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Indicator Multi-Asset

At a glance – tactical and strategic asset class views 
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Equities   Bonds   Themes   

US   Government   Gold   

Europe   Investment grade   Infrastructure   

UK   High yield   Technology   

Japan   EMD   Property   

Asia ex Japan      Commodity equities   

Emerging markets         
 

 Neutral  Trending up  Trending down    

Views expressed for each asset class are subjective and are for the asset class as a whole. Investec will have different views 
for different stocks within that sector. As at 30 April 2010. 

Market outlook 
We reduced equity exposure in the month for two reasons. Firstly, a strengthening US economy suggests that 
the consensus view that interest rates will likely be kept extremely low all year is complacent. More importantly, 
we believe that equity markets should be cautiously valued in the light of the risks posed by excessive and 
unsustainable fiscal deficits in the developed world. We hope that the crisis in Greece and some other countries 
in the euro zone increases the sense of urgency among populations and governments in the US, the UK and 
Japan to reduce their deficits, but there is no evidence of any concern about the willingness of bond investors to 
finance the debt at current anomalously low interest rates. 

Any serious effort to reduce the deficits would be positively received by financial markets and would improve the 
economic outlook. With inflation low, corporate earnings and cash flow rising strongly and valuations, especially 
on a 2011 basis, very modest, the medium-term upside for equities could be considerable. We expect to raise 
equity weightings again into market weakness or as the passage of time improves the certainty of 2011 
valuations.  

The outlook for government bonds is negative on any basis, however a reduction in the fiscal deficits could 
greatly reduce the downside risk.  We continue to greatly prefer corporate bonds, although they are increasingly 
vulnerable in absolute terms to rising yields on government issues. Our currency view remains negative on the 
euro and positive on most Asian currencies, other than the yen. 

Overall, we believe that the downside to markets is limited but the upside is very considerable once 
governments move to reduce the deficits. A (hopefully) short-term period of uncertainty should give way to 



Page 2 

excellent returns thereafter. 

 

Strategic 

 The US dollar rally means that the MSCI World Index is only up 2.2% on the year in US dollars, 
having been up 6%. Macro worries dominate investors’ thinking but strong earnings growth 
(enhanced by rising estimates) and reasonable valuations have meant that equities have 
rebounded quickly from setbacks. Outside the distressed markets, government bond yields are 
stable and spreads have continued to narrow. Worries about fiscal deficits and, perhaps, that an 
improving US economy will bring forward rate rises are likely to hold the market back as investors 
build a margin of safety into assessments of fair value. However, the market is likely to respond 
positively to any improvement in the news, even if that means only a lull in the crisis. We are 
positioned for a broadly sideways move in equity markets for the next few months but expect 
markets to be higher on a one year view. Earnings momentum has accelerated again as a result of 
strong US earnings in Q1. Analysts’ earnings expectations (according to SG Research at the end 
of April) have been raised to a growth of 35.3% for 2010 and 20.6% for 2011 globally. The global 
P/E ratio is now 14.6 for this year (14.5 last month) and 12.1 for next (11.9 last month), possibly 
offering significant returns in due course.  
  
Government bond yields have fallen in the month in the US, the UK, Germany and Japan but have 
moved higher in the stressed European markets. Credit spreads both in investment grade and high 
yield narrowed in the last month, so corporate bond returns were positive as were emerging market 
debt returns.   
 

Tactical 
 Earnings dynamics were a little stronger on both breadth and strength with the number of estimate 

changes falling 33% compared with March, when they were 36% below February. The upgrades 
ratio improved in the month, and this pattern looks likely to continue in May. Earnings momentum 
is weakest in Europe, where it is neutral. 59% of global estimate changes in the last four weeks 
have been upgrades (54% last month). 
  
Macro factors were unchanged and remain firmly positive. The OECD leading indicator continues 
to tail off (but is still positive) while ISM orders are now negative, but data surprises are strongly 
positive. There is evidence that acceleration in the US economy is raising global growth. 
  
