
Market Synopsis – February 2018 

We provided a detailed global economic and market 

outlook for 2018 and beyond in the December 2017 and 

January 2018 Market Synopses. One of our conclusions 

were “…US equities appear to be overbought… a 

continued surge in the market will, in our view, inevitably 

set the stage for a correction to bring things back into 

equilibrium. If such a stock market correction occurs, it 

would represent a (short to medium term) buying 

opportunity, we believe.”  

The expected correction commenced late January and 

resulted in a peak-to-trough decline of 11.84% in the S&P 

500 and a 11.97% decline in the MSCI All Country World 

Index. This resulted in a healthy reset of valuation levels. As 

shown in Figure 1, the S&P 500 forward P/E returned to 

levels which were last witnessed in early 2017 and as far 

back as 2015.  

We utilised this pullback to allocate elevated cash levels, 

which accumulated in client portfolios over the last year, 

to equities. However, this does not necessarily imply that 

we believe that all is now in order for risk assets and that 

equity markets is set to run for an extended period. As 

mentioned in the past, “equities and other risk assets will 

sniff out the recession about six months in advance, which 

means that investors should be preparing to take profits 

sometime during the next 12 months.” In order to  

gauge the probability of a recession, we monitor the 

Figure 1: S&P 500 forward P/E 

below list of indicators as discussed in detail in last 

month’s Market Synopsis.  

We provide an update of the indicators as they presently 

stand below: 

There is thus little change in the message from these 

indicators. In fact, the message is marginally better, as 

the recent equity market correction decreased the level 

of speculative activity in the market. 

The crucial question of when the next recession will 

commence, remains. Late last year and earlier in 2018, 

we shared the view that the US would probably enter a 

Indicator 
Critical 

level 

Signal 
January 

2018 
 Current level 

Treasury 2/10 Yield Slope < 0 Bullish Still bullish 

10-Year TIPS Breakeven > 2.4% Bullish Still bullish 

U.S. LEI < 0 Bullish Still bullish 

Global LEI < 0 Bullish Still bullish 

ISM New Orders Less 

Inventories 
< 0 Bullish Still bullish 

3-Month Change In US UI 

Claims 
< 0 Bullish Still bullish 

BCA Monetary Indicator < 0 Bearish Bearish 

BCA Financial Conditions 

Indicator 
< 0 Bullish Bullish 

BCA Speculation Indicator >1 Bearish 
Marginally 
decreased, but still 
bearish 

Table 1: Recession indicators 
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recession during 2019. There is however an old adage 

that says “Expansions do not die of old age. They are 

murdered by the US Federal Reserve (“Fed”).” A year or so 

ago, it looked like the Fed would pull the trigger sometime 

in 2019. However, it now looks more likely that the deed 

will only be committed in 2020.  

The postponement of the next expected recession is the 

result of two things which have changed since the 

beginning of last year: First, the real trade-weighted dollar 

has fallen by 8%. According to the Fed’s SIGMA 

macroeconomic model, this should boost growth by 

about 0.3% over the next two years. Second, US fiscal 

policy has become much more stimulative. It is estimated 

that the US fiscal impulse will reach 0.8% of GDP in 2018 

and 1.3% of GDP in 2019, up from -0.4% and 0.3%, 

respectively, in the IMF’s October 2017 projections, as 

shown in Figure 2. 

to 3.5% by year-end, well below the Fed’s end 2018 

projection of 3.9%. 

A lower-than-projected unemployment rate will permit the 

Fed to raise interest rates four times this year, one more 

hike than currently implied by the Fed’s dot plot. The Fed 

will probably also hike rates three or four times next year. 

However, these additional rate hikes will not be sufficient 

to offset the entire fiscal stimulus which is currently in the 

pipeline. In the absence of a sustained increase in 

productivity or labour force growth, neither of which 

appears to be forthcoming, the economy will continue to 

overheat. 

