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After struggling to make progress during the first half of August, global equities surged to 
finish higher for the sixth consecutive month on the back of renewed positive surprises in 
macroeconomic data flow.

Any fears of an imminent tightening in Chinese monetary policy appear unfounded. 

The trend of slowing global inflation continues with some notable exceptions; UK inflation 
has come in higher than analyst estimates in 15 out of the last 18 months.

A stock-building cycle is unlikely to occur until final demand picks up.

Is a global stock building cycle imminent?

Source: Bloomberg, Henderson Global Investors, as at 31 August 2009
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UK inflation remains sticky

Germany and France return to growth

Demand drives the corporate stock cycle
Despite having fallen at an unprecedented pace, 
corporate inventories remain historically high 
relative to the prevailing level of final sales.

The level of the inventory-to-sales ratio presents a 
challenge to the increasingly accepted belief that 
the corporate sector is set to begin rebuilding 
inventories.

However, it’s not so much the levels that matter as 
the expected change in sales and inventories. To 
that end, leading labour market indicators point to 
an imminent pickup in final demand that should 
lead to the corporate restocking, which is expected 
by market participants (chart).

France and Germany surprised markets with the 
release of their second quarter national accounts 
data, which showed that both countries 
unexpectedly returned to growth. 

Both economies – particularly Germany – were hit 
hard by the contraction in global trade during the 
previous quarter. In the second quarter, net 
exports were the swing factor that pushed growth 
to register 0.3% in both countries.

Rising unemployment and falling wage growth are 
likely to continue to weigh on domestic demand 
ensuring meek Eurozone GDP growth in the next 
few quarters.

Headline UK inflation has come in higher than 
analyst estimates in 15 out of the last 18 months. 

The trend of consistently higher-than-expected 
inflation has caused angst among bond investors 
that the Bank of England (BoE) may be over 
stimulating the economy. The BoE’s projection of 
above target inflation toward the end of the 
forecast horizon published in the August inflation 
report, did nothing to calm these fears.

Based on conservative output gap estimates, our 
forecast is for headline inflation to fall toward 0.0% 
and that temporary factors, which have led to 
recent sticky inflation, are set to roll off in the near 
term.

Economic outlook

Source: Datastream, Henderson Global Investors, as at 31 August 2009

Source: Datastream, Henderson Global Investors, as at 31 August 2009

Source: Datastream, Henderson Global Investors, as at 31 August 2009
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Source: Datastream, Henderson Global Investors, as at 31 August 2009
* Henderson Fixed Income team forecast

The global recession appears to be nearing its end 
as a number of large economies have returned to 
growth.

Cuts in interest rates could be counteracted by the 
drag from rising unemployment and household 
balance sheet deleveraging for the better part of 
2009. Growth may struggle to reach trend rates 
until mid 2010.

Developed labour market leading indicators appear 
to have levelled out indicating the worst of the job 
shedding may be over.

Headline price inflation is expected to remain close 
0% for most of 2009. If sustained, the rise in the oil 
price could bring forward a return to positive 
headline inflation.

Weak economic growth and the resultant excess 
slack that continues to build, is likely to push global 
core inflation toward zero.

While the threat of sustained deflation has 
diminished in recent weeks, inflation may not 
return to target until the latter half of 2010.

It appears as if developed market target interest 
rates will remain on hold until the end of 2009.

Quantitative easing is now the Bank of England’s, 
Bank of Japan’s and Federal Reserve’s main 
policy tool.

By not having ‘shocked expectations’ through 
broad-based quantitative easing, Eurozone
domestic demand may take longer to recover than 
that of its peers. As a result, the European Central 
Bank’s target rate could remain at its current level 
for longer.

Economic outlook

GDP growth (%) 2008 2009* 2010*

US 1.1 -2.2 0.7

Japan -0.7 -4.5 1.0

Eurozone 0.7 -3.0 0.5

UK 0.7 -3.0 0.6

G7 0.6 -3.0 0.7

Asia ex Japan 6.4 2.0 4.0

World 2.0 -1.1 1.0

Inflation (%) 2008 2009* 2010*

US (core) 2.3 0.0 1.0

Japan 1.4 -2.0 -0.5

Eurozone 3.3 -0.3 1.7

UK (CPI) 3.6 -1.0 1.5

G7 (headline) 3.1 -0.6 1.8

Asia ex Japan 6.5 0.9 2.7

World 4.7 0.0 2.4

Interest rates (%) 31 Aug 2009 Dec 2009*

US 0–0.25 0–0.25

Japan 0.1 0.1

Euro-area 1.0 1.0

UK 0.5 0.5

Source: Datastream, Henderson Global Investors, as at 31 August 2009
* Henderson Fixed Income team forecast

Source: Datastream, Henderson Global Investors, as at 31 August 2009
* Henderson Fixed Income team forecast
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The Bank of Israel hikes rates first

Government yield curves to steepen dramatically on 
increased debt issuance   

Yields tick down further

Source: Datastream, Henderson Global Investors, as at 31 August 2009

Source: Bloomberg, Henderson Global Investors, as at 1 September 2009

Despite further positive surprises in 
macroeconomic data flow, government bond 
markets found support on the back of investor 
scepticism as to the sustainability of the rally in risk 
assets.

