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October 1, 2011 

Markets are volatile. Again. 

The unique confluence of slowing economies across the globe, historically low interest rates and potential sovereign defaults across Europe have 
triggered a dramatic market downturn. While the specific economic and political circumstances driving this latest crisis are new, many clients have an 
uneasy feeling of déjà vu as we brace for another period of protracted uncertainty; that’s because we seem to have had more than our fair share of 
booms and busts lately. During my 20 years in Wealth Management, we have witnessed several major market slumps including the 1987 crash, the 
1990s Asian contagion and Russian debt default, the Internet bubble, the asset-backed credit implosion of 2008, and now the European debt crisis.  

It has become painfully clear to all of us that cyclical volatility is a defining characteristic of contemporary financial markets. The good news is 
that we can draw upon our experiences of the past to better position our clients to achieve their personal investment goals in the future.

To this end, we called upon the intellectual resources of our research group –– our chief investment officer, as well as our heads of investment 
strategy, behavioral finance and quantitative analytics –– to reflect upon the past two decades of market volatility with an eye toward the 
future. This special edition of Compass, “Perspectives on Markets: Yesterday, Today and Tomorrow,” is the result.  

We begin with the question “How did we get here?” Head of Americas Investment Strategy Hans Olsen, CFA, examines the financial crises of 
the past in order to understand the common factors behind them and cautions us about where the next bubble might be forming. 

Our Head of EMEA Investment Strategy Kevin Gardiner then explores the economic burdens that remain after the 2008 crisis in “Is there life 
after debt?” Luckily for us, he sees a path whereby governments and consumers can manage their way through debt-laden balance sheets.  
Next, our Chief Investment Officer Aaron Gurwitz addresses the question: “Will the euro survive?” To estimate likely outcomes, he takes a 
detailed look at the euro zone’s economic challenges as well as the motivations and constraints of its core decision makers (governments, 
electorates and institutions). He shows us the way forward but cautions the road ahead will not be easy.

With an understanding of how debt and the euro zone may weigh on global GDP growth, we turn our attention to the eastern hemisphere in “Is Asia 
the answer or another question?” Head of Asia Research, Economics & Investment Strategy Benjamin Yeo, CFA, analyzes whether the region can con-
tinue its breakneck rate of economic growth over the coming years and tests if these prospects are reflected in stock market valuations across Asia.

Just as we began with the question of “How did we get here?” so we end by answering the question “What should we do now?” Our Head of 
Behavioral and Quantitative Finance Greg Davies looks at the implications of the preceding analyses for action. He explains how an investor 
can successfully balance confidence in the mid- to long-term investment view with the shocks of day-to-day volatility.

I hope you will find the perspectives offered in these five articles to be both educational and thought-provoking. 

If we succeed in our efforts to educate and illuminate, you may have a better idea of what you would like to do next. But I wouldn’t be 
surprised (or disappointed) if this issue of Compass leads to a new round of more nuanced questions. In either case, your private banker 
or investment representative is here to help you plan and implement next steps that are just right for you.

Mitch Cox
Head of Global Research & Investments

Compass October 2011
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What’s the Right Degree of Pessimism?
It’s hard to argue that the markets are too optimistic. Compare 

the (lagging 12-month) dividend yield on S&P 500 equities with 

the yield on 10-year U.S. Treasury bonds, see Figure 1. It only 

makes sense for the dividend yield on stocks, which has tended 

to increase over time, to be higher than the rate on fixed-cou-

pon bonds if you expect dividends to decrease in the future. 

 

But this seems unlikely given how much cash corporations cur-

rently hold and how little of that cash they are putting to use.

Nor does it seem sensible to target risk well above normal 

levels. The markets’ bad mood may very well be justified.  

The anticipated reacceleration of the U.S. economy in the 

second half of 2011 has yet to materialize. Europe appears 

set on dealing with its sovereign debt problems in a way that 

is likely to severely suppress growth rates. Germany, recently 

by far the strongest economy in the developed world, is 

showing signs of slowing. Further, in China the global slow-

down and the government’s anti-inflationary policies have 

reduced growth. Finally, anxiety in financial markets can 

become self-fulfilling if large losses make consumers and 

businesses even more wary of spending money.

On balance, while we are not optimistic, markets are too 

pessimistic. Therefore, we recommend targeting risk a bit 

above strategic norms.

Shifting Relative Values
Through most of this year, developed market equities looked 

cheap on a risk return basis relative to other risk assets. The 

sharp market sell off that began in early August has not 

only affected absolute levels but has also shifted the relative 

values of these asset classes. In particular, high-yield bond 

yields have risen substantially and valuations on emerging 

market equities have dropped from somewhat above to 

somewhat below recent averages. We believe that developed 

market equities remain absolutely attractive; more so, alas, 

than they were at the beginning of the summer. But North 

American, European and Asia-Pacific equities are no longer 

clearly the best place to take risk.

We have not adjusted our tactical asset allocations just yet 

in response to these relative value changes; the opportu-

nity to do so, if there is one, is unlikely to disappear quickly. 

But we may do so soon. For the present, we continue to 

recommend that investors maintain above-normal expo-

sure to developed market equities, a normal allocation to 

emerging market stocks and a somewhat less than usual 

allocation to high-yield bonds, see Figure 2.

Tactical asset allocation:
Not yet time to shift exposures

The condition of the global economy has been deteriorating and the prices of risk assets — 
stocks, high-yield bonds, commodities, emerging market currencies — have declined. The 
task of an investment strategist at a time like this is one of, to coin a phrase, comparative 
pessimistics. As always, we’re seeking answers to two questions. First, do current prices of 
risk assets reflect too much, too little or the right degree of pessimism about the economic 
outlook? Second, which risk assets reflect the greatest degree of pessimism?
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Asset class Conservative
Moderately
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Moderately
Aggressive

Aggressive

Tactical 
Weight

+/-
Tactical 
Weight

+/-
Tactical 
Weight

+/-
Tactical 
Weight

+/-
Tactical 
Weight

+/-

Cash & short-maturity bonds1 53.0% 6.0% 26.0% 7.0% 17.0% 7.0% 12.0% 6.0% 10.0% 6.0%

Developed government bonds 9.0% -1.0% 11.0% -2.0% 7.0% -4.0% 3.0% -5.0% 1.0% -5.0%

Investment grade credit 2.0% -4.0% 1.0% -6.0% 1.0% -5.0% 1.0% -3.0% 0.0% -3.0%

High yield & emerging 
market bonds

0.0% -3.0% 2.0% -3.0% 2.0% -4.0% 2.0% -5.0% 1.0% -6.0%

Developed market equity 18.0% 3.0% 32.0% 5.0% 43.0% 7.0% 51.0% 8.0% 57.0% 9.0%

Emerging market equity 3.0% 0.0% 6.0% 0.0% 8.0% 0.0% 10.0% 0.0% 12.0% 0.0%

Commodities 3.0% 0.0% 5.0% 0.0% 6.0% 0.0% 6.0% 0.0% 6.0% 0.0%

Real estate 4.0% -1.0% 4.0% -1.0% 3.0% -1.0% 3.0% -1.0% 2.0% -1.0%

Alternative trading strategies 8.0% 0.0% 13.0% 0.0% 13.0% 0.0% 12.0% 0.0% 11.0% 0.0%

1 Cash allocation consists of cash and cash alternatives

The recommendations made for your actual portfolio will differ from any asset allocation or strategies outlined in this document. The model portfolios are not available to 
investors since they represent investment ideas, which are general in nature and do not include fees. Your asset allocation will be customized to your preferences and risk 
tolerance and you will be charged fees. You should ensure that your portfolio is updated or redefined when your investment objectives or personal circumstances change.

Figure 1: S&P 500 dividend yields over 10-year treasury yields

Figure 2: Tactical asset allocations 
Tactical weights and overweight (+) or underweight (-) versus baseline

Source: Bloomberg
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How did we get here?
Learning from past financial crises: 
overvalued ideas and cheap money
By Hans F. Olsen, Head of Americas Investment Strategy

•	 Looking at the financial crises of the past 15 years, a clear pattern emerges: A “New Idea,” 	
	 promising economic or financial transformation, and low — even negative — real interest 		
	 rates lead to a mispricing of money and massive overvaluation of the idea.
•	 With that pattern as a guide, it appears the next bubble could be forming in the sovereign 	
	 debt of developed economies.  
 
We have endured a series of financial crises during the 

past 15 years, starting with the Asian Contagion in 1997. 

Triggered by the devaluation of the Thai baht, it went on 

to infect Malaysia, South Korea and Indonesia, eventually 

making its way to Russia, Latin America and, finally, the 

New York City suburb of Greenwich, Connecticut, where the 

hedge fund Long Term Capital Management collapsed. Fast-

forward a couple of years to the bubble that inflated around 

the Internet and all things “dot.com”; the duration of this 

bubble was slightly longer than that of the many companies 

that went bust when the bubble burst. Finally, over the last 

several years we have been dealing with the ripple effects of 

the financial crisis that engulfed both the banking system 

and the housing market.

The crises have two things in common. The first is a “New 

Idea,” which typically promises transformative economies, 

i.e., the ability to produce more with the same amount of 

input or less. The second is a mispricing of money, which 

sometimes manifests itself in the equity markets but 

often appears in the debt markets. The arc whereby the 

idea travels through capital markets is fairly consistent: 

The idea is novel and seizes investors’ imagination; money 

flows to the idea and prices increase; as money crowds 

into the idea it becomes inflated. Finally, when the idea 

fails to deliver on its promise, it’s revealed for what it 

is – an overvalued idea. Money flows out, and all the gains 

that were enjoyed in the expansion are essentially given 

back. The financial crises of the past 15 years have un-

folded along these lines fairly consistently (see Figure 1). 

In this essay, we examine briefly each of these crises with 

the ultimate aim of identifying markets that are suscep-

tible to crises in the future.

Figure 1: 
Financial crises share 
common traits
 

The “Idea” is 
revealed as either 
wrong or mispriced, 
triggering massive 
and rapid exodus

Malinvestment
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mispriced
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prices up

“New Idea” 
captures the 

market’s 
imagination

A “New 
Idea” 

emerges

The flow 
of capital
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The Asian Contagion
In the early 1990s, Asia enjoyed a period of sustained high 

growth – 8% to 9% annual growth in gross domestic 

product1 – thanks in part to the liberalization of markets, 

favorable demographics and low wages. Assisted by 

currency pegs and low U.S. interest rates (negative, in real 

terms), the “idea” that Asia represented the new investment 

opportunity took hold, and the capital flow to Asia was 

impressive. Not only did the amounts change, but the rate 

of change increased as well. From 1992 to 1997, $61 billion2 

was invested, compared with roughly $9 billion total over the 

10 years from 1983 to 1992 (see Figure 2). That roughly 

sevenfold increase raised investment as a percent of the 

region’s GDP to 33%.2 When large sums of money enter fairly 

new markets, the stage is set for the creation of an asset 

bubble; money is mispriced and asset prices are distorted. In 

this case, it infected the real estate markets and eventually 

the publicly traded equity markets.

Historically, developed market equities had traded at pre-

miums to their developing market brethren, but as money 

flowed into developing Asia mid-decade, multiples ex-

panded, eventually exceeding the developed market equities. 

Then, as the U.S. economy emerged from a recession, the 

Federal Reserve began raising interest rates; this put pres-

sure on Asian currencies as money started to flow back to 

the U.S. As private capital flows fell, serial currency devalua-

tions followed; eventually recessions ensued, and the asset 

bubbles unwound.  

