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Trade War Fears Hit… and Then Disappear
Equity volatility returned in late March, if only for a few days. On
fears of an impending trade war between the US and China,
among other reasons, equities lost roughly 5% over eight days,
shedding nearly $4 trillion in global market cap. Soon thereafter,
markets reassessed the likelihood and impact of such a trade war
and immediately bid up stocks with the S&P 500® regaining
almost 3% in one day.
It’s hard to know if these equity moves are inherently rational
(reacting to quickly changing circumstances) or irrational (rising
and falling by far more than the underlying fundamentals). What
we do know is that these recent bouts of volatility have shaken
retail investor sentiment. According to AAII data, investor
bullishness hit a seven-year high in early January on the back of
macro strength and the euphoria surrounding US tax cuts – only
to collapse by early March. To underscore this investor
confusion, the same survey noted a two-year high in “neutral
sentiment” – with effectively half (45%) throwing up their hands.
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Investor Sentiment: Bullishness Gives Way to
Confusion

AAII Bullish Sentiment
Source: Bloomberg, Natixis Investment Strategies Group (4/3/08 –
3/29/18, weekly)

As always, there is no shortage of explanations for the current
market action. This month we examine six prevailing equity
market narratives – three bullish and three bearish. We find
some validity in each of them, but none of them provide a
complete picture. They just aren’t quite right.

Six Equity Narratives
#1: The Macro Bulls believe in the fundamental strength of the
global economy. The macro expansion that gathered steam in
the summer of 2016 continues to roll, driving fantastic earnings
growth estimates across global bourses for 2018, 2019, and
beyond. This view, however, suffers in both its timeliness and
ability to overcome expectations. First, the most recent macro
data (February and March) has been decidedly mixed at best. It is
too early to know if this is just more of the Q1 seasonal weakness
seen in recent years or the beginning of a cyclical downshift –

which we doubt so far. Second, even if the macro euphoria of
December and January was justified, it has created a very high
bar. Global equities already rallied hard from November through
January, coincident with the peak in macro expectations.
#2: The Secular Bulls believe that the March ’09 equity bottom
(concluding two bear markets in eight years) was the beginning
of a major up-cycle that could last many years, akin to the US
equity run that lasted from 1982 to 1999. This is certainly
plausible, but with two caveats: One, if this is a secular bull
market, equity investors have already been paid handsomely.
The S&P 500® returned +389%, over 19% annualized (total return
with dividends reinvested) as of the ninth anniversary. Two, with
stocks fully valued today, continued gains are likely to be driven
largely by earnings growth. This can continue to push stocks
somewhat higher, but without multiple expansion, it would be
hard to call it a classic “bull market” going forward.
#3: The Technical Bulls believe the market is well supported by
positive momentum trends (both on the economic front and
within the capital markets) as well as supply/demand factors.
Simply put, the trend is your friend. Moreover, with interest
rates plummeting in recent years, equities have become “the
only game in town” for many investors – particularly institutions
that know they can’t achieve their target returns by relying on
paltry bond yields. In addition, business formation has been
weak and abundant private capital has left a shrinking pool of
public stocks to buy, while corporate buybacks are reducing the
public equity share count. Little wonder that valuation metrics
keep pushing higher. This theory, however, suffers from
extrapolation. Markets change, and last month we highlighted
several factors that aren’t guaranteed to continue, including low
inflation, low rates, and friendly central bankers. Excluding the
effect of US tax reform, share buybacks were already slowing on
higher rates and higher valuations (less bang for your buyback).
The status quo is changing and we already see that in recent
market volatility. Now for the bears…
#4: The Overvalued Bears believe that stocks are simply too
expensive and that exorbitant multiples will result in terrible
forward returns. In the long run, we agree that high valuations
pressure returns. However, in the short run, valuation alone is a
pretty poor forecaster of near-term market direction. Most bear
markets have a catalyst that makes valuation relevant. Valuation
generally speaks to the magnitude of a selloff, not its likelihood.
Also, if you believe in the global growth and earnings story,
stocks aren’t necessarily overvalued. While trailing P/E metrics
look expensive, expected earnings growth across most indexes
make forward P/Es look downright average – especially in the US
as the tax reform package gooses both consumers and corporate
coffers.
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Equity Expectations

