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A synchronized global recovery continued in the third quarter, with all major economies posting positive growth rates. Global stock markets have rallied since their March lows, gold has hit a record high, oil prices have doubled, and house prices in the United States and the United Kingdom have started to recover.

A pickup in manufacturing, spurred by $2 trillion of government spending, tax breaks, and infrastructure projects, led the emergence from the deepest slump the world economy has experienced since the 1930s. The International Monetary Fund raised its forecast for global growth to 3.1% for 2010, predicting that these stimuli, combined with growing demand from emerging Asian countries, would power the return to growth. According to HSBC’s Emerging Markets Index, an indicator of the economic and business health of the world’s emerging and fast-growing markets, output from developing economies grew in the third quarter at the fastest rate since June 2008.

As economies began to level out, governments, central banks, and international organizations started discussing an exit strategy from loosened monetary and fiscal conditions. Australia became the first Group of 20 country to raise interest rates in more than a year. We believe the key challenge for many policymakers next year will be deciding when to start raising interest rates and unwinding emergency lending measures to banks. A premature exit could pose a threat to recovery, while waiting too long could create asset bubbles in faster-growing emerging economies.

Australia’s move boosted market confidence that the recovery is on track and sent gold prices to a record high in early October. Other commodities and stocks rallied in tandem.

Spurred by renewed investor confidence and fiscal and monetary stimulus, financial markets throughout much of the world rallied during the quarter as the worst of the crisis appeared to be over. From the beginning of September through October 14, the MSCI World Index2 gained 6.54% in U.S. dollar terms. Volatility fell as investors regained risk appetite. Businesses and household confidence improved, and economists revised forecasts upward. In the United States, stronger-than-expected corporate profits helped fuel market gains.

Unemployment is still the big unknown. The continued shedding of jobs has acted as a drag on consumer spending, the largest component of the U.S. economy and a major factor in global demand. The longer-term fear for most economies is that recovery will be slowed by the high unemployment levels that have yet to peak. In most economies, it is typical that unemployment continues to rise for up to a year or so after a recession has ended. The delay is reflective of the lags in both the termination and hiring process.
 

Global Economies at a Glance1
	 
	Central Bank
Key Interest Rate(latest change)
	GDP Growth
(year on year as of June 2009)*
	Inflation
(year on year as of September 2009)
	Jobless Rate
(as of August 2009)

	United States
	0.25%
(-0.75%,12/16/08)
	-3.80%
	-1.30%
	9.80%***

	Eurozone
	1.00%
(-0.25%, 5/8/09)
	-4.80%
	-0.30%
	9.60%

	United Kingdom
	0.50%
(-0.50%, 3/05/09)
	-5.50%
	 1.10%
	7.90%

	Japan
	0.10%
(-0.20%, 12/19/08)
	-7.20%
	-2.20%**
	5.50%

	China
	5.31%
(-0.27%, 12/22/08)
	 7.90%
	-1.20%**
	4.30%***


* Note that these year-on-year GDP (gross domestic product) rates represent the trailing 12 months of growth and will differ from the “headline” numbers that show quarterly fluctuations.
**  Japan and China inflation as of August 2009.
*** U.S. jobless rate as of September 2009. China jobless rate as of June 2009.
The Americas

United States

Recent market performance in dollars2
	 
	1 month
ended 9/30/09
	1 year
ended 9/30/09

	Dow Jones Industrial Average
	2.43%
	-7.38%

	Standard & Poor’s 500 Stock Index
	3.73%
	-6.91%

	NASDAQ Composite Index
	5.69%
	2.95%

	Barclays Capital U.S. Aggregate Bond Index
	1.05%
	10.56%

	Barclays Capital U.S. Government Bond Index
	0.75%
	6.74%

	Barclays Capital U.S. Credit Bond Index
	1.73%
	19.49%

	Barclays Capital U.S. High-Yield Corporate Bond Index
	5.70%
	22.34%


U.S. economy
Recent data signal that growth resumed in the third quarter after the economy shrank in the first half of the year. The government’s $3 billion “cash for clunkers” program helped consumer spending jump in August by the most since October 2001. The first-time homebuyer tax credits also led to steadier demand, which has begun to trim the property glut, with the number of contracts to buy previously owned homes rising in April for a seventh month. An expansion in the service sector, which makes up about 90% of the economy, showed that the recovery has been spreading from the housing and factory sectors to the broader economy.

