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SWING IN EXPECTATIONS

Some horrible numbers came out a few weeks ago: First quarter US GDP declined by an annu-
alised 6.1%, whereas Germany’s economy contracted by 6.9% (year over year); Japan reported
fourth quarter 2008 growth of = 12.4%! This was one of the weakest post-war economic
performances. But the equity markets did hardly react on this disastrous news and soon
resumed their uptrends. Investor’s very low expectations were the main reason for this at
first sight surprising outcome: Investors had already anticipated negative fundamental data.
Some even feared a depression-like scenario like in the thirties of the last century. As this did
not seem to materialize, they were relieved. After Lehman’s bankruptcy in September and the
subsequent freeze of the financial markets, the fear of an adverse economic impact has grown
into real panic. Some financial institutions and other investors had no choice but to sell securi-
ties at fire sale prices. Behavioural finance tells us that investors can get carried away. When
most investors are doing the same thing, which either leads to a panic or an euphoria, the risk
for a sudden change in the market’s direction is highest!

Unfortunately it is not possible to directly measure expectations. Nevertheless some indicators
are available, like the call/put ratio, sentiment indicators, moving averages among others. But
there is ample room for interpretation. Looking at the current situation, we experienced one of
the most remarkable reversals in the equity markets regarding its size (30-40% from the March
2009 lows) and the speed (in only two months). Expectations have definitely turned for the
time being. But despite shorter term rather overbought markets there could be more room left
for the rally. This is because there is plenty of liquidity on the sidelines, many hedge funds are
still cautiously positioned and quite a few benchmark-driven investors are still underweight
in equities. After the current relief rally has run its course, it has to be seen if fundamental
economic developments and corporate profits can catch up with the swing in expectations.
The faster equity prices rise, the sooner the market will be in for a correction. The further
deleveraging of the US consumer sector and the steep increase in government debt might take
its toll on growth in the developed world.
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