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World Equity Index breaking down

 The World of the ‘Old Normal’ is dead, and cannot return without a painful 
asset price reset. However a ‘Brave New World’ is emerging. In this, the two 
largest economies will be, as they have been for 18 of the past 20 centuries, China 
and India. Mature Western markets can expect a long period of extremely modest 
returns, with a high risk of losses. Western demographic forces are negative until 
2020 and do not have upward momentum until 2023.

 Beating a passive holding of the World Index is hard to do. Hold only some US 
Equites, but also China, India and Japan, then nothing else except long 
duration Government Bonds. Investors have been herded into these few 
overcrowded trades so the whole system has become fragile. Be prepared to sell 
at short notice. A lack of liquidity will then be the major concern.
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Executive Summary
 The QE and ZIRP policies have caused mispricing, and therefore malinvestment in many assets. 

Very few are now beating a passive holding of the World Index. At the same time many previously 
successful investment styles have stopped working.

 There is no self-sustaining economic recovery in the Western World. Many economies are cooling 
into a recession and some are in depression. The Bond and Commodity markets both show that we are in 
a disinflation or deflationary era.

 Demographic forces in the West are negative till 2020. It is not that the Baby Boomers are going to die 
that matters, but that the spending wave in their lifecycle has peaked. They are now saving for a pension 
at a time when Government Bonds and money in the bank have no return.

 80% of the countries in the World have passed the peak of their demographic drive for now, and all 
over the ratio of Middle-Aged and Old-to-young is becoming top heavy. The best outlook from this point 
of view is India, Indonesia, Philippines and parts of Africa.

 Our models show that the World Index is still in a mature bull market. Within this the few spectacular 
winners have been only China, India and Japan. The US has done well because of the strength of 
the dollar. It is vital to avoid commodities and to hold long dated Government bonds. 

Chart of the Month: US Equities stretched moving into negative seasonal period

Source: The ECU Group plc, Bloomberg
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SECTION 1:  MY THOUGHTS ON WORLD MARKETS 
“What’s brave, what’s noble, let’s do it after the high Roman fashion. And make death proud to take us.” 
Shakespeare (Anthony and Cleopatra)

Brave New World

The world of the ‘Old Normal’ is dead or dying. It may be that it has gone for ever. We certainly cannot get back there again, 
anytime soon, without a major and painful reset that would probably include a crash.  However we need to remember that the 
world always survives. After meteor strikes, tectonic plate movements, volcanic explosions and tsunami, a brave ‘New World’ 
always emerges. It has evolved from the old but is a very different place.

We can be confident that the ‘New Normal’ will be dominated by Asia. This is a mean reversion for this planet (Figure S.1).  For 
18 of the past 20 centuries, the two largest economies have always been China and India. What most people in the West regard 
as the ‘Old Normal’ was from this perspective an unsustainable blip, caused by the Industrial Revolution that led Great Britain, 
Germany and the USA to a place of unparalleled wealth. What Westerners believe to have been the eternal state of affairs is in 
fact a brief divergence that is now fading.

 
 

During the ‘Old Normal’, Western economists taught us that only western free market capitalism could deliver super-growth 
efficiently, and all alternative systems like communism were hopeless and inefficient. But in practice, no Western nation ever 
achieved a compound rate of growth over 4% for more than a decade without inflation or other negative consequences.  In China, 
however, a compound growth rate well over 10%, and frequently at 15%, has been achieved for more than thirty years 
(Figure S.2), and in its new cooled down state is still delivering more growth than most western countries can expect.

In the West, we no longer have free markets. There are Plunge Protection Teams and interventions and, with ZIRP, almost free 
money. Market mechanisms have been deliberately smashed because the social consequences of allowing them to work properly 
is deemed to be unacceptable. The bottom line is that whatever it is that Red China has been doing works better. Deng Xiaoping 
said “I don’t care what colour the cat is, as long as it catches the mice.”

