
Overview

Walking a Tightrope

Global equities are navigating contrasting economic sce-
narios. In the upside scenario, key inflation measures in DM 
economies are falling, increasing the odds of a Fed pause and 
a ‘soft-landing’ scenario. However, long and variable mone-
tary policy lags remain a risk, and leading cyclical indicators 
continue to signal caution. Our allocations continue to balance 
these risks and look for strategic value opportunities.

Despite tighter monetary policy, global equities have risen since the 
last Developed Market (DM) Quarterly Outlook. Signs of disinfla-
tion and speculation about generative AI growth were two factors 
contributing to the strength of global stocks. Both positive devel-
opments justify a higher weighting to the ‘soft-landing’ scenario. 
However, we expect earnings to be weighed down by the long and 
variable lags from restrictive monetary policy. At the same time, DM 
inflation must fall further before the Fed and other central banks can 
consider rate cuts. Our current country allocations continue to avoid 
excessive exposure to either pro-cyclical or defensive countries given 
the contrast between positive disinflation and AI developments and 
more restrictive policy in DM economies.

Recent data reinforces our baseline view for further activity weak-
ness with some exceptions. The global PMI composite index fell 
to 51.7 in July from a peak of 54.4 in May. China and the Euro 
area were notably weak within the global indicator, while US data 
remains more resilient in July. The overall data set is still far from 
recessionary, but the deceleration justifies maintaining some defen-
sive exposure. Developments in inflation are encouraging, but the 
level of inflation in key DM markets is still too high. US Core PCE 
has fallen from its peak but remains above the Fed target at 4.1% 
yoy. We expect a further deceleration of the core measure going 
into year-end, which all else equal, should be interpreted positively 
for rate-sensitive sectors following a disruptive period of rate hikes 
in 2022-23. Indeed, the current set of Fed dot plots implies a peak 
in interest rates is near, while some Emerging Market (EM) central 
banks have already commenced their cutting cycles. However, we 
temper some optimism, given that historically reliable leading indi-
cators (e.g., the yield curve and credit conditions) continue to signal 
a likely slowdown in activity over the next six to twelve months. 

Market Strategy: Overall valuation measures remain rich for the 
global MSCI ACWI Index at a 12m forward PE of 17x. The MSCI 
World ex-US Index continues to offer more value at 13x. Our coun-
try allocations represent a balance between contrasting economic 
scenarios with a greater weight to a growth and earnings slowdown. 
There have been no view changes since our last Quarterly Outlook, 
but our biases have shifted within our country allocation:

•	Technology: The MSCI US Index has a high weighting to  
	 Technology, which has benefitted from growing excitement  
	 surrounding generative AI. In addition, the US market is pricing  
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	 a peak in the terminal Fed rate around 5.40% in November.  
	 The combination of these factors is positive for US equities;  
	 however, at a 20.9x 12m forward P/E multiple, we currently  
	 see limited value in the US. We, therefore, maintain a neutral  
	 allocation in the US. We prefer to gain exposure to these trends  
	 via the MSCI EM Index, which is heavily weighted to advanced  
	 semiconductor stocks and historically benefits from a fall in US  
� rates and the US dollar. Further policy support in China is also  
	 an upside risk. We maintain the EM overweight.

•	Commodities: Energy stocks have remained a laggard this year  
	 and now trade at an attractive 10x forward P/E (MSCI ACWI  
	 Energy Index). Given the recent strength in oil prices (Brent  
	 crude now at $86/bl) and the extension to OPEC+ cuts, we see  
	 scope for Energy stocks to rebound over the remainder of the  
	 year. We, therefore, maintain our overweight allocation to  
	 Canada and the UK. We also maintain our Australia overweight  
	 given the risk of broader commodity strength. 

•	Cyclicals: We maintain our underweight to the Eurozone.  
	 Historically, the index tends to exhibit a higher beta to the  
	 growth cycle, and recent Euro area data is decelerating, which  
	 should further reinforce this trend. We see less risk to Japan and  
	 maintain our neutral allocation. While historically a higher beta  
	 market, corporate governance reforms in Japan are a potential  
	 long-term value opportunity.  

•	Defensives: We remain underweight in Switzerland, but we are  
	 trimming the size of our underweight allocation given the  
	 recent cheapening in the index. We expect Swiss equities and the  
	 UK to benefit from a further deceleration in global earnings.

