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Overview  
The fourth quarter of 2018 was a difficult period for equity markets to make for the worst 
return since the financial crisis ten years before. Sentiment shifted given challenges to global 
growth from trade wars, from a withdrawal of central bank liquidity and from a range of 
political or geopolitical issues, with Brexit in the UK perhaps in a league of its own.  
 
There was a bout of volatility in October, a degree of recovery in November and then a slide 
in December which proved to be the worst such month for the US stock market for fifty 
years. The year had seemed to start with great promise after the relatively benign 2017 but it 
proved to be a period when all asset classes struggled and when volatility returned.  
 
It is for now a shift in expectations as the consensus is still for reasonable economic growth in 
the world if with a clearer realisation that the economic cycle has been a long one and that, 
while proverbially not prone to die of old age, it would come to an end. Growth has faded in 
China, for which the trade wars with the US have been a challenge; in Germany, given the 
pressure from the diesel emission scandals on the car industry; and in the UK, where the 
uncertain outlook has dampened investment. For now it appears to be robust in the US but 
the data has become more variable and there is a fear that the steady rise in interest rates will 
prove too much.  
 
The US Federal Reserve has broadly kept to its policy of rising rates to offset the potentially 
higher inflation from the strong economy. This has been an element in a wider shift by 
central banks who have been drawing to a close their policy of quantitative easing, so as to 
normalise their approach. This tightening of monetary policy, if still relatively mild, has an 
impact both on flows in financial markets and on valuations, as arguably the prices of certain 
assets have been distorted by the abnormally low level of rates. Company earnings have been 
high and may have peaked; share buy-backs in the US have been a factor and confidence is 
key, as companies did not prove astute in 2008 in buying their shares when prices were low. 
 
As before there has been no shortage of political issues, which reflect populist pressures that 
seem justified by the continued disparity in wealth in societies, some geopolitical strains as 
countries adapt to adjustments in relative power and to an extent what still appears to be a 
more fractious world in which there is much more news, real or false. 
 
Outlook 
In this complex world it is hard to fathom a range of potential outcomes, as on the ultimate 
turn in the economic cycle or the final outcome if any of the Brexit negotiations. It could be 
that as in 2017 this year starts with lower expectations and surprises on the upside, the 
opposite of 2018, yet we are inclined to be careful. We can as before find some benefit in the 
diversification and defensiveness of portfolios, to help to ensure a degree of resilience, but 
with an extra element of flexibility in managing them in what are set to be more volatile 
markets. We are realistic in accepting that it is a hard task to time markets but there will be 
scope to adjust positions, not least in the UK as over Brexit. In the short term markets have 
stabilised and a continued rally, however erratic, will provide opportunities to do so. We are 
always ready to de-risk portfolios fully but have chosen not to do so for now.  We will retain 
our focus on strength in company balance sheets and in government finances, as the level of 
debt remains too high.  
 



 

 
Asset returns 
The total return from the FTSE UK Gilts All-Stocks Index was 1.9% in the fourth quarter as 
ten-year yields dropped from 1.57% at end September to 1.28% at end December, which left 
the index up just 0.6% for the year. In the US ten-year yields fell below 3% in the quarter and 
ended the year at 2.68%, if still up on the level of 2.41% at the start. In Germany yields moved 
from 0.47% to 0.24% in the quarter while the recovery in Italy continued as yields dropped 
back to close at 2.74%. As with gilts US Treasuries saw a positive return in the quarter, at 
3.8%, if with a smaller gain for the year of about 1%. Emerging market debt in local currency 
rallied in the quarter but remained down over 12% for the year, while higher-yield debt as 
measured by the Bloomberg Barclays index fell in the quarter and over the year, reflecting 
concerns on credit quality if the cycle ends. 
 
Equity markets struggled in the period. The FTSE 100 fell over the fourth quarter by 10.4% 
which took the index from 7,510 to 6,728  at a level 12.5% below the the start of the year. The 
FTSE 250 Index of mid-sized companies was down 13.8% over the quarter and the FTSE 
SmallCap Index down 11.1% which meant they respectively finished the year off 15.6% and 
12.4%. The AIM market fell by more than a fifth in the quarter to end the year 18.2% lower. 
For the FTSE All-Share, which was down 11% in the quarter, the loss of 13% for the year was 
offset by some income so that the total return for the year was -9.5%. 
 
