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Buy the Dip on market overreaction
Strong Support for Treasury Yields in Jan

Event
On 2nd February 2018, the Dow dropped by more than 600 points, a magnitude
last seen on June 24 2016, the day after Britain voted to leave the European
Union. This is only the 9th time in the Dow’s 122-year history that the index
dropped by more than 600 points. In this note, we share our thoughts on
various asset classes and recommend buying Gold & oversold stocks.
Impact
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Volatility remains low compared to 2015

The Dow’s drop coincided with a sharp spike in treasury yields last week and a
crash in Bitcoins. We think that this sell-off is a correction and not driven by
credit risks or systematic issues.
Volatility & Bitcoins
Financial markets have been trading in a low volatility environment and spikes in
volatility are common. The VIX currently trades at 17.31 and while this translates
to a 70% gain from levels last seen in December, we are far from the levels last
seen in 2015 (53.29). Additionally, the sell-off in crypto-currencies has seen
Bitcoin prices correct by more than 50% from their highs in the past few months.
Such price actions can contribute to volatility in other asset classes.
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Negative Correlation (Equities vs Gold)
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Bonds & Equities & Gold
As the Dow dropped by more than 600 points, US 10Y rose to a high of 2.86%,
driven by fears of quantitative tightening and a potential trade war between the
United States and China. Additionally, uncertainty surrounding the new Fed
Chairperson’s views on interest rates and bullish jobs data contributed to the
spike in yields. This steepening however, is only reflected in the 10y and not
seen on the longer end of the yield curve. Spreads between the 10Y and 30Y
widened by merely 3 bps since January 2018, giving us confidence that last
week’s sell-off is temporary and not persistent.
The spike in 10Y yields have caused gold prices to stall after making strong gains
since December and interestingly, despite strong negative correlation between
gold and equity prices, gold prices fell together with equity prices in last week’s
sell-off.
Valuation & Action
We see this sell off as an opportunity to buy cheap, fundamentally strong
companies which have been oversold. Investors can also opt to buy the Gold ETF
(087.SG) as a short term trade to guard against a continued sell-off.
Risk
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Faster-than-expected rise in interest rates.
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Definition
KGI Securities Research’s recommendations are based on an Absolute Return rating system.

BUY

>10% total return over the next 12 months

HOLD

-10% to +10% total return over the next 12 months

SELL

<-10% total return over the next 12 months
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