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Committee meeting of October 5, 2009 

Economic policy is still critical 

The consensus is now well established and has been confirmed by central banks, 
national governments and international institutions: we have seen the worst of 
the recession. We believe the recovery will continue, mainly because public 
institutions know very well that further monetary and fiscal stimulus might be 
necessary to get ailing economies back on their feet.  

Questions for 2010  

But beyond the cyclical rebound, which until now has seen a stream of good news 
that has been fuelling an equity market rally since March, the developed 
economies are likely to experience a period of sluggish growth due to high 
unemployment, which in the OECD countries could rise from 8.5% in July to 
almost 10% in 2010. With the labour market this weak, national governments will 
probably extend their exceptional measures to support economic activity and 
postpone the return to fiscal discipline until 2011. Public officials believe that the 
recovery is still fragile, and they are right.  

Although the return of financial conditions toward normalcy has helped revive 
investor appetite for the riskier asset classes, concerns as to how central banks 
will exit their accommodative monetary policies could increase the volatility of short 
and long-term yields, and consequently that of other assets as well. The Federal 
Reserveôs efforts to bring a smooth end to its asset purchase programme reflect 
not only its desire to prevent imbalances in financial markets but also its fear that 
the progress that has been so difficult to achieve might suddenly be compromised. 
We believe that central banks will do their best to exit from their exceptional 
policy measures and extremely low interest rates. However, we are likely to 
see more concern about economic growth and the normalisation of monetary 
policy in 2010.  

Near-term dynamics still relatively favourable 

But even though the concerns mentioned above have already raised their heads, 
the favourable dynamics in economic conditions (restocking and the 
manufacturing recovery) and in the outlook for corporate earnings should 
continue to support the riskier asset classes for the rest of this year. 

Even though equity markets have made impressive gains since hitting bottom in 
March (the MSCI World was up 66% on October 6), institutional investors are still 
underexposed. This situation offers additional upside potential that continues to 
justify an overweight position in equities, although there will certainly be some 
ups and downs along the way. 
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ASSET ALLOCATION 
 

Allocation decisions

¶ We continue to be overweight in equity markets, which 
are still underpinned by economic recovery, a brighter 
outlook for EPS growth and reasonable valuations. 

¶ We are still neutral in government bonds, which stand 
between the opposing forces of modest economic 
recovery and almost no core inflationary pressure on 
the one hand, vs. a cyclical pick-up, a high volume of 
issuance and the risk of changing monetary policy 
expectations on the other. Our preference goes to 
European bonds. 

¶ We our overweight in IG credit, which continues to 
benefit from the economic recovery (even though 
spreads, at their current levels, are likely to narrow 
more slowly) and have adopted a neutral position in 
the HY segment.  

¶ We continue to be overweight in the less cyclical 
commodities of gold and agriculture. 

Developed equity markets 
¶ We prefer Europe, since its exposure to the 

strengthening global trade cycle should improve the 
outlook for corporate earnings. We have strengthened 
our position in the UK to neutral since relative price 
momentum is positive.  

¶ Neutral to slight overweight in the US, where the 
continued vigour of fiscal and monetary measures 
compensates for the diminished appeal of a safe-
haven market.  

¶ Underweight in Canada maintained in light of the soft 
near-term outlook for cyclical commodities, 
comparatively less attractive forward earnings 
revisions and relatively expensive valuations.  

¶ Neutral in Australia. Exposure to dynamic Asian 
economies and very positive price momentum are 
offset by weak earnings prospects, relatively high 
valuations and the Australian dollarôs strength. The 
transition to monetary tightening in response to the 
recoveryôs strength is likely to put a relative burden on 
this market.  

¶ We have adopted a negative view on Japan given its 
deflationary environment, much stronger yen and 
negative relative price momentum.  

Emerging equity markets 
¶ We have made few changes this month and maintain 

our preference for Korea, Turkey and China. We 
expect the Korean market to benefit from a strong 
outlook for economic and earnings growth. Lower 
inflation and interest rates are likely to revive lending 
and domestic demand in Turkey.  

¶ Underweight in South Africa maintained in light of this 
countryôs poor outlook for growth and earnings.  

Typical diversified model portfolio ð Institutional clients 

The model portfolio holdings below are measured against cash and may be transposed into any other portfolio whether benchmarked or not.  
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ECONOMIC OUTLOOK 
Viewpoint 

Life support will be maintained but medication gradually reduced 

The traditional exercise of making economic forecasts for 
the coming year has certainly been complicated by the 
unprecedented nature of global economy's recent crisis 
and the extraordinary measures taken. Everyone has been 
caught off guard. The IMF has made some drastic 
adjustments to its GDP growth projections for 2009, revising 
its January forecast of 0.5% downward to 1.3% contraction 
in April and then to 1.4% in July, and has since changed 
direction. In its World Economic Outlook released early this 
month, the IMF projects "global activity contracting by about 
1 percent in 2009 and expanding by about 3 percent in 
2010" and says that "downside risks remain a concern". 
Except for the observation that the economic cycle 
probably hit bottom in mid-2009, there is not much 
information with which to build a scenario for 2010, when 
economic activity will continue to depend on government 
policy actions.  
  

Optimists believe that fiscal and monetary policies will 
continue to provide support, or at least will not weigh on 
growth. We tend to agree with them but also believe that 
growth in the developed countries will remain sluggish. 
Hiring cutbacks and fears of job losses are no doubt likely to 
encourage households to reduce debt. We are already 
seeing signs of this in the United States where household 
debt has declined 1.2% from mid-2008 to mid-2009. This is 
the first time that consumers have reduced their debt since 
the Fed has been tracking this data. We do not expect to 
see any credit-fuelled growth in 2010, particularly since 
banks will have to increase their capital ratios due to stricter 
regulations and pressure from the G20. The price to pay for 
this rediscovered virtue will be a less dynamic economy. 
 

Given the weak labour market and de-leveraging in the 
private sector, government officials will have to continue 
to support economic activity. But to what extent and for 
how long? The major international institutions point out the 
important role that the massive fiscal stimulus 
programmes have played. The IMF even goes so far as to 
say that "notwithstanding already large deficits and rising 
public debt in many countries, fiscal stimulus needs to be 

sustained until the recovery is on a firmer footing and may 
even need to be amplified or extended beyond current plans 
if downside risks to growth materialize". This opinion is 
widely shared and fiscal policy is not likely to become 
contractionary in 2010. The extension of such key stimulus 
measures as cash-for-clunkers programmes in Europe, 
housing market support in the US and measures to assist 
small business should be sufficient to underpin consumer 
and business confidence. Although fiscal discipline will 
ultimately have to be restored, reducing public debt and 
deficits is currently not the priority. With the nascent 
recovery still fragile national governments and international 
institutions remain on alert. 
 

