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2018 will be remembered as the year that policy normalisation and trade wars finally led to a squeeze on Emerging 

Markets, with economic frailties laid bare by the retreating tide of capital.   

The Trump fiscal stimulus facilitated an acceleration of growth in the US, while large parts of the rest of the world have 

slowed, and the Fed responded with an accelerated pace of rate hikes this year. The tighter financial conditions in the US 

led to a stronger USD, which, combined with increasing geopolitical risks in a number of Emerging Markets, and Trump’s 

decision to start waging trade wars, drove broad EM local currency asset weakness and capital outflows. 

 

Thus, old vulnerabilities came back to haunt Emerging Markets, with those countries that failed to fix external imbalances 

since the taper tantrum of 2013 coming under the most pressure from sellers.  This was most evident in the cases of 

Turkey and Argentina, which saw local political risk add fuel to the fire, sending their respective currencies tumbling. 
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Overhangs into 2019 

As we head in 2019, there has been a broad stabilisation in CEEMEA markets, aided by a number of central banks 

responding to currency weakness with rate hikes, a reduction in trade war risk and a perceived dovish turn from the Fed 

in response to signs that the US economy is peaking and the global risk backdrop is precarious, with China, Brexit and 

global trade all concerns.  This has seen the USD turn lower into year-end, whilst the US 10-year yield has slumped back 

below 3.00%.  The US yield curve has flattened and once again there is talk of an inversion as a sign of an impending US 

recession, which has sent stocks tanking. 

However, the focus in 2019 will shift from the impact of Fed tightening to slowing global growth as the weak currency 

impact from 2018 will gradually become more pronounced in the economic activity and inflation trajectory of Emerging 

Markets next year.  As weaker FX rates gradually pass through to higher inflation, real wage growth tends to slow down, 

restraining consumption. The picture is complicated by the US/China trade war, which may have been paused but is not 

forgotten.  The IMF has already made downward revisions to its growth outlook for emerging countries, which are now 

expected to grow 4.7% in 2019. 

We have already seen a hawkish shift in Emerging Market central banks at the end of this year and this will become even 

more acute in Q1 2019 when new forecasts will be available that include 2021 inflation outlooks.  2019 will be the year 

when global QE turns decisively into QT, as while the Fed's balance sheet has shrunk this year, those of the BoJ and ECB 

still increased, but should decline next year. 

With US markets signaling that the economic cycle has reached its peak, many are asking if 2019 will see the USD head 

lower on a poorer growth outlook for the US, which in turn may stop the Fed from hiking rates at the same pace next 

year.  On one hand, the prospect of a weaker USD should mean solid returns for EM assets, but there will be a fine line 

between renewed carry trade appeal and fear over the pace of growth in developed markets. The net effect of this will 

be a very cautious rally for Emerging Market local currency assets in 2019. 

Given this broad outlook, below we highlight the broad risks and then the country specific factors that we can see 

impacting in 2019. 
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Global themes that will impact CEEMEA markets in 2019 

• US/China Trade War – Markets to get nervous as the 90-day truce draws to a close at the end of February. 

o A further escalation and renewed US measures against Europe would be very damaging. 

o The uncertainty over the prospects will dampen business confidence and investment. 

o On the other hand, it is possible that the US and China resolve their conflict and the US does not take further 

measures against other trade partners. 

 

• The Fed – Further normalization of monetary policy. 

o Fed funds target range set to end 2018 at 2.25-2.50%.  Thus, with stocks sliding, the weaker global growth 

outlook and expected US economic headwinds, the market has re-priced next year’s policy path to include 

just one further 25bp hike after the December move.   

o The "broad range" of FOMC estimates for neutral is 2.5-3.5%, as per the September forecasts, so the Fed is 

just one hike away from the top of the target range hitting the bottom of the neutral range, but they are 

three hikes from the middle of the range, and five from the top.  Thus, a number of shops still favour three 

25bp rate rises in 2019. If this scenario plays out it would be a broad weight on EM assets. 

 

• The ECB – Attempted next step of policy normalization.  

o The ECB sounds intent on ending new asset purchases at year-end 2018, despite signs the EZ economy is 

slowing.   

o The economic slowdown is pushing rate lift-off expectations into 2020.  

o The GC is split on this with hawks such as Lautenschlaeger still suggesting next Summer as a possibility as 

inflation might hit target earlier than expected. As inflation is likely to undershoot the ECB's forecasts, 

especially core inflation, any pressure to raise rates will be weak.  

o We are only expecting the ECB to start raising rates in 2020.  

