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December 11, 2009 

Committee meeting of December 3, 2009 

A warning from the Gulf region 

The announcement of the Dubai World conglomerate’s request for a moratorium 
on the payment of 3.5 billion euros of debt maturing on December 14 shook the 
world’s financial markets, causing equities to plunge and the US dollar and gold to 
rise. Although US stock exchanges were closed for Thanksgiving Day on 
November 26 when this announcement was made and there was therefore very 
little trading at the time, this reaction reveals investor skittishness and 
reminds us that financial systems will have to live with the consequences of the 
recent economic and financial crisis for quite some time. 

The lack of any sustained contagion beyond the Gulf region’s equity markets is 
encouraging, particularly since this latest event has brought some investment 
indicators down from the euphoric levels to which they had been lifted by the 
recent equity rally.  

Macro and microeconomic conditions are still favourable 

Although recent releases show that economic momentum is slowing and some 
data have been disappointing, the end of recession in the developed countries, 
solid growth in the emerging economies and brighter prospects for the next few 
quarters are still positive factors. Furthermore, as the recovery in manufacturing 
is confirmed the pace of unemployment should slow a bit. Corporate earnings 
figures should not be taken at face value since most of the surprisingly strong 
earnings may be attributed to cost-cutting. Nonetheless, earnings forecasts are 
still being raised and this should support equity prices.  

Equities still have some upside potential 

Over the coming months, various concerns stemming directly from the current 
crisis — such as below-potential growth for the extended future and the need to 
wind down highly accommodative monetary and fiscal policies — will be the 
subject of much debate.  

These preoccupations are likely to give investors another opportunity to express 
their doubts and fears, which will certainly increase market volatility. Although 
central banks will strive to normalise their monetary policies as gradually and 
smoothly as possible, investors will not have much time to rejoice in the end of the 
most acute phase of the economic and financial crisis.  

Over the near term, fundamental factors are still generally favourable for the 
riskier assets�and the above concerns are still latent. Furthermore, the fact that 
the money that has flowed massively out of money markets offering low returns 
has been invested mostly in bonds and to a much lesser extent in equities could 
give the latter additional upside potential before investors become too worried. As 
the holiday season approaches trading is likely to be very thin and we may see 
sharp price movements in both directions, but without disrupting the overall bullish 
trend that began last spring. 
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ASSET ALLOCATION 
 

Allocation decisions

·  We have maintained our overweight position in equities 
in light of the recovery in economic conditions and 
earnings and the low interest rate environment. 

·  We are neutral on government bonds, which remain 
within their trading range. The absence of inflationary 
pressures is offset by the cyclical recovery and the high 
volume of issuance. We still prefer European bonds. 

·  Our overweight in IG credit is maintained. Although this 
market is less attractively valued its fundamentals are 
improving. We are neutral in HY. Although near-term 
momentum is positive, with good take-up of new issues, 
there are substantial latent risks. 

·  In commodity markets we have reduced our overweight 
exposure to gold and agriculture, given the rapid gains 
made recently and which will be hard to sustain over the 
near term. 

Developed equity markets 
·  Conditions in the euro zone appear favourable, given its 

exposure to the global economic recovery and its 
attractive valuations relative to other developed markets, 
and, to a lesser extent, in the United Kingdom, where 
sterling remains weak and monetary policy is still highly 
accommodative. 

·  We have a slight overweight in the United States, where 
the dollar’s weakness should enhance earnings 
prospects. 

·  Exposure to Switzerland was reduced to neutral in 
response to "rumours" about its financial sector and the 
franc’s strength. 

·  Neutral in Australia, where exposure to Asian recovery is 
offset by ongoing monetary tightening and relatively high 
valuations. 

·  Underweight in Japan, given the deflationary pressures 
and strong yen, and in Canada, where economic news 
has been disappointing and valuations are relatively high. 

Emerging equity markets 
·  We prefer Asia (China, India and South Korea), with the 

exception of Taiwan, where some technical factors are 
less favourable. 

·  Exposure to India has been raised to overweight. 
Although valuations are high, the favourable business 
cycle should lift earnings growth forecasts. 

·  We are underweight in South Africa, where the business 
cycle is disappointing and monetary conditions are still 
mediocre. 

�

Typical diversified model portfolio – Institutional clients 
The model portfolio holdings below are measured against cash and may be transposed into any other portfolio whether benchmarked or not. 

 

MULTI-ASSET CLASS1 EQUITIES: DEVELOPED COUNTRIES1 EQUITY EMERGING COUNTRIES 2

Alpha Current Previous Alpha Current Previous Alpha Current Previous
weight weight weight weight weight weight

EQUITIES US 0.1 0.3% 0.0% Brazil 0.0 0.1% -0.3%
Developed Equities 0.2 1.0% 1.0% Canada -0.2 -1.5% -2.0%
Emerging Equities 0.1 0.6% 0.5% Euroland 0.3 2.4% 1.9% China 0.1 1.2% 1.1%
FIXED INCOME Japan -0.2 -1.5% -1.1% India 0.1 0.6% -0.9%
Government Bonds 0.0 0.2% 0.1% UK 0.1 0.7% 0.3% South-Korea 0.1 0.7% 0.9%
Investment Grade 0.1 1.9% 1.2% Switzerland 0.0 -0.2% 0.7% Taiwan -0.1 -0.5% 0.4%
High Yield 0.0 0.2% 0.1% Australia 0.0 -0.4% 0.2% Russia 0.0 -0.1% -0.2%
COMMODITIES
Brent Oil 0.0 0.1% 0.1% South Africa -0.1 -1.6% -1.1%
Base Metals -0.1 -0.5% -0.3% Turkey -0.1 -0.5% 0.1%
Gold 0.0 0.2% 0.4% Module Total 0.0 0.0% 0.00% Module Total 0.0 0.0% 0.00%
Agricultural 0.1 0.8% 0.9%
Cash Euro -4.4% -4.1% BOND COUNTRIES SOVEREIGN 1
Module Total 0.0% 0.0% Alpha Current Previous

weight weight
PORTFOLIO STATISTICS US -0.2 -9.3% -7.2%

Target Ex-ante Volatility 1.00% Euroland 0.2 11.0% 10.4%
Real Ex-ante Volatility 0.88% Japan 0.0 -0.8% -1.0%

UK 0.0 -0.2% -1.0%
Switzerland 0.0 -0.8% -1.0%

1-Hedged in Euro, 2-Local Currency Module Total 0.0 0.0% 0.00%
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ECONOMIC OUTLOOK 
Viewpoint 

What risks can we expect in 2010? 

Even if we do not include them in our baseline scenario, it is 
essential that we identify all potential risks since any 
one of them could quickly evolve into a major concern 
for investors and thus have a direct impact on financial 
markets that could spill over onto the rest of the economy. 

