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Investors still hurdling familiar walls of worry in Q3
Most investment markets grinded higher in the third quarter (chart 1), an admirable 
feat considering rising geopolitical risks and a continued sluggish performance from 
the global economy. The quarter served as a good reminder that economic and 
market fundamentals ultimately tend to drive markets more so than geopolitical 
events.

Chart 1: Investment Performances  Q3 2019*

Source: Bloomberg, *Performances up to 30 September 

Q3 2019 (€)          Q3 2019 (Local Currency) 

The key driving force for markets was again interest rate cuts from the main global 
central banks. In the US, the US Federal Reserve cut interest rates twice in the 
quarter (the first cuts since 2008), stressing that the moves were taken to protect 
the US economy from emerging risks in the global economy. In addition, the 
European Central Bank also cut interest rates slightly and restarted its bond buying 
(Quantitative Easing) program. 

The interest rate moves announced in Q3 were warranted. Over the summer 
months there was little to suggest that the unsettled outlook for the global 
economy had lifted. Growth in the US slowed to 2% in Q2 raising some concerns 
that the economy there could be headed for recession, particularly given the 
weaker international picture. In our view growth is slowing but the economy is still 
performing solidly and we think recession risks are low. 

However the international picture is more subdued. China showed more signs of 
deterioration than improvement over the quarter, a factor that also weighed on the 
Asian economy more broadly. The European economy also remains in a difficult spot 
beset by Brexit uncertainty and a German economy which looks close to recession 
thanks to a much weaker industrial sector (chart 2).
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Chart 2: German Industrial Production (Annual Change) 

Source: Bloomberg, October 2019

It was encouraging to see policymakers respond to the ongoing challenges in these 
economies though. The Chinese central bank cut interest rates and the reserve 
requirement ratio (promoting lending into the economy). In addition the Chinese yuan 
also weakened further on foreign exchange markets (it moved above 7 versus the 
US dollar for the first time since 2007), in a way acting as a shock absorber against 
more US tariffs. The European Central Bank cut interest rates again in September 
and reintroduced its Quantitative Easing (bond buying) program. All of this should 
help at the margin (as should extra fiscal spending if it comes to pass) but what 
the economies in Asia and the Euro zone really need is an end to trade tensions –
something that would also boost the short term market outlook.

The US-China trade war came no closer to a resolution in Q3. In fact if anything 
the news flow on trade worsened. In August President Trump unveiled a 10% 
tariff on another $300 Billion of Chinese exports to the US, due to take effect from 
September 1st. This was subsequently pushed back to take effect on December 
15th for a host of consumer products like cell phones, and other technological 
equipment – possibly a tacit acknowledgment that the impact of these tariffs are 
ultimately borne by US consumers. The measure was then further watered down by 
excluding certain products but the bottom line is that a larger percentage of Chinese 
exports to the US is now under tariff compared to previously. The Chinese also 
retaliated over the quarter, announcing that it would levy tariffs on $75 Billion of US 
exports due to take effect in Q4. More high level talks are due to take place between 
the two sides in October – given the state of play on trade these can’t come fast 
enough for investors. 

Aside from trade, the third quarter was a busy one for geopolitics. In July Boris 
Johnson was confirmed as the new UK Prime Minister while Giuseppe Conti 
was sworn in again as Italian Prime Minister, this time to a government coalition 
combination of the Five Star movement and Democratic party. Anti-China 
demonstrations in Hong Kong grew over the quarter which, together with the trade 
war, meant that China was rarely out of the news. Finally, in the Middle East a drone 
attack on Aramco oil facilities in the Saudi empire, briefly caused a sharp spike in oil 
prices which has thankfully abated over the past few weeks. 

On a twelve month view we still favour risk assets like equities and real estate to 
outperform government bonds and cash. So far this year the actions of central 
banks have allowed investors to look past the weaker economy and market 
fundamentals. For the rally to persist however investors need to see an improving 
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picture for 2020. To this end, an end to the US-China trade war would represent a 
big plus. In the shorter term, an agreed UK withdrawal from the EU on October 31st 
would also help European economic and investor sentiment. 

Warning: Past Performance is not a reliable guide to future performance. 
Warning: These figures are estimates only, they are not a reliable guide to future performance.
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Sustainability still to the fore even as economic 
issues linger
Buoyed by the prospect of lower interest rates and optimism around US-China  
trade talks, equities enjoyed another strong quarter with a 4.4% return bringing year 
to date gains to 22%. Technology stocks have led the market so far this year but 
real estate and utility stocks also performed strongly in the quarter on the back of 
falling US bond yields. 

