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January was not a good month for financial markets as, at different times, it broke records for the “worst ever start to the year” 
for many of the world’s major indices.  

With confidence shaken, emotional investing seems to have taken over.  The graphs below tell the story, as correlation levels 
between oil prices and equity markets have reached a staggering 95% in the last month (first graph). This is at odds with 
historical levels (second graph).

Crude Oil vs World Equities in the last month and over the three years prior to that

Emotional investing is rarely successful, and we are certainly avoiding it.  There’s certainly much to worry about. Strategists at 
Schwab captured the main reasons quite well:

“Global growth worries, centred in China, seem to be part of the reason, expressed most readily by the continuing drop in a broad 
selection of commodity prices, with oil being at the top of radar screens. As the drop in oil has decimated the energy market, worries 
have escalated that the drop is foretelling a serious economic problem…”

Mix in the beginning of the Fed’s rate-rising cycle (that some believe will cause the US to go into recession) and the formida-
ble geopolitical issues, and one can see why markets have convulsed.  Yet as Merrill Lynch elegantly put it in a research note 
recently, “This too shall pass”.  Without being cheerleaders, we tend to agree with their conclusion.

Frankly, we do not know if the markets will drop another 5%, 10% or 15% from today’s levels, and we venture to say that no 
one does. What we do know is that if we had sold 10 days ago, we would not have participated in the subsequent near-7% 
rally in global markets. In the next page, we list the reasons why there are grounds for optimism.  

China

China is making a painful transition from an investment-led to a consumer-led economy.  It certainly has the financial 
firepower to manage the current credit stress, with massive international reserves and large trade and current account 
balances. In the following years, it is still expected to grow at 3-5% annually, thus remaining a major contributor to world 
growth.  Retail sales growth is still in the double digits, and over 400 million millennials are tech savvy, health-conscious and 
love to travel. 
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US

Driven by a strong services sector, strong employment data and a stable housing market, it is unlikely that the US will fall into 
recession.  Markets have never fallen sustainably and meaningfully  unless a recession loomed around the corner.  Addition-
ally, leverage in the financial system is a fraction of what it was in 2008; and while consumers—the major drivers of the US 
economy—were heavily exposed to the financial crisis via housing, today they are on the “right side” of one of the causes of 
volatility by being oil consumers.  Finally, equity market valuations are not demanding,  the funding markets are not showing 
signs of undue stress and the yield curve  - a good predictor of recessions - is not much  flatter today than it was a year ago.

Europe, Japan and others

Valuations of European and Japanese companies have fallen back to levels not seen since 2012/13. Earnings growth, the major 
driver of markets, is expected to be strong.  Ongoing QE and low energy prices are a huge tailwind.  On the rest, we are still 
concerned about Emerging Markets, and thus, as we have done for over two years, are still avoiding them.

Oil

One of the major concerns is that many energy companies will go bust, thus defaulting on their obligations and creating 
stress for banks that are exposed.  Yet, many of the defaults will be in high-yield corporate debt and banks such as Bank of 
America have only got a 3% exposure to energy loans from their total loan portfolio. This is certainly manageable. We view 
the fall in energy prices as a net positive as 90% of the world’s GDP are energy importers.  This is a big boost to consumption, 
which is likely to outweigh the negative effects for the energy sector.

Conclusion

We are undergoing a stressful period in the markets.  It is never fun to live through turbulent market times, but it can flush 
out some of the excesses in the market and set up the next move higher. As always, patience, diversification, discipline, and a 
long-term perspective and plan are required. Implementing this plan with solid funds and securities, and without emotion, is 
the best course of action.

  

The Elgin Analyst Team

Disclaimer

All information contained herein and any opinions expressed in it are intended solely for the use of customers of Elgin AMC (“Elgin”). This 
document is not, and should not be construed as an offer or solicitation to buy or sell any product, security or any other financial instru-
ment. Any opinions expressed in this document are subject to change in that notice. This information is a marketing communication for the 
purpose of the European Markets in Financial Instruments Directive (MiFID) and CySEC’s Rules. It has not been prepared in accordance with 
the legal requirements designed to promote the independence or objectivity of investment research. This document is not based upon de-
tailed analysis by Elgin of any, market, issuer or security named herein and does not constitute a formal research recommendation, either ex-
pressly or otherwise. It is not investment advice and does not take into account the investment objectives and policies, financial position or 
portfolio composition of any recipient. This document should not to be relied upon as authoritative or taken in substitution for the exercise 
of your own commercial judgment. This document has been prepared on the basis of economic data, trading patterns, actual market news 
and events, and is only valid on the date of publication. Elgin does not make any guarantee, representation or warranty, (either expressly or 
impliedly), as to the factual accuracy, completeness, or sufficiency of information contained herein. This document has been prepared by the 
author based upon informational sources believed to be reliable and prepared in good faith. Elgin does not make any representation or war-
ranty, express or implied, as to the accuracy, completeness or correctness of this information.  Elgin does not accept any liability for any loss 
or damage, howsoever caused, arising from any errors, omissions or reliance on any information or views contained in this document. The 
value of any securities mentioned in this document may move up or down, and the value of securities denominated in other currencies will 
also be subject to fluctuations in the relevant exchange rates. Securities issued in emerging markets are typically subject to greater volatility 
and risk of loss. Elgin’s officers, directors and employees may own or have positions in any investment(s) mentioned herein or related thereto 
and may, from time to time, add to or dispose of any such investment(s). This information is the intellectual property of Elgin. Redistribution 
or dissemination of this document is prohibited. 

Elgin AMC is a trading name of Numisma Capital Ltd. Numisma Capital Ltd is regulated by the Cyprus Securities and Exchange Commission 
(CIF licence no. 122/10) Additional information from Elgin AMC is available upon request at info@elgingamc.com


