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The benchmark Stoxx Europe 600 Index dropped 6.1% this past week to its lowest level since July 2009 
The gauge, whose decline for a fourth week was led by banks and carmakers, has now sunk 23% from its 

February peak, amid concern that policy makers are failing to tame the debt crisis.  

National benchmark indexes fell in every western market except Iceland last week, with the S&P falling 

4.7%, Germany’s DAX Index declining 8.6%, the U.K.’s FTSE 100 Index down 5.2% and France’s CAC 40 
Index dropping 6.1%. Compounding investor concerns, statistics released Aug. 16 showed the German 

economy, Europe’s largest, almost stalled in the second quarter.  

 

There are several questions that are pertinent to investors at the moment. 

1.  What are the risks of a double dip? - Clearly, markets tend to under and overshoot and whilst a 45 

ISM data number is already expected by the market in early September that does not mean that we 

are going into a recession. However, the market is already there. Institutions are basically 

positioned for the worst outcome with Merrill Lynch’s monthly Fund Manager Survey which shows 
managers have record levels of cash and retail investors are withdrawing cash at rates not seen 

since September 2008. On the flip side, company directors are buying their own company stock at 

levels last seen in Q4 2008 (FT and Dealogic data last week). 

The Philly Fed manufacturing index reading last week of -30.7 (from July’s 3.2) is the first real sign 
that a US recession is possible. But this measure is not reliable and is very volatile. It gave false 

recessionary signals in 1995 and 1998. It significantly overestimated the extent of the downturns in 

1970,1974,1980,1990 and 2001. It may be doing the same again. Remember the headline figure is 
derived from a question on “general business conditions” and can be greatly influenced by general 

sentiment. If one looks at the index from the five more quantitative questions of new orders, 

shipments, employment, supplier deliveries and inventories, which is used in the ISM data, then the 

figure is around -12. Based on current data, the ISM is suggesting a fall to 49 in August. It needs to 
fall to 46 or below to signal a recession (remember, the market is currently assuming a 45 reading). 

We are still of the view that slower than normal growth in the US, Japan and UK over the next 12-18 

months is probable with the risk that there could be one or two quarters of negative growth during 

this time. 

 

2.  Will valuations sustain equities?- Basically, if one feels that the market can fall further, then you need 

to believe that US earnings are going to fall below $85 over the next 12 months. Whilst this is 

obviously possible, one has to believe that that the current economic environment is likely to 
deteriorate to a greater degree than that seen in 2008/9.  That is, the greatest economic contraction 

seen since the depression? $85 puts the US market on a P/E of 13x. 

Here are the numbers for the index levels and possible earnings targets for the current year (next 
four quarters) until June 2012. 

EQUITY MARKET UPDATE AND OUTLOOK 



 2 

 

 
            S&P level                EPS($)                P/E 
                1300                       100                   13x 

                1200                        90                    13.3                         

                1100                        80                    13.75 

 
Based on these numbers, the US is cheap. The picture is even better for the UK and of 

course Europe but the structural issues of the latter have been covered in (4) below.  

 
Even using the Graham & Dodd cyclically adjusted P/E ratio (CAPE) for equities, Global 
equities are trading on 20.5x; the US is 18.5x; UK 13.8x and Europe 13.5x compared to the 

30 year average of 20x. Around here should therefore be the base for equities unless we are 

going into another severe recession/depression which we do not believe to be the case at 

the moment. 
 

3.  History as a guide to likely future equity price movements – The recent fall in equities has put 

equity yield above bond yields in the UK, US and European stock markets. This valuation 

phenomenon is rare and in the case of the US has only been seen 5 times in the last 30 
years. What is even more impressive is the twelve month return from equity markets post 

this phenomenon. 1 year forward returns from the US, UK and European markets have been 

38%, 29% and 18% compared to an overall average return of 11% in each region. In other 

words, history suggests that there is an above average chance of better than average 
returns at current valuation levels and it is better to Buy rather than Sell equities! 

 

 S&P price correlation – Once again skyrocketing 

 
Source: Bloomberg 

 

The chart above shows the recent spike in stock correlations as both value and growth 
stocks become indistinguishable in terms of performance. The market moves as one 

amorphous body driven by ETF’s, futures and program trading and underlying volumes 

accordingly diminish. 



