Daily Themes

Rally drivers required
On Wednesday, the S&P 500 broke

decisively above the 900 level (closing at 919).

That took it — and many other developed
markets — back into positive territory for the
first time this year. The current rally, which
started in early March, has now lifted the
S&P by 36%, making it the second significant
rebound of this bear market (after the one
at the end of 2008). As noted in previous
Daily Themes, it is very hard to distinguish a
short-term technical rebound from the start
of a new, sustainable bull market. Here, we
review the current picture in terms of
investor sentiment and economic news flow
to assess what could drive the rally higher.

Looking at the two months of the current market
rebound, we can split this period into two phases.
In the finitial relief phase during the first month,
markets rebounded from very oversold levels, with
investors such as hedge funds covering their short
positions. That coincided with our proprietary
indicator improving from its capitulation levels on
9th March, only one day after the S&P 500 made its
low, back to a neutral level on 6™ April.
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In the rally’s second phase, the market progressed
further on evidence of slower economic
contraction — or ‘green shoots’. That tallied with
investor sentiment moving into optimistic territory

and oscillating around +0.5 over the past few weeks.
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If it should break higher (and move out of the grey
range in the graph above, which is associated with
risk aversion) for the first time in 18 months, that
could herald a key change in investors’ attitude,
with a move towards increased risk appetite.

For it to do so, however, investors will need
supporting evidence that the economy is on the
path to recovery, not just a slower contraction (see
Daily Themes, ‘Green shoots of slower contraction,
not recovery’, 23" April 2009). Global purchasing
managers’ indices (PMIs) illustrate the point well.
Often cited as a green shoot, they have rebounded
from their extreme lows of December 2009. Yet
this rebound can only be interpreted as the global
economy not falling into a depression: at 41.8, it is
still at levels consistent with continued recession.

Global PMI and world equity markets
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Equity markets have been efficiently discounting the
PMIs’ news for the past ten years (see graph above).
The past few months have been no different, as
markets rallied on relief that the global economy
was not entering a depression. Looking forward,
however, for markets to hold their current levels —
let alone make further progress — they will need to
be fuelled by more positive good news, such as the
PMIs heading towards 50, a level that historically
has been consistent with positive growth. Sadly, we
aren’t there yet. So, unless investors are willing to
take a recovery for granted, equity markets could
face some headwinds in the short term.
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