S&P 500 Trailing P/E-to-Forward P/E

Picking and choosing the most compelling arguments from each,
we offer the following thoughts:
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It’s still too early to get outright negative on equities. This is
part basic probability (stocks go up more often than they go
down) and part fundamental. For now, the global economy
appears strong enough that a sustained downtrend would be
unlikely.
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#5: The Interest Rate Bears believe that some combination of
inflation, higher rates, and more hawkish central banks will cause
equity markets to buckle. Based on the simple arithmetic of
discounting cash flows, this is a legitimate fear. Higher rates
mean lower present values, which eventually comes through into
prices (very directly for bonds, less directly for stocks). However,
as noted above, the global economy may not be quite as strong
as previously thought. Inflation and inflation expectations have
been falling recently and sovereign bond yield yields peaked in
early February. If bond yields stabilize at current levels, perhaps
equities will remain “the only game in town.”
#6: The Geopolitical Bears believe the world has become
inherently more unstable, citing examples such as an existential
threat to the Eurozone, Brexit, Trump, North Korea, and trade
wars. While we agree the world continues to look scarier than
ever, geopolitical forces are poor criteria for building portfolio
allocations, much less guessing the direction of the stock market.
Our general view is that geopolitical fears often cause short run
volatility, but the worst fears often don’t materialize and markets
quickly rebound. The magnitude of that volatility and the
duration of selloffs can be highly dependent on the underlying
economic environment. Geopolitical fears fade quickly in the
face of a strong global economy. They tend to carry more weight
when the macro backdrop isn’t as supportive.
So these are the narratives we’ve been hearing in the financial
media and when we talk to clients. While they’re not quite right,
we do see strong arguments in each of them.

Investors should restrain their upside expectations. Yes,
earnings growth looks solid, but outsized equity gains are usually
associated with strong earnings and multiple expansion – and we
think the latter will be modest at best with growing signs of
inflation and less accommodative monetary policy. We expect
equity returns to be positive, but that alone doesn’t create a
classic “bull market.”
The principal effect of higher rates will be on volatility, not
returns. As we outlined last month, the growing debate about
inflation and interest rates has the market more on edge than at
any time in the last two years. However, at this point, rates do
not look poised to rise high enough or fast enough to pull the rug
out from under stocks. Given that markets are often driven by
sentiment and not math, we think the pace of rising rates would
be more important than the level of rates. While +0.50% over a
year is hardly worrisome, +0.50% in a week is a problem.
We worry about valuations only within the context of the
economic cycle. For now, solid global growth, excellent earnings
trends, and still-low rates justify above-average valuations.
However, when the global economy eventually falters, today’s
equity valuations would be exorbitant, unjustified, and
unsustainable. This would produce an ugly double whammy for
stocks, with sentiment pressuring P/Es while the Es (earnings)
were falling.
In summary, we think global equities are bounded by strong
fundamentals on the downside and elevated valuations on the
upside. In this satisfactory environment for stocks, low beta
participation remains our guidance. Alternative and noncorrelated strategies (which have lagged in the bull run) continue
to be attractive the later we get in the cycle.

