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*Source: Bloomberg

Stock, Bond, Currency Overview
Global Stock Markets
•

In the Second Quarter 2012, global equity prices retreated into negative territory erasing much of the
previous quarter’s gains. The decline fell most heavily on cyclical sectors notably Energy, Financials
and Technology. The US markets were the best performers, whilst Europe and Latin American Markets
lagged. The S&P Global 1200 Index fell 5.83 percent in the Second Quarter and is now up 4.5 percent
year-to-date, in US dollar terms. Average Global P/E ratios are approaching historic lows at 12 times
this year’s earnings.

•

Expectations of improving global economic performance were dashed by no less than four factors:
1)Greece not able to forma government in May; 2) the specter that Spain also would not be able to
meet its financial commitments; 3) softer economic performance in China ; and higher unemployment
and weaker manufacturing and non-manufacturing sectors in the US.

Bond Markets
•

As a result of soft economic data and eurozone concerns, Treasury yields began a precipitous decline
to all time lows. Short dated German bunds for May delivery sold at a negative yield—that is investors
are paying the German Government to hold their money.

•

Borrowing costs for the periphery nations like Spain, Portugal and Italy rose to levels many deem unsustainable heightening fears that the euro is unravelling.

Currency Markets
•

The US dollar and the Japanese yen were standout performers during the Second Quarter 2012 as
global investors fled all but the best sovereign debt in what seems to be a desperate search for safety.

•

Even commodity currencies like the Canadian loonie and the Australian dollar failed to hold their value
relative to the US dollar. Both currencies weakened as fears of economic recession devalued their
primary commodity-related exports.
June 30, 2012
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North American Stock Markets
Indices

30 Jun 2012

13,212.00

12,880.10

-1.9%

-1.9%

US S&P 500

1,408.47

1,362.16

-2.8%

-2.8%

US NASDAQ

3,091.57

2,935.05

-4.8%

-4.8%

Canada TSX

12,392.20

11,596.60

-5.7%

-7.5%

1,470.37

1,384.64

-4.9%

-4.9%

US Dow Jones Industrial

S&P Global 1200

North American
equity markets
ended lower as
softening US
economic data
caused concern
that the US was
not immune from
global troubles.
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Quarterly Change
Local Curr.
US$

31 Mar 2012

Source: Bloomberg

•

Amazon.com Inc., the world’s largest internet retailer, surged on April 27 after the company announced First Quarter 2012 earnings results that beat analysts’ estimates. The two main reasons
cited for the strong results were buoyant demand for Kindle devices and e-commerce services
for outside vendors. Chief Executive Officer Jeff Bezos is looking to add customers by pouring
money into new versions of the Kindle and warehouses that are equipped to send products out
faster. The Kindle Fire is number two in market share behind Apple Inc.’s iPad and the tablet remains the best-selling item on Amazon’s website. Shares surged 16 percent on the news and finished the Second Quarter 12.8 percent higher.

•

On May 10, JPMorgan Chase & Co. announced a massive trading loss estimated to be a minimum
of $2 billion dollars. Chief Executive Officer Jamie Dimon apologized on a conference call for “egregious mistakes” and an “unbelievably ineffective” trading strategy meant to hedge trading positions. Fitch Ratings, which lowered JPMorgan’s credit grade by one level to A+ from AA-, said
the loss “raises questions regarding JPMorgan’s risk appetite, risk management framework, practices, and oversight.” Pundits expect this trading blunder may call for increased Federal Reserve
scrutiny of risk management as the central bank steps up supervision of lenders. JPMorgan’s
share price plummeted 22.3 percent in the Second Quarter.

•

On May 16, J.C. Penney Co., the department-store chain led by Apple Inc.’s former retailing chief,
plummeted 20 percent, the most in three decades, after posting a First Quarter loss of $163
million and sales that fell more than analysts’ projected. Furthermore, the company announced
that the quarterly dividend would be discontinued. Chief Executive Officer Ron Johnson, who took
the helm in June 2012, vowed to flip the traditional department-store strategy upside-down. He
plans to turn the stores into a collection of branded shops with simplified pricing in order to wean
consumers off discounts. Shares of J.C. Penney slid 34.2 percent in the Second Quarter.

