
 

LOOKING TO 2012 

 
An eventful period 
This year has been an extremely eventful and difficult period for risk assets, taking in 
social unrest and uprisings in a number of Middle Eastern countries; a major 
earthquake and nuclear emergency in Japan; floods in Thailand; concerns about 
Chinese and global growth; riots in the UK and the small matter of the ongoing 
eurozone debt crisis.  It is this latter crisis that has dominated investors’ thoughts in 
the final quarter, leading to significant volatility and weakness in equities and higher-
yielding fixed income assets while providing further support to core government 
bonds.  Given 2011’s event-heavy background, however, equities have actually held 
up relatively well over the course of the year.  We believe that this is due in part to 
valuations, with markets already factoring in a significant slowdown in global 
economic and corporate earnings growth. 
 
Invisible force of deleveraging 
We have been below consensus in our economic forecasts for much of this year and 
we remain cautious on the outlook for the developed world today.  The process of 
deleveraging will constrain growth for several years; we are forecasting growth of 
1.5% in the US in 2012.  Meanwhile, the challenge of addressing the structural 
problems in the eurozone is likely to lead to a period of economic contraction in that 
area.  Conversely, we remain more optimistic about the prospects for emerging 
markets.  In China, we believe that the authorities will succeed in engineering a “soft 
landing” and expect the economy to grow by around 8% in 2012.  This will help to 
keep global growth in positive territory. 
 
All eyes on the eurozone 
The eurozone debt crisis continues to intensify and there now appear to be two 
possible outcomes.  The first is that Greece and possibly other over-indebted 
nations are forced out of the single currency and have to endure a rapid re-
adjustment through devaluation and a probable banking crisis.  The second is that 
the ECB changes its current anti-inflationary stance, agrees to print money and 
guarantees all of the bonds of the troubled peripheral issuers.  The adjustment in 
standards of living in this instance would take longer but would still be painful.  Each 
of these outcomes has very different implications for markets and, at present, 
investors appear to be ascribing them equal probability.  Whilst it is very difficult to 
predict the end game, our central case is that the ECB will eventually be forced 
down the route of printing money, but not before the crisis has intensified further.  
Thus, investors may get a chance to invest in risk assets at lower levels before the 
crisis comes to a conclusion. 
 
Credit risk infects government bond markets 
Core government bond markets have found support from their “safe haven” status, 
but the number of markets ascribed this status is steadily shrinking.  Outside the US, 
Germany and the UK, most bond markets are now seen as carrying significant credit 
risk, and this has driven yields in the more troubled markets to unsustainably high 
levels.  Conversely, “safe haven” markets now offer such low yields that there is 
limited scope for healthy positive total returns.  Moreover, with yields below the rate 
of inflation in many areas, there is a heightened risk of losses in real terms.  At the 
same time, the US and UK in particular are also struggling with very high debt levels 
which make their low yields hard to justify. 
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The search for yield 
In light of the lacklustre growth outlook, and to balance the tight fiscal policies being 
run in many markets, interest rates are set to be kept at historically low levels over 
the medium term.  With government bond yields also offering little value, the search 
for yield is set to be a major theme in 2012.  A number of asset classes could benefit 
from this theme.  For example, emerging market and corporate bonds continue to 
offer healthy yields, coupled in many areas with robust fundamentals.  Company 
balance sheets are generally strong following several years of prudent cash 
management, while emerging market economies are benefiting from superior 
growth, relatively low debt and high FX reserves.  As such, we continue to prefer 
these areas within fixed income. 
 
Alternative sources of income 
Elsewhere, the excess yield offered by UK commercial property over gilts is at 
historically wide levels and, although some areas of the property market are likely to 
suffer headwinds in 2012, the yield should be well underpinned.  Meanwhile the 
dividend yield on many good quality companies’ shares is higher than the 
corresponding corporate bonds.  This, together with the scope for dividend and 
capital growth over the long term, is likely to see equity income products remain in 
favour. 
 
Survival of the fittest 
We have identified a number of other equity market themes in addition to the search 
for yield.  The first is that we expect the strong to continue to get stronger in 2012.  
Poor management, flawed business models and weak franchises are likely to 
struggle in the tough economic conditions we foresee, while proven management 
teams with robust models will prosper.  Many of these quality companies are 
inexpensively valued, affording them significant scope to outperform.   
 
