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 The World has changed from the “Old Normal”. We now find the World economy 
growing at 3.1%, which is good. Within this the mature western economies are 
all growing, but at a rate slower than this, and most of their stock markets are not 
beating a passive holding of the World Index. The US manages this only by acquiring 
an extremely high valuation rating to levels from which in the past it has always 
ended badly. 

 Our headline chart on the next page shows the Nasdaq Index bulls partying 
like its 1999, having recently tested the old dot-com bubble peak levels. But like all 
good parties, it has overrun and is on borrowed time. Event risks also continue to 
weigh and may create a nasty hangover.

 The two economies growing much faster than average are China and India, both of 
which have short-term problems. Cash and Inverse Equities, or short selling, have 
now moved up into strong and less negative categories respectively on our 
ranking tables especially for dollar investors. We are no longer being punished for 
being cautious. We are concerned about the fragility of many market trends.
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 Only three assets are beating the World Equity Index in dollars

 Cash and Inverse Global Equities are now ranked less negative
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Executive Summary
 Out of all asset-classes we monitor, our technical ranking model signals that only three markets are 

beating a passive holding of the World Equity Index and they are all equity markets themselves.

 Bonds have slipped, at least temporarily, out of the top quintile. High-quality Sovereign bonds have fallen 
back, but not so far that they cannot rally again soon. It is too soon to be certain that they are toxic to 
wealth.

 The three equity markets to hold are the US, China and Japan. The US is up there only because it has 
acquired a super high valuation basis. It is now at levels from which, in the past, the returns over the next 
decade have never been greater than zero.

 European and UK equities are strong, but not able to beat the World index. The Japanese market is 
in a bull phase. We no longer wish to hedge the Yen exposure.

 The China Equity market has moved up so rapidly that it is now having a much needed consolidation 
phase. There are concerns about the credit bubble, but the regime has not lost control.

 The Indian Equity market has also fallen back and the economy is growing at 6%, which is good but less 
than had been expected. A weak monsoon has also created a huge problem. Weakness in the next three 
to six months is however a great buying chance for long term investors.

 Commodities continue in bear phase, but are normally contra-cyclical to Equities. They may be near an 
important low if the others are near a top. Watch this space.

FTSE World Index (USD) breaking down

Source: The ECU Group plc, Bloomberg
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MY THOUGHTS ON WORLD MARKETS 
“This world is bad enough maybe. We do not comprehend it. But in one fact can all agree, God won’t and we 
can’t mend it.” - Arthur Hugh Clough

Global Economic Outlook

The World of the “Old Normal” has died, and strategies from that era do not work anymore, but life goes on. In fact, it has 
evolved into a new state, a “Brave New World”, which will for a time also seem “Normal”. We had better get used to it. Like the 
curates egg, it is good in parts.

According to OECD estimates, the World economy is growing at about 3.1% per annum (Figure S.1). It has had a dull first two 
quarters, but seems to be picking up again. The dominant US economy is managing 2%, the UK 2.4%. The important point is that 
all mature western economies are underperforming the Global average, seemingly stuck in a low growth, low investment, 
low productivity era, labouring under a debt mountain. Until that is removed they are going to remain restrained. The current 
recovery has been the weakest and slowest of the last such cycles. However, in Asia things are different. Even in their slowed 
down state, India and China are growing at about 6.8%.  The coming century is all about the growth in Asia and before this 
secular trend is over, first China and then India, will probably become the largest economies on the planet.

However, the present reality is that the US is still the largest economy, and the vast majority of global trade is still done in US Dollars. 
The only real problem with this is that the stock market is extremely expensive by all conventional standards. The improvement in 
the markets rating has made up for the fact that the economy has not grown so fast. The net result is that the US has become ”the 
best of the West”. Our headline chart shows the Nasdaq Index bulls partying like its 1999, having recently tested the old dot-
com bubble peak levels. But like all good parties, it has overrun and is on borrowed time. Event risks also continue to weigh 
and may create a nasty hangover. In terms of cycle duration, at six-and-a-half-years, this remains the most historically overstretched 
cyclical recovery making a sharper decline (bear skew) more likely once the punch bowl is taken away (Figure S.2).