•

On May 17, Facebook Inc. raised $16 billion in an initial public offering (IPO), selling 421.2 million
shares for $38 each, marking the biggest technology IPO in history and valuing the company at
$104 billion. The event was not without setbacks though as the IPO suffered from trading glitches
on its first day. Nasdaq OMX Group Inc.’s Chief Executive Officer Robert Greifeld said a “poor design” in software driving auctions for IPOs caused issues with Facebook’s first trading day. Trading
for the first day was very heavy, with more than 566 million Facebook shares changing hands.
That volume easily topped the previous record for a first day offering, the November 2010 reissuance of General Motors. Shares of Facebook plummeted 18.2 percent in the Second Quarter
harming retail investors and further propagating a mistrust of Wall Street.

June 30, 2012
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Latin American Stock Markets
Indices

Quarterly Change
Local Curr.
US$

31 Mar 2012

30 Jun 2012

Mexico Bolsa

39,521.20

40,199.60

2.5%

-1.8%

Brazil Bovespa

64,511.00

54,354.60

-15.7%

-23.6%

Argentina Merval

2,683.99

2,346.68

-11.7%

-14.5%

Chile IPSA

4,671.28

4,400.10

-5.8%

-8.2%

S&P Global 1200

1,470.37

1,384.64

-4.9%

-4.9%

Source: Bloomberg

•

On April 13, Petroleo Brasileiro SA, (Petrobras) announced the find of “good quality” oil in a new
region of the Santos Basin that holds Brazil’s largest discoveries. The company drilled the Dolomita
South well 110 miles off the coast in what is called the pre-salt region. The discovery is closer to
shore than a cluster of fields in Santos including Lula, the country’s biggest. As a result, Petrobras
rose 3.1 percent to 22.01 reais, the biggest gain in a month on April 12 as the news leaked out.
The stock was down 21.8 percent in the quarter.

•

On April 16, President Kirchner of Argentina moved to renationalize YPF, the REPSOL owned oil
and gas producer, which was privatised in 1992, spurring the European Union to announce it
would limit imports of Argentine biodiesel. The US and other countries condemned the expropriation as neighbouring Brazil also expressed concern. Noted economists have said that Argentina
needs to attract capital if the nation wants to maintain the economic growth of the past decade.
Currently, only about 10 percent of all foreign investment in South America goes to Argentina, far
less than to countries such as Brazil, Colombia, and Chile. Critics say the expropriation of YPF is
a short-term move designed to placate the masses and deflect attention away from domestic
economic problems. The Argentine MERVAL fell 1.7 percent, in dollar terms, on the news.

•

On May 2, Fomento Economico Mexicano SAB, (FEMSA) owner of Latin America’s largest convenience-store chain, said first--quarter profit rose 6.3 percent as soft drink sales advanced and
more Oxxo outlets opened. FEMSA has benefited from its Coca-Cola FEMSA SAB soft-drink unit,
as well as from the expansion of its Oxxo chain. FEMSA also holds a 20 percent stake in
Amsterdam-based brewer Heineken NV after selling its beer business to the Dutch company in
2010. The Company’s financials reported that net income increased to 2.32 billion pesos ($179
million) from 2.18 billion pesos ($168 million) a year earlier. Revenue rose 25 percent to 53.7 billion
pesos ($4.1 million). FEMSA finished the quarter up 13.0 percent

•

On May 9, Credicorp Ltd., Peru’s largest financial holding company, posted First Quarter 2012 net
income of $189.2 million, or $2.37 per American Depositary Receipt (ADR). In the previous year,
the company had a profit of $175 million, or $2.19 per ADR. Profit, excluding items, matched the
average estimate of $2.37 in a survey of seven analysts. On a cautionary note, the Chief Financial
Officer Alvaro Correa said, the company will increase provisions for bad loans this year as the firm
sees increasing risk in Peruvian lending, Credicorp shares fell 7.2 percent for the quarter.

