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Recent positive developments on Brexit and the US-China trade war should remove some of the uncertainty in markets. 
We update our regional equity allocation by increasing our exposure to European equities to overweight, and by reducing 
US equities to underweight.

We have long monitored Brexit and the US-China trade dispute as the two main risks to our baseline scenario. Today, uncertainties 
have diminished on both fronts with the Conservatives’ large victory in the December 2019 general election and the announcement 
of a ‘phase one’ deal between the US and China. 

On Brexit, as discussed before, some clarity about the UK’s path is beneficial for the country’s economy after a protracted period of 
uncertainty since 2016, including several threats of an abrupt exit from the EU. Now with a Conservative majority of 80 seats, the 
Brexit Withdrawal Agreement may pass before year-end and the UK will leave the EU by the end of January 2020. The orderly exit 
includes a transition period, allowing businesses to adjust to the new environment that may offer better growth after the slowdown 
of recent years. However, negotiating the future relationship will now take centre stage. The key questions are whether Mr Johnson 
will stand by his commitment to have the transition end on 31 December 2020 or request an extension, and whether he will opt for 
a ‘hard’ Brexit path leading to a loose UK-EU relationship or for a more ambitious deal through a ‘softer’ Brexit path. That would 
take more time to negotiate and require an extension to the transition agreement. The Conservative majority allows Mr Johnson 
the freedom to choose either path.

1. Average US tariffs on all Chinese imports (USD 522 bn)  
versus world trade volume
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Current tariffs under phase 1 deal: 
1st & 2nd batch = 250bn (25%)
3rd batch part I = 112bn (7.5%)

Threat to 3rd batch part II canceled = 160bn (0%)

3rd batch part I: 
112bn (15%)

2nd batch: 
200bn (25%)
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1st batch:  
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The US and China came closer to a ‘phase one’ agreement that saw the 15 December US tariffs scrapped, as well as a halving of 
September’s tariffs on USD 112 billion of goods. In return, China is committed to increased agricultural purchases and currency 
intervention transparency. Together with the suspension of the scheduled tariff increase in October, this constitutes a positive 
change close to what we were expecting. The effect is a minor reduction in the overall tariff rate on Chinese imports from 
16% to 14% and a reduction in ongoing uncertainty. The agreement would remove some of the burden on global trade flows 
(see chart 1). We expect trade to recover but perhaps not as much as the post financial crisis average of around 2.5% (from -1.1% 
today and -0.4% on average in 2019). That said, President Trump has a proven ability to create uncertainty. We therefore think that 
the negative scenarios have not been entirely removed. We can easily imagine that issues over the ‘phase one’ implementation 
or setbacks in the negotiation of ‘phase two’ could renew the threat of tariff increases and worsen the climate once again. We 
should also keep in mind potential tariffs threat on Europe or other trading partners.

From an asset allocation standpoint, we see two main implications: 

1. Even if much uncertainty remains before a deal is signed, the US-China trade dispute is now in de-escalation mode, which 
should support market sentiment for the coming months 

2. The substance of the deal is still limited and not enough to act as a catalyst for new capex. As such, the recovery in global 
trade and business sentiment should remain sluggish at this level of tariffs or, put differently, the delta is not enough to 
materially change the EPS growth outlook. 

Given the late-cycle environment and the already high valuations within equity markets, we maintain the current risk 
exposure close to its strategic level (our risk metric, the expected shortfall, is already up 1% since mid-2019), and we adjust our 
regional positioning by increasing exposure to European equities by 2%, and by selling 2% of our US equity allocation. 

We believe that European markets will benefit the most from these new developments as 

i. European EPS sensitivity to global trade is higher compared with the US – although the impact may be more meaningful on 
emerging market and Japanese EPS, 

ii. Valuations offer some potential catch-up in Europe vs the US (UK equities account for 26% of MSCI Europe and UK valuations 
have suffered from Brexit uncertainties in 2019 and lagged other markets, see chart 2), 

iii. This newsflow should give another push towards value at play since September, which is a support for Europe in general and the 
UK in particular. In GBP accounts, the trade will be implemented with UK equities. 

2. Relative valuation favours European and UK equities
 12-month forward P/E, over 10 years
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