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“In effect we have an incipient excess supply of savings, even at a zero
interest rate. And that is our problem.”
– Paul Krugman, May 2, 2009
As the opening quotation indicates, the main cause of weak global growth has been
deleveraging, i.e., higher than normal savings to pay down excessive debt. The deleveraging
process could last another four years. However, we believe that the real income gains
associated with declining oil prices, combined with greater global fiscal and monetary
expansion, will ultimately lead to higher aggregate demand growth in 2015. First, U.S. fiscal
policy is likely to become more expansionary than it has been in the last three years, which
have witnessed significant retrenchment associated with the sequester and reduced state and
local spending. Second, we anticipate that there will be reduced austerity in the euro zone and
that the European Central Bank (ECB) is likely to adopt a more expansionary policy. Third, the
net effect of substantially lower oil prices should be positive for household real income and
consumer demand. Fourth, although the Federal Reserve’s balance sheet will cease to expand,
this will be more than offset by higher bond purchases on the part of the Japanese Central Bank
and the European Central Bank. 1
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In our view, although 2015 could well mark a temporary pause in the advance, the end of the
current bull market is substantially more than a year off. This bull market has outlasted the
World War II average by a full year and the S&P 500 is more than three times its 2009 trough
level. This run-up has produced a fully valued market, vulnerable to adverse shocks. However,
a U.S. recession that would precipitate a protracted bear market does not seem imminent.
It is unlikely that price appreciation in the U.S. equity market in 2015 will come from valuation
multiple expansion, as the main drivers should be earnings growth. If anything, price earnings
(P/E) ratios are likely to contract. Such compression would be more the result of an increase in
the Federal Funds target than an anticipated economic downturn. Reviewing the 32 rate hikes
initiated in the developed markets since mid-1980s, the median price to earnings multiple fell
7% in the six months following the first rate hike.2 Assuming that the Fed hikes rates by the
midpoint of 2015, valuation multiples could be under pressure until year-end. We estimate
that per-share corporate earnings of U.S. companies will rise 5.0% in 2015, partly through share
repurchase and partly through sales growth, with margins remaining roughly constant. Most of
the sales expansion should occur as a result of exposure to the domestic economy, with export
sales and sales of overseas affiliates being relatively stagnant. The average return on U.S.
equities, if positive, is likely to be in the low single digits, i.e., roughly comparable to that in
2011, and substantially below the 9% historic average. Obviously, the probability of a down
year is close to 50%.
Even with the expected return this low, substantial equity risk is still justified in the U.S. market.
The U.S. recovery is likely to be much longer than average. The slow rate of aggregate demand
growth since mid-2009 has meant that the U.S. economy still has substantial slack, i.e., it is not
yet supply constrained. Under these conditions, a flat or down year would not necessarily
portend the end of a bull market already 5½ years old. There could be a substantial
opportunity cost in missing a sharp rebound in the subsequent year. There is also a significant
probability that the market return will surprise on the upside in 2015. The current advance has
room in both time and price to match other historical bull markets, the last two of which
peaked at price to earnings multiples above today's level. 3 Moreover, even with the limitations
on equity return mentioned above, U.S. equity returns are still likely to be positive in 2015 and
exceed those of cash or bonds over the next five years. We need to emphasize that the cyclical
excesses or inflationary pressures that traditionally accompany bull markets are not evident at
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the present time. The current unemployment rate, bond yield and inflation rate are in sharp
contrast to those at historical market highs.
The highest weighted stocks in the Index, Exxon and Apple, partly account for why the average
multiple on the S&P 500 Index is substantially below the median multiple. Such a disparity
between mean and median reflects an overvaluation of stocks with relatively low
capitalizations and undervaluation of stocks with relatively high capitalizations. The opposite
was true at the end of 1999, which presaged a subsequent decade of small-cap
outperformance; the opposite would tend to be the case now. A long-term earnings growth
rate of 8.0% would be required to justify the forward earnings multiple for the Russell 2000
Index. If anything, this multiple is based on an overly optimistic projection of 12 month forward
earnings. An 8.0% growth rate is substantially above the 4.4% per-share earnings growth rate
achieved over the past 19 years in the small-cap universe.4 We anticipate the beginning of a renormalized, flatter yield curve. This, together with a stabilization of the Fed's balance sheet,
will create a credit environment which is less favorable to small cap companies. Even though
the U.S. GDP growth rate is likely to exceed that in other developed countries, which will hinder
the earnings growth of many multinational corporations, the lack of foreign exposure of
small-cap companies will not be enough to offset other factors including less available credit
and a higher cost of capital.
Developed Market Stocks
We remain constructive on non-U.S. developed markets. This is largely because we anticipate
that the worry about Japanese stocks is worth exploiting, not because we expect significant
outperformance of Eurozone stocks. Deflationary forces may still have the upper hand in
Europe. The combination of lower oil prices and sanctions has choked off euro zone exports to
Russia. In addition, European banks held back credit expansion in order to maintain balance
sheet strength during the recent stress tests. While we do not expect Greece to abandon the
euro, the recently announced elections and the threat of a left-wing victory have produced less
certainty about the euro zone holding together. Finally, as evidenced by the 0.2% decline in the
euro zone CPI in December, 5 concerns about a deflation spiral are not baseless, although the
market PMI readings indicate slight expansion in the fourth quarter. It is not yet clear that the
euro zone has mounted a sustained recovery from the triple dip recession.
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The case for retaining a market weight in euro zone equities rests on the following factors:
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•