Medium-term momentum and weekly momentum remain strongly positive. Technical factors are 
also firmly positive, with markets in the middle of their uptrend range. A setback is always possible, 
but markets have responded well to worrying news so far. A renewed setback from current levels 
would probably bring in buyers. It would take a dramatic negative surprise to send markets 
significantly lower, however with investors almost paranoid about risk, this looks unlikely. A 
negative earnings surprise looks even more unlikely.  
  
The risk environment is still positive but has deteriorated. Volatility across markets is rising, credit 
spreads are flattening but the yield curve remains steep. The stagflation risk is very low 
as activity surprises are strongly positive but inflation surprises are falling. Sentiment (contrarian) is 
now negative as risk appetite has increased, advisory sentiment is positive and the put/call ratio 
has fallen. Institutional cash levels have fallen, but there is still little momentum of either retail or 
institutional buying of equities, only of bonds. The TD indicator is warning of the risk of a reversal 
or at the least that the market is running out of steam.   

Overall  
 The score remains strong and points to a medium-conviction buy for equities. There is 

considerable upside in risk assets in the medium-term, and the downside looks very limited but 
markets are likely to be held back by the fiscal and monetary issues, so we are not inclined to 
implement the scores in full. Equity exposure has been reduced to close to neutral, but we are 
prepared to raise exposure if markets correct, the problems are reduced or postponed or the 
lapsing of time improves the visibility of earnings growth this year and next. The crisis in the euro 
zone is in full swing, but rises in bond yields have been balanced by a flight into the “safety” of 
bonds elsewhere, notably to Germany and the US. Ultra low returns on cash are propelling 
investors into bonds rather than equities and the pressure on governments to reduce deficits is 
very selective. It is possible, even likely, that bond investors could come to see the rise of 
sovereign risk as bad for everyone and the crisis could get a lot worse before it starts to abate. 
  



Page 3 

We are reducing exposure to investment grade bonds in some portfolios owing to the diminishing 
protection afforded by credit spreads to the risk of a sharp rise in yields on government issues. We 
remain positive on high yield and emerging market debt. We are positive on sterling, the US dollar 
and Asian currencies but negative on the euro and the yen. Despite our confidence that we are still 
in the early stages of a multiyear bull market, we do not expect it to progress in a straight line and 
after 15 months of strong performance, this is a good time to hold back for a while and wait for 
greater short-term conviction.    

Risks 
 The principle risk is that investors have become too complacent with the unstable status quo: huge 

and unsustainable fiscal deficits, negligible interest rates and bond yields that do not appear to 
reflect the risks. The experience of 2007 shows that investors can become all too comfortable 
about visible and known risks that the market appears to have taken in its stride which then blow 
up. Perhaps Greece will prove to be not the equivalent of Lehman Brothers, but of Bear Stearns, 
with the equivalent of Lehman Brothers still to come. The IMF and EU can probably buy time by 
bailing out Greece, but could they cope with further major hits? 
 
The economic data from the US is strong and growth in Japan and Germany is strengthening. A  
V-shaped recovery remains unlikely, but forecasts for global growth are rising. This makes the 
confidence of markets in very low interest rates a puzzle; the Federal Reserve we believe should 
be thinking of tightening policy soon. This could upset the bond market short-term, as it did at 
comparable stages of previous cycles, and have a knock-on effect on equity markets. If not, the 
Fed could, once again, be behind the curve, creating a different longer-term risk which would justify 
a lower than normal equity rating.  
  
The risk of a return to recession now looks very low. It would mean that earnings growth for 2010 
and 2011 would be likely to be significantly downgraded, which would reduce the equity market’s 
fair value.  

 
It’s not the economy, stupid! 
 
