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Strategically, hedge funds and capital-protected
equity exposure remains valuable
in the face of asymmetric risks facing investors
in 2019.

Having spent much of the past six weeks on the road
meeting clients in Europe, Asia and the Middle East
and travelling in North America, we notice the pivot in
sentiment from the optimism of September to the anxiety
of October has been dramatic.
Our recent publication, P/E De-Rating in Progress
(October 2018), set out to address the most common
questions about why the recent sell-off has taken place.
Given the persistence of the declines, many clients are
now asking:
1) “Are we in a new bear market?”
2) “If not, “when will this sell-off end?”
Are we on the cusp of a new bear market? Not yet.
Looking back to the end of World War II, the US market
has experienced 11 bear markets (declines of <20%
peak to trough). Seven of the eleven bear markets
observed have occurred in the context of a US recession.
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Turning to China, signs of proactive rather
than reactive policy stimulus would calm fears
of a tariff-driven slowdown in Chinese growth.
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To mitigate the prospect of a eurozone crisis,
pressure to resolve the Italy–EU budgetary
conflict would increase should Italian yields
move to challenge 4%.
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US Bear Markets since World War II
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Valuations in the S&P 500 have only fallen
below 15x forward earnings in the context of a
recession or global crisis since 1990. At 15.7x
earnings, a 5–6% fall in P/Es would signal
overpricing of recession risk.
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Investors should watch for a shift to tightening
financial conditions to signal a change in Fed
tone to ease some of the pressure on markets.
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UBP’s Recession Watch framework identifies few
recessionary signs across manufacturing, consumption
or credit conditions. Instead, as highlighted in our May
2018 report, Navigating the coming ‘Mini-Cycle’ in the US
Economy, economic data, earnings and market dynamics
all appear consistent with a mini-cycle in the US economy
– characterised by a decelerating manufacturing sector
but with firm consumer/employment markets – rather
than marking the approach of an economic recession.
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Historically, US bear markets are rare outside
of a US recession. However, a turn in markets
will likely require some mix of the following:
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S&P 500 Peak to Trough decline

Key points

Sources: Standard & Poor’s, Bloomberg Finance L.P. and UBP

Admittedly, however, the S&P 500 has seen four bear
markets outside of a recession, though only one of those
having occurred after 1970 – the stock market crash of
1987.
Interestingly, despite limited data, anecdotal descriptions
provided by the Federal Reserve Bank of Richmond
suggest that these pre-1970 bear markets were in the
context of mini-cycles not supported by countercyclical
Fed policy.
So with US markets sitting 8% lower than their 2018
highs, history suggests that a passive Federal Reserve
in the face of sharply declining markets is a necessary
condition for a bear market outside of an economic
recession.
Five potential triggers for a market bottom
As noted earlier, those bear markets which have occurred
outside of a recession have tended to emerge against the
backdrop of a mini-cycle in the US economy (which we
believe we are in) and in the face of passive Fed policy.
Admittedly, recent communications suggest a hawkish
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Bloomberg US Financial Conditions Index
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TRIGGER 1 – FED TONE TO NEUTRAL. Thus, the first
trigger, we suspect to lay the ground work for a more
durable bottom in markets are neutral to tight financial
conditions which prompt Fed communications to shift
from the ‘hawkish’ stance they’ve turned to in recent
months to at least neutral.
As noted in our early-October report, P/E De-rating
in Progress, 2018 has seen S&P 500 P/E multiples
decline persistently. Indeed, with forward P/Es for the US
benchmark reaching close to 20x earnings at their peak in
January 2018, valuations began the year at near 30-year
highs excluding the Technology Bubble of 1999–2000.
With the declines of October, the S&P 500 currently
trades at 15.7x forward earnings. Deep US recessions,
such as 1990–91 or 2008–09 or global crises, like 1994–
95 in Mexico and 2011–12 in Europe, have seen forward
P/E multiples compress to below 15 times forward
earnings, reaching as low at 10–11x forward earnings at
their trough.
However, investors will remember that in early 2016,
the US economy experienced a growth scare as energy
companies triggered concerns about defaults in a key
sector important for US capital spending and economic
recovery since 2008. Similarly, coming out of the tech
bubble which drove a US capital spending boom and
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economic growth in the late 1990s, the ensuing bust
spurred only a mild US recession.