Euro bond investors’ attempts to escape the growing pool of negative-yielding debt 
got tougher during the quarter. Nestle* became the first company to have a 10-year 
euro bond with a yield below zero. Other long-dated corporate bonds may soon join 
Nestle* in the negative yield club, as US retailer Walmart*, French pharmaceutical 
maker Sanofi* and aircraft maker Airbus* all have 10-year bonds trading at a yield  
of just a few basis points above zero.

Contrast this with the stock however. While Nestle’s* corporate bond yield is 
negative – guaranteeing losses for investors that hold the bond to maturity - its 
dividend yield is 2.5% and its dividend is forecast to rise by 17% over the next  
three years! 

Generally companies continue to take advantage of lower interest rates to lengthen 
out their debt profile. Apple*, for example, took advantage of a dramatic decline 
in corporate borrowing costs to issue $7 Billion of new debt across five different 
maturities. Apple’s* $1 Billion three-year bond sold at a coupon of 0.35% above 
Treasury yields and its $1.5 Billion 30-year tranche sold with a coupon 1.03% above 
Treasury yields. The company plans to use the proceeds for general corporate 
purposes, which includes share buybacks, dividends and acquisitions.

The trade war and fears of an economic slowdown have represented the main 
concerns for equity market investors this year. As the year has worn on we have 
seen more evidence of these issues impacting on company profits. Factset recently 
highlighted that US companies with more of their revenues coming from international 
locations are expected to report falling revenues and profits in the third quarter, 
compared to those which are more domestically based (chart 3). 

Chart 3: S&P 500 Estimated Profit Growth, Q3 2019

Source: Factset, October 2019
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We’ve also seen this theme come through in company’s profit guidance for the latest 
quarter. John Deere* the world’s largest manufacturer of agricultural equipment said 
that third quarter results “reflected the high degree of uncertainty that continues to 
overshadow the agriculture sector.” Sales declined 3% over the quarter to end  
June 2019.

Cisco*, the leading maker of equipment that runs the internet, also offered weaker 
than expected guidance for its next quarter despite delivering solid results. Chairman 
and CEO Chuck Robbins spoke of “slight early indications of some macro shifts” 
that they didn’t see in the prior quarter. Falling demand in the UK, Cisco’s second 
biggest market after the US, was the single biggest factor in declining orders from 
big corporate customers. 

In another indication of sluggish economic conditions, car manufacturers in China 
are running at very low capacity given a sharp falloff in sales and this has ignited 
concerns that some car makers will follow Suzuki who quit the Chinese market  
last year.

Despite the more sluggish economic backdrop, sustainable investment continues 
to be a major theme for international companies. Engie*, a leading global utility 
company, and Microsoft* recently announced a long term solar and wind energy 
power purchase agreement (PPA) that provides ‘always on’ supply in the US. 
Another feature of the deal was the use of ‘Darwin’ (energy software developed 
by Engie* using the intelligent cloud services of Microsoft Azure) to optimise the 
performance of Engie’s wind,solar and hybrid renewable assets worldwide. 

The renewable deal will see Microsoft* purchase a total of 230 megawatts from two 
Engie* projects located in Texas (expected to come online in January 2021), bringing 
Microsoft’s renewable energy portfolio to more than 1,900 megawatts.

Overall we retain our view that global equities should form a part of a long term 
portfolio. Currently looking at the forward price earnings ratio, global stocks are 
reasonably valued relative to history. 

*Reference to specific securities should not be construed as a recommendation to buy or sell these  
individual securities.

The information provided is intended only for your information purposes and should not be passed to any third 
persons. The information may not be reproduced or circulated without prior permission from Bank of Ireland.

Warning: Past Performance is not a reliable guide to future performance. 
Warning: These figures are estimates only, they are not a reliable guide to future performance.
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Central banks and economic risks lift bonds again in Q3
Bond markets showed no sign of slowing down in the third quarter (table 1) as they 
again accumulated strong gains on the back of the uncertain economic outlook, 
subdued inflation and cuts to interest rates across the world. 

