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As has been widely publicised, after a quiet summer equity markets slumped in October. The FTSE 100 fared relatively well compared 
to other global equity indices, a marked change from recent relative underperformance, but was still down 5.09% in October. The 
S&P 500, representative of the 500 largest companies in the US, was down 6.94% and Hong Kong’s Hang Seng index fell by over 10%. 
The Tech sector suffered more than most, with the MSCI Information Technology sector down 9.43%. 

Month of October 
It is not unusual for volatility to peak in October, a fact underlined 
by famous October crashes in 1929, 1987 and 2008 but what was 
unusual this year was that there seemed to be no single catalyst. 
Concerns ranging from a US-China trade war, Federal Reserve 
interest rate policy, a slowdown in global growth, a “no deal” Brexit 
and weaker than anticipated technology company earnings were 
all a component of investors’ rationale for selling down equity 
exposure. In the final week of October alone there were $3.1bn of 
net outflows from equity Exchange Traded Funds (index tracking 
funds). 

Year to Date 
Things were looking even more glum at the start of the final week 
of October, but stock markets rallied over the last couple days of 
the month and mitigated some of the month end losses. As a 
result, the S&P 500 moved back into the black for the year and  was 
the only market to remain positive since the beginning of 2018.   

What is the short-term/medium term outlook? 
Firstly, let’s look at the suggested catalysts for the sell-off: 
 
Trade Wars 
Thus far the US has introduced tariffs on over $250bn of Chinese 
exports this year and is threatening more. China has retaliated with 
its own tariffs on more than $110bn of US goods.  
 
The Trump administration says it's trying to pressure Beijing to 
make deep changes to its economic policies, accusing China of 
overseeing the theft of US intellectual property and unfairly 
boosting Chinese companies through aggressive industrial 
programs.  
 

It is generally agreed that tariffs are detrimental for the global 
economy and recent GDP figures showed that the impact on the 
Chinese economy has been marked.  China recently suffered its 
weakest quarter of growth since the global financial crisis in 2009, 
(6.5% year-on-year) as manufacturing output and infrastructure 
investment slowed significantly.   
 
In the past week a degree of optimism has crept in that there may 
be a potential ceasefire in this escalating “war”. Trump confirmed 
last Thursday that he had held talks with Chinese President Xi 
Jinping and that on the back of those discussions he has asked 
trade officials to draft a possible trade deal. If it does lead to a 
more formal cessation of trade wars it is unlikely that we will see 
any formal draft terms tabled, by either the US or China, prior to 
the G-20 summit in Argentina.  However, just the possibility of a 
deal should prove positive for global markets and most notably the 
emerging markets.  
 
Sovereign Bonds, Treasury Yields and Monetary Policy 
In times of equity market volatility investors would typically 
anticipate that government (sovereign) bonds would help protect 
investors; however, over the month of October the Global 
Aggregate Treasuries index fell by 0.9%. 
 
The yield on 10-year US government debt (i.e. 10 years until it is 
repaid) is generally viewed as a barometer for global fixed income 
markets.  The yield goes up if interest rates are expected to rise 
and in the first week of October this 10-year yield experienced its 
biggest one-day yield rise since March 1st, touching 3.25% for the 
first time since April 2011.  
 
Treasury yields have been gradually moving higher as the Federal 
Reserve (the Fed) in the US has raised interest rates (currently at 
2.25%) to reflect more positive economic data (good news!). The 
Chairman of the Fed, Jerome Powell reiterated his intention to 
continue this tightening stance at the start of October, when he 
confirmed that they would look to raise rates further in December 
and on three occasions through 2019 as they look to move towards 
their view of the long-term neutral rate of around 3%.   
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This has an impact on all asset classes but most notably equity 
markets. The higher the interest rate, the higher the opportunity 
cost of investing in equities. As it stands after recent moves, US 
investors can achieve 2.25% on cash deposits and a 3.15% per 
annum return from Treasuries, a real return of c1% over the 
prevailing inflation rate, meaning there is less appetite to take the 
risk of investing into equities. 
 
It is for this reason (along with earnings announcements – see 
below) that the technology sector particularly suffered greater 
declines in share price terms than more defensive companies 
during October. In recent years growth companies, which typically 
trade on higher multiples of their earnings, have been buoyed by 
better than expected global growth rates but as we move into the 
later stages of the economic and stock market cycle there is greater 
risk that global growth rates could disappoint.  
 
Valuations and Earnings 
The sell-off across equity markets coincided with the third quarter 
reporting season in the United States.  
 
Three quarters of the companies in the S&P 500 have now reported 
results and pleasingly over 78% of  earnings have once again 
beat en analysts’ expectations. The year-on-year earnings growth 
rate rose to 24.9%, the second highest earnings growth since 2010, 
which is significantly above the estimate of 19.3%.  
 
