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SQUALL? OR SOMETHING MORE SINISTER?
There has been a very interesting start to 2018
and the sharp increase in volatility has
delivered some very significant market moves
across asset classes.

Equity markets generally saw all the gains in
January quickly reversed in the first week of
February and falling the most since early 2016.
The S&P 500 and DJIA saw their sharpest drops
on Monday in more than six years; MSCI Asia
Pacific erased a year to date gain of 8%; and in
Europe, the Stoxx and FTSE 100 also saw
sustained declines from the end of January.
Global macroeconomic drivers continue to
point towards improving and synchronized
global growth, fuelling fears of inflation that
pushed up bond yields, and triggering a global
equity rout. In particular, the US jobs and
wages data released on Friday, sparked the
risk-off sentiment in the markets.

In fixed income, there has been speculation
that the multi-year bond bull market has ended.
Yields on 10Y US Treasuries rose faster than
many expected, hitting a near four year high at
2.88%. The Bank of Japan decision to trim bond
purchases and hawkish sentiment more
generally across central banks raised
expectations of rapidly increasing bond yields
and this also sent 10Y Bunds yield up to over
75bps.

The US dollar finally found some strength in the
first week of February, paring months of losses
that extended through to the beginning of this
year. The DXY dollar index had fallen 16% from
its highs last year at 105 to below 88.50 in late
January. This reversed upward momentum seen
in the GBPUSD and EURUSD currency pairs last
month. JPY remained stronger relative to the
US dollar given its status as a ‘safe haven’
currency amidst the current risk-off sentiment.

Gold continued to rise through to February as
its safe haven status outweighed its negative
correlation to the dollar. Brent strengthened in
January to three year highs, partially supported
by OPEC consensus to cooperate on supply
limitations but talks over increasing oil
inventory in the US and a strengthening dollar
saw Brent losing most of its monthly gain.

Is this a “squall” or is it something worse? The recent falls have clearly been very
powerful and sharp with the US registering the largest one-day market falls since
the Global Financial Crisis. Volatility has shot up with the widely followed VIX
index almost tripling. It is no surprise that global equity markets all fell in tandem.
There is speculation that the sharpness of the falls has been exacerbated by
passive investment strategies particularly momentum.

Recent moves were being largely explained by fears of inflation and expectations
of rapidly rising yields which would lead to higher rates than the markets have
been forecasting. Inflation is clearly going to rise but the questions should now be
more about how far and how fast, and how this might in turn impact equities. If
the market perceives a need for more rapid interest rate rises, then all asset
classes will suffer in the short term.

Bear markets do not typically start because shares are overvalued. Recession is
the key driver of bear markets, but this looks to be unlikely and is not our
expectation. Global synchronized growth exists and there have been multiple
increases in GDP forecasts. Corporate earnings remain solid – JP Morgan pointed
out that 81% of S&P500 Q4 reports beat EPS estimates and Credit Suisse had
upgraded 2018 earnings to +17.4% supported by the tax cuts. However, valuations
are at historically high levels which is a reason to pause.

Source: Bloomberg 
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Our base case is that the recent market volatility is a squall that might prove to be a healthy, albeit nasty, short term
correction. There are, however two issues we need to carefully consider. Firstly, at the current high valuations on a price-
earning ratio, the main question is what level the market settles on for the “price” component. On the one hand, there are
clear signs of corporate earnings improving but markets look ahead and may now be discounting that with concerns regarding
2019 earnings. There also remain concerns of other possible risks ahead such as geopolitical fears from the Middle East
tensions impacting oil; Italian election in March affecting the Eurozone; or US instigated trade wars.

Secondly, how will higher UST yields impact other asset classes. We do expect US inflation to increase and UST 10Y yields to
reach 3.5% by year end, but we do not think this ought to overly trouble equities unless the yield rises above 4%. Our
reasoning is that some rate increases are a natural reaction to stronger global growth and that is positive for earnings. Equities
historically remain in a sweet spot until monetary policy tightens sufficiently to choke off growth and raise alarms over a
future recession. In the short term, if we are seeing the end of the 35 year fixed income bull market, there will be a
dislocation in most asset classes and this would be supportive for the USD. Emerging market assets would face a greater
headwind, in particular EM FX and EM FI (with likely contagion into EM equities) although the probable inclusion of Chinese
equities in the MSCI in May is a powerful offset.

