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M A R K E T  O U T L O O K  <

	� The start of the year was even tougher than we expected. The financial 
crisis worsened dragging down the credit and equity markets. This was 
accompagnied by a crisis on the forex and a surge in commodity 
markets.

	 Unusual times call for unusual remedies

	� Today’s financial crisis is different from its predecessors. This time, it is 
the developed economies that are affected rather than emerging 
economies as in the Asian crisis of 1997 and the Russian default of 1998. 
Nor is massive intervention by the authorities enough to quickly dispel 
systemic risks as it was in the wake of the LTCM collapse. Massive use 
of securitisation and leverage makes this one harder to resolve. Banks’ 
profitability and balance sheets will continue to be heavily affected by 
impairment provisions on assets on residential and commercial 
mortgages, on leveraged loans. The final bill for the crisis is hard to tally: 
a commonly quoted figure is around 600 billion dollars (200 billion dollars 
has already been written down). We are now in a vicious circle: illiquid 
assets, market prices in freefall, indebted investment vehicles having to 
meet ever higher margin calls to offset the dwindling value of their 
portfolios, prompting forced sales which, in turn, lead to further falls to 
reduce leverage. In any financial crisis, there is always one spectacular 
crash and this one was no exception as investment bank Bear Stearns 
sunk under the weight of its illiquid assets. 

	� The Fed had to take exceptional measures to help finance a takeover by 
JP Morgan. The German and UK authorities have also had to step in to 
refloat IKB and nationalise Northern Rock, respectively. Meanwhile, their 
political leaders have been trying to get to the root of the problem, taking 
strong measures to improve the functioning and liquidity of the mortgage 
market (over 200 billion dollars will be pumped back into the market). 
Direct support for borrowers (as in 1990 with the buying up of bad loans) 
or for mortgage lenders is not yet on the cards. The public sector is taking 
on increasing amounts of risk. These measures have not yet had any clear 
impact: tensions persist on the interbank market, confidence in the 
financial sector has not yet returned, credit markets are still paralysed. 
But we must wait for time to do its work.

	 Stock markets: the bulk of the fall is behind us

	� Stock market indices are down by between 15% and 38% from their 
2007 highs in local currency, depending on which stock exchange you 
look at. This matches the typical drawdown seen in a recession. The 
banking sector has been more heavily penalised. January’s lows were 
barely breached despite particularly bad newsflow and some days of near 
panic trading. Stock markets are now in an uncomfortable position. The 
equity risk premium is very high, stock market prices look undervalued 
based on information currently available. Valuation multiples have reached 
lows. In France for instance, the market has been trading on 11.5 times 
2007 earnings. Stock markets always recover before the economy and 
generally respond well to rate cuts. But for a number of reasons we 
would still view such an eventual rebound as a technical rally. These 
include the multi-faceted nature of the current crisis and the fact that 
corporate earnings have only just begun to be revised downward. A 
contraction in profits seems to us likely in Europe and in the USA (rising 
costs, falling margins, currency effects). The less severe pullback by the 
US market, which is at the epicentre of the crisis, is also worrying. Finally, 
it will take a real improvement in credit markets to support any lasting 
rally in stock indices.

“It will take a real
improvement
in credit markets to 
support any lasting 
rally in stock indices
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>  I N V E S T M E N T  R E C O M M E N D A T I O N S

	 �Bonds and money market assets have been the best investments since 
the start of the year. They were also our favoured options last quarter. The 
second quarter starts in unknown territory, with unprecedented levels of 
risk aversion, a euro above $1.50, oil above $100/barrel and gold above 
$1,000/oz, suggesting a degree of caution is still advisable regarding  
risky assets.

	 Bonds: opportunities in the credit market

	� We still like money market assets and bonds, but our enthusiasm for 
bonds has paled somewhat after their recent strong gains on the back of 
the deteriorating economic environment. In contrast, credit markets are 
starting to throw up opportunities. Rate spreads on investment grade 
bonds have widened considerably and are now near all-time highs. 
Current spreads are pricing in a bleak scenario of severe recession and 
default rates above the historical norm. There is no doubt that the current 
extremely low default rates will have to rise. Meanwhile, investors with  
a medium-term horizon can put together a portfolio offering attractive 
yields even though the short-term risks (illiquidity and forced sales) have 
not disappeared.

	 Stock markets: buy carefully

	� In spite of the fall in indices since the start of the year it still looks too 
soon to raise equities exposure significantly. That said, we cannot rule out 
a technical rebound in the current climate of oversold markets, extreme 
risk aversion and the unwinding of short positions. Such movements, 
however, are often hard to capture. On the other hand, in such difficult 
and volatile markets, courage is required to take positions on the days 
when markets have overrun. The key when picking among the many 
stocks now trading on low multiples and high yields is to look at the 
strength of the balance sheet, as cheap credit is no longer there to finance 
growth. Many non-financial companies are also returning dividend yields 
higher than 10-year interest rates.

	� There are opportunities on European markets which have been hard hit 
by the falling dollar. The US market has held up well in dollar terms and is 
still valued at its long-term average. We remain cautious on the Japanese 
market in light of political concerns and the strengthening yen. We also 
remain prudent on emerging markets, particularly in Asia. Despite the 
scale of their correction they are still more expensive overall than 
developed markets and profit forecasts are too optimistic.