Budget deficits and public debt are too high. This is not 
a risk but a fact, after the massive fiscal packages that 
governments have implemented to stimulate domestic 
demand. According to the OECD©s calculations, the budget 
deficit of the OECD area (excluding Mexico and Turkey) will 
increase from 3.5% of nominal GDP in 2008 to over 8% in 
2009 and 2010 and will subside to only 7.6% in 2011. The 
OECD advises countries to commit to credible medium-term 
fiscal consolidation strategies but also points out that in 
order to ensure the success of the recovery the stimulus 
measures already decided need to be "implemented fully". 

International institutions, like national governments, seem to 
have come to terms with the idea of replacing deficient 
private-sector funding with public debt, provided this is only 
temporary. Indeed, if this situation continues for too long 
it could push up long-term interest rates, which would in 
turn create a "snowball effect" that would increase the cost 
of debt and push deficits up even higher. There seems little 
doubt that firm commitments to wind down deficits must be 
made, given the massive amount of government debt issued 
in 2009 and with even more expected in 2010, particularly in 
those countries whose debt will mature relatively quickly and 
will soon need refinancing, such as the United States. 
Substantial upward pressure on long-term interest rates 
naturally poses a threat to growth. Although this possibility 
was not a key determinant of our asset-allocation strategy 
we may see some upward pressure from time to time. 

Will growth be too weak or too strong? Several studies 
have shown that economies take longer to recover after 
a global financial shock. Even more time is required when 
a recession is also highly synchronised.  

 

 

 

 

 

 

 

 

Therefore, if we assume that the current situation is 
equivalent to the average of the highly synchronised 
financial recessions the OECD has studied, we can expect 
almost two years of recession (7.3 quarters) during which 
GDP will shrink 4.8% before expanding at a rate of 2.8% 
during a recovery that will last 18 months. These statistics 
seem to confirm the scenario that the developed economies 
will continue to grow below their potential rate for quite 
some time. This sluggish growth will mean lasting weakness 
in OECD labour markets, with the jobless rate rising from 
8.6% in September of this year to 9% in 2010 and subsiding 
to 8.8% in 2011. 

In light of this dim outlook for employment the most 
pessimistic observers are foreseeing a sharp plunge in 
economic activity, as households prefer to save rather than 
spend once the stimulus programmes have run their course. 

But might growth prove to be stronger than we think? It 
may over the near term, thanks mainly to inventories. 
The shift toward restocking (as suggested by survey data) 
may indeed boost the "official" rate of GDP growth. In the 
United States, where destocking has been brutal, this 
reversal of the inventory trend could give the impression that 
the economy is quite robust and perhaps even overheating 
in the first quarter of 2010. 

Central banks will not only have to deal with economic 
reality but above all with the expectations of investors, 
consumers and firms. If they give the impression that they 
might take action too quickly the slightest wobble in 
economic data will be interpreted as a sign that recession is 
back and cause investors to stampede from the riskier asset 
classes. If on the other hand central bankers appear too 
complacent then the threat of inflation (including asset 
bubbles) will raise its head. 

Recent events and the latest statements of central bankers 
tip the balance of risks toward "too late", or at least to 
"protracted", and away from "too soon". 
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ECONOMIC OUTLOOK 
Developed economies 

Two clouds hang over the US economy – employment (oh yes!) and small-business conditions 

US manufacturing continues to recover. The ISM index 
points to over 3% GDP growth in the fourth quarter (after 2.8% 
in Q3), despite a small stumble in November that saw the index 
decline from 55.7 to 53.6. The index’s leading indicator of 
orders for manufactured goods is once again improving, while 
the employment index is still above 50. Yet despite this, 
business investment and payrolls have improved little so far. 
One explanation for this may be the persistent difficulties of 
small and medium-sized firms, which account for half of the 
private-sector payroll. Managers of small and medium-size 
firms still say they want to trim their payrolls and their planned 
investment spending is almost at a record low, according to the 
NFIB’s survey. This pessimism and caution may largely be 
attributed to credit conditions, which are still considered 
tight. 

The slow but steady improvement of the housing market could 
restore the confidence of construction firms, which account for 
20% of NFIB survey respondents. This market’s most closely 
watched survey, that of the NABH’s, shows that property 
developers are still being cautious. The extension of the tax 
credit for home buyers is likely to boost their morale. 

United States – SMEs lag behind 
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The most recent jobs report showed only 11,000 net job losses 
in November, which is quite a bit fewer than expected and 
attributable to the strong pickup in temporary employment. 
Some analysts point out that since lay-offs, like destocking, 
have been massive and rapid—with 7.3 million non-farm 
jobs lost in the United States since December 2007 when 
the recession officially began—employment could bounce 
back just as rapidly. Although a few factors have begun to 
improve, this is not exactly the impression that leading 
indicators are giving. Over the past few years, the US labour 
market has become less responsive to recovery as 
manufacturers in declining industries tend to lay off their 
employees permanently rather than temporarily. During the 

recessions of the 1970s and early 1980s temporarily laid-off 
workers accounted for over 20% of the unemployed. This 
percentage has since declined to 12%. Carmakers are still 
using temporary lay-offs and have stated that the 
government©s programme to support their industry last 
summer enabled them to restart assembly lines earlier than 
otherwise and get employees back to work. Still, the US 
labour market is not as quick to respond to changes in 
economic conditions as it used to be , at least when it 
comes to hiring. We see little chance of a stronger-than-
expected rebound in employment that could sustain 
growth above its potential rate. 

United States – labour market still very weak 
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On November 16, Ben Bernanke presented a pessimistic 
outlook for employment and pointed out the weakness of bank 
lending. Although this caution stems from the uncertainty 
surrounding the outlook for both consumers and firms, it also 
gives the Federal Reserve a good reason for keeping interest 
rates low for an "extended period", to use the expression the 
FOMC used once again in early November. Predictions that 
the Fed will start raising interest rates in the 3rd quarter of 
2010 are a bit aggressive in our opinion. Some FOMC 
members however are concerned that keeping interest rates 
very low for an extended period may encourage investors to 
take excessive risks in financial markets or cause inflation 
expectations to get out of hand. Although the Fed does not 
consider this to be a major threat it will be monitoring this risk, 
even though it has pointed out that any decision to raise interest 
rates over the coming months will depend on the economic 
outlook. Nonetheless, in making this delicate decision the 
central bank will still take into consideration the risk of an asset 
bubble or a sharp drop in the dollar. 
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ECONOMIC OUTLOOK 
Developed economies

Europe’s economies are not all in the same boat 

The euro zone is no longer in recession, as seen by the 
0.4% growth of GDP in the 3rd quarter. But behind this figure lie 
large disparities between countries. For example, economic 
contraction continued in Greece (-0.3%) and in Spain (-0.3%), 
where domestic demand is sagging after long being fuelled by 
loose credit, whereas there was relatively high growth in Italy 
(+0.6%) and in Germany (+0.7%), where exports are strong but 
consumer spending still sluggish. France’s 0.3% growth is the 
result of significantly higher exports and stable private spending. 
When considered separately, the components of GDP are not 
very encouraging: gross fixed capital formation (fixed 
investment) and private consumption were down 0.4% and 
0.2% respectively. GDP growth may be attributed mainly to a 
0.5% increase in public spending and positive contributions 
from inventories and net exports, of 0.3% and 0.2% 
respectively. 