Global Equity Allocation Breakdown
Chg -2 -1 0 +1 +2

US -
Canada -
Eurozone -
Switzerland -
UK -
Japan -
Australia -
EM -

International Equity Allocation Breakdown
Chg -2 -1 0 +1 +2

Canada -
Eurozone -
Switzerland -
UK -
Japan -
Australia -
EM -
Note: Up/down arrows indicate a positive/negative change in our asset allocation compared 
to the previous quarter. A dash indicates no change. Source: CLIM
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United States
NW (Global Index)

Recent strength in the tech sector has led to unattractive 
valuations.

*US$ total return relative to MSCI ACWI. Latest is three-month return.

Source: Bloomberg

Megacap tech stocks have increased thanks to potential earnings 

growth surrounding generative AI. Also, the sector historically 

benefits from a lower discount rate, which the market may already 

be extrapolating as we approach the terminal rate. Although peak 

rates should support US equities, we can still expect to see the 

full impact of the hiking cycle with its long and variable lags. 

The Senior Loan Office Survey and several other credit-availabil-

ity measures suggest that bank lending conditions are noticeably 

tighter than the long-run average, reducing an important source 

of growth for the US economy. The consequences of the spring 

banking crisis are also beginning to affect the availability of loans 

and credit. 

Earnings forecasts for 2023 are flat, and most of the upward 

movement in recent quarters was from re-rating rather than earn-

ings growth. Several previously reliable leading indicators suggest 

that a US recession is likely, but the US labour market remains 

strong. Robust employment data, falling headline inflation, and 

resilience in some economic data – the above consensus GDP 

data, for example – suggest that a soft landing is possible. Still, we 

believe the equity market is currently pricing in a less likely positive 

economic outcome, particularly as excess pandemic savings are 

depleted over time.

Market Strategy: The MSCI forward P/E ratio is currently 20.9x. 

We expect the US to maintain some valuation premium relative to 

international equities due to structural advantages. However, we 

think this valuation is too rich at this point of the economic cycle, 

and we anticipate a better entry point in the future. We retain our 

neutral allocation.

Eurozone
UW (Global and Global ex-US index)

Recession risks and cyclical exposure keep us underweight.

*US$ total return relative to MSCI ACWI. Latest is three-month return.

Source: Bloomberg

During early 2023 the Eurozone saw some significant outperfor-

mance – the best performing of our DM regions over the past 

twelve months. Around the turn of the year, stronger-than-ex-

pected economic data, rising interest rates, and a moderation 

in natural gas prices allowed performance that belied the funda-

mentals. The last three months (May – July) have seen many of 

these trends reverse, and the MSCI Eurozone underperformed 

the MSCI ACWI. We expect this underperformance to continue.

Increasingly, the cyclical and value companies representing the 

largest weight in the European index face headwinds as rates 

approach a local peak and energy prices look to have bottomed. 

We believe that the current earnings projections, which are already 

subdued, are vulnerable to being revised downward, and the full 

impact of the hiking cycle is yet to hit the economy. If we see 

further weakness in energy prices, this is likely due to a recession. 

In this case, the cyclical biases of European equities are not well 

positioned for such an environment.

Several indicators suggest a period of economic weakness for 

Europe. European GDP was fractionally negative in Q1 and 0.3% 

qoq in the Q2 release. The manufacturing PMI data has been 

consistently in contractionary territory, and the Eurozone aggre-

gate has fallen below 50 in the June and July composite PMI data. 

With core inflation resilient, the ECB may hike rates high enough 

that they begin to hurt some of the weaker European economies. 

The ECB forecast an annual GDP of 0.9% in 2023, which is wide-

ly seen as overly optimistic. 

Market Strategy: Despite the relatively low P/E rating (13.1x), 

given the risk of recession in Europe and the unfavourable indus-

trial/stylistic composition of the index, we maintain our under-

weight to Europe.

3Y history

GDP, % qoq 
saar 2.4 Q2

PMI, index 46.4 Jul

CPI, % yoy 3.0 Jun

Policy rate, % 5.38 Jul

MSCI USA* 2.4% Jul

EPS, % yoy 2.6 Jul

Trailing P/E 22.8 Jul

Latest
3Y history

GDP, % yoy 0.6 Q2

PMI, index 42.7 Jul

CPI, % yoy 5.3 Jul

Policy rate, % 4.25 Jul

MSCI 
Eurozone* -5.5% Jul

EPS, % yoy 9.5 Jul

Trailing P/E 16.2 Jul

Latest
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Japan
NW (Global and Global ex-US index)

Recent corporate improvements are positive, but the index’s 
sectoral composition may weigh on performance.