Source: The ECU Group plc, Angus Maddison, IMF; The Economist

Figure S.1: China and India are mean reverting to their position of the World’s largest economies
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China in particular, and Asia in general, is where most of the Worlds people live, it is where most of the work will be done, 
and most of the growth is going to come from.  In terms of their contribution to Global Economic Growth, these markets have 
already overtaken the West in 2007. In actual numbers they are on target to be the largest contributor by the end of this decade. 
This is the World we are looking forward to invest in.

The people in the West are not going to give up working, or suddenly die. On the contrary, they will continue to grow in 
numbers. No great catastrophe is expected to befall them. ”Great soldiers never die, they slowly fade away”. History has shown, 
since the Roman Empire, that most of the countries in Europe have for a while been the dominant super power in their turn, lasting 
an average of 200 years. Nothing bad happens as the baton is handed from one country to the next. The good life carries on. Most 
recently the super power was Great Britain with its Empire, which has now reverted back to being a small island cut off from Europe.

Since then the dominant player has been the USA.  It still is America now but the dominance is fading. This dynamic process 
has been going on a long time. It topped out in 1945 at around 36% of the World GDP (Figure S.3).  Even as the actual economy is 
growing, its proportion of the whole is shrinking. It will be overtaken by China at just after the end of this decade. Twenty five 
years after that they will both be overtaken by India.

SECTION 1:  MY THOUGHTS ON WORLD MARKETS

Figure S.2: For the last 30 years, the Chinese economy has outpaced the West despite calls for a hard landing

Source: The ECU Group plc, IMF, Datastream

Figure S.3: The US Economy Share of Global GDP peaked in 1945
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There are good reasons why this becomes inevitable.  The McKinsey Institute has looked in detail at the past 50 years of global 
economic activity. In this period, Global growth was 600% and maintained an average growth rate of 3.7%. The growth was 
achieved roughly half by adding new workers to the labour force and half by improvements in productivity.

Looking into the future it is a little unlikely that productivity in the West will improve again at the same rate, bearing in 
mind that the last 50 years included the invention of the computer, the Internet and the mobile device.  Allowing for the retirement 
of the post WW2 Baby Boomers and other demographic forces, the forecast is for an average growth of 2% in future. This seems 
quite good, but is actually 40% less than we have been used to. It is that relative rate of change which brings huge consequences.

In Asia, the story is completely different. If you want to improve productivity dramatically in future, then it will be easier 
to achieve if we start from a very low level relatively. Asia, and India in particular, is on the launch pad. Then, when we add in 
demographics, the result is overwhelming. India will be adding more new people to its labour market in the next thirty years 
than the entire population of the USA.

 
The Charts

On the charts we have always tried to break the stock market fluctuations up into trends of different time periods, where we think 
in terms of cycles. The longest cycle is clearly the swing from East to West and now back again. This cycle should be expected 
to last a very long time far exceeding one human life time. This is the foreseeable future, a world dominated progressively by Asia.

Within this, there are cycles of around 50 years. We call these ‘Secular Trends’. What we notice is that all Western World 
Stock Markets made a bubble top in the year 2000. Since then they have been in secular downtrend. The previous Secular 
uptrend had lasted from 1982. The fact that a few are now at last a little higher than their indices were in the year 2000 does not 
change this. In order not to be in secular downtrend, an index would need to be at least 100% higher now than it was in 2000.

There are markets where the indices are hundreds of percent higher now than they were in 2000. These are the markets in secular 
uptrend. They especially include India, China and some African markets.

As the Global economy is dominated by Western equities, the global index takes on features of the Western World. When we look 
at the World Index in real terms, adjusted for World inflation, we find that it has been having cyclical bull and bear phases 
in the presence of a secular downtrend since the year 2000 (Figure S.4). Those constituent markets that are in secular uptrend 
are not yet large enough to pull the entire entity into uptrend.  They will become so in future, but not for several more years yet.

