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Global asset allocation 
 

% Index
Index

neutral
SG

Weight

Equities 30-80 60 50(30)

Bonds 20-50 35 45(50)

Cash 0-30 5 5(20)

Previous weighting in (brackets)  
Source: SG Equity Research 
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We are increasing our equity exposure significantly for both tactical and strategic reasons. 

The recent plunge in equities has brought valuations to levels that even trenchant bears such 

as us might say that equities are cheap in Europe. But unfortunately they are still not in the US 

(see chart). Cheap valuations will indeed get much cheaper next year. But notwithstanding 

hedge fund liquidations, we now have the technical conditions for a decent bear market rally. 

 So much has gone on in my few weeks away. The final bubbles of optimism and leverage 

are now bursting. While commentators focus on the spectacular bursting of the carry trade 

into emerging market equities, currencies and commodities, something else caught my eye. 

With Lucian Freud�s unfinished painting of Francis Bacon selling for £1.6m less than 

expected link, the art bubble has finally burst! Things must be getting really bad. 

 Strategists are bewildered. Weren�t equities supposed to be dirt cheap in the summer 

with a recession fully discounted? They just didn�t get it. This is a structural Ice Age de-

rating that has, as we wrote on 2nd October, a long way to play out yet link. 

 When I have been asked by investors what would make me turn more bullish, invariably 

the answer would be a sharply lower equity market (as well as a cyclical recovery). We have 

the former now the S&P has plunged 30% since our 4 September meltdown ***Alert*** link. 

And at least we are now seeing Reuters reporting steep daily declines as the markets now 

fear a deep global recession. The market even seems to have got the message that 

emerging markets will suffer major growth disappointments.  

 But cheap(er) markets will not alone generate a rally. The technicals need to be aligned 

for that to happen. Notwithstanding the forced liquidations now taking place amidst the 

wreckage of catastrophic Q3 hedge fund performance link, we see the conditions as 

ripening for a decent bear market rally. 

Price relative to trend earnings (ie cyclically adjusted PE) 

Source Datastream 
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http://entertainment.timesonline.co.uk/tol/arts_and_entertainment/visual_arts/article4974742.ece
http://www.sgresearch.socgen.com/publication/strategy_update(20081002)_d32.pdf.html
http://www.sgresearch.socgen.com/publication/strategy_update(20080904)_531.pdf.html
http://www.commodityonline.com/news/Hedge-funds-see-huge-outflow-of-money-$210-bn-12311-3-1.html
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Both James Montier and I are agreed on one thing. In the short term, fundamentals often have 

very little bearing on market movements. Trending markets move in waves. In bear markets 

huge lurches down are often followed by significant rallies. After the recent market slump, 

currently investor sentiment is pretty washed out. Bears currently outnumber bulls by some 

30%. The ratio has now hit support in a bear-market downtrend (see chart below � the absent 

Andy and James would break my fingers if they saw me drawing support lines for sentiment 

indicators). An array of other technical indicators calls for a bear market bounce. At these 

times it often pays to be brave and disciplined even if one can�t see any catalyst for a bounce. 

US Investors Intelligence bulls-bears  

 

Source: Datastream 

Yet one thing has definitely changed in the bulls favour while I have been away. There is much 

more acceptance of how bad things are getting in the global economy. I see talk of deep 

recession cropping up more regularly. Recent dreadful data such as the US consumption data 

can scarcely get much worse. The US Chicago National Activity Index has collapsed to -2.6 in 

September � a level consistent with GDP contracting some 3% yoy (see chart below). In 

addition, I have seen increasing acceptance that emerging economies, and even China, could 

be headed into recession. And although this news has yet to be fully discounted by markets, 

at least the stench of the rotting global economic carcass now fills the nostrils of investors. 

US Chicago National Activity Indicator and GDP  

 

Source: Datastream 
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But it is in the area of valuation where the recent market slump allows us to be strategically 

somewhat less bearish (but let�s face it, we were maximum bearish!). With equities down 

some 30% since the start of September, valuation levels have radically changed. Forward PEs 

have slumped into single digits in recent weeks, and even our preferred measures of valuation 

using cyclically adjusted eps look a lot cheaper too (see front cover chart).  

Value investors are finding a lot more stocks worth buying. James Montier published an 

update of his regular deep value screen on 13 October link, and found a far larger number of 

stocks now pass the test. James even confessed to incipient bullishness! In addition, one of 

the most respected investors in the industry, Jeremy Grantham of GMO, has written recently 

that he can now find decent value opportunities and would become steady (not rapid) buyer at 

these levels. (I urge you to read his Q3 newsletter, link).  

We are increasing our equity exposure to 50% today - above the 45% level we took it to in 

January when we similarly expected a bear market rally. We are more bullish now because of 

our reduced concern on the valuation situation compared to then. This should therefore be 

seen as a strategic as well as a tactical move. Nevertheless we still remain underweight 

equities (50% v 60% neutral) and expect to reduce our weighting once again from current 

levels. We still expect the S&P500 to decline to 500 (what a coincidence) next year as deep 

recession bites hard and the market is weighed down by a tsunami of analyst downgrades in 

the non-financial stocks, where profits remain close to cyclical peaks (see chart below).  

