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One of the constants in capital markets is the element of uncertainty. This year has been 

nothing but evidence of market uncertainty. Having said that, we would like to continue 

our prognosis of the markets using our proprietary market model’s projections for the next 

12 months. 
 

We ended our March 2018, “Market Correction” article with the following: 
 

Following are crucial fundamental variables relating to the US economy : 

a. The US GDP is expected to grow at approximately 2.5-3% for 2018. 

b. Corporate earnings are expected to grow at 20% for FY 2018. 

c. Unemployment is expected to remain low; currently at 4.1% (Full employment). 

d. Inflation is contained (~2%) and will not put undue pressure on interest rates.  

e. Tax reform will add to corporate confidence, which will fuel corporate spending.  
 

We believe that these fundamental economic variables will not be derailed by the recent rhetoric 

from the Trump administration. By Trump’s rhetoric, we mean the change in Trade practices, 

particularly the recent trade tariffs imposed on China.  
 

This recent correction of over 7% in the month of March, 2018 could be an opportunity to add to 

existing positions. 
 

Since the market lows of March 2018 (S&P 500: 2,580), the S&P 500 has gained approximately 

9.5% (S&P 500: 2,827 as of August 2nd, 2018). 
 

In retrospect, the February-March 2018 market correction was a buying opportunity. Since 

then, most of the fundamental variables have held their promise and so has the market. One 

thing is for sure, we are going to experience some sort of slowdown or hiccups along the 

way. The question is how deep and how long could these corrections be? 
 

No one can accurately answer that question, but we would like to discuss aspects which are 

critical to the economy. We believe that these factors are crucial in any economic cycle 

but particularly pertinent in the current environment: 

 

1. US Interest Rate Environment. 

2. US Gross Domestic Product (GDP). 

3. US Corporate Earnings. 

 

We will focus on the Interest Rate aspect, as we believe it to be the most important and 

pressing issue currently.  
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Below is a chart illustrating the long-term US Fed Fund Rate (rates the US Federal 

Government charges banks). This rate is the basis for the cost of capital that applies to 

aspects of business and commerce. A crucial point to recognize is that interest rates have 

been on a decline since the 1980s.  

Chart 11         

Interestingly, the Dow Jones 

Industrial Average (DJI), a proxy 

for the broader market, has 

gained significantly during this 

time. It does not take a genius to 

recognize that a declining rate 

(low cost of capital) environment 

is favorable for economic growth 

and in turn the capital / stock 

market.  

 

After almost 3 ½ decades, we are 

moving into a paradigm that most 

of us are not familiar with. The 

Federal Open Market Committee (FOMC) has increased rates 7 times since 2016. Fed Fund 

rates have moved from virtually 0% to now 1.75%-2.00%. In addition, the FOMC has indicated 

that they are cognizant of the US economic growth and will continue to carefully raise rates 

to a reasonable level and reduce the debt on their balance sheet.  
 

Chart 22 

The adjacent Chart 2 shows the 

impact of increasing interest rates 

on the S&P 500 index, which can 

be viewed as a proxy for US 

broad based markets.  
 

The data goes back six decades 

and clearly shows a negative 

correlation between rising rates 

and market decline.    
 

The biggest decline was 

experienced during the dot.com 

bust in 2000-2003 and the 

financial debacle during 2008-2009. Obviously, there were other factors that attributed to 

these respective market declines and economic recessions. Having said that, we can not 

ignore this uncanny negative correlation of the markets to interest rates.  
  

                                            
1 Source: www.tradingeconomics.com   
2 Source: https://www.youtube.com/watch?v=fkmAJvRdYW8  
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If we look at the positive side of the economic equation, we can infer the following: 
 

1. US GDP is growing at or above 3%, and we believe that a 2.5-2.75% per annum 

growth is sustainable. 

2. US Employment scenario is positive and is expected to stay at favorable levels. 

3. US Corporate profits have been growing healthily over the last few years. 

4. Interest Rates are still at low levels which is favorable for economic growth. 
 

Despite such positive parameters, our Market Model is suggesting that the markets are fully 

valued and could end the year at current levels.  
 

To conclude, we would be very selective with new investments at current market levels. It 

would be prudent to focus and pay attention to security selection at these levels. We would 

also recommend that investors start to gravitate towards value investments as growth-

oriented securities seem to be valued for perfection.  

 

In other words, we would suggest that investors wait and watch for opportunities to present 

themselves as opposed to chasing performance. Sometimes, patience is a virtue… 

 

 

 
 

 

 

 

 

 

 

PLEASE REMEMBER: Each investor is unique and should invest to complement their 

respective financial conditions and objectives. 
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Investment Advisor. CGAM believes that the data contained is from reliable sources but cannot guarantee the accuracy of the 

data. None of the information provided constitutes a recommendation or solicitation of an offer to buy or sell any security. 

The investment strategies and or securities may not be suitable to all investors and past performance is not indicative, nor a 

guarantee, of future results. It should not be assumed that recommendations made in this Newsletter and in the future will be 

profitable or will equal the performance of the securities mentioned in this or previous Newsletters.   
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