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 Q3 2018 Stats   Return Level 

Equity  

 

MSCI AW Index  4.39% 524 

S&P 500 Index  7.70% 2,913 

MSCI EM Index   -1.00% 1,047 

MSCI CH Index  -7.66% 79 

FTSE 100 Index   -0.69% 7,510 

     

Debt  

 

BBARC GA Index  -0.43% 470 

US G10Y Index   7.03% 3.06% 

US G2Y Index   11.49% 2.87% 

UK G30Y Index   7.25% 3.34% 

     

Infrastructure  S&P GI Index   -1.66% 2,433 

(Source: Bloomberg) 

Like most of this year, three risks dominated most of 

the Q3. Firstly, monetary policy easing in the US and 

secondly the trade war with China with its spill over 

effect on the connected economies and thirdly the 

Brexit. 

As covered in our Q2 wrap up, Fed is still hawkish and 

market expects another rate hike in December. US 10 

year yield crossed 3% psychological barrier in May this 

year and is now around 3.22%, trending upwards. The 

FOMC dot-plot shows the expected increase during 

the Q4 of this year and we expect them to peak 

around 3% during 2019. This should give Fed some 

monetary tools to use in the recession scenario that 

we expect to play out in 2019-2020.   

We still maintain that the velocity of change in the 

shorter end of the yield curve compared to the long 

end is of concern. Historically, an inversion of yield 

curve has been a remarkably good predictor of 

recessions and current 10-2Year spread was observed 

at 0.23%, well in range of the previous troughs that 

were followed by a recession. We would use the “this 

time its different” very cautiously, as the catalyst of 

the slowdowns or recessions may be different but  

 

 

 

once we are there all recessions have the same impact 

on the economy.  

Analysing the changes to the spread and the velocity, 

we can see that the spread changes did act as a 

warning sign and were, in most cases, followed by a 

recession.  

We believe towards the end of Q3, there is some 

credible signs showing market expectations of a slow 

down or a recession.  

 

(Date Source: Federal Reserve Bank) 

Although the current unemployment rates in the US 

labour market and wage inflation is encouraging, we 

believe the mix of interest rate rise, import inflation 

and fading effects of tax stimulus will contribute to 

pressure on households. Keeping in view that current 

Fed balance sheet from the QE stands in excess of 

$4,000bn and US Total Debt of $21,458bn, with the 

rise in interest rates the debt servicing and 

replacement costs are to increase pressure on the 

fiscal provisions. With tax cuts in place, the budget 

deficit is set to increase in the coming years, currently 

at -3.7% of the GDP.  To plug the deficit gap, either the 

productivity is to increase or the debt ceiling to 

increase, Again!  
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Trade skirmishes evolved into a war that we didn’t 

expect. US slapped tariffs on another $200bn and 

threatened to impose on the remaining goods. China 

has responded in kind with tariffs on bulk of 

$130bn of goods it imports from the US. However, 

the dollar strengthening against Chinese Yuan has 

helped the trade flows even after tariffs are 

imposed. Chinese Yuan has further depreciated 

against the US Dollar by 3% during Q3, however, we 

think further depreciation in Yuan can trigger 

capital outflows, hence POBC has not increased the 

base rate in China.  

In line with our Q2 wrap up, in our opinion POBC 

will continue expansionary monetary policy, keep 

repo rates lower and accommodate corporate 

balance sheets.  

GDP impact of trade wars on both the US and China 

will be minimal in the short to medium term till the 

demand and production dynamics are changed. 

China has been moving away from manufacturing 

economy for some time and has regional integration 

project to link different markets.  

Rate of 
Change  Sep 18  Aug 18  Jul 18  Jun 18  May 18  Apr 18  

China #N/A -0.6% -1.3% 1.3% 0.0% 1.0% 

UK -0.2% 1.3% -3.1% 1.3% 2.4% 1.5% 

US -1.5% -1.8% -0.9% -0.7% 3.1% 1.3% 
(Source: MarkIt, Bloomberg) 

Leading indicators for the US and China show a 

positive reading through the quarter, the direction 

of change is however negative. All PMIs for now are 

in 50+ zone but the change suggests a global 

slowdown, especially in China.  

Chinese Household debt has become a concern of 

late. It has also contributed to the increased  

 

 

 

consumption and investment. However, servicing 

this debt in a slowing economy can create a 

problem. This is another reason we think POBC’s 

expansionary policy is to continue.  

We still believe the second order effect of the trade 

wars, in the short term, on emerging markets will 

be sizeable.  

Emerging markets in general has suffered for the 

best part of the year due to strong dollar and high 

sovereign debt. We believe this will continue to be 

the case in Q4 but central banks in emerging 

markets do have monetary tools at hand to try and 

address the slow down if needed.  

Another risk that has been on the horizon for some 

time and now more imminent; Brexit. Uk Economy 

has been resilient and the capital markets shown 

increased confidence. However, this all happened 

when there was a near certainty of “some” sort of 

deal. As we are approaching a deadline with no plan 

and the government is not helping the situation, the 

markets are nervous and a clear consolidation 

pattern can be witnessed. Dollar strength has 

helped FTSE100 during most part of the year, 

however now investors are more concerned about 

the no-deal scenario and what it will look like for 

the UK corporations.  

Markets are becoming more responsive to a bad 

news and we are aware of the risks. As we approach 

2019 we are likely to keep a close watch for the late 

cycle signs to turn in the US and consolidation 

pattern to break in the UK. Keeping this in mind we 

are changing our asset allocation with reducing 

exposure to equities and introducing some ballast 

to our portfolios.  
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Long term slow down due to structural issues is of 

more concern, as is the Chinese domestic debt 

situation on which we are keeping a close watch.  

Emerging markets may present a buying 

opportunity in the coming months as we become 

clearer on the state of play at the end of Q4.  
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