 
4.  Impact of a European banking crisis? – For the last two years European politicians have 

essentially ‘been asleep at the wheel’ in terms of showing any sort of political leadership to 

solve the underlying issues relating to European debt and the knock on effect it is having in 

the euro zone. It must be remembered that whilst Angela Merkel et al discuss their 

frustrations with the way in which the ‘market’s’ have been trying to paint them into a 
corner, the fact is that all of the euro zone countries (including Germany) have been happy 

to use the bond and equity markets when it suits them. They have all raised enormous 

amounts of money via bond issuance for years and Germany has been happy to let 

domestic manufacturers export to southern European countries, knowing full well that there 
was massive risk being taken by their banking system via export trade guarantees etc. But 

for as long as it reflected positively economically, they were happy to bask in the political 

‘glow’ of economic strength and wellbeing. The moment things started to go wrong, like 

spoilt children, they blamed the ‘system’. Sure, it is not perfect but it is still a lot better than 
the alternatives! Recession is probable. 

 

We are still of the belief that European markets are likely to continue to underperform the 

US, UK and Japan. They have serious structural issues that are going to take many years to 
overcome and to this end we continue to lighten our exposure to these markets and 

increase our US exposure (currently 35% compared to c15% three months ago). 

 
5.  Can emerging markets rescue the world from a slowdown? – The short answer is No. Whilst 

emerging markets are still expected to grow by an average of 6% pa over the next few 

years they are also running large current account surpluses. This is mainly a function of 

China and the Middle Eastern oil producers where there would need to be a massive rise in 
imports to these countries to run down the surpluses. Huge domestic stimulus programs 

would be needed and given the already high levels of inflation in these countries that seems 

unlikely to happen. Ultimately, the inextricable link between demand and supply between 

developed countries and emerging countries means that if the US and Europe go into 
recession there is simply insufficient domestic demand to absorb the huge manufacturing 

capacity of these latter countries. 

 
Summary 
Based on the above, we do not at this stage believe that the US is going to fall into a sustained 
recession. It is more likely to be a low growth environment for the next 12-18 months. There may 
well be one or two quarters where GDP data records a negative number that will rattle markets, but 
by and large, we feel this is the right fundamental level to buy equities and that the probability is on 
our side for higher prices 12 months time. 
 

Grant Cullens 

Joint Managing Director 
23rd  August 2011 

Investors should be aware that past performance is not indicative of future performance.  Returns can be volatile, reflecting rises and falls in the value of underlying investments.  
Important Information: The information contained in this report has been prepared with all reasonable care.  Global Value Investors Limited (GVI) accepts no responsibility or liability 
for any errors or omissions or misstatements however caused.  This information is not personal advice and is not intended to constitute a securities recommendation.  This 
information does not account for your investment objectives, particular needs or financial situation.  Investors should be aware that past performance is not indicative of future 
performance. Returns can be volatile, reflecting rises and falls in the value of underlying investments.   

Global Value Investors Ltd   ABN 76 111 397 392 AFSL 308107  



<<

  /ASCII85EncodePages false

  /AllowTransparency false

  /AutoPositionEPSFiles true

  /AutoRotatePages /None

  /Binding /Left

  /CalGrayProfile (Dot Gain 20%)

  /CalRGBProfile (sRGB IEC61966-2.1)

  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)

  /sRGBProfile (sRGB IEC61966-2.1)

  /CannotEmbedFontPolicy /Error

  /CompatibilityLevel 1.4

  /CompressObjects /Tags

  /CompressPages true

  /ConvertImagesToIndexed true

  /PassThroughJPEGImages true

  /CreateJobTicket false

  /DefaultRenderingIntent /Default

  /DetectBlends true

  /DetectCurves 0.0000

  /ColorConversionStrategy /CMYK

  /DoThumbnails false

  /EmbedAllFonts true

  /EmbedOpenType false

  /ParseICCProfilesInComments true

  /EmbedJobOptions true

  /DSCReportingLevel 0

  /EmitDSCWarnings false

  /EndPage -1

  /ImageMemory 1048576

  /LockDistillerParams false

  /MaxSubsetPct 100

  /Optimize true

  /OPM 1

  /ParseDSCComments true

  /ParseDSCCommentsForDocInfo true

  /PreserveCopyPage true

  /PreserveDICMYKValues true

  /PreserveEPSInfo true

  /PreserveFlatness true

  /PreserveHalftoneInfo false

  /PreserveOPIComments true

  /PreserveOverprintSettings true

  /StartPage 1

  /SubsetFonts true

  /TransferFunctionInfo /Apply

  /UCRandBGInfo /Preserve

  /UsePrologue false

  /ColorSettingsFile ()

  /AlwaysEmbed [ true

  ]

  /NeverEmbed [ true

  ]