June 30, 2012

Latin American
Markets declined
during the
quarter with
Brazil erasing
ﬁrst quarter gains
to show a loss on
the year.
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European Stock Markets
Indices

European equity
markets were
lower in the
quarter on fears
that the ongoing
sovereign debt
crisis would
worsen as
no lasting
agreements on
a resolution,
beyond austerity
were reached.
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Quarterly Change
Local Curr.
US$

31 Mar 2012

30 Jun 2012

UK FTSE

5,768.45

5,571.15

-2.1%

-4.0%

Germany DAX

6,946.83

6,416.28

-7.6%

-12.4%

France CAC 40

3,423.81

3,196.65

-3.6%

-8.5%

Spain IBEX 35

8,008.00

7,102.20

-10.1%

-14.7%

S&P Global 1200

1,470.37

1,384.64

0.2%

-4.9%

S&P Europe 350

1,074.12

1,029.20

-2.2%

-7.2%

Source: Bloomberg

•

On April 11, Nokia Oyj, the Finnish based phone maker, reported an operating loss for the mobilephone division and forecast earnings would not recover in the Third Quarter. Nokia dropped 14.5
percent on the day, wiping €2.1 billion off the company’s market value. Chief Executive Officer
Stephen Elop said he is reviewing options including asset sales, vowing to take “significant structural actions if and when necessary.” Nokia’s smartphone revenues fell fifty percent as the older
Symbian-based products lost ground to Apple Corp. and Android based phones. The company’s
low-end-mobile-phone sales struggled as well, tumbling 32 percent, as sales in emerging markets
faced increased competition. Nokia shares finished the Second Quarter 60.3 percent lower.

•

On April 18, Volkswagen AG’s (VW) Audi subsidiary announced plans to buy Italian motorcycle
maker Ducati Motor Holding SpA to add luxury two-wheelers to the German automaker’s portfolio.
The VW unit will pay €860 million for the Italian based company. VW Chairman Ferdinand Piech
has long coveted the brand, trying to buy the motorcycle maker in early 2008. The purchase will
make Ducati the 11th brand in VW’s portfolio, alongside super-car companies such as
Lamborghini and Bugatti and heavy-duty truck manufacturers Scania AB and MAN SE. Shares
of Volkswagen were 2.7 percent lower in the Second Quarter.

•

On April 26, Logitech International SA jumped the most in more than four years as First Quarter
earnings beat estimates and the world’s biggest maker of computer mice announced measures
including job cuts to save about US$80 million a year. Net income in the First Quarter surged tenfold to US$28 million, more than double analysts’ estimates. The company, under new President
Bracken P. Darrel, also cut a layer of management as leaders of business groups and sales regions
will report directly to the President. Darrel who joined Logitech from Whirlpool Corp. restructured
the executive ranks to simplify and speed up product development and revive sales growth.
Shares of Logitech surged 21.4 percent on the day.

•

On May 10, Spain said the country would take over Bankia SA and may inject public funds into
the banking group with the most Spanish real estate as the government adds momentum to
Prime Minister Mariano Rajoy’s fourth drive to shore up Spain’s financial system. This comes as
concerns about possible hidden losses on banks’ books have pushed up the government’s borrowing costs. The announcement came two days after Bankia Chairman Rodrigo Rato said he
would step down, to be replaced by Jose Ignacio Goirigolzarri, a former second-in-command at
Banco Bilbao Vizcaya Argentaria SA. Bankia shares plummeted 66 percent in the Second Quarter.

