Review of Markets - June 2010
I have pleasure in providing a further 6 months’ update and the first point to make is how more volatile the markets have become.

In order to give you some continuity, the graph below uses the same start date as in the previous two reports. This shows that over the past year, risk has been rewarded.  Risk profile 8 has now been added to the graph and again, it can be seen that diversification adds value.  Even with a 20% less exposure to equities, Risk Profile 8 portfolio have outperformed the FTSE100 index.  (As a reminder, risk rated portfolios range from 1 – 10). 
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Taking the above data but reproducing the graph over the last six months, shows how much volatility has increased over the shorter term period.  Looking at the figures below the graph, you can see that, at the time of writing, the FTSE100 has lost ground (7.69%) and the four risk rated portfolios have gained between 2% and 4%.  The portfolios have delivered returns with much less volatility.  Diversification and the blending of different asset classes within portfolios is working well.
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In the last 6 months markets have returned to higher levels of volatility.  Markets do not like uncertainty and there has been nothing but uncertainty during the period.  The prospect and now reality of a hung parliament, massive budget deficits across developed markets, the probability of Greece going bust and its’ exit from the euro, the risk of contagion spreading to other Euro-zone countries and the potential for a new banking crisis as a result are just a few of the worries.  Add to this a potential slowdown in “Booming” China, perhaps accompanied by a property crash, inflation in emerging economies, the risk of a double dip recession in the US and currency volatility.  Then add volcanoes, oil spills, resource taxes and the threat of conflict.  It is hardly surprising markets have found it difficult to progress.
These factors may all be holding markets back but the most important drivers of investment returns are far more mundane things and I will return to this subject later.
Volatility and the Volatility Index
Like many others we go on ad infinitum about volatility as it is this that can lead to new and existing investors being disappointed with their investment returns over the short term.  For those interested, this is an explanation of volatility and why it is important. 
	
	Volatility – the VIX factor
The VIX is an index that measures the price of implied volatility of 30-day S&P 500 index options.  It is commonly known as the ‘fear index’ - the higher the index, the more volatility is generally anticipated in the market or, put another way, the greater the level of fear!  The VIX is measured in percentage points, so for example, if the VIX is trading at 25 that equates to an implied volatility rate of 25% for 30-day S&P 500 options.  

  
The chart below takes a look at the VIX over the last 5 years up to 23rd April 2010 and perhaps illustrates why it is sometimes referred to as the ‘fear index’.  Markets in general thrive on certainty.  Where there is uncertainty there is generally volatility and where there is volatility, risk and fear come to the fore.  Looking more closely at the chart you can see the VIX spiked to around 80 at the height of the global economic crisis and the Lehman Brothers collapse in September 2008.  Since then global markets have largely calmed as governments introduced fiscal stimulus packages through quantitative easing and helped to restore liquidity and confidence to the system.  As ‘normal’ conditions returned so the VIX measurement gradually subsided.
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 Data as at 23rd April 2010 Source: Barclays Stockbrokers
If you look at the chart up to the end of 2007, and prior to the onset of the credit crunch and global economic crisis, the VIX generally traded within a range of 
10-20 so in April 2010 a figure of around 16 indicated that we were largely back to pre-crisis levels.  So were the markets back to normal in April of this year when the above graph was produced?  The answer is NO, as can be seen from the up to date Vix Index graph below.
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We cannot tell what the future will bring but looking at events from April onwards we can note things that have made the stock markets jittery again and increased volatility to the current levels.

1. Hung Parliament

2. Huge Budget Deficits

3. Likely Default by Greece and its’ departure from Euro

4. Contagion spreading to other Euro-zone countries

5. Potential new Banking Crisis related to above

6. Economic slowdown in China

7. Inflation in Emerging economies

8. Risk of double dip recession in the US

9. Volcanoes, Oil spills and mining company taxes

Markets move in cycles.  Here in the UK, markets ponder over the ramifications of a hung parliament.  With no clear winner and therefore no clear mandate for a government to drive the strategy to tackle the UK’s budget deficit concerns continue to dominate.  The other issues tabulated above have not yet gone away and so uncertainty is still a factor for markets.

Volatility levels had reduced to a more “normal” below 20 range but as can be seen on the short term graph above, they have subsequently risen to the current 34.13 as of 29th June 2010.  In one day, which is why I am keen to demonstrate volatility, this index rose 17.69%.  This was Tuesday 28th June, the day when the FTSE100 fell by over 3%.

	
	All these factors may be holding markets back but the most important drivers of investment returns are far more mundane: earnings, cash flow and valuations.  These factors explain why equity markets have quickly bounced back from each setback and why corporate bonds continue to perform well. 


