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Key points

 � A foundation has been laid for more fundamentally 
driven returns to emerge with the unwinding of 
premium valuations across asset classes in 4Q18.

 � Investors should expect overall returns to be modest 
and characterised by recurring bouts of 4Q18-style 
volatility across markets.

 � Further downgrades to earnings expectations remain 
the key headwind to global equities in early-2019 
while government bond yields appear overly 
compressed entering the new year.

 � US Investment Grade bonds, Japanese Equities and 
select US equities appear to have already priced 
in the prospect of a significant slowdown in global 
growth.

 � Chinese, emerging market and global industrial 
commodity-linked equities present good value 
opportunities but are likely to require more proactive 
Chinese stimulus as a catalyst.

Framing the volatility of 4Q2018 and looking forward

With the 17% peak-to-trough decline in global equities in 
the 4th quarter of 2018 followed by a 7% rebound into the 
new year, investors have been on a harrowing ride over the 
past several months. 

However, putting the declines into context, the decline in 
US equities is similar in magnitude moves seen in previous, 
post-2008 corrections (Chart 1). Similarly, the widening in 
investment grade credit spreads has reached comparable 
proportions to moves seen in previous, post-2008 
corrections (Chart 2) and previous US recessions (excluding 
2008-98).

As we highlighted in our October Spotlight, Five Triggers for 
a Market Bottom, December and January saw four of the 
five catalysts emerge in a relative short span of time to bring 
stability in late-2018 (see pullout). 

An additional positive trigger emerged on January 4, 2019 
with a surprisingly strong US non-farm payrolls report on 
January 4 allaying (unfounded in our view) growing fears of 
an imminent US recession which had built during the market 
declines.

Thus, with important headwinds including a hawkish 
Federal Reserve, excessive valuations, and overly optimistic 
sentiment unwound through end-December, a foundation 
has been laid for more fundamentally driven returns to 
emerge in the market, we expect. 

Volatility similar to what was witnessed in 4Q18 however, 
will remain a facet of markets looking ahead, requiring 
risk management to remain an important characteristic of 
decision making looking forward. 

1. Putting 2018 into the context of historical bear markets
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Post-2018
Market Corrections

Post-2008 market corrections  > 10%

S&P 500 bear market w/o US recession

S&P 500 bear market with US recession

Sources: Bloomberg Finance L.P. and UBP

Five Triggers for a Market Bottom (October, 2018)

TRIGGER 1 – FED TONE TO NEUTRAL  
The Fed initially shifted its tone to neutral in late-
October in the face of the initial leg of this decline. 
However, the November-December leg led the Fed to 
become more overtly signal its willingness to pause 
both its rate hiking cycle as well as its shrinking of its 
balance sheet should market conditions warrant.

TRIGGER 2 – VALUATIONS  
As noted in October, a move to below 15x forward 
earnings would begin to signal a mild recession (as in 
2001-02) or something more severe such as a deep 
US recession (1990-91 or 2008-09) or a global crisis 
(Mexico in 1995 or Eurozone in 2011-12). With the 
December fall in particular, US valuations breached 
the 15 times threshold even in the face of falling 
earnings expectations.

TRIGGER 3 – EXCESSIVE FEAR  
A spike in the market’s ‘fear gauge’, the SPX Volatility 
Index above 30 signaled an end to both the 2011-12 
and 2015-16 corrections. On December 24 and 26, 
2018, this trigger level was finally breached. 

TRIGGER 4 – AGGRESSIVE POLICY ACTION IN 
CHINA 
This is the only catalyst that has not been triggered 
from our October report. While progress on trade 
negotiations is encouraging, a long-term pause in 
new tariffs is unlikely to re-start China growth. Instead, 
domestic policy action to re-accelerate domestic 
growth is the more important catalyst for the global 
economy and markets.

TRIGGER 5 – ITALY RESOLUTION  
Though we feared that a spike in Italian yields might 
be necessary to force a budget compromise between 
the Italy and the European Union, cooler heads 
instead prevailed on December 19.
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2. US Investment Grade Spreads widened as in a 
recession

Post-2008 spread widening  > 50 bps

Spread widening w/o 
US recession > 40 bps

Spread widening with 
US recession
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Look for opportunities in US IG credit, Japan equities 
and select US equities

While the sell-offs across asset classes have been broad-
based, the emergence of fundamental value has been more 
selective.

In the fixed income sphere, US investment grade bonds 
have seen a widening in spreads that has been consistent 
with not only post-2008 market corrections but also 
comparable to the widenings seen during the 1990 and 
2001-02 US recessions as well as the 1997-98 Asian 
Financial Crisis (Chart 2). 

Admittedly, in absolute terms, US Investment Grade 
spreads have only returned to historical average (Chart 3). 
Despite this, US Investment Grade risk-reward is now more 
balanced than at any time since 2015.

