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WORLD STOCK MARKETS REMAINED UNDER 
PRESSURE IN SEPTEMBER 
September saw global equities remain under pressure. The MSCI World 
Index fell 3.6% in local currency terms, as investors worried about 
three key uncertainties to global growth prospects: a) the potential for 
a hard economic landing in China, b) the likely path of US interest rate 
increases and c) the perception that risks of a world recession are 
rising. Most major markets fell significantly during the month. The 
worst performers in local currency terms were Japan (-7.9%), Spain 
(-7.2%) and Germany (-5.8%). Meanwhile, US equities corrected by 
-2.7%. Looking at emerging markets, the MSCI Emerging Markets Index 
was down “only” 1.7% in September. But on a year-to-date basis, 
emerging markets continue to lag developed nations. The past three 
months have been a very difficult period for global equities. Developed 
markets fell by over 7.0% in local currency terms and emerging 
markets by over 12%. As a consequence, in local currency terms, both 
the MSCI World Index and MSCI EM Index are under water on a year-
to-date basis, down by -3.9% and -7.1%, respectively. 

THAT SINKING FEELING… 
Given our consistent overweight equity position during 2015, equity 
performance so far this year has been very disappointing. Our analysis 
has identified the following key factors behind weak equity returns:  

1.  Earnings-per-share (EPS) growth prospects remain under pressure 
in the US, while global earnings momentum has not improved as 
we had expected. This is currently our biggest single concern. 

2.  GDP growth prospects and inflation forecasts for both 2015 and 
2016 continue to be trimmed. 

3.  Global Purchasing Managers’ Index (PMI) data has weakened 
from an aggregate 51.5 at the end of 2014 to 50.6 currently 
(neutral for growth). While PMI data is strong for both the US 
(53.0) and the eurozone (52.0), it is in negative territory for key 
emerging nations such as China, Taiwan and Brazil. 

4. The fact that growth-style stocks have delivered pronounced 
year-to-date outperformance vs value style stocks is a symptom 
that earnings growth is seen as in short supply. 

5. Fears that China will suffer a hard economic landing, with 
material spillover effects on world trade, commodity prices and 
world currency markets. 

6.  Uncertainty and confusion about the future US interest rate 
increases and the degree of negative impact on the outlook for 
both US and global growth in 2016. 

…BUT WE DO NOT EXPECT A GLOBAL RECESSION
As a result of these six factors, investor confidence is currently fragile. 
Market conviction on the prospects for global growth, both for 
earnings and GDP, continues to be challenged and therefore investors 
are less positive on risk assets in general, including equities. However, 
despite September surveys, which suggest that while investor 
conviction in global growth prospects has been shaken by the August 
sell-off, China’s slowdown and US interest rate uncertainty, we are not 
seeing capitulation. This is justified in our view. 
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Overall, our analysis is that developed nations’ growth will hold 
up, but not accelerate. We do not see sufficient fundamental 
indicators flashing red to consider this an obvious start of a 
bear market. While remaining in low-gear recovery, we believe 
that the developed nations will avoid a return to bear markets in 
2016. However, investors need to be reassured that the base 
case of moderate EPS growth is indeed on track and being 
delivered. This is becoming urgent and the third-quarter 2015 
earnings season will be watched very closely.

EARNINGS MOMENTUM DATA ROLLED OVER IN 
SEPTEMBER
The earnings momentum ratio (analyst upgrades/downgrades) 
remains the best real-time check of the stock markets’ pulse. 
The data for September signalled a rollover in all major 
markets. The only region that is still in upgrading territory (in 
other words, with a ratio of above 1.0x) is Japan. However, even 
here, three-month earnings momentum declined from 1.6x to 
1.4x, while Japanese leading economic indicators are also 
signalling slowing growth. 