June 30, 2012
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Pacific Rim Stock Markets
Indices

Quarterly Change
Local Curr.
US$

31 Mar 2012

30 Jun 2012

Japan Nikkei

10,083.56

9,006.78

-10.6%

-7.5%

Hong Kong Hang Seng

20,555.60

19,441.50

-3.2%

-3.2%

Hang Seng Red Chip

3,986.72

3,796.96

-3.4%

-3.3%

Korea Kospi 100

2,014.04

1,854.01

-7.9%

-8.8%

Singapore STI

3,010.46

2,878.45

-3.1%

-3.9%

Taiwan TWSE

7,933.00

7,296.28

-7.9%

-9.0%

Australia ASX 200

4,335.24

4,094.63

-4.7%

-6.0%

S&P Global 1200

1,470.37

1,384.64

-4.9%

-4.9%

443.55

411.93

-7.1%

-7.1%

FTSE Pacific ex-Japan
Source: Bloomberg

•

On April 4, Japan based Fast Retailing Co., Asia’s biggest clothing retailer, declined the most in a
year in Tokyo trading after reporting March sales of its Uniqlo brand only rose 5.1 percent, less than
some analysts estimated. The news caused investors to sell positions driving share prices down 5.7
percent, the most since March 2011. Fast Retailing’s Uniqlo March sales failed to recover to 2010
levels this year after declining 11 percent in March 2011 following the earthquake, tsunami, and power
shortage. For the quarter, Fast fell 15.8 percent.

•

On April 18, BHP Billiton Ltd., the world’s largest mining company, said fiscal Third Quarter 2011 iron
ore production rose 14 percent, on the expansion of the company’s mines and port in Australia, while
warning that strikes severely depleted coal stocks. Output of thermal coal, BHP’s biggest earning
unit and steelmaking’s most important raw material input, was 37.9 million metric tons in the three
months to March 31, compared with 33.2 million tons a year earlier, the Melbourne-based company
reported. That compares with the median analyst estimate of 37.3 million tons. BHP fell 9.1 percent
in the quarter.

•

On May 26, Gome Electrical Appliances Holding Ltd., China’s second-largest electronics retailer, reported that first quarter net income declined 88 percent to 67 million yuan ($11 million) from 552
million yuan ($91 million) a year earlier. Gome, based in Beijing, and its bigger rival Suning Appliance
Co. benefited last year from a program the Chinese government started during the financial crisis
that gave shoppers as much as 400 yuan to subsidize purchases of new home appliances. The incentives, part of China’s moves to boost domestic consumption, ended December 31. Gome’s sales
fell 29 percent to 9.8 billion yuan in the quarter. Gome shares fell 36.6 percent in the quarter.

•

On June 26, the US District Court for the Northern District of California ordered a preliminary injunction
barring Samsung Electronics Co. from making, using, offering to sell, selling, or importing the Galaxy
Tab 10.1 tablet computer in the United States. The decision follows a May 14 ruling by the US Court
of Appeals for the Federal Circuit denying Apple Inc.'s request for an injunction against Samsung's
Android-based smartphones. Apple shares declined 2.6 percent whilst Samsung fell 5.8 percent in
the quarter.

June 30, 2012

Slowing growth in
China weighed on
Paciﬁc Rim
markets. China’s
economic growth
slowed in the
quarter on
declining exports.
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Bermuda & Cayman Stocks
Indices

Quarterly Change
Local Curr.
US$

31 Mar 2012

30 Jun 2012

BSX Index

1,003.80

1,096.04

10.4%

10.4%

BSX Insurance Index

1,047.00

1,070.00

2.2%

2.2%

S&P Global 1200

1,470.37

1,384.64

-4.9%

-4.9%

ACE Ltd.

73.20

74.13

1.3%

1.3%

Ascendant Group Ltd.

13.30

13.00

-0.6%

-0.6%

1.07

1.27

18.7%

18.7%

10.00

9.69

-1.4%

-1.4%

7.91

8.29

5.8%

5.8%

21.69

21.04

-2.5%

-2.5%

Stocks

The Bermuda
Stock Exchange
once again
turned-in a
stand-out
performance, by
rising nicely
in a weak
global market.
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Butterfield Bank
Caribbean Utilities
Consolidated Water Co.
XL Capital Ltd.