In the US the S&P 500 index stumbled and fell by 14% in the quarter to leave it down 6.3% for 
a year in which for a long time it had been relatively robust. The concentrated Dow Jones 
index was down 11.8% in the quarter to make a return of –5.6% for the year, while the 
technology-oriented NASDAQ index was down 17.5% and 3.9% respectively. The Russell 
2000 index of smaller companies lagged with falls of 20.5% in the quarter and 12.2% for 2018.   
 
In Europe the EURO STOXX 50 index fell 11.5% over the three months which left it down 
14.3% for the year while smaller companies, as per the Euromoney index, were down 14.4% 
in the quarter and 14.7% for the year. In Japan the Nikkei 225 had a difficult quarter with a 
fall of 17% which left it down 12.1% for the the year.  
 
The MSCI Emerging Markets index in US$ fell by less in the quarter at 7.9% in part because 
of previous weakness, as the return for the year was -16.7%, and in part as the Brazilian 
market actually rose in the quarter on the presidential elections. The Chinese Shanghai index, 
however, was down 11.6% in the quarter to make a fall of 24.6% for the year. The MSCI 
Frontier Markets index was down 4.5% in the quarter but 19.1% for the year. 
  
Sterling softened by 2.1% in the quarter against the US$, to close at a rate of $1.28:£. Against 
the euro Sterling was down 1% to close at €1.11:£. The Japanese Yen was relatively strong 
given some safe-haven appeal.  
 
The price of Brent oil fell sharply by 36% over the three months to close at $53 per barrel, 
down a fifth over the year. The price of gold finally rallied to rise 7.7% in the quarter to reach 
$1283 per troy ounce, if still down 2% for the year. Other major metal prices were weak, with 
only palladium rising in value over the year, when the price of bellwether copper was down 
22%. Agricultural commodity prices were mixed over the quarter and mostly down for the 
year.  
 
The renewed volatility in markets saw the Vix index in the US equity more than double in 
the quarter to leave it up 130% for the year.  
 



 

 
UK 

 Continued Brexit negotiations and pragmatic solution elusive 

 Subdued economic growth and rates on hold as inflation eased 

 Valuations attractive but uncertainty persists  

The UK market fell in the fourth quarter, as did most, even after its previous weakness: it had 
peaked on 22nd May 2018 when the US$ was strong and the world looked a better place. The 
traditional Santa rally was elusive (over a thirty-year period December has been the best 
month for the FTSE 100, rising over 80% of the time with an average gain of 2%). 
  
There is, as before, a range of options and perhaps a hardening of opinions on the likely 
outcome of the Brexit discussions, which remain dominated by internal party politics, the 
attitudes in Europe, the border in Ireland and the scope to change trade deals. While Brexit 
should mean Brexit it is still not clear exactly what it will mean and perhaps if it is an exit 
after all, at least for now. The chance of no deal by the planned departure date in March 2019 
has increased, as has that of a ‘hard deal’ however defined. The parliamentary intrigue will 
continue and Theresa May for now seems unable to persuade enough of the benefits of her 
agreed deal, which at least has some substance. Labour faces its own divisions over Brexit 
and its leader Jeremy Corbyn has done little to put himself in pole position to be prime 
minister: his popularity is low and Labour lag in the polls.  
 
The economy is expanding at a weaker pace: it grew by a reported 0.3% in the three months 
to end November, a little less than the 0.4% in the three months to October. Manufacturers 
suffered their longest period of monthly falls in output since the financial crisis, given the 
impact of weaker overseas demand. Investment has faded and in the third quarter of 2018 
was 2.2% lower than late 2017 after three consecutive quarterly declines, which is rare 
outside of a recession. Retail sales did not grow in December for the first time in ten years. 
Growth in requests for consumer credit has fallen, as it should given that household savings 
ratios are at their lowest for some sixty years. Consumer confidence would be helped by the 
robust job market and wage inflation has risen to 3%, which has not yet fed through to higher 
overall inflation, the rate of which has fallen back to 2.3% helped by the lower oil price. The 
Bank of England has held off on any rise in interest rates, in part because of the uncertain 
outlook.   
 
There is a difference between Brexit accounting for lower growth than might have been (the 
Bank of England’s estimate of an economy 7.7% smaller by 2035) and one in which it falls 
outright (the Bank’s alarming, and to many alarmist, estimate of an 8% drop in the first year 
after a disorderly exit). There is uncertainty over regulation for the pharmaceutical industry 
and airlines, for example, and companies have been selectively increasing inventories. 
  