The end of the recession has, however, remained jobless, with the unemployment rate climbing in September to 9.8%, the highest level since 1983. We believe the lack of job creation may undermine consumer spending and the strength of an economic recovery. U.S. Federal Reserve Board Chairman Ben S. Bernanke said in October that the expansion may not be strong enough to “substantially” bring down unemployment.

Companies continued cutting jobs on concern that consumer spending will fade as the government stimulus wanes. The unemployment rate hit 9.8%, while initial jobless claims for unemployment benefits for the week ended October 3 fell by 33,000, the lowest level since January. Automakers continued to close plants, and sales of cars and light trucks plunged 23% in September after the cash for clunkers plan expired in late August.

We believe, however, that it will be business spending rather than consumer spending that will lead the economy out of this downturn. Businesses, because of months of cost cutting, are in good shape to start production. In August inventories dropped more than expected and the most this year. That decline paves the way for gains in manufacturing. And as companies look to fuel growth, we expect to see an uptick in merger and acquisition activity over the next 6 to 12 months.

U.S. equity markets
In the third quarter U.S. stocks continued their rallies as stronger-than-expected corporate profits gave investor sentiment a boost and data continued to point to a U.S. economy emerging from recession. Companies proved their cost-cutting measures — especially in terms of labor — paid off, with about 73% of the companies in the Standard & Poor’s 500 Stock Index reporting upside earnings surprises. Lower wages helped tame inflation, which in turn contributed to higher multiples. Risk aversion abated during the quarter, prompting investors to take their cash off the sidelines and invest in higher-yielding assets.

In fact, since March, the stock market rally has been generally characterized by a faster increase in prices of stocks of small low-quality companies rather than those of large high-quality firms. Historically, we have seen that this kind of risk-seeking trade tends to fade as investors look to buy stocks based on valuations. Stocks with good price-to-earnings, price-to-book, and price-to-sales ratios3 have in the past won out in the middle stage of a bull market exiting recession. We expect that positive economic data in the months ahead could support continued market gains, albeit with pullbacks. We believe U.S. large-cap stocks are attractive in historical terms, not only from a valuation point of view but also in terms of their very high free cash flow yields, which could support financial activity, growth, and dividend streams in the months ahead.

U.S. fixed-income markets
Bond investors continued to demand riskier securities as market confidence grew. Both high-grade and high-yield corporate bonds performed well during the quarter and, despite the dramatic narrowing of corporate yield spreads, remained above the 35-year average. The government yield curve remained steep and well supported in auction, but the best-performing sectors of fixed income tend to be ones with the most credit sensitivity.

Canada

Recent market performance in Canadian dollars4
	 
	1 month
ended 9/30/09
	1 year
ended 9/30/09

	S&P/Toronto Stock Exchange Composite Index
	5.14%
	0.51%

	JPMorgan Government Bond Index Canada
	0.60%
	7.61%


Canada continued to struggle to emerge from its first recession since 1992. The country’s jobless rate unexpectedly fell in September — a signal recovery may be under way. However, other reports show Canada’s economy stalling as vehicle-related gains by manufacturers and wholesalers were offset by lower utilities and mining output. Gross domestic product was unchanged in July, marking the eleventh month in the past year that the economy either contracted or did not grow. We believe the data point to flat growth in the third quarter. Overall, the Bank of Canada expects the economy to grow 1.3% this year. Given the decision by the Reserve Bank of Australia to raise rates, speculation is now mounting that the BOC will follow suit. That possibility pushed the Canadian dollar to a one-year high against the U.S. dollar.

