
Market Synopsis – January 2018 

US (and many global) equities ‘melted up’ in January as 

US tax cuts and continued positive economic data 

releases made the robust growth/low inflation sweet spot 

even sweeter. Ominously, though, recent market action is 

beginning to resemble the classic late cycle blow-off 

phase we discussed in December 2017’s Market Synopsis. 

Such blow-offs can be highly profitable, but also make it 

more difficult to properly time the decrease in portfolio 

risk. Our base case is that the fundamentals supporting 

the market will persist throughout most of 2018. 

Unfortunately, the market consensus now also shares this 

upbeat view for 2018 and many indicators suggest that 

investors have become outright exuberant. As discussed 

last month, we expect a recession in the US sometime in 

2019 as the US Federal Reserve (“Fed”) lifts rates into 

restrictive territory. 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. An attempt to time 

the market to perfection is folly. A gradual de-risking of 

portfolios, as evidence of a market peak mounts, is a 

much more acceptable and advisable approach. The 

indicators we monitor in this regard are: 

Figure 1: 10-year minus 2-year government bond yield curve 

Inversion of the yield curve  

The 10 year-2 year government yield curve inversion has 

been a reliable recession indicator in the past. However, 

the lead time on the peak in equities was quite extended 

at times – see Figure 1. 

Treasury Inflation Protected Securities (“TIPS”) breakeven 

rate  

A shift in the 10-year TIPS breakeven rate above 2.4% 

would be consistent with the Fed’s 2% target for the 

Personal Consumption Expenditure (“PCE”) measure of 

inflation. This would be a signal that the Fed’s 

Federal Open Market Committee will have to step-up the 

pace of rate hikes and aggressively slow economic 

growth. We expect the Fed to tighten four times in 2018. 

We are likely to take some money off the table if core 

inflation is rising, even if it is still below 2%, when the TIPS 

breakeven reaches 2.4%. The 10-year TIPS breakeven 

inflation is given in the second panel of Figure 2(a) 

State of the Business Cycle 

For early signals that the economy is softening, we 

monitor the Institute for Supply Management (“ISM”) new 



Figure 2(a) (Left) and 2(b) (Right): Indicators monitored to gauge market 



orders minus inventories indicator (Top panel, Figure 2(b)) 

to slip below zero or the 3-month growth rate of 

unemployment claims to rise above zero. 

Monetary and Financial Conditions:  

Using interest rates to judge the stance of monetary policy 

has been complicated by central banks’ use of their 

balance sheet as a policy tool. Thus, it is better to use two 

proprietary indicators we source from BCA Research: The 

BCA Monetary Indicator (“MI”) and the BCA Financial 

Conditions Indicator (“FCI”). The S&P 500 index has 

historically rallied strongly when the MI is above its long-

term average. Similarly, equities tend to perform well 

when the FCI is above its 250-day moving average. The 

MI is sending a negative signal because interest rates 

have increased and credit growth has slowed. However, 

the broader FCI remains well in ‘bullish’ territory, as seen in 

the bottom panel of Figure 2(b). 

Leading economic indicators:  

The US Leading Economic Index (“LEI”) has a good track 

record of calling recessions – it is bullish at present. The 

BCA’s Global LEI is also still bullish, as shown in the bottom 

panel of Figure 2(a). 

Price Momentum:  

In order to gauge market momentum we use the S&P 500 

relative to its 200-day moving average. Currently, the 

index is well above that level. 

Sentiment:  

Research shows that equity returns have tended to be 

highest following periods when sentiment is bearish but 

improving. In contrast, returns have tended to be lowest 

following periods when sentiment is bullish but 

deteriorating. Virtually all measures of sentiment are very 

high. The next major move has to be down by definition. 

Thus, sentiment is assigned a negative value at present, 

as shown in Figure 3. 

The aforementioned indicators, together with their current 

signals, are given in Table 1. At current, only two of the 

nine indicators are bearish. 

Table 1: Summary of indicators monitored 

Indicator Critical 
level 

Current 
signal 

Treasury 2/10 Yield Slope Below Zero Bullish 

10-Year TIPS Breakeven Above 

2.4% 

Bullish 

U.S. LEI Below Zero Bullish 

Global LEI Below Zero Bullish 

ISM New Orders Less 

Inventories 

Below Zero Bullish 

3-Month Change In US UI 

Claims 

Above 

Zero 

Bullish 

BCA Monetary Indicator Below Zero Bearish 

BCA Financial Conditions 

Indicator 

Below Zero Bullish 

BCA Speculation Indicator Above 1 Bearish 

When more than half of the indicators turn bearish, one 

should initiate the de-risking of portfolios. Until then, the 

above mentioned equity market sweet spot remains in 

place. 

Although equity valuations do not help investors time the 

peak in markets, it does tell us something about downside 

risk and medium-term expected returns – see Figure 4. 

The Shiller P/E ratio has surged above 30. We concede 

that the Shiller P/E will likely fall mechanically later this year 

as the collapse of earnings in 2008 begins to drop out of 

the 10-year EPS calculation. Nonetheless, even the 

BCA Composite Valuation indicator, which includes some 

metrics that account for extremely low bond yields, 

surpassed one standard deviation in January (the 

threshold for overvaluation). 

Figure 3: BCA Speculation Indicator 



Figure 4: A long-term perspective Source: BCA Research 

Figure 5: Prospective real returns based on starting valuation Source: BCA Research 
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From Figure 5 above, it is evident that historically, average 

total returns were negligible over the subsequent 10-year 

period when the Shiller P/E was in the 30-40 range. 

Valuation indicators thus also echo the requirement for 

de-risking over the appropriate timeframe. 

While the sweet spot for equities and other risk assets 

remain, investors should enjoy the tailwind experienced in 

equity markets. As the year progresses, we will closely 

monitor the above mentioned indicators, amongst 

others, to determine when appropriate measures to 

de-risk portfolios should be initiated.  

In addition to this, we remain ever steadfast in our value 

investment philosophy and process to ensure that 

investors, with the appropriate investment horizon, 

achieve pleasing investment returns over the full 

investment cycle. 

Indicator Spot MTD YTD Y-o-Y

Gold 1 338.51   2.7% 2.7% 10.6%

Brent Crude 69.02        3.2% 3.2% 23.9%

USDZAR 11.98        -3.2% -3.2% -11.3%

EURZAR 14.87        0.1% 0.1% 2.1%

GBPZAR 16.95        1.3% 1.3% -0.2%

JSE All Share TRI 8 463.88   0.2% 0.2% 16.1%

JSE Resources TRI 2 386.95   4.4% 4.4% 10.4%

JSE Industrials TRI 15 165.04 0.3% 0.3% 20.5%

JSE Financials TRI 9 421.21   -2.9% -2.9% 21.9%

JSE Listed Property TRI 2 224.78   -9.7% -9.7% 4.1%

S&P 500 2 822.43   5.6% 5.6% 23.9%

Euro STOXX 50 7 261.26   3.0% 3.0% 14.4%

FTSE 100 6 438.29   -1.3% -1.3% 11.2%

Nikkei 225 36 236.30 2.3% 2.3% 24.6%

Hang Seng 87 999.96 9.0% 9.0% 45.0%
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