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Market Update – 21 January 2016

by Moz Afzal, CIO

As we wrote in our note last week “Tis the Season to be…nervous?”, we believe
that the heightened financial market distress of the past few weeks reflects
overly fearful sentiment. In the points below, we outline our key thoughts as to
our positioning in the context of our views at the beginning of the year and,
more importantly, what our strategy is in the short and long-term.
Let’s start with the assertion that we are entering into a developed economy recession. As we show in
Chart 1, recessions are typically preceded by a flat to inverted yield curve. As the chart shows, this is not
the case in the US today with the yield curve mid-cycle in terms of its positioning. Although it has
flattened since the peaks in 2013, the yield curve remains nonetheless reasonably steep. This view is
further reinforced by observing that employment conditions in the developed world remaining robust,
interest rates remain very low or negative and energy and gasoline prices are at multi-year lows. As you
may have read recently, the IMF (International Monetary Fund) cut its global growth forecast to 3.4%
yesterday from 3.6%, but it still currently predicts that global growth will be higher this year than it was in
2015.
Chart 1: US Yield Curve (10Yr-2Yr)

Source: EFGAM, Bloomberg
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There is a fear that China will collapse, with a very large RMB devaluation which will wreak havoc on the
rest of the world. As we discussed in our last note1, we do not foresee this happening. What is happening
is that the Chinese economy continues to shift from one led by industry and capex to a service and
consumer-led economy. Recent data reinforces this view. The IMF currently has a growth forecast for
China of 6.3% for 2016 and 6.0% for 2017. We believe many economists have a far dimmer view of the
outlook for China, so growth at 6% or more will represent a positive surprise for markets. We should be
wary, however, that Chinese policy makers are inexperienced in managing a more market led economy
and they will continue to “learn by doing” which means that we will have these bouts of volatility from time
to time until they improve.

Another concern is that problems in the energy sector will lead to contagion in credit markets. There is
some truth to this, in that contagion fear is high given the illiquidity that exists these days in fixed income
markets. However, Table 1 and Chart 2 show that there is as yet very little contagion into the other
sectors of high yield (HY). We find both investment grade (IG) and HY corporates attractive at this point.
Eventually the energy sector itself will find a floor (as we wrote in our 2016 Outlook) and will consolidate.
This will create a significant performance opportunity.
Table 1: US High Yield Distress* By Sector

Source: EFGAM, Bloomberg, Merrill Lynch Bank of America
*Distress defined as number of issuers trading below 40c in the dollar
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Chart 2: US High Yield Energy vs. Non Energy

Source: Merrill Lynch Bank of America
When do we reach a bottom? We believe an interim low for the markets is approaching, as conditions
are over-sold and fear is high, per the implied volatilities (more accurate than the VIX index) which are at
highs we have not seen since 2011 (Chart 3). In addition, valuation spreads (shown in Chart 4) are at
extremes and consistent with previous recession type periods, which as we have established above, we
do not believe in. In the rally, stocks that have been overly beaten up relative to fundamentals, value
stocks and small-caps, offer the most up-side relative to ETFs (exchange-traded funds). We note for
example, that on 20th January the Russell 2000 Index was up 0.5% and is down by 20% from its peak
versus the S&P that was down 1.2% (on 20th January).
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Chart 3: A Measure of Protection Demand*
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*The implied volatilities of At-The-Money 12-month put options
Source: EFGAM, Bloomberg

Chart 4: US Valuation Spreads and Recessions

Source: National Bureau of Economic Research, Empirical Research Partners Analysis
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From a contrarian perspective, we find it interesting that the major banks are all calling for a bear market.
It is often the case that when all market participants share the same view at the same time, this is the
point at which it is most attractive to adopt the opposite view.
As Birinyi Associates recently noted, “sentiment maybe [sic] at an all-time low. We have never seen so
many, so extreme forecasts. Granted there are more forecasts from diverse sources but for major firms
to go to the edge of the limb is without precedent”. Major banks’ recent strategist commentary includes:








JP Morgan: Sell Stocks on Any Rally
Guggenheim Sees Equity Bear Market
UBS Full Size Bear Market This Year
Citi Cuts US Equities to Underweight
RBS Warns: “Sell Everything”
Merrill: The S&P Could Go to 1,600 Bear Market is Here – Expect Another 15% Plunge
SocGen - S&P Could Plunge 75%