*US$ total return relative to MSCI ACWI. Latest is three-month return.

Source: Bloomberg

After an extended period of underperformance, Japanese equities 
have grown faster than the MSCI ACWI Index on both three- and 
twelve-month bases, reaching multi-decade highs. Japanese equi-
ties have been boosted by changes instigated by the Tokyo Stock 
Exchange’s push for a focus on enhancing corporate value and 
sustainable growth. Furthermore, Japan’s relatively late post-pan-
demic re-opening gave investors confidence in earnings growth 
this year. Japan has also had a comparatively strong economy and 
seen a rise in inflation. 

One impact of the strong returns this year is that Japanese equi-
ties have been bid up to high multiples relative to their recent 
history (MSCI Japan P/E ratio is 15.3x). Also, the Bank of Japan 
recently altered the parameters of its Yield Curve Control policy, 
paving the way for higher interest rates. If Japan moves to a more 
inflationary, higher-rate environment, it might be appropriate to 
expect a higher multiple under these circumstances.

There remain a large number of companies trading at price-
to-book ratios below one, and Japan is cheap on some other 
measures. These valuations, comparatively cheap borrowing, and 
corporate governance changes have attracted international capital 
flows. These have helped to buoy asset prices but might prove 
fleeting if the governance reforms prove slow or economic condi-
tions deteriorate.

Market Strategy: Corporate governance reform is an opportuni-
ty for Japan to create value for shareholders, as we have seen in 
recent periods. We have an upward bias for Japanese equities, but 
its sectoral composition is not favourable. Higher local rates could 
spur Yen strength and weigh on exporters, while the country’s 
dependence on oil imports may prove unhelpful if energy prices 
continue to rise. We remain neutral in our positioning.

Emerging Markets
OW (Global and Global ex-US index)

Despite risks to China, we believe Emerging Market equities 
offer attractive return potential.

*US$ total return relative to MSCI ACWI. Latest is three-month return. Economic indica-
tors are GDP-weighted with the exception of PMI, which is value-added-weighted.

Source: Bloomberg

Over the past three months, the MSCI EM Index fractionally 
underperformed the DM equivalent, with China weighing on the 
index. EM economies look relatively robust and are less indebted 
(in most cases, China excepted) than many of their DM equiv-
alents. EMs also tend to perform better as the dollar weakens, 
which is realistic in coming periods – the Fed seems closer to its 
terminal rate than in many other DM economies, and the USD is 
overvalued according to standard measures. In addition, EM equi-
ties have a relatively large weighting to Tech and semiconductors, 
and will be beneficiaries of further growth in this area. EM earn-
ings are forecast to fall in 2023, though we expect a more robust 
recovery in 2024.

EM central banks acted more appropriately to the rise in post-pan-
demic inflation. They raised rates earlier, controlled inflation earli-
er, and are now, in some cases, beginning to cut policy rates earli-
er, aiding their equity markets. This response gives investors more 
certainty and a greater potential for a tailwind from reducing rates. 

China remains an important element. It is the largest weight in the 
index and is facing some genuine headwinds. However, Chinese 
policymakers remain committed to their growth targets and face 
few political obstacles should they wish to implement further 
stimulus. Chinese companies are also well positioned for earnings 
growth in the AI and renewable energy transition space.

Market Strategy: Taiwan and Korea may benefit from a rebound 
in the semiconductor sector, and some other areas offer an upside 
bias. On aggregate, Emerging Market equities offer attractive 
return potential and exposure to key long-term thematic trends 
such as AI and the renewable energy transition. We remain over-
weight. 

3Y history

GDP, % yoy 1.9 Q1

PMI, index 49.6 Jul

CPI, % yoy 3.3 Jun

Policy rate, % -0.10 Jul

MSCI Japan* 0.7% Jul

EPS, % yoy -9.0 Jul

Trailing P/E 18.4 Jul

Latest 3Y history

GDP, % yoy 3.6 Q1

PMI, index 50.2 Jul

CPI, % yoy 2.8 Jun

Policy rate, % 6.10 Jul

MSCI EM* -0.1% Jul

EPS, % yoy -10.8 Jul

Trailing P/E 13.8 Jul

Latest
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United Kingdom
OW (Global and Global ex-US index)

Valuations are very cheap, but we are increasingly concerned 
that they are cheap for valid reasons.