Manufacturing is indeed recovering and industrial production 
is steadily rising along with business survey indicators. The 
European Commission’s measure of the business climate is 
also improving. However, confidence in the construction 
industry and among consumers is still weak. After shrinking 
0.7% in the 3rd quarter, retail sales are still anaemic and were 
barely flat in October, which gets the 4th quarter off to a very 
slow start, even if consumer spending was not that strong over 
the summer. 

Euro zone – manufacturing bounces back 
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Consumer reluctance to spend is of course mainly 
attributable to the weakness of the labour market. There 
was no change in the jobless rate in October, which remained 
at 9.8%, its highest level since late 1998. The household saving 
rate was 16.5% in the second quarter of 2009, up from 16% in 
Q1. The coming increase in inflation resulting from energy-price 
base effects may further reduce consumer spending on some 
products a bit. 

Euro zone – unemployment weighs on  
household spending 
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The ECB prepares to abandon its exceptional measures 
in support of the banking system. After its meeting on 
December 3, the ECB made some important comments 
concerning its intentions over the coming months. Jean-Claude 
Trichet confirmed that December©s 12-month refinancing 
operation would be the last and said that its interest rate would 
not be fixed but indexed to the minimum bid rate on future 
weekly refinancing operations. Thus if regular refinancing 
operations return to a variable rate by the end of 2010, the 
minimum rate will be applied to the 12-month operation in 
proportion to time. The last six-month operation is scheduled for 
March 2010. These changes – which according to Jean-
Claude Trichet were in response to improved market 
conditions – show that the ECB is determined to gradually 
remove its emergency measures, whereby it essentially 
lends banks unlimited funds at a very low rate of interest. 
This is the first step toward monetary policy normalisation, even 
though the central bank©s very cautious revisions of its growth 
and inflation forecasts and use of the term ©appropriate© to 
describe its 1% refinancing base rate imply that it will not start 
tightening very soon, unless there is a sharp surge in growth 
and/or inflation. 

The most recent economic indicators confirm the UK©s 
cyclical recovery, although momentum is starting to slow. 
The CIPS manufacturing index, which reached 53.4 in October, 
its highest level in almost two years, fell to 51.8 in November, 
which is still above 50. The services sector is also expanding, 
with its index practically stable at 56.9 in October and 56.6 in 
November and a more optimistic outlook for the next few 
months. 
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ECONOMIC OUTLOOK 
Developed economies 

The Bank of Japan gives in to government 

Although the initial estimate of 3rd-quarter GDP growth has 
been revised upward slightly, it is still negative, at -0.3%. This is 
the sixth straight quarter of contraction, with growth down 5.1% 
year-on-year. Despite sterling©s weakness, net exports made a 
negative contribution to growth. On the basis of leading 
indicators for the manufacturing and services sectors and the 
recovery of housing prices, we expect growth in the fourth 
quarter, as domestic demand strengthens more 
substantially. This is consistent with the steady increase in 
retail sales, which however have been boosted by large 
discounts. Furthermore, some of this spending may be in 
anticipation of the raising of the value-added-tax rate in 
January, from 15% to 17.5%. 

This cyclical rebounds seems a bit fragile given the 
persistent difficulties in the financial sector. Furthermore, the 
worrying state of public finances (net debt was 59.2% of GDP at 
the end of October) gives the government little scope for action, 
while the UK general election to be held in six months may 
discourage a weakened government from taking strong action, 
despite its support for more massive fiscal stimulus measures, 
vs. the conservatives© position of rapidly returning to fiscal 
orthodoxy. We expect the Bank of England to exercise 
caution in its strategy for normalising monetary policy, 
especially considering that much of the cyclical recovery may 
be attributed to exceptionally low interest rates. The central 
bank is not likely however to expand its asset-purchase 
program beyond 200 billion pounds, of which 183 billion had 
been spent by the end of November. Moreover, this would be 
the first step toward ending quantitative easing. The base rate 
will probably be kept at 0.50% for a few more quarters. Yet if 
inflation (1.8% y/y in October) surges beyond the BoE©s 
forecast, as a result of the pound©s weakness and the higher 
VAT rate, this could force Mervyn King to raise the base rate 
earlier than expected. Moreover, the BoE is known for being 
quick to respond. 

United Kingdom – recovery is underway 
NATIONW IDE HOUSE PRICE INDEX OF ALL PROPERTIES27/11/09
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A deceptive rebound in Japanese growth. The BoJ has 
revised its annualised initial estimate for third-quarter GDP 
growth of 4.8% sharply downward to 1.3%. Growth for the 
second quarter was 2.7%. This growth may be attributed to a 
strong contribution from exports on the back of robust Asian 
economies and to a positive contribution from inventories 
although there was only limited destocking during the 
recession. The pickup in consumer spending over the last two 
quarters (mainly in the form of durable goods purchases) was 
made possible by the previous government©s fiscal stimulus 
package. The new government has just announced additional 
measures (most notably to support SMEs and employment) to 
be funded by a supplementary spending package for the 
current fiscal year, and expressed its concern about the return 
of deflation. The country©s core inflation is comparable to that 
of the other G-7 economies, at -1.1% y/y in October and -1.3% 
in the Tokyo region in November. Falling prices would be bad 
for the entire economy, since expectations of deflation can 
encourage consumers to postpone purchases. 

Japan©s economy once again struggles with deflation 
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Consumers will be all the more reluctant to spend 
considering, first of all that recent wage growth simply 
reflects additional overtime hours and is not likely to last, 
and secondly that year-end bonuses are expected to be 
substantially lower. However, these negative factors may be 
partially offset by the rebound in consumer confidence in 
response to the labour market©s fragile improvement. 

After a special meeting in early December, the BoJ©s 
announcement that it would be introducing a 10 trillion yen 
3-month lending facility at 0.10% appears to be a rather 
modest reaction given the seriousness of the situation. 
Most notably, the BoJ did not step up its quantitative-easing 
measures, as the government would have preferred. 
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Emerging economies 

Recovery is robust but there is no risk of inflation in sight (yet) 

Growth in the emerging economies continues to 
accelerate. In some of these countries, industrial production 
has even exceeded its pre-financial crisis level. Given the 
global economy©s synchronised (albeit weak) recovery and 
its favourable impact on exports, we expect this robust 
growth trend to continue. In addition, highly accommodative 
monetary conditions continue to support domestic demand. 

GDP growth forecasts are highest for Asia, thanks to 
the exceptional vigour of the Indian and Chinese 
economies, while growth rates in Latin America and 
Eastern Europe are well below where they were in the first 
part of this decade. Inflation does not yet pose a serious 
threat since there is still considerable spare production 
capacity. However, the appeal of emerging currencies and 
low interest rates could fuel investor speculation that could 
imperil price stability. 