Source:  The ECU Group, OECD

Figure S.1: The OECD estimates that the Global Economy will grow 3.1% this year and 3.8% next year. 
Global growth is being held back by lack of investment across the OECD Economies.



ASSET ALLOCATION ROADMAP
MONTHLY REPORT

Page 4Prepared for ECU Research Subscribers – Please Do Not Distribute.  Copyright © The ECU Group plc 2015.  All Rights Reserved.

e: research@ecugroup.com

w: research.ecugroup.com

 
 

If markets made any attempt to revert to the “Old Normal” a massive bear phase would result. The necessary ingredients for a 
crash are “a clear and present danger”. That does not mean that this will happen. Governments and Central Banks are there 
to prevent any such thing. In the “New Normal”, politics frequently overrides market price discovery. The bottom-line is that if 
authorities were to fail in this, or if China’s contracting credit bubble were to go wrong, then the World would have a major 
problem. These are the big issues.

Of course, it is possible to worry about Greece, the Ukraine, or Middle East terrorism, or unsustainable property prices, and indeed 
many other things besides, which all amount to a wall of worry. Stockmarkets are past masters at climbing just such walls. The World 
Index is still in a bull market, but is currently testing its primary trend (see Chart Page 2). The bull is mature and indeed long in the 
tooth, but he is still standing. Those other geopolitical risks are not irrelevant, but they are small orders of magnitude compared 
to the big factors above. Most of these other fears never actually happen, or turn out not to be as important as had been expected. 
When one door closes, another opens. This applies to Greece or even the UK leaving the European region.

We look at the World unfolding in a series of cycles. We find that many of the short-term cycles have been overridden by 
policies like Quantitative Easing (QE). Political interventions have stopped Mr. Market performing his normal function. Price is 
not discovered by the balance of buyers and sellers, but instead it is dictated by Central Banks. Normal bear corrections have been 
prevented as the social consequences of them are thought unacceptable. The greatest distortion of this type is in what used to 
be the safest of all investments, long-dated major sovereign bonds. In any return to the “Old Normal” these would turn into toxic 
waste. They should probably be avoided totally, but for many this is not possible.

MY THOUGHTS ON WORLD MARKETS

Figure S.2: The NASDAQ Index bulls are partying like it’s 1999 however event risks still weigh

Source: The ECU Group plc, Bloomberg, Market Analyst
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Global Equity Market Outlook

The latest very Dovish statements from Janet Yellen make it clear that in the current economic environment rates cannot go 
up very far, or fast, and possibly not even this year. What had once been assumed as near certain, that by September a 25 basis 
point rate hike was a done deal, has now been put on the back burner. Unless the data picks up dramatically, then next year will 
bring the first hike and after that only slow progress. If we look at what the market thinks about the situation, based on Fed Fund 
Futures, the story is that there is a greater probability of a rate hike towards year-end, rather than in Q3 (Figure S.8 bottom-
left inset). 

This change in assumption now enables the Dollar to fall back, instead of being dominant and strong.  This enables the 
S&P500 index to rise further. So many of the important US stocks have overseas earnings, that a strong dollar punishes them 
both in those markets and again when the earnings are brought home. The bottom-line is that in order to be bullish of the US stock 
market we need to be bearish of the dollar. 

It does indeed seem that the S&P500 Index will rise a bit more, even though it is expensive. The extreme overvaluation is not a 
timing tool, it simply tells you how the story will end. In history, every single time the market has been on its current rating, the 
returns for the next decade have never ever been above zero. On shorter-to-intermediate time scales there have been huge losses. 
The rating has only been higher than this once before, at the height of the dot-com bubble, and then the next bear phase wiped out 
all growth since 1996. In 2007, the rating was about current levels and the next bear wiped out all returns since 1995. The prediction 
is that the S&P 500 index probably will go higher. The chart based target is 2250, but the probability is that it will end badly 
after that. Do we really want to play this game? The extra risk we take for a small extra return is not worth it.

