




We foresaw some of the problems.
Anything to do with gearing - 
private equity, commercial property,
hedge funds - had been de-
emphasised (although we thought -
wrongly - that hedge funds might
prosper with rising volatility); credit
had been avoided; we were 
concerned about market risk and the
extent of shorting and unregulated
derivatives trading. Falling house
prices back to more sensible levels
of income was seen as a short term
risk to activity, which recapitalised
banks could cope with. We were in
the mild recession/uncoupling
emerging markets camp – and then

came the shocking sequence of
events in September. What we had
failed to realise was the extent of
overleverage in the financial system
and the extent to which some banks
had allowed asset quality to 
deteriorate.

Some observers have sought to cast
blame on the US administration for
allowing Lehman to fail and thus
causing the sequence of events that
followed. There was no buyer for
Lehman - so failure was inevitable
and almost certainly healthy in the
long term. Piecemeal fire fighting
has progressed to an all embracing 
recapitalisation of the global 
banking system, which is now slowly
beginning to function once more.
The financial institutions which have
really suffered in this process are the
ones you expected to - over-
leveraged and illiquid investment
banks; the aggressive and wholesale
fund dependent mortgagor; the
relentlessly acquisitive - and if, like
the investment banks, they have 
departed the stage for good, they
will not be missed.

It is more than likely (but by no
means certain) that the financial 
crisis has been dealt with, but the
shock of recent events, and the 
accompanying loss of confidence,
has blown away any thoughts of a
mild recession. 

A crisis means a refocus on
macroeconomics. 2009/10 will see:
a) deep recessions for 
imbalanced, overleveraged

economies (eg. UK and US, where up
to 4% of gnp could be ‘lost’ over the
next two years if past IMF studies
are to be believed);  b) milder 
recessions for the better balanced
(eg. Eurozone, Japan) and significant
reductions in growth in the more 
robust economies in the emerging
world (eg. Brazil, China, India). These
last economies are onlookers in
what is a Western developed world
financial problem and they will be
important in keeping the World
economy ticking over and in shaping
the recovery.

The good news is that there is
some good news. Finally, Central
banks, blindsided by the commodity
and oil price boom, are facing the
same direction, as are governments.
Growth, not inflation, is back on
centre stage.  Monetary and fiscal
policy is loose and will get looser, as
Europeans take a more American 
approach. Yield curves have steep-
ened (good for banks) and bond
markets, for now, discount Japanese
style deflation. The oil price has 
collapsed, providing welcome relief. 
More importantly, currencies have
significantly corrected, providing 
relief to the Eurozone and the UK at
the expense of the Dollar zone and
the Yen. Sterling has been centre
stage, reflecting the relatively poor
prospects for the UK.

The UK economy will have been
given a big shot in the arm by the
above. What impact it will have as
house prices fall, unemployment 

rises to 3 million and savings are 
rebuilt is unknown. Because of past
profligacy, UK government should be
restrained in what it can do on the
fiscal side; deficits will compare very
badly with our neighbours, whatever
the outturn, and great care has to be
taken on what stimulus measures
are introduced to re-establish 
confidence - so they have the 
desired transmission effect without
introducing a heavy burden for 
future generations. Otherwise 
economic strain has to be 
ameliorated by very low interest
rates and, in these circumstance, the
prospects for sterling remain very
uncertain. 

Markets should have responded
earlier to what appears to be 
successful government intervention
but they have been overwhelmed by
forced hedge fund liquidations to
meet redemptions at end September
and December. 25-30% of the $1.5
trillion in this asset class could leave,
in the face of awful performance,
which has to reflect geared 
embedded long and very crowded
biases inter alia in credit, 
commodities and currencies. There
will be a large number of fund 
restructurings, to move into orderly
runoff – and, in the meantime, credit
markets remain dislocated.

If we look at the damage caused by
commodity price gyrations (oil), the
current bust in the credit area and
the volatility in equities, we have to
wonder how markets can hope to
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Overleveraged and illiquid investment
banks; the aggressive and wholesale
fund dependent mortgagor; the 
relentlessly acquisitive - and if, like the
investment banks, they have departed
the stage for good, they will not be
missed...
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offer a reasonably reliable source of
value to investors and their savings
unless something changes. 
It is true to say that speculation
does not of itself cause volatility -
real world events do that - but 
recent focus on geared speculative
activity and short term investment
outcomes must have contributed to
the chaos that has characterised all
markets this year. 

We need better oversight, less
OTC trading and more trans-
parency. What is the point of 
marking to market, as required until
recently for banks, or of formulating
pension fund deficits as required by
FASB 14, if the market price is a
function of dislocated supply/demand
and no liquidity, which bears no 
relation to long term value. 

