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Equity markets are oversold, offer value and are in a strong
position to rebound.
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Equity markets are oversold across a number of technical indicators. The extent of the condition varies
according to the indicator but overall it suggests that the downside for markets is limited from here and that
a rebound is due — one with a bit more energy than last month’s feeble effort. The obverse, or flip side of
this, is worth noting, namely that the US Treasury market is overbought. A bout of profit-taking should thus
lead to some rotation back into equities.

The FTSE All-World Index is down nearly 15 percent from this year's April peak. As the chart above
shows, this has enhanced the valuation for equity markets, as measured by the bond-equity earnings yield
ratio and using as the comparator the yield on US Treasuries. However, as the top chart on the next page
shows, the bond-equity earnings yield ratio, using as the comparator the yield on US dollar ‘investment-
grade’ corporate bonds, is at its lowest for over two decades. On this metric the valuation for equity
markets is seriously compelling.

But you have to believe the earnings story in which the top line is now complimenting the cost cutting and
restructuring effort that has been feeding through to the bottom line. As the lower chart on the next page
indicates, the recovery has been surprisingly strong — just look at that climb — and in our view,
unsustainably so. In recent weeks the earnings revisions ratio (red line) has fallen back as fewer
companies have seen their mean earnings estimates revised up and more companies have seen their
mean earnings estimates revised down. However, this is partly what the correction in equity markets has
been about.

This loss of earnings momentum parallels what has been happening in the context of the bigger picture.
As the latest from Consensus Economics Inc shows, the upgrading of forecasts for GDP growth in the
developed economies has stalled after more or less constant upward revisions to the forecasts — month-in-
month-out — over the past year. However, this loss of momentum in the macro news flow is a ‘typically’
cyclical phenomenon. Also one very important part of the general backdrop for equity markets is that, while
interest rates are going up elsewhere, neither the Federal Reserve, nor the European Central Bank, nor
the Bank of Japan, nor the Bank of England are likely to put them up any time soon.



The sovereign debt crisis, the related problems with banks, Europe’s fiscal austerity and, elsewhere,
central bank normalization, have all brought the prospect of a double dip more closely into focus. To
repeat, it's what the correction in equity markets has been all about and they are now oversold, attractively
valued and in a strong position to rebound on any good earnings news flow.

Next week, US companies start reporting on their second quarter earnings. It will be of interest to see how
the big internationals distinguish their operating environments between the developed and the developing
economies. Emerging Asia-Pacific and Latin America have played a lead role in the cyclical upswing and
Europe has lagged. The markets are likely to be acutely sensitive to the way companies offer guidance on
the outlook in light of the loss of momentum underlying the recovery in the global economy.

A ‘decent’ earnings season would help set to rest some of the apprehension that has weighed on equity
markets and make our year-end target for the FTSE 100 of 5500 (formed before the end of last year) look
like something to go for.
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IMPORTANT NOTES

The information contained in this report represents an impartial assessment of the value or prospects of the
subject matter. Graphs, performance data etc are as at the close of business on the day preceding the date of the note.
The information contained in this report has been taken from sources disclosed in this presentation and is believed to be
reliable and accurate but, without further investigation, cannot be warranted as to accuracy or completeness. The
opinions expressed in this document are not the views held throughout Brewin Dolphin Ltd. No Director, representative
or employee of Brewin Dolphin Ltd. accepts liability for any direct or consequential loss arising from the use of this
document or its contents. We or a connected person may have positions in, or options on, the securities mentioned
herein or may buy, sell or offer to make a purchase or sale of such securities from time to time. In addition, we reserve
the right to act as principal or agent with regard to the sale or purchase of any security mentioned in this document. For
further information, please refer to our conflicts policy, which is available on request or can be accessed via our website
at www.brewindolphin.co.uk. The value of your investment or any income from it may fall and you may get back less
than you invested. Past performance is not a guide to future performance. If you are in any doubt concerning the
suitability of these investments for your portfolio you should seek the advice of a qualified investment adviser. Brewin
Dolphin Ltd, a member of the London Stock Exchange, authorised and regulated by the Financial Services Authority.
Registered office: 12 Smithfield Street London EC1A 9BD. Registered in England and Wales no 2135876.




