Outlook – January 2019
Take a look at the performance of asset classes
for the calendar year 2018 below. Keep in mind
that this masks peak to trough falls, estimated to
have pulled $20 trillion off quoted company
values globally, an amount equal to US GDP.
Remember, the year started with a chorus of
asset managers singing in tune about a
synchronised period of economic expansion
across all the regions of the world. It was
groupthink.
Unsurprisingly, and in keeping with our
consistent warning about the reverse gear phase
of extreme monetary policies (outlined
separately in the book, The Pivot), we chose to
guide differently. OUTLOOK – January 2018 is
attached as a reference. Over the year the Irish
market, not featured below, shed over -20%.
Gold in Euro terms finished the year up about
+3%. So, with these numbers, the big
unanswered question is, where is the recession,
how can we get these falls at a time of
synchronised economic expansion?

The scope for shocks has risen, that is the truth
and you’ll be aware that our long-held concern is
that, lurking in the undergrowth, is the risk of a
structural recession, because of the outsized
growth in debt, encouraged by cheap money
that has led to misallocation of capital and
bubbles everywhere. Any kind of US recession
even a short and shallow one, is not certain,
neither does it hold any positives for the global
economy, but the USA catches a mild cold, the
implications for everyone else through the global
financial transmission system, is flu. This is
unchanged. That the global economy, including
the USA, is now cooling at a time of elevated
debt is clearly a cause of concern.
CONSERVATIVE POSITIONING
Neither has it been easy sitting on the sidelines,
positioning to pick up some growth, but with a
weather eye on the trapdoor risk underneath the
risk asset bloom from liberal doses of extreme
monetary loosening by Central Banks. It has
been a frustrating time for conservative funds
because equities and bonds, generally, act in
negative correlation to each other (one falls, the
other rises), but in 2018 they went through a
positive correlation patch. This happens, but it is
rare, and it is temporary, nevertheless leaking
value is never pleasant, marking 2018 as a year
that required a lot of patience.
Bonds, the conventional safe haven, had been
adjusting to the spectre of rising rates in the USA
and forecasted rises in the Eurozone as the ECB
dialled down its sovereign bond buying
operations. We’ve continued to favour global
inflation-linked Bonds hedged to Euro because of
the artificial pricing in the Eurozone from ECB
market supports and because of the inflation
protection feature.
BANKS & CASH
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The continued weakness of Europe’s biggest
bank, Deutsche Bank, and the unaddressed €1
trillion non-performing loans (NPL) on the books
of Europe’s banks remains a worry especially

given that all combined bank valuations are less
than these doubtful loans. A quarter of NPL are
held by Italian banks and despite election
promises, the Italian coalition Government,
which is already on collision course with EU
fiscal rules, has just been forced to bail out
Banca Carige, by guaranteeing its bonds. That
ought to sound familiar. Banks are not the safe
haven of yesteryear and Cyprus 2012 taught us
the new rules of the game, when extremes arise,
deposits get decapitated.
There is a reason why the NTMA chose a G-SIFI
(Global Systemically Important Financial
Institution), BNY Mellon for Irelands biggest
deposit, €14.3bn. Why neither Bank of Ireland
nor AIB holds the Apple Tax Escrow is influenced
by default risk and joining the dominos across
the Eurozone, but don’t expect any official
confirmation. The NTMA avoided depositing in
Anglo Irish Bank long before its share price was
massacred, is worth recalling.
The vulnerability of Eurozone banking means one
has to put so called before safe havens. In
absolute terms nothing is guaranteed, and any
such promise is only as strong as the guarantor in
weathering a second global financial crisis. In
the search for safer harbours high grade
sovereign bonds, despite the volatility, are a
better option than putting large deposits into
singular banks, especially in Ireland where there
are no high credit grade options. Physical gold
storage also has a role to play and the
introduction of a top-level custodian facility in
Dublin last year is a welcome development.
Defensive or conservative funds leaked value in
low single digits, but over the year as a whole
risky funds experienced large falls. The
December rout in US equities saw the S&P and
Dow both losing nearly a tenth of their value in
four weeks, despite the $1.5 trillion Trump dump
(cash directly to consumers and corporates in
the form of tax cuts). This has shaken the bulls.
There is now reasonable doubt over the capacity
of the US economy to speed up its expansion
and even the most optimistic are forecasting
lower, not higher, US GDP growth.

