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Executive Summary 
 

 

 

 

• One of the greatest concerns currently 
unsettling the markets is the fear that monetary 
policy in the largest economy in the world is on 
an excessive monetary tightening trajectory, 
which might lead to a sharp slowdown or even a 
recession. 

• However, a number of factors suggest that risk 
markets have over-reacted to the perceived risk 
of imminent recession: not every central bank is 
as advanced as the US in its interest rate cycle; 
the neutral rate of interest could rise as a result 
of rising investment for example; monetary 
policy is not cast in stone; and the Federal 
Reserve has started to change its tune. 

• Another likely worry facing the markets is the 
prospect of the positive effect of the substantial 
fiscal stimulus delivered in 2018 beginning to 
fade in 2019. Despite these concerns, it is likely 
that households and China will take over the 
economic baton from the US government. 

• Tariffs also seem destined to plague markets for 
at least another year. But there are signs that 
world trade is beginning to stabilise. Moreover, 
the percentage of world trade affected by 
actual new and proposed protectionist 
measures is much lower than during the Great  

Depression as well as during the Nixon 
presidency in the early 1970s. 

• Elevated geopolitical uncertainty will once again 
be a source of worry for investors as they survey 
the economic and market landscape in 2019, 
with the main focal points being Brexit and the 
Eurozone. However, politics has always been a 
feature of the economic landscape and markets 
have managed to make progress. 

• US Treasuries appear to be fully priced as the 
current term structure of interest rates now 
implies a moderate likelihood of rate cut by the 
Fed this year. On balance, a rate hike is more 
likely. 

• After the recent sell-off in equity markets, 
valuations look attractive. Together with 
economic fundamentals which are still in 
reasonable shape and dividend yields higher 
than bond yields in many parts of the world, 
there are grounds for believing that 2019 will be 
a better year for equities than 2018.  

• Recent volatility is more likely to be the result of 
a late cycle bump than an end of cycle crash, 
providing potential opportunities for the 
selective investor. 
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Introduction 
After a year of synchronised global economic growth in 
2017, investors entered 2018 in optimistic mood, 
pushing global stock markets to record highs in January. 
By February, an uplift in US inflation expectations and 
the fears of a more aggressive interest-rate posture on 
the part of the Federal Reserve was enough to spook 
markets. From there we witnessed the US, fuelled by 
massive tax cuts and a booming economy, pulling away 
from its peers. By October, however, equity markets 
began to stumble wildly as hawkish talk from the Federal 
Reserve and continued rumblings from the mounting 
trade war between the US and China, triggered another 
risk market sell-off. 

This time, unlike the beginning of 2018, we enter 2019 
with negative investor sentiment being the dominant 
theme. This is not surprising given the wall of worry that 
investors need to climb to overcome their concerns, 
including: excessive monetary tightening; fading fiscal 
stimulus; an escalating trade war; and the perennial 
spike in geopolitical uncertainty. Whether some or all of 
these worries come to fruition will have profound 
implications for the financial markets. 

 

Macroeconomic Outlook  

Excessive Monetary Tightening 

One of the greatest concerns currently unsettling the 
markets is the fear that monetary policy in the largest 
economy in the world is on an excessive monetary 
tightening trajectory, which might lead to a sharp 
slowdown or even a recession. The Federal Reserve has 
increased interest rates nine times since the end of 2015 
and is expected to increase rates twice more in 2019 
taking the Fed Funds Rate to three percent by the end of 
2019. With long term bond yields, such as on 10 Year US 
Treasuries anchored at around 3/3.25% by structural 
forces such as, for example, ageing demographics, the 
chances are that the so-called yield curve (10 Year minus 
2 Year yields) could invert. Historically, this has generally 
been a harbinger of recession.  

Moreover, estimates of the “neutral” rate of interest 
where, in the long run, interest rates are neither 
contractionary or expansionary, are estimated by the 
Federal Reserve to be in the region of 2.5-3.5% with a 
median estimate of about 3%. This suggests that the 

Federal Reserve is on course to raise rates above the 
neutral rate, possibly causing economic contraction. 
Chart 1 shows that, based on the neutral rate being a 
function of investment, productivity, the working 
population and the term premium, whenever the Fed 
Funds Rate touches and/or moves above the neutral 
rate, a sharp economic slowdown or recession 
eventually ensues. To make matters worse, the Federal 
Reserve, after years of quantitative easing, is engaged in 
quantitative tightening – shrinking its balance sheet and 
sucking liquidity out of the system in the process.  