The Internet Bubble
In this episode, the “New Idea” was that technology would 

conquer the business cycle. Headlines heralded a new age 

of commerce: New business models based on digital plat-

forms would transform old industries. A brave new world 

was at hand.

1 Source: International Monetary Fund. Developing Asia refers to: Republic of Afghanistan, Bangladesh, Bhutan, Brunei Darussalam, Cambodia, China, Fiji, India, 
Indonesia, Kiribati, Lao People’s Democratic Republic, Malaysia, Maldives, Myanmar, Nepal, Pakistan, Papua New Guinea, Philippines, Samoa, Solomon Islands, 
Sri Lanka, Thailand, Democratic Republic of Timor-Leste, Tonga, Tuvalu, Vanuatu and Vietnam.
2 International Monetary Fund
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Figure 2: Capital inflows to Asia surged rapidly then plummeted

Source: IMF

•	 Federal Reserve 
	 raised interest rates

•	 Asian countries could not 		
	 defend the currency pegs

•	 Devaluation of currencies 		
	 ensues, starting with 
	 Thai baht
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A great deal of money poured into the sector. Dwarfing the 

money invested in prior years, roughly $63 billion of venture 

capital was invested in Internet companies from 1998 to 

2000 – 15 times more than in the previous three years 

combined3 – presaging the six-fold increase in initial public 

offerings that resulted. 

In the public markets, the rush of money was seen in valu-

ations. The new-economy (Nasdaq) enjoyed valuations – 

price to earnings ratios of nearly 160 – that the old economy 

(S&P 500) could only envy (see Figure 3).

When the new economy failed to deliver on its promise 

in the form of earnings and the durability of the business 

models seemed dubious, the IPO engines came to a 

grinding halt. The spectacular rise in technology shares 

was essentially surrendered.

 

The Securitization Engine: How to Make 
AAA Securities Out of Subprime
The “New Idea” at the root of the latest financial crisis 

was based on the assumption that somehow risk could be 

transformed into non-risk by slicing risk into pieces and 

spreading it amongst many investors. The securitization 

magic that concocted AAA-rated asset-backed securi-

ties – offering higher yields – from subprime mortgages, 

credit card receivables and auto loans proved irresistible 

to investors, particularly against a backdrop of low interest 

rates. (In the aftermath of the recession that followed the 

bursting of the technology bubble, the Federal Reserve cut 

interest rates to levels that in real terms were negative.)  

The financial engineering designed to isolate the higher risk 

components of a pool of loans from the triple-A cash-flows 

built impossibly complex structures (see Figure 4).
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Figure 3: Relative performance of the Nasdaq and S&P 500 (1995-2003)

•	 Once the focus returned 
	 to profits and the durability 
	 of business models, the 
	 IPO engines came to a 
	 grinding halt and the boom 
	 in asset prices quickly burst

•	 The gains enjoyed were 
	 all given back in the 
	 ensuing bust

Source: FactSet

3 Source: PricewaterhouseCoopers/National Venture Capital Association MoneyTree™ Report, Thomson Reuters

Indexed 1995 = 100
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Generating Structured Investment Vehicles (SIV) funded by 

asset-backed commercial paper, these engines transmitted 

packages of risk throughout the capital markets and facilitat-

ed the rise of the shadow banking system, which eventually 

came to exceed the size of the traditional banks.

To ensure that banks had continuing ability to lend, the 

traditional banking system used SIVs as conduits to offload 

liabilities into the shadow banking system. The assets in 

the traditional banking system combined with those in the 

shadow banking system led to the epic expansion in credit 

creation, which inevitably led to a mispricing of money and, 

therefore, risk. This was clearly manifested in the decline 

in mortgage underwriting standards. Loose underwriting 

produced such confections as the euphemistic “Ninja loan” 

— No Income, No Job or Assets loans.

The reckoning of this episode of American finance arrived 

when poor underwriting standards collided with interest rate 

resets on adjustable rate mortgages. Naturally, mortgage 

delinquencies and defaults escalated, and with slivers of 

mortgage risk spread far and wide, the virtue of securitization 

became a vice, quickly destabilizing the financial system.The 

rest is history. This new idea combined with profound mispric-

ing ushered in the most severe recession in modern times 

along with the worst bear market since the 1930s. 

Safety in Sovereigns?
If past is prologue, then let’s ask what is today’s “New Idea” 

— and is money moving to this idea?

The “New Idea” is that given the structural imbalances 

in the economy, we will be in a low interest rate, low 

growth environment for the indefinite future. In fact, a 

low growth environment is the “new normal.” Looking at 

interest rates, we see they are plumbing the absolute and 

inflation-adjusted levels that preceded previous financial 

upheavals (see Figure 5 on following page).

Obligor

Seller

Obligor Obligor Obligor

Seller

Obligor Obligor Obligor

Seller

Obligor Obligor

Collection on previously transferred receivables Advances against new receivables

Purchase price of new ABCP

Credit support 
payments

fees

fees

Liquidity
advances

fees

fees

Credit enhancement
providers

Administrator

Liquidity providers

Conduit ownerIssuing & paying agent

ABCP conduit

Payments on maturing ABCP

ABCP 
investors

Figure 4: “New Idea” – eliminate risk through diversification

ABCP: Asset backed commercial paper



10     COMPASS October 2011

As the bull market in uncertainty prevails, it is easy to see 

why money has flocked to sovereign debt markets around 

the globe. Remarkably, real yields are negative by some 

measures across the yield curve for U.S. Treasury script, 

but the prices being paid for the income generated are hard 

to understand. The current multiples on offer for U.S. 

Treasury securities (as well as those of other developed 

markets) map to bull markets where caution was thrown to 

the wind. Consider Figure 6; the price-to-earnings multiple 

equivalent for the 10-year government bond of each of the 

noted countries today far outstrips the price-to-earnings 

multiple of that country’s equity market.

Does the notion of a “new normal” make sense? Is it really 

different this time? Does the yield curve make sense? Has 

too much money chased into the idea that there is safety 

in government bonds — when across the yield curve, the 

only thing that you’re guaranteed is a loss in the purchasing 

power of capital invested in these securities? Investors are 

flocking to a big “New Idea,” expanding valuations. Is this 

idea going to play out the way the earlier ideas did? Or will 

investors see similarities between this course and the path 

of prior mishaps and avoid another precipice? 

One thing is clearly different this time. The bursting of the 

three previous bubbles was followed by a flight from risk 

by investors: very bad news for markets. When this bubble 

bursts it will likely be accompanied by the realization that 

balanced, diversified4 risks are worth taking. And that will be 

very good news.

Figure 6: 
Relative valuations of 
bond and equity markets

Figure 5: The Federal Funds rate in real (inflation-adjusted) terms
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Is there life after debt?
By Kevin Gardiner, Head of EMEA Investment Strategy

Debt can be a crushing burden. But it is not necessarily the binding constraint on the global 
economy that many currently assume it is. Balance sheets have two sides and debt represents 
only one side of the story.
 
Debt has been dominating the headlines, and the received 

wisdom is that debt crises are followed by prolonged periods 

of slow growth. But received wisdom is often wrong and the 

misreading of balance sheets by policymakers can cause 

great trauma. It’s important to step back and consider debt 

and its implications from a critical perspective.

There is a Lot of Debt Out There…
We begin our analysis by dimensioning “debt,” with a focus 

on the U.S., commonly portrayed as being tightly shackled by 

“too much debt.” Indeed, debt in the U.S. has risen significantly 

in the last 50 years, outpacing the wider economy. Total U.S. 

debt expressed as a multiple of GDP rose from around 1.4 in 

Q1 1961 to 3.7 in Q1 2009, before subsiding a little, to 3.4 in Q2 

2011 (see Figure 1). For the period as a whole, debt has grown 

at a nominal (i.e., not adjusted for inflation) annualised com-

pound rate of 8.7%, alongside nominal GDP growth of 6.9%.

 

This debt is owed by four core segments: consumers, the

government, non-financial businesses, and financial sector 

businesses. Over the past 51 years, the increases have been 

largest in the financial sector, followed by the consumer sector. 

This was also the case for the sub-period that culminated with 

the 2007 crisis. Over the decade to the 2009 peak, the financial 

sector debt/GDP ratio rose proportionately by 69%; consumer 

debt by 48%; corporate debt by 31%; and government debt by 

22%. Since the peak, deleveraging is most visible in the financial 

sector with the ratio falling by 25%. The consumer and corpo-

rate sectors’ ratios have declined more modestly by 8% while 

the government debt/GDP ratio has actually risen by 17%.  
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Figure 1: Total U.S. debt has risen

Q1 1961	 Q1 1971	 Q1 1981	 Q1 1991	 Q1 2001	 Q1 2011
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components listed

Source: U.S. Federal Reserve



12     COMPASS October 2011

Nonetheless, it’s important to remember that all balance 

sheets have two sides. For every borrower there is a lender and 

after allowing for cross-sector double-counting, net exposures 

can be very different from the gross picture presented in the 

chart and dominating the media. Sectoral balance sheets com-

prise not only loans and bonds but non-debt financial liabilities 

and assets including tangible assets. 

For example, consumers borrow from banks, but at the same 

time they collectively own most of those banks. They also own 

most of the corporate sector and many of the bonds issued by 

the government. When this cross-ownership is allowed for, the 

borrowing of the U.S. as a whole consolidates to the amount 

that it has borrowed from the rest of the world — that is, its 

net overseas liability.  

Figure 2 plots the total U.S. debt/GDP ratio from Figure 1 

(the “gross liabilities”), alongside the net overseas liability of 

the U.S. as a ratio to GDP. Whereas the gross debt burden 

is currently 3.4 times GDP, the net international position as 

estimated by the Fed is a liability of just 0.4 times GDP. Annual 

data compiled by the U.S. Bureau of Economic Analysis (BEA), 

which uses a more comprehensive definition of liabilities that 

includes corporate equities and direct investment alongside 

bonds and loans, puts it at just 0.2 times GDP.

The U.S.’ net international investment position is the difference 

between two very large numbers. Its international liabilities 

of $23 trillion1 (1.5 times GDP) tend to have a higher fixed in-

come weighting than its overseas assets of $20 trillion, which 

have bigger weightings in equities and direct investment. Most 

important, though, is that those liabilities are denominated 

largely in dollars, while the assets are in other currencies. With 

overseas assets amounting to some 90% of liabilities, a de-

preciation of the dollar by around 11% could wipe out that net 

external liability altogether. This assumes, of course, that other 

things — such as the level of equity markets — are equal, 

which they might not be in such a situation. But the point is 

that the U.S. enjoys some flexibility in being able to borrow so 

much in its own currency. 

Of course, in a crisis gross exposures matter — they can freeze 

the system, as we were reminded in 2008. The consumers, 

companies and banks with the assets are not necessarily the 

ones with the liabilities, and it is the borrowers whose activities 

are interrupted when crisis hits. 

Figure 2: U.S. gross debt consolidates to its net overseas liability*
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… But Aggregate Balance Sheets of 
Companies and Consumers are Healthy
As noted earlier, the corporate sector’s debt relative to GDP has 

fallen modestly since the 2009 peak, but turning to the asset 

side of the sector’s balance sheet, we see a surge in corporate 

cash holdings, which has taken the aggregate “quick” ratio 

(short-term assets relative to short-term liabilities) to the high-

est level in a quarter century at least (see Figure 3). Of course, 

the corporate sector itself is still “owned” by others, mostly U.S. 

households (both directly, and indirectly through their holdings 

of mutual funds and so forth).  