US total market and non financial profits relative to trend (datastream definition) 

 

Source: Datastream 

Despite being able to describe European equities as reasonably cheap now, a plunge in US 

cyclically adjusted valuations to revulsion levels of 8x from the current 13x will drive global 

equity prices substantially lower next year. The old quip comes to mind -what is the difference 

between a stock that has fallen 80% and one that has fallen 90%? The answer is 50%. Even 

with the S&P below 900, a move down to 500 will crush fund performance.  

At a market level we continue to be reluctant to move overweight equities on valuation 

grounds alone. History suggests cheap equities can get a lot cheaper. Hence we remain 

strategically underweight equities. One key 1990s Ice Age lesson from Japan was that as 

equities de-rated, decoupling from bonds, the rules of the game changed and it did not pay to 

try and call a strategic rally too early. Huge rallies in the Nikkei occurred but they were wholly 

coincident with the economic cycle. We will be following the leading indicators for sight of any 

cyclical upturn. It will probably be awhile yet though. 
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IMPORTANT DISCLAIMER:  The information herein is not intended to be an offer to buy or sell, or a solicitation of an offer to buy or sell, any 

securities and including any expression of opinion, has been obtained from or is based upon sources believed to be reliable but is not 

guaranteed as to accuracy or completeness although Société Générale (�SG�) believe it to be clear, fair and not misleading.  SG, and their 

affiliated companies in the SG Group, may from time to time deal in, profit from the trading of, hold or act as market-makers or act as advisers, 

brokers or bankers in relation to the securities, or derivatives thereof, of persons, firms or entities mentioned in this document or be 

represented on the board of such persons, firms or entities.  Employees of SG, and their affiliated companies in the SG Group, or individuals 

connected to then, other than the authors of this report, may from time to time have a position in or be holding any of the investments or 

related investments mentioned in this document. Each author of this report is not permitted to trade in or hold any of the investments or 

related investments which are the subject of this document.  SG and their affiliated companies in the SG Group are under no obligation to 

disclose or take account of this document when advising or dealing with or for their customers.  The views of SG reflected in this document 

may change without notice.  To the maximum extent possible at law, SG does not accept any liability whatsoever arising from the use of the 

material or information contained herein.  This research document is not intended for use by or targeted at private customers.  Should a 

private customer obtain a copy of this report they should not base their investment decisions solely on the basis of this document but must 

seek independent financial advice.  

Important notice: The circumstances in which materials provided by SG Fixed & Forex Research, SG Commodity Research, SG Convertible 

Research, SG Technical Research and SG Equity Derivatives Research have been produced are such (for example because of reporting or 

remuneration structures or the physical location of the author of the material) that it is not appropriate to characterise it as independent 

investment research as referred to in European MIF directive and that it should be treated as a marketing material even if it contains a research 

recommendation (« recommandation d�investissement à caractère promotionnel »).  However, it must be made clear that all publications 

issued by SG will be clear, fair, and not misleading. 

Analyst Certification:  Each author of this research report hereby certifies that (i) the views expressed in the research report accurately reflect 

his or her personal views about any and all of the subject securities or issuers and (ii) no part of his or her compensation was, is, or will be 

related, directly or indirectly, to the specific recommendations or views expressed in this report. 

Notice to French Investors:  This publication is issued in France by or through Société Générale ("SG") which is regulated by the AMF 

(Autorité des Marchés Financiers).  

Notice to UK investors:  This publication is issued in the United Kingdom by or through Société Générale ("SG") London Branch  which is 

authorised and regulated by the Financial Services Authority ("FSA") for the conduct of its UK business. 

Notice To US Investors:  This report is intended only for major US institutional investors pursuant to SEC Rule 15a-6.  Any US person wishing 

to discuss this report or effect transactions in any security discussed herein should do so with or through SG Americas Securities, LLC 

(�SGAS�) 1221 Avenue of the Americas, New York, NY 10020.  (212)-278-6000.  THIS RESEARCH REPORT IS PRODUCED BY SOCIETE 

GENERALE AND NOT SGAS. 

Notice to Japanese Investors:  This report is distributed in Japan by Société Générale Securities (North Pacific) Ltd., Tokyo Branch, which is 

regulated by the Financial Services Agency of Japan.  The products mentioned in this report may not be eligible for sale in Japan and they may 

not be suitable for all types of investors. 

Notice to Australian Investors:  Société Générale Australia Branch (ABN 71 092 516 286) (SG) takes responsibility for publishing this 

document.  SG holds an AFSL no. 236651 issued under the Corporations Act 2001 (Cth) ("Act").  The information contained in this newsletter 

is only directed to recipients who are wholesale clients as defined under the Act. 

IMPORTANT DISCLOSURES:  Please refer to our website: http://www.sgresearch.socgen.com 

http://www.sgcib.com. Copyright: The Société Générale Group 2008.  All rights reserved. 

 

 

 
 


