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Global perspectives: Markets fracture 

 Out of nowhere, a correction. Sudden and significant declines recorded during 
August have pushed many equity markets back to levels not seen for a number of 
years. We believe this reset of global equity valuations was long overdue and the 
volatility in China eventually woke investors up to valuations out of sync with 
declining profits momentum. While our cautious portfolio stance has been 
validated, the question now is what to do next. 

 We believe heightened market volatility is likely to persist absent a complete 
about turn on US monetary policy. The market-implied probability of a US 
interest rate increase in September has fallen to 24% from 50% in at the end of 
July. However, although the People's Bank of China (PBOC) has eased policy, 
there has been a notable absence of commentary from officials at other major 
central banks. In addition to the question mark over global growth raised by 
emerging market volatility, investors are waiting for a cue from US Fed 
policymakers.  

 Developed markets are still not cheap. Our universe of European large-cap 
growth stocks remains at a significant premium to long-run valuation levels. We 
also find that in the UK only energy and materials sectors are trading significantly 
above long-term run average dividend yields. Investors prepared for the long haul 
may wish to consider the lower-cost operators in the basic resources sector with 
balance sheets able to ride out a cycle.  

 Conclusion. While we believe the basic resources sector may present some 
opportunities for value-focused investors, the unfortunate truth is that this 
correction was long overdue. As risks to growth have increased and equity 
valuations remain at a premium to long-run averages, we do not anticipate a rapid 
rebound to levels seen earlier in the year. 
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Markets fracture 
In our view the sharp market declines during August, Exhibit 1, were a combination of coincident 
but loosely related factors that finally fractured investors’ tolerance of a low-return/low-volatility 
global equity regime. First, increasing expectations that the first US interest rate hike would take 
place in September cast a shadow over the market, leading to a loss of momentum in US equity 
markets since Q2. At the fundamental level, the combination of declining profits and revenue growth 
sat uneasily with developed market equity valuations right at the top of historical ranges. 

Exhibit 1: Market declines from 52-week high 

 
Source: Thomson Reuters Datastream. Note: As at close on 25 August 2015. 

Second, the slowdown in China and other emerging markets, which was becoming increasingly 
obvious from softening commodity and energy prices (but possibly less evident in the official 
Chinese GDP data) finally cracked investor confidence globally as China devalued the yuan. The 
attempt by the Chinese authorities to stabilise their stock market and subsequent failure to do so, 
together with rumours of a split in the leadership, has certainly contributed to market volatility. In 
addition, the prospect of a steady devaluation of the yuan against the dollar has created capital 
flight from emerging markets as investors fear difficulties servicing a large US dollar-denominated 
debt burden borne by EM corporates, many of which are heavily exposed to China’s supply chain. 

For developed markets, further deflationary pressure from emerging markets and a shortfall in 
world growth are unwelcome developments at this stage and have already renewed calls for not 
only delaying the first US interest rate increase, but also initiating a fourth round of US quantitative 
easing. We believe more QE cannot be excluded if emerging market central banks sell sufficient FX 
reserves to place upward pressure on US bond yields, even as deflationary pressures build. Exhibit 
2 shows that real yields have not fallen significantly during this growth shock. However, while 
ultimately possible, QE appears a long way from the current thinking of the US Federal Reserve, at 
least if judged by the most recent Fed minutes, which were preoccupied with fine-tuning the US 
interest rate lift-off date. 

Policymakers are likely to need time to discern how changing investor expectations and global 
capital flows have changed the fundamental economic parameters of growth and inflation. These 
parameters are likely to be considered more important than any correction in equity valuations, 
which thus far do not appear to be a risk to financial stability.  

For the remainder of 2015 at least, the risk in our view is that the US Fed has set itself on a path to 
reducing monetary accommodation and will be reluctant to change course, even if a September 
rate rise is now unlikely. The absence of any comforting media commentary from policymakers in 
recent weeks stands in stark contrast to earlier periods of turbulence such as during October 2014. 
This may signal a subtle change of view in terms of the economic benefits of keeping asset prices 
high and volatility low. 
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Exhibit 2: US real bond yields 

 
Source: Thomson Reuters Datastream 

As policymakers wait for clear evidence of a sustained fall in US growth and inflation expectations, 
global markets may in the meantime be volatile and struggle for direction as recent declines appear 
insufficient to bring in value buyers in large numbers. We believe any further large-scale expansion 
of the Fed’s balance sheet is likely to be a 2016 story, in addition to being contingent on rising real 
bond yields. 

