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Despite recent market scares, managers at 
Franklin Templeton Multi-Asset Strategies 
(FTMAS) remain upbeat about prospects, 
especially for equities in developed markets in 
general. In this issue of Market Viewpoint, they 
explain their beliefs that: 

• The global economy remains on track, with 
the US and Japan making up for the 
slowdown in China. 

• US equities have gained good momentum, 
but valuations are not all that cheap. 

• European equities are becoming 
comparatively more attractive as the 
economy slowly recovers. 

• A tactical overweighting of Japanese equities 
is warranted in view of the radical monetary 
and fiscal policies being introduced in Japan. 

• Emerging markets may continue to suffer 
from a reversal of capital inflows and the 
slowdown in China. 

• A cyclical bull market in stocks is underway 
in which the more defensive sectors and 
stocks have been left trailing. 

• In spite of rising bond yields in developed 
countries, there are still opportunities in 
local-currency emerging-market debt and 
investment-grade corporate credit. 

THE GLOBAL ECONOMIC OUTLOOK IS 
RELATIVELY FINE 

As we start the second half of 2013, global equity 
markets appear beset by two main worries. First, 
there is the perception that a recovery in the US (at 
least in jobs and housing) could soon lead the US 
Federal Reserve (Fed) to begin tapering its $85 
billion worth of monthly asset purchases. Second, 
investors have grown increasingly concerned that 
slowing growth in China this year and next will 
have an impact on global prospects. 

Emerging-market equities have been particularly 
hard hit by the retreat in capital inflows that had 
been spurred by the huge additions to liquidity 
provided by the Fed on the one hand and by a 
reduction in the growth differential between large 
developing markets and the US on the other. As  a 
result, developed-market  indexes  performed 

Table 1: Summary of FTMAS Asset Class 
Weightings and Weighting Changes in the Second 
Quarter of 2013 

Asset Class  –    + Change 

Equities X 

Fixed Income X 

Commodities X 

Cash X + 

Table 2: Summary of FTMAS Equity Weightings and 
Weighting Changes in the Second Quarter of 2013 

Sector Region –               + Change 

Developed X 
United 
States X 

Canada X 

Eurozone X 
United 
Kingdom X 

Pacific 
ex-Japan X 

Japan X 

Emerging X - 
Asia X 
Latin 
America X 

EMEA X 

much better than emerging-market equivalents in 
the first six months of 2013. Whereas the S&P 
500® Index rose by roughly 14% in the first half of 
2013, the MSCI Emerging Markets Index fell by 
9.4% and the MSCI China Index by almost 11% 
(with all data in US-dollar terms).  
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quarter of 2014—while Chinese growth remains relatively stable at 
around 7.5%, then we may see a shift back toward US-led global 
expansion, just as in the 1990s. Back then, commodities and 
emerging-market equities were positively correlated with a strong US 
dollar. 

More generally, the global economy continues to expand, with only 
Europe in recession among major regions. There was a soft patch in 
the second quarter, when growth was moderately weaker than in the 
first. Yet global leading economic indicators (LEI) point to a modest 
expansion in the months ahead, thanks to continued loose monetary 
policy and even some easing of fiscal austerity. The JP Morgan 
Global Manufacturing Purchasing Managers Index (PMI) remained 
unchanged at 50.6 in June, indicating that manufacturing expanded 
for the sixth straight month. While a majority of individual country 
PMIs rose in June, the highest rate since January, the percentage of 
countries where manufacturing activity seemed to be picking up (that 
is, they had PMI readings greater than 50) moved up to 55.2%. While 
manufacturing activity in the BRIC countries (Brazil, Russia, India and 
China) showed some weakness, there were rises in PMI readings in 
a number of large developed countries. The lack of broad-based 
deterioration in PMI figures moves us further away from recession 
and supports a continuation of the current cyclical bull in equities, 
although our view on prospects varies from region to region. 

However, we believe the markets clearly overreacted to what appears 
to be a relatively cautious response by the Fed to changing economic 
circumstances. That caution was evident in the minutes from the 
latest Federal Open Market Committee minutes, released on 10 July, 
which showed that many Fed policymakers want to see more gains in 
the US jobs market before they will assent to a slowing of asset 
purchases. Besides, even were the Fed to start to taper its bond 
purchases, this would not constitute an actual tightening of monetary 
policy, which still appears to be some way off.  