TRIGGER 2 - VALUATIONS. In both situations, S&P 500
P/Es bottomed near 15x earnings, approximately 5–6%
below their current levels. So, in the absence of any
developing signs of an economic recession, declines to
much below 15x earnings in the S&P 500 should begin to
tilt risk–reward in favour of investors.
Look for S&P 500 fwd P/Es to price recession risks
S&P 500 Forward Price-Earnings Ratio (x)

tone that might be construed as passive Fed policy in the
context of such recent, sharp market declines. However,
set against the broader financial backdrop in the US
economy, even with the October declines in markets, US
financial conditions remain loose in a historical context.
They are only moderately below the peaks seen in the
economic expansion of the mid-1990s and mid-2000s
(see chart).
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Should valuations and the tone of Fed communications
shift in favour of investors in the weeks ahead, any
capitulation in the markets should likewise provide a
signal for investors of a more durable bottom in markets.
With the CBOE SPX Volatility Index (VIX), a market ‘fear
gauge’ at 24, it is well above the 11–12 levels seen as
recently as September. However, it has yet to spike
above the 30 level that marked lows in the S&P 500 in
early 2016 (during the US growth scare) as well as in
early 2018.
Admittedly, in 2010–12, as the eurozone Sovereign Crisis
developed, the VIX Index spiked well through the 30 level
to as high as 45 before triggering the bottom (coinciding
with an easing of policy from the Federal Reserve and
ECB).
TRIGGER 3 – EXCESSIVE FEAR. Therefore, without
evidence of a systemic crisis, a spike in the market’s ‘fear
gauge’ to above 30 could provide signals of a market
bottom.
Real concerns about a hawkish Fed in 2019 have clearly
contributed to the weakness in October while rising
geopolitical worries have likewise weighed on markets.
As a result, signs of stability on key geopolitical axes
would undoubtedly be helpful at removing the prospect
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of a non-domestic crisis (like Mexico in 1994–95 and the
eurozone in 2010–12) from triggering a further de-rating
in the S&P 500.
In particular, the slowdown in the Chinese economy,
continued weakening of its currency, combined with
further tariff rises scheduled for January 2019 on exports
to the US raise fears of a disorderly unwinding of the high
leverage within China’s economy.
TRIGGER 4 – PRO-CYCLICAL POLICY ACTION FROM
CHINA. Though Chinese policymakers have reluctantly
eased policy to support its slowing economy, a more
proactive easing of domestic policy, probably via further
cuts in domestic reserve requirements, would move to
calm fears of a more dramatic slowing in Chinese demand
that might weaken already frail emerging economies.
With 4th quarter GDP growth expected to show continued
slowing towards the critical 6% level and with the next
round of tariffs on Chinese exports to the US set to be
implemented in the new year, pressure should build on
China to pivot towards a more pre-emptive policy agenda
to stabilise and accelerate growth in early 2019.
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On the continent, the confrontation between Italy and the
European Union has weighed on Italian assets, but has
not yet resulted in broader contagion across the euro
area.
However, we still see little political motivation for either
the Italian coalition government or the EU to compromise
on their positions so early in the budget negotiations.
TRIGGER 5 – ITALIAN YIELDS APPROACHING 4%. The
combination of Italian 10-year yields at 3.6% and the
end of ECB net bond purchases in the new year should
increase pressure meaningfully towards a negotiated
solution, especially should yields rise towards the critical
4% level that may trigger capital concerns among Italian
banks.
On balance, fundamental (Fed policy and valuations),
technical (excessive fear), and geopolitical (China and
Italy concerns) suggest that the headwinds that have
corrected elevated valuations remain substantially in
place. As they ease, tactical opportunities may present
themselves. However, strategically, we continue to
believe that hedge funds and capital-protected equity
exposure remains in the face of building risks in 2019.
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Disclaimer
This document is a marketing communication containing GENERAL INFORMATION on the financial services and/or financial instruments, and reflecting the sole opinion
of Union Bancaire Privée, UBP SA and/or any entity of the UBP Group (hereinafter “UBP”) as of the date of issue. It may contain generic recommendations but should not
be deemed an offer nor a solicitation to buy, subscribe to, or sell any currency, product, or financial instrument, make any investment, or participate in any particular trading
strategy in any jurisdiction where such an offer or solicitation would not be authorised, or to any person to whom it would be unlawful to make such an offer or solicitation.