The news that the BoE will  continue with 
quantitative easing and inject a further £50bn into 
the economy sent yields tumbling, finishing the 
month 24 basis points (bp) lower.

Elsewhere, the yields on the US and German 10-
year government bonds fell 10bp and 5bp 
respectively.

The steepening seen in global government bond 
yield curves is set to continue, as investors are 
expected to increase the ‘premium’ that they 
demand to be compensated for absorbing the 
increase in the supply of government bonds.

According to a US Federal Reserve study, the 
future interest rate discounted by the market 
should rise 3-4bp (0.03-0.04%) for every 1.0% 
increase in the government debt-to-GDP ratio. 
Conversely, this will push long-term bond yields 
higher by a similar amount.

The forecast shown here is based on slightly dated 
government estimates for borrowing that are likely 
to be revised upward.

The Bank of Israel (BoI) became the first central 
bank to begin tightening monetary policy in August 
when it ended its programme of buying 
government bonds (quantitative easing) and hiked 
its target interest rate 25 basis points to 0.75%.

Markets had been speculating that the BoI would 
be among the first central banks to hike interest 
rates, though not as early as it did. 

Israeli bond and swap yields spiked sharply 
following the announcement. 

Bond and currency outlook
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Source: Datastream, Henderson Global Investors, as at 31 August 2009

-1.5

-1.0

-0.5

0.0

0.5

1.0

1.5

2.0

2.5

3.0

93 95 97 99 01 03 05 07 09 11 13

UK gilt  yield curve: 10-year yield less 2-year yield 

Forecast  based on expected debt issuance and
interest rate path

2.0

3.0

4.0

5.0

Sep Dec M ar Jun Sep

US 10-year t reasury yield
German 10-year bund yield
UK 10-year gilt  yield

%

1.8

2.0

2.2

2.4

2.6

2.8

3.0

3.2

3.4

Jan Feb M ar Apr M ay Jun Jul Aug
0

0.25

0.5

0.75

1

1.25

1.5

1.75Israel: 2-year swap rate

Israel: Central bank rate (RHS)

% %



5

Source: Datastream, Henderson Global Investors, as at 31 August 2009
* Henderson Fixed Income team forecast

Most of the gains from structural long duration 
positions have materialised. Government bonds 
are likely to trade in a volatile range in the next 
two-to-three months.

Government bonds appear close to fair value on 
our cyclical measure.  

The US dollar is likely to continue to suffer as risk 
assets rally. A sharp dollar sell-off is unlikely given 
its reserve currency status and its role as a 
reference for currency pegs – especially that of 
China.

Commodity and emerging market currencies and 
sterling should continue to benefit from positive risk 
sentiment.

Government bond yields are likely to move 
sideways in a volatile fashion.

If economic data continues to surprise on the 
upside and risk sentiment remains positive then 
credit spreads should continue to compress.

10-year bond yields (%) 31 Aug 2009 Dec 2009*

US 3.40 4.0

Japan 1.31 1.8

Eurozone 3.25 3.9

UK 3.56 4.0

Bond returns to 
Dec 2009 (%)

Local* UK £* US $*

US -4.0 -8.0 -4.0

Japan -3.0 -17.0 15.0

Euro-area -3.0 -18.0 -7.0

UK -2.0 -2.0 -18.0

Source: Datastream, Henderson Global Investors, as at 31 August  2009
* Henderson Fixed Income team forecast

Bond and currency outlook

Source: Datastream, Henderson Global Investors, as at 31 August 2009
* Henderson Fixed Income team forecast

Currencies 31 Aug 2009 Dec 2009*

Yen/$ 93 108

$/Euro 1.44 1.25

£/Euro 0.88 0.73

$/£ 1.63 1.72
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Equities remain good value on a cyclically-adjusted basis

Long-term buy signal triggered on FTSE100

Equities reach fresh highs
All major equity indices rose over the month with 
the UK and Europe posting considerable gains of 
over 5.0%. 

The outlook for Chinese monetary policy continues 
to play an inordinately prominent role in defining 
the direction of risk assets. As such, risk assets 
recovered when fears of an early tightening 
diminished around the middle of August.

The pace of the rally slowed toward the end of the 
month, with some market participants believing 
that equities have reached overbought levels and 
that a correction in September is increasingly 
likely.