So what would we do? Let’s remember we take a medium to long-term investment view and as such, reacting to short term
moves need to be carefully considered. The move so far has given up the 2018 gains but is not beyond a reasonable
correction, albeit one that has not happened for a long time. We have noted that many of our holdings and the markets are
nearing levels at which some buying support is expected. Fundamentals remain supportive. With limited individual exceptions
we do not expect to reduce our equity exposures, but we will continue to closely monitor market moves. We have constructed
portfolios for some time based on our concern about an imminent fixed income bear market and we have minimal exposure
to long duration, high quality FI and we have a preference for floating rate debt and liquid alternatives.

Source: Bloomberg 
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Å In the past week, a series of stronger macro data and the
release of jobs data sparked the risk-off sentiment, causing
S&P 500 to reverse all its YTD gains to reflect a 0.92% loss.
This happened after US equities saw an exceptionally strong
rally across the first four weeks of January. At that point, the
S&P 500 gained 5.6%to an all-time high of 2,872.87.

Å US dollar weakness in January helped gains in SPX but its
reversal to become stronger contributed to the rout seen
the past few days.

Å Technology remained a focus for investors in January, with
an 18% projected EPS increment for FY2018. Strength within
the sector has mainly been driven by themes such as cloud
computing and Internet of Things (IoT). Amazon produced
strong results but disappointments from Google and mixed
results from Apple and Facebook saw the sector sell off
hard.

Å The outlook for Q4 results remains positive with 79% of the
index beating on EPS and 74% beating on revenues. Morgan
Stanley notes “there has not been a 6-week improvement
this drastic when revisions were already positive going back
the last 20 years”. Tax reform has been the primary driver of
the revision uplift but also the confidence expressed by
executives and +18% YoY growth in EPS this quarter helps
justify these revisions.

Å Powell’s arrival as Fed Chair on a day SPX fell 4% was
unfortunate for him but markets may seek to find out if
there is a Powell ‘put’ akin to the Yellen ‘put’. Fed futures
were placing a 90% probability of a hike in March and a 70%
chance of at least 3 hikes in ’18 from just 30% a month ago
but the odds have reduced after the equity declines.

Å Strong ISM manufacturing and Non Farm Payrolls data imply
Q1 US GDP forecasts will be further upgraded and post-
hurricane construction will also help. The question is how
much better can the data get?

Å Trump escalated the political battle over Russian
involvement in the US election by releasing a partisan
document purporting FBI bias against him. This possible
political crisis and potential trade protectionism, such as
fining PRC heavily for intellectual property theft, are
arguably the fat ‘tail-risks’ for markets now. That said, it
should be remembered that previous US presidents have
introduced trade restrictions whilst avoiding a full trade war.

Source: Bloomberg 
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Å Similar to the US equity markets, both Stoxx and FTSE 100
suffered a 1.84% and 4.59% loss YTD respectively after the
first week of February.

Å Stoxx started January breaking strong resistance at 390 and
setting a new 15 year high of 402.81 towards the month-
end. However, Draghi’s confidence in the Eurozone inflation
added to investors’ fears of inflation and began to suppress
the markets.

Å FTSE 100 in the middle of January set a new historical high
of 7,778.64 but ended the month flat on the back of GBP
strength before slipping into negative territory YTD in
February.

Å Collectively, European equities were supported by mining
and energy stocks on the back of increasing synchronized
global growth.

Å A big question for Stoxx is the directionality of the Euro
given its inverse correlation. A powerful short-term driver
might be the forthcoming Italian election on March 4th.
Markets may be complacent about the possibility of an anti-
Euro outcome but if it occurred we would likely see Euro
weaken and EU banks’ shares sell-off sharply.

Å An expected deal between the SPD and Merkel-led CSU
alliance was delayed further and there’s a real risk the SPD
rank and file might reject it given opinion polls showing it is
losing voters by being a junior partner in government.

Å Stoxx remains supported by Eurozone growth which came in
at a decade-best 2.5% for 2017. Morgan Stanley expects
GDP growth to exceed 2% in 2018 as well, with a bull-case of
around 3%. ECB will only gradually tighten monetary policy
helping equities.