Fiscal and monetary policy is likely to become more expansionary

•

Weaker euro: euro zone growth in corporate profits is supported by the recent sharp
decline in the euro which should improve the international competitiveness of European
companies.

•

Operational Leverage: Per-share earnings of euro zone companies are about 22%
below 2008 levels. 6 European profit margins are still below their historic average and
any significant pickup in nominal GDP growth could result in greater than 8% per annum
earnings growth through the power of operational leverage.
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•

Valuation: At 7.8%, the equity risk premium, the spread between the forward earnings
yield and the government bond yield, is very large in Europe. Even if 2015 is a very weak
year in earnings, a small decline in the equity risk premium can cause a large increase in
equity prices.7

•

Lower oil prices: Although the sharp fall in the price of oil has reduced export demand
from Russia, the net overall effect will probably be positive. The euro zone is a net
importer of energy and the fall in oil prices acts like a tax cut.

In our view, the prospect for Japanese equities is good in 2015. Japan suffered a self-inflicted
recession because of a value added tax increase in April. For the year as a whole GDP growth
was slightly negative or zero as compared with an expected advance of 2%. To counteract last
year's shortfall, Japanese authorities are making greater effort to induce growth. They are
easing financial conditions and producing a highly stimulative monetary policy. On October 14,
the Bank of Japan announced plans to increase the amount of monetary expansion from ¥60¥70 trillion per year to ¥80 trillion. We expect it to increase the pace of monetary expansion
even further this year. In addition, not only has the second scheduled consumption tax
increase been postponed from its scheduled date this year, but consumption should be helped
by a 2.5 percentage point reduction in the corporate tax rate and a ¥3.5 trillion supplementary
budget which were recently announced. 8 Although we believe that Japan ultimately needs to
raise taxes to reduce its chronic budget deficit, these measures will enable the economy to
recover before the next tax increase. In the words of Keynes, “The boom, not the slump, is the
right time for austerity.” 9
Other factors not directly related to policy, should cause Japanese growth to accelerate in 2015
these include:
1. Higher U.S. GDP growth which should benefit Japanese exporting sectors and more than
offset an expected slowdown in China.
2. Support from a weaker yen and weaker oil prices.
3. Ongoing structural imbalances related to demographics as well as debt are still a threat
to Japan's long-term fiscal stability. Nonetheless, they are unlikely to undercut our
projection of modest GDP growth of about 1% in 2015.
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The outlook for Japanese equities is substantially improved, not so much by the domestic
economic turnaround, as by higher U.S. growth and a substantially weaker currency. Export
related companies account for 30% of the TOPIX (Tokyo Stock Price Index) market
capitalization. Goldman Sachs has estimated that based on their assumption, the Yen
(currently at 118 per dollar), will fall to 125 per dollar by the end of the year, the resulting
increase in earnings growth should be nearly 8%.10
We expect that the Japanese equity risk premium will diminish and that the multiple on
Japanese stocks will expand. There is evidence that the two forces that have resulted in a
higher risk premium for Japanese equities in the past, deflation and capital return policies, are
diminishing. Recent statistics indicate a positive inflation rate and Japanese firms have
substantially increased their dividends and share buybacks. Within the MSCI EAFE Index we
believe that Japanese equities will have a stronger performance than euro zone equities this
year, with the European return being in the mid-single digits and the Japanese return being in
the low double-digits.
Emerging Market Equities
The year 2014 represented the fourth consecutive year in which the EM stock index lagged the
developed market stock index.
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This was attributable to factors such as disappointing earnings growth, unusual U.S. dollar
strength, weak commodity prices, escalation of geopolitical risks, and a tightening of monetary