However, a number of factors suggest that risk markets 
have over-reacted to the perceived risk of imminent 
recession. First, not every central bank is as advanced as 
the US in its interest rate cycle. For example, although 
the European Central Bank stopped its quantitative 
easing programme at the end of December, it is still re-
investing proceeds from maturing bonds, and it has 
indicated that interest rates will stay on hold until the 
latter part of 2019. Likewise, the Bank of Japan will 
probably keep its foot firmly on the monetary easing 
pedal as growth remains moderate and inflation remains 
exceptionally low, helped by falling oil prices and 
meagre wage growth. Second, the neutral rate of 
interest could rise as a result of rising investment for 
example. This has risen significantly in the last year in 
the US, helped by substantial corporate tax cuts as well 
as capacity constraints. Rising investment may also 
sustain company earnings growth, helping risk assets to 
withdraw from the drug of cheap liquidity and stand on 
their own two feet. Third, monetary policy is not cast in 
stone, and the Federal Reserve has started to change its 
tune. After saying that the shrinking of its balance sheet 
is on auto-pilot, it has now indicated that it can adjust 
the rate of quantitative tightening, will be sensitive to 
the concerns of the markets and will remain data-
dependent.  
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Chart 1: Actual versus Estimated Neutral Fed Funds 
Interest Rate 

 

Source: Bloomberg. Data from December 2018 (est). 

Fading Fiscal Stimulus 

Another likely worry facing the markets is the prospect 
of the positive effect of the substantial fiscal stimulus 
delivered in 2018 beginning to fade in 2019. Global 
growth received a boost in 2018 when the U.S. opted for 
a late-cycle fiscal expansion, spending over $1 trillion to 
fund tax cuts and federal spending. Estimates suggest 
that in 2018, these measures added more than 0.5% to 
U.S. gross domestic product (GDP) growth and helped 
lift S&P 500 sales and profits. The fiscal stimulus that 
provided an intense sugar rush in 2018 is expected to 
continue for a few more months but fade and eventually 
vanish by 2020 (see chart 2). 

Source: JP Morgan, Congressional Budget Office 

 

Despite concerns of fading fiscal stimulus in the US, it is 
likely that households will take over the economic baton 
from government. Consumer confidence in the US - and 
in  China for that matter - remains at historically high 
levels thanks to record levels of employment, and gently 
rising wages and house prices. The sharp fall in oil prices 
should also provide a substantial boost to real 
household disposable income as well as helping to keep 
inflationary pressures at bay. 

Although fiscal stimulus is likely to dissipate in the US in 
2019, China, on the other hand, is stepping up its 
stimulus measures. China policy has significant influence 
on the global economic cycle. China had been tightening 
policy considerably in 2017 through mid-2018. In 2017, 
China increased short rates by over 200 basis points 
(bps), as measured by one-month fixings on the 
Shanghai Interbank Offered Rate (SHIBOR), and the yuan 
rose over 7%, all of which represented a significant 
tightening of policy. The impact on the Chinese economy 
was perhaps felt more deeply in 2018 due to a 
deterioration in U.S.-China trade relations. 

In response, China has engaged in aggressive easing with 
stimulus polices, such as reducing the same SHIBOR by 
more than 200 bps in 2018 and required reserve ratio 
(RRR) cuts of 250 bps (with another 100bps so far in 
2019). Additionally, Beijing has eased lending standards 
for banks and is expected to expand government 
borrowing by as much as 3% of GDP, which amounts to 
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approximately $400 billion in dollar terms.1 We are 
already seeing early signs of stimulus working to 
stabilise asset prices. Since easing policies tend to lag, 
we may see further stability and possibly even a 
rebound in 2019, which will be supportive of global asset 
prices especially, but not only confined to, emerging 
markets. 

Escalating Trade War 

Tariffs also seem destined to plague markets for at least 
another year. In January, the current 10% tariff on 
$200bn of Chinese goods was scheduled to become 25% 
with another $267bn of Chinese goods already in sight. 
If signed into law, this last segment could prove 
especially painful for the US as it’s likely to impact the 
technology supply chain more than previous rounds. 