Latin America

Recent market performance5
	 
	1 month
ended 9/30/09
	1 year
ended 9/30/09

	MSCI Emerging Markets Latin America Index, local currency
	8.44%
	18.38%

	JPMorgan EMBI Global Latin America Index, U.S. dollars
	5.76%
	17.13%


Brazil
Falling interest rates and government efforts to stimulate growth have helped Brazil’s economy recover faster than expected. Industrial output rose for an eighth straight month in August as record-low borrowing costs and job creation bolstered domestic demand. That increase came after the economy expanded 1.9% in the second quarter from the first quarter. Analysts now estimate Brazil’s $1.6 trillion economy will grow 4.5% next year.

Domestic demand has been strong and supportive of growth in industrial production. In fact, Brazil’s budget minister has said he expects domestic demand will lead Brazil’s economy to expand 5% next year. Output remained constrained by external weakness, however. Exports fell $13.9 billion in September, compared with the $20 billion posted in September 2008.

Brazilian stocks have benefited from a rally in metals and oil, spurring gains for commodity producers and investors who speculated that the emerging markets will lead the global economic recovery. In October the Bovespa Index5 hit its highest level since July 2008 amid the increase in metal prices and as banks rallied on loan growth prospects. Brazil’s planned $11 billion in infrastructure spending for the 2016 Olympic Games in Rio de Janeiro may increase demand for steel products as the city expands its subway system and builds new sports arenas and hotels.

Amid signs of economic recovery, speculation has increased that Brazil’s central bank may lift interest rates early to tame inflation. In September, the central bank ended seven months of rate cutting, saying that a record-low 8.75% rate was adequate to spur growth without sparking inflation. Since January, the central bank has cut rates 500 basis points to jump-start the economy.

Europe

Eurozone

Recent market performance in euros6
	 
	1 month
ended 9/30/09
	1 year
ended 9/30/09

	MSCI Europe (ex-UK) Index
	3.60%
	-0.03%

	CAC-40 Index
	3.88%
	-5.87%

	DAX Index
	3.85%
	-6.88%

	Merrill Lynch EMU Direct Government Index
	0.58%
	10.63%

	Merrill Lynch EMU Corporate Index
	1.47%
	13.38%


Eurozone economy
The outlook for the eurozone continued to improve in the third quarter. For the sixth month in a row, economic sentiment rose to its highest level in a year, a trend consistent with sustained improvement in economic conditions. Overall, we believe the eurozone economy has passed the worst, and we expect to see gradual recovery.

The improvement comes after the economy contracted a more-than-expected 4.8% in the second quarter, as consumer spending, exports, and investments were weaker than expected. The region, however, continued to gain strength after governments injected billions of euros into the region’s economy to fight recession. The International Monetary Fund reported in early October that the region’s recovery would likely be slow and fragile.

Given the fragility of recovery, European Central Bank President Jean-Claude Trichet maintained it is premature to declare this crisis over and said it is too early to unwind emergency measures to revive economic growth and bank lending. The bank has lowered its benchmark lending rate to a record low of 1% to fight the eurozone’s worst recession since World War II. It has also employed so-called nonstandard measures to get credit flowing through the economy again, lending banks an unlimited offer of one-year liquidity at the benchmark rate as needed and buying covered bonds. While there has been a gradual improvement in financing conditions, loans to the private sector rose only 0.1% in August from a year earlier, the slowest growth since records began in 1991.

This month the ECB predicted that the region will grow about 0.2% in 2010, revising its June forecast for a 0.3% contraction. In 2009 the bank expects the economy to shrink 4.1%.

Eurozone equity markets
During the third quarter of 2009 the European markets continued to rebound sharply from their first-quarter declines as European stocks got a boost from strengthening confidence and better-than-expected economic data. Financials, which had been the worst-performing sector during 2008, continued to be the strongest performer during the third quarter. The sector outperformed as optimism increased after the worst-case scenario of the financial crisis failed to play out. Energy stocks experienced positive returns but were the weakest performers in Europe as commodity prices were lower during the period. We remain focused on high-quality companies with sustainable above-average growth and returns whose prospects are not reflected in their valuation.

Although improving economic data and strengthening investor confidence signal that the worst of the economic slowdown is behind us, much uncertainty exists. The economic recovery faces a number of challenges, including rising unemployment, weaker consumer spending, and stretched government finances. We continue to expect earnings and profit forecasts to face headwinds as deleveraging pressures margins. In this environment, we will focus our efforts on fundamental research to try to uncover those companies that are best positioned to maintain or take additional market share and that are trading at attractive valuation levels.