Regarding monetary policy we maintain our baseline 
scenario and believe that central banks will do their best 
to phase out extraordinary policy measures and extremely 
low interest rates. Although central bankers are constantly 
repeating this message, investors will be watching their 
every move. It is hard to imagine how bond markets will 
react when the Fed stops purchasing T-notes at the end of 
October and then other securities at the end of March 2010, 
even though Ben Bernanke has made it clear that these 
purchases have already been slowed in order to assure a 
smooth transition. But what about raising interest rates? 
Central bankers will be observing how financial markets 
react to their statements and trying to learn from the 
monetary-tightening efforts of central banks in the emerging 
economies and of "smaller" central banks, such as the 
Reserve Bank of Australia, which raised its key interest rate 
on October 6th. The spotlight will once again be on Federal 
Reserve chairman Ben Bernanke, who must not only decide 
just when to start tightening monetary policy but also 
convince that this decision is not too early or too late.  

Consensus Forecasts: Growth & Inflation

06/10/2009 2008 2008
M= Mean; H= High; L=Low M H L -1M M H L -1M M H L -1M M H L -1M

Developed Economies
USA 0.4 -2.6 -2.3 -3.1 -[2.6] 2.4 4.0 0.7 [2.3] 3.8 -0.5 -0.3 -0.8 -[0.5] 1.9 3.5 0.9 [1.8]
Canada 0.5 -2.3 -1.9 -2.7 -[2.3] 2.4 2.9 1.5 [2.2] 2.4 0.4 0.8 0.2 [0.5] 1.8 2.6 1.4 [1.8]

Euro zone 0.6 -3.9 -3.5 -4.5 -[4.3] 1.0 2.7 -0.1 [0.6] 3.3 0.3 0.5 0.1 [0.3] 1.2 1.7 0.6 [1.2]
UK 0.7 -4.3 -3.5 -4.8 -[4.3] 1.1 2.2 -0.8 [0.9] 3.6 1.9 2.1 1.4 [1.8] 1.8 2.9 0.5 [1.7]
Switzerland 1.6 -1.9 -1.2 -3.5 -[2.5] 0.9 2.2 -0.8 [0.3] 2.4 -0.5 -0.3 -0.6 -[0.4] 0.7 1.6 0.2 [0.7]

Japan -0.7 -5.7 -5.0 -6.3 -[6.1] 1.5 3.5 0.8 [1.3] 1.4 -1.3 -1.1 -1.5 -[1.2] -0.8 -0.2 -1.9 -[0.6]
Australia 2.1 0.8 1.1 0.4 [0.3] 2.4 3.5 1.2 [1.8] 4.4 1.7 2.0 1.5 [1.7] 2.3 2.9 1.8 [2.2]4

GDP y.o.y % Inflation y.o.y %
2009 2010 2009 2010

Source: Consensus Forecasts as of 14/09/2009
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ECONOMIC OUTLOOK 
Developed economies 

Cyclical rebound continues 

The latest US economic data caused a bit of disappoint, 
failing to meet some expectations. We are not surprised or 
particularly concerned. After the quick bounce in economic 
activity (the "mini-V" recovery in manufacturing) that followed 
the brutal plunge in late 2008, some stagnation was predictable. 
This is reflected in the most recent indicators, such as the ISM 
manufacturing index, which instead of 54 (the very high figure 
expected) came in at 52.6 in September and thus less than the 
52.9 posted in August. Yet this level still reflects economic 
expansion. The ISM survey also suggests that this cyclical 
rebound is spreading to the services sector, since its non-
manufacturing index rose in September above 50 for the first 
time in a year, to 50.9 its highest level since spring 2008. As 
with the manufacturing sector, the index components are 
encouraging, with orders rising steadily. 

In keeping with this survey data, other economic indicators are 
also improving but at a less impressive pace. Industrial 
production has been rising for two months but is still far 
below its level a year ago. Durable goods orders, which are 
generally a reliable leading indicator of business investment, 
have been more volatile, rising sharply in May and June and 
declining in July and August. Here also year-on-year growth is 
negative, with orders excluding defence and aviation down 
20%. The trend however has reversed. We expect both 
industrial production and business investment to recover more 
solidly over the next few months. Restocking (which has made 
a negative contribution to growth over the past three quarters) is 
likely to provide positive support over the near term.  

United States ð restocking is underway 
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An ISM Inventories Index over 42.6% consistent with expansion in inventories

Change in Private Inventories    (Right)
ISM Manufacturing Inventories - 42.6 ; 3-month MAV  (Left)

 

Over the longer term we do not foresee strong growth in 
the United States, mostly because consumption will remain 
modest over the coming quarters. The recent measures to 
support the automobile industry and the housing marketôs 
stabilisation should enable private consumption (which is 

down 1.7% y/y) to grow in the 3rd and 4th quarters. At the 
end of August the growth carry-over in the third quarter for 
this major component of GDP was an annualised 4%. There 
is little chance however that private-sector spending will 
continue at such a rapid pace. Job losses and rising 
unemployment (to 9.8% in September) are certain to weigh 
on consumer confidence.  

United States ð employment remains weak 
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(3-month moving average)

Employment (y/y % change)  (Right)
Conference Board: Jobs plentiful minus Jobs hard to get (in %)  (Left)

 

The Fed feels that the recovery is still fragile, inflation is 
subdued and that "economic conditions are likely to warrant 
exceptionally low levels of the federal funds rate for an 
extended periodò. The repeated use of the above phrase 
shows that the Fed is determined not to raise its key 
interest rate too fast. As for unconventional measures, the 
FOMC has decided to slow the pace of its asset-purchase 
programmes ($1.25 trillion in MBS and $200 billion in 
agency debt) by extending them until March 2010. Last 
August Fed officials had already expressed their desire for a 
"smooth transition" in their T-note purchases, which are 
expected to end in October, since they totalled $293 billion 
at the end of the September and the initial target was $300 
billion. The US central bank has begun to fine-tune its 
monetary policy. Although it has managed its 
communication well until now, when the time for action 
comes Fed watchers might get a little nervous if they see 
contradictions in some of the statements that the FOMC 
members will be making.  
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ECONOMIC OUTLOOK 
Developed Economies 

Limited growth expected for the euro zone 

The business climate as measured by surveys of purchasing 
managers (i.e. PMI indices) has continued to improve at a 
rather solid pace, which shows that economic activity has 
picked up significantly since mid-2008 and confirms 
recovery in the services sector. The PMI composite index for 
Europe rose to 51.1 in September, the second straight month it 
has been above 50. Since there is a relatively strong link 
between this index and economic activity this augurs well for 
positive growth in the second half of the year, after 0.2% 
contraction in the second quarter (this figure revised slightly 
downward) and -2.5% in Q1. Other survey indices, such as the 
European Commissionôs measures of consumer and business 
confidence, are the highest they have been in a year and are 
also heading upward. Although the strengthening of survey 
results since last spring could lose steam over the coming 
months they definitely prove that the recession is over. 