Inflation is a highly lagging indicator. It typically does not 

peak until well after a recession has begun and does not 

bottom until well after it has ended. The Fed knows this 

perfectly well, but has chosen to let the economy run hot 

out of fear that a premature tightening will set the stage 

for a deflationary spiral. 

By the time the next recession arrives, inflation will be 

higher and financial and economic imbalances greater. 

The fiscal impulse will also fall back towards zero in 2020 

as the budget deficit stabilises at an elevated level. It is 

the change in the budget balance that is correlated with 

GDP growth. If output is already being constrained by a 

lack of spare capacity going into late 2019, the 

subsequent decline in the fiscal impulse in 2020 could 

push growth below trend, leading to rising 

unemployment. As we have often noted, once 

unemployment starts to increase, it continuous to 

increase. There has never been a case in the post-war 

era where the unemployment rate has risen by more than 

one-third of a percentage point that was not associated 

with a recession, as shown in Figure 3. 

The IMF recently highlighted that changes in US financial 

conditions strongly influence growth abroad. As the US 

falls into a recession, equity prices will tumble and credit 

spreads will widen. Financial conditions will tighten, 

transmitting the downturn to the rest of the world. 

Emerging markets with large current account deficits and 

high debt levels will be the most vulnerable. 

Figure 2: US fiscal thrust 

The US economy is receiving significant amounts of 

stimulus, at a time when it least requires it. The 

unemployment rate currently stands at 4.1%, 0.5% below 

the level which the Fed regards as consistent with full 

employment. Given the underlying strength in GDP 

growth, it is likely the job gains will rebound strongly over 

the course of 2018, taking the unemployment rate down 



The only saving grace is that interest rates will be higher in 

2020 than they would have been if the recession had 

begun in 2019. This will give the Fed a bit more scope to 

ease monetary policy again. 

January’s 0.3% rise in the core CPI index grabbed 

investors’ attention, coming on the heels of a surprisingly 

strong average hourly earnings report. The 3-month 

annualised core inflation rate surged to 2.9%. Among the 

components, the large rent and owners’ equivalent rent 

indexes each rose 0.3% in the month, while medical care 

services jumped by 0.6%. Also notable was the 1.7% 

surge in apparel prices, which may reflect ‘catch up’ with 

the perky PPI apparel index. More generally, it appears 

that the upward trend in import price inflation is finally 

leaking into consumer prices. 

That said, investors should guard against getting carried 

away. Most other wage measures, such as unit labour 

costs, are not flashing red. This is consistent with our base 

case view that inflation will trend higher in an orderly 

fashion over the coming months. Moreover, the Fed’s 

preferred measure, core PCE inflation, is still well below 

2%. If our “gradual rise” inflation view proves correct, it will 

allow the FOMC to avoid leaning heavily against the fiscal 

stimulus. 

It is doubtful that the FOMC will try to head off the impact 

of the fiscal stimulus on growth via sharply higher rates, 

opting instead to maintain the current “dot plot” for now 

and wait to see how the stimulus translates into growth 

versus inflation. 

Stronger nominal growth and a patient Fed is a positive 

combination for risk assets such as corporate bonds and 

equities. The updated top-down S&P operating profit 

forecast, incorporating the economic impact of the new 

fiscal stimulus, is provided in Figure 4. We still expect profit 

growth to peak this year as industrial production tops out 

and margins begin to moderate on the back of rising 

wages. However, the projected peak now occurs later in 

the year and at a higher level compared with our previous 

forecast, and the whole profile is shifted up. 

Most of this improvement in the profit outlook is already 

discounted in prices, but the key point is that the earnings 

backdrop will remain a tailwind for equities at least into 

early 2019. 

Figure 3: US employment rate vs recessions  



Figure 4: BCA Research’s top-down S&P operating profit forecast  

Table 2: Annualised real return of the S&P 500 prior to recessions Source: BCA Research 

As shown in the past, equities only begin to underperform 

in a meaningful way in the six months before a recession 

and continue to underperform in the initial phase of the 

downturn. Thus, even if one had known with complete 

certainty that a recession was coming, getting out of 

equities more than six months in advance of the downturn 

would not necessarily be beneficial to long-term realised 

returns. 