Emerging economies – growth and prices look stable 
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Consumer and business surveys still reflect strong 
confidence, with leading indicators for the Asian region 
approaching record levels. This implies that economic 
momentum could slow over the coming quarters, as the 
impact of fiscal stimulus programmes fades. 

Emerging consumers have become a major force in the 
global economy and now account for 32% of the world©s 
total consumer spending, compared to (only) 28% for US 
households. This massive increase in emerging-consumer 
purchasing power will fundamentally change the global 
economy. For example, the exports of a country like South 
Korea are now much more dependent on the BRIC 
countries than on the G-3. 

Asia©s example shows that domestic demand is  
driving the recovery 
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China©s economy is still going strong, with GDP 
expected to expand at least 9.5% in 2009, after an initial 
estimate of 8.5%. Quarter-to-quarter growth has probably 
already peaked, after the 15% surge in Q2, which was 
boosted by the combination of fiscal stimulus measures and 
restocking. Retail sales have been growing steadily on the 
back of solid wage growth and the government©s stimulus, 
while the manufacturing sector continues its upward climb at 
a 16.1% growth rate y/y. We expect industrial production to 
accelerate over the coming months and probably exceed 
18% as the synchronized recovery of the global economy 
and external demand unfolds, as they may be expected to, 
judging from leading indicators. This outlook is consistent 
with the most recent PMI survey indicators, which have 
been stable month-to-month and still pointing to expansion. 
Public-sector investment is already showing signs of 
slowing, in keeping with the Chinese government©s efforts to 
avoid excess capacity and inefficiencies. In contrast, 
private-sector investment in property is particularly strong. 

 

 



�

   

INVESTMENT STRATEGY 
DECEMBER 2009  

8 

ECONOMIC OUTLOOK 
Emerging economies 

Private-sector demand will remain robust in 2010 as the 
brighter outlook for employment boosts consumer 
confidence and income, as will the wealth effect provided by 
rising asset prices. Chinese consumers continue to benefit 
from the government©s efforts to stimulate domestic demand 
and in particular from subsidies on automobile and home-
appliance purchases. For example, passenger-vehicle sales 
were up 98% y/y at the end of November and exceeding 
1.04 million units. This figure reflects the confidence and 
purchasing power of middle-class consumers. The fiscal 
stimulus provided by a cut in the VAT rate from 10% to 5% 
will be repeated next year and thus sustain rising 
automobile sales. 

 

China – exports expected to bounce back 
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Chinese authorities want to make private demand a key 
pillar of economic growth and are seeking to strengthen it by 
accelerating the urbanisation of migrant employees and 
facilitating the relocation of rural populations to small and 
medium-size cities. This has created a strong demand for 
urban housing that will ensure vigorous construction activity 
over the next few years. Studies have shown that new 
investment in property will account for half of consumer 
spending in 2009. 

The over 50% growth in property sales y/y poses the 
threat that a bubble might develop that could destabilise 
the market and fuel inflation. We believe however these 
risks are exaggerated for the time being. This is because 
the demand for housing is driven by the abundance of 
savings rather than by irresponsible lending on the part of 
banks, as was the case during the subprime crisis. The 
large down payments made on property purchases will 
underpin the market in the event of a sharp downturn. As for 
inflation, it should be noted that food accounts for over 48% 
of the CPI basket and that Chinese firms still have 

considerable spare capacity, which will offset the inflationary 
pressure of an excessive money supply. It should be noted 
that the risk of inflation was not even mentioned at the 
most recent Politburo meeting in early December. 

Lastly, financial and monetary conditions �  which include a 
weaker yen on an effective exchange-rate basis and rising 
prices for financial assets �  are still highly favourable. 
These attractive conditions and government measures will 
continue to support property prices and economic activity. 

In conclusion, we believe the government©s economic-
policy objective has evolved from growth at any cost to 
"high-quality" growth. We may expect no more massive 
infrastructure-investment programmes to stimulate the 
economy, such as those of late 2008, although their impact 
on the economy will be felt for a few more years. The most 
recent Politburo press release does however reiterate that 
accommodative monetary and fiscal policies will be 
maintained and acknowledge the need to keep an eye out 
for asset-bubble risks and to respond to them more flexibly. 
The government will therefore implement a gradual exit 
strategy. 

China – monetary conditions still very accommodative 
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India©s economy grew in the 3rd quarter at its fastest rate in 
a year and a half and well above the market©s expectations. 
GDP rose 7.9% y/y in Q3 compared to a consensus forecast 
of 6.3% and 6.2% growth in Q2. With over 9% growth, the 
manufacturing and services sectors were the main motors of 
this expansion. Although agriculture made a more modest 
contribution, this sector did surprisingly well considering that 
major disruptions in farm output was expected due to the 
relatively dry monsoon season. Another noteworthy 
development is the surge in private consumption, from 1.6% 
to 5.6% (the cyclical peak is 8%). Furthermore, Indian 
exports registered their lowest decline in October in 10 
months, as the demand for software, jewellery and other 
goods recovered in the G-3 countries. India©s central  
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bank is now devoting its attention to inflation and 
controlling the money supply. Indeed, food prices, which 
account for 26% of the WPI, are up 17.5% y/y. Although 
core inflation pressures are likely to remain limited, the 
WPI has jumped out of deflation territory and is likely to 
reach 6.5% by the end of this fiscal year, according to the 
RBI©s estimates. Considering the strength of India©s 
recovery we believe the RBI will start to raise interest 
rates early next year. 

India – business confidence is back up to  
its pre-crisis level 2/12/09
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Brazil©s economy has made a particularly strong 
comeback from the global financial crisis and is 
therefore seen as a leader among the emerging 
economies. GDP growth has rebounded vigorously since 
the second quarter while indicators of domestic economic 
activity continue to point to a strong recovery. Consumer 
confidence is back up to a level not seen since May 2008 
and the jobless rate is nearing an historical low. The 
improved credit conditions have also helped support 
domestic consumption. With the return of investor risk 
appetite and the strengthening of global liquidity 
conditions, capital flows into Brazil have been surging 
since April, causing the balance of payments to reverse 
towards a large surplus. This has driven the real sharply 
up, which in turn led Brazilian authorities to impose a tax 
on incoming foreign investment flows. We could see 
more such measures if Brazil©s currency continues to 
appreciate. The economy©s very strong recovery is 
also likely to encourage authorities to start 
normalising monetary policy in the first half of 2010. 