Growth ï which continues to be driven primarily by 
manufacturing, the economic cycle and exports ï should 
strengthen in the second half of the year. Thereafter, high 
unemployment (9.6% in August) is likely to continue to be a 
drag on wages and therefore household consumption. In 
France, for example, the saving rate in the second quarter was 
16.7%, vs. 15.1% a year earlier. Except for a brief period in 
2002, such high levels have not been seen since the 1980s. 
This increase in precautionary savings, which can be seen 
throughout Europe, has already made a visible impact on 
consumer spending, with retail sales declining by volume in July 
and August, after a second quarter that was weaker than the 
first. Although fiscal measures have stimulated consumption 
temporarily it is proving hard to sustain and will continue to need 
support from the public sector. 

Euro zone ð manufacturing outlook is good 
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Industrial production outlook still improving

Ratio Orders / Stocks, EC Survey in Manufacturing Sector (Diff of zscore series)  (Right)
Business Survey - Industry, Production expectations for the months ahead, Balance, SA - Euro Area  (Left)

 

 

Since the ECB is aware of this and considers the recovery to be 
"very gradual", it is likely to maintain its accommodative 
monetary policy in 2010, although Jean-Claude Trichet did 
point out in late September that the high level of market 
intervention "cannot be maintained for ever". And in fact the 
normalisation process is continuing, with 3-month Euribor 
ending September at 0.75% vs. 0.82% at end August, Eonia 
stable at 0.35% and the ECBôs 12-month refinancing operation 
totalling only ú75 billion, vs. ú442 billion in June. At their latest 
meeting on October 8, the Monetary Policy Committee 
members felt that the refinancing rate (1% since May) was once 
again "appropriate" and Jean-Claude Trichet pointed out the 
"major uncertainties" that threaten economic recovery.  

Euro zone ð unemployment weighs on consumption 
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Anemic retail sales on the backdrop of high unemployment

Retail Sales, Chg Y/Y% (Left) Unemployment Rate, %, SA - Euro Zone  (Right) LT Avg

 

Bank of England still cautious. At its meeting of October 8, 
the BoE decided to keep the base rate at 0.50% and did not 
increase the size of its asset purchase programme. The 
minutes of the central bankôs meeting in September referred to 
discussions to possibly extend this programme. The BoEôs 
Monetary Policy Committee expects the allotted 175 billion 
pound figure to be reached within a month (158 billion pounds 
had been spent as of October 1) and has stated that the 
programme might be enlarged. The ceiling for asset purchases 
could therefore be raised at the committeeôs November 
meeting.  

Considering the UKôs relatively unfavourable economic situation 
(the manufacturing recovery is sluggish, restocking is slow and 
unemployment is high), the BoE is showing more caution than 
its peers and is considering stepping up its unconventional 
policy measures (there are rumours that interest rates could 
even be lowered), as the Federal Reserve and the ECB begin 
to carefully approach the subject of exit strategies. The 
immediate consequence of the BoEôs approach has been to 
weaken the pound, particularly against the euro (-8% since end-
July), which of course should be good for exports.  
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ECONOMIC OUTLOOK 
Developed Economies 

Japanese economy faces uncertainty 

For the time being British industry does seem to be having 
difficulty. Survey data is less solid than elsewhere and the 
CIPS manufacturing index has been hovering around 50. The 
latest CBI survey of manufacturing activity does however reveal 
a slightly brighter outlook for industrial production, as destocking 
draws to a close and orders books are starting to fill. The 
services sector has strengthened, with the CIPS index above 
50 for the past five months and 55.3 in September, its highest 
level in two years. The European Commissionôs survey shows 
that retailers are significantly more confident. This may no doubt 
be attributed to the strength of sales up to and including July. In 
August sales began to stabilise, with fewer large purchases, as 
the substantial discounts granted to encourage consumers 
were reduced. The high jobless rate (5% in August) could weigh 
on retail sales over the coming months. The housing marketôs 
recovery might not be enough to get the UK economy back on 
the path to solid growth, particularly since consumer lending is 
shrinking and posing an additional threat to household 
consumption. Under these conditions ï and with inflation still 
slowing (to 1.6% in August) and likely to meet the target of 2% 
once inflation figures stabilise ï the BoE has all the reasons 
its needs to pursue its highly expansionary monetary 
policy, and even loosen it a bit more. 

United Kingdom ð retail sales are weakening 
1/10/09
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Business conditions are stabilising in Japan but the 
outlook for recovery continues to be relatively modest and 
Japanese firms do not seem ready to reinvest. The Bank of 
Japanôs Tankan survey showed a substantial improvement in 
the indices for large and medium-size manufacturers in the 3rd 
quarter. The indices for smaller manufacturers and service firms 
of all sizes did not do as well (rising only 5 points vs. 15) and a 
similar result is expected in the fourth quarter. The plans of 
Yukio Hatoyamaôs left-of-centre administration to stimulate 
growth through domestic demand and supporting SME seem to 
be quite appropriate for Japanôs economic situation. Although 

the new prime ministerôs popularity is at a record high of 77% 
favourable opinions, the reforms planned will not necessarily be 
easy to implement. In addition, the yenõs strength may weigh 
on the confidence of large firms, which expect a USD/JPY 
exchange rate of 95 that in fact was less than 89 in early 
October. Lastly, Japanese firms do not plan to resume 
investment this fiscal year and still feel they are overstaffed.  

Japan ð Tankan shows stronger gains for large enterprises 
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The BoJ reaffirmed its commitment to a low interest rate at 
its monetary policy committee meeting in September, but raised 
its assessment of the economic and financial situation. It 
foresees an increase in exports and industrial production and is 
expecting a moderate recovery in 2010. Although Japanôs 
economy is certainly capable of profiting from strong demand in 
emerging Asia, the data is still mixed, with exports falling over 
the summer and still down sharply year-on-year by 36%, 
including -30% to Asia. The BoJõs optimism does seem a bit 
unusual at a time when the country is sinking into 
deflation. The core inflation rate (which excludes volatile food 
and energy prices) was -1.4% y/y in September after -1.1% in 
July and August. Under these conditions it would certainly be 
premature to stop purchasing corporate bonds because 
balance sheets have strengthened, as the BoJôs governor 
claims. 
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ECONOMIC OUTLOOK 
Emerging Economies 

The shape of growth in 2009 will be an L in Eastern Europe, a U in Latin America and a V in Asia. 

