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The run has been so good that it may be time to take a breath
It has been a great quarter for risk
assets so far. So good, indeed, that it
could be wise to take some profits.
With most stock markets having
offered double-digit returns this year
to date and a growing chorus of
uncertainties mounting, the balance
of risks has started to look skewed to
the downside. Taking that into
account, the FAB Asset Allocation
Committee (AAC) last week voted to
reduce its model portfolio’s exposure
to US equities to neutral from
overweight.
The decision was tactical, though, as
AAC members continue to believe that
2019 will be a good year for American
stocks, and risk assets in general. In
simple terms, the AAC plans to reinstate
its overweight position later this year
after members become more confident
of the economic outlook and the political
backdrop. For now, however, it made
sense to take a small step back.
On Friday, the S&P 500 ended at 2,803.
It was the first time it finished above
2,800 since early November. Since
October, the index retreated every time
it hit that level. The figure has, therefore,
become what technical analysts call a
‘resistance’. That means there could be
upside momentum if the index holds
above that level for a while, but also that
it is more difficult for that to happen
because people see the number as a
signal to take profits.
Even if the index managed to keep the
momentum, however, the next so-called
‘resistance’ would be around 2,900,
implying potential gains of 3.5%.

“The risks of an overweight
position in US equities are
now skewed downwards.”
Beyond that, if the S&P 500 reaches its
all-time high of 2,930 in the near-term,
that would still only be 4.6% higher than
current levels. Meanwhile, if the index
were to revisit its recent low of 2,344, hit
on 24th December, it would drop almost

17%. That is a classic downward skew
and helps explain why the AAC found it
fit to reduce exposure to US equities.
It also probably provides arguments for
many other investors, including active
money manager and hedge funds, to
rethink their positions and lock in the
gains of the first two months of the year.
Again, psychology is key here. The last
time the S&P 500 gained more than 10%
in the first two months of the year was in
1991, a year when the index gained
26.3%. Unlike this year, however, US
equities had just rallied almost 8.5% in
the last two months of 1990.
The memory of the 14% fall in the fourth
quarter, meanwhile, is very fresh for
active managers. Therefore, they are
likely to favour taking profits before the
end of the quarter, and that movement in
itself could create negative momentum
for US equities and was one of the
factors the AAC considered in reducing
its exposure to the asset class to neutral.
Finally, the internal political situation in
the US is about to get a lot more
complicated, which could affect risk
appetite. The US House of
Representatives last week voted to block
President Donald Trump’s declaration of
a national emergency to build a wall at

the Mexican border and the Senate has
two weeks to assess that bill. It would
take only four Republican senators
siding with Democrats to pass the bill
and reverse the president’s ability to
use extraordinary powers and reallocate
military funds. While the Senate is
Republican, this is about more than the
wall, it is about the power of the purse,
so there is a significant chance the
Senate backs the House.
Amid all that, the debt ceiling kicked in
on Friday. According to the US budget,
the country will spend about US$985
billion more than it expects to receive
this fiscal year, which ends in
September. That means it will have to
incur more debt on top of the US$22
trillion it had as of 11th February. To
borrow more, Congress has to increase
the debt ceiling.
Last year, when Republicans controlled
both the House of Representatives and
the Senate, they suspended the debt
ceiling until 1st March, 2019, at
President Donald Trump's request.
However, for the US to continue
borrowing, the now Democratic House
would have to either increase the debt
ceiling, or suspend it again. Given the
animosity between the White House
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and the House of Representatives, it looks
like the problem will be difficult to resolve.
To be sure, there is also potential good
news ahead, which could help boost
risk assets everywhere. Two of the
issues which most concerned global
investors seem to be nearing some form of
positive resolution. The trade war between
the US and China seems close to a
conclusion, with Chinese and American
officials signalling progress. Reports
indicate that both countries have already
started to work on a memorandum of
understanding which would pave the way
for the broader agreement.
Some of the key issues, such as subsidies
and intellectual property rules, may be left
out as a solution for them could take years
of negotiations. A preliminary agreement,
however, could surface soon, probably
after the annual meeting of the Chinese
People's Political Consultative Conference,
the country’s parliament, which finishes
late next week. President Trump probably
wants that victory too, after his second
summit with North Korean Communist
Party Chairman Kim Jong Un last week
ended abruptly, without a denuclearization
agreement. Mr. Trump walked out of the
meeting saying Kim had asked for an
immediate end to all US sanctions on the
nation, something the US was not prepared
to offer yet.