Forced selling has created very 
attractive valuations in both the 
equity and bond space. Credit is
priced for severe recession. 
Previously cautious commentators
(eg. Grantham, Smithers) are 
suggesting equities have reached
sufficiently attractive valuations that
investors should get on the front
foot and begin averaging in. The
issue out there is duration - how
long is this going to last and can
we take the pain in the meantime,
before markets begin to discount 
recovery? We probably have up to
nine months bumping about, facing
very depressing headlines, before
markets begin to identify trough
earnings and move forward, in antic-
ipation of better top line and earnings
numbers in mid to late 2010.

If equity price is known, what about
earnings and valuations? At 31st 
October the IBES figures, representing
current analysts’ forecasts, were as
follows:

The 2009 earnings conundrum is still
with us, with estimates held up by

recovery in bank profits and single
digit increases elsewhere. HSBC 
itself says - what we already know -
that IBES remains way behind
the curve, and is looking for a 15%
fall in 2009 EPS. Citibank suggests a
50% fall overall is possible. 

The chart above, recording UK EPS
over time shows pronounced falls in
the 1930s and the 1990s. So, if we
take Citibank’s suggestion as 
correct, the UK equity market is 
trading on 15x trough earnings - at-
tractive - to the extent that the UK’s 
current PER has rarely been this low
- but still susceptible to bad news.

Government bonds - how safe are
they? They have to cope with huge
issuance; the inverted curve at the
long end in the UK is at risk. If defla-
tion is the central case, then conven-
tionals are attractive. Index linked
look exposed in any scenario.

What should trustees be thinking
about? In our last Perspectives, we
suggested that it was too late to
take risk off the table - it was more
a matter of moving risk around;
now, as suggested above, high
volatility and low valuations make a
move onto the front foot appropriate.
Do not be afraid to rebalance 
portfolios - sell index linked, buy
credit in the bond space? Sell down
expensive to run absolute return,

which has failed as a diversifier, for
cheap to run equity or property?

In the equity area, the key questions

remain - firstly, active vs passive? -
active managers continue to have a
torrid time and the case for passive
continues to become more compelling.
What passive? Fundamental 
indexing is on the map and every-
one should be looking at this. 

Save money on active fees and
spend part of this saving on 
accessing good information feeds 
to produce better asset allocation
decisions.

Geography vs sector? Does geography
work in producing diversification?
The answer is ‘up to a point’ and
emerging markets should be treated
separately for now. However, maybe
global as core with sectors 
(resources, financials, technology) as
satellite strategies would work better.
Continue to monitor those funds
which sell efficiency - 130/30 funds
and dynamic asset allocation funds,
although both strategies have 
precious little actual track records as
yet. Continue to monitor structured
products. They have a place.

Finally, commercial property. 
Valuations again are beginning to
become attractive in the premium
end of the market, which has to be
the only area to consider. The news
from City and Retail over the next
six months is going to be bad, at
least and during this time we need to
be drawing up plans to add and how.

All the above is suggested on the
basis that a) the banking system
continues to recover and credit
growth resumes, b) the stimuluses
work. These are big assumptions
that we should keep a close eye on.

We have to hope that 2009 is a less
eventful year. We need a relaxing and
enjoyable Christmas and New Year!
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In each issue of 
Perspectives we give a
list of ten questions
trustees should explore
with their investment
managers. Here is our
updated list:

1. As asset classes have 
become more positively 
correlated during the market
meltdown are benefits of 
diversification over?

2. How much should we 
rebalance away from UK 
equities to overseas equities
- in the overseas segment, 
how much should we focus on
Asia and Emerging Markets?

3. What do we do about
currency overlay now that 
sterling has weakened?

4. Commodities/energy/
resources infrastructure -
should we still get involved?
How and when?

5. Hedge funds - what is the
right exposure, given the 
turbulence in the traditional
asset classes? Which strategies
should we favour?

6. Commercial property - do we
add now or continue to wait?
Do we diversify into overseas
property markets?

7. Private equity - as credit
spreads have widened to what 
extent is the party over?

8. What do we sell if we want
to add to equity risk - reduce
cash weightings, or sell 
government bonds?

9. Is the time yet right to 
consider high yield corporate
bonds?

10. For medium and smaller
sized funds, should we be 
considering diversified
growth/dynamic asset 
allocation strategies, where
governance budgets are 
limited.
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EPS Growth EPS Growth PER PER
2008 2009 2008 2009

US -3.1 14.7 12.0 11.2
Europe ex UK -6.6 11.0 8.9 8.0
UK 1.4 0.8 7.4 7.3
Japan -13.6 12.4 12.1 10.9
Asia ex Japan -5.7 13.4 9.5 8.4

Source: IBES/Thompson /HSBC