Once the assets (domestic and international) on the aggregate 

consumer balance sheet are taken into account, consumer as-

sets are huge. In addition to owning most of the debt issued by 

the other domestic sectors (and some issued by overseas cor-

porates and governments), households have substantial equity 

holdings. The household sector‘s gross financial assets amount 

to roughly $50 trillion, vastly more than its total gross liabili-

ties of $14 trillion (and, for that matter, the U.S.’ international 

liabilities in the BEA data of $23 trillion). Add in tangible assets, 

and U.S. consumers’ net worth is hugely positive, equivalent to 

3.9 times GDP. Although it has fallen by a fifth since its 2007 

high, it is actually 9% above its 50-year average (see Figure 4 

on following page). And while net housing wealth is admittedly 

below its long-term average, it remains firmly positive. (Of 

course, “Read all about it: U.S. household net worth stable!” 

would not grab many readers, listeners or viewers.)

 Apart from balance sheets, another consideration is the cost 

of servicing any given debt burden at the current time. While 

consumers’ (gross) debt levels may remain historically high, 

the cost of servicing that debt isn’t. It has fallen a long way as 

interest rates have been lowered to levels last seen in 1995, 

according to the Fed data. 

This understates the improvement in the last few years in the 

ability of U.S. households and companies to service their debt.  

Consumer and corporate cashflow have improved faster than 

savings ratios because of reduced spending on capital outlays 

– new houses in the case of the consumer, and plant, equip-

ment and buildings for companies.  Free cashflow has risen tre-

mendously after 2006. As a result, the rebound in the private 

sector’s financial balance has been equivalent to roughly 12% 

Figure 3: Corporate “quick ratio” – short-term assets relative to short-term liabilities
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of GDP at the high point, and has allowed it both to maintain 

the bulk of its current spending, and also to deliver the post-

2009 deleveraging noted above (modest in the case of the 

household sector, more pronounced in the case of corporates if 

we allow for the cash on corporate balance sheets). 

Growth Can Coincide With Deleveraging
Reckless lending and borrowing can of course be damag-

ing economically – but excessive credit controls, or rationing, 

can be damaging too. Few would disagree with the idea that 

lending was too lax after 2003, but economic growth requires 

some degree of credit expansion. 

From this perspective, the need for speedy, aggressive delever-

aging across the board now may be overstated, as may be the 

impact of any deleveraging that does occur. The biggest surge 

in borrowing in the last cycle was in the financial sector, and 

this is where deleveraging is now fastest. This borrowing seems 

to have had a relatively modest effect on the wider economy. 

While the financial sector’s debt/GDP ratio was rising by more 

than two-thirds in the decade to 2009, the average growth 

rate of U.S. GDP over that period was just 1.9% compared 

with a 50-year average of 3.1%. Since so much of this financial 

sector activity seems to have had little relevance to growth, 

deleveraging there might not act as a brake on growth that 

many assume constricts the economy. After all, if something is 

in excess supply, cutting back on it need not be a constraint. Of 

course, we are talking here of the financial sector’s own debt, 

as opposed, for example, to borrowing from banks by small 

companies, where clearly the availability of working capital can 

be very important. Across the wider economy, deleveraging to 

date has been more gradual and has not prevented recovery 

(see Figure 5 on following page). 

What does history have to say about debt and its aftermath? 

The lessons to be drawn from it may not be what they seem. 

Take two obvious debt disasters – the experience of the 

German Weimar republic in the immediate aftermath of the 

First World War, when reparations effectively added a mas-

sive debt burden to the fragile German economy and the U.S.’ 

Great Depression, when a rising real debt burden intensified 

the post-crash downturn. Both episodes were exacerbated 

by (different) policy mistakes, and today’s policymakers have 

learned from these experiences.

Figure 4: U.S. consumers’ net worth

Debt

Tangible assets

Financial sector assets

Net worth

5.0

4.5

4.0

3.5

3.0

2.5

2.0

1.5

1.0

0.5

0.0

Q1 1961	 Q1 1971	 Q1 1981	 Q1 1991	 Q1 2001	 Q1 2011

U
SD

 T
ri

lli
on

s

Through March 31, 2011

Source: Federal Reserve, 
Datastream, Barclays 
Wealth Strategy



COMPASS October 2011     15

Debt

Tangible assets

Financial sector assets

Net worth

In the case of Germany, the central bank resorted to literally 

printing money, contributing to the subsequent hyperinflation 

and eventually monetary (and political) collapse. The exercise 

makes Mr. Bernanke’s current experiment with “Quantitative 

Easing” pale in significance. There are stories of shoppers using 

wheelbarrows to carry banknotes around toward the end. But, 

of course, that experience is one of the reasons why the Fed is 

acting so cautiously and indirectly by comparison.   

In the Great Depression, rather than being held too loose, 

monetary policy was too tight as bank failure and deflation 

kept real interest rates at painfully high levels. But again, the 

current Fed is well aware of the risks of erring on the side of 

hawkishness – indeed, Mr. Bernanke is himself an expert on 

the monetary history of the Great Depression and is clearly 

determined to do what he can to ensure no repeat. 

Yes, There is Life After Debt
Received wisdom is often wrong and always lazy, and we 

would encourage readers to question the headlines. This is not 

to say that there are no problems out there, but the picture 

commonly painted of the aggregate U.S. economy being 

tightly shackled by “too much debt” is overly simplistic. There 

are other considerations and forces at work here. Financial 

balance sheets can certainly cause great trauma if policymak-

ers are not careful. But long-term prosperity is usually driven by 

the classical “factors of production” – our endowments of land, 

labour, and capital and the efficiency and technology with 

which we use them – and not by finance. 

So when you next read about how the average human owes 

$XX,000, or that the next generation will each inherit a debt 

burden of $YY,000, start by asking a simple question. To 

whom will they repay it? 

Real GDP

Bank loans/GDP

Nominal GDP

Figure 5: GDP and deleveraging
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Will the euro survive?
By Aaron Gurwitz, Chief Investment Officer

•	 The euro area sovereign debt saga is unlikely to end any time 
	 soon in either financial catastrophe or a final resolution
•	 For the foreseeable future, the contradictions of a continental currency union without 
	 a fiscal union will continue to be a source of risk, and occasional opportunity.  
•	 Whether this lingering problem amounts to an occasional minor irritant in financial 
	 markets or a source of periodic extreme volatility will depend on how adeptly 
	 policymakers deal with the evolving situation 
•	 And, very importantly, on whether the global and European economies continue to recover. 
 
Western Europe has become a very strange and somewhat 

disturbing place economically and financially. It has a com-

mon currency, but, unlike other continent-sized single currency 

zones, it is neither a fiscal nor a full political union. From 

the euro’s inception in 1998 until about two years ago, this 

discrepancy was not particularly problematic. But the system’s 

internal contradictions have become much more worrisome, as 

is illustrated in the divergence between the Greek and German 

10-year government bond yields (see Figure 1). 

Given that the euro area economy is the world’s second larg-

est and that complex interbank linkages would automatically 

spread any European financial problems everywhere, the 

problems in Europe command all investors’ attention.

It is difficult to predict the future course of this evolving, 

imperfect currency union. The governance structure that 

might generate a solution – or prevent chaos – is diffuse and 

ambiguous. But, despite its complexity and ambiguity, the 
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situation is still subject to careful analysis.  Our analysis leads 

us to conclude that Europe will continue to “muddle through.”  

This process is unlikely to end in a financial catastrophe or 

in a radically restructured relationship among the euro area 

member countries any time soon. Uncertainty about the 

ability of some European governments to meet their full debt 

service obligations will continue to be the source of periodic 

market volatility over several  years to come. But whenever the 

situation threatens to drive any large number of banks into 

insolvency, policymakers will likely find some way to relieve the 

pressure temporarily, moving the euro area towards a more 

perfect fiscal union, one small step at a time. 

How do we come to this conclusion?

Historical Context: Six Decades of 
Political and Economic Integration
The euro area sovereign debt crisis is best understood as an 

episode in the history of European political and economic in-

tegration. After a 30-year period of war and depression from 

1914 to 1945, Europeans made the implicit, collective politi-

cal decision to reorganize the governance of their continent 

in a way that would prevent future conflict and enhance fu-

ture prosperity. The means chosen repeatedly over the past 

60 years by democratically elected governments has been a 

process of increasing political and economic integration.  

By the early 1990s, a common monetary policy and a common 

currency were seen as the appropriate next step in the process. 

The problem was that, while sensible politically, it was not opti-

mal economically. The collection of 12 (now 17) countries that 

adopted the euro do not represent an “optimal currency area” 

— a concept developed by economist Robert Mundell. 

Mundell set forth four essential criteria for identifying geo-

graphic areas best served by a single currency: labor mobili-

ty; capital mobility and price and wage flexibility; participants 

with similar business cycles; and a fiscal risk sharing system. 

Think of these in the context of the U.S. versus Europe.  

The U.S. system of fiscal risk sharing ameliorates some of 

the adverse impacts of being part of a single currency zone. 

At present, the U.S. state of Florida has a high unemploy-

ment rate largely because it is suffering the after effects of a 

real estate bubble that subsequently burst. Spain is in a simi-

lar situation: high unemployment following a high-amplitude 

real estate cycle. But in Florida, the pension (Social Security), 

and health care (Medicare and Medicaid) payments come 

largely from the federal government in Washington, while 

in Spain all of these payments are funded by Madrid. Small 

wonder that the Spaniards may wish they still had the option 

to devalue the peseta to stimulate economic growth, while 

no one in Florida has any reason to think outside the “box” 

of the U.S. currency union.

From Theory to Crisis
While many economists recognized that the common cur-

rency might not be optimal for all of the countries in the 

euro area, the problems remained theoretical in the relative 

prosperity of 1998 – 2008. It wasn’t apparent that the 

Greek government’s ability to violate the spirit of the opera-

tive treaties’ fiscal rules while borrowing money at nearly 

the same rate as Germany was allowing their debt service 

burdens to rise to levels unsustainable in a major down-

turn. The problem only became apparent in the spring of 

2010, at which point debt markets closed to the country. 

The government didn’t have the money to pay off maturing 

debt and couldn’t refinance it.

The threat of a Greek default concentrated policymakers’ 

minds. While countries with substantially larger economies 

had defaulted without triggering massive global disruptions, 

a sudden, unexpected failure of a euro area member country 

to meet its financial obligations would have had severe 

global economic consequences.

Government bonds serve as the principal lubricant of any 

modern financial system.  Interbank borrowing collateral-

ized by government bonds enables our financial system 
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to process payments quickly and thereby facilitate billions 

of financial transactions daily. Because government bond 

holdings are essential to banks’ operations and because the 

bonds of governments denominated in their own currency 

are deemed credit “risk-free,” accountants have generally 

allowed banks to carry their holdings in these securities at 

“book value,” and regulators have not required banks to hold 

capital reserves against potential credit losses on home-

currency government bonds.

