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Rank: From weakest to strongest in ascending order: 

Strong Underweight Sell  Slight Underweight Neutral  Slight Overweight Buy Strong Overweight 

Please note that the rank is indicative and may not sum to equilibrium.

→ Central banks’ watch on economic and political developments is still needed, as 
Cyprus’s banking crisis prompted the European Union to release the fifth bailout 
package in three years. Deep fiscal austerity may delay crisis-hit countries’ return to 
economic growth and strengthen the case for unconventional measures by the 
European Central Bank. 

→ In the United States, fiscal consolidation is being pursued through automatic spending 
cuts rather than by a long-term deficit-cutting plan. The economy is looking healthier 
and set for moderate growth with subdued inflation, supporting the Federal Reserve’s 
commitment to monetary expansion. 

→ China may be entering a new stage marked by a more stable growth model, led by 
consumers rather than by capital expenditure. The conversion may get mixed reviews 
from investors fearful of a slowdown, as the government wants to curb excess bank 
lending to avert a housing bubble and other undesired effects.

Strategy Theme Risk On We believe that growth-sensitive assets, better known as “risk,” will 
get ongoing support from leading central banks’ pledge to keep 
exceptionally loose monetary policies for quite a long time, in the face 
of any adversity.

Equities Overweight The case for global equities is made by attractive valuations, notably 
in Europe, compared to low-yielding safe government bonds and to 
ever less selective credit markets. Dividend yields can also provide 
good returns as an alternative to capital gains.

Bonds Underweight Near-zero rates keep yields on “safe” core government bonds so low 
that long-term investors may incur losses when buying at these levels. 
Credit markets have also become expensive, as yield-hungry investors 
put ever less emphasis on adequate risk/reward analysis.

Main Challenge Exit QE The case for exceptionally loose monetary policies may be questioned, 
with some policy-makers fearing undesired side effects such as asset-
price inflation, notably in housing.
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Leading central banks may be committed to exceptionally loose monetary policies for 
longer than anticipated thanks to the persistence of moderate growth (with downside 
risks) and subdued inflation. In a zero-rate environment, growth-sensitive (cyclical) 
markets are poised to provide the best medium-term opportunities. Using a frequent 
jargon, we stick to a “risk-on” strategy.  

When relying on more volatile securities to boost performance, risk management is set to 
play a key role and helps select the best primary asset to start with. Fixed income has long 
provided the best opportunities, notably with corporate bonds, but the low-yield 
environment of safe government bonds has made investors’ search for extra yields barely 
supported by adequate issuers’ analysis. 

As a result, cumulative flows into bond funds have exceeded flows into equity funds by more 
than $1 trillion since the global financial crisis. Weighing these factors, any consequent 
rotation out of bonds would imply significant inflows into equities with a substantial impact 
on their relative performance. 

On a fundamental perspective, we have long argued that corporate bonds have a better risk/
reward than equities in a weak-growth environment. However, we believe that the downside 
risks to global growth, though not negligible, are currently overdone.

We believe that the US economy will get stronger in spite of a prospective fiscal drag, thanks 
to other supporting factors such as the relocation of manufacturing activities. Growth in 
Emerging Markets, led by China, may move to a slower pace as domestic consumer 
expenditure replaces capital investments as the main engine, but this conversion is set to 
make it more stable over time and less prone to inflation or other excesses. 

For its part, the outlook for Europe is still little encouraging, as the euro debt crisis looks far 
from a structural solution, but structural reforms are already being pursued by single 
countries and may help their economies grow faster in the future. 

Moreover, equity valuations look attractive on both absolute and relative terms. The 
cyclically adjusted price-to- earnings ratio, which smooths out short-term fluctuations in 
earnings due to the economic cycle, suggests that European equities are the most 
undervalued, whereas the US market finds itself at the opposite side of the spectrum. In both 
markets, however, dividend yields remain significantly higher than core (supposedly risk-
free) government bonds and this makes equities also attractive as a structural source of 
income potential besides the traditional purpose of capital appreciation.

Emerging markets are another “risky asset” worth investing, though we acknowledge that 
they are barely detached from global trends. This is especially important for the equity side, as 
the gradual conversion into middle-income countries with slower trend growth may get 
mixed reviews from investors anticipating a slowdown or even a hard landing at times (rather 
than looking at the bright side of a less-volatile growth pattern). Our risk management 
process  is designed to spot the differences within the whole area, notably in terms of progress 
on issues such as infrastructure, urbanization, business climate and corporate governance. 

In an uncertain world, several techniques are available to manage risk effectively and they 
range from the extensive use of “satellite” trades surrounding the core strategic view, inspired 
by a theme, to strengthen it or dilute it mostly in accordance with the perceived risk propensity 
at any time. Hedging trades may further tweak the core view for mostly tactical reasons. 

Central banks’ extra-loose 
policies to stay on, keeping a 
bias to risky assets

The main theme 
behind our current 
strategy
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Each rescue package agreed to in three years since the EMU sovereign debt crisis erupted 
in Greece has been different from the previous one, but some of the new features looked 
more and more unprecedented at every turn and brought the whole issue into uncharted 
territory. The bailout of Cyprus in late April was largely similar to Greece’s debt 
restructuring last year, as the rescued part’s stakeholders were dragged into the deal in a 
burden-sharing program. Whereas private holders of distressed Greek government debt 
were “voluntarily” involved in March 2012, the “bail-in” principle is now to apply to some 
depositors of near-insolvent Cypriot banks. This solution could be potentially disruptive, 
so EU officials wanted to soothe the nerves of bank depositors based elsewhere, and 
notably in the crisis-hit EMU periphery, by insisting that the Cypriot economy is utterly 
different from the rest of EMU for holding a patently outsized banking sector.