SECTION 1:  MY THOUGHTS ON WORLD MARKETS

Figure S.4: FTSE World Equity Market Index in Real Terms (Adjusted using World CPI)

Source: The ECU Group plc, Datastream
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SECTION 1:  MY THOUGHTS ON WORLD MARKETS

Figure S.5: Historical Performance of Global Equity Markets Ranked using ECU Technical Ranking System 
(Local Currency & Sterling)

Source: The ECU Group plc, Datastream

0

500

1000

1500

2000

2500

Jan.95 Jan.98 Jan.01 Jan.04 Jan.07 Jan.10 Jan.13

Global Equity Markets Performance Ranked from Strongest to Weakest 
based on ECU Global Equity Market Technical Ranking System

Performance in Local Currency, Gross of Fees, Capital performance, Monthly Rebalance
Jan 1995 - May 2015

Top Ranked Global Equity Markets (Quintile 1)
Neutral Ranked Global Equity Markets (Quintile 3)
Weakest Ranked Global Equity markets (Quintile 5)
FTSE World Index Local Currency

NB: Performance only shown for illustrative purposes and does not represent the performance 
of any specific investment. Past performance is not guarantee of future results.

0

200

400

600

800

1000

1200

1400

Jan.95 Jan.98 Jan.01 Jan.04 Jan.07 Jan.10 Jan.13

Global Equity Markets Performance Ranked from Strongest to Weakest 
based on ECU Global Equity Market Technical Ranking System

Performance in Sterling, Gross of Fees, Capital performance, Monthly Rebalance
Jan 1995 - May 2015

Top Ranked Global Equity Markets (Quintile 1)
Neutral Ranked Global Equity Markets (Quintile 3)
Weakest Ranked Global Equity markets (Quintile 5)
FTSE World Index Sterling

NB: Performance only shown for illustrative purposes and does not represent the performance 
of any specific investment. Past performance is not guarantee of future results.

The Ranking Systems

We do a ranking of the actual performance of the World Equity Indices which we then divide into quintiles.  Our extensive 
backtesting of this technical ranking system reveals that the strongest trends of performance have enough momentum behind 
them to be worth backing into the future, for at least a while.  The system has added significant ‘alpha’ over the long term even 
if it has been susceptible to periods of short term volatility (Figure S.5).  As illustrated in Figure S.5, there has been a significant 
performance difference between owning the very strongest Technically ranked Global Equity Markets (Quintile 1) and owning the 
very weakest (Quintile 5) using this system. In other words, knowing what not to own is as important as knowing what to own.

We do this ranking in local currency, and then in Dollars, Sterling, Euro, and Yen.  Analysing the latest rankings, what we find is 
that very few World Equity Markets are beating a passive holding of the World Index itself (complete ranked table on page 
16).  More importantly, the majority are not winning, but are lagging or actually losing money. The following are a few important 
observations that we have made based on the latest rankings: 

 China comes at the very top no matter how we look at it

 In local currency terms, the US Equity market is no more than neutral, but because of the strength of the dollar it is in 
the top quinitle in all the other currency adjusted rankings

 The UK Equity Market  has been neutral ranked for some time running and Greece has been stuck at the bottom

 Of the European Equity markets, Germany, France and Denmark are all strong in local currency, but ranked in dollars or 
other currencies, only Denmark and Switzerland remain in the top quintile

 For many months, India has been in the top quintile, but in the past two months, is having a long overdue correction and 
so has fallen back to neutral

This ranking shows us what we would have had to have owned to beat the World Equity Index. It also shows what we will need 
to own to continue beating it in the near future.  That is not the same as the advice we might give. For example, are we really 
going to buy the China market after it has just risen 130% in six months?  The advice would be to wait for a pull back to do any 
buying.  Similarly, with India, we do not take the fall down the table as a sell signal, but on the contrary a heads up that we now have 
a window of opportunity in which to buy the stockmarket for the long term.
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Multi Asset Ranking System

We use the same technical ranking methodology described earlier with all major Global asset classes. In this sense, we 
believe our model is robust.  When we do the ranking, we still discover that very few investments are beating a passive holding 
of the World Equity Index.  We have to have China, Japan and US Equites.  Until recently, we also had to have India, but it is now 
having an expected consolidation phase, which will be negative for the short term, but a good long term buying chance.