The steady escalation in the tit-for-tat between the U.S. 
and China, resulting in higher bilateral taxes on a 
broader basket of imported goods, has produced no 
clear winner but plenty of losers: U.S. producers facing 
higher costs and Chinese consumers and businesses 
losing access to U.S. farm and energy output. The 
negotiations at this point appear to hinge more on 
politics than economics but should new U.S. tariffs 
spread beyond measures that have already been 
announced or threatened, the damage to the U.S. 
economy and investor sentiment could be severe.  

Source: Bloomberg, Data to October/December 2018 

 

As can be seen in chart 3, world trade has already 
slowed markedly during the course of 2018, dragging 
global manufacturing down with it as shown by the 
falling global manufacturing purchasing managers index. 
However, the chart also shows signs that world trade is 
beginning to stabilise and is still in better shape than it 
was during 2015/16. Moreover, the percentage of world 
trade affected by actual new and proposed protectionist 
measures is much lower than during the Great 
Depression as well as during the Nixon presidency in the 
early 1970s. 

Rising Geopolitical Uncertainty 

Elevated geopolitical uncertainty will once again be a 
source of worry for investors as they survey the 
economic and market landscape in 2019. In Europe, 
parliamentary elections (minus the U.K.), will have all 
705 seats up for grabs in May. Some key figures, 
including the ECB’s Mario Draghi, as well as Jean-Claude 
Juncker and Donald Tusk, will be replaced. The new 
group could steer to the right, as the undercurrents of 
populism are bubbling again, though to a lesser degree 
than in 2017. In Germany, Angela Merkel’s influence will 
wane as politicians count down her remaining months as 
Chancellor (her term actually ends in 2021). New CDU 
Chair Annegret Kramp-Karrenbauer is regarded as 
Merkel’s heir-apparent but she will likely put her 
personal stamp on key issues, such as immigration, in 
order to appease the increasingly influential non-
traditional parties such as the Greens and the AfD.  

In France, 2019 will mark President Macron’s second 
year as leader. The past year was spent marketing 
himself as Europe’s new leader, but 2019 will be focused 
on issues closer to home, to change his reputation as 
being out of touch. Recent budgetary tweaks come at a 
cost (~€10bln), and France’s fiscal health will return to 
the spotlight. It was just last year that the deficit ratio 
fell below the EU’s 3% limit for the first time in a decade; 
it looks to deteriorate to around 3.3% in 2019. 
Meantime, Italy will temporarily avoid penalties for its 
new budget, but the cost to its planned measures may 
rise as the economy struggles, bringing back the threat 
of the Excessive Deficit Procedure. In this environment, 
it is likely that the ECB will revise its rate guidance, from 
a rate hike in ‘the summer’ to ‘later in the year’ (perhaps 
even 2020). 

The biggest unknown is Brexit. The U.K. Parliamentary 
vote will be held in mid- January and this could play out 
in many ways. MPs could vote in favour of the 

Chart 3: World Trade and Global Manufacturing 
Purchasing Managers Index 
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agreement, paving the way for a 21-month transition 
period and trade deals to be ironed out. If it is voted 
down, there could be an extension of Article 50, an 
election, and/or another referendum. But the EU could 
refuse to negotiate again, repeating the line that “this is 
the best deal”. That would mean a hard Brexit, bringing 
the U.K. economy to a halt. Our base case is that the 
U.K. will manage to avoid a hard Brexit, but it will 
require support from the EU to pass the deal. 

 

Market Outlook  

Bonds 

2018 was an exceptional year for global bonds.  Bond 
market valuations were impacted by many diverse 
factors including economic, political and technical. 

US Treasuries remained under pressure for much of 
2018 as the Federal Reserve continued to hike interest 
rates (in total by 100 basis points) with indications that 
this normalisation of monetary policy would persist into 
2019.  For the first ten months of 2018 the Bank of 
America Merrill Lynch US Treasury Index (G0Q0) had 
fallen by 2.3%, the worst performance since 2009, 
before staging a remarkable recovery in the last few 
weeks of the year which took the total return for 2018 
to +0.8%.  This effect was more pronounced for shorter 
dated Treasury Notes, where the BAML 1-3 Year US 
Treasury Index returned +1.3% in the fourth quarter to 
finish the year with a total return of 1.6%.  This, 
surprisingly, was the strongest return for the BAML 1-3 
Year US Treasury Index since 2010. 

