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We believe an increasingly divergent global economy and political upheaval
are contributing to rising market volatility and reinforcing the need to be active
and selective. Attractive long-term investment themes include the growth of
AI, China’s expanding influence in Asia and the potential for ESG to improve
investment performance.
Higher interest rates in the US – and less
quantitative easing from the US Federal Reserve
and European Central Bank – will likely reduce
liquidity and create higher market volatility for
investors in 2019. Because navigating the markets
successfully may take greater skill, we believe
investors should consider actively selecting where
to invest, rather than passively accept market
returns – understanding there is no guarantee
that any type of strategy will outperform.
The global economy – which has been doing fairly
well – is likely to become even less synchronised
and more fragmented. This would continue a
trend that began in earnest in 2018 as market
returns turned negative. Trade tensions and
political uncertainty are set to be primary drags
on performance, while high oil prices and tight
labour markets in the US, UK, Germany and Japan
could heighten fears of rising rates and inflation.
In recent years, investors have been able to follow
the herd as markets have risen, but continuing
that approach now will likely destroy value rather
than create it. As we enter into a period of lower
cross-asset correlations, higher volatility and lower
returns – particularly for equities – active asset
allocation and active security selection is likely to
become increasingly important.

Value. Shared.

Key takeaways
– As the global economy becomes less
synchronised and more divergent,
investors should aim to be more active
and selective
– The US economy will likely slow after
the effect of the tax cuts wear off, but
no US recession is expected yet
– Worries about Brexit and European
politics may fuel market uncertainty
in Europe
– China may be hampered by trade
frictions and the emerging “tech cold
war” with the US
– With QE mispricing many asset
classes, diversification alone may not
be sufficient; contrarian ideas may
come into favour
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Four key themes for 2019

Takeaways for investors
– Higher US interest rates would make dollardenominated debts more expensive to service,
which could spark an outflow of capital from
emerging markets.
– Just as quantitative easing boosted many asset
classes, creating an environment conducive to risktaking, QT may expose overstretched valuations
and make markets more volatile.
– Higher volatility may create opportunities for
those investors who can navigate the new
environment. Assets are more likely to be over or
underpriced, and active managers can focus on
companies, sectors and geographies with stronger
overall outlooks in these conditions. Without
volatility, opportunities like these are scarcer.
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A new “tech cold war” could disrupt global
supply chains
During 2018, the Trump administration identified China
as a strategic technological threat. This has led to fears in
China that American technology may ultimately become
unavailable, which would be a strategic threat to China’s
own economic security. This may prompt both the US and
China to build their own discrete tech ecosystems. The
result could be a “tech cold war” that lowers profit margins,
inhibits innovation and disrupts the global supply chains of
tech companies in Asia and the US.

Takeaways for investors
– Consumer sectors and large parts of the tech
industry could be hurt by a tech cold war; this
could lead to higher prices for consumers and
less innovation globally as fewer high-tech
developments are shared.
– However, more high-tech assembly and
manufacturing work could return to the US, which
could be somewhat positive for supply chains
for the consumer discretionary, health care and
information technology sectors.
– Artificial intelligence, big data and the internet
of things will still be strong long-term investment
themes on both sides of the tech cold war.
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Quantitative tightening could mean less growth
and higher volatility
Central banks have finally started easing back on the
stimulus they pumped into the global economy in the wake
of the financial crisis. In the US, the Fed is raising interest
rates and beginning “quantitative tightening” (QT) by
reducing its bond holdings. As this approach is replicated
around the world, we expect to see higher volatility.
Following President Donald Trump’s success at turbocharging an already hot US economy, more governments are
looking to pump fiscal stimulus into their economies. That
means more sovereign bonds could be issued in markets
where central banks are already trying to unload their
holdings. This will likely raise rates for borrowers and hurt
the more indebted parts of the global economy, particularly emerging markets. If this happens, expect slower growth
and a higher prospect of defaults.

As central banks ease back on the stimulus
they pumped into the post-crisis global
economy, we expect to see higher volatility
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ESG is becoming mainstream, as investors recognise the
potential for managing risk and driving performance
Environmental, social and governance (ESG) factors have
become a primary concern for investors. Companies that
manage their ESG profiles well – focusing on areas such as
strong governance, climate change and board diversity –
are likely to strengthen their positions in the coming years.
Investors who examine these ESG factors can gain an
additional layer of insight for identifying opportunities
in a marketplace that increasingly demands selectivity.
Yet the rising interest in ESG has coincided with an increase
in categorisation to address different philosophical
positions and investor requirements, so it is important to be
clear about what the different labels mean.
“Integrated ESG” – which embeds the consideration of ESG
factors into an existing investment process – is gaining traction.
We take a rigorous approach to ESG integration: rather
than relying entirely on external ESG ratings and third-party
methodologies, our investment professionals question
potential holdings with low ESG ratings and contribute to a
firm-wide debate. Because our portfolio managers can own
“risky” ESG companies, we are in a unique position to engage
with those firms to drive changes that seek to reduce risk and
enhance performance potential over the long term.
Other investors are looking to direct capital in such a
way as to achieve extra-financial as well as attractive
financial returns. This could be through negative screening
or – increasingly – through positive screening that helps to
create a broader social impact.
ESG in its different guises will be a significant investment
theme in 2019 and beyond. To establish ESG investing as a
mainstream activity, asset managers will need to be clear
on labelling and how they can address clients’ differing
needs and expectations.
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2019 regional outlooks
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Takeaways for investors
– To be more selective, investors will need to take
a greater range of risk factors – including ESG
considerations – into account; understanding a
company’s fundamentals at a deep level is critical.
– At Allianz Global Investors, we expect to engage
more with our clients on ESG issues. It is part of
what separates active from passive investing. Fully
incorporating ESG factors into investment decisions
adds value that is difficult to replicate in index form.
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Rising inequality is hurting economies and
transforming politics
The economic inequality that has been growing in societies
around the world is a significant factor in driving antiglobalisation sentiment, and it looks like the trend could get
even worse. Inequality is a political issue that has helped
spur the rise of nationalist and populist parties. It can also
drag down growth, destabilise social systems and stress
government budgets.
Rising inequality is bringing to the ballot box more voters
who are disillusioned with the status quo, which could
result in new policy proposals that further increase market
volatility. Millennials are also set to become an increasingly
powerful political force in the next decade – and as a
demographic group they are more likely to demand
fairness, transparency and an understanding of how
companies contribute to the greater good.
Takeaways for investors
– Corporations have the ability to address
economic inequality by focusing less on profit
maximisation and labour arbitrage – and more
on fair pay and worker training. Investors can
encourage management teams to close the gap.
– Investors can choose to work with asset
managers who direct capital into initiatives that
are likely to promote future growth in a more
sustainable and equitable way.

