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Market themes 

Much of the anxiety that plagued markets in 2010 will continue into the new year.  
The issues that caused investor concern — euro viability, government and 
consumer debt reduction — cannot be resolved quickly. We expect that the 
eurozone will stay together, but the next several months will be turbulent as the 
EU governments and ECB determine how they will maintain the currency area’s 
cohesion. Debt reduction is inevitably a slow process as consumer income and 
government tax receipts are dedicated to liabilities instead of consumption. These 
two forces will inevitably weigh on economies and markets.  

While the developed world wrestles with these issues, the problem for emerging 
markets will be inflation.  As shown in exhibit 1, not only is inflation higher in 
emerging markets (as you would expect it to be), but it is rising, whereas in 
developed 
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Exhibit 1: Rising inflation in emerging markets 

Note: GDP weighted. Developed Asia excludes Japan. Source:  Country statistical agencies, J.P. Morgan.    

 Inflation is rising in all 
emerging market regions, 
while it is stable or falling in 
developed markets. 

 The efforts by individual 
countries to manage inflation 
will have a major impact on 
their market returns. 

1

3

5

7

Jun-10 Aug-10 Oct-10

%

US

Europe

Asia

Latin America

Asia

EMEA

EM

DM



2011: The year ahead 
January 2011 

2 

most developed markets it is flat or falling. The varying effectiveness of measures 
to control inflation and to prevent overheating will have a major impact on each 
country’s market returns. A major challenge will be to manage appreciation of the 
exchange rate. Normally strong economic growth and high inflation would call for 
increases in interest rates, but most emerging market countries prefer to keep 
their currencies relatively inexpensive. Higher domestic interest rates will only 
serve to attract more foreign inflows, especially when developed market 
government bond yields are generally still quite low. The additional liquidity 
provided by the US Federal Reserve as part of QE II only adds to the amount of 
money looking for a higher yielding haven. Stronger currencies will help control 
import prices, but monetary authorities will be torn between keeping interest rates 
low to manage the currency, and raising rates to manage inflation. 

The focus of sovereign debt worries will continue to change. Now that Greece and 
Ireland have been bailed out (with Portugal and Spain potentially to come), 
attention will at some point turn to the prospects for repayment. The bailouts are 
not a solution to the problem of competitiveness or over-indebtedness; they 
simply push resolution of the problem into the future by removing the immediate 
problem of liquidity. Ultimately the countries must be able to generate adequate 
tax receipts to pay back the money they’ve borrowed. If economic growth 
disappoints, markets will again worry about the value of Greek and Irish debt and 
the possible losses that holders of the debt may face. This at least partly explains 
why spreads of both Greek and Irish debt have actually risen since each country 
was bailed out.  

A final theme for the year will be the fiscal situation of the United States. Though 
there have long been concerns about the country’s deteriorating budget  balance, 
the status of the US dollar and US government debt as safe havens has allowed 
the country to run unsustainable deficits for far longer than markets would 
normally allow. Now that Republicans have gained control of one house of 
Congress, with a vow from the Tea Party faction to cut $100 billion in domestic 
spending, attention will perhaps finally be given to reform of the entitlements that 
are responsible for the bulk of the long-term deficits. Some of the 50 bps rise in 
US government bond yields over the last month reflects heightened worries over 
rising deficits. 

 
Bonds and equities 

In the past, even when expectations were for rising bond yields, it was still 
advantageous to have an allocation to government debt.  A coupon of anywhere 
from 4% to 14% provided a reasonable cushion against falling prices. With yields 
today on most government debt between 3–3.5% it is challenging to imagine a 
scenario where government debt will provide a better return than equities. 

Emerging market monetary 
authorities will need to raise 
interest rates in 2011 to 
control inflation, but this will 
attract foreign inflows and 
raise the value of their 
currencies, something they 
wish to avoid. 

Perhaps this will be the year 
that the US begins to focus on 
its growing budget deficit. If 
the market becomes less 
indulgent, the government 
may not have a choice. 
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Exhibit 2 illustrates the challenge facing fixed income investors. If government 
bond yields had not begun rising in August but had stayed flat, the total return for 
the year would likely still have ended up below that of equities. Given that we 
anticipate rising yields, for both market yields and target rates, equities appear to 
offer better potential returns. 

If bond yields for the major developed markets are not terribly attractive, are there 
other fixed income assets which are? One of our preferred asset classes during 
2010 was high yield debt. Exhibit 3 shows why. From August, when government 
yields began rising, high yield debt was the only fixed income asset class to still 
provide 

Exhibit 2: Equity and bond returns in 2010 

Note: Global Equities: MSCI AC World  Index. Global Bonds: JPMorgan GBI Global Traded Index, All 
indices total return, local or base currency. Source:  J.P. Morgan.    

 Low yields on major market 
government bonds will make 
it challenging for bonds to 
outperform equities in 2011. 
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Exhibit 3: Fixed income indices 

Note: High Yield: BofA Merrill Lynch High Yield Master II; EM Sovereign: JP Morgan EMBI+; EM Local: 
JPMorgan GBI-EM Global Composite; DM Corporate: BofA Merrill Lynch Global Broad Market Index—
Corporates; DM Government: JP Morgan GBI Global (Traded). All indices total return, local or base 
currency. Source:  J.P. Morgan.    