The “financial depth” of a country has long been studied by international lending 
institutions such as the World Bank and is measured by the ratio of potential private 
credit to GDP, whose reliable proxy is the amount of bank deposits. It is not unusual to 
see the ratio exceeding GDP in high-income developed countries and the World Bank 
reckoned that it was about four times the average in emerging countries. This latter group 
can hardly be treated as one, though, as China’s financial system looks outsized when set 
against the other major (BRIC) emerging countries such as Russia, Brazil, and India. 
Arguably the commonly reported figures may not take the whole picture. The US 
financial system is fraught with off-balance-sheet assets that would make banks appear 
larger than they seem if stricter accounting principles were applied, thus marking up the 
World Bank estimate of about 230%. For its part, China’s financial system includes 
“shadow” banks, which have gained market share and would boost the ratio above the 
150% estimated by the World Bank if they were captured by mainstream statistics. 

The long-accepted conventional wisdom that financial depth is good for long-term 
economic growth is being questioned in the wake of the Cyprus crisis. A very high ratio 
of private sector credit to GDP sounds most alarming in countries that are not in the 
upper brackets of per-capita GDP and may be more at risk of a banking crisis engulfing 
the entire economy. In Europe, the highest ratios can be seen (latest data for 2011) in large 
and small economies alike, with Cyprus, Ireland, Spain, Netherlands, Portugal, United 
Kingdom, Luxembourg, and Switzerland in decreasing order. This ranking, drawn from 
the FT, has removed another small country like Iceland whose crises brought losses to 
British and Dutch savers in the wake of the 2009 recession.

Global Overview
Central bank’s protection 
still needed, as new 
concerns arise
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Despite the efforts of EU officials to downplay the Cyprus deal, the Eurogroup’s new 
chairman talked of it as a new “template” for bank resolution. Based upon the market’s 
relatively muted reaction, though, the ECB pledge to save the euro by any means seems 
to be working and may explain why the latest episode has not yet brought the political 
risk back to the fore, along with renewed market turmoil. 

More broadly, the central banks’ “put option” may still be highly valued and the recent 
addition of the Bank of Japan’s to the ranks of unconventional (Fed-like) players may 
have actually made it worth more as investors appreciate their power of intervention  
and influence.

Another, more fundamental reason for investors’ poise may be that the Cyprus deal 
should speed up the single supervisory mechanism of EMU banks (also known as 
banking union). Last but not least, in the worst-case scenario, having “money in the 
bank” ideally dropped from the short list of “safe” securities may not necessarily be a 
negative for assets long deemed as riskier and higher-yielding as a result.

The estimates for EMU GDP growth are being downwardly revised, notably by the 
International Monetary Fund. We did the same, although we do not predict a recession 
for 2013 as a whole but expect a stagnation, followed by a weak recovery next year. Once 
again, the mean growth rate may conceal increasingly structural divergences among 
member countries. Admittedly, Germany has also suffered a mild GDP decline in last 
year’s fourth quarter but is likely to be the only major EMU country beating the euro-
wide performance this year. The second-largest, France, epitomizes the EMU area’s low 
competitiveness and uncertain commitment to economic reforms and is unlikely to gear 
up any time soon. Italy and Spain, respectively, third- and fourth-largest EMU 
countries, are poised to suffer another recessionary year, although we believe that Italy 
may have seen the worst of the downturn with most of fiscal austerity already imposed 
on its citizens.

Compared to the US economy’s slow return to almost-normal growth, the Euro Area’s 
unpleasant condition is a stark reminder of all the effects of the sovereign debt crisis. 
The European Central Bank’s efforts to avoid an outright collapse of EMU appear to be 
indeed successful as we pointed to the sharply falling credit risk, but for the real 
economy, the combined policy (fiscal and monetary) remains more restrictive than in 
the US and may still pose downside risks to growth, as the ECB chairman admitted of 
late when he referred to the bank credit crunch in EMU periphery. The prospect of 
other Cyprus-like crises, with the need for a bank rescue or a sovereign bailout, may 
further undermine the recovery (Slovenia is under watch, although its banking sector is 
smaller than the EU average in relation to GDP).

Rarely has the Euro Area’s economic performance lagged so much behind the US since its 
birth. The euro currency’s relative strength may be adding further curbs, notably to 
exports, but weakness in domestic demand is making most of the difference and this is 
reflected in unemployment rates’ diverging patterns on the two sides of the Atlantic. The 
slow decline of US jobless rate has brought some anxiety but has marked at least a progress 
of sorts, whereas the euro’s comparable measure has steadily increased over the last two 
years along with peripheral countries’ contribution to such a measure of discomfort.

The Economy
Increasing divergence on the 
two sides of the Atlantic
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The boost to global growth from other regions, particularly fast-developing East Asia, 
may not be as strong as in 2009 when the recession originated in the world’s largest 
economy but could be overcome in a reasonable time. China’s economy may have 
entered a new life as a middle-income country whose growth model becomes more 
stable thanks to the increased contribution of household consumption at the expense of 
volatile capital expenditure. However, this new pattern is poised to support global 
growth at a steady and more gradual pace than before and investors showed a mixed 
reaction to such evidence, as when China reported first-quarter GDP growth below the 
supposedly “watershed” mark of 8% (separating the soft- and hard-landing scenarios).  