Eurozone fixed-income markets
A perception exists among some investors that the ECB is still not doing enough in terms of monetary stimulus to support eurozone growth. That view, in our opinion, makes the eurozone bond market attractive. However, we have grown more cautious about this market. Yields have fallen to very low levels across the curve and are not terribly compelling to us. Moreover, most of the peripheral European Monetary Union spreads have compressed considerably. In our view, while Greece and Ireland still offer decent pickup over Germany, their respective markets are significantly more risky in a low-growth, deleveraging environment.

United Kingdom
Recent market performance in pounds7
	 
	1 month
ended 9/30/09
	1 year
ended 9/30/09

	FTSE All-Share Index
	4.72%
	10.80%

	Merrill Lynch U.K. Gilt Index
	0.19%
	11.65%

	Merrill Lynch Sterling Corporate Index
	1.93%
	13.82%


U.K. economy
Recent data show that the U.K. economy, which has lagged the recovery in other developed nations, has been struggling to shake off the recession after five quarters of contraction. In August manufacturing unexpectedly shrank to the lowest level since 1992. That news came after reports showed that GDP fell 0.6% in the second quarter compared with the 0.7% drop of the previous quarter.

The Bank of England has said that the economy has turned a corner but faces a slow and protracted climb out of recession as unemployment continues to rise. In the second quarter, the number of people seeking jobs rose to the highest level since 1995. Policymakers have cautioned that the credit squeeze and weak domestic and foreign demand may hamper the emergence from recession. The bank, therefore, will keep up its $280 billion asset-purchase plan as it continues to gauge the strength of the recovery.

U.K. equity markets
In the United Kingdom, the FTSE All-Share Index made substantial gains of 22.38% in local currency terms in the third quarter, fueled by government liquidity, an improving macro backdrop, and increasingly positive sentiment for the near term. Third-quarter earnings results were generally better than expected and survey data improved.

U.K. fixed-income markets
The outlook for the U.K. bond market has been complicated by the competing forces of economic decline and the likelihood of massive domestic debt issuance. The U.K.’s economic outlook appears to us to have deteriorated the most among major industrialized nations. As a result, the BOE has lowered rates six times since October 2008, and further measures to loosen credit conditions may be needed.

In our view, the expectation of prolonged weak economic growth is a positive for the bond market. However, the significant existing levels of private, public, and corporate debt are negatives. The government may have to issue even more debt in the form of a fiscal stimulus to try to prevent the economy from slipping back into recession. This debt would weigh on the U.K. bond market.

Asia

Japan

Recent market performance in yen8
	 
	1 month
ended 9/30/09
	1 year
ended 9/30/09

	Nikkei 225 Stock Average
	-3.42%
	-10.01%

	JPMorgan Global Government Bond Index Japan
	 0.31%
	3.19%


Japanese economy
The Japanese economy showed signs of recovery but data indicate downside risks remain. The latest figures show the country’s trade surplus widened in August as a rebound in global demand helped ease declines in exports. Renewed demand from China and other emerging markets is helping Japan exit recession. Reports showed that manufacturers increased output in August for a sixth month as companies became less pessimistic. Exports fell 37.1% in August from a year earlier, less than the 37.6% decline from the previous month. Economists expect that the economy grew at an annual 2.3% rate in the three months ended September, the same pace as in the second quarter.

Japanese equity markets
We believe that export-related Japanese companies face uncertain times after years of capacity expansion and a deleveraging global consumer. However, we expect the domestic Japanese economy to be relatively resilient. The drop in commodity prices has allowed the Bank of Japan to lower interest rates, a move that should ultimately loosen credit conditions for companies and consumers. The BOJ and the government’s measures to help strengthen the economy seem to have boosted growth this year and may do so into 2010. It remains to be seen what impact the newly elected government and its policies will have on the market.