Å With just one sixth of MSCI Europe reporting by last week’s
close there has been a modest improvement on earnings
expectations with stronger beating on sales expectations.
This follows the weaker pattern versus other regions seen in
Q3 2017.

Å BREXIT continues along a chaotic path but GBP’s rally to
levels similar to the pre-BREXIT referendum level is puzzling
as virtually any scenario from the softest option to no deal
at all are negative for the economy. FTSE 100 remains linked
to GBP to a greater degree.



February 18

Review Outlook

Å Fears of inflation and expectations of rapidly rising yields
caused the major indices in APAC and EM to follow US
equities downwards, reversing most of its YTD gains seen in
January. Hang Seng Index (HIS) saw a 9.92% gain in January,
as investors from mainland China continue to invest via
cross-border stock connect programmes, only to see it
reverse in a matter of days to reflect a 2.26% YTD gain as of
writing. SHCOMP also saw a similar trend as it benefitted in
January from better-than-expected China GDP growth
reading for Q4 at 6.9% before settling lower in the first
week of February.

Å MSCI ASEAN managed to trade higher for the period
though, as Thailand, Indonesia & Malaysia benefitted early
in the month from net foreign inflows. The VNI also
recorded 10 year highs as fears over stricter margin lending
rules eased off, before following global equities
downwards.

Å NIKKEI ended January relatively flat due to continued JPY
strength, adding headwind to equities, but got dragged
down together with US equities as we went into February.

Å STI traded higher in January, briefly breaking strong
historical resistance of 3,550, to reach a 10 year high of
3,609.24, driven by real estate and banks, before falling
back MTD.

Å Nikkei was showing some signs of decoupling from JPY until
last week with the return of JPY’s ‘safe haven’ status hurting.
Early forecasts of Q4 results are encouraging. One risk is if
Abe squanders his strong political position on unpopular
constitutional reforms at the expense of further structural
gains. Kuroda reiterated BOJ’s continued very
accommodative monetary policy versus more hawkish views.

Å A key driver for EM and AXJ equities will be the likely
inclusion of PRC equities into MSCI EM in the May review
that is likely to support PRC equities overall and south-bound
inflows into HK equities.

Å In India, the BJP abandoned its disciplined fiscal approach to
push through a populist budget focused on supporting
farmers and rural areas. Combined with the equity friendly
huge public infrastructure spending plans it may portend an
early general election. The imposition of a 10% capital gains
tax on gains after one year and a transaction tax on equities
were unwelcome developments and will likely shift more
activity into offshore instruments.

Å GDP growth forecasts were further upgraded across EM and
AXJ last week with Brazil, PRC, India, Thailand, Indonesia and
Malaysia all seeing boosts from stronger trade and domestic
demand with the latter helped by a greater fiscal push in
many countries.

APAC and EM Equities

Source: Bloomberg 
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Å Fixed income prices fell in January through to the first week
of February as sovereign bond yields increased across major
markets, amidst speculation that developed markets’
central banks will tighten monetary policy and fears of
inflation. As expected the Fed left rates unchanged in
Yellen’s last meeting as Chair, but it did adopt a more
hawkish tone.

Å US spreads remained flat at about 50 bps in January before
widening in the first week of February. 2Y yields moved
above 2% for the first time since 2008, and 10Y yields
reached four year highs, as rising oil prices and other
economic data supports inflation. A growing US deficit
proved to be worrisome as concerns grew over larger
issuance of treasuries and continued price suppression.

Å Hawkish December ECB minutes lifted Bund yields earlier in
the month. ECB kept rates unchanged but in its monetary
policy guidance Draghi expressed confidence in Eurozone’s
economy.

Å Indian sovereign bond yields sold-off after a populist budget
raised fears of a higher fiscal deficit and that the RBI would
become more hawkish.

Å Negative-yielding debt also reduced this month as the sell-
off in government bond markets this year pushed yields on
a large amount of debt into positive territory to below
$10trn from a high over $14trn globally.

Å The surprise at the speed with which UST 10Y yields were
rising caught the markets by surprise and steepened the
yield curve marginally. However, its subsequent slip back to
2.7% suggests the test of 3% might require Powell to
reinforce a more hawkish Fed outlook which we doubt whilst
equities are in turmoil.