“President Trump probably
wants to strike a trade deal
with China soon, as he gears
up for the 2020 elections.”
Brexit, another major issue last year,
seems to be progressing to a better
outcome as well. Last week, a group of pro
-Brexit members of Prime Minister Theresa
May’s Conservative Party in Parliament
suggested they would be willing to vote in
favor of her exit plan if she makes some
changes to the deal agreed with the
European Union last year. Essentially, they
want clear language ensuring the so-called
Irish backstop is only temporary.
That suggests that Mrs. May’s agreement
has a chance of being approved in
Parliament when it comes up to a vote on
12th March. In any event, she has indicated
that she will allow for an extension to the
29th March deadline for Brexit in case
Parliament fails to approve her deal.

Markets have reacted to the recent news
by pushing the British pound up by 1.1% to
1.3202 last week. That is 5.7% higher than
the currency’s recent low of 1.2487 on 11th
December.

“A Brexit deal is starting to
seem more likely, though the
risk of a hard exit remains.”
If Brexit were out of the picture, the
strength of the UK economy suggests the
currency could be even stronger. Loans
grew 4.2% in January, just as house price
inflation and new mortgages surprised to
the upside. Unemployment remains low
and interest rates are effectively negative,
as one-year gilts are yielding less than
0.8% while UK inflation came in at 1.8%
year-over-year in January. That suggests
that the Bank of England could have to
increase benchmark rates after the
uncertainty of Brexit is removed,
particularly if an orderly exit is achieved,
which could further boost the pound.
Furthermore, President Trump indicated
clearly that he wants the US dollar to be
weaker, which would also support a
stronger British pound. Mr. Trump told a
crowd of conservatives on Saturday that he
did not want “a dollar that’s so strong that it
makes it prohibitive (…) to do business
with other nations.” The rhetoric confirms
the expectations professed in the FAB
Global Investment Outlook 2019 of a
weakening trend for the dollar in the
second half of the year. It also further
confirms the FAB AAC’s decision in early
January to increase exposure to emerging
markets, a position the AAC kept even as it
trimmed US equities exposure last week.

“Mr. Trump has started to talk
down the dollar, which
favours emerging markets.”
That position is mostly focused on Chinese
stocks and bonds, which are largely driven
by local investors and tend to move more
independently of US markets. Stocks in
Shanghai and Shenzhen have started to
reflect the diffusing currency and trade
risks and rallied last week.
However, not all emerging markets are
likely to benefit equally of President Trump
talking down the dollar. India, for instance,

is currently facing its own idiosyncratic
issues and could see more volatility
than other developing nations in the
coming months.
The situation was underlined last week,
when the country was on the verge of a
war with its northern neighbor,
Pakistan. Both nations claimed to have
downed a jet from each other, with
Pakistan capturing an Indian pilot as a
result of the worst escalation of the
Kashmir border dispute since 1971.
Tensions had subsided by the weekend
as Pakistani Prime Minister Imran Khan
returned the pilot in what he called a
“gesture of peace”.

“Upcoming elections in
India suggest caution about
the country’s assets.”
While the Kashmir conflict seems to
have simmered down after that, the
event was a reminder that India is in
election mode. Prime Minister Narendra
Modi probably weighed his dwindling
popular support when he was making a
decision on whether to attack terrorist
camps in Pakistan following a deadly
terror attack on Indian troops in
Kashmir in February. Such
considerations could run policy afoul of
what investors would expect and
promises to increase the volatility of
Indian assets in the next couple of
months, which is why investors should
approach them carefully.
For inquiries related to this article,
please contact:
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