Source: Bloomberg - Numbers shown include dividends

•

On April 3, Bermuda insurance company BF&M Ltd. agreed to buy Cayman –based insurer Island
Heritage for $68 million in cash. BF&M chief executive officer John Wight said the deal, which is expected to close in the Second Quarter, would help the company achieve the stated aim of becoming
a major insurer in the Caribbean. The Luxembourg based Flagstone Reinsurance Holdings SA is
the majority owner of Island Heritage and will receive nearly $41 million for the 60 percent stake it
owns of the acquired company. BF&M closed up 1.3 percent in the quarter.

•

On April 27, Bermuda-based reinsurer Validus Holdings reported a record first-quarter profit of
$124.2 million, despite “meaningful catastrophe losses” related to the Italian cruise ship Costa
Concordia event and US tornado incidences. Net income, was $1.18 per diluted common share
for the three months ended March 31, 2012, compared to a net loss of $172.4 million, or $1.78
per diluted common share, for the same period last year. Operating income per share was $0.88,
modestly beating the $0.77 estimate of Wall Street Analysts. Validus shares rose 3.5 percent during
the quarter.

•

On May 10, Consolidated Water Co. Ltd., which develops and operates seawater desalination
plants and water distribution systems in areas of the world where naturally occurring supplies of
potable water are scarce or nonexistent, reported its operating results for the First Quarter. Revenues
for the three months ended March 31, 2012 increased 20 percent to approximately $16.7 million
whilst diluted earnings per share rose 18 percent to $0.16 per share versus $0.14 per share in the
prior-year period. Consolidated Water rose 4.8 percent in the quarter.

•

On May 15, the Bermuda-based offshore driller Seadrill Ltd announced net income of $439 million
or $0.89 per share for the first quarter comfortably beating Wall Street’s $0.67 expectations by 0.18
cents per share. The company also increased its quarterly cash dividend by two cents to 82 cents
equating to a yield of more than nine percent for shareholders. In addition, Seadrill has announced
it will pay an extra one-off dividend of 15 cents per share related to an equal cash distribution coming
from Seadrill’s investment in SapuraCrest. During the Second Quarter, the shares fell 5.3 percent.

June 30, 2012
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Global Bond Markets
Benchmark
Indices
US 2 Year
US 10 Year
US 30 Year
Canadian 10 year
Australian 10 year
UK Gilt 10 Year
German Bund 10 Year
Japanese 10 Year

(Yield to Maturity)
31 Mar 2012
30 Jun 2012

Total Returns
Local Curr.
US$

0.33%
2.21%
3.34%
2.11%
3.98%
2.20%
1.79%
0.99%

0.30%
1.64%
2.75%
1.74%
3.04%
1.73%
1.58%
0.83%

0.11%
5.78%
12.70%
4.67%
11.36%
4.44%
3.11%
1.61%

0.11%
5.78%
12.70%
2.83%
10.19%
2.48%
-2.11%
5.52%

1,317.59
1,601.84

1,340.51
1,681.57

1.74%
4.98%

1.74%
4.98%

1,494.61

1,517.75

1.55%

1.55%

1,200.37

1,216.33

1.33%

1.33%

Citigroup
3-7 Year Treasury Index
7-10 year Treasury Index
1-10 Year US Corp.
Bond Index
World Gov't 7-10 Yr
Bond Index

Demand for bonds
of top-rated
issuers ranging
from IBM to
Berkshire
Hathaway Inc.
surged in the
Second Quarter.

Source: Bloomberg

•

Treasury prices rose, and yields fell, in the Second Quarter on signs the global economic recovery
may be slowing, uncertainty around the ramifications of a new French President, and Greece’s
struggles in forming a unity government. Further boosting demand for safe assets was JPMorgan
Chase & Co’s US$2 billion dollar trading loss.

