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Macroeconomic, Geopolitical and Market Outlook For 2019: Skating on Thinner Ice

At the end of the year, we published our . In it, we discussed how in 2019 the
global economy is likely to enter a slowdown phase, the result of a deceleration of growth in the US, China and the Eurozone, and EM
economies remaining fragile. This deceleration will involve a number of large economies returning towards (or even below) their trend
growth levels, a reversal of the acceleration they experienced in H2 2017 and H1 2018, the latter as a result of the US fiscal impulse.
While output gaps continue to close, core inflation still finds it difficult to reach and remain consistently at levels that are compatible
with central banks’ inflation targets. This is a result of the persistent flatness of the Phillips curve in a number of countries, especially
developed economies.

As core inflation remains subdued, the world’s major central banks (Fed, , , ) can be more cautious in their approach to
monetary policy normalisation. A number of will have to continue to strike a difficult balance between defending
their currencies and supporting economic activity. At the same time, fiscal policy is likely to remain globally neutral, with the US fiscal
impact expected to fade away towards the end of 2019.

From a geopolitical perspective, made his , which can be summarised as follows: 1) While there
will be a Sino-American deal that will temporarily limit the trade war, the bigger story is an approaching cold war between the world’s
two most important powers. This will be a decades-long strategic conflict that the US is likely to win (though such a triumph is far
from being an inevitable outcome). 2) With Macron politically damaged following the yellow vest protests, the European
establishment’s hopes for desperately needed reform have come to nothing. The continent’s terminal decline will become apparent
in 2019. 3) Contrary to the fantasies of much of the commentariat, President Trump will not be removed from office. But the
Democrats in the House will torment him with endless investigations, and almost nothing will get done in America domestically with
the exception of two Fed rate hikes. 4) The process of Emerging Market differentiation will continue in 2019, as investors increasingly
come to evaluate developing countries on their own terms rather than considering them as part of a homogeneous group.

So, while overall the global economy is still in a growing, albeit decelerating, phase, clouds are gathering on the horizon.
, reflecting ongoing risks (rising geopolitical tensions —

, worries about Fed policy, trade wars, balkanisation of global supply chains) and the potential for a deceleration in economic
activity. In most markets, especially in Europe, bank shares have underperformed general indices, a result of the impact of regulation,
rising short-term rates, low long-term rates and the negative feedback loop between fragile sovereign bonds and their balance
sheets. Financial institutions could again be the canary in the coal mine of . In this environment, investor are
likely to and reducing exposure to assets with stretched valuations (credit
products, leveraged loans, some real estate), without completely abandoning risky assets.
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Looking Ahead
US economy will show resilience in the near term. In the US, this week’s PMIs are expected to decline moderately (US ISM manuf.
December, c: 58.0; p: 59.3) and the labour market to remain stable in December (unemployment rate, c: 3.7%; p: 3.7%; average hourly
earnings, c: 3.0%; p: 3.1% y-o-y; nonfarm payrolls, c: 178k; p: 155k).
In the EZ and China, PMIs are expected to remain stable around the 50 benchmark this week (EZ Markit manuf. PMI December, c:
51.4; p: 51.4; China’s Caixin manufacturing PMI December, c: 50.2; p: 50.1).

US monetary policy normalization is likely to be put on hold in coming months: Uncertainty about growth is rapidly changing
monetary policy expectations. The market-implied likelihood of no Fed hikes in 2019 has increased to 64 from 22% a month earlier.

In the MENA region, the risk of social unrest will remain high in coming weeks: a) In Tunisia, clashes between protesters and security
forces spread throughout the country, following the death of a journalist who set himself on fire over economic conditions; b) In Iran,
in 2019 fiscal revenues are expected to fall by 3.7% as a result of US sanctions, in a context of high inflation (food prices +60% y-0-y)
and currency depreciation (-50% against the USD y-t-d).

In the GCC, oil will likely remain the main driver of growth in coming months: last week, Kuwait announced plans to increase light
crude output by ~40% to 250k bpd by 2021. However, falling oil prices will keep growth subdued (Bahrain’s Q3 GDP growth fell —a:
1.6% y-0-y; p: 2.5%—driven by a contraction of the oil sector of -1.5%) and force countries to diversify sources of revenues (in Bahrain,
a 5% VAT will be introduced on Jan 1st, a year after its introduction in the UAE and KSA; in H1-2019, the KSA government plans to
privatize the Jeddah airport, as part of a 16-sector-USD200bn privatization plan.

Last Week’s Review

Real Economy: Growth And Inflation Slow Down and Political Risks Rise

In the US, the government’s partial shutdown continues; President Trump threatened to close the US border with Mexico if the
Democrats do not accede to his demands for border-wall financing.