One of the most pervasive myths in investment, and certainly the hardest to budge, is the assumption that a 
country’s stock market follows its domestic economy. Last year, markets started to recover strongly in the middle 
of the worst global recession in 50 years, yet now investors are back to worrying that too much of a recovery has 
been discounted and that low growth implies downside risk.  
 
The reason we believe this argument is wrong is threefold. Firstly, it ignores the international dimension. Two 
thirds of the profits of the UK market, for example, are earned overseas, and over half of the FTSE 100’s profits 
are reported in US dollars. Thus the UK market is far more sensitive to global than to domestic trends. Similarly, 
some 40% of the profits of the S&P 500 are earned outside the US, reducing its sensitivity to US economic 
prospects. However, Europe is the most important destination for UK exports, and it is also a major source of 
corporate earnings, so the poor outlook for the euro-zone economy makes it harder for UK companies to 
overcome the difficult domestic outlook. 
 
Secondly, a huge and growing part of the economy of any developed country is accounted for by the public 
sector. This has an only limited impact on private sector companies, which may struggle to grow domestic 
revenues in periods when, as in the last decade, growth is led by the public sector. Companies may fare better 
when public sector restraint leaves better opportunities for expansion. 
 
Thirdly, the correlation between revenue growth and profit growth is weak, as is the correlation between profit 
growth and share price performance. Growing revenues makes it easier for companies to control costs, but their 
ability to defy the cycle has improved over the decades. High market ratings are associated with periods of low 
inflation, however economic growth tends to put upward pressure on costs. This means that share prices often 
de-rate as economic growth accelerates and re-rate early in the cycle when the threat of inflation diminishes. 
 
2009 provides a perfect example of the weakness of the link. Despite the worst global recession in 50 years, 
global corporate earnings fell just 6%. This year, despite a relatively sluggish recovery, earnings are expected to 
rise 35%, an estimate that is continually being revised upwards. Eventually, companies need revenue growth; 
there is a limit to margins and returns on capital, but high marginal profitability often means that a modest rise in 
revenue has a disproportionate effect on profits. 
 
The difference between profits and earnings is accounted for by corporate taxation, and this too can change. The 
marginal rate was 52% in the UK in the 1970s but is now only 28%. This is in line with a global trend of falling 
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corporation tax as governments strive to attract companies to their shores, which leaves investors with a larger 
share of profits. 
 
In the long-term, profit margins, returns on capital and market ratings tend to revert to average. On a global basis, 
the effect of international earnings and currency movements cancels out, while the trend to lower corporate 
taxation could reverse. Economic growth catches up with markets or markets fall back. Consequently, analysis of 
equity returns in the very long-term show economic growth to be highly important, but that does not make it 
useful on the timescale of the typical investor. 
 
Professors Dimson and Marsh of the London Business School show this by plotting annualised growth in GDP 
per capita against annualised real equity returns for the major markets decade by decade. “The low correlation 
(0.12) between growth in per capita real GDP and real equity returns is statistically insignificant” they state, 
concluding: “we find no evidence of economic growth being a predictor of stock market performance.” In fact, 
they find it more useful to use market returns to predict economic growth. 
 
Paul Samuelson once quipped that Wall Street had predicted nine out of the last five recessions, but it is rare to 
find any economist who has predicted a recession, let alone a bear market. Economic forecasting is notoriously 
unreliable; recessions are nearly always unexpected until they are at hand, and recoveries are nearly always 
stronger than forecast. It would be more useful to be able to predict the trend of inflation, which does have a 
marked effect on market valuations, but both bond investors and economists failed to predict either the inflation of 
the late 1960s and 1970s or the subsequent disinflation. 
 
The economic outlook in the developed economies for the next five years may be dismal, but growth could easily 
pick up if governments restrain fiscal deficits. Inflation could remain low as a result of persistent spare capacity or 
it could alternately pick up as central banks print money. Even if we knew the answers, the implications for 
markets would be unpredictable. Hence, we believe it is much more useful to focus on more tangible factors, 
such as valuations, dividend yields, earnings growth, investor sentiment and market trends. These all point to 
steady progress this year and next, whatever the path followed by individual economies.  
 