David F. Lafferty, CFA®

Senior Vice President – Chief Market Strategist
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All investing involves risk, including the risk of loss. Investment risk exists with equity, fixed income, and alternative investments. There is no assurance
that any investment will meet its performance objectives or that losses will be avoided.
CFA® and Chartered Financial Analyst ® are registered trademarks owned by the CFA Institute.
This material is provided for informational purposes only and should not be construed as investment advice. The views and opinions expressed are as of
March 29, 2018 and may change based on market and other conditions. There can be no assurance that developments will transpire as forecasted, and
actual results may vary.
This document may contain references to third party copyrights, indexes, and trademarks, each of which is the property of its respective owner. Such
owner is not affiliated with Natixis Investment Managers or any of its related or affiliated companies (collectively “Natixis”) and does not sponsor,
endorse or participate in the provision of any Natixis services, funds or other financial products.
The index information contained herein is derived from third parties and is provided on an “as is” basis. The user of this information assumes the entire
risk of use of this information. Each of the third party entities involved in compiling, computing or creating index information, disclaims all warranties
(including, without limitation, any warranties of originality, accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a
particular purpose) with respect to such information.
Natixis Distribution, L.P. is a limited purpose broker-dealer and the distributor of various registered investment companies for which advisory services are
provided by affiliates of Natixis Investment Managers.
Natixis Distribution, L.P. is located at 888 Boylston St., Boston, MA 02199-8197.
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Outside the United States, this communication is for information only and
is intended for investment service providers or other Professional Clients.
This material must not be used with Retail Investors. This material may
not be redistributed, published, or reproduced, in whole or in part.
Although Natixis Investment Managers believes the information provided
in this material to be reliable, including that from third party sources, it
does not guarantee the accuracy, adequacy or completeness of such
information.
In the EU (ex UK): Provided by Natixis Investment Managers S.A. or one
of its branch offices listed below. Natixis Investment Managers S.A. is a
Luxembourg management company that is authorized by the Commission
de Surveillance du Secteur Financier and is incorporated under
Luxembourg laws and registered under n. B 115843. Registered office of
Natixis Investment Managers S.A.: 2, rue Jean Monnet, L-2180
Luxembourg, Grand Duchy of Luxembourg. France: Natixis Investment
Managers Distribution (n.509 471 173 RCS Paris). Registered office: 43
avenue Pierre Mendès France, 75013 Paris. Italy: Natixis Investment
Managers S.A., Succursale Italiana (Bank of Italy Register of Italian Asset
Management Companies no 23458.3). Registered office: Via Larga, 2 20122, Milan, Italy. Germany: Natixis Investment Managers S.A.,
Zweigniederlassung Deutschland (Registration number: HRB 88541).
Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor,
Frankfurt am Main 60322, Germany. Netherlands: Natixis Investment
Managers, Nederlands (Registration number 50774670). Registered
office: World Trade Center Amsterdam, Strawinskylaan 1259, D-Tower,
Floor 12, 1077 XX Amsterdam, the Netherlands. Sweden: Natixis
Investment Managers, Nordics Filial (Registration number 516405-9601 Swedish Companies Registration Office). Registered office: Kungsgatan 48
5tr, Stockholm 111 35, Sweden. Spain: Natixis Investment Managers,
Sucursal en España. Paseo de Recoletos 7-9, Planta 7, 28004 Madrid,
Spain.
In Switzerland: Provided by Natixis Investment Managers, Switzerland
Sàrl, Rue du Vieux Collège 10, 1204 Geneva, Switzerland or its
representative office in Zurich, Schweizergasse 6, 8001 Zürich. In the
UK: Provided by Natixis Investment Managers UK Limited, authorized
and regulated by the Financial Conduct Authority (register no.
190258). Registered Office: Natixis Investment Managers UK Limited,
One Carter Lane, London, EC4V 5ER. In the DIFC: Distributed in and
from the DIFC financial district to Professional Clients only by Natixis
Investment Managers Middle East, a branch of Natixis Investment
Managers UK Limited, which is regulated by the DFSA. Related
financial products or services are only available to persons who have
sufficient financial experience and understanding to participate in
financial markets within the DIFC, and qualify as Professional Clients as
defined by the DFSA. Registered office: Office 603 - Level 6, Currency
House Tower 2, PO Box 118257, DIFC, Dubai, United Arab Emirates. In
Singapore: Provided by Natixis Investment Managers Singapore (name
registration no. 53102724D), a division of Ostrum Asset Management
Asia Limited (company registration no. 199801044D). Registered
address of Natixis Investment Managers Singapore: 10 Collyer Quay,
#14-07/08 Ocean Financial Centre, Singapore 049315. In Taiwan:
Provided by Natixis Investment Managers Securities Investment
Consulting (Taipei) Co., Ltd., a Securities Investment Consulting
Enterprise regulated by the Financial Supervisory Commission of the
R.O.C. Registered address: 16F-1, No. 76, Section 2, Tun Hwa South
Road, Taipei, Taiwan, Da-An District, 106 (Ruentex Financial Building I),
R.O.C., license number 2012 FSC SICE No. 039, Tel. +886 2 2784 5777.
In Japan: Provided by Natixis Investment Managers Japan Co.,Ltd.,
Registration No.: Director-General of the Kanto Local Financial Bureau
(kinsho) No. 425. Content of Business: The Company conducts
discretionary asset management business and investment advisory
and agency business as a Financial Instruments Business Operator.
Registered address: 1-4-5, Roppongi, Minato-ku, Tokyo.