Manufacturing activity has recovered in most of the 
emerging countries and has even accelerated in some. The 
rebound in the emerging PMI from 50.7 in Q2 to 55.3 in Q3 
is good proof that these economies account for 2/3 of global 
growth and has confirmed that the global economyôs centre 
of gravity has shifted rapidly during the recovery, from the 
West to the East. 

The business cycle has naturally gotten a head start in 
Asia thanks to the magnitude of fiscal stimulus 
programmes and their greater impact. Stronger economic 
fundamentals have also enabled a more rapid easing of 
monetary policies and a more direct impact on domestic 
demand. Industrial production is well above where it was a 
year ago in China and is similarly high in the other Asian 
countries. In Eastern Europe and Latin America economic 
activity did not hit bottom until the fourth quarter, due to their 
greater dependency on the advanced economies, where 
recovery is still fragile and hesitant. The central and eastern 
European economies will remain anaemic beyond 2010 
however, since the credit crisis and subsequent outflow of 
capital has hit them quite hard and their situation has been 
exacerbated by high public debt.  

Retail sales ð M/M, annualised and smoothed (%) 
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The stabilisation of PMI indices above 50 suggests that 
economic activity should start to recover over the 
coming months and perhaps even accelerate, which is 
starting to worry some central banks. Speculation as to 
when the normalisation of interest rates will begin has even 
become quite intense, particularly in India and Korea, and 
China has already begun to adopt progressively a less 
expansionary stance. Chinese authorities have started to 
soak up excess liquidity and are seeking to stabilise the loan 
growth rate at 30% in 2009, and then reduce it to 15% in 
2010, while tightening credit conditions. This objective 

should not be hard to achieve since the government is the 
main shareholder of Chinese banks. We expect key interest 
rates to stay where they are. Chinaôs GDP growth is still 
high and carry-over already accounts for much of it. Dozens 
of megaprojects are currently underway and will be 
completed by 2015. The countryôs urbanisation ï which 
seeks to bring at least 350 million people from rural areas 
into cities by 2025 ï creates a tremendous need for 
infrastructure that will mean high GDP growth.  

China ð 8.5% growth in 2009 
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We expect Chinese exports and private consumption to 
strengthen over the next few months. The confidence in 
employment and new export orders, which is so 
essential to the health of retail sales and the economic 
growth, has returned. This has been confirmed by 
anecdotal evidence, such as difficulty hiring factory workers 
in China's coastal regions. The government's objective of 
providing at least 90% of urban employees with health 
insurance by 2011 (vs. 50% currently) will reduce the need 
to save and encourage private consumption.  
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ECONOMIC OUTLOOK 
Emerging Economies 

Robust dynamics in Asia 

The outlook in Hong Kong is upbeat. The HKDôs pegging to 
the US dollar exposes the island to the Fed's highly 
accommodative monetary conditions. This favourable factor 
is amplified by a massive influx of liquidity from China and 
the aggressive marketing of a solid and profitable banking 
industry that is determined to lend the enormous deposits of 
its customers. This combination has resulted in a sharp 
increase in financial asset and property prices. Lastly, the 
former British colony's integration into the mainland Chinese 
economy will enable it to benefit from the latter's strong 
growth momentum. 

China - exports and employment are up 
5/10/09

O N D J F M A M J J A S O N D J F M A M J J A S

25

30

35

40

45

50

55

60

China PMI Employment

China PMI

China PMI Exports

Source: DATASTREAM     

Judging from the most recent economic data and the 
strength of domestic consumption and confidence, Korea's 
economy is much stronger than expected. As a result, 
forecasts have been revised sharply upwards and 
economists are now expecting only 0.9% contraction in 
2009 and 4% growth in 2010, against a background of low 
inflation. The general feeling of optimism has sparked 
speculation that monetary policy will soon be normalised, 
which would make Korea one of the first emerging countries 
to do so. In Taiwan, thicker order books and low inventories 
after massive destocking augur well for manufacturing 
activity, which has been expanding for six months. 
Production capacity is having a hard time keeping up with 
demand and job offers have not grown this fast since 
February 2008. 

 

 

 

 

 

 

 

 

 

Korea ð China fuels exports 
6/10/09
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India is ahead in its economic cycle in comparison with the 
other emerging countries. The "V-shaped" recovery has been 
and will continue to be particularly strong in the services sector 
and in durable consumer goods. A recent survey shows a sharp 
increase in business confidence in response to the 
government's new fiscal measures, with 80% of respondents 
believing that the country's economy is on the road to recovery 
and expecting an improvement in business performance over 
the coming months. Everything is not rosy however, since India 
is having its driest monsoon in 37 years and this has had a 
substantial impact on harvests and consequently food prices. 
The consumer price index has jumped sharply and rose above 
12% in July. It seems increasingly likely that key interest rates 
will be raised in early 2010. 

India ð Fears of inflation appear 
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ECONOMIC OUTLOOK 
Emerging Economies 

 Recovery is confirmed in Brazil 

Brazil's economy is solidly positioned as the fourth quarter 
gets underway, with economic indicators strong and inflation 
under control. Even though industrial production is still 
shrinking year-on-year, we expect it to continue to grow 
rapidly over the coming months now that Brazilian 
companies are rebuilding their inventories.  

Since final consumption is also still robust we may expect 
net job creation to continue and real wages to increase.  

As for interest rates, the latest inflation report reaffirms that 
they are in line with the current phase of non-inflationary 
recovery. Nonetheless, central bank officials seem once 
again to be taking the risk of inflation into consideration. 

 

 

Brazil ð a "V-shaped" recovery 
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Russia seems to be finding its way to recovery after a 
severe recession. Although subject to wide seasonal 
variations, data have been showing signs of a pickup in real 
economic activity since June, with industrial production, 
construction and business investment all posting substantial 
gains. The upturn in global demand has also boosted 
Russian exports.  

The decrease in inflation has also bolstered the country's 
economy and enabled its central bank to cut its key interest 
rate by 25 bp on September 12.  

 

 

Russia ðindicators are improving 
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BOND MARKETS 
Government bonds 

A question of balanceé 

The improvement in economic conditions we are currently 
seeing should generally not be very supportive of government 
bonds, and the strong performance of the riskier asset classes 
proves that investors are much less risk averse. And yet 
government bond yields have continued to decline and are thus 
sending a rather ambiguous message in comparison with other 
markets. We attribute this mostly to the abundance of global 
liquidity and above all the fact that sovereign debt is not that 
unappealing considering the poor outlook for economic growth 
over the medium term. 