A sharp fall in equity markets towards the year end saw 
the Standard and Poor’s 500 Index trading at 2347 on 
26th December 2018, representing a twenty percent 
decline in this index since October.  Prior to this move, 
markets were discounting several further rate hikes by 
the Fed, as evidenced by the 2-year Note yield, which 
traded at 2.97% on 8th November, while the lower 
bound of Fed funds rate was still at 2%.  As expected, at 
the December Federal Open Markets Committee 
meeting, the Funds rate was increased by 0.25%.  
However, the median FOMC member projection for the 
Fed Funds rate at the end of 2019 reduced materially 
from 3.125% to 2.625%.  The market-implied level 
moved even more dramatically: the December 2019 Fed 
Funds future (FFZ9) declined from 2.94% in early 
November to 2.24% on 3rd January 2019 (see chart 4). 

Source: Bloomberg. Data to 3rd January 2018 

 

Elsewhere, idiosyncratic risk factors impacted individual 
sovereign markets.  The most extreme example within 
the G7 bloc was Italy.  The new populist coalition 
between League and Five Star Movement, headed by 
Matteo Salvini and Luigi Di Maio, proposed a widening 
of the budget deficit to 2.4%, which was met with stern 
resistance from the EU.  Markets began to focus on the 
true credit fundamentals of weak growth and high debt 
which is effectively subsidised by the EU.  As a 
standalone BBB sovereign credit, Italy would trade at a 
very substantial yield premium over Germany.  The 5-
year Italian yield spread versus Germany increased from 
+55 basis points to +342 basis points in May, as markets 
lost confidence, but subsequently recovered to around 
+200 by the end of 2018 as an agreement was made, 
between Italy and EU, to reduce the proposed deficit to 
around 2%.  In the first half of 2018 these events caused 
Italian government bonds to underperform massively.  
However, following a remarkable recovery toward the 
end of the year, the BAML 1-3 Year Italy Government 
Index returned 3.1% on a currency hedged (USD) basis 
for calendar 2018, which was ahead of the 
corresponding BAML 1-3 Year German Government 
Index (which returned 2.4% on an equivalent currency 
hedged basis in US dollars). 

During 2018 the United Kingdom experienced 
heightened political turmoil surrounding Brexit.  This 
resulted in substantial volatility for UK government bond 
markets.  In the first eleven months of 2018, the Bank of 
America Merrill Lynch UK Gilt Index (G0L0) returned -

Chart 4: Fed Funds Future 
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1.8% then recovered sharply in December to finish the 
year at +0.5%.  The Bank of England raised interest rates 
in early August, from 0.5% to 0.75%.  This was significant 
as it was the first net increase from 0.5% since the 
reduction in rates in 2009.  Contrary to the United 
States, futures markets discount further rate 
normalisation in the UK as SONIA OIS implies around a 
50% probability of a rate hike in November 2019. 

Looking forward, activity readings point to an above-
trend global GDP gain in the last quarter of 2018, with 
official numbers expected later in January. (The 
advanced estimate of US Q4 GDP is scheduled for 
release on 30th January 2019).  Recent data has been 
strong with a string of upbeat labour market reports and 
a firm global December PMI reading is consistent with 
around 3.0% annualized GDP gain. However, forward 
looking PMI details point to slowing ahead as new 
orders continue to slide and firms’ assessment of future 
output has dropped to its lowest level in its six-year 
history.  With recent readings on Asian trade softening 
and the business sentiment decline interacting with a 
tightening in global financial conditions, global growth 
looks likely to slow toward a trend pace.  

This moderation in growth suggests a moderation in 
global inflation. Headline CPI rose 2.7% in the year 
ending in October, its fastest increase in six years. A 
significant portion of this rise was due to higher energy 
prices, which are starting to unwind  

Despite the near-term downward momentum in global 
growth, the pessimism currently reflected in global 
financial markets appears excessive. The global 
expansion remains firm and a recession appears unlikely 
in the medium term.  Central Banks’ supportive and 
flexible stance is significant in this regard.  Recent 
examples include China’s announcement on 4th January 
of cut (earlier than expected) in the Required Deposit 
Reserve Ratio for Major Banks.  Fed chair Powell 
recently delivered a more cautious assessment of global 
financial market developments. He referred to the Fed’s 
policy action in 2016 (rate hikes paused), when worries 
about China were rising and risk markets were tense. 

US Treasuries appear to be fully priced as the current 
term structure of interest rates now implies a moderate 
likelihood of rate cut by the Fed this year.  On balance 
we think a rate hike is more likely and as such we intend 
to keep our target duration exposure relatively short 
until there is a significant upward move in bond yields. 