This document is meant only to provide a broad overview for discussion purposes, in order to determine clients’ interest. It does not replace a prospectus or any other legal
document relating to any specific financial instrument, which may be obtained upon request free of charge from UBP or from the registered office of the fund concerned,
where applicable. The opinions herein do not take into account individual clients’ circumstances, objectives, or needs. In this document UBP makes no representation as to
the suitability or appropriateness, for any particular client, of the financial instruments or services described, nor as to their future performances. Clients who wish to obtain
more information about any specific financial instruments can request it from UBP and/or their Relationship Manager. Where an investment is considered, the information
on the risks linked to each financial instrument shall be provided in good time by separate means before the investment decision is taken. In any case, each client must
make his/her own independent decisions regarding any securities or financial instruments mentioned herein and regarding the merits or suitability of any investment. Before
entering into any transaction, clients are invited to carefully read the risk warnings and the regulations set out in the prospectus or other legal documents and are urged to
seek professional advice from their financial, legal, accounting and tax advisors with regard to their investment objectives, financial situation and specific needs. This generic
information is therefore not independent from the proprietary interests of UBP or connected parties, which may conflict with the client’s interests. UBP has policies governing
cases of conflicts of interest. The investments mentioned herein may be subject to risks that are difficult to quantify and to integrate into the valuation of investments. Generally
speaking, products with a high degree of risk, such as derivatives, structured products or alternative/non-traditional investments (such as hedge funds, private equity, real
estate funds, etc.) are suitable only for clients who are capable of understanding and assuming the risks involved. The value of any capital investment may be at risk and
some or all of the original capital may be lost. The investments are exposed to currency fluctuations and may increase or decrease in value. Fluctuations in exchange rates
may cause increases or decreases in the client’s returns and/or in the value of the portfolio. The client may be exposed to currency risks if a financial instrument or the
underlying investment of a financial instrument is denominated in a currency different from the reference currency of the client’s portfolio or from the currency of his/her country
of residence. For more information on risks, the brochure called “Characteristics and risks of certain financial operations” should be consulted. The information contained
in this document is the result neither of financial analysis within the meaning of the Swiss Banking Association’s “Directives on the Independence of Financial Research” nor
of independent investment research as per the EU’s regulation on MiFID provisions. In principle, EU regulation does not govern relationships entered into with UBP entities
located outside the EU, including but not limited to Union Bancaire Privée, UBP SA in Switzerland, which is subject to Swiss law and Swiss regulation, in Hong Kong, and in
Singapore, and the subsidiary in Dubai. Reasonable efforts have been made to ensure that the content of this document is based on objective information and data obtained
from reliable sources. However, UBP cannot guarantee that the information the Bank has gathered in good faith is accurate and complete. Circumstances may change and
affect the data collected and the opinions expressed at the time of publication. Therefore information contained herein is subject to change at any time without prior notice.
UBP makes no representations, provides no warranty and gives no undertaking, express or implied, regarding any of the information, projections or opinions contained herein
nor does it accept any liability whatsoever for any errors, omissions or misstatements in the document. UBP does not undertake to update this document or to correct any
inaccuracies which may have become apparent after its publication. This document may refer to the past performance of financial instruments. Past performance is not a
guide to current or future results. The value of financial instruments can fall as well as rise. All statements in this document, other than statements of past performance and
historical fact, are “forward-looking statements”. Forward-looking statements do not guarantee future performances. The financial projections included in this document do
not represent forecasts or budgets, but are purely illustrative examples based on a series of current expectations and assumptions which may not happen as forecast. The
actual performance, results, market value and prospects of a financial instrument may differ materially from those expressed or implied by the forward-looking statements
in this document. The projected or targeted returns are inherently subject to significant economic, market and other uncertainties that may adversely affect performance.