Source: Birinyi Associates
What do we do next? Just like a doctor, we need to assess the “market” patient. What we are looking for
are signs that any rally is sustainable and is in line with our non-recessionary and non-contagious view.
The rally has got to have breadth (5 stocks up vs. 1 stock down), volume skewed to the upside and fear
from the investing community that they are missing out. As we noted above, most large bank strategists
have a negative view. We would also like to see a rally be accompanied by “good news”; this could come
from confirmation that the Federal Reserve will not be reckless in rate increases or more dovish
commentary from the European Central Bank (ECB), Bank of Japan (BoJ) and other central banks. In
addition, a mildly depreciating US dollar which may accompany these more dovish comments will ease
the pressure on commodities, emerging market currencies and credit spreads. If these rally conditions
are not met, we will need to reassess our views in light of market action and volatility and look to cut our
risk exposure and wait for a better re-entry point. This re-entry point may coincide with the Federal
Reserve moving to re-engage quantitative easing (no. 4) to stabilise market conditions. This year may
well be one of tactical awareness and we will need to keep an open and flexible mind if indeed additional
actions are necessary.
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Important Notice
This document does not constitute and shall not be construed as a prospectus, advertisement, public offering or placement of, nor a
recommendation to buy, sell, hold or solicit, any investment, security, other financial instrument or other product or service. It is not
intended to be a final representation of the terms and conditions of any investment, security, other financial instrument or other product or
service. This document is for general information only and is not intended as investment advice or any other specific recommendation as
to any particular course of action or inaction. The information in this document does not take into account the specific investment
objectives, financial situation or particular needs of the recipient. You should seek your own professional advice suitable to your particular
circumstances prior to making any investment or if you are in doubt as to the information in this document. Although information in this
document has been obtained from sources believed to be reliable, no member of the EFG group represents or warrants its accuracy, and
such information may be incomplete or condensed. Any opinions in this document are subject to change without notice. This document
may contain personal opinions which do not necessarily reflect the position of any member of the EFG group. To the fullest extent
permissible by law, no member of the EFG group shall be responsible for the consequences of any errors or omissions herein, or reliance
upon any opinion or statement contained herein, and each member of the EFG group expressly disclaims any liability, including (without
limitation) liability for incidental or consequential damages, arising from the same or resulting from any action or inaction on the part of the
recipient in reliance on this document. The value of investments and the income derived from them can fall as well as rise, and past
performance is no indicator of future performance. Investment products may be subject to investment risks involving, but not limited to,
possible loss of all or part of the principal invested. The availability of this document in any jurisdiction or country may be contrary to local
law or regulation and persons who come into possession of this document should inform themselves of and observe any restrictions. This
document may not be reproduced, disclosed or distributed (in whole or in part) to any other person without prior written permission from
an authorised member of the EFG group. This document has been produced by EFG Asset Management (UK) Limited for use by the EFG
group and the worldwide subsidiaries and affiliates within the EFG group. EFG Asset Management (UK) Limited is authorised and
regulated by the UK Financial Conduct Authority, registered no. 7389746. Registered address: EFG Asset Management (UK) Limited,
Leconfield House, Curzon Street, London W1J 5JB, United Kingdom, telephone +44 (0)20 7491 9111. If you have received this document
from any affiliate or branch referred to below, please note the following: Bahamas: EFG Bank & Trust (Bahamas) Ltd. is licensed by the
Securities Commission of The Bahamas pursuant to the Securities Industry Act, 2011 and Securities Industry Regulations, 2012 and is
authorized to conduct securities business in and from The Bahamas including dealing in securities, arranging deals in securities,
managing securities and advising on securities. EFG Bank & Trust (Bahamas) Ltd. is also licensed by the Central Bank of The Bahamas
pursuant to the Banks and Trust Companies Regulation Act, 2000 as a Bank and Trust company. Bermuda: EFG Wealth Management
(Bermuda) Ltd. is an exempted company incorporated in Bermuda with limited liability. Registered address: Thistle House, 2nd Floor, 4
Burnaby Street, Hamilton HM 11, Bermuda. Cayman Islands: EFG Bank is licensed by the Cayman Islands Monetary Authority for the
conduct of banking business pursuant to the Banks and Trust Companies Law of the Cayman Islands. EFG Wealth Management
(Cayman) Ltd. is licensed by the Cayman Islands Monetary Authority for the conduct of trust business pursuant to the Banks and Trust
Companies Law of the Cayman Islands, and for the conduct of securities investment business pursuant to the Securities Investment