In addition, the effects of the slowdown in growth in China are 
probably exaggerated. High Chinese growth has been a key driver of 
global growth in the last 10 years, thus explaining current anxieties. 
Yet one must not forget that the outlook for Japan and the US 
appears to be improving. The modest cuts in the outlook for Chinese 
growth—in July, the International Monetary Fund (IMF) cut its gross 
domestic product (GDP) growth forecast for China in 2013 from the 
8.2% it had predicted in January to 7.8%,1 while consensus data 
gathered by Bloomberg sees Chinese growth at 7.6% this year, down 
from an earlier consensus estimate of 8.1%—are being treated as 
having a negative impact on global activity. However, if the US 
economy accelerates—the Fed sees US growth accelerating from 
2.3%–2.6%  in  the  final  quarter  of  2013  to  3.0%–3.5%  in the final 

 
 
 
1. Source: World Economic Outlook Update, July 2013. © By International Monetary Fund. All 
Rights Reserved. 

Table 3: Summary of FTMAS Fixed Income Weightings and 
Weighting Changes in the Second Quarter of 2013 

Sector Region  –    + Change 

Government X 

United 
States X 

Canada X 

Eurozone X 

United 
Kingdom X 

Japan X 

Investment -
Grade Credit X 

High Yield X + 

EM Debt X 

Securitized 
(MBS) X 

Chart 1: Performance of MSCI World Index and MSCI Emerging 
Markets Index 
Developed Markets have Outperformed by a Wide Margin 
Year‐to‐Date 
1 January 2013–11 July 2013 
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Sources: Thomson Reuters Datastream, MSCI; data as at 12/07/13. MSCI makes no express or 
implied warranties or representations and shall have no liability whatsoever with respect to any MSCI 
data contained herein. The MSCI data may not be further redistributed or used as a basis for other 
indices or any securities or financial products. This report is not approved, reviewed or produced by 
MSCI. An index is unmanaged and one cannot invest directly in an index. Past performance does not 
guarantee future results and results may differ over future time periods.  
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We are becoming a little more constructive on the region’s equity 
market, partly because valuations, especially in the more cyclical 
sectors, are not demanding, in our view. After some significant 
underperformance relative to the US, European valuations are 
looking attractive again, and we believe the time for increasing 
allocations could be near.  

MARKET VIEWPOINT July 2013 3 

REGIONAL OUTLOOKS 

US  
There continues to be good momentum in the US equity market, with 
a pick-up in mutual fund flows into shares. In spite of some hiccups, 
data in areas such as housing and employment are improving, 
showing the resilience of the US economy in the face of the tax rises 
and cuts to federal spending that were introduced this year. 
Additionally, the US continues to benefit from certain structural 
advantages, including the cheap energy being produced courtesy of 
the shale gas revolution and the on-shoring of manufacturing. 
However, while we maintain our positive stance on US prospects, we 
think US equity valuations are not all that cheap relative to other 
markets. As a consequence, some near-term caution may be 
warranted, especially as some uncertainty hangs over the strength of 
corporate earnings in the second half of 2013. 

Europe 
The eurozone has been able to weather a number of setbacks so far 
this year (including a messy and largely inconclusive Italian general 
election, a bailout of Cyprus and a political crisis in Portugal) without 
its integrity being threatened. We believe, like the European Central 
Bank (ECB), that we should continue to see a slow, gradual 
improvement in growth in core eurozone countries in the second half 
of the year. Some of the troubled countries in the European periphery, 
and most notably Spain, are also slowly recovering. We see a 
regaining of competitiveness (through lower unit-labor costs relative  
to core Europe, see chart 2) as well as some loosening of fiscal 
austerity pressures as catalysts for this gradual recovery. Indeed, 
looking at Europe more broadly, there are some indications (for 
example, from PMI readings) that growth momentum is increasing 
across the continent. The upward trend is in its early stage and 
fragile, but it is still worth noting. At the same time, some caution is 
warranted, as there is considerable uncertainty about the attitude and 
actions of the German government that will likely emerge from the 
general election in September. There also is a continued need to 
work toward structural reform in Europe, and there remains the risk of 
renewed upheaval in the European periphery as recent political 
events in Greece and Portugal show. 

The ECB is standing behind its commitment to do “whatever it takes” 
to protect the integrity of the monetary union. Through what it terms 
“outright monetary transactions” (OMT), the ECB has, since last year, 
committed to secondary-market purchases of unlimited amounts of 
sovereign bonds of one- to three-years duration issued by weakened 
European governments provided that these governments abide by 
strict conditions in return for such aid. However, the OMT backstop is 
not creating loan growth. Broader money supply in the eurozone has 
been gaining traction, but credit mechanisms (in terms of the supply 
of credit to companies) are still impaired, especially in crisis-ridden 
southern Europe. Thus, we also expect monetary policy to continue to 
be accommodative. Yet in terms of pumping liquidity into the markets, 
the ECB is still behind the Bank of Japan, which has recently 
embarked on a new, highly ambitious quantitative easing program.  