Spending sequestration is how the US is unconventionally pursuing its deficit-cutting 
fiscal policy. This consists of a series of (scheduled) reductions in military and other 
discretionary spending and was put in place as part of the parliamentary deal on the 
federal debt ceiling reached in August 2011 after a grueling debate. Back then, it was not 
meant to provide a pathway to deficit reduction, but was conceived as a penalty of sorts 
for failing to agree on a consistent deficit reduction plan. 

March 1, 2013, was the first actual date for the spending cuts after the dreaded axe of 
January 1 was delayed thanks to a last-minute compromise deal. 85 billion dollars is 
barely a trifle in absolute terms, whereas, it accounts for just 2.4% of the entire federal 
budget and a mere 0.5% of GDP. This may explain why investors have come to terms with 
the alleged downside risk to economic growth, but also improving evidence from key economic 
data helped allay any fears of double-dip recession (better known as the “fiscal cliff”).

For an assessment of how these little organized spending cuts will affect the economy, we 
should first point out that social security and other mandatory spending items (“entitlement” 
programs) are largely exempted from the sequesters and they should have deeply eaten into 
the deficit. As a result, most cuts are likely to involve the military budget which, in our view, 
will absorb them pretty comfortably and dismiss recent scare stories about a loss in national 
security. For its part, entitlement-spending is set to also rise this year and offset most of 
sequestration cuts in the overall budget. The bottom line is that sequestration may slow US 
GDP growth but looks far from derailing the economic expansion. 

The flow of economic figures has supported the expansion scenario and allayed fears 
about the spending sequestration until recently, although analysts are pondering the 
latest mixed evidence, which is prompting talk of a “spring swoon.” Consumers are still 

United States
Ultra loose Fed policy still 
needed as fiscal tightening 
takes effect

US/EMU Divergence in Labour Markets, Save Germany
12
11
10
 9
 8
 7
 6
 5
 4

 Jan 08 Nov 08 Sep 09 Jul 10 May 11 Mar 12 Jan 13

   Eurostat Unemployment Eurozone
   US Unemployment Rate
   Eurostat Unemployment Germany

Source : US Bureau of Labor Statistics, Eurostat, Bloomberg as of April 19, 2013

Un
em

pl
oy

m
en

t r
at

e a
s a

 %
  

of
 w

or
kf

or
ce



Global Markets Strategy Report May 2013

7 For Broker/Dealer Use Only and Not to be Distributed to the Public.

the main prop to overall GDP growth, as shown by freshly released preliminary data for 
the first quarter, with the auto sector providing a key contribution.

The Federal Reserve’s very loose policy has been helpful, notably with housing sales and 
prices buoyed by record-low interest rates and their spillover on mortgages. Housing is 
where the latest recession originated and its recovery is supporting the case for 
sustainable GDP growth thanks to a well-known multiplier effect.

The improving labor market is said to boost households’ confidence. Arguably, compared 
to past recoveries, the national jobless rate is still falling at a snail’s pace but other key 
indicators such as the falling number of applications for unemployment benefits have 
moved in line with past conventional recoveries. Moderate fiscal austerity, imposed by 
successive rounds of sequestration, should be taken more lightly when it meets more 
employment and higher incomes. 

Last but not least, the corporate sector continues to be in good shape. The activity in mergers 
and acquisitions is increasing and this could also have a positive impact on the economy, as 
companies are starting to invest the cash they have been holding since last year. 

The benchmark rate cut on 2 May put paid to the mild optimism expressed early this year 
by the European Central Bank.

The Cyprus deal provided sort of a wake-up call on the Euro Area’s problems. The island-
state accounts for less than 1% of EMU-wide GDP but has a banking industry whose assets 
under management exceed GDP by almost eightfold and that made its liquidity crisis 
worth watching and fixing soon for its close resemblance to Iceland’s, which rippled 
through British and Dutch savers in 2009.  

The Cypriot banks’ liquidity crisis had to be addressed by the European Union supposedly 
under less severe conditions than previous ones. Since the European Central Bank (ECB) 
pledged to save the euro from collapse last July, sovereign credit spreads have sharply 
declined and the Euro-group meeting had some additional breathing space to find an 
agreement on more concrete and innovative action.

The key point is that taxpayers in Eurozone countries should not bear, alone, the cost of a 
sovereign or bank rescue, whereas bank depositors stand to share the cost (“bail-in”).  

Europe
The ECB may be called to 
act once again
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The burden-sharing scheme applied for the first time in Greece’s debt restructuring to 
private bondholders is, therefore, replicated for Cyprus, though not before being modified 
and redistributed according to the size of deposits. 

The EU pointed to Cyprus’s unique profile to argue that the “haircut” on deposits sets no 
precedent, probably in an attempt to fend off a run on bank deposits in other cash-
strapped countries. Bank depositors are being added to the list of new participants in 
bailout programs. This choice may be at odds with the EU’s efforts to shelter banks from 
external shocks, by making them more reliant on retail depositors and less so on unstable 
“wholesale” interbank markets, but it aims to save the euro from collapse. 

The revised Cyprus deal may set the criteria for future resolution procedures, as it singled out 
distressed banks rather than government accounts. According to plan, the least solvent will sell 
non-performing loans to a “bad” bank and eventually will merge with another (relatively) 
healthier bank. Before that final step, a capital infusion is needed and this is massively funded 
by a levy on deposits exceeding the EU-set insurance deposit scheme of 100.000 euros.  

The effects on the real economy do not end here and may bring some disquiet in 
perspective. Cyprus’s economy is set to enter uncharted territory, as the government 
imposed capital controls to prevent a deposit flight. These may go beyond the mere 
introduction of daily withdrawal limits and seem to undermine the very principle of free 
circulation of goods, capital, services and people emblazoned in EU charter. In other 
words, Cyprus may become the first EMU member to be relegated to a quarantine of sorts, 
with an economy gripped by a deep recession.  