This said, there are various factors that continue to push bond 
prices in opposite directions. For example, the prospects of low 
growth and low inflation should prevent yields from rising very 
significantly, whereas the winding down of quantitative 
monetary measures will shift the balance of supply and 
demand. 

In the United States, although the Federal Reserve is still a bit 
cautious in its outlook for inflation, it is beginning to prepare 
markets for a rate increase when the economy has improved 
sufficiently, to prevent inflationary pressures from arising. 
During this time it must still offer assurance that accommodative 
economic conditions will be maintained for an extended period. 
Fixed-income markets will be very attentive to any change in 
monetary policy and inflation forecasts and could overreact. As 
for the more "technical" factor of issuance, it will remain very 
high over the next few months as the Fed, which has been 
instrumental in boosting demand, gradually withdraws its 
support. Although banks and households could pick up some of 
this slack, even together they are not likely to make up for the 
amount of Treasuries, agency debt and MBS the US central 
bank has purchased. 

All in all, we prefer to maintain our overall neutral exposure to 
government bonds, with a preference for the euro zone over 
the US and the UK. 

 Economic surprises still positive 

Source: Bloomberg, BNPPAM
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Inflation still not a threat 
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Fed almost completes Treasury purchases 

Source: Bloomberg, BNPPAM
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 BOND MARKETS 
IG and HY credit 

What now? 

Credit markets have taken full advantage of the improvement in 
financial conditions in the wake of the Lehman bankruptcy 
debacle, with the investment grade and high-yield segments 
both doing exceptionally well. Spreads have fallen sharply to 
more "normal" levels, even though normalcy is not easy to 
define. 

The marketôs fundamentals are gradually improving. Corporate 
earnings are starting to increase as debt loads stabilize or even 
shrink and thus reduce debt-to-equity ratios. This is a very 
important factor and particularly for non-financial investment 
grade firms, and they should therefore continue to profit from 
this trend. However, any further strengthening of the credit 
market will certainly be less spectacular than that seen so far 
this year and will not come easily given the weak economic 
outlook over the medium term. 

As for other factors, global liquidity remains abundant and credit 
is still a preferred asset class. The primary market continues to 
be robust, although premiums have decreased and there is less 
variation. We are therefore maintaining a slight overweight 
in IG credit. 

As for High Yield, there have been significant improvements in 
this market: spreads have narrowed, the primary market is 
increasingly accessible to lower-rated issuers, and the flow of 
investment is still significantly positive. 

Above all, since weaker firms can obtain funding more easily 
this reduces the immediate threat of default and eases the 
marketôs valuation somewhat. This is why we prefer to reduce 
the risk budget in this asset class, and raise our underweight 
position to neutral. But this does not mean we are now 
positive about HY credit, since an extended period of sluggish 
growth will make it more difficult to generate enough cash flow 
to meet major financing needs over the coming years. Current 
spreads therefore seem less attractive if we assume a longer 
horizon and a realistic economic scenario. 

 

 Non-financial earnings are up 
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Spreads plunge 
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 CURRENCY MARKET 
  

Dollar is main victim of financial normalisation  

Over the past few weeks the US dollar has slipped sharply 
against all of the G10 currencies except for the British pound. 
As was the case a few months ago, the dollar's weakness 
reflects an increase in risk appetite. As financial markets return 
to normalcy the greenback's safe-haven status is less 
appealing than at the height of the financial crisis.  

Eurodollar still has upside potential. Our scenario consists 
of two phases. During the first (until the end of this year) the 
dollar will be driven down by a more favourable economic 
environment for carry trades and the search for high-yield 
currencies. This will hurt the dollar, since it is currently the 
preferred currency for funding carry trades. During the second 
phase (in 2010) we should see the dollar regain a bit of ground 
against the euro and less correlation between rising risk 
appetite and a weaker dollar. Uncertainties as to how central 
banks are going to exit their exceptional monetary measures 
could indeed push up risk aversion in financial markets a bit. 
Furthermore, since the US is more favourably positioned in the 
economic cycle than is Europe, it should be able to implement 
exit strategies more quickly, which could also strengthen the 
dollar. We expect the EUR/USD rate to end 2009 at around 
1.50. 
 

Yen is too strong. The Yen continues to be very strong 

against the dollar, due to the latter's appeal for funding carry 

trades and speculation on recent statements made by Japan's 

Finance Minister Hirohisa Fujii. In indicating his intention to 

support domestic demand he rather awkwardly gave the 

impression that he would tolerate a strong yen. The yen's 

appreciation however is currently not justified by 

economic fundamentals. The process of transforming Japan's 

economy from an export-dependent model to one that relies 

more on domestic demand, provided such an attempt is 

actually made, will no doubt be long and difficult. But the yen's 

current strength is weighing heavily on Japan's exporters, and 

they could be hurt by the premature anticipation that the 

Democratic Party of Japan is likely to implement the economic 

program for which it was elected. As a result, we expect the 

dollar to strengthen slightly against the yen over our 

investment horizon.  

 

Is quantitative easing still weighing on the pound? The 

British pound is currently depressed by expectations that the 

BoE will step up its unconventional monetary measures and 

concerns about the fiscal deficit. These two factors will continue 

to weigh on the currency over the coming months, and 

particularly in November, when the BoE meets on the 5th and 

when the quarterly inflation report is released on the 11th. The 

pound will most likely remain weak until the end of the 

year, despite the current rally in the riskier asset classes.  

 

Interest rate raise boosts Australian dollar. Our favourite 

currency among those of our model portfolio still reserves some 

upside potential. Indeed, the Australian dollar has recently 

profited from some very good news about the country's 

economic situation and the surprise decision of its central bank 

to increase its key interest rate by 25 bp to 3.25%. This is the 

first rate increase among the G20 countries. Given the recent 

strengthening of such domestic economic fundamentals as 

employment and house prices, and the positive outlook for 

Asian demand for metals and other commodities, we expect 

the RBA to continue to raise interest rates gradually in 

November.  



 

   

INVESTMENT STRATEGY 
OCTOBER 2009  

13 

EQUITY MARKETS 
Developed markets 

Overweight maintained 

Economic recovery and rising earnings forecasts 
continue to buoy equity markets. The steady increase in 
leading economic indicators since the first quarter means 
that GDP in the advanced economies should grow 
substantially in the second half of this year. Even though 
two-thirds of a stock market rally after a crash normally 
occurs between the ISM index trough and 50 (the threshold 
that separates economic contraction from expansion), 
economic momentum is still a positive force for equity 
markets.  