Equity outlook

Source: Datastream, Henderson Global Investors, as at 31 August 2009

Source: Datastream, Henderson Global Investors, as at 31 August 2009

The summer rally in equities has improved investor 
confidence, but some remain sceptical of the 
robustness of the rally.

The chart of long-term momentum suggests the 
equity market could now be poised for a sustained 
upward trend.

However, the indicator has had mixed results in the 
past; for example, during times of extreme volatility 
the indicator frequently switched signals. If we are 
set for a period of heightened volatility, this latest 
signal could prove to be a false dawn and we may 
in fact be in for a period of consolidation.

Source: Datastream, Henderson Global Investors, as at 31 August 2009

In recent editions of Global Snapshot we have 
highlighted the excessive analyst and investor 
bearishness with regard to the prospect for 
corporate earnings prevalent in the markets. 

Bearing this in mind global stocks look cheap, as 
on a cyclically-adjusted basis they are trading on a 
price-to-trend earnings of 13 times, which is 
substantially below the historical average of 15 
times.

This, coupled with good long-term technicals, 
suggests the outlook for equities is positive; 
however, a correction in the next two months is 
probable as the short-term technical position has 
become stretched.
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A sharp earnings contraction is underway.

We believe a recovery in earnings growth is 
unlikely to begin until 2010 and will probably be 
modest, in line with expectations for output growth.

Due to Japanese earnings estimate volatility, a 
valid growth rate for 2009 cannot be calculated.

Equities are in the midst of a phase of multiple 
expansion.

If signs emerge that forward earning estimates 
may not be achieved, then multiples may once 
again compress.

Equity outlook

Source: Datastream, Henderson Global Investors, as at 31 August 2009

We believe the equity market rally will continue on 
the back of positive surprises in industrial 
production and consumption data.

A correction in the next two months has become 
more likely as the short-term technical position is 
close to overbought levels.

The rally could come to an end if the expected 
labour market improvement does not come to 
fruition.

Source: Datastream, Henderson Global Investors, as at 31 August 2009

Source: Datastream, Henderson Global Investors, as at 31 August 2009

Consensus EPS 
growth forecast 2009* 2010* 2011*

US -4.9 23.8 22.3

Japan N/a 95.7 27.3

Euro-area -25.6 26.9 22.5

UK -34.0 25.6 23.5

Asia ex Japan -3.0 21.3 20.1

MSCI Emerging 
Markets US$ -5.3 27.5 21.2

Equity market returns 
for August 2009 (%) Local Sterling Dollar

US 3.4 6.0 3.4

Japan 1.6 6.2 3.6

Euro-12 5.7 5.7 6.4

UK 7.1 7.1 4.5

MSCI Far East ex Jap 
(US$) -1.3 -3.8

MSCI Emerging
Markets US$ 2.0 -0.5

Price-to-forward earnings ratio
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Is a correction on its way?

Setback in US payrolls is likely 

Source: Datastream, Henderson Global investors, as at 31 August 2009

Source: Datastream, Henderson Global investors, as at 31 August 2009

Source: Datastream, Henderson Global Investors, as at 31 August 2009

Recurring investor fears that Chinese policymakers 
are about to begin a monetary tightening cycle sent 
ripples through asset markets during the first half 
of August.

Based on the Chinese authorities’ communications 
and the behaviour of monetary authorities, hikes in 
interest rates and banks’ reserve requirements do 
not appear imminent.

Chinese authorities have repeatedly stated that 
they are in the process of ‘fine tuning’ policy rather 
than preparing to tighten it. The point has been 
bolstered by their actions with central bank bill 
issuance easing sharply – along with interbank
rates – at the mere sign of a shudder in Chinese 
equity markets.

Despite the improvement in various leading labour 
market indicators, US non-farm payrolls data has 
been surprisingly strong in the last two months.

June’s upward surprise was mostly due to a 
statistical quirk in the US Bureau of Labour 
Statistics business birth/death model, but the 
strength in the July print was broad based.

Our model projects an average of 600,000 job 
losses per month for the next six months, but the 
losses are likely to be much less. Notwithstanding 
this, payrolls have moved higher earlier than 
predicted by the model, making a disappointment 
in the next few months all the more likely.

Despite improving long-term technicals, equities 
are slowly approaching short-term overbought 
levels.

The relative strength index, which measures daily 
up versus down closes (chart), suggests that 
equities could encounter resistance in the next few 
weeks.

The timing of the signal is interesting as it could 
coincide with a seasonal pickup in trading volumes 
into September and October, which could generate 
the first bout of selling we’ve seen on higher 
volumes since autumn 2008.

Key issues
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Chinese policymakers will not risk a collapse in asset prices
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