•

On May 1, the Australian central bank lowered its key interest rate by half a percentage point to
3.75 percent, the lowest level in two years, surprising investors who had been expecting a more
modest cut. In the statement following the announcement, the Reserve Bank of Australia struck a
balanced note in their assessment of the global economy and appeared eager to avoid the impression that the larger-than-expected rate cut reflected any dire prognosis for the economy. On
June 5, the central bank cut the benchmark rate for the second time in as many months to 3.5
percent in a bid to boost economic growth after a slew of soft economic data.

•

Demand for bonds of top-rated issuers ranging from IBM to Berkshire Hathaway Inc. surged in
the Second Quarter on Europe’s fiscal turmoil and concern that economic growth may be faltering.
On May 8, investment-grade borrowing costs in the US fell to a record low 3.3 percent, down from
3.9 percent at year-end, according to the Bank of America Merrill Lynch US Corporate Master
Index. Despite corporate bonds being richly priced, investors accepted bond yields near all-time
lows for investment-grade companies, as stocks tumbled on doubts policy makers could prevent
a crisis of Europe’s common currency from infecting the global financial system.

•

On June 1, US, German, and UK yields fell to all-time lows after Spanish Economy Minister Luis
de Guindos said the future of the euro is at stake and a report showed US employers added the
smallest number of workers in a year in May. In Germany, the two-year bund yield slid to as low as
minus 0.012 percent, the first time the rate on the securities has been negative, before recovering
to plus 0.01 percent. A yield below zero means investors will receive less in repayments on the
German securities when held through to maturity than the amount they paid to buy them. Danish
and Swiss two-year rates were also negative on the day.

June 30, 2012
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World Currency Markets
Value of Currency
US$1 = value in local currency

The euro
weakened
against the dollar
in the Second
Quarter on
speculation the
European
currency bloc was
on the verge of
breaking up.
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Currency

31 Mar 2012

30 Jun 2012

Change

Australian Dollar

0.9666

0.9768

-1.0%

Brazilian Real

1.8268

2.0094

-9.1%

British Pound

0.6247

0.6366

-1.9%

Canadian Dollar

0.9987

1.0166

-1.8%

Euro

0.7495

0.7895

-5.1%

Japanese Yen

82.8650

79.7950

3.8%

Swiss Franc

0.9025

0.9486

-4.9%

Source: Bloomberg

•

The dollar posted its biggest monthly gain since 2011 in May, beating bonds, stocks and commodities for the first time this year as investors sought refuge in US assets while Europe’s sovereign debt crisis worsened. The US is the deepest capital market in the world and for this reason
central banks and investors seeking safe assets were literally being forced into owning the dollar
as there was nothing else for them to buy. In fact, the UK and France each increased their holdings (through private and official purchases) of US Treasuries by more than 26 percent in April
as reported by the US Treasury Department on June 15. The trade-weighted dollar rose 3.3 percent in the Second Quarter.

•

The euro weakened against the dollar in the Second Quarter on speculation the European currency
bloc was on the verge of breaking up as the sovereign debt crisis intensified. Firstly, Greece was
unable to form a government after elections in May. Secondly, the Spanish government said the
country would take over Bankia SA. Spain said it might inject public funds into the banking group
as the government prepares the fourth attempt to overhaul the nation’s financial system and media
reports said Germany was pressuring Spain to formally request help from the EU. Although Greece’s
second election on 17 June led to a clear winner in the New Democracy party, struggles to form a
new government continued. The euro weakened 5.1 percent against the dollar in the quarter.

•

The Brazilian real sold off sharply in the Second Quarter driven by soft economic data combined
with stress in Brazil’s financial system. As the economic slowdown led to an increase in the number
of bad loans, Government officials put even greater pressure on the banking system to make new
loans. For this reason, the market was led to believe the Brazilian central bank would continue an
aggressive easing cycle and intervention in the currency market. Lastly, talk of a more aggressive
fiscal response to the slowing Brazilian economy grew as the monetary stimulus did not seem to
have had much impact. In the quarter, the Brazilian real weakened 9.1 percent against the dollar.