What happens in the USA has immediate impacts
globally especially in Ireland. No one wants to
see a US recession nor is one certain in 2019, but
the risk is growing, and it is very real. After the
extraordinary calm of 2017, high volatility
returned (see VIX in the opening graph) and
President Trump, who, having taken credit for
2017 US stock markets, ended the year barking at
the Chairman of the Fed to soften interest rate
policy.

WHAT IS HAPPENING AND WHY?
This year I’ve broken with convention by
attaching a bulletin from a successful contrarian
whose Trojan fund opened in 2001 and which we
use for clients. This is the report from Sebastian
Lyons CEO of Troy Asset Management. Trojan is
staying hunkered down in a conservative blend
of assets, awaiting events poised to move at the
bottom of the next major trough.
Nothing is certain about forecasts, as you know,
and the best models used still cannot cope with
all the moving interconnections underneath the
global financial system, but it must be attempted
to avoid bruising outcomes. Given the uptick in
markets at the outset of the year, mainstream
asset managers, who pressed the bullish
argument last year, are, this year, diminishing the
risk of recession, suggesting that this is just
another repricing event. They may be right, but
it would be unwise to bet the house on it.
The point of divergence is whether or not the
fall in markets and the flattening yield curve in
bond markets is a harbinger of a US recession
yet to come. It seems strange to be talking
about the risk of a US recession when you look at
lagging indicators like a tightening labour
market, but there’s a reason why the bond

market isn’t buying it and why the Federal
Reserve is dithering over the shape, timing and
severity of further rate rises.
Bulls like Goldman Sachs who measured the risk
of a US recession this time last year at 10% have
shifted it out this year to between 15% to 20% for
2019, others are higher. Each anticipates a
cooling US economy adding to the phalanx of
global economies slowing down, Germany,
Europe, China and many emerging markets.

The USA, China and the EU account for the lion’s
share, 60% of global GDP, and the world’s two
biggest economies are engaged in what may be
a protracted trade war. The impact of tariffs on
the USA is estimated to shave 0.3% off its GDP
growth, but it is having a bigger impact on China,
coming as it does as Beijing attempts to chill the
rise in debt-based investment within its
economy. The combination of domestic credit
tightening and the trade war pulled the Chinese
stock market back over -20% last year. Since the
last major trough in 2009 the Chinese market,
despite the headline grabbing GDP growth, has
returned 10% p.a., considerably lower than the US
at 16% p.a., albeit led by its technology
heavyweights.
Goldman Sachs are guiding cooler GDP growth
this year for the USA range 2.25% to 2.75%,
Europe lower at 1% to 1.9%, Japan 0.7% to 1.5% and
China continuing to cool to sub 6%, with

emerging market economies cooling to 4.5% to
4.9%. With inflationary forces reasonably tame,
this paints a picture of high single digit growth
for shares, albeit at higher volatility and more
risk. This is the potential upside. The downside
is that 2018 marks the beginning of a Bear, that
the stock market is signalling a recession to
come and that further risk asset falls, including
for property, are just over the hill.
WHAT ARE THE POTENTIAL SHOCKS?
What is striking about the mainstream analysis is
how little comment is given over to the risk of a
full blooded White House crisis to rival, if not
exceed, the 1972-1974 Watergate scandal. A US
Presidency in an existential crisis means taking
the eye off everything else including the
economy. Seth Abramson’s book, Proof of
Collusion, which I reviewed here
http://eddiehobbs.com/proof-of-collusion-howtrump-betrayed-america-by-seth-abramson-areview-by-eddie-hobbs/, and the court filings by
Robert Mueller’s team clearly point to a
President and family members in serious legal
jeopardy. It is impossible not to come to any
other conclusion, which is why our base case is
that 2019 is likely to see evidence-based
impeachment proceedings moving from
Congress to Senate, once Mueller’s report is
published. To understand impeachment in the
historical context of Andrew Johnson 1868 and
Richard Nixon 1974, see here
http://eddiehobbs.com/to-impeach-a-president/.
Quite how a White House in deep crisis mode
would play out into the real economy is probably
not something asset managers wish to commit
to print, but it is a real risk nonetheless. It is not
a risk to US democracy; the separation of powers
and US judicial system are capable of dealing
with any alleged criminal conspiracy in the White
House and none is yet proven.
WORLD EYES ON THE FED
It isn’t the first time nor the last that a US
President has attempted to pressure the Fed into
following preferred White House policy, i.e.
interest rates more accommodative to growth
spurts. This is the type of thing that wins you a

