
38 | Investment Week | 14 September 2009  www.investmentweek.co.uk

europe/us ANALYsIs

There has been a sea change in 
the climate for investing in equi-
ties since the beginning of the 
year. In January, credit spreads 
were pricing in a ‘Second Great 
Depression’, banks were bust on 
mark-to-market accounting and 
companies had shut factories 
and moth-balled production. The 
debate was whether there would 
be any economic recovery at all. 

We now know this was the 
bottom. Leading economic indi-
cators hit a low in December last 
year and are recovering towards 
levels that suggest economic 
expansion. Credit investors have 
had their best ever year, with 
most indices recovering to above 
pre-Lehman bankruptcy levels. 
France and Germany were the 
first countries in the G7 to emerge 
from recession. Other European 
countries are about to join them. 

There will be economic growth  
for the rest of the year with things 
moving from being ‘less bad’ to 
‘good’. 

This will coincide with a posi-
tive turn in the profit cycle. 
There have already been positive 
signs, with more companies in 
Q2 – when economies were still 
in recession – beating profit esti-
mates than missing them. This is 
partly because, with estimates of 
profitability down nearly 50% in 
two years, expectations are very 
low but also due to aggressive 
cost cutting. Companies are yet 
to see top-line growth. This will 
come later in the year with the 
resumption of economic growth. 
The combination of higher sales 
on a lower cost base means a 
sweet-spot for profit growth. This 
is why investing when economies 
are coming out of recession – 
recovery stock investing – is often 
so successful. 

The market has already risen 
more than 40% from its low and 
investors could be forgiven for 
thinking it is too late to capture 
the upside. This needs to be put 
into perspective. The improve-
ment in fundamentals since Jan-
uary has not been captured by 
the modest 10% return so far 
year to date. Moreover, markets 
need to rise 25% to get back to 
pre-Lehman levels and 65% to 
get back to their 2007 peak. The 
overall market level in Europe is 

the same as in 1997.
12 years of no return for inves-

tors has masked real progress 
by European companies in profit 
growth over the last decade and 
a bit. The ‘Graham & Dodd P/E’, 
which looks at the current price 
over the last 10-year average earn-
ings, is currently at 12x; cheaper 
than at any point in the last 30 
years. The lack of return has 
instead come from a persistent de-
rating of European equities over 
the last decade. A similar decade-
long de-rating of emerging market 
assets occurred in the 1990s. Since 
then investors have been hand-
somely rewarded for buying into 
an asset class that was unloved 
and cheap. European equities 
offer similar potential today. 
Barry Norris is manager of the Ignis Arg-
onaut European Alpha fund and the Ignis 
Argonaut European Absolute Return fund

Climate sea change 
and profiting from 
the global economy

(IMA) Europe ex UK: over three years
Top 5 3yr % Chg Rank Volatility  Fund size  Morningstar 
    (monthly) (m) (£) RatingTM

BlackRock European Dynamic A Inc 23.86 1 7.57 81.11 QQQQQ

Neptune European Opp A Acc 19.98 2 7.08 858.89 QQQQQ

CF Odey Continental European 18.82 3 5.15 369.5 QQQQQ

FF&P European All Cap Equity 17.74 4 6.45 37.63 QQQQ

Cazenove European B Acc 15.36 5 5.87 601.07 QQQQ

Bottom 5 
Gartmore European Focus R Acc -16.15 86 7.05 19.42 Q

AEGON European Equity A -17.94 87 7.85 26.32 Q

FF&P European Equity -19.97 88 6.94 66.68 QQ

Artemis European Growth -23.13 89 7.65 492.02 Q

Premier European Growth -26.38 90 9.36 4.67 QQ

Sector average -0.55 90 7.03 243.73
Performances calculated bid to bid, net income re-invested, GBP to 07/09/09. Data Source: © 2009 Morningstar, Inc. All Rights Reserved. 
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Over the past few weeks, 
France, Germany and Japan 
reported GDP growth for the 
second quarter, which appears 
to indicate that they are now 
emerging out of recession. 