In Europe: a) in the UK, Brexit uncertainty is hurting business confidence: about 57% of the surveyed company directors expects further
deterioration, the worse score since 2016; b) in Italy, tension declined as both senate and parliament approved the budget deal agreed
with the EU; and ¢) in France, the government welcomed the EU concession to accept the country’s budget deficit “above the 3%
ceiling, as long as it is a one-off event”.

In China, the economy keeps decelerating: for the first time in nearly three years, industrial profits fell (Industrial profits November,
a: -1.8% y-o-y; p: 2.0%).

Inflation declined in Germany (CPI December, a: 1.7%; c: 1.9%; p: 2.3%) and Japan, (Tokyo CPl December, a: 0.3% y-o-y; c: 0.5%; p:
0.8%).

Financial Markets: Stocks Suffer Worst Annual Performance Since 2008, Bonds Stable

Markets were concerned about slowing economic growth and US monetary policy hampered performance. Lower liquidity and some
year-end asset reallocation from large pension funds increased volatility.

Global stocks rose w-o-w (MSCI ACWI, +1.8%) driven by the US (S&P 500, +2.9%). The performance was marked by strong volatility:
US stocks suffered the worst December 24 on record (i.e.: the Dow lost more than 600 points in a half-day)—briefly entering bear
market territory with a 20% loss from their September peak —followed by a record-breaking bounce on the 26th (i.e.: the Dow had
its best day ever, with a more than 1,000 point gain). Volatility remained above historical averages (VIX, 28.3; 52w avg.: 16.5; 10y avg.:
18.4).

Bonds indices rose w-o-w (BAML Global bond index, +0.2%), driven by the US (Reuters US bond index, +0.5%). Sovereign bond yields
fell in the US (10y yield, -5bps to 2.74%) and Italy (10y yield, -7bps to 2.75%).

Currencies: w-o-w, the USD fell against a basket of currencies (DXY, -0.6%), the EUR (EUR/USD, +0.6% to 1.144) and the JPY (USD/JPY,
+0.9% to 110.260).

Commodities: Brent prices fell by 3.0%, to a 17-month low of 52.2 USD/b - on concerns over a supply glut and a faltering global
economy.
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Abbreviations, Acronyms and Definitions

a Actual LN Northern League, Italy

AKP Justice and Development Party, Turkey M5S Five Star Movement, Italy

ann. annualized m-o-m Month-on-month

ARS Argentinian Peso mb Million barrels

avg. Average mb/d Million barrels per day

bn Billion MENA Middle East and North Africa

BoC Bank of Canada MHP Nationalist Movement Party, Turkey
BoE Bank of England mn Million

BoJ Bank of Japan NAFTA North-American Free Trade Agr.
bpd Barrels per day NATO North Atlantic Treaty Organizat.
bps Basis points OECD Organization for Economic Cooperation and Development
BS Balance sheet Opec Organization of Petroleum Exporting Countries
c Consensus p Previous

C/A Current account P2P Peer-to-peer

CcB Central bank PBoC People’s Bank of China

CBB Central Bank of Bahrain PCE Personal Consumption Expenditures
CBK Central Bank of Kuwait PE Price to earnings ratio

CBT Central Bank of Turkey PM Prime minister

cDU Christian Democratic Union, Germany PMI Purchasing managers' index

CNY Chinese Yuan pps Percentage points

CPI Consumer Price Index pw Previous week

DJIA Dow Jones Industrial Average Index QcB Qatar Central Bank

DIEM Dow Jones Emerging Markets Index QAR Qatari Riyal

d-o-d Day-on-day QE Quantitative easing

DXY US Dollar Index g-0-q Quarter-on-quarter

EC European Commission RE Real estate

ECB European Central Bank RBA Reserve Bank of Australia

ECI European Court of Justice RRR Reserve Requirement Ratio

EIA US Energy Information Agency RUB Russian Rouble

EM Emerging Markets SWF Sovereign Wealth Fund

EP European Parliament tn Trillion

EPS Earnings per share TRY Turkish Lira

EU European Union UAE United Arab Emirates

EUR Euro UK United Kingdom

EZ Eurozone us United States

Fed US Federal Reserve usb United States Dollar

FOMC US Federal Open Market Committee UsD/b USD per barrel

FRB US Federal Reserve Board usT US Treasury bills/bonds

FX Foreign exchange VAT Value added tax

FY Fiscal Year VIX Chicago Board Options Exchange Volatility Index
GCC Gulf Cooperation Council wrTi West Texas Intermediate

GBP British pound wto World Trade Organisation

GDP Gross domestic product w Week

IMF International Monetary Fund w-0-w Week-on-week

INR Indian Rupee y Year

1PO Initial public offering y-0-y Year-on-year

IRR Iranian Rial y-t-d Year-to-date

JPY Japanese yen ZAR South African Rand

k thousand 2y; 10y 2-year; 10-year

KSA Kingdom of Saudi Arabia
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