Growth in a low-growth world 
Secondly, we continue to focus on businesses that offer growth in a low-growth 
world.  For example, we favour companies selling into emerging markets; 
businesses with access to a secular theme such as the provision of healthcare 
services to ageing populations; or companies with superior products or intellectual 
property that will help to cushion them from the economic cycle.  We are also finding 
good opportunities among companies that are undertaking “self-help” initiatives – 
where new management, cost cutting, share buybacks or other factors are creating 
potential value that is not yet reflected in the share price. 
 
Asset allocation summary: overweight in equities… 
Despite the ongoing eurozone crisis and the lacklustre economic outlook in the 
developed world, we remain overweight in equities.  Company balance sheets are 
strong, many businesses are returning cash to shareholders via healthy dividends or 
share buybacks and valuations are very attractive on a range of measures relative to 
history and to most other assets.  The current uncertainties make it hard to predict 
exactly when this value will be unlocked, but we remain confident that equities offer 
the best return potential over the medium term. 
 
…and underweight in bonds 
Government bonds appear particularly expensive to us and, given negative real 
yields and the high levels of debt facing many issuers, we see little scope for healthy 
total returns over the medium term.  This leads us to be underweight in bonds in 
aggregate, although we do see good value among corporate, high yield and 
emerging market issues, where excess yields provide ample compensation for the 
modest additional risks.  Elsewhere, tight supply/demand metrics make us positive 
on commodities.  Meanwhile, the difficult UK economic background might cause 
commercial property vacancy rates to move higher but the asset class offers a very 
attractive yield relative to gilts.  Finally, we remain underweight in cash as we believe 
that interest rates are likely to remain at historic lows and that, as a result, better 
opportunities exist in risk assets. 

 
 
 
 
 
 



 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
For Investment Professionals use only, not to be relied upon by private investors. Fund 
performance source Morningstar, bid to bid, gross of charges.  Attribution source Factset.  Past 
performance is not a guide to the future. The value of investments and any income from them can go 
down as well as up.  This material is for information only and does not constitute an offer or solicitation of 
an order to buy or sell any securities or other financial instruments, or to provide investment advice or 
services. The mention of any specific shares or bonds should not be taken as a recommendation to deal. 
The research and analysis included in this document has been produced by Threadneedle Investments 
for its own investment management activities, may have been acted upon prior to publication and is made 
available here incidentally. Any opinions expressed are made as at the date of publication but are subject 
to change without notice. Information obtained from external sources is believed to be reliable but its 
accuracy or completeness cannot be guaranteed. Issued by Threadneedle Investment Services Limited. 
Registered in England and Wales, Registered No. 3701768, St Mary Axe, London EC3A 8JQ, United 
Kingdom. Authorised and regulated in the UK by the Financial Services Authority. Issued in Hong Kong by 
Threadneedle Portfolio Services Hong Kong Limited ("TPSHKL"). Registered Office: 21F ICBC Tower, 
Citibank Plaza, Central, Hong Kong. Registered in Hong Kong under the Companies Ordinance (Chapter 
32), No. 173058. Authorised and regulated in Hong Kong by the Securities and Futures Commission. 
Please note that TPSHKL can only deal with professional investors in Hong Kong within the meaning of 
the Securities and Futures Ordinance. The contents of this document have not been reviewed by any 
regulatory authority in Hong Kong. You are advised to exercise caution in relation to the offer. If you are in 
any doubt about any of the contents of this document you should obtain independent professional advice.  
Issued in Singapore by Threadneedle Investments Singapore (Pte) Limited, 07-07 Winsland House 1, 3 
Killiney Road, Singapore 239519. Any Fund mentioned in this document is a restricted scheme in 
Singapore, and is available only to residents of Singapore who are Institutional Investors under Section 
304 of the SFA, relevant persons pursuant to Section 305(1), or any person pursuant to Section 305(2) in 
accordance with the conditions of, any other applicable provision of the SFA. Threadneedle funds are not 
authorised or recognised by the Monetary Authority of Singapore (the “MAS”) and Shares are not allowed 
to be offered to the retail public. This document is not a prospectus as defined in the SFA. Accordingly, 
statutory liability under the SFA in relation to the content of prospectuses would not apply. Threadneedle 
Investments is a brand name and both the Threadneedle Investments name and logo are trademarks or 
registered trademarks of the Threadneedle group of companies. 