Until the spring of 2010, European banks and their regulators 

had operated on the presumption that all euro area sover-

eign bonds would always be treated equally. The possibility 

that bonds from Greece and other euro area countries were 

no longer credit “risk-free” and that banks might realize 

losses on these bonds raised the risk that interbank lending  

might freeze up. (Such a freeze occurred immediately after 

the Lehman Brothers bankruptcy, and the global economy 

and markets are still trying to recover.)
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At that point, global financial markets began sending the clear 

signal that the world financial system was again at risk and 

something needed to be done to avoid sudden default by a 

European sovereign borrower. In response, Europe’s govern-

ments, the European Central Bank (ECB) and the International 

Monetary Fund (IMF) sought a way to prevent a Greek default 

and set it on a sustainable debt path. Leaders managed to 

find what looked like a solution – a combination of direct 

“bailout” loans to Greece from the European Union and the 

IMF and the quid-pro-quo of Greek fiscal austerity measures. 

Markets calmed, but the solution proved temporary.

This cycle has been repeated several times since. In Figure 

2, we plot yields on Spanish government debt, the U.S. dol-

lar/euro exchange rate and returns from the global equity 

markets over the past two years, and overlay vertical lines 

that denote two dozen key events in the euro area crisis. The 

charts also indicate when the Greek, Irish and Portuguese 

governments were bailed out of imminent insolvency.

The impact of the euro area sovereign debt problem has been 

substantial but episodic, and each flare-up has affected dif-

ferent markets. When Greece was threatened by imminent 

default, currency and equity markets suffered most. The U.S. 

dollar/euro exchange rate fell below €1.20 per dollar on June 7, 

2010, reflecting fears that the common currency’s design flaws 

would precipitate the union’s break-up. Subsequently, however, 

the exchange rate impact has been minimal; investors have 

apparently concluded that the euro will survive for the present.

Greece’s fiscal situation remains worse than any other euro 

area member. Its financial liabilities totaled 147% of gross 

domestic product at the end of 2010. The total for Italy, 

Ireland, Portugal and Spain were 127%, 102%, 103% and 

66%, respectively. Even so, when it became clear that other 

countries also needed help and that the first rescue package 

for Greece was insufficient, contagion spread as investors 

sold Spanish and Italian government bonds, forcing yields 

higher. Aggressive intervention by the ECB stabilized these 

markets, at least temporarily. But the risk that Italy and/or 

Spain – with combined government debt that is 3.6 times 

larger than that of Greece, Ireland and Portugal in total – 

might require a bailout continues to disrupt markets.

The flaws in the euro area structure have become one of the 

two primary sources of uncertainty and risk in the global 

economy, the other being the fragility of the U.S. economic 

recovery. When the crises flares up, investors become more 

worried and the prices of stocks and other risk assets de-

cline, so assessing how this saga may unfold is germane to 

any global investment outlook.  

A Political Analysis of a Political Challenge
The future of the euro area will be largely determined by 

political considerations. After all, the common currency 

project was essentially a political enterprise, albeit one with 

important economic and financial ramifications. Any political 

analysis requires understanding the key decision-makers, 

their motivations, their constraints and their influence on 

the outcome.

Let’s begin with the common motivations. All participants 

assign the highest priority to avoiding any repetition of the cata-

strophic financial crisis and sharp global economic downturn 

that followed the Lehman Brothers collapse. And they all seek 

to preserve and expand the benefits of 60 years of progress 

toward European political and economic integration.

Similarly, the decision makers operate under common 

constraints. A weak global economy means policymakers 

cannot look to rapidly increasing tax revenues to help the 

at-risk countries balance their budgets over the next few 

years. Regulatory and accounting considerations effectively 

eliminate some solutions attractive from an economic and 

political point of view because such solutions would require 

large numbers of banks to realize substantial losses.
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Besides these key commonalities, each participant in the 

euro area decision making process has individual goals and 

constraints.  In this respect the major players are: 

The German Government. As Europe’s largest and richest 

economy, Germany carries the most weight in the decision 

making process. Angela Merkel’s government shares the goal 

of avoiding a catastrophe, but the members of the govern-

ing coalition wish to avoid it at minimal financial cost to their 

economy and minimal political cost to themselves as they 

face an increasingly “euro-skeptical” electorate. The French, 

Dutch, Finnish and Austrian governments share many of 

Germany’s policy objectives and constraints.

The Greek Government. The Greeks and their current govern-

ment are paying a high price for past fiscal irresponsibility. The 

Greek economy remains in a deep downturn – contracting 

4.2% in 2010, and by a forecast 5.8% in 2011, and 1% in 

20121 — largely because of the deep government spend-

ing cuts and steep tax increases demanded by the European 

Union and IMF. So it is not surprising that domestic political 

opposition to the terms of the bailouts have been impassioned 

and that the Greek government is frequently accused of foot 

dragging on the implementation of the austerity measures. But 

the Greeks have to accept the best terms they can get. The 

country’s primary fiscal deficit means that revenue collections 

do not cover the government’s day-to-day operations2 (schools, 

firehouses, hospitals). With the capital markets closed to them, 

the Greek government has no alternative but to pay the price 

demanded for bailout funds in order to keep supporting core 

services. Portugal and Ireland, the other two beneficiaries 

of rescue packages, are pursuing similar goals under similar 

constraints, but the Greek situation is much worse.

Italian and Spanish Governments. Their fiscal situations 

are not as dire as Greece’s. Italy is running a primary surplus 

and Spain’s government debt-to-GDP ratio is not particu-

larly high. Still, both countries need independent access to 

financial markets so they can borrow additional money for 

operations and/or to pay interest on outstanding debt. So 

both governments advocate policies that support the prices 

of euro area sovereign debt. These include current open 

market purchases by the ECB and prospective buying by the 

European Financial Stability Facility (EFSF).

The European Central Bank. While it is not the ECB’s job to 

ensure member governments’ borrowing costs are capped, 

its responsibilities do include assuring the viability of Europe’s 

financial markets and the soundness of its banking system, 

which is predicated on interbank lending. If any substantial 

proportion of European government bonds were no longer ac-

ceptable as good collateral, many of the Continent’s financial 

institutions would fail. The recent disruptions in the European 

sovereign debt market have challenged the ECB to walk a fine 

line between preserving market viability, on the one hand, and 

appearing to aid and abet fiscal irresponsibility by monetizing 

budget deficits, on the other. To date they have resolved this 

dilemma by leaving the direct lending to the most troubled 

borrowers – (Greece (Ca/CC/CCC), Ireland (Ba1/BBB+/BBB+) 

and Portugal (Ba2/BBB-/BBB-) – to the European Union and 

the IMF, while intervening to support prices for Italian (Aa2/A/

AA-) and Spanish (Aa2/AA/AA+) bonds.

The International Monetary Fund. The IMF is the principal 

institution through which the rest of the world – the U.S., 

China, etc. – has contributed to the management of the euro 

area’s sovereign debt problems. The Fund’s goals are to help 

minimize the collateral damage to the global economy and 

financial system and to encourage solutions that address the 

fundamental causes of the problem.

Where Could It Go From Here?
Since the euro area sovereign debt crisis began, we have 

been advising that policymakers would likely “muddle 

1 Barclays Capital forecasts 
2 A country running a primary surplus raises enough revenue to pay for operations but not enough to cover interest costs on outstanding debt.
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through” the problem over a long period of time. We antici-

pated that this muddling process would be accompanied by 

periodic spikes of market volatility and would continue to be 

a source of uncertainty and risk for investors. This is still our 

view. But now, having presented our full analysis of the situa-

tion, we are in a position to add some detail.

When we speak of “muddling through” we mean that the 

probabilities of a quick resolution or a catastrophic collapse 

are quite low. We see four possible scenarios for how this situ-

ation could evolve over the next year or so (see Figure 3). The 

probabilities we’ve assigned to each are necessarily subjective, 

based on our understanding of the history of European unifi-

cation and of the current financial and economic climate.

Worst Case Scenario (5%). Popular unrest in Greece could 

reach the point where a debt service suspension became the 

only option. Or, a coalition of northern European governments 

could balk at providing further help. Under such circumstances, 

banks could refuse to lend to each other on an unsecured basis 

and, lacking sufficient reliable collateral in the world for secured 

interbank lending, the international finance system might 

freeze up. The effect would very likely be a resumption of the 

global economic downturn – a second great depression – and 

large losses on all investments except a very few governments’ 

bonds. The euro might survive this disaster, but the nature of 

the currency union would be very different from what it is today. 

This outcome would be so disastrous that policymakers will 

likely do what is required to avoid it.  

Muddle Through Badly (45%).  This is what has been hap-

pening and seems the most likely way for things to continue. 

Under this scenario, the Greeks, the Portuguese and the Irish 

reduce spending and increase tax collections less than origi-

nally agreed to but by enough to keep the bailout money flow-

ing. The EFSF does get fully capitalized, but markets remain 

If Then (all else held equal)

10%
Best case

• Collective guarantee of Zone sovereign debt
• Enforceable fiscal discipline on all members
• Central mechanism for occasional fiscal stimulus
• Explicit fiscal cross-country subsidies

• Powerful euro rally
• Risk assets do very well
• German bond yields rise
• Peripheral spreads collapse

40%
Muddle through well

• Implementation of EFSF
• Favorable German court ruling
• Occasional liquidity infusions from IMF, ECB
• More generous renegotiated bailouts

• Euro appreciates gradually
• ECB tightens steadily
• Risk assets produce normal returns

45%
Muddle through badly

• Political, legal resistance to current plan
• Renegotiated deal
• Larger bond-holder losses
• Prolonged economic weakness in periphery
• Italy and Spain remain at risk

• Small negative impact on euro
• Risk asset prices decline somewhat
• German interest rates remain very low
• Peripheral spreads grind wider; 
spike occasionally

5%
Worst case

• Disorderly default by Greece
• Euro becomes something very different
• Extreme austerity in periphery
• Most European banks nationalized
• Catastrophic financial crisis
• Global depression

• Large losses on all investments,
except highest grade bonds and gold

Figure 3: The euro area scenarios from here, and the implications

Source: Barclays Wealth
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skeptical as to whether the facility is large enough. The ECB 

continues supporting Spanish, Italian and possibly other bond 

markets as needed until the EFSF can assume the role of euro 

area lender of last resort.

In this scenario disaster is always averted, but at each point, it’s 

a close call with temporary solutions adopted only after mar-

kets signal there is no alternative. Uncertainty about the out-

come continues to suppress consumer, business and investor 

confidence. The European and global economies and financial 

markets remain chronically ill, neither recovering nor dying.

Muddle Through Well (40%). This is the same as the 

muddle through badly scenario but things evolve more 

quickly. The Greeks and others continue receiving bailout 

tranches for good faith efforts despite their failure to achieve 

deficit reduction goals.  Euro area parliaments approve the 

EFSF legislation relatively easily. European banks build up their 

capital cushions, enabling them to realize more losses on 

their government bond portfolios. Problems tend to be solved 

before market volatility spikes. Extreme fiscal austerity keeps 

growth so weak that government debt continues to increase 

slowly as a percentage of GDP. So the fundamental problem 

remains unresolved and the risk of eventual default by euro 

area sovereign borrowers continues to unsettle markets. 

Problem Solved (10%). As the crisis has progressed through 

a series of stop-gap remedies, more and more influential policy 

makers have begun talking openly about an ultimate resolution. 

Proposals include changes to the European Union and common 

currency treaties to strengthen the enforcement of fiscal integ-

rity and provide more automatic intra-union fiscal subsidies. 

Doing some or all of that through a centralized issuer of “euro 

bonds” is an element of many of these proposals.  