Furthermore, in response to the improvement in economic 
conditions and better-than-expected earnings for the second 
quarter, security analysts continue to raise their forecasts for 
earnings growth over the coming months. The number of 
upward revisions of forward EPS for the MSCI World index 
exceeded the number of downward revisions for the second 
straight month in September, a trend which should continue 
over the near term.  

Expect more good near-term surprises. Although the 
macroeconomic surprises that had been the driving force in 
the equity-market rally since March are beginning to weaken 
they are still positive. As economists raise their GDP growth 
forecasts there should normally be less potential for positive 
surprises. We could however very soon see a few more, 
when third-quarter earnings are reported, which is just 
now underway in the United States and could sustain the 
rally. With leading indicators pointing to positive GDP growth 
in Q3 and the dollar's depreciation sharper than generally 
anticipated (which is good for exporters and repatriated 
profits) corporate earnings are likely to be stronger than 
expected. Investors will probably be more interested in 
sales growth now that there is apparently less potential for 
further cost cutting. Over the past few months drastic 
slashing of labour and other costs has enabled firms to 
defend their operating margins, which are significantly 
higher than during previous recessions.  

Valuations not as attractive as in early March. Valuation 
multiples have naturally increased along with rising share 
prices over the past eight months, but are still not excessive. 
12-month forward P/Es and P/B ratios are thus near, but still 
below, their long-term averages. 

Sharp cyclical rebound drives equity rally 
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Equity rally has been driven by rebound in business confidence

US Business Surveys ISM Manufacturing (Right)
MSCI World Index, YoY% changes, local currencies(Left)

 

Economic surprises still positive but fading 

Economic surprises indicator still positive but start to fade
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EQUITY MARKETS 
Developed markets 

 

Similarly, although valuation multiples adjusted for the 
earnings cycle (Graham & Dodd and Shiller P/E) did not fall 
to historical lows during the recession, they are back to their 
historical averages. Generally speaking, valuations are 
therefore not excessive, but are also no longer a 
catalyst for equity markets. Furthermore, there now seems 
to be relatively little potential for further multiples expansion 
given the current uncertainty as to the economic outlook for 
2010, beyond the current cyclical rebound.  

In our opinion, the current rally should follow a "typical" 
profile, with equity prices rising in two main phases. During 
the first phase valuation multiples expand as brighter 
economic prospects drive share prices up. During the 
second phase, the increase in equity prices is fuelled mainly 
by the recovery of earnings growth. The earnings revisions 
trend is a key factor in equity market performance and this 
trend is still positive. Moreover, the corporate earnings cycle 
appears to be hitting bottom, as a result of economic recovery 
and also a highly favourable base effect. The bottom-up 
consensus forecast for S&P500 EPS growth in 2010 is almost 
25% after 5% contraction in 2009. We believe this forecast is 
consistent with the macroeconomic scenario. With average 
earnings per share expected to range from 70 to 75 USD for 
S&P 500 firms next year we are still quite far from the highs 
levels of 2007. Earnings will be constrained in 2010 as a lack of 
pricing power keeps margins low and sales continue to feel the 
weight of weak demand, as firms and consumers continue to 
reduce debt, unemployment remains high and fiscal stimulus 
fades.  

Technical factors send mixed messages. Erratic trends in 
equity markets rose over the past few weeks in response to 
overbuying and weaker-than-expected economic data. 
However, market "breadth" indicators (which measure the 
percentage of equity indices or securities above their 
moving average) still suggest the market is overbought, 
which means we could see a near-term correction. 
Similarly, the Bull/Bear sentiment of investors is increasingly 
bullish, but does not yet show excessive complacency.  

 

 

 

 

 

 

Valuation multiples return to historical averages 

Long term valuation metrics of the S&P 500

0

5

10

15

20

25

30

35

40

45

50

55

0
1
/1

8
8
1

0
1
/1

8
8
6

0
1
/1

8
9
1

0
1
/1

8
9
6

0
1
/1

9
0
1

0
1
/1

9
0
6

0
1
/1

9
1
1

0
1
/1

9
1
6

0
1
/1

9
2
1

0
1
/1

9
2
6

0
1
/1

9
3
1

0
1
/1

9
3
6

0
1
/1

9
4
1

0
1
/1

9
4
6

0
1
/1

9
5
1

0
1
/1

9
5
6

0
1
/1

9
6
1

0
1
/1

9
6
6

0
1
/1

9
7
1

0
1
/1

9
7
6

0
1
/1

9
8
1

0
1
/1

9
8
6

0
1
/1

9
9
1

0
1
/1

9
9
6

0
1
/2

0
0
1

0
1
/2

0
0
6

S&P 500: Graham & Dodd P/E S&P 500: Real P/E Ratio (Shiller) LT Avg LT Avg
Source: Factset, S&P, BNPP AM

Back to 

historical 

average levels

Long term valuation metrics of the S&P 500

0

5

10

15

20

25

30

35

40

45

50

55

0
1
/1

8
8
1

0
1
/1

8
8
6

0
1
/1

8
9
1

0
1
/1

8
9
6

0
1
/1

9
0
1

0
1
/1

9
0
6

0
1
/1

9
1
1

0
1
/1

9
1
6

0
1
/1

9
2
1

0
1
/1

9
2
6

0
1
/1

9
3
1

0
1
/1

9
3
6

0
1
/1

9
4
1

0
1
/1

9
4
6

0
1
/1

9
5
1

0
1
/1

9
5
6

0
1
/1

9
6
1

0
1
/1

9
6
6

0
1
/1

9
7
1

0
1
/1

9
7
6

0
1
/1

9
8
1

0
1
/1

9
8
6

0
1
/1

9
9
1

0
1
/1

9
9
6

0
1
/2

0
0
1

0
1
/2

0
0
6

S&P 500: Graham & Dodd P/E S&P 500: Real P/E Ratio (Shiller) LT Avg LT Avg
Source: Factset, S&P, BNPP AM

Back to 

historical 

average levels

 

 

S&P 500 EPS forecasts 
S&P 500 EPS forecasts

2008 2009f 2010f 2011f Last 12M Next 12M
IBES bottom up estimates $63.0 $59.6 $74.4 $90.8 $60.0 $70.9

-5.3% 24.7% 22.1% 18.2%
Top down model & consensus*
based on mean consensus $63.0 $59.8 $67.0

-5.0% 12.0%
based on lowest numbers forecastes $63.0 $62.3 $67.9

-1.1% 8.9%
based on highest numbers forecastes $63.0 $59.6 $71.2

-5.4% 19.5%
*BNPP AM econometric model and Consensus Economics forecasts as of September 2009

Source: IBES, Consensus Economics, BNPP AM 

Margins fall less than in previous recessions 
Limited drop in net margins compared to past downturn due 

to aggresive cost cutting 
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EQUITY MARKETS 
Developed markets 

 

Long-term trend indicators however are still sending a 
bullish signal. The Coppock Curve, which has proven 
useful in detecting long bull markets, has been rising since 
May, while the 200-day moving average of the MSCI World 
index has been increasing since July.  