Where are we now - Is the Market Cheap?
Looking at the slide below, it can be seen that the equity market is no longer cheap if we look at Historic Price / Earnings (PE) figures.  In fact company earnings are at the average point of about 16. 
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The chart above – Dividend Yield versus 10 Yr Gilt Yield is interesting and provides a good reason to suggest buying equities now is a reasonable thing to do.  The dividend yield of 3.2% is still not far away from the 10 year gilt yield of 3.9%.  This is not common when we look back at history.  Over the past 6 months or so, some catch up has been made but the market is still not pricing in any real capital growth for equities.  This does not make sense.  With gilts, we know there is no chance of any capital growth or any protection against inflation. 

Corporate earnings are continuing to improve as sales improve.  Consumer confidence has rebounded sharply from the lows since the days of late 2008.  When we add cost cutting as a result of the recession adding to the profit margins of companies then we can say that this will result in earnings growth.  Unemployment is cost cutting.  When we see companies reporting increased sales and they have undertaken significant cost cutting then clearly, this adds to improved profit margins.  

“77% of US companies have posted a positive earnings surprise and 68% a positive revenue surprise.”
In recent weeks, US companies have been reporting first quarter earnings.  These have, again, been well ahead of forecasts.  Earnings have come in nearly 15% ahead of analysts’ forecasts, the strongest surprise since 1987, while revenues have beaten estimates by 1.2%.  Earnings are 64.5% higher than a year ago, and revenues are up 11.4%.  77% of US companies have posted a positive earnings surprise and 68% a positive revenue surprise.  This marks the fifth consecutive quarter of positive earnings surprises showing that analysts and investors continue to underestimate the pace of earnings growth.  Results from European companies have also been much better than expected.  As a result, analysts continue to upgrade forecasts. 
In the last four weeks, 62% of estimate changes globally have been upgrades and only 38% downgrades.  In the US, 68% have been upgrades and 61% even in Europe.  A month or two ago, the earnings momentum was fading but it has now accelerated again and global earnings are now expected to increase by 37.7% this year.  That puts the global equity market on a prospective 2010 p/e ratio of 12.9, compared with a long term fair value of about 16.  Given the scale of current uncertainties, particularly the need to cut fiscal deficits, it is probably sensible to apply a discount to normal fair value of perhaps 10%.  However, as the months roll by, 2011 earnings will loom closer and analysts’ estimates will become more certain.  
Already, forecasts are for a further increase in earnings of 20%, resulting in a 2011 global p/e ratio of only 10.7.
“This implies 35% market upside on a one year view (plus dividends) but more if the fiscal clouds start to clear.”
Of course, there is always the possibility that 2011 forecasts are too optimistic but strong quarterly advances this year would produce a good annual increase next year even if the quarterly numbers are flat.  With forecasts for economic growth picking up steadily and costs under control, the 2011 estimates look very realistic.  There are regional variations: the US looks fair value on a 2010 p/e of 13.4 but its high quota of growth stocks makes that valuation more attractive.  Europe looks cheap on a 2010 p/e of 11.2 but has severe economic difficulties.  Japan has the best earnings growth and a reasonable 2011 p/e ratio of 13.3 while strong earnings growth in Asia and Emerging Markets results in a 2011 p/e of 9.4. 
Strong profit growth implies strong cash flow which is also good for bonds.  Although credit spreads over government issues have fallen, improved finances means that credit quality has improved. The default rate on high yield bonds has fallen rapidly from a peak in the mid teens and a 25% rate discounted at the start of 2009.  It is now expected to fall below 4% this year.  In investment grade, bonds which yielded 10% in early 2009 were high risk, whatever their official rating.  Now they are much safer and deserve a lower yield.  Corporate bonds are vulnerable to rising government yields but spreads should continue to fall.

“Global earnings are now expected to increase by 37.7% this year. That puts the global equity market on a prospective 2010 p/e ratio of 12.9, compared with a long term fair value of, in our view, 16.”