Chart 2: European Central Bank Real Competitive Indicator 
Spain and Other European Peripheral Countries are Gaining 
Competitiveness 
31 March 1999–31 March 2013 

Rebased, 1999 = 100 (Increase = Less Competitive) 
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Source: Thomson Reuters Datastream, European Central Bank; Data as at 31/03/13. 

Japan 
Our portfolios have built up a tactical overweighting of Japanese 
equities, which is counterbalanced by an underweighting of equities in 
Europe (ex UK). There are several reasons for the decision to build 
up an overweighting of Japanese equities. First, growth in Japan is 
the fastest of any G-7 leading industrialized nation. Leading and 
actual economic data is consistent with real GDP growth on the order 
of 3% this year (annualized GDP growth for the first quarter was 
revised up to 4.1%). Second, recent gains in employment and wages 
are consistent with a strengthening consumer sector. At the same 
time, exporters are seeing significant profit growth as they reap the 
benefit of a drop in the yen exchange rate. Third, the Topix as of 
June-end was still trading at a relatively reasonable 15 times forward 
earnings (based on earnings-per-share growth of 57% over the next 
12 months). 

However, we are conscious that the sharp rise in the Topix seen 
since November 2012 could be put in jeopardy if wide-ranging fiscal, 
regulatory and labor market reforms (with the latter being the so-
called “third arrow” of Prime Minister Shinzo Abe’s ambitious 
economic package) fail to meet expectations. How far structural 
reforms will actually go should become clearer after the elections to 
the Upper House of the Japanese Diet in late July, which was won by 
Abe’s Liberal Democratic party. 
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Emerging Markets 
Emerging-market equities have fallen precipitously since the Fed 
hinted in late May that it was considering tapering its asset-purchase 
program. Since then, emerging-market equities have had to face a 
“perfect storm” of weak economic data and rising bond yields, which 
has driven investor sentiment firmly into negative territory. There has 
been a considerable outflow of liquidity from emerging markets, 
whether it be equities, bonds, mutual funds or exchange-traded funds 
(ETFs)—although these fund flows do not give a complete picture, as 
they typically capture only around half of the equity portfolio flows 
recorded on the liability side of balance-of-payments statistics. 
However, portfolio-flow figures based on these statistics compiled by 
the IMF and the Institute of International Finance (IIF) confirm that 
flows to emerging markets have decelerated a lot. Although the IIF 
expects capital inflows to pick up again next year, it believes they will 
still be below the long-term trend. 

Forecasters’ downward revisions to GDP estimates for 2013, (chart 
3) as well as for 2014, have continued over the last couple of weeks. 
The IMF has also revised its growth outlook, especially for the BRIC 
countries. Ominously, Economic Surprise Indexes are still falling, 
especially in Latin America, suggesting that data is coming in much 
weaker than expectations, which were already dire, in our view. 
Policy rates are low across emerging markets and therefore generally 
supportive of markets, although some Asian countries like Taiwan, 
Indonesia and Malaysia are in a tightening cycle, as are Brazil and 
Peru in Latin America.  

The latest manufacturing PMI figures show that most emerging 
markets continue to expand, led by Russia, South Africa, Turkey and 
Mexico. But China is a risk worth watching, as Markit’s PMI reading 
for China in June fell to its lowest level since September 2012, 
reflecting the sudden credit crunch imposed by the authorities. The 
Chinese authorities would seem to be willing to sacrifice some short-
term growth in the interest of ensuring more sustainable long-term 
growth. Such a policy could pose a challenge for global growth this 
year, although, as we have argued, any slowdown in China should be 
counterbalanced by improvements in Japan and the US. 

optimistic. Much of the expected rebound in earnings is seen as 
coming from developed economies, while solid sources of revenue 
growth are still absent. And while earnings for cyclical-sector stocks 
may have reached a trough, earnings for defensive stocks may be 
closer to their peak. Low-beta defensive sectors are likely to struggle 
if the recent market rally resumes. And while some signs are 
emerging of a rotation from bonds into stocks, it is still too early to say 
whether this will become a trend.  

Chart 3: Changes in Real Annualized GDP Growth Forecast for 
China in 2013 (%) 
Consensus Growth Expectations for 2013 have been Revised Down 
31 December 2012–15 July 2013 
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Source: Bloomberg LP; Data as at 15/07/13. 