Brazil – strong labour market underpins  
consumer confidence 
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Although signs of recovery are appearing in Russia, 
the outlook for growth remains fragile, given the still 
gloomy outlook for investment and employment. The 
most recent data reflect mixed economic conditions. The 
rising price of crude oil and global recovery have slowed 
the contraction of Russia©s economy, which has been in a 
severe recession for a year and a half. Industrial 
production was down 11.2% y/y in October, compared to 
a 9.5% decline the previous month. This trend is 
consistent with the PMI index for the manufacturing 
sector, which fell from 52 to 49.6 in October, mainly as a 
result of weaker production, orders and employment. 
This was not the case for retail sales however, which 
rose 3.2% in October, but are still down 8.5% y/y. The 
PMI index for services continued to rise in October, 
reaching 54.3. Imports continued to expand, thanks to 
the ruble©s appreciation and stronger domestic demand. 
With inflation thus declining, Russia©s central bank was 
able to lower its base rate to 9%, an all-time low. 
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BOND MARKETS 
Government bonds  

A recipe for anxiety during the holiday season 

Let start with central banks, and with Federal Reserve chief Ben 
Bernanke©s confirmation that interest rates will be kept low for 
an extended period and that economic outlook was rather 
mixed, an opinion that was echoed by other central-bank 
officials. As for the ECB, it reminded financial markets that it 
could begin its exit strategies, but not too hastily since it will 
remove only its most "extreme" measures, i.e. its 12-month and 
6-month fixed-rate refinancing. Then add the fact that economic 
data was much better than expected, and not just in a given 
sector but for US employment, one of the most closely followed 
indicators. Now mix this in with the return of sovereign debt risk, 
which is once again in the spotlight after the possibility of 
Dubai©s debt default and, closer to home, concerns about 
Greece©s solvency. When we consider all this, is it any wonder 
that yields have been bouncing up and down and will no doubt 
continue to do so? 

We can expect such crosswinds to continue to buffet bond 
markets into the 1st quarter of 2010, as encouraging signs of 
recovery meet gloomy prospects for growth, inflation poses no 
immediate threat but raises a lot of questions, and central banks 
maintain their interest rates as expectations of tightening no 
doubt arise sometime during the year, most notably in the 
United States. 

And then we must not forget the more "technical" factors", 
which are difficult to evaluate individually but the general trend 
of which we have already tried to assess. Issuance will remain 
very high in 2010, while demand fades away as major 
purchasers of debt securities withdraw from the market, such as 
the Federal Reserve, which has already ended its purchases of 
Treasuries and will complete other programmes in the first 
quarter of 2010, and the BoE, which will probably do the same. 
Who will step in to fill this gap left by the US and the UK central 
banks? We already know that foreign central banks support 
sovereign debt markets by purchasing government debt, and in 
particular that issued by the US, but domestic commercial 
banks also have a role to play. Although the latter can certainly 
purchase more government bonds they cannot make up for the 
purchases previous made by their central bank. 

In the end, we prefer to maintain our overall neutral 
exposure to government bonds, with a preference for the 
euro zone. 

 

 Long-term yields trade within range 
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BOND MARKETS 
IG and HY credit 

Don©t expect a repeat of 2009 in 2010 

 As we have seen recently, this market©s fundamentals continue 
to gradually improve; with earnings a little higher and debt levels 
a bit lower, at least in the US. This has tended to reduce debt-
to-equity ratios, which of course will be good for non-financial 
corporate issues. 

This trend is likely to continue over the coming months. It will 
probably be more apparent in the United States than in Europe, 
where it will not be as easy to cut costs, particularly payroll 
costs. 

In the investment grade segment, 2009 will be remembered 
when non-financial firms issued a particularly large volume of 
debt securities. Although the second half of the year did not see 
the record level of activity seen in the first half, it was still quite 
busy. Refinancing needs going into 2010 are not much to be 
concerned about, since most issuers were able to extend the 
average debt maturity. Given their direct involvement in the 
financial crisis, things are a bit different for financial firms, which 
early this year needed guarantees from their national 
governments before they could issue new debt. The situation 
has since improved and they can now issue senior debt 
securities without government backing. European banks 
however will have a lot of debt to refinance in 2010 and 2011, 
since they could not reduce their short-dated debt, unlike their 
US counterparts. 

We believe that although the market will continue to strengthen 
over the coming months returns will certainly be less 
spectacular than in 2009. 

As for the high-yield market, we are essentially seeing the 
same basic trends: investors are still looking for paper, mutual 
funds continue to register net investor inflows and issuance 
continues at a steady pace, which moreover is also increasingly 
the case for the European market. The capacity to obtain 
refinancing, particularly for the most fragile firms, pushes back 
the risk of near-term default, as a substantial volume of debt will 
not mature until 2011. The near-term momentum for HY 
securities is therefore still positive, and this should 
continue to be the case in early 2010. However, there are 
still concerns over the medium term, since our scenario of 
below-potential growth does not enable us to be as optimistic 
about the general environment or about default-rate forecasts. 

 US firms reduce debt 

Selected stocks Net Debt
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CURRENCY MARKET  
 

Dollar should gradually strengthen in 2010

November saw volatility increase in currency markets, with 
JP Morgan©s VXY index of the G-7 currencies rising twice 
above 14%, a level that hadn©t been reached in almost four 
months. 

We expect the US dollar to strengthen in 2010.�Changes 
in monetary policies will have a considerable impact on 
currency markets over the next few months. Uncertainty as 
to which exit strategy central bankers will adopt could 
reduce the appetite for risk in financial markets somewhat, 
and therefore for currencies as well. The dollar could also 
benefit from its diminished appeal as a currency used to 
finance carry trades. Against this background, the release of 
economic data that could cause investors to expect central 
banks to raise interest rates (such as employment figures) 
are likely to cause the dollar to appreciate, all other things 
being equal. 

The yen will remain relatively strong over the near term. 
The Bank of Japan has for now limited itself to merely verbal 
intervention, despite the USD/JPY rate plunge below 85 on 
November 27 (versus over 90 at end-October). When the 
central bank announced a change in its monetary policy in 
early December, although quite minor, the rate did briefly 
return to near 90. Traders are clearly a bit uncomfortable 
with the yen at 85. The yen©s appreciation has been driven 
by rather upbeat economic statistics (particularly the 
unexpected drop in the jobless rate), which however do not 
reflect Japan©s deflationary environment. Although the yen 
may continue to benefit from some positive near-term 
economic factors, low productivity and the prospect of 
extremely low interest rates over the next few years should 
start weakening the currency a bit in 2010. 

Yuan revaluation will be later than sooner. China refused 
to allow the yuan to appreciate in 2009, despite multiple 
pressures. Given the relatively low level of the country©s 
trade surplus (down 32% over 11 months vs. the same 
period in 2008) and a lack of inflationary pressures, there is 
little chance that Chinese authorities will be more flexible 
and give up the yuan©s de facto pegging to the dollar. 
Furthermore, in the current environment a revaluation of the 
yuan would lead the Chinese central bank to reduce its 
dollar purchases in the market, which in turn would 
inevitably cause the euro to rise sharply against the US 
currency. For economic and political reasons we are 
convinced that the yuan will remain stable against the 
dollar at 6.83 over the coming months. A small 
concession could be made very late in 2010. 