When we look at what have been the strongest equity markets, namely India and China, we find that they have problems. Firstly, 
the Chinese market had risen far more than 100% since the lows of last October. That rate of rise is not sustainable and a 
consolidation phase became inevitable. According to our tactical indicators, the Chinese market had broken its all-time (2007) 
record for the number of days without a 20% correction (see main report Figure E6.0 top left inset Page 46). Thus far, what seems 
like a small move down on the chart is already a large percentage drop. It has done 22% in only a month. That has not in anyway 
altered the fact that it has overwhelmingly been the strongest up trend on the planet.

In the case of India, the Sensex Index is now having a long overdue consolidation (Figure S.4 main chart). Many investors set 
themselves up for disappointment. They took the reasonable forecast for what Mr. Modi could deliver during his mandated period 
of five years in office, and then expected it to be delivered by now. It hasn’t been, so they are upset.  In practice, the extraordinary 
and dynamic man has brought about many important changes. He has identified 1300 laws that have been on the books since 
1864. These will now be swept away.  This of course shows the scale of the problems he has to deal with.  There is no lack of drive 
but still a long way to go. In addition to this, the weather has produced a new crisis that is no humans fault. 

There is a giant El Niño in the Pacific which is affecting global weather. It is big enough to cause drought in Australia and affect 
the Indian Ocean dipole. The net result is that the monsoon is a bad one. This may indeed be comparable with prior historic 
extremes seen in 2009 and the early 1970s (Figure S.3 bottom panel). India has about 600 million people who will be dramatically 
affected. The most hardest hit will be 60% of the rural population and  those living within the central belt of the region where it is 
most deficient in rainfall (Figure S.3). Reforming the entire agricultural sector will take more than just the Prime Ministers efforts. 
It will also take time. The bottom-line is that the economy is not in fact growing at the predicted speed of 7.5% going on 8%; it is 
nearer to 6% going on 5.5%.  Still a number the West cannot match, but not what has been hoped for. We are confident that the 
Modi magic is still working. He will deliver and will not be blamed for the Monsoon. On the contrary, it will give him a mandate to 
tackle the agricultural sector which would otherwise have been a running sore.

The Sensex Index has surged from 16000, through the old all-time high of 21000, and without a setback shot to 30000. Our tactical 
indicator signalled that the Sensex had officially overstretched its multi-year records for number of days without a 20% 
correction. (Figure S.4, top-left inset). Now it is dropping back from historically extreme conditions and our target is about 25000. 
Historically this market has sold on a PE of around 12x and is now on 16.5, getting cheaper by the day. The marginal premium is 
justified in light of the strong growth expectations. Our advice is to use the coming period of weakness as a buying chance.  During 
the coming three to six months we might use this to gain a full weighted holding. 

MY THOUGHTS ON WORLD MARKETS
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Figure S.3: Indian Monsoon season worse than expected

Source: The ECU Group plc, Economist, India Meteorological Department

Figure S.4: The Indian Equity Market is consolidating after a record number of days without a 20% correction

Source: The ECU Group plc, Bloomberg, Datastream
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Our work also indicates that Japan is in a bull-market and should be overweighted. Under Mr.  Abe a consensus 
has been formed about what to do.  Once this has eventually happened in the past Japan has traditionally delivered 
very effectively. Up until now it has also been clear that we should have been short the Yen. We did then have targets 
of continuing weakness to about $140, but we now no longer think this is correct.  At close to $124, which is major 
resistance, there is now no good reason to short the Yen.  The country has to import raw materials before adding value 
to it and at levels weaker than this,  the cost upfront is greater than the eventual benefits. In any event, the Japanese are 
now paying higher wages, which will be spent, and this is more important than just competing on price with a weak yen. 

