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Global Market Strategy  –  January 2019  

20% Bear Market rout offers hope for EM, Gold and US equity gains in 2019

Consensus forecasts for the S&P500 to finish 2018 at 2900 were blown away during the last quarter, led by profit-taking in 
tech in October, fuelled by fears of trade war consequences in November and capped off by autopilot rate raising talk by the 
Federal Reserve in December. 

At the start of of 2018, world equity values totalled $87 trillion.  Now they are worth $69 trillion.  Technology, especially 
social media, cloud storage and online streaming (payments, shopping, communication) has been a one-way ticket for 
investors since the financial crash, but the pressure exerted by Trump’s trade war, Italy’s banking crisis and fears of a global 
economic slowdown, sparked the late October sell-off in tech, and then rather than have to report end of year capital gains and 
pay tax on them, US investors realised losses to offset them, and that is what really precipitated the rout.  Technical chart 
thresholds were breached and algorithmic trading took over. 

In the space of nine weeks, the market turned on its head.  Every major asset class other than cash, German bunds and precious 
metals, finished down heavily on the year.  Many hedge funds failed in 2018, brought down by what proved to be incorrect 
expectations of a weakening dollar and healthier returns from Emerging Markets (EM).  In fact, aided by a policy of 
Quantitative Tightening (QT), the dollar rose steadily against a trade-weighted basket of currencies, until November. 

DXY US Dollar Index, five years to 31.12.18 

So did oil.  Two further barometers of the global economy tell the same story, and, with the dollar, all three could be presaging 
a positive outcome for 2019. 
. 
At the end of September markets were talking about $100 oil.  In the space of seven weeks from early October, Brent fell by 
38% to its current level of just over $53.  Lower oil prices are good for the consumer who has more money in their pocket after 
filling up at the petrol station, but oil prices are falling because of the expectation of a decrease in demand rather than due to 
increased inventory. 

The other main economic barometer is the bond market.  In October, the 10 year Treasury yield was 3.23%.  During Federal 
Reserve Chairman Jerome Powell’s statement in December in the wake of the quarter percent raise in interest rates, a very rare 
occurrence happened: both the Stockmarket and the 10 year treasury yield fell heavily at the same time.  Powell stated that he 
anticipated rates in 2019 would need only to be raised three times, perhaps even only twice.  The fall in the 10 year yield says 
that the market doesn’t believe he can raise rates more than once, if at all this year.  That interpretation by the bond market 
should be a huge help to stocks because why would anyone buy a 10 year bond at 2.71% when inflation is 2%? 
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UK Brent Crude, one year to 31.12.18 

US 10 year Treasury, one year to 31.12.18 (S 

Among the turnaround stories which played out in the final quarter 2018 was Japan.  The matter of the tide going out to see 
who is swimming without trunks is particularly relevant to Japan and Shinzo Abe’s economic policies.  Japan’s currency has 
been unable to rise because interest rates have been held down by the first of Abenomics’ Three Arrows: monetary policy; the 
other two being fiscal stimulus and structural reform.  The Japanese government has been buying bonds at twice the rate of 
supply.  In similar fashion to the US Federal Reserve, Bank of England and European Central Bank, the BOJ has sought to 
drive the Japanese people out of post office deposit accounts and into the Stockmarket in order to stimulate corporate 
investment, boost the economy by creating a wealth effect, and generate inflation. The problem now, following the market sell-
off, is that the Japanese feel worse off than they did before the financial crisis, and the Chinese, at whom the global community 
complains for creating a trade imbalance because of their consistently (artificially) weak currency, ask why they should allow 
their currency to move higher to the detriment of trade with their closest trading partner: Japan. 

While Japan is unlikely to be a great investment opportunity in 2019, the US is.  The 12 month forward price earnings figure 
for the S&P500 is currently just 13, well below its long term average of 16.  The yield for the S&P500 is now 8 because share 
prices have fallen so far (the share price falls and the yield rises).  If allowance is made for some margin downward in earnings 
and the 10 year Treasury is rounded to 3%, the difference is 500 basis points.  As David Kotak, Chief Investment Officer of 
Cumberland Investors in Florida points out, if investors take the opportunity to invest on that basis with a 2, 3, 5, year view, 
they’ll be glad you did.  The only trouble is that unless they have dollars already, UK investors are buying in with a weak 
pound. 

Favoured investment plays: 
Nil risk:                         Cash  
Cautious risk:                  AAA Corporate bonds 
Balanced risk:          Managed / Multi-asset funds   
Market risk:   
Adventurous risk:            Asia, US equity 
Speculative risk:              Technology, China, India, Other EM 
Disclosure:   
Nicholas Chappell has the following personal investment exposure: Technology (including new energy, all US) 30%, US smaller cos 3%, 
(Other) US equity 6%, India 4%, China 4%, (Other) Emerging Markets 7%, (Other) Asia 15%, Pharmaceuticals 13%; Global Equity 18% 
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Important information: This communication is for informational purposes only.  It is not intended as an offer or solicitation for the purchase or sale of any financial instrument or as an official confirmation of 
any transaction.  The price of shares and the income from them may fall as well as rise.  Past performance is no guarantee of future returns and investors may not get back the full amount invested, particularly in 
the early years.  Exchange rates may also cause the value of underlying overseas investments to go down or up. Investments in emerging markets and hedge funds can be more volatile and the risk to capital is 
greater.  All market prices, data and other information are not warranted as to completeness or accuracy and are subject to change without notice.  Some quoted analysis is a resume of data supplied to McLaren 
Asset Management by some of the world’s leading investment houses and although McLaren Asset Management has given its opinion as to how the data can be interpreted, investment should not be embarked 
upon without full analysis of the risks involved and a careful study of the sales prospectus, where applicable. 
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