It has also been vital to own long dated government bonds until recently, but these are now dropping down the list. So far 
they have not dropped so much that cannot come back into the portfolio again.  This means that even with a rate hike in 
either June or September, the market is still implying that rates can fall again later.  It does not support the idea that we can have 
a trend of rising yield any time soon.

We do this ranking both for US clients and for British ones (complete ranked table on page 26). Interestingly, for the US 
clients, both Inverse Equites (or short selling) and cash come higher in the table than for UK clients.  Shorts are in the second 
weakest group, but cash is now in the third group having progressively moved up the ranking since March 2014 (Figure S.6).  This 
highlights that in the US investors are more nervous about equities being overvalued and there is a perceived greater need 
for potential bear market positions.

Investment Style Rankings
Our investment style ranking is designed to reveal what investment factors are being rewarded and punished by the markets, and 
again just as very few markets are making money, so are very few investment styles being actively rewarded (beating the 
World Index).  There is a fragility in markets at present. The entire world has become short term orientated.  Trends that 
used to last a year are now only good for two months. We are forced into asking ourselves if we are still investors or just gambling 
punters. In this case, do we really want to play the game, or would we not be better off slowly taking risk off the table and living to 
fight another day.

What the factors involved show is that investors have been forced to take more risk than they want for an ever decreasing 
prospective reward - like a small boy running out into the street in front of a steam roller to pick up a penny. Somebody should 
tell him it is not worth it!

The list of  factors (Figure S.7) reveals that the markets being favoured are growth markets with high long term earnings 
per share growth, and return on equity. There is a preference for low beta markets, markets with high momentum and 
there has also been a noticeable shift into selective value plays (very low PE markets) in the last month. Essentially, investors 
are taking more risk, but playing it safe. A snapshot of the strongest and weakest factors, along with the global equity markets 
conforming to these factors,  is presented below. The complete list of factors can be found on page 31.

Figure S.6: The Technical Ranking of Cash and Inverse Equities has been rising in a MultiAsset dollar portfolio

SECTION 1:  MY THOUGHTS ON WORLD MARKETS

Source: The ECU Group plc, Datastream
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SECTION 1:  MY THOUGHTS ON WORLD MARKETS

Figure S.7: Ranking of Strongest and weak Investment Styles
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Strongest Equity Market Factors    Weakest Equity Market Factors

 
Market                  Factor Score

China   9
Japan   6
Denmark  6
Ireland   5
Hong Kong  5
Philippines  4
Switzerland  4
Taiwan   3
South Korea  3
United States  3

Global Equity Markets conforming closest to these 
factors (Strongest Equity Markets)

Global Equity Markets conforming closest to these 
factors (Weakest Equity Markets)

Market                  Factor Score

Greece   7
Brazil   5
Portugal   5
Malaysia   4
Australia  4
Turkey   3
France   3
Indonesia  3
Russia   3
India   3
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SECTION 1:  MY THOUGHTS ON WORLD MARKETS

Putting it all together

In order to put it all together, we find that we need to forecast and take into account several different factors:

 Demographics are dominant, as it is people that drive economies and markets. 80% of the worlds’ countries have an 
aging population (Figure S.8), where the ratio of old, and middle aged, to young is getting into the saving-for-a-pension-
mode being more important than consuming. This will persist for many more years, and certainly till 2020.  In the West, there 
is no new momentum for the next generation of young people, called the Millenials, till around 2023. 