Table 1: Bond Market Performance 

Local Currency

Index Q3 2019 YTD 2019

FTSE WorldBIG Index (Euro hedged) 2.0% 6.7%

FTSE EuroBig Index 2.9% 8.5%

FTSE EuroBIG Sovereign Index 3.8% 10.0%

FTSE EuroBIG Sovereign 10Yr+ Index 8.5% 22.7%

FTSE EuroBIG Corporate Index 1.3% 6.7%

FTSE USBig Treasury Index 2.4% 7.7%

FTSE USBig Mortgage Index 1.5% 5.9%

FTSE US Corporate Index 3.2% 13.1%

FTSE US High Yield Index 1.0% 10.9%

FTSE Global Emerging Sovereign Index 1.3% 12.4%

Source: Bloomberg, FTSE, September 2019 

 
Longer maturity more interest rate sensitive government bonds benefitted most from 
this, handsomely outperforming all other sectors. The flipside to this for investors 
though is that as government bond yields get skinnier or even turn negative (the 
amount of negative yielding debt hit a record high of US$17 Trillion in the third 
quarter), the return potential for the asset class also diminishes.

Yield curves in many parts of the developed world inverted in the third quarter of the 
year as short term yields moved higher than longer term yields. Historically this has 
proved to be a reliable recession indicator, something which reinforced investors’ 
concerns in Q3 about the condition of the world economy. However we believe it’s 
reasonable to perhaps caveat the strength of the signal this time around given that 
central banks have manipulated the shape of yield curves for the past ten years via 
Quantitative Easing (aka bond buying). 

From an investor’s perspective, it’s worth remembering that just because the yield 
curve inverts it doesn’t necessarily suggest that recession is imminent. Table 2 below 
(courtesy of Longview Economics) shows that since the 1980s the average amount 
of time between yield curve inversion and recession was anywhere between 16 and 
34 months. Therefore while the inversion underlines the challenge policymakers have 
in reflating the world economy, it does suggest they have some time to play with. 

Bond market outlook 

Tom Baragry, 

Head of Multi-Manager Funds
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Table 2: Months from US yield curve inversions to recessions

Economic 
Cycle

Time from 
10yr-3 month 
inversion to 
recession

Time from 
10yr-2yr 
inversion to 
recession

Time from 
30yr-10yr 
inversion to 
recession

Range of 
outcomes 
(months)

1980s 16 months 19 months 19 months 16-19

1990s 30 months 34 months 14 months 14-34

2000s 23 months 24 months 22 months 22-24

Source: Longview Economics

In something of a surprise move, former IMF Managing Director Christine Lagarde 
was nominated to succeed Mario Draghi as President of the European Central 
Bank (ECB). We don’t believe this signals much of a shift in ECB policy thinking 
however. In September the ECB announced a small cut to Euro zone interest rates 
and reintroduced its Quantitative Easing program. This is likely to help the Euro 
zone economy at the margin but Mario Draghi’s appeals for greater fiscal spending 
following the decision illustrate that the Bank believes other supports are also 
needed to help revitalise the economy. 

In terms of portfolio positioning, we continue to take a well-diversified approach to 
bonds in our portfolios but we retain a tilt towards non-government bond sectors 
like corporate bonds. 

Warning: Past Performance is not a reliable guide to future performance. 
Warning: These figures are estimates only, they are not a reliable guide to future performance.
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Alternatives eke out meagre Q3 returns 
As chart 4 shows, liquid alternatives in Europe generated modest returns in the third 
quarter although returns from these strategies remain disappointing on a twelve 
month view – especially given the big gains accumulated by equity and  
bond markets. 

This is disappointing as we would expect the returns of the asset class to lie 
somewhere between equity and bonds over the medium to long term. The key 
performance challenge for liquid alternatives in the past twelve months has been 
that managers have maintained quite a conservative approach to investing as 
investment fundamentals and the global economy have weakened. However, the 
massive pivot from central banks this year from increasing interest rates to cutting 
them has pushed markets sharply higher, allowing equity and bond market investors 
to look past the weaker backdrop economy and market fundamentals. In essence, 
managers’ defensive positioning coming into 2019 has cost them in performance 
terms. 