Yuan©s stability 
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Strategy recommended for 2010. The economic scenario 
we foresee for next year should reduce the correlation, 
which is now extremely high, between risk appetite and the 
dollar©s weakness. It will therefore be more difficult in 2010 
to follow a trend for a given currency or a single investment 
theme in the currency market, such as the carry trade. 
 

FX Rate Forecast Summary (Major Currencies)
End of Period

Min Max Min Max Min Max Min Max

USD Block EUR / USD 1.39 1.51 1,45 1,50 1.45 1.50 1.40 1.45 1.40 1.45

USD / JPY 91 88 90 95 95 100 95 100 100 105
USD/CAD 1.23 1.05 1.07 1.12 1.10 1.15 1.10 1.15 1.10 1.15

AUD/USD 0.70 0.93 0.90 0.95 0.90 0.95 0.85 0.90 0.85 0.90
GBP / USD 1.44 1.66 1.62 1.72 1.64 1.74 1.68 1.78 1.68 1.78

USD / CHF 1.06 1.00 1.02 1.05 1.05 1.08 1.09 1.12 1.09 1.12

EUR Block EUR / JPY 126 133 133 140 140 148 135 143 143 150
EUR / GBP 0.97 0.91 0.86 0.91 0.85 0.90 0.80 0.85 0.80 0.85
EUR / CHF 1.48 1.51 1.50 1.55 1.55 1.60 1.55 1.60 1.55 1.60

Source: BNPP AM as of  3/12/2009

2008 03-Dec-09
3Q 2010 4Q 20101Q 2010 2Q 2010
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EQUITY MARKETS 
Developed markets 

Slight overweight maintained 

Macroeconomic and monetary conditions are still 
favourable. 

Equity markets continue to reflect concerns about what will 
happen when ultra-accommodative fiscal and monetary 
policies are normalised. This no doubt explains why the 
recent release of very encouraging and much better than 
expected employment figures in the United States did not 
trigger a strong rally. Investors are simply not sure that 
growth will be sustained once this stimulus is removed. We 
believe however that unconventional measures will only be 
reduced very gradually and that central banks will be very 
careful to ensure that their communication does not 
destabilise financial markets. We continue to believe that 
interest rates will not be raised until late next year at the 
earliest, since inflationary pressures are still quite limited 
and the global economy is still convalescing. This factor will 
continue to support equity markets until at least the first 
quarter of next year. Furthermore, although the momentum 
of positive surprises and stronger economic data is clearly 
slowing, it is still somewhat positive and therefore also 
favourable to equity markets. 

The robust growth of the emerging economies, the low level 
of inventories that will have to be rebuilt, and the fact that 
PMI indicators are still above the threshold of economic 
expansion of 50, all suggest that the developed countries 
will continue to grow in the first half of 2010, particularly 
considering that many exceptional measures to support 
consumer spending and the housing market have been 
extended or are about to be. 

Strong earnings growth expected in 2010. 

After an earnings reporting season that was highly 
favourable in terms of positive surprises, particularly in the 
United States, with stronger sales figures in addition to solid 
profit margins, we see several reasons why corporate 
earnings will continue to grow robustly in 2010. Although 
there is clearly less potential to improve margins, 
considering the drastic cost-cutting that has already been 
achieved and the weakness of pricing power, they can still 
be raised somewhat. Sales will also be boosted temporarily 
as companies stop destocking (not to mention rebuild their 
very low inventories) and capital spending recovers after a 
period of very low investment. 

 

 

 

Equity markets still underpinned by  
the economic recovery... 
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Profit margins can still be improved 
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Given this cyclical recovery and a very powerful base effect, 
we can expect a strong percentage gain in corporate 
earnings in 2010, although profits will not reach their peak 
levels of 2007. Our relatively cautious econometric model 
foresees 13.5% growth in the earnings of US firms in 2010, 
whereas the analyst consensus forecast is 25%. 

The earnings revisions momentum is also positive and 
should continue to remain so for some time, judging from 
the strength of economic indicators. It is therefore likely to 
provide additional support to equity markets for a few more 
months. 

Later on, toward the middle of next year, there will still be 
considerable pressures on household spending and 
therefore retail sales as employment and wage growth 
remain weak and consumers continue to reduce their debt, 
particularly in the UK and the US. These pressures will be 
exacerbated as governments eventually start to tighten their 
purse strings and take steps to reduce their budget deficits 
and public debt. Since we don©t think this will happen 
however before the end of 2010, this should not have much 
impact on equity markets in the first half of next year. 

Aggregate valuations are still neutral but there is very 
little potential for higher multiples. 

Valuation multiples have naturally increased along with rising 
share prices over the past nine months but are still not 
excessive. 12-month forward P/E and P/B ratios are thus 
near, but still below, their long-term averages. The current 
low level of inflation and the very modest expectations for 
inflation over the coming quarters are highly favourable for 
valuations and easily justify their current levels. When 
valuation multiples are adjusted for the earnings cycle (Graham 
& Dodd and Shiller P/E) they are slightly above their historical 
averages. 

 

 

 

Earnings forecasts 12 months forward  
are highly optimistic 

@:USSP50C(A12PE) 10/12/09
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Earnings revisions trend is still positive 
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US P/E ratios adjusted for the earnings cycle 
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Generally speaking, valuations are therefore not excessive, 
but are also no longer a catalyst for equity markets. We 
therefore see very little potential for further multiples 
expansion given the uncertainties that surround growth 
beyond the current cyclical pickup, particularly considering 
that peak valuations are generally reached during the last 
phase of a recession, which we are in now according to the 
technical definition of recession and making no assumptions 
about future growth. 

Technical factors are still favourable, but less and less 
so. 

Long-term trend indicators, such as the Coppock curve and 
long-term moving averages in particular, are still sending a 
bullish signal. The breadth indicator, which measures the 
degree of investor participation in the market rally, still 
shows no signs that the bull trend is slowing, but its 
extremely high level for the past few months is making it 
increasingly fragile. 

Although near-term indicators of investor sentiment have 
become relatively optimistic and therefore should make us a 
bit cautious, overall risk aversion is still high in comparison 
with the middle of the current decade and is therefore a 
fundamentally supportive factor. Long-term investors, such 
as insurance companies and pension funds, are still wary of 
equity markets and have relatively little exposure to this 
asset class. Although we do not expect institutional investors 
to increase their long-term strategic exposure to equity markets 
significantly, the paucity of yields on cash and government 
bonds could nonetheless encourage them to return, perhaps 
after a short dip in prices, which gives further structural 
support to the market. Lastly, since the conditions for 
mergers and acquisitions are still highly favourable we may 
see a pickup in M&A activity over the coming months. 

Although we therefore feel that a little upside potential 
remains in equity markets over the next few months, 
known risk factors will become increasingly significant 
in 2010 and gradually come to bear on equity prices 
and increase their volatility. 