Valuations – still not cheap outside energy and mining 
Nothing would give us greater pleasure than to say that following a 10-15% market decline 
valuations were now discounted, but such a statement unfortunately does not concur with our 
analysis. This is especially true in our European ‘growth’ universe of stocks, which are forecast to 
generate at least 5% revenue growth the over coming years, Exhibit 3. 

Exhibit 3: European ‘growth’ universe median EV/EBITDA multiple 

 
Source: Thomson Reuters Datastream 

Valuations for this group of shares remain stubbornly and significantly above long-run averages and 
thus do not appear to us to represent a compelling buying opportunity. In terms of UK sector 
valuations, Exhibit 4, with the clear exception of energy and basic industries, the remainder of the 
market is still no bargain on a dividend yield basis. Due to their large weighting in the UK, the 
dividend yield for the FTSE 100 may be close to the upper end of the post-2009 period, but 
investors in the market as a whole should understand the relative cheapness is a result of the 
exposure to these two sectors. 

With the price of iron ore well below industry marginal costs, yet with large low-cost producers still 
generating substantial positive cash flow, dividends yields in this sector are attractive in our view. 
Iron ore prices of more than US$100/t several years ago looked unsustainable when substantial 
low-cost industry capacity was being added. However, at present the market is slowly being brought 
into balance as high-cost producers are squeezed out. In addition, from a demand perspective we 
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note that Chinese iron ore volumes have not been affected by recent market events, at least thus 
far. We believe this is a sector that value investors should be looking at. 

Exhibit 4: UK sector dividend yield spread from 20-year average 

 
Source: Thomson Reuters Datastream 

Conclusion 
The sharp decline in global equity markets and falling inflation expectations are likely to give the 
Fed reason to hold off raising rates until December at the earliest. A September lift-off would be 
inconsistent with the most recent Fed minutes which indicated that further improvements in the 
outlook were required before making a move. Since then, the global economic outlook has clearly 
darkened.  

However, investors hoping for a quick about turn in US monetary policy in favour of QE may be 
disappointed. Unless bond yields rise to levels wholly inconsistent with the economic outlook, we 
believe the Fed will be reluctant to reintroduce the idea of more QE. As we have previously argued, 
this long period of ultra-low rates and extensive intervention in sovereign bond markets has created 
distortions in both asset prices and the real economy, which policymakers will be hesitant to 
incentivise further. 

We have long held the view that equity markets were complacent in terms of the mounting risks to 
profits growth and that a cautious portfolio positioning was appropriate. Following the equity 
correction some of the more obvious value risk has been extinguished. However, given the sheer 
extent of the overvaluation earlier in the year, in our view this move lower is fully justified by 
fundamentals. In this context, it represents a move towards fair value rather than a value 
opportunity. Even if the mining and energy sectors are now tempting value investors, our universe 
of European stocks growing revenues at more than 5% pa is still trading well above long-term 
valuation multiples. 

With valuations closer to fair value and a reappraisal of the world growth prospects underway, we 
believe markets are likely to move sideways until there is a clearer idea on the monetary policy 
prescription in both emerging and developed markets. 

-2

-1

0

1

2

3

4

%
 



 
 
 
 

 

 

 