The ECB endorsed the bail-in principle, as the deal was agreed after it threatened to freeze 
emergency funds to near-insolvent Cypriot banks. This tough stance was hardly at odds with 
its pledge to save the euro by any means and might even set the guidelines for future bank 
resolutions within an EMU-wide supervisory mechanism (also known as the banking union).

The resurfacing debt crisis has affected the ECB view of the economy. Although the ECB 
chairman stuck to an economic recovery scenario in the second half of the year, he quoted 
renewed downside risks and pledged to watch closely the next batch of economic data for 
any evidence. Pointing to such risks is a decline in business confidence, also in Germany’s 
manufacturing machine, which may prompt a further downward revision to already-paltry 
GDP estimates for the current year. Draghi then expressed concerns about the credit crunch, 
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by complaining that non-financial companies, especially small and medium sized in the 
EMU periphery, are facing tighter credit conditions.  Such a malaise is part of a pattern 
known as “fragmentation” of the banking sector, which is not being countered by bold new 
initiatives for now, although his remarks may keep the door open for other supporting 
measures any time soon.  As a result, the optimism of early 2013 may have already been 
overtaken by events and the quarter-point rate cut of 2 May was thus widely expected. 

China’s policy makers used to be blamed for being overly cautious in expanding 
monetary policy in the face of the economic slowdown last year. Critics compared this 
approach to the determination shown in 2008, when aggressive stimulus packages 
provided a quick and effective response to the global financial crisis. 

In fact official data on bank lending and interest rates may not tell the whole story about 
China’s policy stance. Admittedly, the key ratio of banks’ reserve requirements has barely 
declined and growth in traditional bank loans has been about half as much as during the 
credit binge of 2009. However, the strong increase in credit was only partly driven by 
banks, with the rest – reckoned to be about 60% of total – coming from corporate bonds, 
loans by investment companies, direct inter-company lending and other increasingly 
popular forms such as bankers’ acceptances for short-term funding needs. 

These non-bank sources are collectively referred to as shadow banking and were 
allegedly crucial to revive economic growth and to avert a hard landing on China. 
Government regulators are pondering the risks to economic stability of unrestrained 
credit growth through shadow banking as they remember how the credit binge boosted 
Chinese inflation in 2010 and forced them to tighten policy in order to curb the 
excesses. This time, they are targeting some off-balance sheet investment products 
(known as wealth management products) that banks were allowed to issue as a 
percentage of their assets and whose proceeds were funneled into the credit circuit. 

For now there seems to be no crackdown, as new disclosure requirements on these 
products are meant to keep shadow banking under scrutiny without impairing its 
lending ability. Chinese regulators have long claimed they have a good oversight of this 
parallel sector, arguing that it is smaller than in most developed countries where the 
presence of hedge funds compounded the financial crisis. In addition, government 
officials are likely to focus on specific categories of borrowers, such as property 
developers, whose easy access to credit may spark a housing price bubble. 

In the end, the renewed focus on inflation is unlikely to herald a new tightening cycle 
encompassing the entire economy, but may signal policy-makers’ concerns about a 
specific source of rising prices. Back in 2008, the main culprit was a surge in food prices, 
which prompted a harsh response with repeated tightening eventually leading China 
into a sharp economic slowdown. Policy-makers may refrain from acting so forcefully 
this time. 

Other major emerging countries appear to follow China’s example and have paused 
efforts to make monetary policies more expansive. Brazil stopped cutting the 
benchmark rate as it hit an historical low of 7.25% (meaning zero in inflation-adjusted 
terms) and has just reversed course. For its part, India’s central bank is keeping the 
official inflation target (the wholesale price index) under renewed close watch after 
notching policy rates down to revive the economy.

Asia and Emerging 
Economies 
The contrasting policies of 
China and Japan
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Whereas, China and other emerging countries’ doubts appear to be justified by still-
alive inflationary concerns, Japan’s stronger-than-ever commitment to monetary 
expansion is aimed at letting inflation rise to near-conventional levels. Under a new, 
more government-compliant board, the Bank of Japan was even able to beat investor 
expectations and stepped up a US Fed-like quantitative easing, at the same time setting 
two explicit targets: the monetary base is to be doubled through aggressive purchases of 
long-term government bonds as well as other riskier securities, seeking to raise 
consumer inflation to 2% within only two years.

The concerns over an impending fiscal drag have been relieved by improving 
macroeconomic data and by the Federal Reserve’s commitment to exceptionally loose 
monetary conditions, all factors leading the broad market to record highs. 

However, another test is coming, as analysts turn to the ongoing quarterly earnings 
season to seek evidence that the current optimism is corroborated by robust profit and 
revenue growth. As we write, about half of large-cap companies included in the S&P500 
index have reported first-quarter earnings and most have managed to beat analysts’ 
median estimates once again. At the same time, though, the percentage of companies 
with disappointing results has confirmed an upward trend, as if recent valuations had 
suggested a “perfect” scenario of moderate but steady economic growth, low inflation 
and low interest rates.

Profit growth was flattening already in late 2012, and hopes for a renewed acceleration 
were not corroborated by first-quarter results. We can reasonably expect the year-on-
year comparison to turn negative for the first time since 2009, although this time there 
is no recession. The market may retrace more sharply as results from the most economy-
sensitive (cyclical) sector groups fall short of expectations.