In these uncertain times, we believe the inefficiency of the Japanese market will continue to provide us with opportunities to seek outperformance by taking advantage of valuation disparities within Japanese equities. We continue to focus on businesses that have resilient characteristics and strong returns through cycles and that are focused on shareholder returns. 

Japanese fixed-income markets 
While some segments of the Japanese economy has been recovering, wages have been hit and deflation has become more entrenched. With weak consumer spending, falling prices and a weak business environment for small to medium, nonmanufacturing firms, the BOJ is not likely to raise rates anytime soon. In fact the bank may be among the last of the major central banks to tighten policy. So, despite the very low yields, we believe the bond market is unlikely to sell off much if at all.

Asia ex-Japan

Recent market performance9
	 
	1 month
ended 9/30/09
	1 year
ended 9/30/09

	MSCI AC Asia Pacific ex-Japan Index, local currency
	6.64%
	22.70%

	JPMorgan EMBI Global Asia Index, U.S. dollars
	3.72%
	21.21%


China
China’s economy continued its rebound in September and the first weeks of October. In September manufacturing activity rose for the sixth month in a row. Government stimulus and record bank lending in the first half of the year have helped power the economic rebound.
 

The recovery remained unbalanced, however. Exports fell for a tenth month in August. In response, the government pledged more loans, tax cuts, and procurement to help small- and medium-sized businesses weather the crisis. In September China’s state council announced bans on building aluminum smelters for three years and the expansion of the steel industry for an unspecified period to prevent overcapacity problems from undermining recovery.

Australia and New Zealand

Recent market performance in local currencies10
	 
	1 month
ended 9/30/09
	1 year
ended 9/30/09

	MSCI AC Asia Pacific ex-Japan Index (includes Australia and New Zealand)
	6.64%
	22.70%

	JPMorgan Government Bond Index Australia
	0.74%
	5.75%

	JPMorgan Government Bond Index New Zealand
	0.29%
	7.17%


Australia
Australia became the first Group of 20 nation to boost borrowing costs since the global financial crisis began more than a year ago. In early October, the Reserve Bank of Australia unexpectedly raised its benchmark interest rate to 3.25% from 3.00%, which was a 49-year low. It also signaled further increases in coming months amid signs the economy is strengthening. Rising job vacancies, retail sales, house prices, and surging business and consumer confidence prompted Reserve Bank Governor Glenn Stevens to say that the need for low rates has passed. The move came amid increased optimism that the global economy is returning to a more solid growth pace.

The central bank cut the rate by a record 4.25 percentage points between September 2008 and April to help the country withstand the fallout from the global credit squeeze. The bank said it now expects the economy to expand close to trend over the year and inflation to remain between its target 2% to 3%.

Stevens noted the board’s view is that it is prudent to gradually begin lessening the stimulus provided by monetary policy. We expect that tactic would help to increase the sustainability of growth in economic activity and keep inflation on target over the years ahead.

New Zealand
New Zealand’s economy unexpectedly expanded for the first time in six quarters thanks to an increase in consumer spending and exports of logs and dairy products. Overall, record low interest rates, government spending, and fewer New Zealanders heading overseas for higher-paying jobs have helped revive the housing market and consumer confidence. In the second quarter house prices continued to gain; household spending, which makes up 60% of the economy, rose for the first time in six quarters; durable goods sales rose; exports of goods and services increased 4.7%; and business confidence jumped to a 10-year high.

Renewed confidence in the economy has prompted speculation that the Reserve Bank of New Zealand will follow the lead of its neighbor Australia and raise interest rates sooner than expected. That speculation pushed the New Zealand dollar to a 13-month high in September. New Zealand’s dollar has gained 27% against the U.S. dollar in the past six months, making it the second-best-performing major currency after South Africa’s rand.
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Sources: MFS research; The Wall Street Journal, print and online editions; Financial Times Web site; Bloomberg News.