It is unlikely that such substantial changes could be adopted 

quickly. But if crisis-fatigue sets in, opinions might unify quickly 

around a resolution, removing the risk of euro area sovereign 

insolvency. If such an outcome looked more likely and nothing 

adverse were happening elsewhere in the world, a sharp rally in 

equity markets would occur (especially the European bourses). 

German government bond yields would increase sharply and 

peripheral bond spreads would collapse.

Conclusion
These four scenarios reflect our assessment of how the situ-

ation might evolve over the next year or two. In our view, the 

most likely outcome of the continuing euro area sovereign 

debt saga is that there will be no outcome – neither financial 

catastrophe nor a final resolution - over the next year or so. 

Instead, the internal contradictions of a continental currency 

union that is not a fiscal union will be a source of continued 

uncertainty and risk and occasional opportunity for many 

quarters, possibly years to come. Whether it’s an occasional 

minor irritant or a source of periodic extreme volatility will 

depend on how adeptly policymakers deal with the evolving 

situation and, very importantly, on whether the global and 

European economies continue to recover over time. Economic 

growth will make this and all other global problems easier to 

solve.  If growth falters, everything becomes more difficult.

Over a three- to five-year horizon the likelihood of the “prob-

lem solved” outcome increases substantially. The current crisis 

has made it clear that the right next step is toward a robust 

system of fiscal integration. Member countries have already 

turned monetary policy over to a centralized body, the ECB. 

Surrender of a large degree of fiscal sovereignty would be a 

big next step, but it is a step that Europe should and will take.

Investment implications? Such a source of chronic uncertainty 

underscores why diversification3 is essential. It would be foolish 

to express a great deal of confidence about how this situation 

will work out over time. Therefore, a well conceived investment 

portfolio should include some investments that will do well 

under the more benign scenarios – global equities, euro-de-

nominated assets, etc. – and some that will provide protection 

in the worst and second-to-worst cases, namely, high-quality, 

U.S. dollar denominated assets.

3 Diversification does not guarantee against loss.
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Is Asia the answer or 
another question?
Reconciling economic growth  
and stock market valuation
By Benjamin Yeo, Head of Asia Investment Strategy

•	 Assuming reasonably competent management, we believe Asia’s economic growth rate will 	
	 remain as strong in the next 20 years as it has been over the past 30 years.
•	 Solid economic fundamentals, burgeoning intra-Asian trade and domestic consumption will 	
	 fuel the next phase of Asian growth. Exports to the developed world will play a smaller role 	
	 than in the past. 
•	 Individual country growth will diverge because of different socio-economic structures and 	
	 the varying abilities of governments to promote development.
•	 In the medium term, China, India and Indonesia look most attractive in our view.

It appears increasingly possible that the developed economies 

are entering an extended period of very slow growth, a “lost 

decade.” In evaluating the potential drivers of future global eco-

nomic growth, all eyes naturally turn to Asia: Could Asia, with its 

historically rapid growth, burgeoning populations and industri-

alizing economies, be the answer? Or, will Asia’s economies stall 

too? In short, is the “Asia Story” a buy or not? 

Drivers of the “Asian Miracle”
From 1980 to 2010, the average rate of gross domestic 

product growth among Asian countries was 5.8% — 

more than double the 2% average growth rate of the 

developed block (see Figure 1).

While the speed of Asia’s next phase of expansion is 

unlikely to be this fast, several of the key economic 

fundamentals that have driven the past 30 years of 

economic growth remain in place. 

1.	 An economic strategy and plan which captures the 		

	 strategic pragmatism of Asian policymakers and 	

	 is focused on one of two approaches:

Figure 1: Economic growth: compound 
annual growth rate (CAGR) 1980-2010
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a.	 An export-driven focus within an industrialization pro-	

	 gram that is based on a country’s comparative advan-	

	 tages. Historically, Hong Kong, Singapore, Korea, Taiwan, 	

	 and, more recently, China have adopted this strategy.

 

b.	 An import substitution program, driven by governmen-	

	 tal subsidies and infant industry protectionism. India, 	

	 Indonesia, Malaysia and Philippines have traditionally 	

	 followed this path.

2.	 An educated, well-trained labor force with a very strong 	

	 work ethic.

3.	 A vigorous native entrepreneurial class that invests 		

	 at a breakneck pace in plants, equipment and 		

	 physical infrastructure. For example, the gross 

	 investment rate across Asia grew from 27% to 

	 36% between 1992 and 2009.1

4.	 A high savings rate – the gross savings rates across Asia 	

	 was 42.3% in 2009 up from 24.8% in 1982 – which 		

	 has typically translated into high levels of investment. 	

	 Although expected to moderate in the coming 		

	 years, this savings rate should remain relatively high.  

These four key factors will continue to power Asia’s eco-

nomic expansion in the coming decade, with a proviso: In 

order to sustain future growth, Asian policymakers must 

successfully manage certain structural transitions that are 

critical for investment and business planning.

•	 Appropriate socio-political development must accom-	

	 pany economic development; this maintains the social 	

	 stability necessary for strategic business planning 		

	 and therefore growth. Take Indonesia: During Suharto’s 	

	 regime, which fostered a socially unstable environment 	

	 in which cronyism and corruption were perceived as 	

	 rampant, foreign investors did not want to invest and 	

	 there was little incentive for work or productivity. 		

	 Growth rates were below the long-term trend 		

	 of 4% annual GDP growth. By contrast, since Indonesia 	

	 righted its political regime in 2004 and implemented 	

	 sound economic policies, GDP growth has been above 	

	 5%. Singapore, Malaysia, Hong Kong, Taiwan, South		

	 Korea, and, more lately, China number among the more 	

	 stable countries in our view, while Indonesia, Thailand, 	

	 Philippines and India appear more volatile.

 

•	 Technological capability must continue to increase to 	

	 ensure competitiveness. The Philippines, Malaysia,		

	 Thailand and Indonesia, for example, must continue to 	

	 expand their technological base. Policymakers in 		

	 those countries can: (a) encourage indigenous innova-	

	 tion (e.g., Taiwanese and South Korean IT companies 	

	 are important globally); or (b) foster technology transfer 	

	 from more developed nations (e.g., government policies 	

	 in Singapore, Hong Kong and China attracted multina-	

	 tional corporations, which then facilitated the transfer 

	 of technology). 

•	 Infrastructure must be adequately developed or im-		

	 proved to eliminate economic bottlenecks. For 		

	 example, in Indonesia, where GDP growth in excess of 	

	 5% is expected to continue, older infrastructure needs 	

	 updating. Policymakers there are working on the land 	

	 reform bills needed to facilitate transport network devel-	

	 opment and the increased economic openness neces-	

	 sary to attract foreign investment into infrastructure.

•	 Greater transparency in corporate financial reporting 	

	 and management must be actively fostered to further 	

	 develop Asia’s domestic capital markets and attract 		

	 foreign investment.

1 Source: World Development Indicators of the World Bank. All figures in this article are from this source unless otherwise specified. 
  http://data.worldbank.org/data-catalog/world-development-indicators
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•	 Vigilant macroeconomic management is required to 		

	 avoid pronounced boom and bust cycles and sustain 		

	 growth. Last year offers a good example: Central banks 	

	 in China, Malaysia, India, Korea and Thailand began 		

	 tightening monetary policy preemptively in 2010 

	 as inflation rose.

Assuming these structural elements are successfully man-

aged, we believe that Asia’s growth in the next two decades 

will be similar to that of the past 30 years, regardless of any 

slowdown or prolonged period of very slow growth in the 

developed economies (i.e., Europe, Japan, U.K. and U.S.). 

Why? Because the region will benefit from the growing im-

pact of two trends that are not dependent on the developed 

economies’ health: rising intra-Asian trade and increasing 

domestic demand and consumption. 

Between 1990 and 2010, China’s exports to Asian countries 

grew at a compound annual growth rate of 17%, India’s grew 

at 13% and Indonesia’s at 9% (see Figure 2); the imports they 

sourced from Asian countries grew at similarly rapid rates. 

If intra-Asian exports and imports grow in China, India, 

and Indonesia at similar rates, the value of intra-Asian 

trade will double by 2015. Such an ongoing and significant 

increase in intra-Asian commerce will likely benefit the 

more open economies of Singapore, Taiwan and South 

Korea — which have substantial exposure to electronics, 

pharmaceutical, oil and IT sectors — and Hong Kong (an 

economic and financial gateway for China), in addition to 

Indonesia, India and China.

The second regional driver of Asia’s future growth in the 

medium term, linked to the first, is rising domestic demand 

and consumption, especially in the countries with conti-

nent-sized potential consumption bases: China, India and 

Indonesia (CI2). These countries’ large populations coupled 

with, by 2020, an emerging middle-class consumer, will 

drive the next phase of economic development (savings, 

investment, and, finally, consumption). China has 1.3 billion 

people (20% of the world’s population), while India has 1.2 

billion people (18% of global population) and Indonesia 245 

million. In 2009, Chinese citizens purchased $9.4 billion 
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mitigating against slower global growth
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2025

Asia = 32.4%

2020

Asia = 24.8%

of luxury goods, or 28% of global demand, overtaking the 

U.S. as the world’s second largest consumer of items such 

as designer handbags, according to the Chinese Academy 

of Social Sciences (CASS). Based on current per capita 

income growth, China is expected to buy $14.6 billion of 

luxury goods by 2015, outstripping every other country’s 

consumption, CASS forecasts. 

In Figure 3 above, we use individual Asian country’s histori-

cal average growth rates from 1980 to 2010 to forecast 

Asia’s growth over the coming two decades and the com-

pound annual growth rate (CAGR) of 2.9% for the same 

period to forecast global GDP growth. Based on those 

assumptions, Asia will represent nearly 25% of global GDP 

by 2020, up from 14.9% last year. Even if one assumes a 

significant slowdown in developed economies and Latin 

America lowers global growth to 2.1%, the picture of 

Asia’s importance emerges as similar.  

Market Valuations vs. Expected GDP Growth
In view of the fairly positive Asia growth outlook, do the 

valuations of Asian equities fully reflect their prospects? Are 

they expensive? By traditional valuation parameters such as 

price-to-earnings (PE) ratios or price-to-book (PB) value ra-

tios, we believe they are attractive. Even taking into account 

recent PE multiple expansions, Asian markets are trading 

either within one standard deviation or below one standard 

deviation of their five-year historical mean as of September 

21, 2011 (see Figure 4); Asian equities are reasonably valued.

However, an alternative approach to valuations — one that 

compares the market capitalization of the country’s stock 

market to its gross domestic product — tells a somewhat dif-

ferent story. In Figure 5A, we have plotted this ratio for several 

regions over the two decades from 1990 to 2010. A ratio 

above 100 suggests overvaluation, a ratio below 100, under-

valuation. By this measure, global equities, especially after the 

recent downturn, are fairly attractive. U.S. equities are trading 

below their 10-year average Market Cap/GDP, although still 

Asia = China, Hong Kong, India, Indonesia, Malaysia,
Philippines, Singapore, S. Korea and Thailand

Source: World Development Indicators, World Bank
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above the 100 mark. European equities, though below 100, 

are perhaps attractive but by historical comparison not as far 

below their norm as U.S. equities seem to be.