In Hong Kong: Provided by Natixis Investment Managers Hong Kong
Limited to institutional/ corporate professional investors only. In
Australia: Provided by Natixis Investment Managers Australia Pty
Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the
general information of financial advisers and wholesale clients only. In
New Zealand: This document is intended for the general information of
New Zealand wholesale investors only and does not constitute financial
advice. This is not a regulated offer for the purposes of the Financial
Markets Conduct Act 2013 (FMCA) and is only available to New Zealand
investors who have certified that they meet the requirements in the FMCA
for wholesale investors. Natixis Investment Managers Australia Pty
Limited is not a registered financial service provider in New Zealand. In
Latin America: Provided by Natixis Investment Managers S.A. In
Colombia: Provided by Natixis Investment Managers S.A. Oficina de
Representación (Colombia) to professional clients for informational
purposes only as permitted under Decree 2555 of 2010. Any products,
services or investments referred to herein are rendered exclusively outside
of Colombia. In Mexico: Provided by Natixis IM Mexico, S. de R.L. de C.V.,
which is not a regulated financial entity or an investment manager in
terms of the Mexican Securities Market Law (Ley del Mercado de Valores)
and is not registered with the Comisión Nacional Bancaria y de Valores
(CNBV) or any other Mexican authority. Any products, services or
investments referred to herein that require authorization or license are
rendered exclusively outside of Mexico. Natixis Investment Managers is
an entity organized under the laws of France and is not authorized by or
registered with the CNBV or any other Mexican authority to operate
within Mexico as an investment manager in terms of the Mexican
Securities Market Law (Ley del Mercado de Valores). Any use of the
expression or reference contained herein to “Investment Managers” is
made to Natixis Investment Managers and/or any of the investment
management subsidiaries of Natixis Investment Managers, which are also
not authorized by or registered with the CNBV or any other Mexican
authority to operate within Mexico as investment managers. In Uruguay:
Provided by Natixis Investment Managers Uruguay S.A., a duly registered
investment advisor, authorized and supervised by the Central Bank of
Uruguay. Office: San Lucar 1491, oficina 102B, Montevideo, Uruguay, CP
11500.
The above referenced entities are business development units of Natixis
Investment Managers, the holding company of a diverse line-up of
specialized investment management and distribution entities worldwide.
The investment management subsidiaries of Natixis Investment
Managers conduct any regulated activities only in and from the
jurisdictions in which they are licensed or authorized. Their services and
the products they manage are not available to all investors in all
jurisdictions.
In Canada: This material is provided by Natixis Investment Managers
Canada LP., 145 King Street West, Suite 1500, Toronto, ON M5H 1J8
In the United States: Provided by Natixis Distribution, L.P. 888 Boylston
St. Boston, MA 02199. Natixis Investment Managers includes all of the
investment management and distribution entities affiliated with Natixis
Distribution, L.P. and Natixis Investment Managers S.A.
This material should not be considered a solicitation to buy or an offer to
sell any product or service to any person in any jurisdiction where such
activity would be unlawful.
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