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Global Market Strategy  –  October 2015

BIOTECH SECTOR FALLS 22% IN Q3 
OIL PRICE NEVER TO RETURN TO $100 
EXPECT RALLY IN STOCKS DURING Q4 

There is not a lot of good news around at the moment: China’s slowdown, Janet Yellen’s Fed rate decision, renewed talk of 
deflation, Hillary Clinton’s swipe at the Biotechs, VW’s emissions scandal, Japan returns to deflation, M&A activity for all the 
wrong reasons, commodity stocks getting pummelled.  

Markets have been uneasy since the end of April, which is the last time we saw record highs on the US exchanges and most of 
the European ones, including the FTSE100 which rose above 7000.  Record highs made people wonder when central banks 
would put the brakes on and nudge interest rates up to take away overexuberance.  Remember when the VIX volatility index 
was trading at 10/11 and resultant comments of complacency? 

Around that time central banks started to be more hawkish, warning of inflated valuations.  The talk was heavy enough to 
suppress markets from getting carried away, despite the odd piece of good news: “US at full employment”; “Europe on the 
road to recovery”; “Oil falls below $40”.    

Markets are concerned that a rate rise would put the lid on corporate earnings as a consequence of a stronger dollar, and if 
China is slowing, the US won’t be able to keep the world ticking along anymore. 

OK, so if we must have a rate rise, let’s have it; this was the feeling that predominated during the Summer.  Better to be ahead 
of the game than play catch-up, but wisely, Janet Yellen and her colleagues for the first time ever took into account not only the 
US economy when ruling against a rate rise, but also the knock-on consequence in China and emerging markets of what a 
stronger dollar would do to them.  Most raw materials are priced in dollars, so if EM is already struggling, they would struggle 
even more.  The issue with the Fed-on-hold decision is the fact that markets see it as a combination of indecision and 
foreboding of the state of the world economy. 

After the Fed decision came Hilary Clinton, declaring that if she were President she would put a cap on what biotech 
companies could charge for their drugs.  This sent the healthcare sector in a tailspin, falling 22% in Q3, the worst quarter for 
the sector since 2002, and since healthcare represents 15% of the S&P500 index, the result has been an 8-9% fall across the 
main US indices in the last quarter, and a 13% fall in the Russell 2000 (small cap).  Yet there have been no downgrades in 
earnings from the healthcare sector.  Only the share price valuations have been hit, reducing the price/earnings multiples.  
Gilead Science, for example, which has a revolutionary drug for treatment of hepatitis C (90% cure rate against formerly 60%), 
has been knocked down in price from $123 to $93, now trades on ten times earnings and has $15 billion in cash. 

While talking of individual companies, the VW debacle, which has had a ripple effect across the auto sector, the German DAX 
and indeed across most European markets, is only just getting started.  Who can estimate the extent of the claims which will be 
made against VW for fraud and deception?  VW’s cash position is around 16 billion euros, so the feeling is that even after 
lawsuit payouts, the company will survive.  VW has lost 40% of its valuation in the wake of the scandal, it trades on a multiple 
of 4.4, as against BMW’s 8.6%, and has a dividend yield now of 3.58%.  Evercore, the US investment banking company, 
believe the share price will rise to 200 € from its current 100 € level.   

Selling across European equities appears overdone, indeed selling across the board is overdone as far as equities are concerned.  
The clear-out from the correction in markets has resulted now in very reasonable PE ratios.  The dip in earnings which has 
unquestionably come in the 2nd and 3rd quarters, is likely to trough in Q4.  It might take a while for the decline in the dollar 
(following disappointment in the Fed’s September decision which has pushed rate hike expectations well into 2016) and lower 
oil prices (Brent oil fell 9% in September and 24% in the quarter) to feed through, but given that they will, earnings growth 
could pick up considerably around the world in 2016.   
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Yes, we are in a correction phase and markets have sold off 10-15%.  Yes, corporate earnings are generally 10% lower than 
those originally forecast in January this year, but this is unprecedented outside a recession, and we are not in a recession.  If the 
dollar stabilises at 110 to the euro, and oil remains in the mid-40s, we could see US indices lead a charge higher in the fourth 
quarter as they price in better results for 2016.  Low interest rates and 10 year gilt yields below 2% (and heading for below 2% 
on the 10% treasury) will help to drive money back to stocks, and we might just see the Dow Jones US index lift to 18,000 by 
the end of 2015 and to 20000 by the end of 2016.  This would give a lift to many markets, not the least of which would be 
China. 

As for gold, it has seen some momentum in the wake of the Federal Reserve’s decision to leave a rate rise for the time being, 
but the precious metal has for the foreseeable future largely run its course.  With higher rates on the horizon, the opportunity 
cost for holding gold increases and its attraction wanes.  Money-printing across the globe should have sent gold to record 
levels, and it may well yet do so, but for now, while dividend yields are to be had from stocks which have decent prospects for 
underlying capital appreciation, stocks will win out, especially given the helping hand they are receiving from central banks.   

Oil too is in the doldrums but on a far greater scale.  Pessimism among oil producers is highlighted by Petrobras, the Brazilian 
state-owned oil producer who declared in mid-September that days of $100 oil are over, never to return.  The exploration and 
development department of the company feels that if the oil price recovers to $70, they would be happy, and other producers 
would have to learn to live with that as a ceiling too or face going out of business. 

Favoured investment plays: 

Nil risk:                  USD & GBP cash (in preference to Euro cash) 
Cautious risk: AAA Corporate / Government bonds (short duration) 
Balanced risk: Managed / Multi-asset funds  
Market risk: UK, European equity 
Adventurous risk:       Global Real Estate, Japan, Asia, US equity 
Speculative risk:         Timber,  China, India, Africa & Middle East 

Disclosure:   

Nicholas Chappell has the following personal investment exposure: Technology (US) 18%, US smaller cos 1%, (Other) US equity 1%, UK smaller cos 8%,  
(Other) UK equity 19%, Iberia 2%, European Telecoms 1%, (Other) European equity 7%, Middle East & Africa 1%, Japan 10%, China 4%, (Other) Asia 
12%, Timber 2%, Energy 5%, Pharmaceuticals 9% 

Important information: This communication is for informational purposes only.  It is not intended as an offer or solicitation for the purchase or sale of any financial instrument or 
as an official confirmation of any transaction.  The price of shares and the income from them may fall as well as rise.  Past performance is no guarantee of future returns and investors 
may not get back the full amount invested, particularly in the early years.  Exchange rates may also cause the value of underlying overseas investments to go down or up. Investments 
in emerging markets and hedge funds can be more volatile and the risk to capital is greater.  All market prices, data and other information are not warranted as to completeness or 
accuracy and are subject to change without notice.  Some quoted analysis is a resume of data supplied to McLaren Asset Management by some of the world’s leading investment 
houses and although McLaren Asset Management has given its opinion as to how the data can be interpreted, investment should not be embarked upon without full analysis of the 
risks involved and a careful study of the sales prospectus, where applicable.  
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