Some cyclical sectors, notably Capital Goods have indeed lost ground in April, and they 
feature companies highly exposed to the global economy and to the demand for 
resources from countries like China. Investors saw below-8% first-quarter GDP as 
evidence that China’s growth is getting less vigorous as capital expenditure’s 
contribution declines on a structural basis. Growth in household expenditure may 
provide a more stable support, also domestically in the US, and that may explain the 
Consumer Goods sector’s resilience.

The Markets 
US Equities
Fed’s supportive policy 
challenged by declining 
corporate earnings growth  
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In order to remain confident about consumer’s support overall growth, we should reflect 
on the recent fears about a “spring swoon.” These were probably sparked by March’s 
unexpectedly weak data on jobs. Right after that, retail sales, excluding cars and petrol, 
dropped and the downbeat evidence continued with weak figures on housing starts and 
single-family home sales.

The fact that April has also brought downbeat evidence both in 2011 and in 2012, may 
just be a coincidence. The expiry of a payroll-tax cut, the imposition of higher income 
taxes on the rich and lately the cuts in federal spending, may be making fiscal austerity 
bite consumers to some extent.

Since late last year, we downgraded the US equity market within our global asset 
allocation as we believed that most valuations had become overly reliant on Fed’s 
quantitative easing, rather than on genuine corporate fundamentals, and if the latter 
support was diminished we will brace for any signs that the US central bank’s policy-
making committee (FOMC) is preparing to wind down its quantitative-easing program 
or make it more conditional anyway. 

The minutes of the latest board meetings showed some members’ unease at keeping 
alive a policy that may spark asset-price inflation, notably in housing. So far, the 
persistence of moderate growth and subdued inflation has helped the advocates of this 
policy, chairman Bernanke first, to stay the course. The persistence of this policy is 
essential because it keeps government bond yields down and allows investors to look for 
higher-yielding alternatives in “risky” assets, notably on equities. 

The crisis in Cyprus has renewed the Euro financial sector’s correlation with the 
sovereign debt crisis and made it less convergent on the broad market, although even 
before this latest episode, the hefty gains posted after the ECB pledge to save the euro 
had succumbed to some profit taking. There was indeed no lack of good fundamental 
news, as a few banks managed to pay back, before time, the three-year emergency loans 
(LTRO) released by the ECB and some were able to issue new debt at sharply lower 
borrowing costs (actually very close to non-financial companies).

In fact, a full rotation into the financial sector has yet to take place on the equity side 
and most investors have retained a cautious outlook on this key industry group, whose 
earnings may be capped by both macro and microeconomic factors. On the macro side 
of the equation, the prospect of a longer-than-anticipated recession in the Eurozone 

European equities 
A tale of different sector 
groups
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may keep banks’ earnings under pressure as loan growth to both households and non-
financial (especially small- and medium-sized) companies remains weak and barely 
suggests a turnaround according to the latest ECB data. Business loans are still falling 
year-on-year, and the decline is getting worse for household loans. The EMU periphery, 
where lending rates are structurally higher than the EMU average, is weighing on the 
overall credit market. 

On the balance-sheet side, profits can be increased by cost-cutting, as many non-
financial (also European) companies have been doing throughout the recession. 
However, there is scant evidence that the process is being thoroughly pursued by banks, 
with the large difference between US and EMU banks mostly explained by the latter’s 
lukewarm commitment to job savings.

The rally triggered by the ECB pledge was from very depressed levels. Valuations still 
looks supportive as key valuation metrics, such as the price-to-book-value ratio, remain 
below parity as if investors were still concerned about massive asset write-downs. 

Less regulatory uncertainty might also support bank stock prices in the medium run. 
The global regulatory framework (set by Basel III negotiations) provides for a higher 
capital buffer but the full implementation was postponed by a few years and lower-
quality securities such as shares and mortgage-backed securities can be added to the 
range of assets that banks can include in the buffer. The original proposals were softened 
by fears of a credit crunch, but it remains to be seen whether investors will pay more 
attention to core profitability (less restrictive rules should allow more loans) than to 
capital adequacy and safety. National regulators’ initiative, mostly with a restrictive bias, 
is poised to be an additional risk factor. In this backdrop, we believe that the sector 
group’s overall trend will conceal very different performances company-wise.

For their part most non-financial companies may remain only partly sheltered from 
events in the euro area. One risk factor may lie in reduced export competitiveness, as 
the euro strengthened against major competitors’ currencies. The threat of price 
competition from Japanese exporters, buoyed by a weaker yen, is especially worth 
watching closely and may be felt more by carmakers and other providers of consumer 
goods than by firms whose clients are other businesses (though the latter may be subject 
to other downside risks, such as a changing growth model in China from investment-to-
consumer-led). The main point with this reasoning is that individual stock picks may 
regain some prominence, whereas the overall performance of the asset class becomes a 
minor factor. 

Emu Bank Stocks Trailing again Defensive Sectors
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The Bank of Japan managed to beat investor expectations about a determined policy turn, 
and the new governor announced the measures with good communication skills, that may 
endear him to the business community as much as other central bankers facing their  
respective crises. The housing bubble that burst in the early 1990s may have so far 
prevented the extensive use of unconventional policies such as quantitative easing on an 
extensive scale, along the lines followed by the US Federal Reserve. Therefore, the decision 
to double the monetary base, extend the maturity of bonds purchased and set an inflation 
target of 2% in two years’ time are clear signs of a strong commitment, in an effort to catch 
up with the rest of the world.