Multi Asset Technical Ranking

A very clear message emerges from our multi-asset technical ranking system. We do this ranking in several currencies but the 
important point is most clearly revealed in the US Dollar ranking model.

 Only equity markets are beating a passive holding of the World Index, and then only three of them.  To win we have to 
hold China, Japan and the US Equity market.

 India has been at the top for a long time but is now having a consolidation and so at the moment has dropped back to 
neutral. This negative short-term move is a long-term opportunity.

 European equities, UK equities and US Treasuries, are all strong relative to many other investments, but not good enough 
to beat the benchmark. So why bother?

 Of vital importance, is the fact that cash has now risen to be high in the strong second quintile. We no longer get punished 
for taking risk off the table and holding cash, in fact we are reasonably rewarded.

 Inverse equities or short selling used to be a good way to have your head handed to you in a basket. It has now moved up 
out of the bottom quintile.

 We have back tested this and find that cash and inverse equities will eventually get into the top quintile (Figure S.5), 
but only well after the time when most investors would accept that we were in a bear market. The move to date is a good  

heads-up that the final top may not be all that far away. We should favour taking the minimum amount of risk possible. 

MY THOUGHTS ON WORLD MARKETS

Source: The ECU Group plc, Datastream

Figure S.5: Technical Rank of Key Equity markets over the last 12 months 
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Investment Style Rankings
As a reminder, our investment style factor rankings are designed to analyse the global business cycle from the perspective of the 
investment risk factors being rewarded and penalised by global equity investors. Some important observations related to this:

 We find that very few styles have been winning, just as very few markets have. Active management remains difficult in the 
“Brave New World”

 There is clearly a search for global equity markets with high growth and quality of earnings (return on equity)

 We do not want beta but we do want all measures of momentum. Things go up because they are going up. If they are not 
going up we do not want to own them.

 Investors still prefer large (most liquid) equity markets over small ones.

The tables below (Figure S.6) outline the strongest and weakest ranked investment factors and the global equity markets that 
conform to these factors. A Higher Factor Score indicates higher conformance to the factors.

MY THOUGHTS ON WORLD MARKETS

Figure S.6: Ranking of Strongest and weak Investment Styles

Strongest Equity Market Factors    Weakest Equity Market Factors

 
Market                  Factor Score

China   8
Denmark  7
Ireland   6
Hong Kong  4
Japan    4
Norway   3
Taiwan   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   8
Portugal   6
Turkey   5
Indonesia  5
Malaysia   5
Brazil   5
Australia  4
Russia   4
Germany  3
India   2

 

Growth: High Long Term Earnings Per Share Growth
Growth: High Return-on-Equity
Technicals: Low Beta
Technicals: High Long Term Momentum
Growth: High Short Term Earnings Per Share Growth
Technicals: High Short Term Momentum
Technicals: High Overboughtness
Technicals: High Composite Momentum
Value: Low Price/Book Ratio

 

Growth: Low Return-on-Equity
Technicals: Low Overboughtness
Technicals: Low Long Term Momentum
Value: Mid-Range Price/Earnings Ratio
Growth: Medium Return-on-Equity
Technicals: High Beta
Size: Small Market Cap
Growth: Low Long Term Earnings Per Share Growth
Technicals: Low 12 Months Rolling Highs
Technicals: Low Composite Momentum

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

We show a chart of the historical performance of owning the strongest, neutral and weakest ranked investment factors based on 
the global equity market universe we monitor. The top quintile factors are volatile but add considerable value. The bottom factors 
do badly and highlight what investment risk factors to avoid (Figure S.7 top left inset).

On the second chart we show the relative performance of those same factors against the World Index and we notice some-
thing peculiar. The strongest factors outperformed the World Index almost linearly until 2011 after which there 
has been a noticeable deterioration in relative performance (Figure S.7 top right).  In absolute terms, the strongest 
ranked factors (top quintile) still beat the weakest ones (bottom quintile) but clearly the deterioration in relative perfor-
mance shows the market dynamic has changed.  This is the new normal created by QE. Very few investment risk fac-
tors beat the World Equity Index on a persistent basis; they only do so on-and-off. For now, the investment risk fac-
tors doing well are High Growth and Momentum (Figure S.7 bottom panel) which are characteristic of  top of the  
business cycle.  It is clear that the methodology still works for these risk factors based on the global equity market universe we monitor.