Despite these positive earnings announcements the stock market 
has fallen 7% and as such the 12-month forward price-to-earnings 
(P/E) valuation of the S&P 500, a key valuation metric, has fallen 
back to 15.4, which is below the 5-year average of 16.4.  Arguably 
therefore US companies, on average, look cheap again. 
 
US companies’ P/E ratios fall below the five-year average: 

An element of stock market weakness may be attributed to the fact 
that analysts expect reduced growth next quarter, but it does seem 
that the market has been punishing negative surprises to a 

greater  extent than rewarding positive surprises – a general 
reflection of investor nervousness.  Indeed, those companies which 
reported positive earnings surprises saw a decrease in price of 1.5% 
while those with negative surprises declined 3.8%. 
 
Across the globe reported earnings have not been as robust as in 
the US, perhaps as they have not had the same fillip of tax cuts and 
tariff protection. In Europe, 25% of companies have reported and 

51.4% of companies have beaten estimates, which is slightly lower 
than typical. The growth rate of 14.2% is also significantly lower 
than over the pond. 
 
Similarly, the trade wars seem to have had a marked impact on 
Asian economies with half of Japan’s major companies falling short 
of market profit forecasts. The combined net profit of Japanese 
companies that have released figures rose just 0.5% for the July-
September quarter after climbing by double digits for seven 
straight quarters. In China, numbers were even more stark with the 
combined net profit of roughly 3,500 listed companies rising just 
7% on the year compared with 23% in the previous quarter. 
 
Once again, a thawing in trade wars seems fundamental to any 
significant upgrade to global earnings forecasts and upward 
movement towards previous valuations. 
 
Strength of the US Dollar 
The US dollar provided some comfort for overseas investors in 
October as the currency traded at its highest level in more than a 
year against major trading partners. The most pronounced gains 
were against the Chinese Renminbi (which sank to a 10-year low) 
and the Indian Rupee, which fell to an all-time low: 

The strength of the dollar has been another factor, alongside trade 
wars, for the continued weakness in emerging markets over the 
past twelve months. Many emerging markets issue debt that is 
priced in US $ and the cost of servicing their debt in local currency 
terms rises as a result of the strength of the US $. This is key to 
recent underperformance of markets such as Argentina and 
Turkey. 
 
Brexit and Political Risk 
We have become accustomed to factoring in heightened political 
risk when analysing market outlooks and nowhere has that been 
more relevant than in UK forecasts over the past couple of years.  
 
Despite murmurings of possible solutions to the Irish border, 
Financial Services passporting and the other unknown elements 
that make up the 5% of the Brexit bill that remain unfinalised, there 
is still a large degree of apathy towards UK equity markets from 
both domestic and international investors.  
 
Whilst sentiment may improve temporarily on the news that initial  
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terms have been agreed, with the backdrop of those terms having 
to pass through a divided parliament, we continue to take a dim 
view on the economic outlook for the UK over the next 12 months.  
 
In the US the situation is now a little clearer having seen the 
Republicans and Trump defend their majority in the Senate but lose 
control of the House to the Democrats. This scenario was widely 
anticipated and historically this gridlock has proven to be 
moderately positive for markets as it reduces the risk of significant 
policy initiatives impacting business. 
 
There is unlikely to be any change in Japan in the near term either, 
with Prime Minister Shinzo Abe re-elected as head of the ruling 
party for a further three years in September. This stable political 
backdrop will allow his party to continue with their positive 
economic reforms (Abenomics) at a time when the domestic focus 
will be on the Rugby World Cup and the Olympics, to be held in 
successive years in Japan. 
 
Summary Outlook 
As the pace of global growth has slowed, we have moderated the 
amount of risk taken across portfolios; however, we maintain an 
equity overweight in the U.S. reflecting our view that an imminent 

recession seems unlikely and Trump’s pro-business stance will 
continue to provide support to domestic growth.  
 
We concur with the results of a recent survey which showed that 
the majority of nearly 150 economists believe that the top two 
triggers for the next global downturn will be a further escalation of 
US-Sino trade tensions and tightening in financial conditions driven 
by a deep sell-off in global equities or a rapid rise in government 
bond yields.  
 
The catalyst for a further significant move in bond yields is likely to 
be higher than expected inflation and whilst this seems to be 
contained at present, we will continue to review each inflation 
report closely.   
 
Now that the mid-terms have passed without significant surprise 
our hope is that there will be a thawing in the US-Sino trade 
tensions but once again we will see more clarity as we approach 
the G20 summit. 
 
On balance, despite companies becoming cheaper after the recent 
sell-off, there is reason to continue to tread warily at present. 
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