second term, but the Fed is independent, and its
Chairperson cannot be removed unilaterally, not
without just cause. Nevertheless, while the
shape and slope of further rate rises may impact
asset values and global capital flows, it does
pose economic risk if the Fed makes a policy
error.
US consumers whose behaviour accounts for
two thirds of US economic activity, spend more
when they feel wealthier, when houses are rising
in value and the stock market is purring.
Conversely, a sharp decline in US stock markets,
even if warranted because prices have moved
too far ahead of economic fundamentals, can, in
itself, cause recession if the impact on the
consumer mindset is grave enough to cause
delayed spending. Thus, the Fed holds in its
hands the ability to strangle economic growth in
an effort to sustain it.

The downside is that 2018 marks the beginning
of a Bear, that the stock market is signalling a
recession to come and that further risk asset
falls, including for property, are just over the hill.
ECONOMIC NATIONALISM CHALLENGES
GLOBALISATION
To add to the worry beads Trump’s authoritarian
impulses are being carried out in practice in
countries like Hungary, Poland and Italy each of
whom are in conflict with Brussels. The growth
of economic nationalism is threatening
globalisation, fuelled understandably by the
frustration of workers with stagnant earnings
who perceive a plutocracy benefiting excessively
from Central Banks whose largesse is widely

regarded as a wealth transmission vehicle to the
balance sheets of the ultra-rich, bypassing
workers. Trump successfully mined this
dissatisfaction and like the hard Brexiteers chose
immigrants as the convenient scape goat to
explain workers sense of exclusion.
Brexit, unless it is chaotic, is unlikely to make it to
becoming a global risk. Earlier this month, we
issued a Brexit Special to explain why:
http://eddiehobbs.com/pivot-point-brexitspecial/.
As ever geopolitical risks and escalation in
military confrontation continue to pose risks,
with hotspots in Iran, North Korea, Syria and on
Russian borders where President Putin frets
about NATO encroachment, but in my opinion
the bigger risk stems from the incapacity of
global institutions like Central Banks and the G7
next time around to cope with any fast mutating
global financial crisis because of the disharmony
sowed by Trump and the retreat of US global
leadership generally.
The risk of a recycling of a global debt crisis
remains because of the scale of the debt built up
and the thinning global economic growth
underneath it. Global debt is estimated to be
$250 trillion, an increase of 50% since the last
crisis, that is an amount in excess of three-times
global GDP. President Trump’s retreat to
economic nationalism, triggering international
trade tensions is an unhealthy space from which
to secure a rapid and coordinated global
response should the need arise.
HOPE & PREPARATION
It is reasonable to assume this global slowdown
not to morph into recession, just yet. Based on
the current numbers, it is possible but unlikely
that the US economy will go into recession in
2019. It would take a substantial shock or series
of them for US recession to happen this year, but
it is the next few years that really matter as easy
money evaporates in Central Bank tightening.
Therefore, while US and European equities may,
by year-end, add single digit growth, they will do
so at elevated volatility, in other words low

return, high risk. Residential property markets,
after experiencing run up for several years, are
showing signs of fatigue with some like Australia
showing worrying signs of being in a bubble that
could trigger a nasty local recession. China
remains an ongoing cause of concern. It is
nimbly trying to migrate from debt-fuelled
industrial growth to an economy powered by
consumer spending, all the while sparring with
the USA not just on trade, but on Chinese global
reach in the 21st century.
How China and the USA resolve their coexistence
will define much of the century to come, but it
would be unwise to bet against the USA ending
it, still the dominant world power.
➢

➢

➢

The best-case scenario is a cooling off in risk
assets, equities and property, but high
volatility that means big and frequent bouts
of nerves, ending the year marginally in
positive territory.
The moderate downside scenario is another
volatile year ending in disappointment as
equities retreat further and conservative
assets gain modestly, a year of unexciting
returns amidst dramatic headlines.
The worst-case scenario is that the
precipitous falls witnessed in 2018, ten years
after Lehman’s epoch-defining insolvency, is
the start of the opening play in a destiny
with excessive debt, unsustainable at tepid
levels of economic growth.