As before the UK market has been of reduced appeal to international investors but it has 
some decent potential given the relative value of shares including their high dividend yields 
and even higher free cash flow yields. The yield has risen to 4.9% and the Price/Earnings 
Ratio is at a little over 12x. Any moves in the currency arising from the outcome of Brexit will 
be a factor. Sterling has fallen against the US$ and the rate at end December of $1.28:£ 
compares to a level of $1.44:£  just before the 2016 referendum (before which the currency 
had been on something of a tear, if that is still the right word now that much is plastic) and a 
low point near parity back in 1985 . While parity may not be on the cards there is the risk of a 
sharp fall if there is no deal or a disruptive one, while conversely a softer deal or even a 
postponement might see a rally against which some hedging would be productive.  



 

 
 
Continental Europe  
 

 Pressure eased in Italy over budget plans but populism prevalent 

 Economic growth lower if with one-off impacts  

 ECB bringing its stimulus to an end 

European stock markets fell sharply in the fourth quarter, even as the budget position in Italy 
improved, as part of the wider set-back on expectations of lower growth. 
 
In December the Italian government reached a compromise with the European Commission 
when it agreed to reduce the proposed deficit in its budget from 2.4% to nearer 2%, still much 
higher that the 0.8% targeted by the previous government if further below the 3% limit set by 
the EU. The yield premium for Italian government debt over Germany’s fell accordingly and 
the potential crisis seemed to have passed. 
 
Yet the pressures behind the earlier stand-off are still a factor. The populist vote in Europe, if 
not a precise figure, has broadly doubled over the last ten years to near 30% and it is over 
40% in Italy, Poland and Hungary, while the far right Vox party took seats in Andalucia. The 
European parliamentary elections in March will most probably reflect this. 
 
The pressures show in France where President Emmanuel Macron gave in to the protests of 
the gilets jaunes and made concessions that risk taking the French budget deficit over 3%. He 
has committed to continuing his reforms, as he must, in areas such as pensions, 
unemployment insurance and business regulation. Several ministers have resigned and 
Macron’s authority has been weakened perceptibly, and with it some of his drive to 
centralise the European Union, with its own army for example. The core central relationship 
in Europe between France and Germany will also need to accommodate the new leadership 
in the Christian Social Union, as Annegret Kramp-Karranbauer replaced Angela Merkel and 
the coalition government may prove fractious ahead of the next elections. 
 
It is also hard to ignore the threat on the European Union’s eastern borders, even if Russia’s 
seizure of Ukrainian warships in the Black Sea in November is unlikely to lead to an 
escalation despite the Ukrainian Orthodox church breaking away from the Russian 
patriarchate, which President Putin will have taken as a snub. 
 

Growth in the eurozone economy has been slowing and is expected to be at 1.6% in 2019, 
compared to an estimated 1.9% in 2018 and 2.4% in 2017, when everything seemed to be 
going much better. The German economy is now expected to grow at slower rate than that in 
France, with issues in the car industry for which export markets have softened. There was 
good news in that the rate of unemployment has fallen below 8% in the eurozone for the first 
time in ten years, even if the youth rate is still twice that. 
  
The European Central Bank did, as planned, bring to an end its monthly asset purchases in 
December. For now interest rates remain at zero with a deposit facility of -0.4% as inflation 
has stayed low.  
 
European markets might struggle given the pressures on the political Union from Brexit and 
from eastern Europe as well as on the monetary union from Italy especially if global growth 
proves less robust for the region’s exporters, but as in the UK there is reasonable value.  



 

   
 
USA  

 Stand-off and shut-down in administration after mid-term elections 

 Economy still robust but fears of cyclical downturn 

 Federal Reserve raising rates and equites re-priced in part 

In the US the S&P 500 struggled in October, did little in November and then fell sharply in 
December, even with a remarkable 5% rally just after Christmas.   
 
The weaker stock market, the fall in bond yields, the increase in the spread for high-yield 
debt over such falling government bond yields and the flattening yield curve for short-term 
over longer-term debt point to a recession in 2019 or perhaps 2020, but that is not a certainty, 
of course. The government shut-down should come to an end and have limited economic 
impact, but this is now the longest such break in history and is a harbinger of more difficult 
realtionships between the Trump administration and a Congress now controlled by the 
Democrats, who may yet move to impeach the president. The US economy has been still 
strong with confidence high in spite of the market falls and employment robust, as indicated 
by the job creation number of 312,000 for December which provided a boost to investors. 
Based on the unemployment rate, the housing market and other indicators such as car sales,  
the chance of a recession looks lower. 
 