Å We believe FI markets will shift into a prolonged bear market
on further robust macro data but see this as more of a 2H
2018 story than now. It is not simply a US story – German
Bunds yield also jumped sharply YTD as EU inflation
expectations have increased YTD on decade-high macro
data. Inflation’s return is a global phenomenon being
reinforced by a synchronised global recovery.

Å EM FI is at risk to sharply higher US rates given the
historically low spread currently and investor behaviour that
can turn hostile rapidly, as we saw in the ‘Taper tantrum’ in
2013. There have also been major inflows into this asset class
YTD, and since GFC, making it vulnerable to outflows. EM
Local Currency Debt is doubly vulnerable given the inverse
correlation to a stronger USD.

Source: Bloomberg 
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Å DXY strengthened in early February, reversing the weakness
seen throughout January. The greenback’s fluctuations in
January were impacted by politics – from the temporary
government shutdown to the differing views between
Steven Mnuchin and Donald Trump on the desired dollar
strength.

Å EUR benefitted from improving political concerns, starting
from a breakthrough in coalition negotiations between
Merkel and the SPD. EUR gained 3.2% over January. Overall,
ECB’s signalling of higher Eurozone inflation, rising
confidence in the overall European economy and talks of
how ECB could end its bond purchase swiftly after
September ‘18 provided support for the strengthening EUR.

Å GBP followed a similar trend during this period with
optimism over progress in negotiating a ‘bespoke’ trade
agreement with the EU provided some support early
January. UK’s robust manufacturing PMI reading was also
another driver for GBP’s ascent.

Å JPY’s relative strength against the dollar in January was
sparked by the possibility of a US government shutdown.
Support was provided in the form of Kuroda’s speech at
Davos, where he signalled that Japan was growing closer to
the 2% inflation target but he subsequently denied any
move towards tightening.

Å SGD hit 2.5-year highs against the dollar as markets
increasingly expect MAS to tighten monetary policy in April,
with the Singapore service sector recovering and offsetting
the slack in manufacturing.

Å Historically the USD has moved stronger when domestic
yields rise relative to global yields. There is a debate
whether US’s rising current account and fiscal deficit might
erode the real value of the USD but lately it appears the
yield differential was supportive. Key to us is that unlike
previous tightening cycles that were mostly globally
synchronised this time the US tightening cycle is ahead of
the rest of the world and Trump’s tax cuts only add to likely
return of inflation in the US ahead of other countries.

Å The GBP rally, on hopes of a softer BREXIT & coincidental
weaker USD, saw it test close to 1.45. We are puzzled by the
strength given this level we think would only be justified by
a vote to remain in the EU. Instead we see UK’s economy
damaged even with a ‘Norway’ option, but the reality is
likely to be something worse. Structurally UK is running
alarming deficits that requires a period of weak growth,
higher savings and a likely depreciation in GBP towards 1.25
in coming years irrespective of what type of BREXIT takes
place.

Review Outlook

ÅGold took a 1.2% hit on 2 February as hiring and wages
picked up in the US, but the price hit $1337 per ounce on 5
February and is close to 8% higher than its mid-December
lows. It has benefitted from its status as a safe-haven as
well as USD weakness.

ÅBrent oil was on the uptrend for January, riding on the back
of a weaker US dollar and continuing its December rally to
gain 3% over the month. Affirmation of OPEC’s commitment
to supply cuts helped boost oil prices in the middle of the
month. Oil price was at 3 year-high at over $73/bbl in late
January but was brought down to $66.95/bbl in February as
the dollar strengthened.

Å Oil price remains pulled around by several forces such as
stronger USD, signs of accelerating global oil demand and
whether US’ shale oil industry can deliver material production
increases vs. OPEC’s surprisingly strong quota production
discipline. We remain constructive on Energy fundamentally
but also would note that there are risks in Middle East, such
as the internal squabbles in Saudi Arabia and If these were to
blow-up this could push oil prices through $100/bbl.

Å With global GDP growth set to accelerate to 4% or more in
’18, for first time since the GFC, we think the case for wider
commodity exposure – notably industrial metals as copper –
is more persuasive than it has been for a decade. Should
inflation return industrial commodities are a ‘hedge’ and will
provide portfolio diversification.

Å Gold retains a safe-haven status but it remains somewhat
range-bound and would need to break above $1400 per
ounce to reignite a larger bull move.

Commodities