 

 

 

 

 

Markets are correctly valued given the current  
outlook for inflation 

 

 

Risk aversion is down sharply but still historically high 
@:USSP50C(A12PE) 7/12/09
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Cash investments are still very high 
10/12/09
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There is a risk that growth may not be sustained 
beyond the current rebound. The fading away of fiscal 
stimulus, ongoing debt reduction in the private sector and high 
unemployment are three potential threats to the current 
recovery. This fragility could be exacerbated if the banking 
system remains weakened by the financial crisis and is 
constrained by further asset write-downs and stricter 
regulations, particularly with regard to capital requirements. 
The impact of this constraint on private-sector funding for 
the global economy would be compounded by the gradual 
tightening of fiscal policies. 

The risk that investors may feel that central banks are 
premature in withdrawing their exceptional policy measures 
and/or in raising interest rates also continues to hang over 
equity markets. It does not currently seem to be a significant 
threat however. Central bankers are well aware of what is at 
stake and know that another financial and stock-market 
crisis would be fatal to the nascent recovery. Accordingly, 
their statements regarding the possible tightening of 
monetary policy are still quite cautious and reassuring to 
investors, as implied by the still extremely low levels of US 
2-year Treasury notes. 

Conclusion. All in all, we believe that equities have not 
completely exhausted their potential for further gains. 
However, these are likely to be limited to the first half of 
2010. We have therefore retained some exposure to this 
asset class. Thereafter and beyond the current cyclical 
recovery, concerns about the economy©s structural 
weaknesses will be back in the spotlight and generate 
increasing volatility in equity markets. 

 

 

 

 

 

 

 

 

 

 

Many potential and real losses remain in 
the banking sector 

 

 

Market does not expect Fed to raise rates yet 
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Prefer the euro zone and the United Kingdom to Japan and Canada 

Overweight in European markets. The euro zone’s 
exposure to the global economy©s recovery should provide 
strong support for earnings growth, despite the euro’s strength, 
which moreover already seems partly reflected in the market’s 
relatively low valuations. We have added slightly to our 
overweight position in the UK market, where monetary policy is 
still highly accommodative and the EPS revisions trend is 
positive, thanks most notably to the pound’s weakness and its 
positive impact on overseas earnings, which account for more 
than 55% of FTSE 100 sales. Furthermore, UK market 
valuations are attractive in both absolute and relative terms. 
These factors should enable UK equities to outperform, despite 
their difficult economic environment. In Switzerland however we 
have lowered our exposure to neutral. Although the Swiss 
economy is recovering and earnings momentum is favourable, 
we are adopting a more cautious attitude in light of the 
persistent uncertainties that hang over the country’s financial 
sector and the franc©s strength. 

We are neutral to slightly overweight in the US market in 
consideration of its policy mix, which is likely to remain 
highly accommodative. Indeed, we do not expect the 
Federal Reserve to tighten monetary policy any time soon. 
Also, there are still substantial upward revisions in earnings 
forecasts, thanks to impressive cost-cutting efforts and the 
dollar’s weakness and its positive impact on exports and 
repatriated earnings. However, in comparison with the other 
equity markets in our investment universe, valuations are not 
yet a supporting factor. 

Neutral in Australia. The positive impact of exposure to 
Asia’s recovery on Australia’s economy and the 
strengthening of earnings forecasts revisions are offset by 
the monetary tightening currently underway and valuations 
that are high in relative terms. Relative price momentum has 
also become negative. 
 
Underweight in Canada and Japan maintained. The 
Canadian market is still expensive relative to its peers and 
the earnings revisions trend is less favourable. In Japan, the 
economic outlook is mediocre and deflation is back, while 
the yen’s strength weighs on exports and is beginning to 
affect corporate earnings growth, which has been revised 
sharply upward over the past few months. Relative price 
momentum is still negative. Over the very near term 
however, the Japanese market (which is oversold and has 
significantly underperformed) could benefit from the 
government’s decision to launch a new fiscal stimulus 
package worth 1.5% of GDP and provide a credit line for 
banks, and from the expectation of quantitative measures by 
the BoJ that could weaken the yen. 

UK – relative price trend is positive 
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USA – no monetary tightening in sight 
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Japan – yen’s appreciation will weigh on earnings 
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Transition to recovery increases volatility 

Dubai’s financial problems offer an interesting perspective 
on financial markets. The price of credit default swaps on 
BRIC debt, which is a good proxy for emerging risk 
aversion, has been relatively stable, whereas this same 
measure has bounded upward for the developed 
economies, although of course for different reasons. This 
clearly shows that the emerging markets have matured and 
that investors are more selective. 

Emerging equity markets will be more volatile and their 
trend will be less clear. These markets have historically 
posted their highest returns as leading indicators 
strengthen, i.e. when there is a strong stream of positive 
economic surprises. In some countries, such as China and 
South Korea, the business cycle©s peak-earnings phase is 
probably behind us, which of course means less upside 
potential over the next few quarters. 

Our business cycle models point to a slowing of emerging 
market outperformance relative to the developed markets. 
Trend indicators have also weakened and become less 
pertinent as equity indices continue to show no clear trend. 
Lastly, technical analysis reveals major resistance levels 
that will tend to inhibit further gains until we see some 
consolidation. When this same analysis is applied over the 
medium term the emerging equity index has the potential to 
rise back to its spring-2008 level in 2010, representing a 
20% gain. 

Emerging markets – performance depends solely  
on multiples expansion 
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Emerging markets are reasonably valued according to 
traditional criteria. Most emerging multiples have returned 
to their historical average and are now comparable to those 
of the developed markets. However, at 13.6% return on 
equity (vs. 14.8% for the developed markets but using much 
more leverage) is back up to pre-crisis level thanks to higher 
profit margins and asset turnover, while lower debt-to-equity 

ratios reduces risk. Earnings prospects are still excellent 
and should justify a premium. The consensus forecasts 
foresees 27% and 19% earnings growth in the emerging 
markets in 2010 and 2011 respectively, while the earnings 
revision trend is still strongly positive. Since the emerging 
economies offer superior prospects for earnings growth, 
their equity markets should provide higher growth over the 
long term. 

Emerging outperformance is justified by superior 
earnings growth 
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In short, financial and monetary conditions are still highly 
favourable. Asian equity markets continue to be strongly 
underpinned by lower deflation risk, more stable growth, 
lower real interest rates and exchange rates and higher 
financial asset prices. Given these factors, the risk of 
bubbles in these emerging markets in 2010 cannot be 
dismissed. Indeed, the relatively slow growth of the 
developed economies and the correspondingly small returns 
on securities will encourage investment in fast-growing 
regions such as Asia and other emerging markets. 
Furthermore, the current consensus on emerging 
investment themes and the fact that many investors are still 
underexposed to these markets means there is still the 
potential for an influx of liquidity. 
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EQUITY MARKETS 
Emerging markets 

Regarding individual markets, we continue to prefer China. 
The normalisation of economic policy, after a year that has 
been exceptionally rich in fiscal stimulus measures, will help 
ensure more stable growth. But this transitional phase, and 
the uncertainty it entails, will also increase volatility in 
financial markets. The slowing of bank lending from 35% in 
2009 to a more realistic level, and eventually to its historical 
growth rate of 17%, and above all how this tightening is 
timed, can also prevent equity prices from surging; although 
it is true that moves to restrict credit will mainly affect public-
sector firms, with private-sector lending remaining vigorous. 
It should be noted that the financial sector accounts for over 
40% of market capitalisation. Valuations are reasonable and 
consistent with their four-year trend. Earnings forecast 
revisions are still favourable and liquidity continues to be 
quite abundant. 