New investment flows to equity markets could sustain 
rally. As we have been pointing out for several months, 
many long-term investors, such as insurance companies 
and pension funds, and retail investors as well have been 
reluctant to reinvest in equities. Although there is little 
chance that institutional investors will increase their long-
term strategic exposure to equity markets over the coming 
months, the paucity of yields on cash and government 
bonds could nonetheless encourage them to return, perhaps 
after a short dip in prices. Furthermore, there is still a very 
large amount of cash "reserves" judging from the ratio of 
cash over market capitalization, which despite a small 
decrease recently is still very high. In 2003 it was observed 
that institutional and retail investors returned to equity 
markets several months after they had rallied, once 12-
month performance had become positive.  

Some longer-term risks to watch. When the strong 
cyclical rebound expected in the second half of this year has 
run its course the outlook for 2010 will be more uncertain. 
Although we believe that monetary policy is likely to remain 
accommodative over the coming months, the major central 
banks will probably start gradually withdrawing the massive 
liquidity they have been injecting since the financial crisis 
began. The strategies used to exit unconventional monetary 
measures will not be without risk and will be a potential 
source of investor concern and market volatility. Similarly, 
the fading away of fiscal stimulus, ongoing debt reduction in 
the private sector, high unemployment (almost 10% in the 
United States, a level not seen since mid-1983 during the oil 
counter-shock) all compromise the solidity of the current 
recovery.  

Conclusion. The brighter outlook for the economy and 
surprisingly strong upward revisions in earnings forecasts 
are likely to continue to underpin developed equity 
markets over the next few months. Thereafter, the main 
risks facing this asset class, which is now less attractively 
valued, are those that threaten the sustainability of 
economic growth in 2010 and 2011, and mainly that the 
global economy relapses into recession as fiscal stimulus 
is removed and/or monetary policies are tightened too 
early.  

 

Long-term trend indicators are still rising 
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Long term trend indicators continue to point upwards

S&P 500 - Coppock Indicator  (Right) S&P 500 - Price (Left) S&P 500 - Price - 200 MAVG  (Left)

 

 

Cash still very abundant relative to market capitalization 
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EQUITY MARKETS 
Developed markets 

We still prefer continental European markets and are more cautious about Japan 

We are maintaining our positive bias toward Continental 
European markets, which profit from the recovery of 
global trade.  

We expect the recovery of exports to underpin upward 
earnings revisions in the euro-zone markets (which are still 
relatively weak however) and partially compensate for the 
euro's strength, which is reflected in valuations that are 
attractive among the developed markets. The Swiss market 
should benefit from highly favourable economic news and 
particularly strong earnings revisions, which compensate for 
the Swiss franc's strength.  

Global trade cycle supports earnings forecasts for 
European equities 
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We have raised our exposure to the British market to 
neutral, in consideration of its favourable relative price 
momentum and sterling's weakness. This should provide 
good support for projected earnings growth, which is 
currently low.  

We are also still neutral in Australia and the US.  

The Australian market is currently experiencing the 
consolidation of commodity prices and the start of the 
monetary tightening cycle, after the RBA's unexpected 
raising of its key interest rate. This could weigh on the 
earnings prospects of the country's financial sector, which 
accounts for almost half of the Australian stock index. 
Valuations are also still very high in relative terms. These 
factors offset Australia's high exposure to emerging Asian 
growth and its relative performance momentum, which is still 
highly favourable. 

 

 

 

The general decrease in risk aversion is a disadvantage for 
the US market. However, its relative valuations are now 
neutral (after being very expensive) and its earnings revision 
trend relative to the other major developed markets seems 
to have stopped deteriorating, largely as a result of the 
dollar's further depreciation.  

We are more cautious about Japan. Despite its 
economy's exposure to the recovery of global trade, news 
about the domestic economy continues to be negative. 
Furthermore, the yen's recent appreciation (even against the 
euro) is likely to slow down the earnings revisions trend, 
which has been particularly strong in relative terms. In 
addition, several measures announced by the country's new 
government could reduce the earnings potential of the 
financial sector, which accounts for over 20% of the MSCI 
Japan Index. Lastly, relative performance momentum is 
particularly unfavourable. 

Yen's strength will slow down  
earnings revisions momentum 

(USBD10Y-PCH#(USCP....F,1Y)) 2/10/09

2006 2007 2008 2009
-60

-50

-40

-30

-20

-10

0

10 110

115

120

125

130

135

140

145

150

155

160

165

MSCI JAPAN: 3-month earnings revision momentum (12-m FWD EPS)
JAPANESE YEN EFFECTIVE EXCHANGE RATE INDEX(R.H.SCALE), Inverted

Source: Thomson Datastream    

(USBD10Y-PCH#(USCP....F,1Y)) 2/10/09

2006 2007 2008 2009
-60

-50

-40

-30

-20

-10

0

10 110

115

120

125

130

135

140

145

150

155

160

165

MSCI JAPAN: 3-month earnings revision momentum (12-m FWD EPS)
JAPANESE YEN EFFECTIVE EXCHANGE RATE INDEX(R.H.SCALE), Inverted

Source: Thomson Datastream     

We maintain cautious exposure to Canada. The 
Canadian market is currently trading at very high valuations, 
despite the consolidation of commodity prices and the 
considerable strength of CAD vs. USD. Earnings growth 
forecasts are therefore clearly not as favourable as in other 
developed equity markets. 
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EQUITY MARKETS 
Emerging markets 

Trend is bullish again, after brief pause 

Last month we wrote that a pause in the outperformance of 
emerging equity markets relative to their developed peers 
was likely, since excessive optimism in emerging markets 
and confirmation of recovery in the advanced economies 
would encourage investors to shift back to developed 
markets. 

Fortunately for investors, the consolidation did not last long 
and emerging markets are once again on a strong bullish 
trend, overwhelming our recommendation for caution last 
month. Domestic demand in these markets has 
strengthened, as shown by the growth of retail sales and 
made possible by a brighter outlook for employment. Since 
monetary and fiscal conditions are highly favourable there is 
still much upside potential.  