The stock market’s very favorable response looks closely correlated with the yen’s 
depreciation, as exporters remain a key component of Japan’s equity market capitalization. 
The performance gap between Japan and the rest of Asia has been almost erased in just 
about six months, thanks also to the renewed interest of foreign investors, whose 
impatience at being left out of the bull rise in a long-snubbed market was palpable. It 
remains to be seen if risk factors such as a currency war with other East Asian countries, 
setting off trade retaliation, will disrupt the current confidence. Key economic indicators 
such as the BOJ’s Tankan index should show a return of confidence, but the latest data 
suggest a turnaround is still elusive and a majority of large manufacturers still reported 
falling activity in the first quarter.

Asia and Emerging 
Equities 
The magic of quantitative 
easing on Japan’s market, 
decoupling from the rest

The correlation between central banks’ easy-money policies and stock market confidence 
is confirmed by Japan’s stock market euphoria, which looks in stark contrast with a 
darkened outlook in China amid concerns over monetary curbs. In fact Chinese officials 
have never resorted to overly loose policies, probably in the belief that they would spark 
asset-price bubbles or other excesses. The surge in “shadow” banking activities is a matter 
of concern for some analysts and although this was dismissed by China as not dissimilar 
to developed countries, the need for additional oversight on bank lending was suggested 
by new rules requiring banks to provide more disclosure on less conventional money-
raising channels (such as the so-called wealth management products). 

Sheer monetary tightening is unlikely to be around the corner, but further easing looks 
remote for the time being and that may explain why China’s financial sector succumbed to 
some profit-taking. The main worry is about property, whose developers make up for a 
not-negligible part of China’s financial index. This is a sector policy makers are attempting 
to rein in after the composite property price index of 70 cities rose for the seventh 
consecutive month in February. 

Weak Yen Helped Japanese Stocks Close the Gap with Rest of Asia
110
100
 90
 80
 70
 60
 50
 40
 30

 Jan 08 Dec 08 Nov 09 Oct 10 Sep 11 Aug 12 Apr 13

   Trade Weighted Japanese Yen (RX)     MSCI AC Asia Ex. Japan Index
   Tokyo Stock Exchange Price Index TOPIX 

Source: Bloomberg as of 09 May 2013

90

100

110

120

130

140

150

St
oc

km
ar

ke
t i

nd
ex

 -  
ba

se
 1

.1
.2

00
8=

10
0

ex
ch

an
ge

 ra
te

 -  
ba

se
 1

.1
.2

00
8=

10
0



Global Markets Strategy Report May 2013

14 For Broker/Dealer Use Only and Not to be Distributed to the Public.

Structural reforms to the credit market would be helpful for Chinese financial stocks to 
regain some ground, among them making the issuance of higher-yielding unconventional 
products less attractive by removing the rate ceiling on ordinary bank deposits.    

Other industry groups may be more resilient, in a pattern consistent with the real 
economy. Consumer-goods stock has moved closer to the broad market, in which 
financials account for roughly 40%, and the long-awaited revision of China’s growth 
model from investment-led to consumer-led may put more emphasis on the performance 
of consumer discretionary stocks such as carmakers.

Core bond yields, as measured by the JP Morgan index, have steadily declined since 
February and, significantly, have had a negative correlation with the gold market. This may 
be suggesting that investors are getting more confident that inflation will not rise and put  
current loose monetary policies at risk. It may be too soon to argue if this confidence 
reflects some concerns that the current “spring swoon” of the US economy will extend into 
the second half of the year and become more serious. We still believe that core bonds have 
excessively priced in a safe-haven status and investors buying at these levels are likely to 
incur capital losses (as shown by historical analyses).   

This leads us to make the case for credit markets once again, although our global asset 
allocation has downgraded it compared to equities. Credit markets have been indeed 
resilient to the latest episode of the EMU crisis. The “safety net” of Central Banks, 
particularly the one provided by the European Central Bank, looked firmly in place when 
Cyprus became the fifth EMU country to get a rescue package. The sovereign risk of EMU 
periphery has risen modestly in the midst of it, whereas Italy’s yield spread to 10-year 
German government bonds was up a full percentage point even in the wake of 
inconclusive parliamentary elections. Italy’s political risk was more evident in the 
widening yield spread to Spain, but overall, such a reaction looked a far cry from past 
bouts of volatility in the three-year-old crisis. 

In the case of the Cyprus issue, investors’ composure may be explained by the quick 
release of an alternative and more focused rescue plan by EU leaders after the Cypriot 
Parliament’s rejection of the first. The final proposal confirmed the “bail-in” principle for 
creditors and depositors of rescued banks and, despite prompting further controversy, it 
marked a clear decision.  

Other setbacks cannot be ruled out, as the ruling of Portugal’s Supreme Court against 
wage cuts to public servants has just shown, but the countries of EMU periphery remain 
deeply committed to redressing government accounts and we retain our constructive view 
on this group as a result. Italy in particular went as far as to insert the Fiscal Compact 
agreed with the European Union into the Basic Law, a provision which should tie the 
hands of future policy-makers, starting with the government formed after the current 
difficult negotiations (or eventually after a repeat vote this summer). Both Italy and Spain 
may find it hard to overcome the recession this year, but a more buoyant global economy 
may help improve prospects from 2014, when their competitive position will also be 
hopefully improved by labor-market reforms.  

The lingering effects of the EMU debt crisis are not confined to government bond markets. 
Bank bonds, which account for a large share of European corporate credit markets, have 
been in fact a proxy for EMU government bonds. Spreads have fallen earlier than in the 

Bonds
Search for yields still 
recommended, on a more 
selective basis
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sovereign market, as the ECB (through the Long Term Refinancing Operations) helped 
reduce the insolvency risk since early 2012. 