	 Alternative multi-management strategies still look good

	� We still see plenty of room for this approach in the portfolios. This is not 
a risk-free option, but opportunities continue to come along and the 
markets’ uncertainty, volatility and lack of discrimination remain potential 
sources of performance, provided the underlying funds offer adequate 
liquidity and transparency.
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T H E M A T I C  F O C U S  <

» �AGRICULTURAL COMMODITIES
	 �In just one year the prices of wheat, soya and maize have risen by 

110%, 80% and 20%, respectively. Rice is at its most expensive for 
34 years. The surge in agricultural prices is inflating price indices in 
developed and emerging economies alike, prompting concerned 
comment in the media and discontent in the public at large. But is this 
rise in the cost of agricultural goods, particularly cereals, a short-term 
or a more structural phenomenon?

	 Wheat prices: a classic bellwether

	 �High-quality wheat has gained 65% since the start of the year, setting 
a record high on the way. This has exacerbated worries among 
consumers and triggered riots in Indonesia, Mexico and the Gulf 
States. Wheat is a staple food and has always been a highly sensitive 
commodity. Its supply and price trends have preoccupied governments 
since antiquity, when Egypt was the world’s breadbasket. Later, the 
axis of the wheat trade shifted to the towns of the Hanseatic League 
and the plains of Poland and the Ukraine. Then, at the end of the  
19th century the wheat market went global with the entry of Argentina, 
Australia, the USA and Russia.

	� Through the centuries, wheat prices have swung continually between 
boom and bust, under the impact of the weather and the politics of 
supply. The first price-stabilisation policies ever introduced were 
designed to try and control wheat prices and mitigate social tensions. 
Agricultural commodities famously lay behind some speculative 
bubbles (tulips, pepper, sugar) but also led to the invention of futures 
trading in the 17th century (wheat and rice) and of the derivatives market.

	 Short-term factors have driven recent price rises

	 �Weather is playing a key role. In 2006 and 2007, most producer 
countries had poor harvests. Drought swept through India and 
Australia, where it destroyed around 60% of the crop. Elsewhere, 
floods struck in the USA, the EU, Canada, Russia and the Ukraine. In 
February 2008, snowstorms wiped out half of China’s soya harvest. 
Global stocks have halved since 2000 to historically low levels, close 
to those seen in the 1970s. Forecasts for 2008 suggest a significant 
rise in global grain supply, but US production remains vulnerable to 
several threats.

	� Prices have also been boosted by an influx of capital as investors 
switched funds into the booming commodity markets. This effect has 
been exacerbated since the start of the year by a massive influx of 
capital seeking refuge from the sliding dollar. Short term, unlike oil 
and metals, supplies of agricultural goods can be increased fairly 
quickly (in one or two planting seasons): high prices encourage 
planting and this in itself brings down the price. That said, increasing 
urbanisation means emerging countries are struggling to find much 
new land for cultivation.

	�
	� In three years we have seen a 70% jump in the price of agricultural 

commodities, comparable to the spike between 1970 and 1975  
(see chart right). But, in constant dollars, agricultural prices are still a 
long way off their 1975 peak and have in fact only just got back to 
1990 levels.
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INVESTMENT STRATEGY

>  T H E M A T I C  F O C U S

» �AGRICULTURAL COMMODITIES (continued)
	 Structural factors are also at work...

	 �The global population boom: between 2000 and 2030 the world’s 
human population is projected to grow from 6.1 billion to 8.3 billion, 
according to the United Nations.

	� Increased consumption in emerging markets: based on FAO forecasts 
for 2015-2020, 80% of the growth in global food demand will come 
from emerging markets, driven by several factors including rising 
income per head, increasing urbanisation and the spread of western 
lifestyles. Demand will be most heavily focused on animal products, 
especially in Asia and particularly in China where the growth in meat 
rearing and consumption has fed swelling demand for grains and 
soybean meal.

	� Biofuel demand: the markets for cereals, sugar, palm oil and oil-seed 
crops have been heavily impacted by the introduction of policies to 
promote biofuels in many countries. The USA is targeting production 
of 140 billion litres of biofuel by 2022 compared to 30 billion in 2008. 
As a result, the raw ingredient, maize, will go from making up a fifth 
of the world’s cereal harvest in 2007 to 32% in 2016. Europe is relying 
on rape and maize. Ethanol, made from maize and wheat, is making 
up an ever larger share of the market. In Brazil, the world’s leading 
producer of both sugar and ethanol, annual ethanol production from 
sugar cane should reach 44 billion litres by 2016, up from 21 billion at 
the moment. The volume of sugar cane used for ethanol is set to rise 
by 120% between 2006 and 2016 and will ultimately swallow up 60% 
of the global cane crop.

	� Inflation and the rise in food prices: the impact of rising food prices is 
far more keenly felt in emerging economies, where food makes up 
around 30% of the price index compared to just 15% in developed 
countries. This creates social tensions, tempting governments to 
respond with subsidies, of bread prices for instance, or by imposing 
export tariffs.

	 CONCLUSION

	 �Rising demand for agricultural products as energy commodities has 
transformed the market. Medium term, it could drive prices up to a 
new level. However, a decline in protectionist agricultural policies, 
which are still rife, could ease prices for some products and boost 
productivity. The structural factors outlined above will tend to 
encourage higher prices, but there is no linear uptrend. We would 
therefore recommend some general exposure to agricultural 
commodities for balanced portfolios investing in commodities, but 
wait until the price surge of recent weeks falls back. There are also 
possibilities for indirect investment in this area: in sectors such as the 
agri-food or agricultural equipment industries, seed and fertiliser 
producers and countries such as Brazil and Argentina.
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