Of note, US three-month earnings momentum declined again, 
from 0.9x to 0.75x. It is becoming evident that the combination 
of a stronger US dollar, a low oil price and uncertainty over US 
interest rate increases is having a greater-than-anticipated 
impact on S&P 500 companies’ earnings. 2Q 15 EPS growth was 
-11% year on year for the index as a whole and a still meagre 
1.7% on an index ex-energy basis. It is becoming clearer that we 
underestimated the impact on earnings of the stronger US 
dollar. Our analysis is that S&P 500 companies with the highest 
dollar sensitivity saw second-quarter EPS fall by 6.0%, while 
those with the lowest dollar sensitivity grew second-quarter EPS 
by an aggregate 10%. All eyes will be on the third-quarter 
reporting season, which starts in late October. Any 
disappointments are likely to be poorly received. 

In Europe ex-UK, the three-month earnings momentum ratio in 
September slipped from 0.9x to 0.8x. While second-quarter 
earnings growth for the Euro Stoxx 600 Index was better than in 
America, the 6% year-on- year growth rate is still lower than 
consensus forecasts at the start of the year. With regard to 
emerging markets, the three-month earnings momentum ratio for 
September fell from 0.6x to 0.5x. This was led by China, but 
reflected a slowdown across a broad swathe of emerging markets. 
Currently, only India has a PMI reading to signal accelerating 
growth. Whether earnings momentum for the emerging markets 
is now close to stabilisation is a crucial question for both flows 
and performance in the fourth quarter of 2015.

WE DOWNGRADE OUR US EQUITIES ALLOCATION 
TO NEUTRAL
The US market has marched steadily higher since the last 
significant correction that occurred in the third quarter of 2011, 
with very little volatility until the most recent quarter. Driven by 
steady economic growth in the US, companies have been able to 
convert modest revenue growth into double-digit earnings 
growth through margin expansion and share buybacks. At the 
same time, US equities have experienced a gradual re-rating, 
leaving the S&P 500 with a forward price-earnings ratio of 15 
times. This is not especially expensive by historical standards. 

However, US corporate margins are at historically high levels, 
and in the absence of a re-acceleration of US economic growth, 
the prospects for US earnings growth over the next six to 12 
months look muted given the continued headwinds from weaker 
external demand and a strong US dollar. Expectations for S&P 
500 earnings have been downgraded by around 10% for 2015 
since the start of the year, meaning earnings could fall year over 
year in 2015, despite a likely positive “surprise” from earnings in 
third and fourth quarters. The US has, in this respect, not been 
the earnings safe haven that we expected in 2015. To the end of 
September, the US market has declined 5.6% and hence has not 
become more attractive from a valuation perspective. With 
expectations for continued higher levels of volatility, not least 
driven by continued uncertainties about the path of US interest 
rates, we tactically prefer eurozone equities and therefore have 
reduced our asset allocation to US equities to neutral.

WE DOWNGRADE JAPAN EQUITIES FROM 
OVERWEIGHT TO NEUTRAL
Following on from the above, we have also taken the tactical 
decision to downgrade Japan to neutral. Given the high 
weighting of export-led companies, Japanese equities have 
historically had a high correlation with global trade growth. The 
current flatlining of global trade as a proportion of global GDP is 
therefore a headwind for the TOPIX index. In addition, leading 
Japanese economic indicators are signalling a slowdown in 
growth, while CPI inflation remains stubbornly low.

Meanwhile, investors are pinning their hopes on further 
quantitative easing measures from the Bank of Japan soon, but 
the view of our investment team in Tokyo is that policymakers 
will not act before the first half of 2015. In the meantime, while 
Japan remains cheap, it lacks an immediate catalyst to unlock 
this value, and due to its large export sector, will remain 
sensitive to a deceleration in China affecting pan-Asian trade. 
We believe that real change is finally coming to Japan’s 
corporations, that Abenomics is having a positive effect and 
would see further quantitative easing by the Bank of Japan as a 
strong positive catalyst for the TOPIX index. However, we also 
want to see evidence that earnings momentum has not peaked.
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WE REMAIN OVERWEIGHT IN EUROPE EX -UK
For us, Europe ex-UK is the region with the best prospects for both 
accelerating earnings momentum and margin expansion over the 
next 12 months. Economic sentiment, as measured by the EU 
Commission, has shown solid improvement over the past year, not 
just in Germany, but also in France, Italy and Spain. A particularly 
important factor is that the rebound in eurozone growth is being 
led by domestic demand, which lowers the risk of external growth 
shocks from emerging markets the derailing recovery. In addition, 
operating profit margins for the MSCI Europe Index are currently 
around 8%, which is low compared both to the S&P 500 and their 
own 2007 peak. With consumer confidence high—and looking 
sustainable—in Europe, there is good scope for a broad-based, if 
moderate, increase in eurozone profit margins during 2016. 