Chart 4: Liquid Alternative Strategy Performances

Source: Bloomberg, October 2019

Q3 2019 1 Year 

All styles generated muted or flat returns in the 3rd quarter with Global macro 
(global thematic) the strongest performer year to date. Global Macro strategies 
have benefited this year from following a number of key trends such as the strong 
returns from bonds and equities, unlike their peers in the other sectors. However, 
September was a challenging month as bonds gave up some of their strong gains. 
Equity related strategies have returned 3.7% year to date, capturing approximately 
20% of equity market returns year to date. The weak capture is again due to the 
conservative positioning of managers. 

Event driven strategies have generated more subdued returns year to date, the style 
of investing has been impacted by increased trade tensions between the US and 
China. The increased tensions leads to more uncertainty on the likelihood of cross 
border deals getting approval and therefore lower returns. Recent merger activity 
is below its recent peak but still remains at around the 20 year average. There are 
also a healthy number of hostile bids and large cap deals which can provide good 
opportunities for investors in this space. 
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Of late, the performance of liquid alternatives has undoubtedly been disappointing. 
However, we still believe the asset class has an important long term role to play in 
investor portfolios, one which arguably grows more important as we reach the end 
of this market cycle. Generally we see the asset class as a complement to bonds 
which also aim to protect investors’ capital when the economy and markets turn 
down. Over the long run, we think liquid alternatives should generate diversified 
returns lying somewhere between equities and bonds. 

Warning: Past Performance is not a reliable guide to future performance. 
Warning: These figures are estimates only, they are not a reliable guide to future performance.
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Macro concerns contribute to weaker Q2  
investment volumes
European commercial property investment volumes remained below 2018 
comparables in Q2 2019, with investor nervousness contributing to this. Viewed  
on a longer-term basis however, investor appetite for real estate remains strong,  
and there is plenty of value to be had across private and public markets.

Deep discounts persist in sectors of the REITs market, as shares trade below the 
book value of the underlying assets. In private markets, CBRE report the continuing 
theme of declines in the mid-market retail sector, and increases in logistics (two 
topics covered in this report on previous occasions). For the 2nd Quarter, positive 
capital value performance continued in Europe, albeit at a slightly slower pace 
than seen in Q1 2019. The Logistics / Industrial sector was once again the leading 
performer, with value growth of 2.5% in Q2 2019 vs 2.3% in Q1 2019. Offices saw 
the next largest increase, rising by 1.0% vs 1.7% in comparison to last quarter. 

In terms of deals, the quarter saw some moderation in investment volume, but 
ample liquidity continuing. In the twelve months to Q2 2019, real estate investment 
in Europe amounted to 293bn, a -8% decline compared to the same period 
previous year. This lower investment activity is blamed on a lack of quality product, 
amplified by fewer ultra-large transactions in key geographies.

In terms of Brexit and its impact on the UK property market, a no deal Brexit would 
likely trigger a period of elevated market volatility and disrupt investor sentiment. 
However, many commentators are relatively relaxed about the medium-term 
prospects for many segments of the UK property market in the face of potential 
near-term Brexit related tumult. Take central London for example. Rents in inflation 
adjusted terms have created an attractive value proposition for occupiers which 
has translated to positive net absorption and suggests scope for future growth. 
The city’s status as a pre-eminent techno deal alleviates its former reliance on 
the financial sector. And the current yield advantage of London offices over other 
European markets is an opportunity that rarely presents itself.

Table 3: Updated Investment View*  

Local Currency

Asset Class Scale (1-5) Comment

Public Equities 4
Global public equities still offer reasonable long  
term returns in a low inflation environment

Government Bonds 2
Difficult to see a repeat of first half performance  
given sharp drop in yields in the period

Corporate Bonds 3
Corporate bonds slightly better positioned than 
government bonds on a twelve month view

Liquid Alternatives 3
Strategies have struggled to capture much of the 
market upside in 2019

Property 4
Low interest rate environment favours real assets 
such as property

Cash 2
Negative rates on Euro zone deposits make cash 
look unattractive

Source: Bank of Ireland Investment Markets, September 2019

*Note: Scale (1: Very unfavourable, 2: Unfavourable, 3:Neutral, 4: Favourable, 5 Very Favourable). This is 
meant to be illustrative only and reflects our broad asset class views over the medium to long term. Any 
changes to a fund’s allocations will also take into account other factors including the fund’s investment 
objective and its particular investment guidelines.

Property Market Outlook

Paul McKee, 

Senior Fund Manager –  
Real Estate

Warning: Past Performance is not a reliable guide to future performance. 
Warning: These figures are estimates only, they are not a reliable guide to future performance.
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