3. US Investment Grade Spreads back to historical 
average
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Bond investors should still remain wary of excessive 
exposure to interest rate risk as compressed US 10-year 

yields leave them susceptible to a repricing especially as 
recent jobs data suggests few signs of an outright recession 
in the US economy.

Following weak performance in 2018, Japanese equity price 
in a dire outlook for 2019 as outlined in our 2019 Investment 
Outlook. Valuations in Japan sit at lows only seen during 
the depths of the Global Financial Crisis despite the fact 
that Japanese equities have earnings and dividend growth 
which has outpaced that of both their US and European 
counterparts over the past five years. 

UBP’s strong yen outlook does pose a headwind for 
Japanese corporates. However, for non-JPY investors, we 
anticipate that the prospect for FX gains should serve as a 
positive contributor to total returns.

Opportunities awaiting a Catalyst – US, China/EM and 
Industrial Commodities

Valuations in US equities have begun to overprice the 
prospect of a dramatic slowdown in US economic growth, 
having seen P/E multiples fall below 15 times. Despite, 
downgrades in recent weeks, we continue to believe that 
earnings expectations remain overly optimistic for 2019 
as evidenced by recent downgrades from high profile 
corporates in recent weeks. We expect this trend to 
continue moving into late-January’s earnings season and 
present a headwind for the new year rally. As earnings are 
revised to more sustainable levels, investors should look to 
stock selection as the key driver of returns in the broader 
US equity market.

Valuations in both China and broader emerging markets 
have long been attractive in both absolute terms and relative 
to developed market equities. The challenge has been that 
the slowing economic and earnings growth profile and an 
unsupportive macro policy backdrop left nothing in the way 
of catalysts to crystallise the value present in these markets.

Though a truce in the ongoing trade conflict between the 
US and China in the coming months may serve as a boon 
to sentiment in China and the broader emerging markets 
complex, a ceasefire alone without more stimulative 
domestic policies may serve only to stabilise the slowing 
trend in the Chinese economy. However, should the 
economic slowdown of 2018 continue unabated in 2019, 
China would need to increase its efforts to support the 
economy and provide the catalyst awaited by markets. 

In the broader emerging markets complex, Brazil’s new 
government may seek to use its early days in office to 
replicate the ‘Start-Stop’ approach of US President Donald 
Trump (please see UBP Spotlight Navigating a Trump 
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Presidency, February 2017) and seek pro-cyclical policy 
measures initially before pursuing the challenging reform 
issues outlined during the campaign. Similarly, in India, with 
elections scheduled for May, pro-cyclical policies may be on 
the cards to buoy the economy looking ahead.

Should such pro-cyclical policies begin to appear in the 
largest emerging economies, the valuation discounts in 
place for the EM asset class may begin to reverse both 
in absolute terms and relative to Western markets. Such 
pro-cyclical policies should also return focus to the growing 
supply-demand imbalances emerging in key industrial 
commodities around the world (Chart 4) and the opportunity 
these present for industrial commodities prices and 
European metals and mining firms over future months.

4. Industrial commodity supply–demand imbalances
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Supply < Demand

Supply > Demand

GSCI Industrial Metals +34% CAGR
MSCI Europe Metals & Mining +39% CAGR

(2003-2006)

GSCI Industrial Metals -6% CAGR
MSCI Europe Metals & Mining -12% CAGR 2007-2015)

GSCI Industrial Metals +8% CAGR
MSCI Europe Metals & Mining +21% CAGR

(2016-2018)

Sources: World Bureau of Metal Statistics,  
Goldman Sachs, Bloomberg Finance L.P. and UBP 

*Aluminum, Lead, Nickel, Tin and Zinc

Tight Financial Conditions = Risk of Volatility Spikes

Although investors should take comfort from the 
emergence of the catalysts needed to stabilise markets, 
the fundamental backdrop of a decelerating global 
economy and a more modest outlook for earnings 
remains in place. Markets may now be buffeted by less 
extreme valuations across asset classes but still have to 
contend with tighter financial conditions than seen at any 
time during 2017 or 2018. 

Therefore, with only moderate return expectations 
expected across most asset classes, these tighter 
financial conditions suggest that episodes like the 
volatility spike of 4Q18 should not be viewed as just a 
one-off affair. Instead, they should be seen as a new and 
likely persistent feature of the market backdrop looking 
ahead. 

As a result, we continue to believe investors should look 
to pivot portfolios from directional opportunities and 
instead consider alternative strategies which should help 
to cushion returns through these periodic episodes of 
elevated volatility. In addition, opportunistically, strategies 
which offer asymmetric exposure – capital protected or 
de-leveraged downside risk against upside participation 
in markets – can offer similar benefits to investors in such 
volatile markets.
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Disclaimer
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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 
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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 
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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 
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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 
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