At the end of 2010, the Asian ratio was about 120, potentially 

implying overvaluation. However, this region-wide ratio masks 

huge valuation differences across markets. It includes, for 

example, the overvalued markets of Singapore and Hong Kong, 

where a large percentage of the total market capitalization does 

not contribute to local GDP (S-chips and H-shares of “foreign” 

companies traded on Singapore and Hong Kong exchanges). In 

addition, Asian markets have undergone a structural re-rating 

based on increasing economic development. From far below 

100, the Asian historical average has been rising, hitting a peak 

in 2007. With the 2011 market correction, the current ratio now 

ranges between 104 and 110. 

Delving deeper and looking at the CI2 2 countries whose 

medium-term outlook seems most positive, the picture 

is still more compelling. China, India and Indonesia are all 

below 100 (Figure 5B). Indonesia’s equity market returned 

approximately 2% as of September 16, 2011, when most 

equity markets globally registered negative returns. With a 

PE multiple of 13.5 times, it is the only Asian equity market 

trading above its five-year historical average PE multiple 

of 12.6.  So, by traditional valuation metrics, Indonesian 

equities may not seem compelling. However, based on the 

Market Cap/GDP ratio, Indonesian equities are well below 

100. Further, Indonesian equities may be poised for a struc-

tural re-rating similar to that of the Asian ratio, premised on 

the country’s continued conducive political environment and 

successful resolution of obstacles to infrastructure build out. 

In conclusion, assuming that the key drivers of past eco-

nomic growth are in place and with burgeoning intra-Asian 

trade and domestic consumption, Asia’s economic growth 

over the next 20 years is likely to resemble the astonishing 

expansion of the past 30 years. 

21

19

17

15

13

11

9

7

+/- 1st deviation

5-year average

current

C
hi

na

H
on

g 
Ko

ng

In
di

a

In
do

ne
si

a

Ko
re

a

M
al

ay
si

a

Ph
ili

pp
in

es

Si
ng

ap
or

e

Ta
iw

an

Th
ai

la
nd

P/E (x)

Figure 4: Valuations appear normal on the basis of price-to-earnings multiples

Source: Thomson Reuters, Datastream, Barclays Wealth
Data as of September 21, 2011
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Of course, policy makers must continue to manage suc-

cessfully the key structural factors needed to facilitate 

corporate strategic business planning and attract foreign 

direct investment.

While there will be divergent economic performances of 

individual countries due to differences in socio-economic 

structures and the varying abilities of governments to pro-

mote factors conducive to growth, in our view China, India 

and Indonesia look most attractive.
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What should I do?
Translating long-term  
trends into action
By Greg. B. Davies, Head of Behavioural Finance

•	 Over the long term, investors have been rewarded for taking on risk.
•	 Good investment decisions can be made without the use of a crystal ball.
•	 Psychological liquidity is just as important as financial liquidity when 
	 making investment decisions.
•	 Diversification, rebalancing and tactical portfolio adjustments are key to successful investing.1

The further we look into the future, the murkier the outlook 

becomes. This is an incontrovertible truth. In investing, 

however, we can frequently have greater confidence about 

long-term outcomes than about short-term performance. 

That’s because the further ahead we look, the less indi-

vidual events matter (their idiosyncratic effects average out 

over time) and the more we can rely on universal features 

of risk and return. 

Risk vs. Reward
The core principle of investing is that in the long run, investors 

have on average been rewarded for taking risk. The reason is: 

investors are reluctant to buy risky assets unless they are suffi-

ciently cheap to compensate for the potential losses. If assets 

are too expensive relative to the risks, then investors will sell, 

depressing prices and thus reinstating the long-term reward 

for taking risk. Sometimes markets err and prices are too high 

relative to the risk; sometimes new risks materialize and the 
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Figure 1: Performance of U.S. bond and equity markets 

Source: Barclays Capital, Datastream

1 Diversification does not protect against loss. Rebalancing does not guarantee an investor’s goals and objectives will be met.
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investment sours. However, on average and over time, inves-

tors have earned a premium for taking risk. Figure 1 (previous 

page) shows the performance of three main asset classes in 

the U.S. from 1925 to today. On occasion the riskiest asset 

class, equities, has underperformed safer bonds or even trea-

sury bills. Indeed, for the first two decades, a bond investor 

would appear the winner, but an investor who had put 100% 

of his wealth in a diversified equity portfolio in 1925 would be 

vastly better off today than with any safer asset class. 

 

The fact is that equity markets are risky, which is why they 

typically offer better returns in the long run.  Although the 

future becomes murkier the further ahead we look, investing 

sensibly in risky assets is a lot less uncertain in the long run 

than in the short run, particularly if we follow basic principles 

to reduce risk and get through short-term uncertainty. 

Moving Beyond the Zone of Anxiety
The heatmap in Figure 2 shows equity returns are more 

uncertain in the short term. Each spot in this chart shows 

the average annual returns investors could have achieved 

by investing in the MSCI Developed World Equity index 

based on when they bought and when they sold from 

1970 to today. The diagonal line from top left to bottom 

right shows every possible quarterly purchase date over 

the period; the dates along the top represent each point 

at which the investor could have sold. Thus, the red spots 

close to the long diagonal show the negative returns that 

investors would have suffered if they had bought into fall-

ing markets and sold shortly thereafter, e.g., during 1970s 

stagflation, the early 2000s Internet bubble collapse, or the 

2008 financial crisis. 

Each possible diagonal line represents the distribution of 

returns arising from any particular holding period. So, for 

example, the longest diagonal shows the distribution of 

returns for just one quarter – we see irregular oscillations 

between extreme red and extreme green. 
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•	 No losses over any 
	 12-year period

•	 Less than 10% losses
	 after 5 years

•	 Best long term policy 
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Anxiety

Figure 2: MSCI World annualized returns based on quarterly buy and sell dates

Source: MSCI World Index, 
Factset, Barclays Wealth
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We have drawn two other black diagonal lines, showing 

five-year and 12-year holding periods. For investments held 

for longer than 12 years, there is no red, regardless of when 

they were purchased. Most of the red appears in holding pe-

riods of under five years, which we call the Zone of Anxiety. 

Beyond it, the proportion of losses is less than 10% for all 

holding periods. That’s because unpredictable and extreme 

events tend to average out over time. If we’re prepared to 

hold on to our investments over long periods then we can be 

much more secure in our assessment of risk and return. 

The problem is this: we live perpetually in the short-term, in 

the here and now, in the Zone of Anxiety. So we are always 

buffeted, financially and emotionally, by the short-term’s ex-

treme uncertainty. To profit from the green beyond 12 years, 

we must be able to continually cope with the trials of the 

present. This is never easy: the inevitable patches of red are 

always accompanied by stress, doubt, fear and anxiety.

 

The surest way of reducing long-term returns is not, as one 

might assume, investing at the wrong time; it is selling at the 

wrong time. Stretching vertically from the recent red patches 

of this century all the way up through the entire map are 

stripes of white and of lighter green. Investors who sold in 

these periods of crisis harmed their long-term returns, no 

matter how long they had been holding their investments.

To avoid this disastrous result, we must first ensure our finan-

cial liquidity needs are met so we’re not forced to sell at the 

worst times because we need the cash or are overextended on 

borrowing. In addition, we must arm ourselves with ‘psycho-

logical liquidity’. To do this, we need to understand our financial 

personality, in particular our composure, our natural degree 

of emotional engagement with the short-term. Ensuring we 

develop and follow a thoughtful, sensible investment decision 

making framework can also help reduce the costs of anxiety. 

Improving Long-Term Expected Returns
Let’s examine three simple but powerful approaches to 

investing that can both improve long-term expected returns 

and also reduce short-term anxiety.

Diversification

The first is diversification: the map to the left examines only 

the returns from a single asset class, developed market equi-

ties. Whilst the MSCI World index reflects a globally diversified 

portfolio of equities, great improvements can be achieved by 

investing in an asset allocation which blends equities with a 

broad range of asset classes including cash, bonds, emerging 

market equities and alternative investments. It is well estab-

lished that diversification can improve the long-term risk-return 

characteristics of a portfolio. Just as important, diversification 

helps to reduce the proportion of red in the short term, making 

it much easier for investors to cope with the zone of anxiety, 

as long as they keep focused on the overall portfolio and avoid 

getting too caught up in the details. Barclays Wealth’s Strategic 

Asset Allocations seek optimal combinations of the full range of 

investable asset classes that provide the best possible long-

term risk and return characteristics. 

Figure 3 (following page) focuses on the period from 1990 to 

today, showing how the use of the diversified strategic asset 

allocations for a moderate risk portfolio improves not only 

long-term performance but also substantially reduces both the 

magnitude and intensity of the red patches in our heatmap.

The Art of Rebalancing

The second essential approach to surviving the Zone of Anxiety 

is more active. It requires responding to events as they unfold, 

but doing so in a systematic way. We are all prone to action bias, 

the desire to do something in times of turmoil. But, unfortunately, 

human psychology inclines us to respond to events in precisely 

the wrong way. We feel more comfortable taking risk when 

times are good, and avoid risk when we feel uncomfortable. 
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This leads us to increase risk after markets have risen (buy-

ing high), and exiting risky assets when markets are falling 

(selling low). 

This can be effectively combated by simple rebalancing. 

Whenever assets increase in value such that their share of 

our portfolio grows, we can reduce our holdings to bring 

them back into line with our long-term asset allocation. 

When assets decrease as a share of our portfolio, we can 

increase our holdings. In doing so, we ensure that in small 

continual ways we buy low and sell high. Our natural inclina-

tion is, however, to “unbalance,” to buy more of what has 

gone up and to sell decreasing assets out of nervousness. 

We can also harm our performance in much more significant 

ways: by selling out of investments to a great degree when 

we feel the fear that accompanies a red zone, and by enthu-

siastically chasing rising markets when we find ourselves in 

a short-term green zone. This reflex to buy high and sell low 

is a response to our emotional needs in the Zone of Anxiety.  

Rather, we should stay focused on our true long-term invest-

ment objectives.

To illustrate the substantial effects of how we respond to events 

over time, Figure 4 reconstructs the performance of a single 

portfolio, starting with 60% in the MSCI World Index and 40% 

in cash, using three different investment approaches. The first 

approach (the blue line) is a simple buy and hold strategy: don’t 

respond to events at all. The second approach (the green line) 

is a combination of regular monthly rebalancing and buying on 

dips/selling on surges (when the index falls by more than 20% 

in a 12-month period, we increase the equity allocation by 20%, 

and when it increases by more than 25% in a 12-month period, 

we reduce the allocation by 20% ). The third approach is a 

combination of monthly “unbalancing,” with selling on dips and 

enthusiastically joining the herd to buy surges. 

The Diversified Moderate Risk Portfolio consists of nine asset classes using the following benchmarks: Cash and Short Maturity Bonds: Barclays Capital Global Treasury 
1-3y  (Hedged in USD); Developed and Government Bonds: Barclays Capital Global Treasury 7-10y (Hedged in USD);  Investment Grade Bonds: Barclays Capital Global Credit 
- Corporate  (Hedged In USD); High Yield & Emerging Markets Bonds: Barclays Capital Global HY (Hedged In USD) (83%) & Barclays Capital Global EM (Hedged in USD) 
(17%); Developed Markets Equities: MSCI The World Index NR (USD); Emerging Markets Equities: MSCI EM (Emerging Markets) NR (USD); Commodities: Dow Jones-UBS 
Future Commodity Index; Alternative Trading Strategies: equally weighted across these four: HFRI Relative Value TR, BarclaysHedge Global Macro, Credit Suisse-Dow Jones 
Event Driven and Credit Suisse-Dow Jones Managed Futures; Real Estate: MIT/CRE TBI US Index (LOC) (70%) & IPD UK (LOC)(30%).