ASSET CLASS OUTLOOKS 

Equities: Valuations Look Fair 
The recent correction in bond and stock markets alike has dampened 
sentiment somewhat, but the short-term pullback in valuations (chart 
4) could be considered a healthy development for sustaining a 
cyclical bull market in stocks. Recovering economic fundamentals 
and valuations globally generally favor more cyclical sectors of the 
market. Valuations look fair for most markets on a historical basis and 
cheap compared with other assets like government bonds. We 
believe the combination of positive earnings growth and continued 
multiples support in stocks should support the performance potential 
of developed-market equities in particular.  

Nonetheless, some estimates for corporate earnings—based on a 
solid  rise  in  earnings  in  2013’s second  half—may  prove  to  be 
overly 

Chart 4: 12‐Month Forward Price/Earnings (P/E) Ratios 
Valuations Are Close to Historical Average 
12 July 2003–12 July 2013 
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implied warranties or representations and shall have no liability whatsoever with respect to any MSCI 
data contained herein. The MSCI data may not be further redistributed or used as a basis for other 
indices or any securities or financial products. This report is not approved, reviewed or produced by 
MSCI. An index is unmanaged and one cannot invest directly in an index. Past performance does not 
guarantee future results and results may differ over future time periods.  
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Fixed Income: Government Bonds Are Still Unattractive 
The recent selloff in global markets was different from previous ones 
in the sense that it was not accompanied by a rally in bonds. In fact, 
the opposite has occurred, with bond yields generally climbing and 
bond prices falling (chart 5). We have long argued that bond markets 
were massively overvalued, especially relative to equities, and we 
have consistently been of the belief that bond yields were bound to 
move higher.  

Despite the aggressive money-printing exercises undertaken by the 
world’s major central banks, inflationary pressure has substantially 
lessened. Some of the inflation relief is due to a drop in commodity 
prices, itself a logical consequence of the changing Chinese growth 
dynamic. However, even if one excludes the volatile components of 
consumer price inflation, it is clear that prices are weakening rapidly. 
As a result of weakening inflation and rising bond yields, real interest 
rates are again rising. For the first time in two years, we recently saw 
long real rates in the US move back into positive territory. This rise in 
long rates may not have been what central bankers were expecting at 
this point.  

We still believe that risk-reward ratios in other asset classes are more 
attractive than in the government bond sector. As the yield in many 
instances is still low, we regard the upside potential in fixed income 
as limited and using benchmark government bonds as a “safe haven” 
as expensive. As a consequence, US Treasuries look unattractive   
on valuation grounds. Although it is not our base scenario, we do 
recognize there is a risk to underweighting bonds too much, 
especially if economic growth disappoints and the Fed continues with 
its asset-purchase program longer than is being anticipated. 
Nonetheless, in fixed income we do have a slight overweight position 
in local-currency emerging-market debt. A position in local-currency 
debt still provides positive interest-rate carry and reflects our belief 
that some of the emerging-market currency depreciation against the 
US dollar may have overshot.  

We also maintain a slight overweight position in investment-grade 
credit because of supportive (albeit weakening) corporate 
fundamentals such as high cash levels and strong interest coverage 
ratios. Corporate credits also continue to provide higher yields than 
benchmark government bonds (chart 6). However, they are 
vulnerable to rising rates, especially as yields remain at lows. 
Therefore, our strategy is to keep the duration of our corporate bond 
placements low. 

Chart 5: German and US 10‐Year Government Bond Yields 
Bond Yields Were Bound to Move Higher 
10 July 2003–11 July 2013 
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Source: Thomson Reuters Datastream; Data as at 12/07/13. 

Chart 6: US Corporate and Emerging-Market Bond Yields 
Yields Are Still Low Despite Selloff in May 
10 July 2003–11 July 2013 
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Conclusion 
While there are still big cyclical concerns linked to political events in 
Europe, deflationary pressures in Japan and capital-account 
instability in certain emerging markets, we think the balance of 
evidence is tipping in favor of an improvement in global growth over 
the coming year. During the last five years, the world has seen a big 
experiment in monetary and fiscal policy. As a result, it is only natural 
that investors obsess over potential changes in monetary, fiscal and 
credit policy. Yet, on the assumption that monetary and fiscal policies 
will not change materially in the coming months, and that economic 
conditions around the world are either stabilizing or improving, we 
can tentatively conclude that there are good reasons to expect an 
economic acceleration in the second half of 2013.  
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Appendix 
Standard & Poor’s®, S&P® and S&P 500® are registered trademarks 
of Standard & Poor’s Financial Services LLC. An index is 
unmanaged and one cannot invest directly in an index. Past 
performance does not guarantee future results and results may 
differ over future time periods.  

