that we are heading for a recession. We
therefore think that we haven’t seen the peak in yields yet for this cycle.

Source: Goldman, Bloomberg & Robeco
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Investment grade credits (I)
European credits have fallen sharply

Source: Bloomberg, Robeco

European issuance has risen

> European credit spreads continued their decline in February, falling
another 15 basis points to 1.27. Historically, credits haven’t had many
better starts to the year, as the total return in the first two months of
2019 was 1.8%.
> The roots of this remarkable performance can be found in the decline of
government bond yields in Europe. The German Bund yield dropped to
levels around 0.10% in February, having already fallen from 0.57% a
couple of months ago. Although the yields of credits are far from
appealing, they are still 1% higher than those for government bonds,
while the risks are limited. That explains much of the strong demand for
European credits this so far this year. The demand that dried up when
the ECB’s CSPP program ended in 2019 seems to have been completely
absorbed by investors who want to put their cash to work. Headwinds
such as the uncertainty around Brexit, the slowing German economy
and the US-China trade war seem to be on the back burner for now.
> But what about supply? Issuance in the year to date is higher than it
was in 2018 – almost EUR 120 billion has been issued in non-financial
credits so far this year, a rise of around 50%. But this has not been
enough to meet the demand.

> Given the slowing global economy, we think a spread widening in 2019
is still the most likely scenario. Most spread compression should be
priced in by now; therefore we have a slightly underweight position in
credits at this moment.
Source: Morgan Stanley, Robeco
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Investment grade credits (II)
Credit spreads widen the most after the final rate hike

US investment grade default rates for sub-sectors

> The decline in the US credit spread of 7 basis points was relatively
modest compared to their European counterparts, ending February at
120 bps. Yields were more or less stable, falling to 3.11%
> Last month, there were no Fed statements to influence the markets, as
was the case in January. The discussion over whether the Fed has just
paused its rate hikes, or has finished hiking (meaning that we’re at the
end of the cycle) is still under debate. The fact is that on average,
spreads widen more after the final rate hike than they do during the
rate hike cycle itself, so the discussion is relevant. For the moment, the
odds are in favor of a pause, as macroeconomic data in the US is still
strong. The possible end of the trade war between the US and China
provides another tailwind for the economy, which is drifting higher.
Nevertheless, we expect slower growth as 2019 progresses.
> As we have mentioned before, one of the biggest risk is leverage,
which is still at (too) high levels. Leverage in cyclical sectors is still
rising, and these cyclicals are the most vulnerable to slower economic
growth. On the other hand, risks should not be exaggerated. Defaults
are at low levels compared to earlier periods of downturns.
> We have an underweight position in credits. We expect the current
spread rally to be a temporary phenomenon, with a widening of
spreads the most likely scenario for the coming period.

Source: UBS
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High yield (I)
High yield – spread

Source: Robeco & Bloomberg

High yield – defaults

> Global high yield bonds experienced another solid month in the
slipstream of global equities. The asset class return 1.3% (hedged in
euros), outpacing other fixed income classes. The average spread level
tightened from 454 basis points to 416, close to the levels we saw
before the sell-off intensified in November and December.
> After two very strong months for global high yield bonds, this might be
as good as it gets. As macroeconomic developments have confirmed in
recent months, the global economy has entered the later stages of this
economic cycle, historically a phase in which high yield bonds (and
credits) tend to struggle. Leverage has risen significantly in recent years,
and this means higher borrowing costs when yields go up. While bond
yields have drifted lower in recent months, as central banks changed
course, it remains our base case that bond yields will gradually go up
eventually.
> As the chart on the bottom left shows, the default rate in Europe
remains close to zero, while defaults in the US continue to come down
and have reached their lowest level since 2015. Recovery ratios are
relatively high and distress ratios low. From this angle, there is little
room for more improvement. To be clear: we expected default rates to
stay low for the foreseeable future, with interest coverage ratios
manageable. The earnings outlook, however, is looking far less
impressive.

Source: BofA Merrill Lynch & Bloomberg
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High yield (II)
High yield – EBITDA

Source: BofA Merrill Lynch

High yield – relative valuation versus equities

Source: Bloomberg & Robeco

> In fact, the unadjusted EBITDA growth of high yield companies has
turned negative for the first time since 2016. While we expect a general
improvement in earnings growth later this year, as the global economy
marginally recovers from the slowdown in the last quarters of last year,
investors are likely to scrutinize high yield earnings growth going
forward. The slowdown in earnings growth is accompanied by an
increase in downgrades. The past month saw a number of rating
actions from high yield issuers in which downgrades outnumbered
upgrades by a ratio of 2:1.
> Within global high yield, the risks for the US and Europe look roughly
balanced. US companies have increased their leverage ratios more
aggressively, making them more vulnerable to higher borrowing costs.
However, with the Fed on a pause concerning future rate hikes, the
leverage-related risks have actually abated somewhat. In addition, the
outlook for GDP growth is more robust than it is in Europe. Also, the
running yield on European high yield bonds remains very low, as in
shown in the graph on the bottom left.
> We remain underweight high yield bonds. Spreads and yield levels are
not far away from the levels seen before the downturn in 2018,
especially in the Eurozone. Hence, valuation remains stretched,
particularly when compared to other asset classes such as equities. Even
when compared to credits, average spread levels remain below
average. We remain underweight in high yield for now as other risky
assets, especially equities, look more attractive.
20

Special Topic Economy Equities

>

Real Estate

Fixed Income

Commodities & FX

Emerging market debt (I)
Emerging market debt in local currency – spread and yield

