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Review of markets over the fourth quarter of 2018

The final quarter of 2018 was not good for equity markets. Investors have had to contend with rising US interest 
rates, a sharp slowdown in eurozone business confidence, weaker Chinese growth and rising geopolitical concerns 
(including Brexit, Italian politics and the ongoing trade conflict between the US and China). This all proved an 
indigestible cocktail for investors. On the plus side, over the quarter as a whole government bonds at least lived up 
to their traditional role as the defensive part of a well balanced portfolio. 

In the US, the quarter’s volatility started with the Federal Reserve (Fed) chairman Jerome Powell’s comments 
implying that the Fed wasn’t about to stop increasing interest rates any time soon. US government bond yields 
moved higher to price in a faster pace of rate rises, with the US 10-year Treasury yield briefly rising above 3.2%. 
Equity investors soon started to worry about the potentially faster-than expected pace of rate rises and equities sold 
off through October as they feared the removal of the cheap credit environment. There was a brief bounce in early 
November but when US 10-year yields rose above 3.2% for a second time, again equity markets took fright. From 
the second week of November, equities fell with US government bond prices rising in a classic risk-off trade, with 
investors selling equities and buying Treasuries. 

Markets have started to worry that the US is late in its economic cycle. Tax cuts helped boost growth and corporate                         
earnings in 2018 but investors are aware that the fiscal stimulus will fade beyond the first half of 2019. The midterm 
elections in early November were important in this regard, as the Republican Party might have backed further tax 
cuts to support growth through to the next presidential election had they maintained control of the House of     
Representatives. However, with the Democrats winning the House, the likelihood of further meaningful fiscal       
stimulus, prior to the next US election, is significantly reduced. In November, Fed chairman Powell changed his 
tune slightly, although not the song, saying rates were “just below” the range of estimates for neutral. This shift was 
interpreted as dovish, so much so that by the December meeting markets had moved to price in a greater than 50% 
probability that US interest rates won’t rise beyond 2.5% in 2019. However, while the Fed did lower its guidance from 
three to two rate hikes next year after the December meeting, this was less dovish than markets had been expecting.
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In Europe, business surveys have been weakening all year but this quarter moved closer towards the level that has 
historically been consistent with not just a slowdown in the pace of growth but an outright contraction. Political 
tensions likely contributed to a sharp fall in both the Italian and French business surveys. Germany appears to be 
slowing but still growing, at least for now. Part of the reason for the slowdown in Europe has been a sharp decline 
in the manufacturing sector’s new export orders, which appears attributable – at least in part – to a slowdown in 
demand from China, but domestic political factors have also been a drag. The Italian government’s confrontation 
with the European Union over its budget led to higher borrowing costs in Italy over the course of 2018. The Italian 
government has since submitted a budget with a lower projected deficit, helping to bring borrowing costs back 
down. Meanwhile in France, protests surrounding the cost of petrol led to widespread unrest in key cities and this 
appears to have significantly dented business confidence. 

President Macron has since announced fuel duty cuts and other stimulus measures to ease the tensions. Despite the 
slowdown in growth, the European Central Bank ended its quantitative easing programme in December, noting the 
broad-based nature of the firming in wage growth across the region.  

In the UK, wage growth has also been accelerating, rising at the fastest pace since the financial crisis. On the         
other hand, the ongoing uncertainty surrounding the Brexit negotiations has weighed on business and consumer            
confidence. House prices, and particularly the number of transactions, are also being affected by the uncertainty. 
Against this backdrop the Bank of England maintained rates at 0.75%. 

In China, growth has also slowed, explaining part of the weakness in global exports, with Chinese imports having 
slowed from 37% year-on-year growth in January to 3% in November. Following a clampdown on lending from the 
shadow banking sector, Chinese money supply growth has slowed, coinciding with a slowdown in the pace of retail 
sales growth and industrial production. In response to this slowdown, China is seeking to stimulate the economy 
with a combination of monetary and fiscal measures, particularly in the face of external headwinds emanating from 
the ongoing trade dispute with the US. With the potential for either a deal or further escalation in the trade               
negotiations, there are two-way risks for investors.

Credit markets have struggled this quarter. Non-financial corporate debt-to-GDP has risen to the highest level in 
over 70 years and the credit quality of the US investment grade index has deteriorated. Given liquidity is much lower 
than it was before the financial crisis, a wave of downgrades could put further stress on credit markets. The oil price 
plunged this quarter as rising supply, led by US shale production, caught up with demand. Fears around the outlook 
for global growth and hence demand for oil have also weighed on the price. Falling oil prices create both winners 
and losers. Oil producers will be hurt and business investment in the energy sector will fall. However, oil consumers—
both households and many businesses—will benefit from lower energy costs, providing a potential upside surprise to 
the currently gloomy mood in markets. Overall, the risks are probably higher now than they have been at any point 
since the eurozone crisis. But there are risks both to the downside and the upside. Things that could potentially help 
the global economy in 2019 include Chinese stimulus, avoidance of a no-deal Brexit, a potential trade deal between 
the US and China and lower oil prices boosting growth and slowing the pace of interest rate rises. On the downside, 
Europe could have a recession and US growth is likely to slow and a recession in late 2019 or 2020 can’t be ruled out. 
Trade tensions could escalate and British politicians may fail to provide a near-term Brexit solution. Lower oil prices, 
higher US interest rates and slowing growth could also cause trouble in some of the emerging markets.
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There are always risks and we must not forget that equities, and other risky assets, have delivered strong returns 
over the past nine years and whilst volatility is painful, we know that eventually it creates opportunities. When that 
time comes it is important to have some dry powder.

Portfolio Performance

The charts below show performance of our discretionary risk rated portfolios over the course of the last 1 and 5 
years. The charts are based upon our existing discretionary models looking back and so only take into account the 
asset allocation and fund changes made since March 2017 i.e. since the models were created. The data beyond 
this therefore presumes investment in the same funds and asset allocations as of March 2017. The charts compare 
performance against the FTSE 100 in order to demonstrate the importance of spreading risk through diversifica-
tion. Whilst a direct comparison of our portfolios with an equity index such as the FTSE 100 is not like for like it 
does give an indication of volatility and performance differences on a risk-adjusted basis. 

Source: Financial Express Analytics data 02/01/2018 to 31/12/2018. Past performance is not a reliable indicator of 
future results. All figures given do not include any initial, on-going or product provider fees.
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Asset Allocation and Fund Review

            The investment committee reviewed the existing asset allocation 
            models in conjunction with the recommendations and capital 
            market assumptions put forward by our independent actuary, 
            Dynamic Planner. 

            As a result of this there were changes to the asset allocation models  
            as detailed below. As a result of these changes we also introduced   
            an additional fund to both the Japanese Equity (Baillie Gifford Japan  
            Income & Growth) and Emerging market (Baillie Gifford Emerging 
            Market Growth) sectors. Due to a proposed material change to the 
            objective of the Invesco Money fund we took the decision to substitute 
this fund with the Royal London Short Term Money Market fund

      GAM1                 GAM2    GAM3   GAM4   GAM5

Source: Financial Express Analytics data 02/01/2014 to 31/12/2018. Past performance is not a reliable indicator of 
future results. All figures given do not include any initial, on-going or product provider fees.