 

• The PBoC – Much depends on the outcome of US trade negotiations.   

o We expect the CB will continue to cut required reserve ratios (RRR) on all banks throughout the year, plus 

make cuts to the PBoC 7-day policy rate when needed.   

o The central bank will continue to favour gradual depreciation of the Yuan and will likely continue intervening 

in the currency market to keep volatility in check. 

 

• Slowing Global Growth – The most important development of 2019. 

o A material slowing of the US economy in the second half of the year as the fiscal stimulus wears off. 

o The IMF has already made downward revisions to its growth outlook for emerging countries. They are now 

expected to grow at 4.7% in 2019, which is 0.4 ppts slower than assumed in the previous forecast made back 

in April. 

o A gradual but extended slowing of Chinese economic growth is expected to continue next year, as has been 

the process for several years.  

o However, we expect policymakers to keep that slowdown under control, and believe that policymakers will 

continue to support growth until they have reached their target. 
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• EU Budget Negotiations and Conditionality 

o The standoff between the EU and some CEE countries over encroachment on judicial independence (Poland, 

Romania and Hungary) is set to continue next year, coinciding with negotiations for a new EU budget, less 

the UK’s contribution.  

o All of the above are likely to face Article-7 procedures, and whilst actual sanctions remain almost impossible, 

the EU will look to exact its punishments in budget negotiations, which could mean a smaller amount of EU 

funds being allocated to these countries, or the entire CEE region for 2021-27. 

 

• Brexit 

o The UK’s departure from the EU, whilst still surrounded by uncertainty, will have direct effects on the CEE 

region.  The CE3 have direct exposure through exports, which are relatively small in GDP terms, but centre 

on a few key industries such as the auto sector, agriculture and textiles. 

o First and potentially the largest impact will come from the EU’s budget being reduced as mentioned above, 

but there may also be an impact on European supply chains, and to a lesser extent remittances from the UK 

back to the CEE. 

 

Thus, the key questions heading into 2019 are: 

• When will the top of the US economic cycle hit? 

• Will the Fed pause rate hikes in early 2019 and will it hike fewer times next year than in 2018? 

• Will the US/China trade war reignite at the end of the 90-day truce? 

• Will a disorderly Brexit have an impact on the CEE region? 

 

 

 

 

 

 

 

 

 

 

 

 



EPFR 
Global 
X PAGE 
6 

  

 
Will peak USD allow EM assets room to rally? 

               London                          New York                         Tokyo                         Hong Kong                   Singapore                      Shanghai 

+44 20 7017 5402          +1 212 907 5802          +81 3 6273 4273          +852 2234 2000          +65 6411 7788          +8621 2326 3766  

 

Key Country Specific Risks 

Russia 

• Sanctions back on the agenda in February, when the US Congress is set to re-visit the topic, although there is no deadline for 

when new sanctions will be put in place or dismissed.   

• Sanction deadlines may be postponed for months on end while Congress deals with more pressing issues. 

• OPEC+ reacted swiftly to the latest oil price slump, announcing production cuts next year. This shows OPEC’s readiness to act as 

a balancing power on the oil market, curbing the oil price risks for the RUB in future. 

• The CBR’s decision to return to its practice of replenishing FX reserves may cause an initial negative reaction on the market, but 

it will likely be short-lived as the volume of operations is small. 

• RUB Outlook – steady/neutral – but risks for sell-offs on sanctions. 

 

South Africa 

• Every year seems to be make or break for South Africa, but with the 2019 Presidential Elections looming in May, the potential for 

another 12-months of policy paralysis remains high. 

• President Ramaphosa is expected to stay in power, but elections may still result in legislative gridlocks. This could stand in the 

way of much-needed economic reforms and constitute significant risks in terms of growing populism. 

• This leaves South Africa’s last investment grade credit rating from Moody’s under immense pressure. 

• The February budget crucial to show debt is not spiraling out of control and plans in place to boost economic growth. 

• This will involve a plan for troubled SOEs, especially Eskom that wants to transfer ZAR100bn of debt to the govt’s balance sheet. 

• Lawmakers report to parliament on Mar 31 on constitutional changes to make it easier to expropriate land without compensation. 

 

Turkey 

• The Turkish economy is sliding into recession amid the sharp adjustment to the Lira sell-off in 2018, and how President Erdogan 

plans to limit the fallout of this heading into the local elections in March will dictate sentiment in Turkey next year.   

• The March 31 elections will be the first major test of Erdogan’s popularity (latest poll has it at a 3.5-year low) since he won vast 

new executive powers at a general election in June. 

• Here lies the potential for a policy misstep that could hinder the taming of inflation, amid efforts to stimulate demand.  