Source: Bloomberg, Robeco

Emerging currencies

Source: Robeco

> After a very strong start to the year, local currency emerging market
debt took a breather. The asset class realized a return in February of
exactly 0%. It trailed high yield bonds, which rose more than 1% last
month, but outpaced developed market government bonds. The
average yield to maturity fell to 6.26% at the end of February, but
remains firmly within the bandwidth in which it has moved over the last
six years. This contrasts with the yield on Eurozone government bonds
and credits, which remain extremely low.
> Macroeconomic data has disappointed in recent months, and while we
do not expect a US recession any time soon, global growth has slowed.
On a more positive note, the relative growth momentum seems to be
shifting towards emerging markets, which is also reflected in the fact
the EM Manufacturing PMI now tops its developed markets PMI
counterpart. Yet, it is during phases of slower growth that investors
start to differentiate between those emerging countries with healthy
government balances and those without.

> As stressed in recent months, this could mean that countries like Turkey,
and, to a lesser extent, South Africa, are increasingly scrutinized by
investors. As the chart on the bottom left shows, it was exactly the
currencies of these countries that depreciated last month, whereas the
currency moves of other emerging currencies were relatively muted. On
average, we expect emerging currencies to provide a limited, but
positive contribution to the overall return, based on the current
valuation and economic outlook.
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Emerging market debt (II)
Turkey – the lira and Overnight Lending Rate

> In Turkey, things seem to have stabilized for now. The currency has
strengthened and bond yields have come down, as the peak in inflation
is probably behind us. Yet, political and economic uncertainty and the
relative large amount of foreign debt of Turkish companies could spark
another wave of volatility at any time. Hence, the anticipation by some
investors of a central bank rate cut from the very elevated level of
25.50% seems to be a bit premature.
> In general, inflation in emerging countries remains muted, reducing the
odds of rate hikes. Now that the Fed has paused its tightening cycle,
these odds have further decreased. A more dovish Fed is a positive for
asset classes that depend more heavily on liquidity, like emerging debt.

Source: Thomson Reuters Datastream, Robeco

Valuation: Emerging market debt versus high yield

Source: Bloomberg, Robeco

> China remains an important factor. In recent months, the Chinese
renminbi has strengthened on the back on more stimulus from the
government, and the increasing odds of a trade deal between the US
and China. Some pressure on the yuan is likely to remain, however, as
GDP growth has yet to pick up. Obviously, a failure of the US and China
to reach a deal would likely lead to yuan weakening.
> We remain neutral on local currency emerging market debt.
Momentum remains reasonably strong as the asset class escaped a
strong downturn in November an d December. We expect some
currency strengthening later this year, and valuation looks reasonable.
We favor the asset class over high yield and investment grade corporate
bonds, but not over equities.
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G-10 currencies: Sterling makes a comeback

Source: Bloomberg, Robeco

Markets expect the Fed to remain supportive

> February wasn’t a particular special month for the euro. Against its G-10
peers, the euro ended the month in the middle of the pack. Against the
US dollar, the euro continued to meander in the tight range (1.12501.15) it has been in for the past three months.
> Looking at the February monthly returns, it is quite hard to distinguish a
coherent theme within foreign exchange markets. Still, a few things
stand out – the stellar performance of sterling and the disappointing
performance of cyclical (= China/emerging market-related) currencies.
This was a surprise, as one would have expected the Australian dollar to
have done better this month, in line with the positive news flow
regarding the trade talks between China and the US. This is contrary to
what happened in other China growth-sensitive markets. Chinese equity
markets, for instance, performed exceptionally well.
> The balance in the Brexit debates seems to be shifting away from a nodeal exit from the EU. While this is a good development, uncertainty
remains high regarding the ultimate outcome. The currency market,
however, seems to have at least made up its mind for now. Sterling has
been pressured consistently higher over recent weeks. In the year to
date, sterling is up approximately 4% against both the US dollar and
the euro. It looks like as we move closer and closer to the 29 March
deadline, investors feel less comfortable being underweight sterling.
Given that now even an extension of the negotiating period is possible,
who could blame them?

Source : BofA Merill Lynch FX and Rates Sentiment Survey
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The Fed has consistently missed it’s 2% inflation target post-GFC
%

Source: Bloomberg, Robeco

Since Q4 2018, the US dollar has lost rates support

Source: Macrobond, Morgan Stanley research

> Global growth continues to decelerate, but we continue to think that we
are not heading towards a recession. Within this broader deceleration,
the expectation is that growth in different regions will converge. This
means the end of the US exceptionalism, the theme that drove financial
markets last year. The narrowing of growth differentials between the US
and the rest of the world is unfortunately being closed by the US
decelerating from the other regions.
> This deceleration is also visible in rates. Starting in the fourth quarter of
last year, we witnessed a narrowing of between the rates differential
between the US dollar and so-called low yielders like the euro and the
Japanese yen. This narrowing was driven by US rates dropping towards
the low yielders. For both Japan and the eurozone, we expect the
respective central bank to remain dovish, given recent economic
developments. We also expect the Fed to remain dovish in the near
term. We do think, however, that it is too early to start anticipating rate
cuts. The fact that the Fed has missed it 2% inflation target almost
consistently since the Great Financial Crisis, and is in the process of
reviewing its policy framework, has triggered rumors that it is
contemplating moving away from price level targeting towards
adopting an average inflation level over the business cycle. This will
have consequences for Fed policy and thus the dollar.
> We currently don’t hold any active currency positions in our portfolio.
We do, however, expect that the dollar will start coming under pressure
as it loses the tailwinds that provided substantial support last year.
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