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WE ARE IN A BEAR MARKET
I don’t really know who came up with the idea that a correction
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is a 10% decline from a recent high and a bear market starts
when the correction reaches at least -20%. This seems a little bit arbitrary. In any case, looking at the attached tables,
the obvious conclusion is that we are already in a bear market from a global perspective. Granted, the S&P500 drop
from its peak in July 2015 is only 12.4% and the drop in MSCI World All Country is 14.2% (ex US: - 18%). But, if we look
more closely at these numbers, I believe the picture is a lot worse. First, the 18% decline in world equities ex-USA is
in local currency, and given the broad-based (and often very significant) declines in foreign currencies, the declines
seen in these markets for a US investor are beyond the -20% bear market limit. Second, even in local currency terms,
a significant portion of the world (as measured by the share of global GDP) is in a bear market. A non-exhaustive
list of stock indices which have already experienced a decline greater than 20% includes Canada, Germany, France,
Italy, Spain, Austria, Sweden, Denmark, Finland, Hong Kong, Singapore, China, Brazil, Russia, etc…. Japanese stocks
are down only 19.5% (Hurrah!). US small caps (Russell 2000 index) are officially in bear market territory (down 22%
from its peak) and the average correction for the stocks in the S&P500 is -30.9% (median is -27.3%). From a sector
perspective, only two sectors are in bear market territory – Energy and Materials. The best performing sector during
– consumer staples - is down only 11.1% from its recent high. While the S&P 500 is down 12.4% from its high, the
average correction for the 10 S&P500 economic sectors is actually -19.6% (and the median performance is -16.5%).

THE GREAT WALL
We didn’t really have a Santa Claus rally last year and now we are deprived of our traditional New Year rally! Among
other calendar year anomalies that Wall Street investors live by, one should make us particularly worried - as
January goes, so goes the year. The Great Wall does not refer to some presidential candidate’s hope for our southern
border, but rather to the proverbial wall of worry that bull markets seem to be able to overcome, with stock prices
rallying in the face of a combination of various perceived (or real) threats. At the start of this year, it seems we do
have our fair dose of worries to contend with, so many that it seems fair to refer to a Great Wall of Worry. Will equity
markets be able to rally in the face of such an accumulation of worries and will the bull market reassert itself, or are
we on the verge of something worse? If it feels like a Great Wall of Worry, it’s probably because one of the key factors
upsetting investors at this stage is China. Before we elaborate on the litany of things hurting investors’ sentiment
and feelings today, let’s start with two messages of hope. As you may know, our director of relationship management
at Webster Private Bank is Peter Gabriel. Some of our clients might wonder whether he is the famous British singer,
I would recommend them to make an appointment with him to find out (at that same time, give us a mandate to
manage their financial assets), but in the meantime, let’s remember the title of one of this most famous song: Don’t
give up. And this is exactly our recommendation right now (more on this later). Although it’s fair to say that these
words were said by Kate Bush (and this one is not running for president) to a very depressed Peter Gabriel. As far as
the lack of a positive new year effect, there is also hope as the Chinese New Year only starts on February 8th. It will be
the year of the Monkey. And, once again, Peter Gabriel has some words of advice here - Shock the Monkey! Since I am
not smart enough to really understand what he meant with this title, I found the following explanation online (a very
long explanation, so here is only the conclusion). The man was finally able to “shock the monkey to life”, and is on his
way to becoming a more enlightened human being who can live a richer, fuller life.
Taking a step back from the rollercoaster Chinese local stock market (a.k.a. the Casino), one would come to the same
conclusion with regards to the Chinese economy. The fact that the Yuan is moving lower against the dollar (from
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overvalued levels) is a good thing, not a bad thing. This is very much in line with the Chinese policy objective to
de-peg the currency from the USD and allow its level to be more directly impacted by a broader set of currencies,
which have all fallen dramatically against the greenback in the last 18 months. The fact that the Chinese economy is
transitioning away from an over-reliance on manufacturing exports and heavy industries towards a more consumer
and services intensive economy is also a good thing. Over time, this will make the Chinese economy more stable and
less sensitive to the global trade cycle. But it should come as no surprise that this process will not always be smooth
and is fraught with execution risks as well as ongoing tensions between the old way of doing things and the new
policy objectives. This is a very major endeavor and it does and will continue to create some periodic shocks to the
global economy and markets.