Source: Bloomberg. Data to 31st December 2018  

Equities 

2018 was really a game of two halves as far as the global 
developed equity markets were concerned. Up to late 
summer, strong corporate profitability, earnings 
progression and stock buy-backs of the last few years 
combined to maintain positive upward momentum in 
most developed equity markets with the US leading the 
way. The annualised return for the S&P 500 over the last 
five years to end September 2018 was running at around 
11.8% (with dividends reinvested), but what happened 
in the last four months of 2018 has changed the 
perspective markedly with a near 7% decline in October 
followed by a 9.2% fall in December, the worst 
December since the 1929 crash.  

The month has also been marked by some extreme daily 
moves with a fall of 8% in a four-day period just before 
Christmas followed by a one day rise of 5% immediately 
afterwards – this is not normal in the biggest and most 
liquid equity market in the world. There are many 
theories as to why the market has suddenly fallen so 
suddenly and so significantly. One can choose from a 
number of different factors, including: an economic 
slowdown in China; shutdown of the Federal 
Government in Washington; trade tensions between US 
and China; a stand-off between Trump and Fed 
chairman Powell; and rising interest rates. 

Over the year as a whole the S&P 500 index fell 6.2%, 
the EuroStoxx 50 declined 14.3%, the FTSE 100 fell 
12.5% and the Nikkei by 12.1% (all figures capital only, 

Chart 5: Bond Market Performance in 2018  
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local currency). All developed markets were down for 
the year and emerging markets fared no better – in 
China, for example, the Shanghai Composite fell over 
25%, more than the main developed indices.  

Most of the factors suggested by market commentators 
as triggers for the fall are not new – the Federal Reserve 
has been raising US rates for two years and has 
repeatedly informed the market that further rates rises 
were to come; meanwhile Brexit has been under 
discussion since the historic vote to leave the EU in June 
2016. Even the Apple profit warning wasn’t quite the 
shock it might have been – suppliers have been making 
cautious comments for the last few months. One factor, 
however, is critical to market behaviour – the valuation 
of equities, especially US equities, has risen relentlessly 
over the last few years as share prices have risen faster 
than the corporate earnings, cashflow and dividends 
which support them, so a correction in market prices has 
been overdue. The P/E on the US market for example, 
using the cyclically adjusted date from Prof. Shiller of 
Yale University, reached over 33x in September 2018, 
one of the highest on record.  

In terms of broad sector performance, the more 
defensive areas of the market such as utilities and 
healthcare fared much better than areas with sensitivity 
to the overall performance of the economy – any sectors 
with exposure to global economic trends and to Chinese 
growth appeared to do badly. Thus, within the S&P 
sectors oils, materials and industrials area all saw falls of 
over 15% or more during the year, with the energy 
sector, which includes oils as well as oil service 
businesses, suffering a decline of 20.5% for the calendar 
year 2018. Banks and financials have also been weak, 

especially in Europe with ongoing worries about the 
solidity of balance sheets. The European Bank sector 
within the Stoxx 600 index fell 28% in 2018. The Utilities 
and Healthcare sectors within Europe, were, like the US, 
the best performing area, on a relative basis. 

So much for last year, what about the coming year? 
Although recent market falls have brought down the 
valuation of the US equity market, it remains expensive 
both in absolute terms and relative to history.  Using 
data from Prof Shiller again, the best returns on US 
stocks have come when buying the market on a P/E 
below 10x and the weakest returns when buying on P/E 
above 20x. The current P/E is 28x. However, buying the 
market after a 10% fall in the valuation has resulted in a 
return of 9.6% in the following 12 months on average, 
suggesting that there are opportunities for a reasonable 

return in 2019. The markets have already had a near 
20% decline from peak to trough in the last few months 
meaning that the scope for further significant falls 
should be limited. Even on more traditional P/E metrics, 
based on trailing one-year earnings, equity markets 
generally look cheap (see chart 6). 

Source: Bloomberg. Data from January 2001 to December 2018. 

 

Moreover, the strength of the economy – the recent US 
non-farm payroll data was exceptionally strong – is a 
further support for equity prices. In addition, the change 
in the composition of the major market constituents is 
another factor to consider: traditional industrial or 
consumer staples businesses, for example, have much 
lower returns on capital employed (RoCE) than the so-
called FAANGs (Facebook, Amazon, Apple, Netflix and 
Google), which are drivers of the index today. These new 
economy companies can sustain high RoCE and continue 
to achieve strong growth – this suggests they can and 
should trade on higher multiples than traditional 
industries.  

