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What about Europe?

It is unsurprising that recent news flow has been
dominated by the US and China given that they are
the two largest economies in the world and have been
embroiled in a very public trade negotiation. Some
commentators have even described global growth
today as a function of China’s growth cycle and the US
monetary policy cycle. On this basis, it feels like Europe
has almost become the forgotten region. It is true that
Europe’s share of global GDP has declined significantly
over the last few decades - down to 16.5% - but this is
partly due to the rise of emerging market economies.
However, Europe remains one of the world’s largest
trading areas, has a population of 741 million and the
euro is used for 35% of global payments.
The Eurozone economy had a disappointing year last year. After
participating in the synchronised economic growth in 2017,
growth weakened due to a number of factors and dashed hopes
that Europe may again become a meaningful contributor to global
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growth. The region is particularly exposed to global trade, so the
slowdown is partly due to weaker growth in China. Add to this
the uncertainty around Brexit, Italy’s struggle to get their budget
approved by the European Union and political protests in France,
and it doesn’t make for a rosy outlook. Stepping back a little, the
demographic profile is less favourable than the US, so adding a
cyclical slowdown to a structurally fragile Eurozone does make it a
challenging environment for investors.
To its credit, the European Central Bank (ECB) has followed up
on its promise at the height of the euro-crisis in 2012 to “do
whatever it takes to preserve the euro”. They have made use of
a wide array of monetary policy tools and we have seen a range
of asset purchase programmes to help support the sovereign,
financial and corporate sectors. However, any analysis of Europe
has to include the issue that the Eurozone is not an optimal
currency union. The right interest rate for Germany is not the
same as the right interest rate for Italy and, without floating
currencies as the usual adjustment mechanism, it forces other
adjustments and imbalances on the region.

Global
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What about Europe?
(continued)

Overall, it’s disappointing that the Eurozone weakened so
abruptly in 2018, even as interest rates remained very low and
credit conditions remained supportive of growth. Last year
really highlighted how reliant Europe is on demand from other
countries, most notably China, and how fragile the region is to
any external shocks. The one country with ample capacity to
increase demand is Germany, so the pressure on them to raise
domestic demand by boosting government spending is only going
to increase. With political risk rising, measures to boost growth
are much needed, and without meaningful fiscal stimulus the
ECB’s options remain very limited.
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Risk assets continued to appreciate in February, with
most asset classes returning to levels last seen at the
start of Q4 2018. It appears the volatility that has
consumed financial markets looks to have passed
for now. Although, recent market behaviour has
highlighted how important central bank policies have
become and also how mindful the central banks are to
tightening financial conditions. This point was made in
recently released data for December, when amidst the
weakness in global risk assets the Bank of China quietly
eased monetary policy by US$200 billion, reversing
four months of tightening by the Federal Reserve and
effectively calling the bottom for corporate credit.
Economic data in the US is clearly weakening, with various
indicators now showing signs of a reduction in output. However,
the noise from the US government shutdown in January continues
to distort the picture, with more reliable measurements not
available until next month. With the American consumer in
excellent health driving solid domestic spending, aided by US
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mortgage rates falling by 40 basis points since November, risks
of an imminent recession look overstated. We are also seeing
encouraging signs of a turnaround in China, driven by Chinese
policy makers who have enacted various easing measures in order
to stabilise economic growth, which may be finally bearing fruit.
These potential green shoots should help to alleviate any negative
trends building in the US and also provide a much needed boost
to Europe.
With a newly dovish Federal Reserve anchoring base rates at the
short end of the US Treasury curve, two year yields have declined
ending the month at 2.52%. The market believes the tightening
cycle is over and the partial inversion of the US Treasury curve
from two-five years also suggests a recession is forthcoming
over the next 24 months. In contrast to this bearish setup in the
US rates market, credit spreads have tightened considerably, oil
has surged back to $57 per barrel, inflation expectations have
rebounded and volatility indices have fallen substantially. This
differential is unlikely to last and, if the US economy can avoid a
meaningful slowdown, global yields should be pressured upwards.
Furthermore, with UK Gilts now especially vulnerable given
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that the Brexit end game is potentially upon us and the Bank of
England is eager to raise interest rates on a positive outcome.
We largely continued with our investment theme from last
month, taking stock of current portfolio positioning and, where
needed, de-risking portfolios via the reduction of corporate bond
exposures. So far this year, credit spreads have rallied very strongly,
which has driven returns via our overweight position in the asset
class. However, given the magnitude of the rally, we have failed to
see any significant sell-off in US Treasury yields which traditionally
accompany this sort of move. This has led to a market anomaly
where we have captured strong performance due to corporate
spread tightening but have not given back any of this alpha to
higher yields in US Treasuries. We have, therefore, taken profits
on long credit, where appropriate, and switched to shorter-dated
investment grade credit or US Treasuries. While we are biased to
reducing risk, we do still favour a modest overweight to corporate
bonds, due primarily to the easier monetary policy outlook and
potential for stabilisation in global growth, which would provide a
backstop to risk assets in 2019.
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Equities
Another good month