•

The Chinese economy showed signs of slowing in May as exports and imports came in below
analysts’ expectations and as Chinese manufacturing fell as reported by the Chinese Purchasing
Managers Index (PMI). While the manufacturing PMI still indicated growth in the sector, the results
were well below previous numbers and expectations. Subsequently China’s yuan fell 1.40 percent
against the dollar in May, which was the biggest depreciation since the Chinese government allowed the currency to begin gradually strengthening in summer 2005. The renminbi weakened
0.9 percent against the dollar in the quarter.

•

Slowing economic growth and the financial turmoil in Europe weighed on the commodity currencies (the Australian and Canadian dollars, as well as the Norwegian krone) in the Second
Quarter. Specifically, slowing growth in China, as well as interest rate cuts by the Reserve Bank
of Australia, weighted on the aussie. The loonie sold off on weak US economic data – Canada’s
biggest trading partner. The krone suffered as oil prices, Norway’s biggest export, declined. The
aussie, loonie, and krone weakened 1.0, 1.8, and 4.5 percent respectively against the US dollar
in the Second Quarter.
June 30, 2012
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Outlook for the Second Quarter 2012
Weaker economic data is expected in the Third Quarter 2012. While growth will remain
positive, volatility will continue. Despite negative developments, we expect the global
economy will continue to expand. We also expect the growth divergence among major
economies to narrow gradually over the year.
• The political environment is undermining the economic recovery. Global growth is facing risks
that are difficult to measure. In particular, weaker economies in China and the EU will affect
US exports.
•

The resilience seen in US economic growth is beginning to fray as recent employment and
manufacturing data shows unexpected weakness. Moreover, the US economy will face a severe ‘fiscal cliff’ in early 2013 without decisive government action.

We believe interest rates will remain range-bound in the Third Quarter 2012 following
the persistent theme of perpetually low rates.
• Interest rates will stay low as global investors prefer the safety of US Treasuries. Moreover,
Federal Reserve (Fed) announcements provide a measure of certainty regarding their intention
to maintain low rates until the US employment situation improves.
•

Sovereign debt from the eurozone peripheral nations like Portugal, Spain and Greece will experience yield volatility based on investor assessment of the risks of holding the debt.

We expect the euro to be weak and volatile until some measure of certainty regarding the
currency’s future is established. The US dollar shall remain strong owing to the dollar’s
status as a refuge from eurozone turmoil.
• We expect the euro to be weak relative to the dollar, as a lack of clarity around problems in the
southern end of the eurozone will continue to drive high volatility in the foreign exchange market.
•

Commodity currencies will be range bound at lower levels, relative to the US dollar, until a
restoration of investor confidence regarding the stability of global growth.

We believe that oil prices are likely to be range-bound ($75 to $90 for West Texas
Intermediate) due to variable economic growth.
• Sluggish economic growth is spreading although manufacturing indicators support copper
consumption and prices longer-term.
•

Low oil prices and little wage pressure should stem inflation as the cost of commodity inputs
remain subdued. This will be good for producers.

Our optimistic longer-term outlook for equities remains as the fundamentals support valuations although the uncertainty in the eurozone will foster bi-polar market behaviour.
• As measured by the S&P 1200 Global Index, stocks remain inexpensive by any measure and
offer superior potential for income and capital appreciation over other liquid assets.
•

US equities will outperform both the eurozone and most emerging markets in the Third
Quarter 2012.
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Information has been
obtained from sources
believed to be reliable,
but its accuracy and
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forward looking
statements including,
but not limited to,
statements that are
predictions of or indicate
future events, trends,
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Undue reliance should
not be placed on such
statements because by
their nature they are
subject to known and
unknown risks and
uncertanties.
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Economics
The World
The recent run of weak economic data requires that we moderate our growth expectations for
the coming quarter. We are in agreement with consensus forecasts (compiled by Bloomberg) for
global growth of 1.8 percent for Third Quarter 2012 with the US responsible for the bulk of this
modest expansion. Europe is the primary driver of the global moderation as the region’s debt
crisis continues. The political situation is further undermining the recovery by delaying the implementation of practical solutions that include closer fiscal ties among the eurozone members.