 1 Sources: Bloomberg, “Global Economy Watch,” 10/15/2009; Web sites of the U.S. Federal Reserve Board, European Central Bank, Bank of England, Bank of Japan, and People’s Bank of China. All data are the most current available as of October 15, 2009. GDP data are year-on-year numbers and represent total GDP for the trailing 12 months. Similarly, the inflation number is Consumer Price Index total inflation for the trailing 12 months. 
2 Source: SPAR, FactSet Research Systems Inc. The MSCI World Index measures stock markets in the developed world. The Dow Jones Industrial Average (DJIA) is a commonly used indicator of U.S. stock market performance. The Standard & Poor’s 500 Stock Index (S&P 500) is a commonly used measure of the broad U.S. stock market. The NASDAQ Composite Index measures domestic and foreign-based stocks traded on the National Association of Securities Dealers Automated Quotation system. The Barclays Capital U.S. Aggregate Bond Index is a measure of the U.S. bond market. The Barclays Capital U.S. Government Bond Index measures the performance of the U.S. government bond market. The Barclays Capital U.S. Credit Bond Index is a broad measure of the U.S. investment-grade corporate bond market. The Barclays Capital U.S. High-Yield Corporate Bond Index measures the performance of the high-yield bond market.
3 Price-to-book is a ratio used to compare a stock's market value to its book value. Price-to-earnings is a valuation ratio of a company's current share price compared to its per-share earnings. Price-to-sales is a ratio for valuing a stock relative to its own past performance, other companies, or the market itself.
4 Source: SPAR, FactSet Research Systems Inc. The S&P/Toronto Stock Exchange Composite Index is a capitalization-weighted index that measures the performance of the Canadian stock market. The JPMorgan Government Bond Index Canada measures the performance of Canadian government bonds.
5 Source: MSCI BARRA. The MSCI Emerging Markets Latin America Index is a free float-adjusted market capitalization index that measures equity market performance in Latin America. Source: SPAR, FactSet Research Systems Inc. The JPMorgan EMBI Global Latin America Index measures the performance of U.S. dollar-denominated debt instruments issued by emerging market sovereign and quasi-sovereign entities in Latin America. Source: Bloomberg. The Bovespa Index is a total return index weighted by trade volume and comprising the most liquid stocks traded on the Sao Paulo Stock Exchange.
6 The eurozone consists of the 16 nations that use the euro as their common currency: Austria, Belgium, Cyprus, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Malta, the Netherlands, Portugal, Slovakia, Slovenia, and Spain. The 27-member European Union (EU) includes additional nations that do not use the euro as their currency. Source: SPAR, FactSet Research Systems Inc. The MSCI Europe (ex-UK) Index measures the performance of the European stock market (excluding the United Kingdom) and includes other local currencies in addition to euros. The CAC-40 Index is a commonly used measure of the French stock
market. The DAX Index is a commonly used measure of the German stock market. The Merrill Lynch EMU Direct Government Index measures the performance of euro-denominated government debt of EMU nations. The Merrill Lynch EMU Corporate Index measures the performance of the EMU investment-grade euro-denominated corporate bond market.
7 Source: SPAR, FactSet Research Systems Inc. The FTSE All-Share Index is a broad measure of the U.K. stock market. The Merrill Lynch U.K. Gilt Index measures the performance of the U.K. government bond market. The Merrill Lynch Sterling Corporate Index measures the performance of the U.K. investment-grade corporate bond market.
8 Source: SPAR, FactSet Research Systems Inc. The Nikkei 225 Stock Average, a commonly used measure of the Japanese stock market, is a price-weighted index of 225 top-rated Japanese companies listed in the First Section of the Tokyo Stock Exchange. The JPMorgan Government Bond Index Japan focuses on the Japanese issues included in the broader JPMorgan Government Index.
9 Source: MSCI BARRA. The MSCI AC (All Country) Asia Pacific ex-Japan Index is a free float-adjusted market capitalization index that measures equity market performance in Asia excluding Japan. Source: SPAR, FactSet Research Systems Inc. The JPMorgan EMBI Global Asia Index measures the performance of U.S. dollar-denominated debt instruments issued by emerging market sovereign and quasi-sovereign entities in Asia.
10 Source: SPAR, FactSet Research Systems Inc. The JPMorgan Government Bond Index Australia measures the performance of Australian government bonds. The JPMorgan Government Bond Index New Zealand measures the performance of New Zealand government bonds.
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