 Globally, the countries with strong and positive demographic trends are India, Indonesia, Philippines and parts of 
Africa. 

 Secondly we have to be aware of debt. No economy can grow well if it labours under a mountain of debt, and yet we find 
almost the entire world (Figure S.9) and its stock markets are trying to do just that. At the very moment when the retiring Baby 
boomers are trying to save for their pension, the return on money in the bank is driven to zero. Normally the safest asset in any 
pension plan is a long dated government bond. In half the world these now have negative returns.

Figure S.9: The world is drowning in debt
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Source: The ECU Group plc, McKinsey & Company
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SECTION 1: MY THOUGHTS ON WORLD MARKETS

Then with each country we have to forecast the actual rate of growth of the economy, and then separately the growth 
rate of the stock market. There is a causal connection but it is not simple or linear. Finally we have to estimate the rating 
that will be put on that market. The trend to becoming cheap or dear can often make more money than the actual growth.

The good news is that when we look at Global Economy we find that it is growing. Although i t has b een s truggling 
recently some more pick up is expected in the third quarter of this year, aided by monetary easing, lower commodity 
prices and easing of earlier fiscal restraints.

The US economy is growing, but  the very idea that the policy of QE has produced a self sustaining lift off for the 
economy is ridiculous. The USA calculates its Consumer Price Index differently to the way it is done in Europe. If it were in fact 
done, as we would say, in a “harmonised” manner, then the US economy is already in deflation.

This highlights that, in theory, there is no tolerance for a US rate hike in the near future. Any attempt to normalise bond yields 
would crash the market.  However, we have to accept that some decisions are political.  If the Fed gives a 25 basis point hike 
in June or September we see no scope for it to be followed by more such moves. In fact there is a very real risk that it will 
have to be cancelled and more QE produced instead.

We find that the valuation placed, on average, on all assets is not at an extreme. I t is not a bargain, but neither is it 
expensive. Owning the World Index has been and still is a good investment. 

Using either PE ratio, or Tobins Q, or any of the normal yardsticks the US Equity Market is expensive. It is now at the 
equivalent levels just before the 1929 crash.  It has been higher rated than this, but that was at the top of the Dot.Com Bubble in 
2000.  The S&P Index adjusted for inflation is currently 2 standard deviations above its sustainable trend.  If we assume that this 
move will become a 3 standard deviation move, then the forecast is that the S&P can reach 2250. That is like thinking we know 
that the next swan will be pitch black. This is not how probabilities work. The risk taken in holding the US Equity Market for 
a ten percent further rise is disproportionally high. 

We live in uncertain times. The outlook for mature western markets is at best for a long period of extremely modest 
returns. This might include a short period of negative ones. Although the West laughed at Japan when it went through a 
two decade period like this, the West now seems doomed to follow a similar path. Helpless to do anything other than just print 
paper money. 

Our models encourage us to take as little risk as possible, because they show that most of the things that worked so 
well in the ‘Old Normal’ are broken now.  Beating a passive holding of the World Index is hard to do.  

The few bright spots are to use the current weakness in India as a great buying chance for the long term. On a fall back 
to sustainable trend lines we can also buy China.  

We also need to own Japan, which is now targeted to rise to 23050 for the Nikkei Index. This is a half-retracement of 
all that has been lost since the all-time high in 1989. Otherwise we would stay with some holdings in Western equities 
especially in the US, as the best of the West.  If the dollar becomes too strong then this will be the trigger to get out of the 
market, as a surging dollar punishes the earnings of the international stocks.

The main thing we worry about is the ability to get out of any market when we wish to. There is so much margin money 
in the market, and so few winning trades that all have become over owned, that the potential for stampede conditions 
exist. This highlights that investment is ultimately always about fear and greed. These being emotions, do not respond to the 
laws of logic. Typically near tops and bottoms things happen in markets that do not make logical sense. That is the nature of 
the beast. This makes it more important than ever to not take on more risk. 