• As inflation continues to moderate, driven by the economic slowdown/recession, this brings with it the risk of an earlier and more 

aggressive loosening of monetary policy from the CBRT.   

• We thus believe the Lira faces a weaker trajectory that could support Usd/Try at the 6 handle into year-end. 

 

Czech Republic 

• With the outlook for a slower CZK appreciation in 2019, more rate hikes are expected from February. 

• Inflationary pressures will increase on strong wage growth, a rise in energy prices and an increase in food prices because of the 

weaker harvest following this year's drought. 

• CZK positioning heavily one-sided due to FX interventions at the turn of 2016/2017, making CZK appreciation more difficult. 

• CZK vulnerable to potential auto tariffs from the US on European carmakers, as well as Brexit, as the export of cars/auto parts 

makes up over 20% of GDP. 

• We thus expect EUR/CZK to fall next year, but slowly, reaching 25.250 by end 2019. 
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Hungary 

• The focus will be on the policy normalisation process laid out by the NBH since September. This is likely to start gradually from 

Q2, though with a benchmark rate hike to follow only in 2020.  

• The NBH is waiting for CPI to reach the 3% target in a sustainable manner, although a weaker HUF, higher energy prices and 

increasing labour costs pose upside risks to the outlook next year. 

• This should offer more downside room for the 10-year HGB yield, currently at 5-month lows.  

• However, Governor Matolcsy’s term ends in March and this could provide an opportunity for the new governor to accelerate 

monetary policy normalisation. 

• Strong economic growth, C/A surplus and fiscal discipline should lead to a credit rating upgrade in 2019, with Fitch and S&P having 

positive outlooks on their BBB- ratings. 

• However, Hungary already priced by the market as a ‘BBB’, so reaction may be limited. 

 

Poland 

• The parliamentary election (due by end of November) is the main risk event next year and could see the ruling PiS party lose its 

outright majority, suggesting voters have had enough of populist rule, which may support the Pln. 

• The NBP will to look past an expected rise in CPI during 2019 and the doves will hold sway at least until March, when the first 

economic forecasts for 2021 will be made available. 

• In the absence of increasing inflationary pressures, the NBP may well keep the benchmark rate at the record low 1.50% 

throughout 2019, in line with Governor Glapinski’s outlook.   

• We see little downside scope past 4.2000 for EUR/PLN next year. 

 

Brazil 

• Pension reform was the key focus for investors heading into 2018 and this is still the case as we approach 2019.   

• The incoming administration under President-elect Bolsonaro (to be sworn in January 1) has expressed a willingness to address 

fiscal concerns, but there remains implementation risk (largely tied to Congressional support).   

• Without signs of reform progress early next year, the charts suggest we could be looking at a break of the 4 handle for USD/BRL.  

• Yet for us, the prospect of a doubling down on fiscal reform efforts is reason enough to remain cautiously optimistic on the Real, 

and in the event of timely legislative reform (i.e. in H1) would look for USD/BRL to end the year in the 3.6000-3.7000 area. 

 

Mexico 

• The outlook is bearish for Mexico, where credit rating downgrades are a concern and volatility surrounds policy changes under 

its new president. 

• Markets now doubt President AMLO’s commitment to fiscal prudence, with the Mexico City Airport referendum raising domestic 

policy uncertainties and highlighted the risk of heavy-handed state intervention. 

• Increased policy uncertainty, higher energy prices and US rates kept Banxico on the defensive side in 2018 and they will remain 

cautious on uncertainty this year but could look to cut again later in 2019 on disappointing economic data. 

• Difficult to see how this government will be able to finance everything promised as well as future public polls without sparking a 

large deterioration of the budget.
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Broad CEEMEA Market Outlooks 

The world will face slower growth, higher inflation and tighter policy. However, 2019 should see a turning point, 

specifically in US growth, inflation and policy relative to the rest of the world, but as we mentioned above the question 

remains when? 

 

• Bullish Case - The macro backdrop for CEEMEA is positive, the sell-off in 2019 means many currencies are cheap, 

the Fed is flirting with a pause and China and the US may reach a trade deal.  Thus, for bulls, the US economy 

needs to be strong, but not too strong, the US needs to de-escalate its trade wars and the “Beijing put” needs to 

remain in place, (Chinese authorities will continue to stimulate economy when needed).  Throw in to the mix 

robust commodity prices and sound policy decisions from EM authorities, and there is the perfect recipe for broad 

EM asset gains.  

 

• Bearish Case – The impact of the EM FX sell-off in 2018 adds to sharper than expected global growth slowdown, 

which together with still elevated geopolitical risks and ample room for further Fed hikes, all suppress risk 

appetite in 2019.  There is a risk US inflation accelerates, forcing the Fed to tighten more aggressively, whilst there 

is also a risk that protectionist 'tit-for-tat' between the US, China, Europe and RoW increases. 