Unsurprisingly, media atten-
tion has been focused on whether 
the ‘green shoots’ of the elu-
sive economic recovery are real 
or imaginary. From our field 
work, we would offer the fol-
lowing observations. In most 
sectors, the economy appears to 
have stopped getting worse, but 
many businesses remain reluc-
tant to take any risk yet, and as 
a result, inventories of all sorts of 
goods are still very low. Pricing, 
however, is beginning to firm in 
some important industrial goods, 
notably steel, and, when business 
psychology reverses, the turn in 
activity, pricing, and incremental 

underlying economic 
data vs green shoots: 
the uncertain future

margins for the average indus-
trial cyclical could be surprisingly 
good. 

Now that earnings season has 
passed and the fears of a com-
plete economic meltdown have 
abated, America’s economic 
debate has turned to the nature 
of the recovery. Optimists point to 
the government stimulus and its 
ability to jumpstart the confidence 
of the American consumer. Other 
observers are less sanguine. They 
are bracing for an extended period 
of slow to moderate growth, as 
debt-laden consumers rebuild 
their savings at the expense of an 
economy built on spending. 

Both camps can find a sta-
tistic or chart that supports their 
current view of the world. Either 
way, our view is that the market 
is not expensive on a forward 
price/earnings basis, but it has 

rebounded from its ‘cheap’ lows. A 
lot of stocks are fairly valued, and 
consequently, there is a need to be 
mindful of actively managing risk 
in today’s market environment. 

As more venturesome ‘animal 
spirits’ return, and activity levels 
and money velocity improve, we 
believe inflation will become a 
significant issue given the moun-
tain of money created to solve the 
credit crisis. This development 
will have the effect of improving 
nominal asset prices and reducing 
the weight of liabilities, but it has 
implications for currency, interest 
rates and the valuation of assets.

Leveraged by huge monetary 
and fiscal stimulus, the growth in 
absolute profits could provide the 
mirror image of what corporate 
profits experienced over the last 
18 months. We are working hard 
to position our portfolio for such a 
climate, and therefore its composi-
tion is as cyclically sensitive as it 
has been in many years.

Notwithstanding the market’s 
advance from the depressed days 
of early March, we continue to 
work on intriguing ideas across 
a broad spectrum of industries. 
We are generally focused on high-
quality companies and since the 
rally so far has been concentrated 
in lower quality names, we remain 
optimistic a return to quality is on 
the cards for the future recovery.
Richard Bernstein is manager of the 
Brown Advisory US Equity Value fund

(IMA) North America: over three years
Top 5 3yr % Chg Rank Volatility  Fund size  Morningstar 
    (monthly) (m) (£) RatingTM

Neptune US Opportunities A Acc 34.65 1 5.19 263.86 QQQQQ

Schroder US Mid Cap Fd Acc 14.65 2 5.28 223.43 QQQQQ

Jupiter Nrth American Income Inc 10.27 3 4.71 199.35 QQQQ

Threadneedle American Sel Fund 1 8.46 4 5.46 1119.42 QQQQ

Allianz RCM US Equity A USD 7.09 5 5.59 13.96 QQQQ

Bottom 5 
LV= US Growth Group Acc -17.19 60 5.47 11.82 QQ

IP US Equity Acc -18.58 61 5.17 339.01 Q

M&G Nth American Val A Inc -23.4 62 7.7 95.47 Q

Franklin Mutual Shares A acc £ -26.5 63 6.26 15.37 Q

Legg Mason US Equity A -35.09 64 7.37 106.52 Q

Sector average -5.16 64 5.45 164.155
Performances calculated bid to bid, net income re-invested, GBP to 07/09/09. Data Source: © 2009 Morningstar, Inc. All Rights Reserved. 
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