 
Edison, the investment intelligence firm, is the future of investor interaction with corporates. Our team of over 100 analysts and investment professionals work with leading companies, fund managers and investment banks 
worldwide to support their capital markets activity. We provide services to more than 400 retained corporate and investor clients from our offices in London, New York, Frankfurt, Sydney and Wellington. Edison is 
authorised and regulated by the Financial Conduct Authority (www.fsa.gov.uk/register/firmBasicDetails.do?sid=181584). Edison Investment Research (NZ) Limited (Edison NZ) is the New Zealand subsidiary of Edison. 
Edison NZ is registered on the New Zealand Financial Service Providers Register (FSP number 247505) and is registered to provide wholesale and/or generic financial adviser services only. Edison Investment Research 
Inc (Edison US) is the US subsidiary of Edison and is regulated by the Securities and Exchange Commission. Edison Investment Research Limited (Edison Aus) [46085869] is the Australian subsidiary of Edison and is not 
regulated by the Australian Securities and Investment Commission. Edison Germany is a branch entity of Edison Investment Research Limited [4794244]. www.edisongroup.com 
DISCLAIMER 
Copyright 2015 Edison Investment Research Limited. All rights reserved. This report has been prepared and issued by Edison for publication globally. All information used in the publication of this report has been compiled 
from publicly available sources that are believed to be reliable, however we do not guarantee the accuracy or completeness of this report. Opinions contained in this report represent those of the research department of 
Edison at the time of publication. The securities described in the Investment Research may not be eligible for sale in all jurisdictions or to certain categories of investors. This research is issued in Australia by Edison Aus 
and any access to it, is intended only for "wholesale clients" within the meaning of the Australian Corporations Act. The Investment Research is distributed in the United States by Edison US to major US institutional 
investors only. Edison US is registered as an investment adviser with the Securities and Exchange Commission. Edison US relies upon the "publishers' exclusion" from the definition of investment adviser under Section 
202(a)(11) of the Investment Advisers Act of 1940 and corresponding state securities laws. As such, Edison does not offer or provide personalised advice. We publish information about companies in which we believe our 
readers may be interested and this information reflects our sincere opinions. The information that we provide or that is derived from our website is not intended to be, and should not be construed in any manner whatsoever 
as, personalised advice. Also, our website and the information provided by us should not be construed by any subscriber or prospective subscriber as Edison’s solicitation to effect, or attempt to effect, any transaction in a 
security. The research in this document is intended for New Zealand resident professional financial advisers or brokers (for use in their roles as financial advisers or brokers) and habitual investors who are “wholesale 
clients” for the purpose of the Financial Advisers Act 2008 (FAA) (as described in sections 5(c) (1)(a), (b) and (c) of the FAA). It is not intended for retail clients. This is not a solicitation or inducement to buy, sell, subscribe, 
or underwrite any securities mentioned or in the topic of this document. This document is provided for information purposes only and should not be construed as an offer or solicitation for investment in any securities 
mentioned or in the topic of this document. A marketing communication under FCA rules, this document has not been prepared in accordance with the legal requirements designed to promote the independence of 
investment research and is not subject to any prohibition on dealing ahead of the dissemination of investment research. Edison has a restrictive policy relating to personal dealing.  Edison Group does not conduct any 
investment business and, accordingly, does not itself hold any positions in the securities mentioned in this report. However, the respective directors, officers, employees and contractors of Edison may have a position in any 
or related securities mentioned in this report. Edison or its affiliates may perform services or solicit business from any of the companies mentioned in this report. The value of securities mentioned in this report can fall as 
well as rise and are subject to large and sudden swings. In addition it may be difficult or not possible to buy, sell or obtain accurate information about the value of securities mentioned in this report. Past performance is not 
necessarily a guide to future performance. Forward-looking information or statements in this report contain information that is based on assumptions, forecasts of future results, estimates of amounts not yet determinable, 
and therefore involve known and unknown risks, uncertainties and other factors which may cause the actual results, performance or achievements of their subject matter to be materially different from current expectations. 
For the purpose of the FAA, the content of this report is of a general nature, is intended as a source of general information only and is not intended to constitute a recommendation or opinion in relation to acquiring or 
disposing (including refraining from acquiring or disposing) of securities. The distribution of this document is not a “personalised service” and, to the extent that it contains any financial advice, is intended only as a “class 
service” provided by Edison within the meaning of the FAA (ie without taking into account the particular financial situation or goals of any person). As such, it should not be relied upon in making an investment decision. To 
the maximum extent permitted by law, Edison, its affiliates and contractors, and their respective directors, officers and employees will not be liable for any loss or damage arising as a result of reliance being placed on any 
of the information contained in this report and do not guarantee the returns on investments in the products discussed in this publication. FTSE International Limited (“FTSE”) © FTSE [2015]. “FTSE®” is a trade mark of the 
London Stock Exchange Group companies and is used by FTSE International Limited under license. All rights in the FTSE indices and/or FTSE ratings vest in FTSE and/or its licensors. Neither FTSE nor its licensors 
accept any liability for any errors or omissions in the FTSE indices and/or FTSE ratings or underlying data. No further distribution of FTSE Data is permitted without FTSE’s express written consent. 

 

http://www.fsa.gov.uk/register/firmBasicDetails.do?sid=181584
http://www.edisongroup.com/


Frankfurt +49 (0)69 78 8076 960 
Schumannstrasse 34b 
60325 Frankfurt 
Germany 

London +44 (0)20 3077 5700 
280 High Holborn 
London, WC1V 7EE 
United Kingdom 

New York +1 646 653 7026 
245 Park Avenue, 39th Floor 
10167, New York 
United States 

Sydney +61 (0)2 9258 1161 
Level 25, Aurora Place 
88 Phillip Street, Sydney 
NSW 2000, Australia 

Wellington +64 (0)4 8948 555 
Level 15, 171 Featherston St 
Wellington 6011 
New Zealand 

Edison Investment Research Limited is registered in England. Registered office: 280 High Holborn, London, WC1V 7EE. Company number 4794244.     www.edisongroup.com 


	August Strategy_final.pdf
	Global perspectives: Markets fracture
	Markets fracture
	Valuations – still not cheap outside energy and mining
	Conclusion




<<

  /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