UBP also disclaims any obligation to update forward-looking statements, as a result of new information, future events or otherwise. Any performance data included in this
document does not take into account fees, commissions, expenses charged on issuance and redemption of securities, or any other costs, nor any taxes that may be
levied. The tax treatment of any investment depends on the client’s individual circumstances and may be subject to change in the future. This document does not contain
any tax advice issued by UBP and does not necessarily reflect the client’s individual circumstances. This document is confidential and is intended to be used only by the
person to whom it was delivered. This document may not be reproduced, either in whole or in part. UBP specifically prohibits the redistribution of this document, in whole
or in part, without its written permission and accepts no liability whatsoever for the actions of third parties in this respect. This document is not intended for distribution in
the US and/or to US Persons or in jurisdictions where its distribution by UBP would be restricted. UBP is authorised and regulated in Switzerland by the Swiss Financial
Market Supervisory Authority (“FINMA”).
UK: UBP is authorised in the United Kingdom by the Prudential Regulation Authority, and is subject to regulation by the Financial Conduct Authority (FCA) and limited
regulation by the Prudential Regulation Authority.
Dubai: This marketing material has been communicated by Union Bancaire Privée (Middle East) Limited, a company regulated by the Dubai Financial Services Authority
(“DFSA”). It is intended for professional clients and/or market counterparties only and no other person should act upon it. The financial products or services to which this
material relates will only be made available to a client who meets the professional client and/or market counterparty requirements. This information is provided for information
purposes only. It is not to be construed as an offer to buy or sell, or a solicitation for an offer to buy or sell any financial instruments, or to participate in any particular trading
strategy in any jurisdiction.
Hong Kong: UBP is a licensed bank regulated by the Hong Kong Monetary Authority (HKMA) and a registered institution regulated by the Securities and Futures Commission
(SFC) for Type 1, 4 & 9 activities only in Hong Kong. The securities may only be offered or sold in Hong Kong by means of documents that (i) are addressed to “professional
investors” within the meaning of the Securities and Futures Ordinance (Chapter 571 of the Laws of Hong Kong) and any rules made thereunder (the “SFO”); or (ii) are defined
as “prospectuses” within the meaning of the Companies Ordinance (Chapter 32 of the Laws of Hong Kong) (the “CO”) or constitute offers to the public within the meaning
of the CO. Unless permitted to do so under the laws of Hong Kong, no person may issue or have in his/her possession for the purpose of issuing, whether in Hong Kong
or elsewhere, any advertisement, invitation or document relating to the securities, directed at, or likely to be accessed or read by, the public in Hong Kong, except where
the securities are intended to be disposed of only to persons outside Hong Kong, or only to “professional investors” within the meaning of the SFO.
Singapore: UBP is a merchant bank regulated by the Monetary Authority of Singapore (MAS), is an exempt financial adviser under the Financial Advisers Act (Cap. 110
of Singapore) to provide certain financial advisory services, and is exempt under section 99(1)(b) of the Securities and Futures Act (Cap. 289 of Singapore) to conduct
certain regulated activities. This document has not been registered as a prospectus with the MAS. Accordingly, this document and any other document or material in
connection with generic recommendations may not be circulated or distributed, whether directly or indirectly, to persons in Singapore other than (i) to institutional investors
under Section 274 of the Securities and Futures Act (Cap. 289) of Singapore (“SFA”), (ii) to relevant persons pursuant to Section 275(1), or any person pursuant to Section
275(1A) of the SFA, and in accordance with the conditions specified in Section 275 of the SFA, or (iii) otherwise pursuant to, and in accordance with the conditions of, any
other applicable provision of the SFA.
Luxembourg: UBP is registered by the Luxembourg supervisory authority the Commission de Surveillance du Secteur Financier (CSSF).
Italy: Union Bancaire Privée (Europe) S.A., Succursale di Milano, operates in Italy in accordance with the European passport – held by its parent company, Union Bancaire
Privée (Europe) S.A. – which is valid across the entire European Union. The branch is therefore authorised to provide services and conduct business for which its parent
company, Union Bancaire Privée (Europe) S.A., has been authorised in Luxembourg, where it is regulated by the Luxembourg financial supervisory authority, the Commission
de Surveillance du Secteur Financier (CSSF).
Monaco: This document is not intended to constitute a public offering or a comparable solicitation under the Principality of Monaco’s laws, but might be made available
for information purposes to clients of Union Bancaire Privée, UBP SA, Monaco Branch, a regulated bank under the supervision of the Autorité de Contrôle Prudentiel et de
Résolution (ACPR) for banking activities and under the supervision of the Commission de Contrôle des Activités Financières for financial activities.
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