TACICALLY, WE HAVE LOWERED OUR EQUITY 
ASSET ALLOCATION TO NEUTRAL
The spike in equity volatility seen during the third quarter should 
not be dismissed lightly. However, as explained above, we do not 
see this as heralding a bear market and global recession. Rather, 
the end of US and UK quantitative easing measures means that 
equity market volatility is now normalising from the unusually low 
levels seen in 2012—2014. This is both necessary and healthy in 
the long term, but proving painful in the short term. 

We expect world stock markets to remain volatile in the months 
ahead. Investor sentiment remains fragile, amid fears over both 
a hard economic landing in China and tighter US monetary 
policy (with tighter global liquidity conditions). We will therefore 
keep a close eye on the VIX index. The evidence from 
September is that the VIX is settling into a new medium-term 
range. However, it is still unclear whether this range will be 
between 15—25 or 20—30, with occasional spikes towards 40. 
Given the current market environment of potential 5% 
corrections, followed by sharp bounces, it is not clear that 
investors will be rewarded for taking extra risk in the near term. 

The key to equity returns over the next six to 12 months for us is 
EPS growth. We want to see firm evidence of healthy 2016 
growth prospects and improving earnings momentum. 
Therefore, we have tactically lowered our asset allocation to 
neutral on a three-to-six-month view, until the picture on 
earnings growth is clearer. 

ASSET ALLOCATION

US – Neutral (Downgraded from overweight) 
In the US, there is much anxiety around when interest rates will be 
raised. The Fed’s decision to leave policy unchanged at its 
September meeting, in spite of robust US economic data, was 

interpreted by markets as validating growth concerns. But we see 
the Fed’s decision as more of an insurance policy against potential 
spillover from market volatility and still expect the Fed to raise 
interest rates by 0.25% this year. 

The key issue is the outlook for S&P 500 earnings. US corporate 
margins are at historically high levels, and in the absence of a 
re-acceleration of US economic growth, the prospects for US 
earnings growth over the next six to 12 months look muted given 
the continued headwinds from weaker external demand and a 
strong US dollar. Expectations for S&P 500 earnings have been 
downgraded by around 10% for 2015 since the start of the year, 
meaning earnings could fall year-over-year in 2015, despite a likely 
positive “surprise” from earnings in the third and fourth quarters. 

The US has, in this respect, not been the safe haven that we 
expected in 2015. To the end of September, the US market has 
declined 5.6% and therefore has not become more attractive 
from a valuation perspective. With expectations for continued 
higher levels of volatility, not least driven by continued 
uncertainties about the path of US interest rates, we tactically 
prefer eurozone equities and therefore have reduced our asset 
allocation on US equities to neutral.

Europe ex UK - Overweight (unchanged)
With the latest Greek crisis resulting in a framework for a deal with 
creditors and a new bailout, the market’s attention has returned to 
the ongoing economic recovery in Europe. The balance of economic 
reports remains positive. We believe that the eurozone is on track 
to achieve 2015 GDP growth of around 1.5%. The economy is 
benefiting from a reduced impact from fiscal austerity, which 
should continue as the economy recovers. In Europe, lower 
commodity prices, especially oil, is an unambiguous positive. For 
financial markets, this will also reinforce the view that quantitative 
easing in its various forms will be larger for longer. At the corporate 
level, the good news is that profit margins in Europe are 
significantly below previous peaks and capacity utilisation rates are 
modest.  Therefore, earnings have the ability to pick up quickly 
from a low base at the onset of an economic cycle.   