and fiscal policies in the emerging market countries. Emerging market stock valuations look
attractive on a price to cyclically adjusted earnings basis. However, there is justification for this
valuation benchmark being lower than its historic norm. Declining profit margins and increased
leverage have resulted in a lower quality as well as lower return on equity. Profit margins are
unlikely to recover this year because of higher wages, higher input costs and excess capacity in
many industries. Thus the positive return on EM equities is likely to result from earnings
growth through sales expansion as opposed to margin improvement. For EM economies as a
whole we anticipate that sales and per share earnings will expand in 2015 at rates of about 5%
and 3%, respectively, despite an anticipated slowdown in the Chinese economy. This,
combined with a 2.8% dividend yield, should result in a mid-single digit total return on
emerging market stocks. Given the higher price volatility of emerging market stocks, this
expected return is lower than that on developed market stocks, especially on a risk–adjusted
basis.
We must stress that country selection is extremely important and that the use of active
managers is more prudent than relying on passive index funds. We also believe that
government-owned companies should be avoided as much as possible. In Russia and possibly
China there is the risk of outright seizure of private shareholder wealth associated with these
companies. Even in Brazil such a problem may arise, as evidenced by the Petrobras situation.
There are still significant opportunities for return in privately held companies.
Fixed income Outlook
We see 2015 as a transition year for fixed income markets, but we do not expect that it will be
the beginning of a bear market for bonds. Even at low yields, longer duration, nominal bonds
are a hedge against deflation, which is a greater threat today than normal. They are also
negatively correlated with stocks in bear equity market periods and thus play an important
diversification role in portfolios.
In 2015, we believe that the end of the Fed's bond buying program and the prospect of rate
hikes in the U.S. will result in more volatility in fixed income markets, in other capital markets
and in commodity prices.
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In 2014, the ten-year Treasury yield fell from 3% to close to 2%, even as the Fed's bond buying
program was being curtailed. This is not as paradoxical as it appears at first blush, in that bond
yields also fell after the last two rounds of QE ended in 2010 and 2011. A possible reason for
the rise in bond yields during periods of central bank purchase may be a link between
quantitative easing and expected inflation, which has some empirical support. 11 It can be
argued that when the Fed is pursuing QE, it increases inflation expectations causing nominal
bond yields to increase. Its ending QE when there are not yet signs of accelerating inflation, let
alone a very strong real economic growth, has the opposite effect: falling inflation expectations
and lower bond yields. Witness the recent decline in the ten-year breakeven inflation rate from
about 2.2% to 1.5%. 12
A stronger dollar and falling commodity prices are contributing to lower inflation, but are also
boosting real disposable incomes and consumer spending. Since household consumption is
about 70% of aggregate demand, a rebound in U.S. growth is occurring. Unless this trend is
reversed or the disinflation gets out of hand, we expect the Fed to start to raise rates in the
11
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middle of the year, earlier than we had previously anticipated. By this time, the unemployment
rate should have fallen to the Fed’s 5.2% target given it is already at 5.6% as a result of the
recent large employment gains. Long-term yields are still below their equilibrium level, i.e., the
nominal GDP growth rate, but we do not expect a substantial upward spike in Treasury yields.
These yields are well above comparable ones in the rest of the developed world and the global
market determines U.S. Treasury yields. More than half of all Treasury bondholders are outside
the U.S. Given this, and the prospect of Fed rate hikes, the U.S. yield curve should flatten
further in 2015.
Despite our expectation for continuing low long-term yields, we expect credit market volatility