(Source: Max King – Strategist).
Chart – Inflection Point

Same chart, updated from previous reports shows how the markets bottomed in March 2009 and started to rebound.
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The resilience of corporate profits in the worst global recession for 50 years is remarkable, as has been the subsequent recovery and growth. Sceptics argue that profitability is unsustainable and too high relative to past experience: this may prove valid in due course but for now, the combination of strong earnings growth and modest valuations is compelling. 
Investors need to be aware of the broader risks but not obsessed by them. On a one year view, equity markets remain too cheap relative to the risk.  (Source: Max King – Strategist).
UK Market Returns after Consecutive Down Years

- A favourite slide, updated, which has been shown to many clients over the past few years or so.  
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UK Market Returns after Consecutive Down Years

Source: Dimson, Marsh and Staunton, ABN AMRO/LBS and “The Triumph of the Optimists”, Princeton University Press 2002. FactSet, FTSE All Share index from 2000 onwards, J.P. Morgan. Returns in 

sterling, dividends reinvested, for complete calendar years, except where stated otherwise. Past performance is not indicative of future returns.
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Economic Outlook
The markets have been dominated by the continuing European crisis. The global impact of this fiasco has been stronger than anticipated, magnified by concerns that China is tightening monetary policy and that markets were ahead of events. This led to a strong trend of risk aversion, despite generally positive economic news. The Fed upgraded their expectations for GDP growth in US for 2010 to 3.2%-3.7%, unemployment is expected to fall from 9.9% to 9.1%-9.5% and core inflation to be 0.9%-1.2%: in short, growth with no inflation. The picture in the UK is different with the CPI measure of inflation at 3.7%, RPI at 5.4% and revised Q1 GDP growth of only 0.3%, making stagflation a reality but the OECD has upgraded its estimates for GDP growth in 2010 to 2.7% and to 1.2% for the Euro zone.
The markets have been dominated by the continuing European crisis... this led to a strong trend of risk aversion, despite generally positive economic news. Whilst European policy makers scrambled for a financial remedy, European economic data was positive with Euro-zone Q1 GDP up 0.5%, industrial new orders up 19.8% year on year and the dramatic fall in the Euro providing a boost to exporters, especially in Germany. Finance Ministers finally managed to agree on a package that included €440bn in a special purpose vehicle for intra government loans, €60bn in a balance of payments facility and, more in hope than in fact, an IMF facility of €250bn. Furthermore, the ECB undertook to buy government bonds if the

markets were dysfunctional and started right away with €16bn of purchases. This is not, they insisted, quantitative easing but it may end up that way, directly or indirectly. The package was supposed to buy time for Greece and others but the markets responded with a renewed bout of asset selling, especially of the Euro itself. Whilst European policy makers scrambled

for a financial remedy, European economic data was positive. Ironically, this sovereign debt crisis led to a rally in government bonds, with 10 year US yields dropping 45bps to 3.2% and 10yr Gilts falling 37bps to 3.5%. German Bunds have been the safe haven in Europe with 10 year yields dropping to a record low of 2.64%. This movement leaves yields so low that Government debt is priced to perfection, despite huge fiscal deficits, stagnating and uncompetitive economies and, in the case of the UK, inflation. However, a hike in rates is not on the agenda in the US, Europe or the UK, especially if governments pursue fiscal restraint. 
In the UK, the Bank of England is watching the fiscal policy of the new government carefully and a continuation of interest rates will depend on this and a reduction in inflation. Ironically, this sovereign debt crisis led to a rally in government bonds. The flight to bonds has also benefited high quality corporate bonds as benchmark yields have fallen. Lower grade corporate debt has suffered from risk aversion with spreads widening while the spread on the benchmark high yield index rose from 425bps to 600bps. This move looks overdone and does not reflect better corporate earnings or the improvement in balance sheets that we are seeing. 
Emerging Markets were not immune despite their stronger fundamentals as both bonds and currencies sold off. This asset class has seen significant investor flows recently and the fall should be viewed as a correction, not the start of a trend.

Markets have suffered a sharp setback and now look cheap on 2010 earnings, let alone 2011, which have continued to be upgraded. Downside looks very limited and there is a strong case for buying for the long term but the mounting Euro crisis could overhang the markets in the short term. Source:Eden Financial)
Summary
Looking forward, bad news flows will continue to hang over the markets in the near term. Eventually, when the important drivers of markets are fully recognised and earnings continue to improve, then investors may well experience significant upward momentum in markets over the coming 12 months.
US Equities

Positive longer term. Net earnings upgrades have picked up strongly as a result of good Q1 earnings while the US economy is clearly strengthening.  US$ has gone far enough.

UK Equities

Positive longer term. There is value right across the market: in domestic earners as well as overseas earners. Companies with a high or medium but growing yield are favoured and Smaller companies have been badly left behind and look cheap as do many mid caps.

Europe ex-UK

Positive. Markets have badly under-performed owing to a weak Euro and economic worries but value is excellent and earnings momentum outside Southern Europe has accelerated.

Japan

Positive. Very cheap, with strong earnings momentum and earnings surprises while the economic news is improving. The only caveat is that the Yen is struggling to stay above Y90=$1.
Asia Pacific ex-Japan

Positive. Markets have held up well after last year’s strong performance and look set for further strength. China funds are good for the long term 
Emerging Markets

Positive. Strong earnings growth and significantly cheaper than developed markets. Sentiment has faded somewhat, which is positive.