Japan – Neutral (downgraded from overweight)  
We have downgraded Japan to neutral. Given the high weighting of 
export-led companies, Japanese equities have historically had a 
high correlation with global trade growth. The current stagnation of 
global trade as a proportion of global GDP is therefore a material 
headwind for the TOPIX index. In addition, leading Japanese 
economic indicators are signalling a slowdown in growth, while CPI 
inflation remains stubbornly low. Meanwhile, investors are pinning 
their hopes on further quantitative easing measures from the Bank 
of Japan soon, but the view of our investment team in Tokyo is that 
policymakers will not act before the first half of 2016. In the 
meantime, while Japan remains cheap, it lacks a catalyst to unlock 
this value, and due to its large export sector will remain particularly 
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sensitive to a deceleration in China affecting pan-Asian trade. While we 
believe that real change is at last coming to Japan’s corporations, and 
would see further quantitative easing by the Bank of Japan as a strong 
positive catalyst for the TOPIX index, we want to see evidence that 
earnings momentum has not peaked.

UK – Underweight (Unchanged)
UK GDP trends continue to attract admiring attention, and the UK is 
expected to post GDP growth of around 2.5% in both 2015 and 2016. 
However, the dichotomy between the UK economy and stock market 
continues, with both the FTSE 100 and FTSE 250 indices sourcing 
less than half of their revenues from within Britain. Meanwhile, the 
continued downturn in commodity markets and the strength of 
sterling is weighing on companies with high levels of commodity and 
overseas earnings, respectively. 

While the Bank of England is preparing the ground for interest rates to 
normalise, we do not expect this to occur in 2015. However, the probable 
timing and extent of monetary tightening is likely to be a major investor 
focus in 2016. Overall, we continue to prefer the growth opportunities in 
Europe ex UK and maintain our underweight on the UK.

Emerging Markets – Neutral (Unchanged)
We maintain our cautious stance towards emerging markets and, 
despite the recent market falls, are not yet inclined to upgrade the 
asset class. With cyclical growth pressures evident across emerging 
markets and corporate profit margins still under pressure, we are 
not minded to attempt to call a bottom in emerging markets. Risks 
also remain from the imminent rise in US interest rates. 

Investor sentiment remains fragile, seeking reassurance that a hard 
economic landing in China is not imminent. We acknowledge these 
fears and the possibility of policy errors in Beijing. However, we 

remain of the view that the most likely outcome is a scenario where 
Chinese policy easing puts a floor under growth, prompts some 
weakening of the currency and China “muddles through” the next 
few quarters. September’s data suggests that domestic growth 
indicators have stabilised (albeit at modest levels), and while we are 
concerned about the recent weak industrial production, 
manufacturing PMI and import data, we note that this is to some 
degree countered by healthy readings on Services PMI data and 
further signs of stabilisation in housing prices. 

We remain neutral on emerging markets as an asset class. This has 
clearly been a painful call so far in 2015. However, now does not 
seem the right time to capitulate. With emerging markets and Asian 
equity markets having retraced sharply, the price-to-book ratio (P/B 
is approaching trough valuation levels. Following the August 
correction, both the MSCI Emerging Markets Index and the MSCI Asia 
Pacific ex Japan Index are trading at 1.4x P/B. Historical analysis, 
using past 20 years of data, shows that emerging market equities 
offer an attractive long-term entry point below 1.5x P/B and are into 
the sell zone when they go above 2.5x P/B. In terms of individual 
markets, we continue (nervously) to favour China (through Hong 
Kong-listed H-shares), where there are signs of a housing market 
recovery and government action to support growth, and India, which 
is a long-term structural improvement opportunity under the Modi-
led government. Both economies are also unambiguous beneficiaries 
of the weaker commodity price environment.

Emerging Asia  – Overweight (Unchanged) 

Eastern Europe – Neutral (Unchanged)

Latin America  – Neutral  (Unchanged)

Middle East  – Underweight (Unchanged)

Africa  – Underweight  (Unchanged)

Edmund Brandt and Ed Walker write in their capacity as investment directors. Their views are based on a 12-month 
time horizon and reflect the input from various investment teams within J.P. Morgan Asset Management. Their 
opinions may therefore diverge from the Global Multi-Asset Group (GMAG) team’s outlook, which is based on a three-
to-six-month time horizon and reflects the investment strategy of GMAG.