The UK forward P/E has fallen to 10.6x, below its average of 
the past five years (12.2x). Despite appealing valuations, the UK 
economy risks stagnation. UK inflation has been more persistent 
than many other DMs. There are signs that it has peaked, but it 
remained at 7.9% in June. Consequently, there is more uncertainty 
over the path of the UK base rate. On the positive side, the MSCI 
UK Index generates most earnings overseas. Consequently, weak 
domestic data may have a positive impact on the equity market via 
a weaker currency and higher nominal earnings growth. In addi-
tion, if there is to be a broad market sell-off, then the cheaply rated 
UK market might fare comparatively better. Alternatively, the UK 
has a larger weighting to the Energy sector and Materials. The UK 
is well positioned to benefit from a rebound in commodity prices.  

Market Strategy: A positive catalyst has been elusive for UK equi-
ties. We remain overweight due to attractive valuations, a compar-
atively high sector weighting to defensive sectors and the index’s 
high energy exposure which is well positioned to benefit from the 
recent rebound in crude oil prices. 

Australia
OW (Global and Global ex-US index)

Earnings growth remains sluggish, but equities should rebound 
with any strength in commodities.

Australia has strong financial links with China, making the Chinese 
economic weakness and the possibility of an upside surprise key 
considerations. However, despite the soft Chinese economic data, 
Australian exports to China have held up and could grow fur-
ther if the economy picks up. There are signs that the Australian 
economy is starting to show weakness, but the equity market 
is reasonably concentrated – Financials and Materials make up 
over half the index. The Material sector would benefit from an 
uptick in Chinese activity, particularly the housebuilding sector, 
or a broader increase in global commodity prices. Similar to the 
Canadian financial sector, multiples are already near the levels of 
previous recessions, which we do not believe is a fair reflection of 
a well-capitalised industry. We believe that this could provide an 
upside risk for the market.

Market Strategy: We remain overweight Australia. The domestic 
economy remains a headwind for earnings. However, we see a few 
potential positive catalysts for the market over the coming months. 
The financial sector is already priced for a recession outcome and 
will likely re-rate from any signs of growth. Also, an uptick in com-
modity prices, or from Chinese strength, would also be supportive 
for this market.

Canada
OW (Global and Global ex-US index)

Canadian equities are well positioned to benefit from an ener-
gy rebound.

Canadian equities are trading below the post-GFC average multi-
ple (current P/E ratio of 13.2x compared to 14.2x for the prior 
15 years). Financials represent the largest weight in the index 
and were recently trading at valuations similar to the depths of 
the GFC. Although they have recently risen slightly, they still 
offer upside potential. Energy (17.4% of the index) and Materials 
(11.4%) also make up large weights, offering potential outperfor-
mance – the recent climb in the oil price has not yet been fully 
reflected in the equity prices, and there is room for commodity 
prices to rise further. The Canadian economy has been relatively 
robust, with a strong labour market and falling inflation. There 
are risks though, as inflation may not continue to fade, prompting 
further central bank action. Households are also highly levered, 
making a slowdown in consumer spending possible. 

Market Strategy: Despite potential risks, we remain overweight 
Canadian equities. The index is attractively priced, and the sectoral 
composition will benefit from a rebound in energy prices. The 
domestic economy will likely face headwinds, but the financial 
sector is already priced for a recession. We thus remain overweight.

Switzerland
UW (Global and Global ex-US index)

Valuations have retreated and Swiss equities have a defen-
sive tilt.

Swiss inflation was less of a concern than most other developed 
markets, peaking at just 3.5%. It has since fallen back to 1.6% with 
relatively little action from the central bank. The past strength 
of the Franc helped reduce inflationary effects. Despite this 
comparative success, economic momentum has been poor, and 
several business surveys are now in contractionary territory. In 
time this weakness may lead to a rise in the unemployment rate. 
Switzerland’s close economic ties with the Eurozone mean it is 
vulnerable to any slowdown that they experience, and given that 
we already see weakness in Europe, most noticeably in Germany, 
we do not think that Switzerland can escape a slowdown. Earnings 
growth is expected to be relatively strong but is vulnerable to 
downgrades, though the multiples have been cheapening.

Market Strategy: We remain underweight in the Swiss mar-
ket, fearing it is vulnerable to a broader European slowdown. 
However, primarily due to its defensive characteristics, we are 
trimming our position.

The information contained herein is obtained from sources believed by CLIM to be 
accurate and reliable. No responsibility can be accepted under any circumstances 
for errors of fact or omission. Any forward looking statements or forecasts are based 
on assumptions and actual results may vary from any such statements or forecasts.
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