Time dulls memory, but it is important to recall
how close the world came to a full-scale banking
burst ten years ago, where ATM’s shut down and
economic depression stalked first world
countries for the first time since the 1930s.

That the past ten years is an artificial construct
caused by extreme Central Bank policies which
trace back to the Dot.com burst, continues to
occupy our concern as advisors. Seb Lyons
reminds us that European equities are 40% below
their peak value 20 years ago and the FTSE 100
below its peak 19 years ago.
It hasn’t been easy, but it is why, except for
investors with long-term investment horizons,
we’ve maintained a cautious stance since the
GFC, preferring to limit the downside rather than
surf the wave stoked by Central Banks and which
first came close to crashing during the 2011-2012
Eurozone crisis. This vast experiment in
Keynesian money expansion has the capacity to
hurl us back in time in a rapid movement, that is
unchanged.
In conclusion, cool heads will be needed over the
next phase as tightening begins, a focus that
looks through current events and the patience to
play the long game ready to act at the next
major trough.
Eddie Hobbs
14th January, 2019
PS: In December 2018 Government-backed 25year leases on social housing units in Dublin
came on stream, which means income
decoupled from private sector rents, but
instead linked to European inflation. In this
window net yields of c. 5.5% p.a. index-linked
are on offer across units from Clonee to Dun
Laoghaire. This introduces 25-year inflation
protection on income backed by privately
owned property for which a local
Government is the counter-party (and thus
deals with all tenants to 2044 in fully
repairing leases). This is paying yields five
times higher than European bonds backed
by paper over the same period. Talk to us if
you wish to explore.
NB: Direct property just like land, gold and other
physical assets, is not a financial instrument,
thus not regulated by the Central Bank of
Ireland or covered by the Financial Services
Ombudsman and Investor Compensation
Scheme.
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OUTLOOK – JUNE 2019
Another cluster of warnings indicate that the bull
market cycle, driven by extreme monetary
intervention by Central Banks, is fast fading.
Shortening is the timeline to the next trough when
risk assets will experience distressed pricing and
opportunities will arise for investors exercising
patience. Globally bond yields are inverting, a
harbinger of potential recession to come, Trump,
who is in Ireland this week, is widening his Trade
War to include Mexico and Europe’s sickest financial
bellwether, Deutsche Bank, has breached below €6
per share for the first time in its history. These are
not disconnected events and present challenges for
risk assets.

spooked the US Fed to walk off the pitch and pull
rate rises, leading to a big rally in Q1. This market
rally was founded on the view that underlying
conditions looked peachy; success expected in US
China trade talks, interest rates on hold, low inflation
and the likelihood of further economic expansion.
But fast forward to June 2019 and the rally has
crumbled.
In the past month the world index has shed -4%, the
US S&P -5%, Eurostoxx 50 -4%, Ireland -5%, China -5%
and Japan -7% (rounded). Since the start of the year,
the Euro has slipped from 1.14 to the US Dollar to 1.11
and the key Bond market indicator, the US 10 year,
has compressed from 2.69% to 2.18%. The 10 yr. had
been 3.4% at peak last year in the expectation of
rising US interest rates to cool a heating economy.
That is all changed.
Bond Curve Inversion and Why it Matters
Declining long-term bond yields means that credit
investors aren’t buying the economic expansion story
over the years ahead. The natural shape of the bond
curve, which tracks short to long-term bond yields,
slopes upwards as markets pay more for longer term
debt. When, on the other hand, the bond curve
inverts, when long-term yields are lower than shortterm yields, sovereign creditors are flagging real
concerns about an incoming recession.

Source: MarketWatch; Federal Open Market Committee in 2019

Looking Back
As we enter June our year beginning OUTLOOK is
attached as a reference, for good reason. The end of
2018 was a quarter to forget for high risk assets.
Bulls who have continued to chase the wave of
extreme monetary policies by Central Banks, will
want to forget how 2018 ended. But the cavalry
arrived when the fall in the value of risk assets in Q4

In recent weeks gravity has reasserted itself, not just
because indicators of slowdown had not gone away,
but because globally bond curve inversions continue
to flash coming recession risk and President Trump,
having (politically at least) shaken off the Mueller
Report, is behaving more erratically, driving his reelection campaign into the heart of US trade policy.