China – a dangerous correlation between bank lending 
and equity prices 

� B� � B� �

� � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � �
� �

� �

� �

� �

� �

� �

�� � �

�� �

�

� �

� � �

� � �

� � �

5� �*�) <) 5�<� ��) 1; ��� ><) 1�(0� +�I �*5/�(73/�: > : �6 �5� A��) <@C
5� 	� � !� �� �1� � ,� !(0�� �15<� 7/

 

South Korea’s performance relative to its emerging peers 
has been very disappointing, particularly considering the 
strength of economic indicators, which often exceeded 
expectations. We believe this poor performance is the result 
of local investors who were anxious to take their profits (or 
minimize their losses) when the Kospi index began to 
approach its pre-financial crisis level. We expect this selling 
pressure to subside and believe that this market will more 
accurately reflect economic and valuation fundamentals. 
Valuations currently offer the same discount as in 2005. 
Earnings are forecast to grow over 30% in 2010, after 
surging 54% this year. Lastly, the fact that the Korean 
economy is now more exposed to the BRIC countries than 
to the G-3 increases its growth potential. As for Taiwan, we 
have lowered our position in this market to slightly 
underweight for technical reasons and its relatively high 
valuation within the emerging universe. Given the weight of 
technology in the Taiwanese market and the strength of 
semi-conductor sales, a rebound in earnings may be 

expected, albeit from very low levels. However, we believe 
these good prospects have already been partially priced in, 
as suggested by the strong earnings revision momentum. 

Korean won still highly undervalued 
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The Indian equity index has almost doubled from its low point 
of last March. Since the beginning of the year 15 billion US 
dollars of foreign capital have poured into this market and the 
record of 17 billion in 2007 could be exceeded. India’s 
particularly auspicious economic prospects are likely to support 
further earnings growth and preserve the country’s appeal to 
foreign investors. Indian equity prices also seem to have 
factored in concerns over the past two months about rising 
inflation and the normalisation of expansive monetary and fiscal 
policies. We expect this market to pursue its bullish trend, but at 
a more moderate pace and with greater volatility. Given this 
market’s high exposure to the domestic economy, we have 
increased our position to slightly overweight as a hedge 
against weak performance in emerging markets. 
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EQUITY MARKETS 
Emerging markets 

�
India – earnings revisions keep climbing 
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We are back to a neutral position in the Brazilian market, 
in response to the country’s very strong recovery. The real’s 
appreciation continues to be a major concern for 
government authorities, who could take new measures to 
stop the currency from rising if necessary. However, such 
measures are likely to have little impact on equity markets. 
Furthermore, valuations are less attractive relative to 
other emerging markets. 

 

Brazil – valuations are less attractive 
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We are still neutral in Russia, since we feel there is little 
potential for a further increase in the price of crude oil. 
Although valuations are attractive the gloomy outlook for the 
country’s economy continues to weigh on earnings growth 
forecasts. 

 

 

Russia – the close correlation between the price of 
crude oil and earnings growth 4/12/09
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Turkish equities continue to be attractively valued in 
relative terms but the current cycle of interest-rate cuts is 
coming to an end. A sharp rebound in consumer lending 
and spending is expected and this should provide 
medium-term support to the earnings of banks, which 
account for half of the Turkish equity index. However, 
consumer confidence is still weak. Trend and earnings 
growth indicators are also not as strong as in other 
emerging markets. We have therefore decided to 
further trim our exposure to Turkey, bringing it to 
slightly underweight. 

South Africa’s economy strengthened recently. The 
0.9% q/q growth of GDP in Q3 should mark the end of 
the country’s recession, which began a year ago. The 
PMI index has also risen above 50 for the first time in 18 
months. Nonetheless, the country’s economy is taking a 
relatively long time to recover. South Africa is our 
largest underweight, due to its unfavourable 
combination of a strong currency, rising 
unemployment and high risks to corporate earnings. 
However, we continued to reduce our underweight in this 
market, which may turn around over the next few months 
given its long recent history of underperformance. 
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ALTERNATIVE STRATEGIES 
Commodities 

We are reducing our exposure to commodities 

Although the demand for oil products continued to recover in 
November, investors were disappointed by the pace of the 
recovery. Only the combination of a sharp reduction in oil 
imports and refining activity prevented stock levels from 
rising substantially. Economic recovery should support the 
demand for oil products (and for diesel fuel in particular) 
over the coming months. The arrival of winter on the east 
coast of the United States should also be a supportive 
factor. However, given the spectacular rebound in oil prices 
in 2009, the market will probably wait for concrete signs of 
improvement before resuming a bullish trend. We remain 
neutral on oil, until the price falls back to attractive levels. 

After reaching record levels in most developed currencies, 
the price of gold has displayed signs of fragility. Concerns 
about the situation in Dubai triggered a sharp "intra-day" 
correction that led us to cut our exposure to gold. Indeed, 
speculators have been very interested in gold over the past 
few weeks and flows of liquidity have had an increasing 
impact on the price of gold, in both directions. When trading 
is relatively thin, these price movements may be quite 
sharp. Hence, the recent appreciation of the US dollar 
triggered a brutal liquidation of gold positions that brought 
the price $100 below the record level reached the previous 
week. 

We are still underweight in base metals. Although 
economic conditions should continue to improve and fuel a 
recovery in manufacturing in the OECD countries, there are 
some near-term risk factors. As with precious metals, the 
abundance of liquidity has played a key role in lifting prices 
and conditions could be less favourable in this respect 
toward the end of the year. Secondly, the rebalancing of the 
major commodity indices will reduce the weighting of base 
metals, which could limit their performance over the near 
term. However, in the longer-term, the environment for 
industrial metals is still favourable. 

We continue to trim our overweight in grains. After poor 
weather that adversely affected harvests, investors are 
scrutinising all demand signals and especially in export 
markets. Although soybean is likely to continue to benefit 
from strong Chinese demand, US wheat prices could suffer 
from the competition of other export markets, particularly 
since US dollar movements are now less favourable. We will 
also be monitoring speculative positions, which have been 
increasing sharply. 

Oil – high stock levels weigh on prices 
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Gold – liquidity drives the market 
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Corn – speculative positions hit year-to-date high 
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