Until now, Mr Trump’s stimulus package has had the upper
hand: the booming economy reduced the unemployment
rate to 3.7% in late October – a 48-year low. But overall
inflation is likely to grind higher as tight labour markets
push up wage inflation. This makes continued rate rises
all the more likely, and the more cyclical parts of the US
economy – like autos and housing – could react negatively.
Moreover, continued trade tensions between the US and
other countries could hurt all parties involved.
We expect the US economy to cool back down to a 2%
growth rate, though we see no immediate signs of recession
in 2019. A divided Congress may find common ground to
revamp health-care costs, increase infrastructure spending
and curtail Chinese access to US technology. Yet it will likely
not pass additional tax-reform measures that would boost
fiscal stimulus but further raise the deficit.
United Kingdom
It is a year of reckoning for the UK, as 29 March 2019 marks
its official exit from the European Union. How much of
an exit deal is agreed by that point – and what decisions
are kicked into the long grass – remains to be seen, but
the country is likely to see further economic weakness if
Brexit uncertainties drag on. The “tail risk” of a change of
government will also add nervousness.
In the event of a “no-deal” outcome, the British pound and
bond yields are likely to be down. UK assets in general are
currently unloved and under-owned. How they perform in
2019 will depend as much on the end of the economic cycle
as it will on Brexit uncertainty. Large, diversified exporters
with significant non-EU business may be best-positioned.
Europe
While the region is currently doing fairly well, there are
fault lines:
– Signs of export weakness are hampering the German
economic machine. A weakened German chancellor
Angela Merkel, who has announced her political
departure in 2021, may spell more trouble for Europe’s
largest economy.
– Tensions in Italy – and the showdown with the EU over
its budget plans – may well prevent the EU from making
much-needed reforms on the capital markets union,
deposit union and common fiscal policies.
– The May 2019 European Parliamentary elections will
be an existential moment for the continent – a struggle
between Eurosceptic populists and more mainstream,
establishment candidates.
Where the EU goes from here will become a pressing
topic, as it has yet to strengthen sufficiently the essential
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foundations that were shaken in the euro-zone crisis of
2010-2012. The EU remains sensitive to the growth momentum in the global economy, since exports underpin much of
the region’s activity and investment.
China
China is committed to rebalancing its economy, emphasising
consumption and services over exports. The country also
wants to wean itself off high levels of debt – and encourage
state-owned enterprises to maximise profits over employment.
With these challenges, China certainly does not need a
trade and tech war with the US.
Nevertheless, we believe China’s government can accomplish
its goals in many ways. Its clear policies, determination
and strong centralised leadership should help the country
meet its economic targets. Large Chinese tech firms, like
the BATs (Baidu, Alibaba, Tencent), may be more willing
to align themselves with their own government than their
US counterparts, the FANGs (Facebook, Amazon, Netflix,
Google). The BATs also have better access to a larger
regional market. Ultimately, China needs to avoid the
low-income trap that has afflicted many emerging markets.
That is why it is so focused on its “Made in China 2025”
policies as it moves up the value-added chains of industry.
Asia Pacific
Japan and the rest of Asia are linked to China’s fortunes,
particularly as US influence in the region wanes. China’s
“one belt, one road” series of strategic investments are an
important source of funding for major infrastructure projects
throughout the region.

Reform is another important theme – particularly in India
and Indonesia, both of which will hold elections in 2019.
Across the region, governments will strive for further economic liberalisation and structural reforms to underpin their
growth. Those that succeed should find their efforts boosted
by a young, hard-working millennial population.

Investment implications
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Don’t write off entire regions or markets based on
one event – Brexit, for example. It’s important to
understand which stocks/sectors will be favoured based
on specific scenarios.
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Globally, inflation pressures are rising as consumer
prices increase; investors should consider equities,
commodities and real estate as natural inflation hedges.
Global equities and commodities still look well-positioned
as a whole.
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The hunt for income remains pressing in a world still
experiencing low interest rates. Investment-grade
and high-yield bonds in the US and Europe may be
challenged in the coming year, though credit fundamentals are stable globally.
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Diversification as a strategy is not working as well,
as QE has mispriced many asset classes; contrarian
ideas and out-of-consensus themes may come into favour.
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Disruption of politics and technology is creating clear
winners and losers globally; active research and
analysis can improve the chances of finding alpha.
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