The chart below graphs the direction long versus
short; 30yr yields compared to the US Fed Funds Rate
spread.

Source: Wikipedia US Mexico Border at San Diego and Tijuana

Trump Widens Trade Wars
As May closed out Trump bluntly threatened Mexico
with immediate tariffs of 5% on $346bn imports
escalating over the months ahead to 25% unless it
bows to his demands to curtail illegal immigration at
the US border. This is Economic Nationalism on a
scale that hasn’t been seen since before WWII. It
runs the risk of destroying NAFTA through violation
and damaging critical supply chains coming into the
heart of US industry including Autos.
The interconnectivity of the global economy, which
makes Trade Wars a self-inflicted wound, hasn’t
stopped Trump. By targeting its neighbour, Trump
would directly hurt US companies, which account for
the bulk of Mexican imports since about two thirds
of imports are intra-company movements. This is
also the observation presented by those in the UK
vehemently opposed to a No Deal Brexit.
It is time for trade agreements not for trade wars
because the regional and global economy no longer
exists in neat pre-WWII silos, but is horizontally
integrated and is oiled by cooperation. The Bretton
Woods agreement in New Hampshire at the closing
days of WWII put an end, it was thought, to
economic nationalism not just because it damages
trade, but because it causes wars, kills millions and
devastates economies.

Is Trump Out of Control?
There is justifiable and rising concern that Trump isn’t
gaming, but genuinely sees things differently, that he
is playing to his core support only and is desperate to
be re-elected, if for anything to avoid court
appearances when he is no longer protected by
Executive Privilege.
Weakening is the idea that Trump is just playing
hardball, that he is being tactical. The real fear is that
the former New York Developer sees himself as the
Tariff Tsar. Unable to work policies through a
Democrat-dominated Congress since the mid-term
elections, he is determined to deploy his unilateral
Presidential powers. If Trump’s legacy is to bend US
economic power to target any region or country with
a positive trade surplus with the USA, the global
economy has a real problem.
This is by definition, Economic Nationalism, the
perpetrator is its biggest economy and the collateral
damage incalculable. Trump has already committed
the USA to what now appears to be an embedded
Sino US trade war that will further escalate to force
the Chinese into domestic reforms. He has also
threatened Europe’s exports and its continuing trade
with Iran, he has threatened Australian commodity
imports and backed off only after objections from
the US Military and he is now about to hit Mexico
hard. Trump has also pulled the USA out of
agreements on climate action, putting the US
economy on a different course economically to much
of the rest of the world. This isn’t bluff as presented

by apologists for the Trump administration. It is
happening.
What Impact Trade Wars?
Modelling the impact of Trade Wars on global
economic growth is an unreliable task because the
data set is over 80 years old, in a different world and
at a different time, but in recent weeks Goldman
Sachs has had a stab at it at pricing the impact of
current and threatened Sino American tariffs on
economic growth. The study indicates that the
global economy would lose about one tenth of its
3.2% growth last year, but the impact on Europe and
Japan, already on lower growth paths, puts both at
risk of recession in the event of further shocks. The
Goldman Sachs study did not model the impact of a
tariff war at the US doorstep with Mexico, nor the
collateral impact of an outbreak with Europe while it
is grappling with a weak banking system where
Deutsche Bank continues to weaken. Here it is from
a market value perspective compared to other global
banks up to the June Weekend:

Why Deutsche Bank matters is because of its
transmission channels throughout the global
financial system and its colossal derivative book
estimated at net $40 trillion, financial instruments
that can go notoriously illiquid at times of crisis. The
next map below originates from the IMF, which
describes Deutsche Bank as the world’s most
dangerous bank pointing out that it makes the
highest net contribution to global systemic risk. It is
easy to see why Deutsche Bank matters to all of us
from the lines of potential contagion if confidence is
lost in the bank, most especially by shareholders and
depositors.
Deutsche Bank is being forced to cuts costs and sell
assets to try to get ahead of its falling share price. It
isn’t working, and confidence is clearly leaking, which
is quite clear from its stormy AGM and its declining
market valuation. Citigroup, the third largest US
bank, which has comparable assets on its balance
sheet to Deutsche Bank, has a market cap ten times
that of Europe’s biggest bank.
Behind each of the connections below is a further
web to medium sized and smaller banks, to the
wiring of the global financial system itself. The
German Government has to be very concerned about
its biggest bank since, on its own, Germany does not
have the capacity to stage a rescue. If Deutsche Bank
gets into trouble, the global financial system does,
which would require a global solution.