Figure S.7: Factor Perfromance reveals change in market dynamic

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

Working out with a broken barbell

In the past we have advocated a barbell strategy: owning some government bonds, including US Treasuries/UK Gilts and the 
few “super equities”. The recent fall in bond markets, notably in both 10 and now 30-year maturities, has dropped the 
Government bonds out of the barbell strategy. This may, however, only be a temporary situation.

When many thought the economy was super strong and it was inevitable that a rate hike was coming, probably between now 
and September, then yields rose in the market place and the dollar was strong. Bill Gross of Janus Capital recently sent out a chart 
showing an “inverse head-and-shoulders pattern” on the 10-year Treasury, which signals a rise in yields (fall in bond prices). 
The prediction from this is a rise to a yield of about 3%.  It would however be unwise to extrapolate that rise much further.  The 
two parallel lines that contain the long running trend for treasuries show that they have not been broken. The market is simply 
moving from the bottom line to the top one. This comes in around 3% (Figure S.8 top-left inset). Only a move through 3.5% 
would signal that the bond bull is dead and rates were trying to return to the old normal.  That simply cannot happen yet.

The only reason why any Central bank wants rates up is to have the ability to lower them again when the cycle next turns 
negative. Such a turn is inevitable, it is just a question of “When” and not “If”. The point is that we cannot do this now without 
crashing the markets and probably causing a panic.  There is always fear, and also now a real risk of this occurring. So movements 
have to be slow and careful and well supported by strong data. 

We think that the latest development means that in the short run we only own a few equities. The fact that the dollar has a new 
unexpected period of relative weakness enables the US equity market to rise.  There is a risk of a flash crash of about 10% but this 
would be met by a cancellation of a rate hike and the promise of more QE. Here too, our tactical indicator signals that the S&P500 
Index is nearing 1000 days without even a 10% correction. This has surpassed the 1987 crash record of an overstretched run 
(Main Report page 36). So markets have a wobble now and then rise into early 2016. However the rest of that year and most 
of 2017 will be bearish. This is corroborated by the economic cycles we follow.

Figure S.8: US 10-Year Government yields at key juncture, ahead of Fed hikes

Source: The ECU Group plc, Market Analyst, Bloomberg
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A word from the Roadmap Cycles

Although QE has squashed some cycles it is still important to follow their influence. The two we would point out are the 
Fifth Year of the decade in the Decade cycle, and the Annual Seasonality. “Sell in May and Go away” has worked about 70% 
of the time, with the weakest time windows seen during the month of June and the Autumn Fall-Crash cycle. We have already 
experienced a price drop in June as expected.  When January has been weak, the rest of the year has been bad also about 70% of 
the time. Both of these probabilities have enjoyed periods when they worked perfectly.  They are too good to ignore completely. 

The Decade rhythm is very strong. In most decades, the first few years are always neutral to weak (Figure S.9 top left inset). Then 
the fourth year starts to be strong and the fifth year is normally the very best year of the entire decade. In the event that this 
year is the final mid-term period of a lame duck President, as it is now, then interestingly it is normal for the first two quarters of that 
year to be a struggle. The market then delivers a surge in the third quarter, with a loss of momentum into the year end (Figure S.9 
top right inset).  It looks as though this will happen this time. So standby.

