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CHALLENGING CYCLICAL
PROFIT OUTLOOK AND THE

IMPLICATIONS FOR INVESTORS

The past year has been a relatively challenging one
for investors.

At the time of writing (October 2015), most global equity
markets have declined on the year, while many emerging
markets (EM) have fallen by more than 10% in US dollar terms.
The poor returns were due to the growth scare in China and

EM that triggered a panic in risk assets through August-October
2015 and sharp declines in commodities and commodity linked
markets over the year. Sadly, there has also been very little
diversification for investors. Returns on sovereign bonds and
most credit markets have been equally dismal.

Looking forward, the key question for investors is
whether weakness in global growth will develop into a
genuine profit recession, or, whether the episode has
reduced valuations to the point where investors ought
to increase the risk allocation in portfolios?

There are four key points to consider:

Global equities, while not cheap, still offer
better value than bonds

First, in contrast to the episode in 2012, global equities are
currently not that cheap in aggregate on an absolute basis. The
MSCI World Index earnings yield (the inverse of the price-to-
earnings ratio and a proxy for the expected real return) trades at
6.8% compared to over 11% in 2012 (refer to Fig.4). To be fair,
the outright valuation of Asia and EM is more attractive

at 9% and 9.8% respectively. On the whole, equities are not
that cheap in absolute terms. However, the earnings yield on
global equities is still considerably more attractive relative
to the yield on a basket of sovereign bonds (1.1%).
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Keep an eye on the profit cycle

Second, equity valuation is always conditional on earnings or
profits. Estimated earnings on the MSCI World Index are now
falling relative to one year ago and are the weakest since the last
recession (refer to Fig.5). Our fear is that the correction in global
equities reflects a genuine deterioration in the profit cycle. While
the weakness at a global aggregate level probably reflects the
cyclical deterioration in manufacturing and trade, it is possible
that there are also structural conditions weighing on profits in
select markets. If profits keep falling, world equity markets will
probably perform poorly from here.

EM weakness may linger

Third, this trend of underperformance in EM is not new

and has been underway since 2011. It probably reflects the
secular slowdown in China’s trend growth and shift in growth
composition from manufacturing and infrastructure to services.
As a result, there has been reduced demand for commodities,
basic materials and capital goods that has been exacerbated by
the dramatic increase or excess supply in these goods over the
past five years. The ongoing weakness in global manufacturing,
trade, Asian exports, and commodity and producer prices is
evidence of this trend. While this condition is well appreciated,
our fear is that it is legitimate and not fully played out nor priced
into all related assets (refer to Fig.6).

Fig.4. World equity risk premium (%)

US and Europe show firmer growth trends

Fourth, the good news is that growth in the domestic US economy
and Europe remains firm. The US unemployment rate is near full
employment (5.1%) and housing activity is contributing to growth.
In Europe, loan growth is expanding for the first time in ten years.
At the same time, low headline and core inflation is likely to
maintain interest rates at extremely accommodative levels.

High yields and EM could face more
challenging times

The challenges noted above have also been evident in the credit
markets with widening high yield spreads in the US corporate
bond market largely as the energy sector got sold off. That
sector represents around 17% of the US high yield debt market.
While high yield spreads offer above average levels of spread
(or risk) compensation, a genuine profit recession would be
challenging for the sector’s fundamentals. A rise in default rates
is also plausible next year.

Similarly, the weakness in commodity prices and the US dollar
strength has exacerbated and contributed to the material
declines in commodity linked EM currencies; a number are
trading at 2002 trough levels in nominal terms and while
external sovereign debt and imbalances are lower than in the
past, private sector credit has increased since the last crisis and
might contribute to a challenging phase for EM next year if US
dollar strength and/or commodity price weakness persists.
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—— MSCI All Country World equity yield: 6.6%
— Citigroup World Government Bond Index yield: 1.1%

Source: Thomson Routers Datastream, as at 4 November 2015.
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Fig.5. MSCI All Country World forward earnings per What's in store for 20162
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Source: Thomson Routers Datastream, as at 3 October 2015.

Fig.6. MSCI Emerging Market Index and forward
earnings per share relative to World
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Disclaimer
This document is produced by Eastspring Investments (Singapore) Limited and issued in:

Singapore and Australia (for wholesale clients only) by Eastspring Investments (Singapore) Limited (UEN: 199407631H), which is incorporated
in Singapore, is exempt from the requirement to hold an Australian financial services licence and is licensed and regulated by the Monetary Authority
of Singapore under Singapore laws which differ from Australian laws.

Hong Kong by Eastspring Investments (Hong Kong) Limited and has not been reviewed by the Securities and Futures Commission of Hong Kong.

United Arab Emirates by Eastspring Investments Limited which has its office at Precinct Building 5, Level 6, Unit 5, Dubai International Financial
Center, Dubai, United Arab Emirates. Eastspring Investments Limited is duly licensed and regulated by the Dubai Financial Services Authority (DFSA).
This information is directed at Professional Clients as defined by the Conduct of Business rulebook of the DFSA and no other person should act on it.

United States of America (for institutional clients only) by Eastspring Investments (Singapore) Limited (UEN: 19940763 1H), which is incorporated
in Singapore and is registered with the U.S Securities and Exchange Commission as a registered investment adviser.

Luxembourg (for institutional and professional investors only) by Eastspring Investments (Luxembourg) S.A., Grand-Duchy of Luxembourg.

United Kingdom (for institutional and professional investors only) by Eastspring Investments (Luxembourg) S.A. - UK Branch, 125 Old Broad
Street, London EC2N 1AR.

Chile (for institutional clients only) by Eastspring Investments (Singapore) Limited (UEN: 19940763 1H), which is incorporated in Singapore and is
licensed and regulated by the Monetary Authority of Singapore under Singapore laws which differ from Chilean laws.

The afore-mentioned entities are hereinafter collectively referred to as Eastspring Investments.

This document is solely for information purposes and does not have any regard to the specific investment objective, financial situation and/or particular
needs of any specific persons who may receive this document. This document is not intended as an offer, a solicitation of offer or a recommendation,
to deal in shares of securities or any financial instruments. It may not be published, circulated, reproduced or distributed without the prior written
consent of Eastspring Investments.

Past performance and the predictions, projections, or forecasts on the economy, securities markets or the economic trends of the markets are not
necessarily indicative of the future or likely performance of Eastspring Investments or any of the funds managed by Eastspring Investments.

Information herein is believed to be reliable at time of publication but Eastspring Investments does not warrant its completeness or accuracy and is
not responsible for error of facts or opinion nor shall be liable for damages arising out of any person’s reliance upon this information. Any opinion or
estimate contained in this document may subject to change without notice.

Eastspring Investments (excluding JV companies) companies are ultimately wholly-owned / indirect subsidiaries / associate of Prudential plc of the
United Kingdom. Eastspring Investments companies (including JV's) and Prudential plc are not affiliated in any manner with Prudential Financial, Inc.,
a company whose principal place of business is in the United States of America.

For more information please contact our local office or email content@eastspring.com
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