On a more fundamental note, we believe that bank credit spreads may remain low if 
international regulators refrained from relaxing too much capital adequacy standards in 
an effort to revive bank lending and stimulate the economy. Here, a possible conflict 
between shareholders and bondholders may surface, as the latter may feel less secure 
about the banking sector’s overall solvency if the tough rules envisaged in 2008 in the 
midst of the US banking crisis were watered down. A similar conflict may feature going 
forward also for cash-rich non-financial companies, if shareholders’ demands for fatter 
dividends or other payouts such as buybacks are eventually met. 

Emerging markets may provide an alternative good combination between risk and reward. 
Admittedly, spreads have come down sharply in this segment, too, but this reflects, in our 
view, the actual improvements in government policies, particularly on the fiscal side. 
Expectations of ratings’ upgrade by major agencies may prompt more investors to buy 
new issues. Viable alternatives can be found in emerging-market corporate bonds, whose 
extra yield above emerging sovereign bonds may be explained less by fundamentals than 
by lower liquidity. 

The recent G20 summit brought to the fore the issue of competitive devaluation policies 
pursued “by stealth” by developed countries and the latter’s pledge to refrain from them  
the tension may not bring relief to major emerging countries, whose complaints became 
louder after Japan resorted to aggressive monetary expansion and managed to weaken the 
yen substantially.

The focus of currency markets is indeed on the yen/dollar exchange rate, whose 20% 
depreciation from the record highs of early October 2012 brought it close to the 100 mark. 
The yen’s trade-weighted value moved accordingly during that period, and enhanced 
Japanese exports’ competitiveness also against Euro-based companies. 

If we started the comparison from last July, the euro would turn out to be the strongest 
major currency. Based upon the ECB index, the trade-weighted euro fell by about 15% in 
early 2010 when the debt crisis started to unfold, but after Greece received the first EU aid 
package it settled somewhat and the second large decline, triggered by the troubles in Italy 
and Spain, was offset by the ECB pledge to save the euro by all means.

Currencies
Focus on the weak yen

Sovereign and Bank Credit Risk Still Highly Correlated
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The euro resilience does not seem to be good news for EMU countries whose poor 
commitment to economic reforms made them uncompetitive in international markets. 
France was the most vocal opponent of a strong euro at recent economic summits but its 
call on the ECB to take after the other leading central bank and weaken the euro are 
unlikely to be followed by some action. Claims by Germany that the euro is barely a weak 
currency have a point if we turn to a 15-year (lifetime) analysis. For its part, the ECB has 
clearly stated that there is no exchange rate target in its charter and has no basis for 
pursuing a policy aimed at making it more competitive. Nevertheless, the calls for some 
action within the rules, say an interest-rate cut, may also come from German policy-
makers if export data or some key business surveys turn weaker. This does not seem to be 
a remote scenario, as the yen’s slide has hurt the competitiveness of major German 
exports, notably in the consumer-discretionary sector group  
(carmakers are a case in point).

Financial markets will be pondering the next G20 statements for any hint that the ongoing 
yen weakening is causing disquiet. The G7 endorsement of Japan’s stance makes the 
prospect of a currency “war” far-fetched but other East Asian countries might see things 
differently. The US Federal Reserve’s recognized role as the “world” central bank has made 
the weak dollar a by-product of a deserving effort to provide extra liquidity and restore 
investor confidence, whereas no such “global” commitment is attributed to the Bank of 
Japan.  

Furthermore, South Korea and China may add territorial issues to their complaints about 
losing market share and that would raise the risk of soft retaliatory measures (such as 
countervailing duties or any other non-tax measures) eventually leading to a full-blown 
currency war.   

Yen’s Slide Against Japan’s Major Trade Partners 
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Growth in earnings per share is confirmed, keeping the case for cyclical assets.

Slow and steady earnings growth
The growth of earnings per share has been slower than in past recoveries but has shown much 
less volatility than macroeconomic variables and financial markets. This resilience looks 
remarkable, when set against the backdrop of recurrent crises with possible global 
implications.

Cost-cutting becoming a structural policy for most companies 
Cost-cutting has accounted for much of earnings growth deep into this mild recovery, as most 
companies still refrain from bold expansion plans and see cash flows as the main defense 
against crises. In an uncertain environment, sales revenues have only occasionally replaced 
cost-cutting as the main source of profits. 

Implied Strategy 
Based upon a very long period of observations, when above-trend operating earnings combine 
with below-trend inflation expectations, growth-sensitive assets (equities and corporate bonds) 
have provided the best returns over a 12-month horizon. 
Risk factors may lead to a more defensive allocation, implying less exposure to risky assets such 
as global equities for tactical purposes.

Alternative Scenario 
The headwinds to global earnings growth include: failure to resolve the EMU debt crisis, a sharp 
fiscal squeeze in the US lacking a bipartisan support for deficit reduction policies and a slow 
progress on China’s economic reforms. We are mindful of these risks but we believe they are not 
altering our base case. 

Our Investment 
Phazer*

Asset Class Double Dip Deleveraging Strength  Rebound
Equity Sell  Sell Buy Buy
Core Government  Buy Buy Sell Sell
Credit Sell  Buy Buy  Sell
Cash    Buy

(*) Data on US Earnings Growth and US Inflation are analysed by a proprietary statistical model to get four different 
economic phases. Source: Pioneer Investments Asset Allocation Research as of September 2012
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Global Equities: Overweight
Our base scenario of economic strength has long favoured cyclical assets, such as equities, 
though we have often toned down this view for tactical purposes. Arguably risk factors 
such as the euro debt crisis, mainly responsible for our portfolio adjustments, have been 
allayed by the European Central Banks’s commitment to preserve the euro by any means, 
but the risk of policy mistakes may keep the case for safe-haven assets very much alive and 
the need to maintain strict risk-management policies for our part.  