WORST START TO A YEAR EVER
The performance so far in 2016 (as of the close of 1/13) is the worst start ever for US markets (at least since 1901)
with the S&P500 down 7.5%. This 8-day rout has been relatively even-handed on a global basis with global markets
down 6.9% so far. Chinese A-Shares and WTI crude oil are down respectively 18.1% and 17.4%. The factors behind this
nightmarish start to a year where we also have to work one more day (as is unfortunately the case every four year)
are multiple:

CHINA
The surprise Yuan devaluation in August last year was already at the root of the previous correction in 2015. Since
then, the Yuan has been included in the IMF SDR and Chinese officials have made it clear that they intend to let the
Yuan fluctuate more freely against the dollar going forward and look at the currency against a broader basket of
currencies as opposed to maintaining a loose peg with the USD. As indicated previously, the Yuan has appreciated a
lot in recent months on a trade-weighted basis since this USD peg caused the Yuan to become a lot more expensive
compared to pretty much every other currency. Therefore, a weaker Yuan should not be seen as a surprise, and
more weakness is likely going forward. Contrary to popular belief though, the Chinese authorities are not trying
to engineer a rapid decline in the Yuan, and they have actually intervened several times already to support their
currency, witness the rapid decline in Chinese FX reserves. The real issue is that expectations of further currency
weakness and fears that the Chinese economy is slowing down more rapidly than previously thought are driving
significant capital outflows out of China. While some pundits have been quick to point to the fact that China is not
particularly important for the US economy (at least in terms of direct trade linkages), the reality is unfortunately
very different. Weakness in the Chinese economy and currency directly impacts other emerging economies and
commodity producers, which are already in relatively dire conditions. It also impacts Europe and Japan more
directly as these economies run a trade surplus with China. This domino effect will therefore also impact the US
economy at some point. The Chinese intervention to prevent a too violent drop in the Yuan also means that they are
selling some of their USD investments, in particular US treasury notes and bonds, leading to upward pressures on
bond yields at a time when the Federal Reserve has embarked on a tightening cycle.

FINANCIAL CONDITIONS
The US equity market has basically been flat (and highly volatile) since the Fed officially ended QE in October 2014.
While the 25bps rate hike last December is obviously only a very minor move, it was nevertheless an historic event
given how long rates have been on hold (and at zero) in this cycle. The reality is that overall financial conditions have
been tightening quite a bit already over the past 18 months with credit spreads widening and the sharp appreciation
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of the US dollar. The significant drop in Emerging Markets’ (and Chinese in particular) FX reserves in recent months
represent an additional tightening of financial conditions in the US, as does the trend towards tighter lending
standards as evidenced by the Fed Senior Loan Officers survey. Bear markets are usually preceded by a significant
tightening of financial conditions.

RECESSION(S)
We have seen a recession in global trade for some time now. Several large economies are already in recession such
as Brazil or Russia. The manufacturing sector is in recession in the two largest global economies - the USA (the ISM
manufacturing has been below 50 for two consecutive months) and China (the manufacturing PMI has been below 50
for 10 months in a row). We also have a recession in capital spending and a mild recession in corporate earnings (with
2 consecutive quarters of negative year-on-year declines) which, fortunately, can be partially explained by plunging
commodity prices and a surging dollar.