FIXED INCOME: 

Developed Markets

Avoid 10 year Gilts, European and US government issues. Funding fiscal deficits in the absence of quantitative easing will be a huge problem, probably leading to higher real yields, though the momentum towards fiscal restraint is picking up. Still, why take the risk?

Corporate bonds

Credit spread offer good value again despite the risk of higher yields in government issues. There are some good opportunities in medium risk, higher yield and financials within corporate bonds but invest for income, not for capital gain.

Emerging Markets

The opportunity in local currency debt funds has become more attractive after the recent sell-off.

Source:Eden Financial)

Please remember our website www.admiral-onlie.co.uk  where you will find our asset allocations, fund selections, risk profiler etc. etc.  Once more, I would ask that you simply make sure that the risk profile you have is the right one for your nature.  If you are at all unsure, please contact us and we will be more than happy to help you re establish this and guide you through, what if anything needs to be done.

Peter Waller

Investment Director
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UK FTSE 100 Index at Inflection Points

Source: FactSet, FTSE, J.P. Morgan. 

Returns are cumulative and based on FTSE 100 price movement only and do not include the reinvestment of dividends. Past performance is not indicative of future returns. Data is from  {31/12/94} to {31/03/10} on a daily frequency. FactSet Aggregates for historic P/E.
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10 yr Gilt Yield



Source: FactSet Aggregates Index and I/B/E/S for historic and forward P/E, data is on a monthly frequency. Forward PE and earnings forecast based on 12 month consensus estimates from I/B/E/S for MSCI United Kingdom. Gilt yields from FactSet. Dividend yield: FTSE 350 index. J.P. Morgan.
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The strength of the dollar in the second half of the 1990s was a key driver of U.S. equity outperformance during that time period.  Indeed, the rising dollar accounted for roughly half of the 9.7% performance gap between the S&P 500 and EAFE in the 5 years ended 2001.

It seems more likely, however, that the U.S. dollar will go down rather than up in the years ahead.  There are several reasons for this belief:

 The U.S. continues to run outsized current account deficits with the rest of the world, meaning that investors outside the U.S. are implicitly being asked to acquire a rapidly growing stream of new U.S. investments.  Their willingness to continue to do so may well erode in the years ahead, if the U.S. current account deficit continues rising as we expect.

 The dollar is currently off its highs of early 2002, but remains near the level that in the past (i.e., in the mid 1980s) proved unsupportable. Simply put, the dollar is expensive on a purchasing power basis, and is more likely to warrant a lower rather than a higher value in the years ahead.
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UK Market Returns after Consecutive Down Years

Source: Dimson, Marsh and Staunton, ABN AMRO/LBS and “The Triumph of the Optimists”, Princeton University Press 2002. FactSet, FTSE All Share index from 2000 onwards, J.P. Morgan. Returns in sterling, dividends reinvested, for complete calendar years, except where stated otherwise. Past performance is not indicative of future returns.
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10 yr Gilt Yield



Source: FactSet Aggregates Index and I/B/E/S for historic and forward P/E, data is on a monthly frequency. Forward PE and earnings forecast based on 12 month consensus estimates from I/B/E/S for MSCI United Kingdom. Gilt yields from FactSet. Dividend yield: FTSE 350 index. J.P. Morgan.

UK Equity Valuations

  Dividend Yield vs. 10 yr Gilt Yield



Historic P/E Ratio 

20 July 2000           23.5

31 March 2010  16.4



Average since 1989          15.9



31 March 2010                                 

3.9%

 Dividend Yield

 

3.2%





Equities



United Kingdom









 Forward P/E         11.5





One Year Earnings Growth  Forecast:

  29%









3

The strength of the dollar in the second half of the 1990s was a key driver of U.S. equity outperformance during that time period.  Indeed, the rising dollar accounted for roughly half of the 9.7% performance gap between the S&P 500 and EAFE in the 5 years ended 2001.

It seems more likely, however, that the U.S. dollar will go down rather than up in the years ahead.  There are several reasons for this belief:

 The U.S. continues to run outsized current account deficits with the rest of the world, meaning that investors outside the U.S. are implicitly being asked to acquire a rapidly growing stream of new U.S. investments.  Their willingness to continue to do so may well erode in the years ahead, if the U.S. current account deficit continues rising as we expect.

 The dollar is currently off its highs of early 2002, but remains near the level that in the past (i.e., in the mid 1980s) proved unsupportable. Simply put, the dollar is expensive on a purchasing power basis, and is more likely to warrant a lower rather than a higher value in the years ahead.
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