USA: Underweight
Large companies continue to report good earnings growth mostly thanks to cost savings, 
whereas sales tend to give a minor contribution to overall profitability. As year-on-year 
earnings growth flattens out, we believe that the broad market posted record highs mainly 
thanks to the Federal Reserve’s efforts to stimulate the economy and contain the downside 
risk to GDP growth from fiscal tightening. Against this backdrop, we are treading carefully 
and keep a tactical underexposure to this market.

Europe: Overweight
Valuations look cheap overall, notably because of a banking sector which can hardly 
break the link with the euro crisis. Investor concerns about EMU banks’ financial health 
were relieved by the action of the ECB to provide extra liquidity, but the outlook for 
earnings is unlikely to improve if growth in the core business of lending money to 
households and enterprises remains weak. The most prominent non-financial companies 
are conveniently exposed to the global economy but their export revenues may be dented 
by a strong euro. Risk factors are not missing indeed, but European equities’ valuations 
look relatively cheap with respect to expected earnings. In addition, their dividend yields 
have remained fairly attractive whencompared to low-risk (but low-yielding) assets such 
as core government bonds.  

Japan: Neutral
The new government’s policy dimension let this market catch up with global indices in a 
short period of time, as the benefits to exporters of a competitive currency are evident. On 
the other side, our preferred valuation yardsticks do not lead us to improve our rating for 
the time being in the belief that extending such a policy may spark a political backlash, 
notably by surrounding countries. 

Pacific ex Japan: Neutral
Markets in this area are highly reliant on China, where economic policies are increasingly 
focused on stimulating growth through domestic household spending rather than 
corporate investments. This structural change may provide a more stable growth pattern, 
but policy-makers’ efforts to curb excess bank lending may keep investors’ fears of an 
economic hard landing alive.  

Emerging Markets: Overweight
The long-term superior growth potential for this area can be maintained by enacting 
economic reforms to raise households’ contribution to overall GDP. China plays a lead 
role once again and we still hold a constructive medium-term view on this market in spite 
of recent setbacks. However, there seems to be less room for monetary loosening in both 
China and in other BRIC countries and we are closely monitoring policy-makers efforts to 
curb inflation, notably in property prices.

Asset Allocation 
Recommendations 
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Global Bonds: Underweight
Government bonds in core markets remain unattractive, as inflation-adjusted yields are 
negative across the curve. Valuations appear more consistent with a global recession than 
with our base of subdued growth. On the other side, inflation is unlikely to surprise on the 
upside, allowing the leading Central Banks to retain loose monetary policies, which are 
centered upon unconventional measures.

Euro Government: Underweight
The few core bond markets left unscathed by the euro crisis are richly valued and still reflect 
a high premium for safety which is hardly consistent with signs of stabilisation. However, as 
long as a structural solution to the EMU crisis is not found yet, we do not want to lower the 
duration too much, as concerns over this crisis may still be sparked by policy mistakes 
when a new crisis front opens up (Cyprus’s bailout being the latest example)
 
Euro Corporate: Overweight
Bank names account for a good proportion of issuance in the euro market and their 
exposure to the euro debt crisis is significant. Investors’ fears can be successfully contained 
by the efforts of the ECB to avert any liquidity shortfall. However, long-term solutions such 
as the establishment of a central supervisor for EMU banks, more than likely under the 
ECB, may take longer than anticipated. Non-financial companies’s financial health looks 
better and any sharp increase in credit risk premiums might be a buying opportunity.

US Government: Neutral
US bond yields across the curve look unattractive when adjusted for current inflation. We 
believe that concerns over fiscal tightening are overdone, so in our view yields remain close 
to record lows as a result of this market’s reputed safe-haven quality.  

US Corporate: Underweight
US businesses are largely committed to cost cutting, any sharp increase in risk premiums is 
likely to be temporary. Current credit spreads, however, fell to record lows amid a global 
search for yields prompted by central banks’ overly loose policies. In this search investors 
may have paid scant attention to the overall risk/reward combination.

Emerging Markets: Overweight
Credit spreads were resilient to abrupt changes in global risk appetite, in a sign that major 
emerging countries are being recognized for pursuing sound economic policies. As a result 
of changing risk profiles, their credit risk has fallen rightfully below that of most EMU 
peripheral countries on expectations of credit rating upgrades. 
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from weakest to strongest in ascending order: 

Tactical Asset Allocation Summary 2013

Global Summary Table
Asset Class Recommendation
Equity Overweight

Government Bonds Underweight

Corporate Bonds Overweight

Liquidity Neutral

Regional Summary Table
Asset Class Recommendation
Euro Cash Underweight

2yr Euro Corp Overweight

Total Liquid Assets Neutral
Euro Bond Underweight

US Bond Neutral

Japan Bond Neutral

Government Bonds Underweight
US Corporate Underweight

US High Yield Underweight

Euro Corporate Overweight

Euro High Yield Neutral

Emerging Market Bonds Overweight

Corporate Bonds Overweight
North America Equity Underweight

Europe Equity Overweight

Japan Equity Neutral

Global Emerging Markets Overweight

Pacific Ex Japan Neutral

Equity Overweight
  

Foreign Currency Exposure
US Dollar Overweight

Euro Underweight

Yen Underweight

Other Neutral

Strong Underweight Underweight  Slight Underweight Neutral  Slight Overweight Overweight Strong Overweight 

Please note that the rank is indicative and may not sum to equilibrium.
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