 

Hungary – Bullish HUF and HGBs as growth to remain strong. 

Czech – CZK appreciation to be slow, to be outpaced by CEE peers. 

Poland – NBP’s dovish doggedness to see PLN underperform peers. 

Russia – Risk of sanctions to limit RUB/OFZ gains in short-term but offer longer-term value. 

Turkey – Bearish the Lira ahead of March local elections as recession bites and CBRT comes under pressure. 

South Africa – ZAR to remain volatile as rating downgrades loom, little scope for upside vs USD. 

Mexico – Bearish on MXN as new President AMLO risks reneging on fiscal discipline and injecting uncertainty into assets. 

Brazil – Bullish on BRL but waiting for signs of fiscal reform progress. 

 

Contrarian Trade to start 2019 – Short Brl/Mxn 

Heading into 2019 the broad consensus for Latin America’s two biggest economies is that Brazil is primed to outperform 

off the back of new President Bolsonaro’s policy package and that Mexico may stutter with President Obrador getting 

bogged down in the dispute with the Mexico City airport bond holders and struggling to finance all his election promises. 

However, the problem with this trade is that it is already relatively crowded.  Brazilians are long local assets and those 

who piled in before the vote are now sitting waiting for foreigners to join the party.  However, this will not happen unless 

there are signs that President Bolsonaro can get his reform agenda moving through the still very fragmented Brazilian 

Congress. 

Thus, there is still room in Brazil for a clear out of long positions on any negative impulses.   Mexican positioning is a 

further three months down the line from Brazil, with investors having started selling the AMLO honeymoon in earnest  
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during October, (with the MXN weakening since early Aug).   This is supported by the CFTC data, which shows MXN long 

positions falling sharply ahead of the election and again in October.  However, the CTFC data does suggest there is room 

for outright longs on the BRL, as it was largely a clear-out of shorts that has improved the net positioning performance 

since October. 

 

 

Pension Reform could stutter 

There have been few signs from the incoming Bolsonaro administration that suggest they will take on Congress and push 

radical reforms through.  In fact, the signs have been relatively negative.  It has been suggested that first on the legislative 

agenda will not be pension reform, but the BCB independence bill, which markets just don’t care as much about.  The 

President has also said that he will pursue pension reform piecemeal. 

 

President-elect Bolsonaro does not have the sustainable super majority in Congress needed to pass constitutional 

amendments without significant efforts at coalition building (which require 308 votes in Brazil’s Lower House and 49 votes 

in the Senate). While Bolsonaro’s party holds 52 total seats in the Congress, there remain 30 other parties in the Lower 

House, making coalition building a matter of constant horse trading.  There is a concern that both Bolsonaro’s extreme 

position on some subjects and his lack of experience in leadership, mean his ability to gain political support necessary to 

pass the reforms that Brazil needs is undermined. 

 

Can AMLO regain the trust of investors? 

In recent weeks, a raft of controversial policy decisions have thrown into question the soundness of Mexico’s investment 

climate under President Obrador.  The critical economic question facing Mexico under AMLO is whether fiscal stability 

will be maintained, as reneging on fiscal discipline and blowing out the now-balanced budget will inject more uncertainty 

into Mexican assets. 

 

The 2019 budget is due this month and if President Obrador can present a budget for his populist policies and one that is 

fully funded within existing constraints, then this will be a big positive for the Mxn, which could see it take off again into 

2019.  This combined with an amicable agreement made with the Mexico City Airport bond holders and a Banxico left 

free to keep monetary policy tight in early 2019 would create an environment for a MXN rally. 
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These are big “if’s” and against consensus views, but the chart below shows that there is potential for BRL/MXN to 

slide lower in early 2019 if there is progress in Mexico vs stuttering in Brazil.  We would target a return to below the 

5.000 marker, with 4.8500 targeted. 

 

• Risk returning to the downside after the sharp rebound from Sep’s 4.4620 low stalled at 5.4820 on 29 Oct (near 61.8% of Oct’17-Sep’18 fall 

at 5.4520), just ahead of the upper boundary of an approx. 21-month falling channel. 

• A bearish 50/200-Week MA nearby, also weighs heavily on the market. 

• Potential is growing for a deeper setback towards 4.4972, possibly 4.8516 (50 & 61.8% retracements of the Sep-Oct rally) before bulls make 

a more meaningful attempt to re-group. 

• Bulls would need to overcome last week’s 5.3590 high (4 Dec) to relieve immediate pressure. 

 

 