Earnings forecasts for 2019 have already dropped (with Factset indicating a change from an 
average level of 10.4% at end September to 7.9% in January) in part as the oil price has fallen: 
the oil sector was one factor in exceptional earnings growth of a quarter in 2018 along with 
economic expansion, tax cuts and share buy-backs. 
 
The Federal Reserve raised rates again in December when the Chairman Jay Powell said he 
envisaged no change in the policy of running down its balance sheet irrespective of the 
market falls, but he was always likely to be robust in the face of President Trump’s criticisms. 
The Fed did suggest that there might be two rather than three more rate rises in 2019 and in 
its latest commentary indicated that the central bank would be patient. Inflation remains low 
even with the strong jobs market, which would usually feed through to wage inflation which 
was last recorded at 3.2%. It might be that new technology has been a factor and it may be 
that the data is not capturing the full picture – the ‘quit rate’ is as interesting, as it is more 
likely to show workers leaving for a higher-paid job rather than staying in the same one with 
a modestly higher salary.  
 
The increase in yields on bonds had made equities less attractive, whereas the market 
correction has made them less highly-valued even before the potential downturn in profits 
that a recession would bring. The US market often looks over-valued relative to others and 
much will depend on earnings. The oft-quoted Shiller CAPE ratio, which aims to gauge 
earnings over a  cycle, was in Novemebr at a level half as high again as the average over the 
previous fifty years, an average which includes the notable distortion of the dotcom bubble.  
 
So politics and earnings will be key. The US market has seemed expensive before and still 
performed well, but there does seem better value elsewhere.  
 
 
 
 



 

 
Japan, China and north-east Asia 
 

 Chinese authorities respond as economy softens 

 Conflicting aspects in Japan where reform key 

 Trade wars an issue for region  

In the fourth quarter the Chinese stock markets saw further falls and they ended the year the 
worst of the major indices, while in Japan shares also struggled.  
 
In China there have been wider indications that the economy has slowed: the rate of growth 
in manfacturing fell to its lowest level since 2017 and car sales fell by 6% to 22.7m units in 
2018, in part as favourable tax breaks ended, marking the first decline for twenty-eight years. 
The Chinese authorities have cut their reserve ratio for banks by 1%, which might allow the 
release of some $117bn of liquidity and can offset the squeeze the government put on the 
shadow banking sector. China has previously provided a fiscal boost when needed and is 
doing so again in part with capital expenditure on the railways: it has announced plans 
worth $125bn in spending on rail since December, and is due to add 6,500km to the already 
impressive network this year, 40% more than in 2018.  
 
The regime has been ready to make some concessions in discussions with the US over the 
tariff wars even as President Xi Jinping asserts his country’s policy of economic reform, forty 
years on from Deng Xiaoping’s ending of that of Chairman Mao. China’s increased influence 
and ambition has shown in areas such as medical research and space. 
 
In Japan the prime minister Shinzo Abe will continue his reforms in partnership with the 
Bank of Japan, which expects to maintain its stimulus programme through the substantial 
purchases of goverment bonds, almost half of which it has already taken on to its balance 
sheet, yet consumer price inflation at 0.9% is still less than half the stated target of 2%. The 
economy has faltered with one-off shocks and may face a challenge if the second stage of a 
rise in consumption tax, from 8% to 10%, is made in September; it has been postponed twice. 
There should then be a boost from investment and tourism over the Rugby World Cup in 
2019 and the Olympics in 2020. 
 
There is a continued trend by Japanese companies to improve their return on capital (which 
includes net cash on the balance sheet for more than half of non-financial ones) and enhance 
corporate governance, if high-profile cases such as Nissan Renault may be an example of 
other factors. The most typical response has been for companies to increase dividends and 
share buy-backs, up substantially if from a low base, as well as capital investment. The 
exporting companies may struggle if the Yen stays strong: it acts as something of a safe 
haven in times of volatility with the highest inverse correlation to weakness in the US market 
as per the S&P 500 in the two dozen such episodes since 2000.  
 
Trade wars and the slow-down in China have hit manufacturing companies in South Korea 
and Taiwan, with Samsung Electronics forecasting a sharp reduction in earnings.  
 
For now the geopolitical factors seem quieter and as before there is still notable potential in 
companies serving growing consumer demand as well as new technologies.  
 