GEOPOLITICAL TENSIONS AND PRESIDENTIAL ELECTION YEAR
The list of geopolitical hot stops keeps on expanding and the first few days of 2016 saw an escalation of tensions
between Iran and Saudi Arabia, as well as further evidence that North Korea is moving forward with its quest of
becoming a nuclear power. Moreover, in case you haven’t noted, 2016 is a presidential election year and one where
there is no incumbent running (Jeb Bush and Hilary Clinton are technically not incumbents). Markets historically
struggle during these years.
Now that everyone still reading this is completely depressed, the good news is that we still expect equity markets to
rebound and probably finish the year in positive territory, albeit delivering only modest total returns. The bad news is
that our level of confidence is relatively low.
Irrespective of whether equities are already in some kind of bear market, it’s important to understand that there are
different flavors of bear markets - those which are accompanied by some type of financial disaster like in 07/09 (the
S&P 500 plunged by more than 55%), those which are accompanied by a US (and global) economic recession and
those which are not related to either one or the other. Indeed, there have been quite a few bear markets (or near bear
markets) taking place against a backdrop of positive US economic growth, such as 1987, 1998 and 2011 to list the most
recent ones. The good news is that these market declines were usually more limited in scope (around 20%) and in
time (with markets rebounding relatively fast and reaching new highs relatively soon after).
Given the strength of the US consumer (employment growth, gradually rising wages, healthy balance sheets, plunging
energy prices), the ongoing rebound in residential investment and the turn in government spending, a US recession
still appears highly unlikely (at least for 2016) as these components are much larger than the manufacturing sector
and will offset any weakness expected in industrial production, capital spending and exports.
Earnings per share actually declined last year for S&P 500 companies and this was despite heavy share buyback
activity. The decline in total earnings (as opposed to per-share earnings) was even more pronounced. A decline in
corporate profits usually happens during an economic recession but two major headwinds depressed earnings last
year - the weakness in energy and the strength of the dollar. Assuming (as we do) that we are in the very last innings
of these trends, the year-on-year comparisons for US profits should become a lot easier and, given the underlying
strength of the domestic economy, corporate profits are expected to rebound in 2016. Valuations are not particularly
attractive in the US, but they are neither particularly elevated, even more so when compared to other competing
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asset classes. As such, a scenario where equity prices move higher in line with earnings (i.e. stable P/E ratios) would
result in single-digit returns for US stocks.
It is true that valuation ratios tend to move lower during a Fed tightening cycle but, as indicated previously, financial
conditions have already tightened for quite a while. Moreover, extremely loose monetary conditions outside the US
should act as an offsetting factor. We also believe that the Fed is unlikely to be able to hike four times this year, which
is what the FOMC Members are currently implying.
For all the gloom and doom about global growth, recent economic momentum in Europe and Japan has been
relatively strong and we expect this to continue given the backdrop of weak currencies, pent-up demand and looser
financial conditions in these economies. Worries that the Chinese economy is heading towards a hard landing also
appear misplaced as the very real weakness in manufacturing and exports is offset by very real strength in consumer
spending on goods and services.
The Chinese authorities still have quite a bit of ammunition left to support their economies in terms of monetary,
fiscal and foreign exchange policies.
Last but not least, we believe that at some point during the year, commodity prices will be able to find a bottom and
the US dollar appreciation will either end or lose significant steam. These developments will be a very welcome relief
for developing economies which have been hit particularly hard over the past 18 months by capital outflows and a
lack of flexibility from a monetary policy perspective. There remain many other challenges for emerging markets
(lack of structural reforms in recent years, high USD debt levels, political crises, to name a few), but a stabilization in
commodity prices and the dollar would go a long way in restoring some level of investor confidence towards these
markets.
Despite these positives, 2016 will most likely be a year where volatility will stay with us, but not necessarily more
than usual. Indeed, the past few years were the anomaly as the Fed’s aggressive QE programs suppressed market
volatility. Tail risks or Black Swans are also more likely in the current environment and some kind of credit event in
the commodity/materials space is high on this list, but these sorts of events are unlikely to lead to systemic risks.
Our final message to you, our dear client, comes from the wonderful Peter Gabriel/Kate Bush duo:
“Rest your head, you worry too much. It’s gonna be alright. When times get rough, you can fall back on us. Don’t give
up. Please, don’t give up.”

FOR MORE INFORMATION CONTACT YOUR WEBSTER PRIVATE BANK PORTFOLIO MANAGER OR
EMAIL US AT PBINFO@WEBSTERBANK.COM.
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