Simulated, modelled or hypothetical performance results have certain inherent limitations. No representation is being made that any client will or is likely to achieve the hypo-
thetical returns represented above.  These simulated results are presented gross of all management fees. Such results are hypothetical and do not represent actual trading, and 
thus may not reflect material economic and market factors, such as liquidity constraints, that may have had an impact on the Barclays Wealth Americas’ actual decision making. 

Figure 3: Returns of diversified developed market 
equities and diversified moderate risk portfolio 
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The results are dramatic. Relative to the buy and hold strategy, 

the approach we naturally fall into by chasing emotional comfort 

costs us 90 basis points of risk-adjusted performance per year. 

In fact, studies of actual investor behaviour have shown that 

this figure is quite conservative. A recent Cass Business School 

study, sponsored by Barclays Wealth, showed that U.K. equity 

investors on average gave away 120 basis points annually over 

a 20-year period. Many other studies have found even higher 

“investor behaviour penalties.” By contrast, a simple process of 

rebalancing, and buying low, selling high, leads to an annual risk-

adjusted improvement of 70 basis points per year. This difference 

in approach equates to an annual risk-adjusted improvement in 

performance of 1.6% per year. Compounded over the long term, 

this amounts to a very significant difference in performance.

Conclusion
Both of the approaches we’ve discussed thus far, diversification 

and rebalancing, can be implemented by absolutely anyone 

without requiring any prediction of future events. However, we 

can do better than this. The last approach involves taking to 

heart the insights in the other articles in this publication. 

We don’t have to rely only on the rear view mirror, because as 

we’ve seen in these articles, over the medium- to long-term, 

we have significant knowledge and strategic analysis that we 

can bring to bear to understand how events might unfold. It 

would be a mistake to use this analysis to second guess what 

might happen next week. But over a three- to eighteen-month 

timeframe, we can have a much greater degree of confidence in 

both our expectations for the future and the associated risk. 

We can supplement sensible backward looking responses to 

events with educated forward looking views. This enables us to 

understand when it might be good to tactically overweight cer-

tain asset classes and underweight others. Taking one last glance 

at the heatmap we can see that, even though in the long-term 

we can rely on getting to greenery eventually, there are also times 

when we can improve our long-term returns by assessing when 

to tactically adjust our portfolio. Our Tactical Asset Allocation 

Committee meets fortnightly to reevaluate our current tactical in-

vestment weights and this can be added to the strategic benefits 

of diversification and rebalancing to further improve our ability to 

survive our perpetual existence in the zone of anxiety.

Performance starting with 60% MSCI World, 40% cash
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Figure 4: Performance comparison of a single portfolio 
under three different investment approaches2

Source: Barclays Wealth

2 Since markets on average go up, the dip vs. surge asymmetry is necessary to ensure comparable average equity allocations between 
  the approaches over the whole period.
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Risk Tolerance
This is an expression of the long-term trade-off between risk and 
return in your portfolio. Higher risk tolerance indicates a higher risk, 
higher return portfolio.

Composure
The composure scale measures how emotionally engaged you tend to 
be with the investment journey.

Market Engagement
This measures the degree to which you are inclined to avoid or engage in 
financial markets. It shows whether you have a mental hurdle to investing.

Perceived financial expertise
This dimension assesses how familiar and informed you feel you are 
with current financial circumstances, and how confident you feel in 
your financial knowledge and decision making.

Delegation
The delegation scale assesses how much you believe you can benefit from 
delegating day-to-day portfolio management decisions to someone.

Belief in skill
This scale is used to determine how much you believe it is worth paying for 
an investment professional’s potential to achieve above-market returns.

AARON GURWITZ, Ph.D Chief Investment Officer
aaron.gurwitz@barclayswealth.com  1 212 526 9255

U.K.
FRANCESCO CAPPONI Macro
francesco.capponi@barclayswealth.com  44 20 3555 8401

JIM DAVIES Equity 
jim.davies@barclayswealth.com  44 20 3134 6174

KEVIN GARDINER Head of EMEA Investment Strategy
kevin.gardiner@barclayswealth.com  44 20 3555 8412

RYAN GREGORY Macro
ryan.gregory@barclayswealth.com  44 20 3555 8403

KYLIE HIGGINS Equity 
kylie.higgins@barclayswealth.com  44 20 3555 8413

WILLIAM HOBBS Equity 
william.hobbs@barclayswealth.com 44 20 3555 8415

TANYA JOYCE Commodities
tanya.joyce@barclayswealth.com  44 20 3555 8405

PETR KRPATA FX 
petr.krpata@barclayswealth.com 44 20 3555 8398

AMIE STOW Fixed Income
amie.stow@barclayswealth.com  44 20 3134 2692

CHRISTIAN THEIS Macro
christian.theis@barclayswealth.com  44 20 3555 8409

FADI ZAHER, Ph. D Fixed Income
fadi.zaher@barclayswealth.com  44 20 3134 8949

U.S.
ELIZABETH FELL Fixed Income
elizabeth.fell@barclayswealth.com  1 212 526 2589

HANS OLSEN Head of Americas Investment Strategy
hans.olsen@barclayswealth.com 1 212 526 4695

DINAH WALKER Macro
dinah.walker@barclayswealth.com  1 212 526 3426

SINGAPORE
KUNSHAN CAI Equity 
kunshan.cai@barclaysasia.com  65 63082985

MANPREET GILL Macro
manpreet.gill@barclaysasia.com  65 63082496

EDDY LOH Equity 
eddy.loh@barclaysasia.com 65 63083178

BENJAMIN YEO Head of Asia Investment Strategy
benjamin.yeo@barclaysasia.com  65 63083599

Risk 
Tolerance Composure Market 

Engagement

Perceived 
Financial 
Expertise

Delegation Belief 
In Skill



This document has been prepared by Barclays Wealth, the wealth management division of Barclays Bank PLC (“Barclays”), for information  purposes only. This document is an indicative sum-
mary of the terms and conditions of the securities/transaction described herein and may be amended, superseded or replaced by subsequent summaries. The final terms and conditions of 
the securities/transaction will be set out in full in the applicable offering document(s) or binding transaction document(s). 

Barclays Wealth, the wealth management division of Barclays Bank PLC, functions in the U.S. through Barclays Capital Inc., an affiliate of Barclays Bank PLC. Barclays Capital Inc. is a registered 
broker dealer and investment adviser, regulated by the U.S. Securities and Exchange Commission. Member FINRA/SIPC.

The products mentioned in this document may not be eligible for sale in some states or countries, nor suitable for all types of investors. This document shall not constitute an underwriting 
commitment, an offer of financing, an offer to sell, or the solicitation of an offer to buy any  securities described herein, which shall be subject to Barclays’ internal approvals. No transaction 
or services related thereto is contemplated without Barclays’ subsequent formal agreement. Barclays accepts no liability whatsoever for any consequential losses arising from the use of this 
document or reliance on the information contained herein.

Barclays does not guarantee the accuracy or completeness of information which is contained in this document and which is stated to have been obtained from or is based upon trade and 
statistical services or other third party sources. Any data on past performance, modelling or  back-testing contained herein is no indication as to future performance. No representation is 
made as to the reasonableness of the assumptions made within or the accuracy or completeness of any modelling or back-testing. All opinions and estimates are given as of the date hereof 
and are subject to change. The value of any investment may fluctuate as a result of market changes.  The information in this document is not  intended to predict actual results and no assur-
ances are given with respect thereto.

Barclays Capital Inc. and / or its affiliated companies may make a market or deal as principal in the securities mentioned in this document or in options or other derivatives based thereon. 
Barclays, its affiliates and the individuals associated therewith may (in various capacities) have  positions or deal in transactions or securities (or related derivatives) identical or similar to those de-
scribed herein. One or more directors,  officers, and / or employees of Barclays Capital Inc. or its affiliated companies may be a director of the issuer of the securities mentioned in this document. 
Barclays Capital Inc. or its affiliated companies may have managed or co-managed a public offering of securities for any issuer  mentioned in this document within the last three years.

If clients choose to implement these portfolio allocations, Barclays Capital Inc. will be acting solely as a broker-dealer, not as an investment  adviser (unless otherwise agreed in writing). In 
executing transactions for client accounts in accordance with client instructions, Barclays Capital Inc., as a broker-dealer, may act as agent or as principal for its own account.

Barclays Capital Inc. is both a broker-dealer and an investment adviser, and it offers both brokerage and investment advisory services. There are important differences between brokerage and 
investment advisory services, including the type of advice and assistance provided, the fees charged, and the rights and obligations of the parties. Brokerage services are regulated under 
different laws and rules than advisory services. It is important for clients to understand these differences, particularly when determining which service(s) they might select. For additional  
information, please contact your investment representative.

BARCLAYS WEALTH, THE WEALTH MANAGEMENT DIVISION OF BARCLAYS BANK PLC (INCLUDING BARCLAYS CAPITAL INC. IN THE UNITED STATES) ACCEPTS RESPONSIBILITY FOR THE 
DISTRIBUTION OF THIS DOCUMENT IN THE UNITED STATES. ANY TRANSACTIONS BY US PERSONS IN ANY SECURITY DISCUSSED HEREIN MUST ONLY BE CARRIED OUT THROUGH BAR-
CLAYS CAPITAL INC., 745 7th  AVENUE, NEW YORK, NY 10019.  Member SIPC.

THIS DOCUMENT DOES NOT DISCLOSE ALL THE RISKS AND OTHER SIGNIFICANT ISSUES RELATED TO AN INVESTMENT IN THE  SECURITIES/TRANSACTION. PRIOR TO TRANSACTING, 
POTENTIAL INVESTORS SHOULD ENSURE THAT THEY FULLY UNDERSTAND THE TERMS OF THE SECURITIES/TRANSACTION AND ANY APPLICABLE RISKS.

Barclays Bank PLC is registered in England No. 1026167. Registered Office: 1 Churchill Place, London E14 5HP. Copyright Barclays Bank PLC, 2011 (all rights reserved). This document is confi-
dential, and no part of it may be reproduced, distributed or transmitted without the prior written permission of Barclays. 

This document has been prepared by Barclays Wealth, the wealth management division of Barclays Bank plc (“Barclays”), for information purposes only. Barclays does not guarantee the accuracy 
or completeness of information which is contained in this document and which is stated to have been obtained from or is based upon trade and statistical services or other third party sources. 
Any data on past performance,  modelling or back-testing contained herein is no indication as to future performance. No representation is made as to the reasonableness of the assumptions 
made within or the accuracy or completeness of any modelling or back-testing. All opinions and estimates are given as of the date hereof and are subject to change. The value of any investment 
may fluctuate as a result of market changes. The information in this document is not intended to predict actual results and no assurances are given with respect thereto.   

The information contained herein is intended for general circulation. It does not take into account the specific investment objectives, financial situation or particular needs of any particular 
person. The investments discussed in this publication may not be suitable for all investors. Advice should be sought from a financial adviser regarding the suitability of the investment prod-
ucts mentioned herein, taking into account your specific objectives, financial situation and particular needs before you make any commitment to purchase any such investment products. 
Barclays Wealth and its affiliates do not provide tax advice and nothing herein should be construed as such. Accordingly, you should seek advice based on your particular circumstances from 
an independent tax advisor. Neither Barclays Wealth, nor any affiliate, nor any of their  respective officers, directors, partners, or employees accepts any liability whatsoever for any direct or 
consequential loss arising from any use of or reliance upon this publication or its contents, or for any omission. Past performance does not guarantee or predict future performance. The 
information herein is not intended to predict actual results, which may differ substantially from those reflected.   