In UK and Europe, the battle over Brexit reaches its 
climax in the coming quarter with the UK scheduled to 
leave the EU on 29 March this year. Economic 
commentators are almost uniformly negative about the 
consequences of Brexit and even more pessimistic about 
the consequences of a ‘no deal’ Brexit. Certainly, there 
will be significant challenges for the UK economy to 
overcome with significant risks in both the banking 
sector and the property market if Brexit leads to a loss of 
confidence in the UK. The negative feedback loop 

Chart 6: Equity Market Price to Earnings (one-year trailing) 
Ratios 
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between the property market and the banks was a key 
element in the 2008 financial crisis. And residential 
property prices are lot higher today than in 2008, 
relative to incomes. However, the authorities are as well 
prepared as they can be to counteract the negative 
impact of adverse Brexit sentiment.  

Brexit is certainly a risk to the UK, but given the low 
valuation of the FTSE 100 index, it is plausible to argue 
that the risk is already largely priced in. And the 
valuation of both UK and European equity markets is 
much lower than the US (partly this is driven by the 
difference in the constituents and their respective 
valuations as explained above). The UK is a very 
international index with around 70% of earnings from 
FTSE companies arising internationally, rather than from 
the domestic economy, so while global growth is 
maintained, earnings and dividends can support a 
recovery in equity prices in spite of Brexit. Indeed, a 
Brexit induced fall in sterling would drive UK corporate 
earnings up, at least temporarily. The dividend yield on 
the main indices in both UK and Europe is around 4%, 
historically a very attractive level and certainly well in 
excess of any likely return that can be achieved in the 
bond market. Accordingly, there are grounds for 
believing that 2019 will be a better year for equities than 
2018.  

Source: Bloomberg. Data to 31st December 2018 

Currencies and Commodities 

After a very disappointing 2017, the US Dollar opened 
2018 on a very weak note with the US Dollar Index (DXY) 
losing 4 % in January. The next month brought 
consolidation and the Federal Reserve March interest 
rate hike offered the greenback some long awaited 
support. The strong  fundamental picture allowed the 
DXY to move from strength to strength. In November it 
marked the high point of 2018 at 97.70, which was re-
visited in December. The DXY closed the year at 96.30, 
just above the key trend line (the 200-Day Moving 
Average). 

As far as the G10 bloc is concerned, the Japanese Yen 
turned out to be the only currency to gain against the US 
Dollar in 2018. It is worth mentioning that this 
performance was generated in the last few trading days 
when markets were faced with some unusual events. 
First, the rumour about President Trump looking to fire 
the FED chairman and, second, news that the Treasury 
Secretary Steven Mnuchin had called the CEOs of the six 
biggest U.S. banks to make sure there was ample 
liquidity in the financial system. These two events 
helped create unprecedented volatility with U.S. equities 
having the worst trading month since the GFC (Global 
Financial Crisis).  

As a result, traditional ‘high-beta’ currencies suffered 
most, with the Australian Dollar (AUD) finishing 2018 as 
the G10’s worst performing currency, depreciating 
almost 10% against the US Dollar. Geopolitical tensions 
with the US-China trade war and sharp price falls seen in 
commodities are probably the key factors behind the 
AUD’s very poor performance. The same factors affected 
the Canadian Dollar (7.8% depreciation) and the New 
Zealand Dollar (5.3% depreciation).  In Europe the 
Swedish Krona was the worst performing currency 
(down 7.75% against the US Dollar) followed by the 
British Pound (down 5.6%) and the Norwegian Krone 
(down 5.1%). The Swiss Franc did lose ‘only’ 1% showing 
that the ‘flight to quality’ was one of the major factors 
behind valuations seen on the foreign exchange market.  

Looking into 2019, US monetary policy will probably 
come to the fore following the Fed Chairman recent 
comments suggesting that the FOMC will move to the 
side-lines over the coming months. This sudden change 
in monetary policy (the market is expecting the FED to 
cut rates in 2019 and 2020) should increase downward 
pressure on the US Dollar. However, political events in 
Europe, Brexit and the elections to the Euro Parliament 
should slow down any potential US Dollar depreciation. 