Global equity markets continued to shake off the
concerns that precipitated the correction in late 2018,
and added to the gains experienced in January. The
MSCI World increased 3.0% in February, following
a robust 7.8% gain in January. At a sector level,
Technology and Industrials, a portfolio overweight,
led markets higher. The returns of both sectors were
broad based, which differs from 2017 and 2018 when
certain groups of securities, think “FANG”, dominated
market cap weighted indices. Cyclically exposed sectors
outperformed their more defensive peers during
February; not surprising given the risk-on nature of
the rally. Defensive (and interest rate sensitive) sectors
including Real Estate, Telecom, Consumer Staples, and
Utilities all underperformed in the month. Surprisingly
to some, Consumer Discretionary underperformed
as Retailers and Auto manufacturers struggled in
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a difficult environment for both. Our discretionary
portfolios have been underweight Consumer
Discretionary for some time now, as there are structural
and regulatory issues for much of the sector; themes
that are currently playing out and affecting individual
company-level performance.
In a vacuum, most investors would be content with a double-digit
gain in equities in any year (let alone in the first two months of
the year), however, the see-saw nature of markets over the past
five months have forced investors to reassess their short-term
expectations. How should we, and our clients, view markets for
the remainder of 2019? Our thinking is shaped by quantitative
factors, such as earnings growth and equity multiples, as well as
qualitative factors, such as the potential impact of fiscal policy or
emotion. In late 2018, the MSCI World’s forward looking multiple
had troughed to levels not seen in several years as the velocity of
selling increased.

Equities
Another good month
(continued)

At that point, we wrote about beginning the year with a neutral
stance towards the asset class, which meant adding to equities,
where appropriate, in late December or early January. Fast
forward several months: the market has increased 11%, whilst
expectations for global earnings growth have steadily fallen and
valuations are no longer as attractive as late 2018. We reiterate
our neutral stance towards equities, yet it is difficult to envision
the market vaulting to September 2018 highs in a straight line.
There will be bumps along the way, however we do believe that
equity markets will be higher in 12 months’ time. It is important
at this time to temper expectations and again reassess portfolio
positioning and trim certain positions to take gains where
appropriate.

Investment Views is produced by Butterfield Asset Management Limited l www.butterfieldgroup.com l March 2019

Global strategy / Fixed income / Equities / Global asset allocation

Global asset allocation

Inflation protection
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Non-traditional asset classes
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Emerging markets
Industrials

Asset allocation

–
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Emerging market debt

+
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The chart below details our 6-12 month tactical investment strategy
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US$ interest rate risk
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Utilities
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Disclaimer

This document and the information contained herein has been prepared and issued
by Butterfield Asset Management Limited, Butterfield Bank (Cayman) Limited and
Butterfield Bank (Guernsey) Limited and is for illustrative purposes only. It neither
constitutes investment advice nor is it an offer or an invitation to acquire or dispose
of any securities and should not be relied upon as such. Prior to making any
investment decision a financial adviser should be consulted. Products and services
are available in the respective home jurisdictions and only in those other jurisdictions
where they may be legally offered or obtained.
The data source for this document is Bloomberg unless explicitly stated otherwise
and is believed to be accurate as at the date of publication and may be subject
to change without notice. Whilst every care has been taken in producing this
commentary, neither the author nor Butterfield Asset Management Limited,
Butterfield Bank (Cayman) Limited, nor Butterfield Bank (Guernsey) Limited shall be
liable for any errors, misprints or misinterpretation of any of the matters set out in
it. Past performance is not necessarily a guide to future performance. The value of
investments, and the income from them, can go down as well as up, and you may
not recover the amount of your original investment. Where an investment involves
exposure to a foreign currency, changes in rates of exchange may cause the value
of the investment, and the income from it, to go up or down. In the case of some
investments, you should be aware that there is no recognised market for them
and that it may therefore be difficult for you to deal in them or to obtain reliable
information about their value or the extent of the risks to which they are exposed.
Certain investments carry a higher degree of risk than others and are, therefore,
unsuitable for some investors. Before contemplating any transaction, you should
consider whether you require financial advice.
Any copying, duplication or reproduction of part or all of this commentary and/or its
content in any form without the express written consent of the copyright owner is
prohibited and will constitute an infringement of copyright unless expressly agreed
to by Butterfield Asset Management Limited, Butterfield Bank (Cayman) Limited,
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or Butterfield Bank (Guernsey) Limited, or as otherwise permitted by the Copyright
(Bailiwick of Guernsey) Ordinance 2005. You may not, without our express written
permission, distribute or commercially exploit this work.
This commentary and/or its content is copyright of Butterfield Asset Management,
Butterfield Bank (Cayman) Limited and Butterfield Bank (Guernsey) Limited. All rights
reserved.
Butterfield Asset Management Limited is licensed to conduct investment business
by the Bermuda Monetary Authority. Registered Office Address: 65 Front Street,
Hamilton HM12, Bermuda.
Telephone: +(441) 299 3817. Website: www.bam.butterfieldgroup.com.
Butterfield Bank (Cayman) Limited is licensed to conduct securities investment
business by the Cayman Islands Monetary Authority. Registered Office Address:
Butterfield Place, 12 Albert Panton Street, George Town, Grand Cayman KY1-1107,
Cayman Islands.
Telephone: +(345) 949 7055. Website: www.ky.butterfieldgroup.com.
Butterfield Bank (Guernsey) Limited is licensed and regulated by the Guernsey
Financial Services Commission under the Banking Supervision (Bailiwick of Guernsey)
Law, 1994, The Protection of Investors (Bailiwick of Guernsey) Law, 1987 and the
Regulation of Fiduciaries, Administration Businesses and Company Directors, etc.
(Bailiwick of Guernsey) Law, 2000, each as amended from time to time. Registered
Office Address: P.O. Box 25, Regency Court, Glategny Esplanade, St Peter Port,
Guernsey, GY1 3AP. Company registered in Guernsey No. 21061.
Telephone: +44 (0)1481 711521. Fax: +44 (0)1481 714533.
Website: www.gg.butterfieldgroup.com.
Telephone calls are recorded for training, regulatory and security purposes.
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