 
 



 

Emerging Markets  
 

 Mixed story if less pressure from US$ and valuations fair 

 Hopes in Brazil as Bolsanaro takes office  

 Longer-term returns appealing if with volatility still  

Emerging Markets as an asset class (which includes China in the standard indices) fell in the 
quarter yet showed a degree of resilience, if only because of previous weakness reflecting 
pressure from a stronger US$ and from trade wars. Emerging market currencies responded 
positively to suggestions of a truce in the tariff wars in December. 

As with most asset classes fund flows follow performance, such that after capital inflows of 
almost $150bn in 2017 when markets moved to new highs, there were outflows of some 
$70bn in 2018 if at a lower pace at the end of the year. Emerging markets will remain to an 
extent vulnerable to a tightening of global liquidity even if with less reliance on non-domestic 
debt. 

Politics has again been prominent, as has populism. Jair Bolsonaro easily won the second 
round of the election in Brazil with 55% of the vote. His social policies are challenging but 
markets have been encouraged by the vigour with which he plans to reform the economy, 
which has already started on a cyclical recovery.  Much of the confidence hinges on his 
finance minister, Paulo Guides, who was at the University of Chicago and is set to introduce 
a more American approach to the economy. Pension reform is key, as many retire at a young 
age and spending on payments has taken a third of the government budget. 
 

The Indian story has been mixed. In December the Bharatiya Janata Party of Narendra Modi 
lost three state elections to a resurgent Congress party which has dampened confidence 
ahead of the national elections due in April and May, which the BJP is still expected to win. 
Modi’s wish to boost the economy further ahead of the polls has contributed to his conflict 
with the central bank, although lower energy prices will help anyway.   

The longer-term potential remains remarkable as developing countries grow in wealth and as 
urbanisation continues relentlessly. For example, while India has become the third-largest 
market for vehicle sales after the US and China, having over-taken Germany, the number of 
passenger cars per 1,000 people stands at 27 compared to 145 in China and 570 in Germany.  

 
Property, commodities and other alternatives 
 

 UK commercial property resilient outside of retail  

 Oil price fallen and other commodity prices subdued  

 Gold rallied while safe havens elusive 

 Focus on alternatives to add income and resilience 

The UK commercial property market has held up well and the yields are attractive especially 
in resilient areas such as healthcare; yet sentiment might prove overwhelming if there is a 
poor outcome to negotiations over the EU as well and there are problems in the retail sector. 
 
 
 



 

 
 
The price of oil has fallen back and may stay under pressure, given the prospect for subdued 
global growth as well as increased shale production in the US, which increased sharply with 
the oil price rise in 2018 and does adjust quickly. Russia, which was a primary beneficiary of 
the rally in prices earlier in 2018, agreed production cuts with OPEC but Iranian production 
escaped the impact of full sanctions as the US issued waivers to major customers such as 
China and India. The price of Brent oil reached a peak of $86 in October, then fell. 
 
Industrial metal prices have been mostly weak given a softening in demand in China, and 
only palladium did well in 2018, helped by its use in catalytic converters for petrol engines, 
just as platinum struggled given its use in diesel cars. Agricultural commodities have been 
under pressure, with some impact from trade wars; supply disruption and some extreme 
weather conditions might yet prompt a rally from their lows. 
 
Gold finally rallied in the last quarter of 2018 with its appeal as a safe haven helped by a shift 
in sentiment over the US$ as yields fell. For now Bitcoin appears not to be a realistic 
alternative, and the price fell by four-fifths over 2018 from the peak around $20,000 late in 
2017; there is still some interesting potential in the underlying blockchain technology. 
 
Alternative assets will retain a role in helping to smooth returns and in adding a defensive 
element to portfolios, and our focus is on ensuring that we have the right blend. We shall also 
look for opportunities where we can invest: in 2018 winners included European carbon 
credits, cannabis shares and Burgundy wine, where we cannot. 
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IMPORTANT NOTICE: Any forecasts, figures, opinions or investment techniques and 
strategies set out, unless otherwise stated, are Vintage Asset Management’s own. They are 
considered to be accurate at the time of writing, but no warranty of accuracy is given and no 
liability in respect of any error or omission is accepted. They may be subject to change 
without reference or notification to you. The views contained herein are not to be taken as an 
advice or recommendation to buy or sell any investment and the material should not be 
relied upon as containing sufficient information to support an investment decision. It should 
be noted that the value of investments and the income from them may fluctuate and 
investors may not get back the full amount invested.  
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