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Asset allocation 
Back to fundamentals? 

Summary 
– After focusing on monetary policy, the markets 

now seem to be looking more closely at the risk of 
lower growth and its impact on earnings. 

– Despite the surprisingly strong data, recent indica-
tors and earnings announcements are suggesting 
that the global economy might be slowing down. 

– This is a risk that both corporate bonds and equity 
markets have been underestimating so far. This re-
newed focus on fundamentals will probably push 
investors towards more realistic expectations. As 
the markets have been very optimistic so far, we ex-
pect some weakness going forward. 

Interest rates & bonds 
– Government bond yields were volatile in April, 

trending slightly higher over the month. While 
monetary policy is unlikely to change in the near 
term, it is quite possible that bond yields might fall 
somewhat as economies slow down. 

– Credit spreads fell in April as the markets became 
less worried about the banking sector. While the 
levels are above the February lows, current spreads 
do not offer much protection from bad news. 

– We therefore prefer government bonds to corpo-
rate bonds, and are keeping our duration neutral in 
line with our long-term strategy. 

Equities 
– Over the last 30 years, April was the month with the 

highest average return. This year, results were 
mixed with, for example, the Swiss market per-
forming well above average, while the US market 
posted a negative return at the time of writing. 

– As the second-quarter earnings season is underway 
in the US, investors are realising that the markets 
have been pricing in an overly optimistic economic 
scenario. Consequently, the earnings outlook and 
economic growth data are now back in focus. 

– We still think that equity markets are not very at-
tractive, as they are not cheap and must compete 
with interest rates levels that are still attractive. 

Volatility as an early indicator of trouble? 
Asset managers use various data to measure market 
sentiment. One widely used indicator is the implied 
volatility of equity markets, i.e. the volatility used to 
price options. This variable is potentially interesting, 
as option traders will (in theory) set it in accordance 
with the risk they perceive: low values indicate low 
risk, high values high risk. Asset managers generally 
interpret low values with a low-risk market environ-
ment, which should be positive, while high volatility 
indicates increasing risk. But is it useful? The graph 
below compares the VIX Index, an implied volatility 
index for the S&P 500, with the S&P 500 index. 

While it is undoubtedly true that implied volatility 
increases when markets correct, the graph suggests 
that the VIX does not anticipate corrections, but ra-
ther reacts concurrently to dips in the equity index. 
In other words, implied volatility is not very useful as 
a predictor of market turmoil, because it adjusts at 
the same time as the market. Thus, many asset man-
agers are using implied volatility as a contrarian indi-
cator: very low volatility indicates potential trouble 
ahead, as it could be a sign that investors are under-
estimating the risks. Current VIX levels are not at 
rock-bottom but are very low, given the current un-
certainties. This means that any bad news will poten-
tially have a bigger market impact than otherwise.
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