Business Law of the Cayman Islands. Guernsey: EFG Private Bank (Channel Islands) Limited is licensed by the Guernsey Financial
Services Commission. Hong Kong: EFG Bank AG is authorized as a licensed bank by the Hong Kong Monetary Authority pursuant to the
Banking Ordinance (Cap. 155, Laws of Hong Kong) and is authorized to carry out Type 1 (dealing in securities) and Type 9 (asset
management) regulated activity in Hong Kong. Jersey: EFG Wealth Solutions (Jersey) Limited is regulated by the Jersey Financial
Services Commission in the conduct of investment business under the Financial Services (Jersey) Law 1998. Liechtenstein: EFG Bank
von Ernst AG is regulated by the Financial Market Authority Liechtenstein, Landstrasse 109, P.O. Box 279, 9490 Vaduz, Liechtenstein.
Luxembourg: EFG Bank (Luxembourg) S.A. is listed on the official list of banks established in Luxembourg in accordance with the
Luxembourg law of 5 April 1993 on the financial sector (as amended) (the “Law of 1993”), held by the Luxembourg supervisory authority
(Commission de surveillance du secteur financier), as a public limited company under Luxembourg law (société anonyme) authorised to
carry on its activities pursuant to Article 2 of the Law of 1993. Luxembourg residents should exclusively contact EFG Bank (Luxembourg)
S.A., 14, allée Marconi, L-2120 Luxembourg, telephone +352 264541, for any information regarding the services of EFG Bank
(Luxembourg) S.A. Monaco: EFG Bank (Monaco) SAM is a Monegasque Public Limited Company with a company registration no. 90 S
02647 (Registre du Commerce et de l’Industrie de la Principauté de Monaco). EFG Bank (Monaco) SAM is a bank with financial activities
authorized and regulated by the French Prudential Supervision and Resolution Authority and by the Monegasque Commission for the
Control of Financial Activities. Registered address: EFG Bank (Monaco) SAM, Villa les Aigles, 15, avenue d’Ostende – BP 37 – 98001
Monaco (Principauté de Monaco), telephone: +377 93 15 11 11. The recipient of this document is perfectly fluent in English and waives
the possibility to obtain a French version of this publication. People’s Republic of China (“PRC”): EFG Bank AG Shanghai Representative
Office is approved by China Banking Regulatory Commission and registered with the Shanghai Administration for Industry and Commerce
in accordance with the Regulations of the People’s Republic of China for the Administration of Foreign-invested Banks and the related
implementing rules. Registration No: 310000500424509. Registered address: Room 65T10, 65 F, Shanghai World Financial Center, No.
100, Century Avenue, Pudong New Area, Shanghai. The business scope of EFG Bank AG Shanghai Representative Office is limited to
non¬profit making activities only including liaison, market research and consultancy. Singapore: The Singapore branch of EFG Bank AG
(UEN No. T03FC6371J) is licensed by the Monetary Authority of Singapore as a wholesale bank to conduct banking business and
additionally carries on the regulated activities of dealing in securities, fund management and securities financing. Switzerland: EFG Bank
AG, Zurich, including its Geneva branch, is authorized and regulated by the Swiss Financial Market Supervisory Authority (FINMA).
Registered address: EFG Bank AG, Bleicherweg 8, 8022 Zurich, Switzerland and EFG Bank SA, 24 quai du Seujet, 1211 Geneva 2,
Switzerland. Taiwan: EFG Securities Investment Consulting Co. Ltd, Suite A-1, 14th Floor, Hung Tai Center, No.168 Tun Hwa North Road
Taipei, +886 2 8175 0066, SICE License No. BO286. United Kingdom: EFG Private Bank Limited is authorised by the Prudential
Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority, registered no. 144036.
EFG Private Bank Limited is a member of the London Stock Exchange. Registered company no. 2321802. Registered address: EFG
Private Bank Limited, Leconfield House, Curzon Street, London W1J 5JB, United Kingdom, telephone +44 (0)20 7491 9111. In relation to
EFG Asset Management (UK) Limited please note the status disclosure appearing above. United States: EFG Asset Management (UK)
Limited is an affiliate of EFG Capital, a U.S. Securities and Exchange Commission (“SEC”) registered broker-dealer and member of the
Financial Industry Regulatory Authority (“FINRA”) and the Securities Investor Protection Corporation (“SIPC”). None of the SEC, FINRA or
SIPC, have endorsed this document or the services and products provided by EFG Capital or its U.S. based affiliates, EFGAM Americas
and EFG Capital Advisors (EFGCA). Both EFGAM Americas and EFGCA are registered with the SEC as investment advisers. Securities
products and brokerage services are provided by EFG Capital, and asset management services are provided by EFGAM Americas and
EFGCA. EFG Capital, EFGAM Americas and EFGCA are affiliated by common ownership and may maintain mutually associated
personnel. This document is not intended for distribution in the United States or for the account of U.S. persons (as defined in Regulation
S under the United States Securities Act of 1933, as amended (the “Securities Act”)) except to persons who are “qualified purchasers” (as
defined in the United States Investment Company Act of 1940, as amended (the “Investment Company Act”)) and “accredited investors”
(as defined in Rule 501(a) under the Securities Act). Any securities referred to in this document will not be registered under the Securities
Act or qualified under any applicable state securities statutes. Any funds referred to in this document will not be registered as investment
companies under the Investment Company Act.
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