The products mentioned in this document may not be eligible for sale in some states or countries, nor suitable for all types of investors. This document shall not constitute an underwriting 
commitment, an offer of financing, an offer to sell, or the solicitation of an offer to buy any securities described herein, which shall be subject to Barclays’ internal approvals. No transaction or 
services related thereto is contemplated without Barclays’ subsequent formal agreement. Unless expressly stated, products mentioned herein are not guaranteed by Barclays Bank plc or its 
affiliates or any government entity.  

This document is not directed to, nor intended for distribution or use by, any person or entity in any jurisdiction or country where the publication or availability of this document or such 
distribution or use would be contrary to local law or regulation, including, for the avoidance of doubt, the United States of America. It may not be reproduced or disclosed (in whole or in part) 
to any other person without prior written  permission. You should not take notice of this document if you know that your access would contravene applicable local, national or international 
laws. The contents of this publication have not been reviewed or approved by any regulatory authority.   

Barclays Capital Inc., Member SIPC, Barclays Bank plc and / or their affiliated companies and/or the individuals associated therewith (in various capacities) may already have or intend to: (i) 
seek investment  banking or other business relationships for which they already receive or will receive compensation from the companies that are the subject of this publication (“Researched 
Companies”), such as underwriting, advising, and lending – as such, it is possible that Barclays Capital Inc., Barclays Bank plc or their affiliated companies may have managed or co-managed 
a public offering of securities for any issuer mentioned in this document within the last three years.; (ii) have an interest in the Researched Companies by acting making a market or dealing 
as principal in securities issued by Researched Companies or in options or other derivatives based thereon, or otherwise hold personal interests in the Research Companies; (iii) appoint 
employees or associates as directors or officers of the Researched Companies; (iv) act upon the contents of this publication prior to your having received it; (v) effect transactions which are 
not consistent with the recommendations given herein.  

Barclays Wealth” is the wealth management division of Barclays and operates through Barclays Bank PLC and its subsidiaries. Barclays Bank PLC is authorised and regulated by the U.K. Finan-
cial Services Authority and is registered in England. Registered No: 1026167. Registered Office: 1 Churchill Place, London E14 5HP.  Barclays Bank PLC is incorporated in England.  Its members 
have limited liability.    



Argentina – Barclays Wealth is the wealth management division of Barclays Bank PLC, and functions through Barclays Capital Inc. in the United States. Barclays Capital Inc., an affiliate of Barclays 
Bank PLC, is a U.S. registered broker-dealer, a member of the Securities Investor Protection Corporation, and a registered investment adviser regulated by the Securities & Exchange Commission. 
The registered office of Barclays  Capital Inc. is 200 Park Avenue, New York, NY 10166. Barclays Bank PLC is registered in England and Wales (registered no. 1026167) with a registered office at 1 
Churchill Place, London, E14 5HP, United Kingdom. Barclays Bank PLC is authorized and regulated by the Financial Services Authority. Cayman Islands – Barclays Private Bank & Trust (Cayman) 
Limited. Registered in the Cayman Islands. Registered Number: 88013. Registered Office: First Caribbean House, 25 Main Street, George Town, Grand Cayman, Cayman Islands. Barclays Private 
Bank & Trust (Cayman) Limited is regulated by Cayman Islands Monetary Authority and holds a category B banking license duly authorised to provide restricted Banking business, and Trust 
company business under the Banks and Trust Companies Law (2007) Revision. BPB &T (Cayman) Limited is a regulated Corporate Service Provider and under the Mutual Funds Law (2007) 
Revision holds a Mutual Funds Administrators License. Cyprus – Barclays Bank PLC is authorised by the Central Bank of Cyprus to conduct banking and investment business. Gibraltar – Barclays 
Bank PLC is registered in England and authorised and regulated by the Financial Services Authority. Registered No. 1026167. Registered Office: 1 Churchill Place, London E14 5HP.  Barclays Bank 
PLC is authorised by the Gibraltar Financial Services Commission to conduct banking and investment business in Gibraltar. Hong Kong – Barclays Bank PLC is  registered with the Securities and 
Futures Commission in Hong Kong (CE No. AAJ160) and is authorised and regulated by the Hong Kong Monetary Authority. Main business address in Hong Kong: 42/F Citibank Tower, 3 Garden 
Road, Central, Hong Kong. India – Barclays Wealth is the wealth management division of Barclays Bank PLC and operates in India through its subsidiary, Barclays Securities (India) Private Limited. 
Barclays Securities (India) Private Limited is registered in India and regulated by the Securities and Exchange Board of India.  Barclays Securities (India) Private Limited is a company incorporated 
under the  Companies Act, 1956 and having its registered office at 208, Ceejay House, Shivsagar Estate, Dr. A. Besant Road, Worli, Mumbai - 400018. © Barclays Securities (India) Private Limited 
2008. All rights reserved.  Ireland – Barclays Bank Ireland PLC is registered in Ireland and is regulated by the Financial Regulator. Registered No. 396330. Registered Office: Two Park Place, Hatch 
Street, Dublin 2, Ireland. Directors: Donal Roche, Chris Cullen, James Kelly, John O’Connor, Helen Calder (British). Italy – Barclays Bank PLC – Wealth Division - Via della Moscova, 18 – 20121 Milan 
– Italy, is registered with the Register of Banks Milan n° 4862, Company Register Milan n° 80123490155 – R.E.A. Milan 1040254 – Fiscal Code n° 80123490155 - Registered VAT n° 04826660153. 
Kenya – Barclays Wealth provides investment advisory services and  custodial and execution services to its customers through Barclays Bank of Kenya Ltd (BBK) a subsidiary of Barclays PLC. 
Barclays Bank of Kenya Ltd is regulated by the Central Bank of Kenya as a deposit taking institution and by Capital Markets Authority and the Retirement Benefits Authority as an authorised 
depository and custodian. It is duly authorised to offer custodial services. Its subsidiary, Barclays Financial  Services Limited (BFSL), is duly licensed to offer investment banking services. Monaco 
– Barclays Bank PLC 31, avenue de la Costa, MC98000 Monaco is a branch of Barclays Bank PLC and is registered with the Monaco Chamber of Commerce and Industry under no 68S01191. 
Registered VAT No FR 40 00002674 9. Nigeria – Barclays Group Representative Office (Nigeria) Ltd. Registered Company No: RC41757 and its mailing address is Barclays Group Representative 
Office (Nigeria) Ltd, Courier Department, 3rd Floor, 1 Churchill Place, London, E14 5HP. Portugal – Barclays Bank PLC is registered in England and authorised and regulated by the Financial 
Services Authority. Registered No. 1026167. Registered Office: 1 Churchill Place, London E14 5HP. Barclays Bank PLC activity in Portugal is supervised by Banco de Portugal (BoP) and Comissão de 
Mercado de Valores Mobiliários (CMVM).  Qatar – Barclays Bank PLC in the Qatar Financial Centre (Registered No. 00018) is authorised by the Qatar Financial Centre Regulatory Authority. 
Barclays Bank PLC-QFC Branch may only undertake the regulated activities that fall within the scope of its existing QFCRA licence. Principal place of business in Qatar: Qatar Financial Centre, 
Office 1002, 10th Floor, QFC Tower, Diplomatic Area, West Bay, PO Box 15891, Doha, Qatar. This information has been distributed by Barclays Bank Plc. Related financial products or services are 
only available to Business Customers as defined by the QFCRA. Singapore – Barclays Bank PLC is a licensed bank in Singapore and is regulated by the Monetary Authority of Singapore. Its 
members have limited liability. Registered address: One Raffles Quay, Level 28, South Tower, Singapore 048583. You should contact the Barclays Wealth relationship manager at Barclays Bank PLC 
from whom you received this document in respect of any matters arising from, or in connection with, this document.  If you are not an accredited investor, expert investor or institutional investor, 
Barclays Bank PLC accepts legal responsibility for the contents of this document. South Africa – Absa Wealth is the wealth management division of Absa Bank Limited, registration number 
1986/004794/06; Authorised Financial Services Provider- Registered Credit Provider .Reg-no NCRCP7. Absa Bank Ltd is  registered in South Africa and authorised and regulated by the Financial 
Services Board Registration No. 523. Registered Office: 170 Main Street, 3rd Floor, Absa Towers East, Johannesburg, South Africa. Spain – Barclays Wealth is the wealth management division of 
Barclays Bank PLC and operates in Spain through Barclays Bank S.A., and Barclays Wealth Managers España, S.A., SGIIC.  Barclays Bank, S.A. is registered by the Bank of Spain. Registration 
number 006. Registered address: Plaza Colón 1, Madrid 28046, Spain. Fiscal Identification Number (CIF) A47001946. Barclays Wealth Managers España, S.A., SGIIC is registered on the Register of 
the Comisión Nacional del Mercado de Valores. Registration number 63. Fiscal Identification Number (CIF) A78399847. Switzerland – Barclays Bank (Suisse) SA is a Swiss Bank regulated and  
supervised by FINMA. Registered in Switzerland. Registered No. 1381/1986. Registered Office: 8/10 Rue d’Italie, CH-1211 Geneva 3, Switzerland. Registered VAT No. 288 787.  United Arab Emirates 
– Barclays Bank PLC in the UAE is regulated by the Central Bank of the UAE and is licensed to conduct business activities as a branch of a commercial bank incorporated outside the UAE in Dubai 
(Licence No.: 13/1844/2008,  Registered Office: Building No. 6, Burj Dubai Business Hub, Sheikh Zayed Rd, Dubai City) and Abu Dhabi (Licence No.: 13/952/2008, Registered Office: Al Jazira 
Towers, Hamdan Street, PO Box 2734, Abu Dhabi). United Arab Emirates (Dubai International Financial Centre) – Barclays Bank PLC in the Dubai International Financial Centre (Registered No. 
0060) is regulated by the Dubai Financial Services Authority. Barclays Bank PLC-DIFC Branch, Wealth Management Division, may only undertake the financial services activities that fall within the 
scope of its existing DFSA licence. Principal place of business in the DIFC: Barclays Wealth, Dubai International Financial Centre, The Gate Village Building No. 10, Level 6, PO Box 506674, Dubai, 
UAE. This information has been distributed by Barclays Bank Plc. Related financial products or services are only available to Professional Clients as defined by the DFSA. Investment Research 
should not be relied upon by or distributed to Retail Clients. United States of America – Barclays Wealth is the wealth  management division of Barclays Bank PLC, and functions through Barclays 
Capital Inc. in the United States. Barclays Capital Inc., an affiliate of Barclays Bank PLC, is a U.S. registered broker-dealer, a member of the Securities Investor Protection Corporation, and a 
registered investment adviser regulated by the Securities & Exchange Commission. The registered office of Barclays Capital Inc. is 200 Park Avenue, New York, NY 10166. Barclays Bank PLC is 
registered in England and Wales (registered no. 1026167) with a registered office at 1 Churchill Place, London, E14 5HP, United Kingdom. Barclays Bank PLC is authorised and regulated by the 
Financial Services Authority. This research note has not been approved for distribution into the United States.
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