Chart 7: Equity Market Performance in 2018 
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2018 was a year of two halves for commodities, with the 
Bloomberg Commodity Index peaking in May, up 17% 
from the end of 2017, before falling over the rest of the 
year. The price falls accelerated in the final two months 
of 2018, leaving prices 19% below the May peak 

Oil was the main driver of those movements, given its 
high weight in the index, moving from $60 up to $76 and 
then declining to $45 for a fall of 25%. The market was 
pressured by the unexpected rise in global production as 
well as concerns about growth in global demand. In the 
US, strong growth was seen in the Permian, Bakken and 
Eagle Ford shale fields as well as improvements 
offshore, which saw the US become a net exporter of 
petroleum for the first time ever. Inventory levels were 
also built up by less severe sanctions at a time of 
seasonally weak period for demand. 

In terms of 2019, there is no doubt that the recent drop 
in Brent prices to below $55 and WTI to below $46 is 
painful for producer governments and companies alike. 
In total, the OPEC agreement, of close to 2mb/d cuts, 
should sharply reduce the likelihood of an oversupplied 
market in 1H19, and as a result prices can rally from 
current oversold levels. However non-OPEC growth is 
now unlikely to slow while OPEC’s intention is merely to 
stabilise not draw on inventories. Also, there is no doubt 
that the price collapse is due not just to market oil 
supply and demand fundamentals but other factors 
including a dramatic drop in confidence across all asset 
classes, a sharp change in managed money sentiment to 
the bearish side, and uncertainty about growth in the 
two largest economies in the world. Clearly, volatility is 
heightened as we reach the end of this economic cycle 
and any of the factors listed above could limit oil price 
appreciation. 

Gold gyrated over the year advancing early on but then 
declining by 11% by mid-August. However, as we came 
to the end of the year, increased expectations of interest 
rates not advancing as previously thought and the 
negative impact on the USD promoted an advance so 
that losses were mitigated to 2.5%. The rising threat of a 
US government shutdown and prolonged drawdowns in 
global equity markets have also sent gold prices higher. 
In terms of demand, late period support came from 
India, thanks in some part to the gains in the rupee 
together with a strong Diwali festival which has seen 
restocking  

The upward momentum in USD, a strong headwind for 
gold prices in 2018, has plateaued and is likely to reverse 
course in 2019. Gold’s reaction function to risk 

sentiment finally re-emerged in the fourth quarter of 
2018, and a further sell-off in risk assets or the 
manifestation of any geopolitical risks should boost 
bullion prices. While fund positioning on COMEX has 
bounced off all-time lows and is back to net long for the 
first time since July, there remains plenty of room for 
longs to grow. Furthermore, an ultimate resolution of 
the US-China trade war should benefit gold prices as 
well, through the strong EM currency/demand channel. 

Source: Bloomberg. Data to 31st December 2018 

 

 

 

 

 

 

 

 

 

 

 

Chart 8: Currency and Commodity Market Performance in 
2018 
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Conclusion 
Risk markets entered 2018 in ebullient mood and ended 
the year despondent. This time, risk markets enter the 
New Year looking excessively bearish with a wall of 
worry casting a dark shadow over their expectations for 
the year ahead. However, economic fundamentals are 
still on a fairly firm footing and valuations look much 
more compelling than they were. The Federal Reserve is 
likely to be more sensitive to the neutral rate of interest 
and concerns about inverting the yield curve and the US 
and China will look to avoid shooting themselves in the 
foot over a trade war at a time when economic growth is 
slowing. Recent volatility is more likely to be the result 
of a late cycle bump than an end of cycle crash, 
providing potential opportunities for the selective 
investor.                                                                           
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Disclaimer 

 

This communication is intended for professional clients and eligible counterparties only. Past performance is not a 
reliable indicator of future results. Performance results are calculated before management fees and after trading 
expenses.  
 
Information contained in this publication is compiled from industry sources which we consider to be accurate and 
reliable. There is no representation or warranty of any kind, whether express or implied, regarding the accuracy or 
completeness of the information given. The information provided does not constitute advice and it should not be 
relied on as such.  
 
Any views or opinions expressed are those of Crown Agents Investment Management Ltd and are subject to change 
due to market and other conditions and should not be taken as statements of policy or intent.  
Crown Agents Investment Management Ltd accept no liability for the impact of any decisions made based on the 
information provided in this publication. 
 

Crown Agents Investment Management Limited. Registered in England & Wales. No: 2169973.  
Vat Reg No: GB 340 679841. 

 
Authorised and regulated by the Financial Conduct Authority. 

 

 