Figure S.9: Roadmap Cycle timings, remain positive for 2015, but with seasonal headwinds

Source: The ECU Group plc, Market Analyst, Bloomberg

MY THOUGHTS ON WORLD MARKETS
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MY THOUGHTS ON WORLD MARKETS

What keeps us up at night - Market Fragilities

One of the things we worry about is that large complex systems, with many interrelated variables and feedback mechanisms can 
become chaotic for no obvious reason. Global stock markets are a case in point, they have become fragile. One minute they all look 
fine and stable and the next there is a breakdown. If this triggers fear then it can generate a panic. It will only be with hindsight that 
it will be possible to attribute a reason to this.  It will be as though the charts were all drawn on glass, and instead of the charts 
rolling over in time honoured fashion, they will just break the glass and many things will drop at the same time.

For this reason we show a chart of our normal global leading economic indicators which give signals when they cut up above, 
or as now, down below the neutral line (Figure S.10). We also overlay on the chart how cash and short selling, or Inverse equities, 
are doing in our technical ranking system.  You may correctly be worried to see where they are now. The first time this crossover 
signal occurred on the chart in 2008, it led to a full bear market.  The second time in 2012, it was redeemed and made a recovery, 
but only with the start of QE. This time markets are not expecting more QE, they are going for a rate hike. This is very dangerous 
and does not encourage taking on excessive risk. 

 
 
 
On the topic of market fragilities, ultimately what concerns us is the weak nature of the economic recovery in the Western 
World post the Great Financial Crisis. Stockmarkets have traditionally reacted to the tune of economic growth, but this time 
around, Central Bankers in the major economies have engineered higher equity prices via QE hoping to boost consumer confidence, 
wealth and spur spending that would create a virtuous cycle of higher incomes, profits and economic growth. Unfortunately, the 
report card shows that the cheap money has not been going into the most productive places, making the quality of the growth 
weak and distorting the message told by headline economic numbers. To cite a few examples of things that matter: the velocity 
of money in the G4 Economies has collapsed since the Global Financial Crisis as the increase in money supply has failed to have a 
proportionate impact on the real economy (Figure S.11), investment spending has remained weaker than past recovery cycles, the 
quality of jobs is poorer and more workers are being forced to leave the labour force for lack of options (Figure S.12). There are, of 
course, other important issues, but the key point is that taken in entirety, we doubt that the seeds of a “virtuous cycle” have been 
sown in the most advanced economies.

Source: The ECU Group plc, Market Analyst, Bloomberg

Figure S.10: Global Economic & Technical leading Indicators signal warning ahead 
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Figure S.11: Some of the issues that make us question the “self-sustaining” recovery in major advanced economies

Source: The ECU Group plc, Datastream

MY THOUGHTS ON WORLD MARKETS

Figure S.12: The headline economic numbers mask the nature of the labour market recovery
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MY THOUGHTS ON WORLD MARKETS

But even if we are wrong on the quality of growth, can we really ignore the risks posed by asset bubbles that central bankers 
have heavily blown into, or the amount of leverage added globally since the great financial crisis began? No one ever said the 
life of a central banker was easy, but choosing to ignore asset bubbles does not make the problem go away. And as for the debt 
mountain, it is so large that no individual or economy can grow well. The economic theory shows that in the early days of a 
recovery some debt helps as it gears up activity. However, a tipping point is soon reached after which more debt is a drag, and 
ultimately a total break. We believe that tipping point has been surpassed even if we cannot pinpoint the exact date (FIgure S.13).

 
To conclude, market fragilities are rising and we have put all this together in a simple chart (Figure S.14) to remind you of the 
many factors relevant to fragility are building to a tipping point. Any one of these could be a trigger. We do not know which will 
be the last straw to break the camels back, but there is no shortage of straw. Not only is change constant, but sometimes the effect 
of slow change in these factors can build up to sudden break in a fragile fabric. Like the boy picking pennies in front of a steam 
roller, we have lived to pick up one more, but wonder if we will another?

Figure S.14: Risks contributing to Market Fragility

Figure S.13: The amount of Global leverage added since 2008 will weigh on future Global economic growth

Source: The ECU Group plc

Source: The ECU Group plc, The Economist; International Centre for Monetary & Banking Studies; Centre for Economic Policy Research
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