 
Stop press: 11 May 2010, latest market comment from Philip Saunders, 
Head of Multi-Asset 
 
Notwithstanding the recent sharp rise in volatility induced by concerns about European sovereign risks, our 
primary medium-term view continues to be constructive for risk assets. Prior to the recent intensification of 
market concerns about the risk of tightening credit standards, our shorter-term indicators had been flagging that 
risk assets were overbought and vulnerable to a correction. We consequently scaled back exposure on a 
temporary tactical basis. At the same time our medium-term indicators continued to strengthen. Following the 
sharp sell-off in risk assets and increase in risk aversion, both shorter and longer-term factors are now 
encouraging us to take advantage of shorter-term weakness. We now believe we have an additional valuation 
cushion as markets are oversold and the VIX is back at levels that are consistent with recession. 
 
The macro environment remains broadly constructive, suggesting that the recovery has momentum. The US yield 
curve remains steep, pointing to a continuing US recovery, which has been one of the most reliable indicators. 
Final demand is clearly picking up across key economies, suggesting that growth will continue to accelerate even 
after the current inventory adjustment is over. Chinese indicators are supportive of a 'soft landing' for the Chinese 
economy, following a burst of unsustainably rapid economic expansion, while core European macro indicators 
still point to a robust recovery. In addition, corporate earnings growth has continued to exceed analysts’ 
forecasts, which were regarded as excessively optimistic by market participants. The reporting season for S&P 
500 corporate earnings is almost complete. Earnings were up 46.5% compared with a year ago, some 16.6 
percentage points above analysts’ estimates made just a month ago. The equivalent figures ex financials were 
lower at 33.3% and 8 percentage points higher. Earnings for European companies were lower, but still outstrip 
expectations. 
 
The key issue then is whether European contagion will continue to spread, resulting in a general tightening of 
credit standards that is sufficient to undermine the current global recovery and plunge the world back into 
recession. While the Greek, Portuguese, Spanish and Italian economies combined are not key drivers of global 
growth, their impact on European credit conditions is important, along with the attention that they draw to 
sovereign fiscal weakness internationally. While much will doubtless be written about the sustainability of the 
euro and the ability of the weaker members of the euro zone to meaningfully address their fiscal challenges 
against a probable background of anaemic growth, the steps taken at this weekend's ECOFIN meeting would 
appear to be sufficient to deliver a solution, at least for the time being. These included a European stabilisation 
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mechanism of up to €60 billion, drawing on funding from members of the euro zone (with lending subject to IMF 
conditionality), complemented by a special purpose vehicle of up to €440 billion (backed pro rata by all EU 
member states) with the IMF expected to provide half as much again. Central banks internationally have 
reopened their temporary US dollar liquidity swap facilities in order to reduce liquidity strains and the European 
Central Bank has announced its intention to intervene in euro-zone public and private debt securities in order to 
ensure adequate liquidity. As well as materially reducing the general risk of contagion, the net result of this is to 
keep monetary conditions easier than they might otherwise have been, which in turn may result in excessive 
asset price inflation. 
 
One of our principal concerns has been the extent of the deterioration of sovereign credit risk and the continuing 
reluctance of governments to address this problem in a serious and timely manner. Although a cyclical bull 
market cycle could still run its course, even with broadly inadequate fiscal retrenchment, this would probably be 
associated with a further de-rating of equity markets and periodic bouts of severe risk aversion, such as the one 
we have just experienced. Paradoxically, the problems of Greece may well prove to be the mechanism by which 
the minds of politicians are focused on the difficult but necessary task of securing a longer-term recovery. For 
now however, once attention turns from the Greek problem, investors are likely to rediscover their pro-risk bias. 
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