Global Equity Strategy Update – July 2002

Regional preferences:

· Overweight: Asia ex-Japan, Emerging markets 

· Neutral: Europe

· Underweight: North America, UK, Japan
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Aberdeen Global Equity Allocation
· A strengthening Euro means we are removing our marginal overweight and closing our UK underweight.  A stronger Euro will hurt Eurozone exporters as the US becomes more competitive. 

· Valuations remain cheap in Asia ex-Japan and Emerging markets – and we have no plans to remove our overweight stance in these two regions.

· Asia ex-Japan is still ranking high in our models based on earnings and price momentum.  Asian earnings are being met and revised up.

Aberdeen Regional Equity Allocator
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· US remains underweight on the grounds of high valuation relative to other regions.

· Japan continues to gain strength in our regional allocation model due to better than expected growth numbers – but our marginal underweight has yet to be closed.  Not seeing changes in managerial Japan – only seeing minor changes.  Japanese banking sector issues have also not been resolved.

Sector preferences:

· Overweight: industrial cyclicals, materials, basic industries, media

· Neutral: energy, financials

· Underweight: defensives, utilities, IT, telco

· Still overweight cyclical sectors such as industrial cyclicals, materials and basic industries.  

Valuations remain ok, as the present high p/e’s are typical at this point of the cycle while earnings are trying to catch up.
· Energy remains neutral versus our benchmark, as the price of oil is too tough to call at the moment given the geopolitical environment and possibility of the US attacking Iraq towards the end of 2002.

· Underweighting defensives such as tobacco, beverages, and consumer staples has been a big bet that has failed.  These stocks have had a fantastic run – and the risk/return characteristics are not in their favor.  We intend to continue underweighting the sector.

· We have slowly been closing our pharma underweight – moving from 5% to 2% underweight by adding names like Aventis, Novartis and Glaxo.  We plan to continue closing this underweight during advantageous trading days.

Style preferences

· We prefer low as opposed to high debt/equity companies.  The “debt trap”has been a long and enduring theme for the past year – and has helped us avoid some real “blow-ups.”

· Companies get into a debt trap when sluggish nominal profit growth is unable to service debt sitting on their balance sheets.

· Preferring mid-cap to mega-cap stocks has worked and continues to be reflected in our portfolios. 

This bias is more a function of avoiding mega-cap stocks because of their high debt burdens.
Key Investment Themes
Macro recovery / micro instability

Global economic recovery and balance sheet problems co-exist.  Economic recovery continues but default / bankruptcy rates remain high.

Moderate Growth, low inflation and low interest rates

Moderate growth recovery with excess capacity & under consumption maintains low inflation.  Interest rates to rise but less than in previous cycles.

Debt Trap: Avoid Highly Indebted Companies 

In a low nominal GDP, disinflationary economic environment companies with high debt burdens may find it difficult to service their financial liabilities.  Avoid.

Earnings Cycle turning up 

Signs of a cyclical improvement in corporate earnings in the US, Asia and Japan.  Very sector and stock specific.  Prefer cyclicals & mid cap.  Not tech and telecoms.  Europe and UK lagging. 
Equity Markets relatively cheap / Bonds expensive

Equity markets now cheap on most relative valuation measures vs bonds.  Bond yields expected to rise.  Credit expected to outperform.

Emerging markets preferred over developed markets

Emerging / Asian equity markets relatively attractive compared to developed markets.

Investor Risk Aversion to decline

Expected to normalize.  It has instead continued to rise.  A high but not quite extreme reading now.  Generally a positive signal for risk markets.
Regional Equity Outlook

US

· Us equities have sold off heavily in the last month as positive economic news has been overwhelmed by further corporate governess issues and ongoing geo-political concerns.

· We are in the midst of the pre-announcement season and results so far have been encouraging, with the level of pronouncements far lower than average. 
· Fraudulent accounting at Worldcom has meant the telco sector has posted the worst performance this month, with tech posting big losses as well. 
· We are still positioned for a cyclical recovery in our portfolios.  A stronger economy and rising industrial production should lead to earnings recovery in due course.
UK

· UK markets followed weak global markets.  Cycilicals generally performed well – with life and IT sectors underperforming.

· Defensives performed strongly.

· Equity weakness created concern over solvency ratios in UK life sector.  Seen as forced sellers of equities.  General lack of liquidity

· Sector view in line with Europe – pro cyclical anti defensive.  Overweight pharma, media, cyclicals – underweight defensives.
Europe

· Last month again saw the defensives (inc. pharma more lately) and cyclicals outperform, whilst TMT and insurance underperformed sharply.  
· Still pro-cyclical and anti-defensives.  Continued rotation within defensives away from food/beverage/tobacco (outperformed, expensive valuation) into pharma (underperformed reasonable valuation.  Closed out underweight in banks.
· ECB interest rate rises postponed due to sharply weaker dollar and big fall in equity markets.

Japan

· A mild economic recovery, based on improving exports and inventory corrections, seems to be taking place.  A string of positive economic data (GDP, Tankan, & IP) tends to support this view.
· The strengthening of the yen casts another shadow on the sustainability of recovering exports.
· There has been virtually no progress made by the government on the banks’ bad loan issue and structural reforms.
Asia ex-Japan

· The major investment theme in Asia-Pac centers around domestic consumption/demand as a main engine of growth – as opposed to reliance on exports.

· Underweight technology with valuations still demanding.  Still overweight financials on the back of themes such as mergers, restructuring and consolidation.

· Australia’s central bank raised interest rates – where strong domestic demand has powered the economy – this, however, had little impact on the stock market.

Emerging Markets
· Brazilian election fears spillover into currencies and interest rates.  Sovereign spreads gap to 1700bp, new historic record.

· The fate of Brazil lies with the presidential elections this October. If government candidate Jose Serra doesn't win, then we have meltdown, default, deval etc.
· Turkey hampered by political succession worries – Ecevit takes ill but holds on to power.  

· Underweight telcos and tech – overweight banks and consumer defensives. 
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