to rise reversing the trend of the past five years. The Fed should no longer be encouraging
investors to move into higher risk bonds. It should cease encouraging the reach for yield by
holding short-term rates near zero and buying long-dated bonds with an open-ended
timeframe. Thus the gradual reversal of Fed policy, together with reduced dealer inventory,
should cause credit spreads, already at the 20 year average, to rise further. In particular, the
cessation of quantitative easing in December 2014 will force corporate bonds to compete more
with Treasury bonds through a higher credit spread in order to induce investors to purchase
them. The high-yield bond market is especially vulnerable since in addition to tighter monetary
policy, the percentage of energy companies issuing high-yield debt has risen recently and falling
oil prices have increased the probability of these issuers defaulting. At some point the
risk/reward tradeoff for lower credit bonds should improve, but we believe that U.S. Treasuries,
investment grade corporates, and municipal bonds, which are more liquid than high yield
paper, will better withstand the likely increase in bond market volatility associated with less
expansionary U.S. monetary policy. They should also hold up better given the greater issuance
of long-dated paper by the Treasury to the private sector and the greater duration risk that
must be borne by that sector.
In our view, maintaining duration close to that of the U.S. bond benchmarks, at about 5 1/2
years in the case of taxable issues and at four to eight years in the case of municipals, offers the
best risk-adjusted expected return. The impact of Fed rate hikes tends to be larger on short
duration bonds than on intermediate term issues. Caution is warranted in exposure to non-U.S.
bonds, especially those of emerging market issuers. About 75% of the $2.8 trillion in EM bonds
outstanding are denominated in U.S. dollars and the reduced value of EM currencies puts
pressure on dollar reserves and makes it harder to service this debt.13 As evidenced by the
consequences of the Russian ruble collapse, the inflationary effect of a falling currency may
cause emerging market central banks to hike short-term interest rates, which will further
reduce emerging market bond prices.
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Conclusion
Lower oil prices and a more favorable fiscal/monetary policy mix should produce greater global
demand growth. For example, the 36% decline in the oil price since mid-2014 has significantly
reduced price inflation in the developed countries with wages roughly unchanged. This is
increasing retail sales growth in the U.S. and the Eurozone as well as elsewhere. Global real
GDP growth should exceed 3.0% in 2015, which is about half a percentage point higher than last
year, but well below the long term average.
This pick-up in aggregate demand growth should be favorable to global equity return without
significantly raising long term bond yields in developed countries. Although they have started
off badly in early January, non-U.S. developed market equities should have the strongest
performance this year and over the next five years, with expected returns in the low double
digits in both cases. The U.S. equity outlook is less uncertain, but is likely to be in the low single
digits in both the one-year and five-year cases. The expected return on emerging market
equities is not compelling given the risk involved. The return on U.S. Treasuries should be
slightly positive in 2015 and close to zero over the next five years. The return on high yield
bonds should be higher but less compelling on a risk-adjusted basis. Emerging market debt is
likely to provide returns only slightly above those of high quality developed market bonds, but
will experience much greater volatility.
In short, as in 2014, the U.S. should make greater financial and economic progress than the
euro zone or Japan but the relative return on U.S. stocks should be lower than that on the MSCI
EAFE Index in 2015. The return on credit in all developed regions is likely to be lower than that
in 2014 when bond yields fell substantially.
One must assume the usual market risk on long dated assets to obtain adequate returns. This is
especially true in an environment in which the yield on high quality bonds is well below the
historic norm. The asset class returns projected above along with our outlook for global growth
are also subject to major non-market risks. These include:
•