Emerging markets trend is positive once again 
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According to traditional valuation criteria, emerging markets 
are no longer very attractive. Most multiples are back up to 
their historical averages and are now comparable to those 
of the developed markets. This should normally be a 
negative factor for emerging equities, since they are 
perceived as more volatile and therefore riskier and a 
valuation discount is usually applied. 

But things are beginning to change now that emerging 
economy fundamentals are considerably stronger and 
sometimes even superior in terms of public finances and 
debt and the vitality and sustainability of private 
consumption. These factors should justify less of a discount, 
and perhaps even a premium considering the greater 
growth potential of the emerging economies, which is quite 
valuable in an environment of weak performance. In addition 
to economic growth there are other factors that substantially 
increase the appeal of the emerging markets, such as high 
profit margins, good return on equity, dividend yields, low 
interest rates and intrinsic value. Judging from investor 
sentiment and trend indicators, many investors still clearly 
prefer to invest in debt rather than in riskier assets, and are 

still under-exposed to emerging and other equity markets, 
which gives them good downside protection. 

In terms of country allocation, we still have a slight 
preference for Chinese equities and recommend no further 
exposure to this market. Although the economic outlook is 
certainly still excellent and earnings forecasts are strong, we 
still believe investors are too optimistic and the long list of 
IPOs ahead may cause some indigestion. Indeed, judging 
from the poor performance of shares recently listed in Hong 
Kong, investors no longer seem to have much appetite. 
Although rising interest rates are no longer a threat, massive 
liquidity injection is certainly over, which means less fuel to 
feed the equity market. 

China ð less appetite for IPOs 
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We are still optimistic about Korea, where the trend in GDP 
and earnings growth forecasts is still quite strong. The 
excellent performance of some exporters and the won's 
appreciation have resulted in some profit-taking and given 
us an opportunity to increase our position in this market. We 
are also more positive about Taiwanese equities in light of 
the upturn in the business and semiconductor cycles, and 
positive political developments with China.  
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EQUITY MARKETS 
Emerging markets 

Indian market looks good 

Boosted by a stream of good economic and political news, the 
Indian market has done very well over the past twelve months. 
We believe the long-term trend for India is bullish, given its 
strong demographics and the positive structural changes that 
are being made to develop its economy. Over the near-term 
however, this market seems relatively expensive and 
overbought. We may therefore see a correction and we are 
therefore maintaining a cautious position. It should be noted 
however that the country's technology sector has been doing 
remarkably well, gaining 93% over the past six months and 
47% over the past three. Such companies as Infosys and Wipro 
have benefited from the increase in IT outsourcing from the 
United States and other countries, as well as from the rupee's 
depreciation.  

The Russian equities market did particularly well last month 
(+13% for MSCI Russia) thanks in large part to financial firms, 
which received a boost when the country's central bank cut its 
interest rate. However, since this market depends so heavily on 
crude oil, we prefer to maintain a neutral position seeing 
little potential for higher prices.  

The correlation between Russian equities & 
commodities 
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The Turkish monetary easing cycle, which started relatively 
late for an emerging economy, is now coming to an end and 
is already reflected in valuations. Yet the effects of monetary 
easing continue to benefit the real economy and its long-
term impact on domestic lending continues to underpin 
earnings forecasts, particularly in the financial sector. 
Turkish equities still therefore have relatively attractive 
valuations. Although we have reduced our position in 
Turkey slightly, it is still our strongest overweight. 

 

 

Lower interest rates will support Turkey's banking 
sector, a major index component 
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Brazil's economy has withstood the global slump quite well. 
Historically low interest rates and strong commodities 
played a large role in the 9% gain posted by Brazilian 
equities over the past month. However, the central bank will 
now clearly stop easing monetary policy and valuations are 
relatively expensive. We therefore are maintaining our 
neutral position in Bovespa.  

South Africa's equity market depends heavily on 
commodities and domestic demand, particularly in the 
banking sector. But the weakness of the country's economy 
is putting pressure on banks. Since inflation is not a threat, 
until 2010 we expect no change in the key interest rate, 
which has been cut 500 bp. Low lending growth and 
pressure on banking income and margins are weighing on 
the sector's performance. In addition, the substantial 
decrease in risk aversion worldwide leaves very little upside 
potential for gold, which means that the rand may weaken 
since it tends to strengthen when the dollar is low and gold 
is high. This will in turn squeeze the profit margins of South 
African firms. We therefore recommend an underweight 
in this market.  
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ALTERNATIVE STRATEGIES 
Commodities 

We are optimistic about commodities in general, but cautious over the near term. 

While the US dollar sunk to its lowest point of the year and 
economic conditions improved again in September, oil 
prices continued to move trendlessly. The reason for this, as 
over the past few months, is that although oil specific 
fundamentals are improving, they are doing so very slowly. 
While the demand for fuel has been solid, the market is now 
expecting a sign that the demand for distillate products is 
increasing, since they are more closely correlated with 
economic activity. Stocks of diesel fuel (mainly used in the 
US by the trucking industry and manufacturers) are at 
historically high levels. Judging from economic indicators, 
the manufacturing sector is gradually recovering and it is 
just a matter of time until stocks start shrinking. But 
investors will not be convinced until they see stronger 
demand statistics. We are adding to our position in oil, in 
expectation of a rebound in industrial demand. 

Gold prices soared in September, to historically high levels 
above $1,050. Although we believe the yellow metal may 
continue to rise over the medium term, a near-term 
correction is a big risk. The surge in prices was, in our view, 
mostly fuelled by speculators as they focused on long-term 
inflation concerns and the US dollar weakening trend 
whereas the physical demand for gold is still weak. We are 
therefore reducing our exposure and expect some 
consolidation soon. 
 
We are still wary about base metals, but less so. Although 
the end of China's massive restocking of industrial metals 
might continue to weigh on prices, the recovery of 
manufacturing activity in the OECD countries, which have 
not begun to restock, should gradually support this market ï 
particularly as infrastructure projects under fiscal stimulus 
programs are finally implemented.  

We have slightly trimmed our overweight in agricultural 
commodities. Over the past few days we have seen grain 
prices benefit from fears of poor weather, while harvests are 
later than usual, with, for example, 57% of corn ripe vs. an 
average of 84% from 2004 to 2008. But once crops have 
been harvested fundamentals are likely to remain stable and 
the market's near-term potential will therefore gradually 
decline. 

Oil ð distillate stocks continue to rise 
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Gold ð speculative positions higher than ever 
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Copper ð stock levels increase 
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DISCLAIMER 
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reliable, but no representation or warranty, express or implied, is made that such information is accurate or complete and it should not be 
relied upon as such. Opinions included herein constitute the judgement of BNPP AM at the time specified and may be subject to change 
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