Barclays Global Family of Indices. © 2013 Barclays Capital Inc. Used 
with permission.  

MSCI makes no express or implied warranties or representations and 
shall have no liability whatsoever with respect to any MSCI data 
contained herein. The MSCI data may not be further redistributed or 
used as a basis for other indices or any securities or financial products. 
This report is not approved, reviewed or produced by MSCI.  

J.P. Morgan. Copyright 2013. JPMorgan Chase & Co. All rights 
reserved. J.P. Morgan is the marketing name for JPMorgan Chase 
& Co., and its subsidiaries and affiliates worldwide. Franklin 
Templeton Investments products are not sponsored, endorsed, sold 
or promoted by J.P. Morgan. The J.P. Morgan GBI-EM is created 
based on stated, established rules. The creation or use of the J.P. 
Morgan GBI-EM does not constitute a recommendation by J.P. 
Morgan of Franklin Templeton Investments products or a trade 
recommendation by J.P. Morgan. J.P. Morgan makes no 
representation or warranty, express or implied, with respect to 
Franklin Templeton Investments products, or the advisability of 
investing in securities generally, or in Franklin Templeton 
Investments products particularly, or the ability of the J.P. Morgan 
GBI-EM to track bond market performance. J.P. Morgan has no 
obligation to take the needs of the prospective purchasers or 
owners of the Franklin Templeton Investments products into 
consideration in determining, composing or calculating the J.P. 
Morgan  GBI-EM.  J.P. Morgan  is  not  responsible for and  has not 

participated in the determination of the timing of, prices at, or 
quantities of Franklin Templeton Investments products. J.P. Morgan 
has no obligation or liability in connection with the administration, 
marketing or trading of Franklin Templeton Investments products. 
THE J.P. MORGAN GBI-EM IS PROVIDED “AS IS” WITH ANY 
AND ALL FAULTS. J.P. MORGAN DOES NOT GUARANTEE THE 
AVAILABILITY, SEQUENCE, TIMELINESS, QUALITY, 
ACCURACY AND/OR THE COMPLETENESS OF THE J.P. 
MORGAN GBI-EM AND/OR ANY DATA INCLUDED THEREIN, OR 
FROM ANY USE OF THE J.P. MORGAN GBI-EM. J.P. MORGAN 
MAKES NO EXPRESS OR IMPLIED WARRANTIES, AND 
HEREBY EXPRESSLY DISCLAIMS ALL WARRANTIES OF 
MERCHANTABILITY OF FITNESS FOR A PARTICULAR 
PURPOSE OR USE WITH RESPECT TO THE J.P. MORGAN GBI-
EM OR ANY DATA INCLUDED THEREIN, OR FROM ANY USE 
OF THE J.P. MORGAN GBI-EM. THERE ARE NO 
REPRESENTATIONS OR WARRANTIES WHICH E XTEND 
BEYOND THE DESCRIPTION ON THE FACE OF THIS 
DOCUMENT, IF ANY. ALL WARRANTIES AND 
REPRESENTATIONS OF ANY KIND WITH REGARD TO THE J.P. 
MORGAN GBI-EM, ARE DISCLAIMED INCLUDING ANY IMPLIED 
WARRANTIES OF MERCHANTABILITY, QUALITY, ACCURACY, 
FITNESS FOR A PARTICULAR PURPOSE AND/OR AGAINST 
INFRINGEMENT AND/OR WARRANTIES AS TO ANY RESULTS 
TO BE OBTAINED BY AND/OR FROM THE USE OF THE J.P. 
MORGAN GBI-EM. WITHOUT LIMITING ANY OF THE 
FOREGOING, TO THE FULLEST EXTENT PERMITTED BY LAW, 
IN NO EVENT SHALL J.P. MORGAN HAVE ANY LIABILITY FOR 
ANY SPECIAL, PUNITIVE, DIRECT, INDIRECT, OR 
CONSEQUENTIAL DAMAGES, INCLUDING LOSS OF PRINCIPAL 
AND/OR LOST PROFITS, IN CONNECTION WITH THE J.P. 
MORGAN GBI-EM AND/OR FRANKLIN TEMPLETON 
INVESTMENTS PRODUCTS EVEN IF NOTIFIED OF THE 
POSSIBILITY OF SUCH DAMAGES. 
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