 High yield debt was the only 
fixed income asset class to 
offer positive returns once 
government bond yields 
began rising in August. 
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provide a positive total return through the rest of the year. Spreads today are 
much narrower at just 580 bps over Treasuries compared to a high for the year of 
740 bps but we still believe they offer good prospects in 2011. While there may 
not be much room for further compression (the average spread for high yield debt  
over the last 10 years is 660 bps, and just 600 bps is you exclude the credit 
crunch), we do not expect any widening and the 9% average coupon is generous. 

While likely to make up a smaller part of an investor’s portfolio, local currency 
emerging market debt  is also appealing because of the high yields on offer—
about 7% currently (based on J.P. Morgan’s CEMBI index). In addition, given our 
expectation that most developed market currencies will be depreciating over the 
long term against emerging market currencies, unhedged investors will gain as 
the local currency strengthens. Spreads on investment grade corporate debt (160 
bps) and even on USD emerging market sovereign debt (250 bps) are already 
fairly tight and suggest at best fair value.  

Equity outlook 

In an environment of low but positive economic growth and benign inflation, 
equities should do well. While we anticipate occasional shocks emanating from 
Europe we do not believe they will be enough to derail the train. Given the greater 
earnings growth prospects in emerging markets, and still attractive valuations, we 
would anticipate another year of EM outperformance. Over the last decade, 
emerging markets have outperformed developed markets nine out of 10 times. 
The only surprising thing about the returns of emerging market equities in 2010 
was that they were only 3% greater than those for developed markets: 14% vs 
11% (total return in local currency). The extra return was actually realised with 
less volatility, though this change in the relative riskiness of the two regions is 
unlikely to continue into the future.  

Exhibit 4: Developed market equity index returns 

Note: Local currency, total return, MSCI indices. Source:  J.P. Morgan.    

 The outperformance of the 
US only really occurred in the 
last quarter, thanks to QE II 
and the extension of the 
Bush-era tax rates. 
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market debt has the 
advantage of having a high 
yield (about 7% on average), 
and offers the prospect for 
further gains as emerging 
market currencies appreciate. 
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The US only really outperformed Europe in the last quarter of the year. This was 
due to the euro crisis weakening Europe, with QE II plus an extension of the 
Bush-era tax cuts helping the US. These forces are likely to continue influencing 
markets through the first half of the year and we remain optimistic about the 
prospects for US equity market returns. The situation could conceivably change, 
however, later in 2011. If the eurozone crisis is resolved forcefully, through greater 
fiscal coordination between governments and enhanced structural reforms, the 
earnings outlook for Europe could measurably brighten. The region has a higher 
export exposure than the US and its export mix is better suited to meet the 
demands of emerging markets, the euro has fallen 16% from its high, and 
valuations are better. The boost to the US market from QE, on the other hand, 
may have faded by then and in fact the unwinding of QE could become 
contractionary. The fundamental challenges facing the US economy, viz., 
homeowners with negative equity, high levels of credit card debt, poor 
employment prospects, in addition to the US government debt levels already 
mentioned, could start to weigh on the market.   

The UK in the meantime should continue performing somewhere between the 
two. The high foreign exposure of most UK large cap stocks should shield them 
from the fallout from impending budget cutbacks in the country and the cheaper 
currency should translate into higher earnings in sterling terms, even if it may not 
provide much of a direct boost through increased exports. 

 
Emerging markets and commodities 

Though there has been much talk about the increase in consumer demand in 
emerging market economies, it is still China and the resulting demand for 
commodities that is driving most country index returns. The outperformance of 
EMEA 
Exhibit 5: Emerging market equity index returns 

Note: Local currency, total return, MSCI indices. Source:  J.P. Morgan.    

 Much of emerging market 
equity performance has been 
China and/or commodity 
dependent.  

 The returns for EMEA have 
been from two commodity 
exporters: Russia and South 
Africa. 
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We expect the US to continue 
performing better than Europe 
for the first half of the year, 
though things could change in 
the second half depending on 
the resolution of the eurozone 
crisis. 
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EMEA is thanks to strong returns for Russia and South Africa, two countries with 
high commodity export sectors. The poor performance of Latin America is the 
exception that proves the rule. Though Brazil is another China beneficiary, the 
overall LatAm index performance was held down by Petrobras, which has a very 
high weighting in the index and suffered last year due to a rights issue and 
perceived increased government control. 

Given that we expect continued strong growth from China, there should continue 
to be high demand for commodities. In the short term, commodity prices will also 
benefit from the increased risk of inflation (as will gold, for that matter), both in 
emerging markets as well as in the US thanks to QE. Though China will have to 
deal with rising inflation, any economy growing at 8–10% per year is inevitably 
going to face internal imbalances. We anticipate a measured and effective 
response from the government. 

 
Conclusion 

Like aftershocks following an earthquake, the repercussions from the credit crisis 
will continue to shake financial markets this year. Volatility will be high and we 
anticipate moments of substantial stress. But the ground is settling, and the 
foundations for further gains in most asset prices have been laid. 

 

High growth in China will 
inevitably lead to higher 
inflation, though we expect the 
government will be able to 
manage it without unduly 
slowing the economy. 
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