While our baseline view is that the next recession will occur 

in 2020, this is not a firm prediction. Many things, 

including an overly aggressive Fed, a sharp appreciation 

in the dollar and a variety of political shocks, could cause 

the recession to occur sooner than anticipated. As such, 

we continue to monitor a wide swathe of data, as 

discussed above, to help guide our investment decisions. 

In conclusion, after waiting patiently and accumulating 

cash positions, the recent correction afforded us the 

opportunity to deploy some of the cash to equities 

trading at attractive levels. As seen Table 2, equity 

managed to yield strong returns in the last 7-12 months 

prior to previous recessions. In our view, investors risk losing 

out on significant returns by getting out of the market too 

early. In this regard, we continue hold equities which 

trade at a discount to our estimates of fair value and will 

de-risk portfolios as equities reach their fair values and 

financial conditions start to deteriorate. 

Annualised Real Returns(%) 
Prior To Recessions 

Months Prior To Recession   

13-to-24 
Months 

1-to-24 
Months 

7-to-12 
Months 

1-to-12 
Months 

1-to-6 
Months 

Non-Recession 
Months 

S&P 500      ...but do not overstay your welcome 

Average Returns Post-1950s 14.2 6.8 8.0 0.1 -7.8 10.1 

Jul 1953 - May 1954 21.9 12.0 17.8 2.0 -13.8 14.7 

Aug 1957 - Apr 1958 15.8 7.1 -17.0 -1.6 13.9 19.3 

Apr 1960 - Feb 1961 31.3 16.8 6.6 2.2 -2.2 15.8 

Dec 1969 - Nov 1970 13.4 -1.3 -11.0 -15.9 -20.7 5.8 

Nov 1973 - Mar 1975 16.9 4.9 -11.3 -7.0 -2.7 6.2 

Jan 1980 - Jul 1980 0.5 2.2 6.8 5.4 4.0 3.1 

Jul 1981 - Nov 1982* … … 32.2 10.5 -11.2 4.0 

Jul 1990 - Mar 1991 14.3 13.1 22.2 11.9 1.6 14.0 

Mar 2001 - Nov 2001 8.9 -0.7 20.0 -10.3 -40.6 12.5 

Dec 2007 - Jun 2009 11.6 7.6 13.6 3.6 -6.3 4.0 

* First 2 columns omitted due to overlap with previous recession period. 

Note: monthly returns are annualised and deflated by the consumer price index; calculations are based on total return index. 

Returns tend to be strong in the late 

stage of the business cycle… 

In more recent 

business cycles, 

investors have 

reaped strong returns 

in the 7-to-12 months 

prior to the recession 
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Indicator Spot MTD YTD Y-o-Y

Gold 1 318.30   -1.5% 1.2% 5.6%

Brent Crude 66.63        -3.5% -0.4% 19.9%

USDZAR 11.70        -2.3% -5.5% -10.7%

EURZAR 14.33        -3.6% -3.5% 3.1%

GBPZAR 16.30        -3.8% -2.5% 0.1%

JSE All Share TRI 8 390.65   -0.9% -0.7% 18.8%

JSE Resources TRI 2 275.75   -4.7% -0.5% 17.8%

JSE Industrials TRI 14 807.65 -2.4% -2.0% 20.0%

JSE Financials TRI 10 118.62 7.4% 4.2% 31.1%

JSE Listed Property TRI 2 035.69   -8.5% -17.4% -4.4%

S&P 500 2 744.28   -2.8% 2.6% 16.1%

Euro STOXX 50 6 969.86   -4.0% -1.1% 6.8%

FTSE 100 6 218.19   -3.4% -4.6% 4.2%

Nikkei 225 34 852.12 -3.8% -1.6% 19.3%

Hang Seng 84 577.04 -3.9% 4.7% 36.6%
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