Bad deflation in the Eurozone. Medium term inflation expectations in the Eurozone
remain unhinged below the ECB target of close to 2.0% and the Eurozone fails to
recover from its latest recession partly because the ECB is not allowed to undertake
sovereign QE on a large enough scale and partly because the sharp decline in oil prices
has further reduced price expectations.
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•

A Chinese hard landing. Excess capacity in the construction and manufacturing sectors
combined with excessive leverage in the non-bank sector in China are not offset by ministimulus and thus threaten global economic stability.

•

Geopolitical hotspots and terrorist networks in the Middle East are not adequately dealt
with and a terrorist attack of September 11 magnitude occurs.

•

Russia invades former Soviet satellite nations in addition to the Ukraine.

•

The current oil shock not only persists, but has major destabilizing effects on Russia and
other oil producers in the emerging world with dangerous political and Eurozone
consequences. This is similar to what occurred in 1998 (the year of the Russian default)
during which credit risk became globally contagious and credit spreads exploded in
developed country capital markets.
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Important Information
All information contained herein is based on past performance and is not intended to be indicative of future results.
The indices used are unmanaged and return figures reflect the reinvestment of dividends and earnings. There is no
guarantee that historical risk and rate of return will persist in the future.
Any third-party information contained herein has been obtained from sources believed to be reliable; however, no
assurance can be given that all external information is correct. All market prices, data and other information are
not warranted as to completeness or accuracy, may not be audited information and are subject to change without
notice.
Statements in this commentary that are not historical facts are forward-looking statements based on the
investment team’s current expectations and assumptions of economic and other future conditions and forecasts of
future events, circumstances and results. Forward-looking statements are subject to risks and uncertainties that
could cause actual results to differ materially from those expressed or implied by such statements.
The forecasts and opinions in this piece are provided for informational purposes only and may not actually come to
pass. The views and opinions expressed above are those of the portfolio management team at the time of writing
and are subject to market, economic and other conditions that may change at any time, and, therefore, actual
results may differ materially from those expected. They should not be construed as recommendations to buy or sell
securities in the asset classes or countries discussed.
The analysis provided should not be relied upon as the sole factor in an investment decision, but as illustrations of
broader economic themes.
We assume no obligation to update any forward-looking statement made by us or on our behalf as a result of new
information, future events or other factors.
The financial instruments described may not be suitable for all investors. All investments contain associated
inherent risks including possible loss of principal. Please be aware that portfolios may be subject to certain
additional risks. For details on additional risks, please review Drexel Morgan Capital Advisers, Inc. Form ADV Part
2A.
Investment in alternative investment products requires that the investor meet certain suitability standards, and
therefore, investment in these alternative investment products may not be suitable for all investors.
Investments in foreign markets entail special risks such as currency, political, economic, and market risks. The risks
of investing in emerging market countries are greater than the risks generally associated with foreign investments.
This material does not constitute a recommendation to the suitability of any product or security and does not
constitute an offer to buy or sell any financial instrument or to participate in any trading strategy.
This material may not be reproduced, shown or quoted to members of the general public or used in written form as
sales literature.
For further disclosures and information, please see our ADV, Part 2A:
http://www.adviserinfo.sec.gov/iapd/content/viewform/adv/Sections/iapd_Adv2Brochures.aspx?ORG_PK=11033
9&RGLTR_PK=50000&STATE_CD=&FLNG_PK=00C55AA80008017501E2A2B004F8769D056C8CC0
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