Source: Holger Zschaepitz @Schuldensuehner

Deutsche Bank Flashing Red
Deutsche Bank’s share price continues to fall; it
peaked May 2007 at €122 and hit a low over €17 after
Lehmann Bros collapse, but by July last year it had
continued to weaken to over €11 per share. Europe’s
biggest bank started the year at over €7, but ended
May tottering close to €6, a figure thought to
indicate a crisis for the bank. By Monday June 3rd
Deutsche Bank set a record when its share price
reached a new low, €5.81, for the first time.

Source IMF & Zero Hedge

Germany holds the second largest gold deposits in
the world at 3,378 tonnes and has been repatriating
its reserves from New York, London and Paris in
recent years. It is not preordained that Deutsche
Bank will require a rescue, just yet, but if the share
price tip toes past a tipping point where confidence is
lost, it will be inevitable.
Sovereign Debt Elevated
What makes these finely poised risks critical is that
for the developed world financial stress has moved
from housing in 2004-2007 to Government Debt, in
turn reducing the capacity of Governments to act.
Sovereign bonds issued by countries with higher
levels of debt to GDP and more exposed to capital
flight to the USA from Trumps trade wars, will get
hurt by reversals in growth paths. This would force
Governments to introduce higher taxation and risk
destabilising national finances to meet higher
borrowing costs.
Central to Trumps clinical calculations is that by
putting the squeeze on his opponent’s growth paths
through Trade Wars, he is likely to cause least
damage to the USA because of the US Dollar’s status
as the World Reserve Currency and US Treasuries as
the favoured safe haven. In his gaming, the trouble
unleashed brings capital and jobs home to the US
where he craves votes.
Morgan Stanley’s Bear View
Not everyone is convinced that the low interest and
low inflation climate means uninterrupted growth for
the US economy. Trump, who has linked his
Presidency to the barometer of the US stock market
and the wealth effect of rising portfolio values, won’t
like Morgan Stanley’s rolling warnings. The New York
headquartered firm, founded in 1935 and which
manages a half a trillion dollars in assets, believes
that the US economy is fundamentally weaker than
markets are pricing.
Its chief equity strategist, Michael Wilson, detects a
notable slowdown in services and manufacturing
activity, prompting Morgan Stanley to slash its
forecast for this quarter from 1% to 0.6%. What is
concerning about Morgan Stanley’s observations on
the economic cooling is that, after adjusting for the
effect of Fed meddling, the firm believes that the
inverted US yield curve, first observed in November

last year, is not an aberration but has persisted ever
since. If Morgan Stanley is correct there is a US
recession coming and the next move by the Fed will
be to cut rates.
Is a Recession Coming?
As ever no one knows until the next few quarters are
revealed. There may be another surprising leg up in
equity markets on the expectation of rate cuts and
more economic expansion, marking this as the
longest bull market in history. This would take the
bull market into 2020 and beyond, re-elect Trump by
a bigger margin and only risk a short and shallow,
cyclical recession during a second term. But this now
looks like a really big bet.
As advisors we think that the test of reasonable
doubt is long past and that cushioning the downside
is more important than chasing lower returns at
higher levels of risk in a late cycle game of hanging
on to the tail of the bull.
We stress caution awaiting the next deep trough in
asset prices when great value will again present
itself. In the meantime, we prefer low to moderate
risk funds and portfolios and advise holding some
physical gold stored in Zurich.

In terms of local products, we are filling client
positions with index-linked 25yr sovereign leases on
houses in Dublin, where the counterparty is local
government. This is securing net yields after costs of
5.8% indexed on Social Housing property. It is five
times what the Irish Government is paying new longterm bondholders on credit markets.
Conclusion
In the week that’s in it, with lots of focus on Trump,
look past the headlines for news about falling bond
yields and about Deutsche Bank. These are much
more important just now.
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