  /AntiAliasColorImages false

  /CropColorImages true

  /ColorImageMinResolution 300

  /ColorImageMinResolutionPolicy /OK

  /DownsampleColorImages true

  /ColorImageDownsampleType /Bicubic

  /ColorImageResolution 300

  /ColorImageDepth -1

  /ColorImageMinDownsampleDepth 1

  /ColorImageDownsampleThreshold 1.50000

  /EncodeColorImages true

  /ColorImageFilter /DCTEncode

  /AutoFilterColorImages true

  /ColorImageAutoFilterStrategy /JPEG

  /ColorACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /ColorImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /JPEG2000ColorACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /JPEG2000ColorImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /AntiAliasGrayImages false

  /CropGrayImages true

  /GrayImageMinResolution 300

  /GrayImageMinResolutionPolicy /OK

  /DownsampleGrayImages true

  /GrayImageDownsampleType /Bicubic

  /GrayImageResolution 300

  /GrayImageDepth -1

  /GrayImageMinDownsampleDepth 2

  /GrayImageDownsampleThreshold 1.50000

  /EncodeGrayImages true

  /GrayImageFilter /DCTEncode

  /AutoFilterGrayImages true

  /GrayImageAutoFilterStrategy /JPEG

  /GrayACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /GrayImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /JPEG2000GrayACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /JPEG2000GrayImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /AntiAliasMonoImages false

  /CropMonoImages true

  /MonoImageMinResolution 1200

  /MonoImageMinResolutionPolicy /OK

  /DownsampleMonoImages true

  /MonoImageDownsampleType /Bicubic

  /MonoImageResolution 1200

  /MonoImageDepth -1

  /MonoImageDownsampleThreshold 1.50000

  /EncodeMonoImages true

  /MonoImageFilter /CCITTFaxEncode

  /MonoImageDict <<

    /K -1

  >>

  /AllowPSXObjects false

  /CheckCompliance [

    /None

  ]

  /PDFX1aCheck false

  /PDFX3Check false

  /PDFXCompliantPDFOnly false

  /PDFXNoTrimBoxError true

  /PDFXTrimBoxToMediaBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXSetBleedBoxToMediaBox true

  /PDFXBleedBoxToTrimBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXOutputIntentProfile ()

  /PDFXOutputConditionIdentifier ()

  /PDFXOutputCondition ()

  /PDFXRegistryName ()

  /PDFXTrapped /False



  /CreateJDFFile false

  /Description <<



    /BGR <>

    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>

    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>

    /CZE <>

    /DAN <>

    /DEU <>

    /ESP <>

    /ETI <>

    /FRA <>

    /GRE <>



    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)

    /HUN <>

    /ITA <>

    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>

    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>

    /LTH <>

    /LVI <>

    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)

    /NOR <>

    /POL <>

    /PTB <>

    /RUM <>

    /RUS <>

    /SKY <>

    /SLV <>

    /SUO <>

    /SVE <>

    /TUR <>

    /UKR <>

    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)

  >>

  /Namespace [

    (Adobe)

    (Common)

    (1.0)

  ]

  /OtherNamespaces [

    <<

      /AsReaderSpreads false

      /CropImagesToFrames true

      /ErrorControl /WarnAndContinue

      /FlattenerIgnoreSpreadOverrides false

      /IncludeGuidesGrids false

      /IncludeNonPrinting false

      /IncludeSlug false

      /Namespace [

        (Adobe)

        (InDesign)

        (4.0)

      ]

      /OmitPlacedBitmaps false

      /OmitPlacedEPS false

      /OmitPlacedPDF false

      /SimulateOverprint /Legacy

    >>

    <<

      /AddBleedMarks false

      /AddColorBars false

      /AddCropMarks false

      /AddPageInfo false

      /AddRegMarks false

      /ConvertColors /ConvertToCMYK

      /DestinationProfileName ()

      /DestinationProfileSelector /DocumentCMYK

      /Downsample16BitImages true

      /FlattenerPreset <<

        /PresetSelector /MediumResolution

      >>

      /FormElements false

      /GenerateStructure false

      /IncludeBookmarks false

      /IncludeHyperlinks false

      /IncludeInteractive false

      /IncludeLayers false

      /IncludeProfiles false

      /MultimediaHandling /UseObjectSettings

      /Namespace [

        (Adobe)

        (CreativeSuite)

        (2.0)

      ]

      /PDFXOutputIntentProfileSelector /DocumentCMYK

      /PreserveEditing true

      /UntaggedCMYKHandling /LeaveUntagged

      /UntaggedRGBHandling /UseDocumentProfile

      /UseDocumentBleed false

    >>

  ]

>> setdistillerparams

<<

  /HWResolution [2400 2400]

  /PageSize [612.000 792.000]

>> setpagedevice