“A new word has
become popular in
the British political
lexicon: the
omnishambles.
It is used to
describe a
situation in which
an apparently
carefully crafted
policy stance
unravels
in a bewildering
number of
dimensions,
leaving all
affected parties
in a state of
incredulous
despair.”
Chief UK Economist
Barclay’s Capital;
1 June 2012

Bright spots exist however:
• If GDP consensus estimates are correct, demand will grow in 2012.
• Lower oil prices are supportive of economic growth and consumer confidence.
• A weaker euro should boost exports as eurozone products become less expensive.
• Many emerging nations –particularly China—are fiscally able to cut interest rates further to
stimulate consumption.
• Low interest rates make borrowing and investing less expensive.
Risks to the optimistic view include:
• The resilience of the US economy is fraying and both political parties face a ‘fiscal cliff’ beginning in January 2013 unless decisive action is taken. Right now, the US Fed is the only governmental body holding everything together.
• If any nation decides to leave the euro, the financial cost will be horrific. No country in the EU
will escape, not even those with sound finances.
• Polarised electorates in Greece, Spain, and some US states (Wisconsin) are pointing to a new
trend with activists on the far left and right who are unwilling to compromise.

North America
We expect North American economic growth to exceed that of the rest of the developed world.
Recently, weak economic data has surfaced; however, the variability is such that we expect growth
to remain positive albeit at a slower rate than seen thus far. Employment will continue to improve,
as evidenced by stable Purchasing Manager’s Indices (PMI), which remain in the expansion zone,
and by the willingness of the Fed to stimulate the economy as necessary to avoid a recession.
Risks facing North America are two-fold:
• The ‘fiscal cliff’ that is automatically triggered in January 2013.
• Declining commodity prices weighing on metals, energy and agriculture exports as the US
and Canadian dollars remain strong.
The ‘fiscal cliff’ is a series of automatic spending cuts (sequestration) that came as a result of
Congress’ inability to compromise on raising the US debt limit in July 2011. Critically, on January
2, 2013 automatic spending cuts of about $120 billion will go into effect, this along with the expiration of the ‘Bush’ tax cuts will subtract between 3.5 and five percent from US GDP according
to Fed Chairman Bernanke. Since 70 percent of Canada’s exports are to the US, the knock-on
effect will pressure growth there as well. Consequently, with GDP growth for both nations expected to be 2.3 percent, sequestration and the tax cut expiration will cause the North American
economy to fall into recession. Further, the sequestration process will continue for an additional
ten years, at $120 billion per year, stifling growth and affecting policy decisions. At this time however, there are two bi-partisan committees negotiating to moderate or abandon both sequestration
and the tax increases. This is an ongoing issue.
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Europe
Europe is mired in crisis, band-aid solutions, and the quintessential politician’s practice of delay, delay,
delay. The result will lead to negative GDP growth in the quarter of negative 0.60 percent.
We expect that Germany, as the fiscal guardian of the euro, will moderate her austerity rhetoric resulting in a balanced approach utilizing both spending reductions and a growth programme to mitigate
the social damage so evident in Greece and now Spain. We also think that the ECB will continue to
adjust their monetary behaviours so that they more closely resemble those of the US Fed. Should
this become a coordinated assault on economic stagnation then the EU will establish a foundation
from which policy makers can begin a pragmatic effort to cure Europe’s fiscal ills.
UK’s economy, struggling with government budget cuts, high unemployment, and threats from
Europe’s turmoil, will manage 0.8 percent GDP growth for 2012, according to the International
Monetary Fund. The Bank of England now has more room to manoeuvre with inflation, at three percent, easing toward the bank’s two percent target. Services have recently shown some resilience
while manufacturing slumps. Longer-term the UK may be the beneficiary of companies and high net
worth individuals fleeing countries with aggressive tax policies on continental Europe.

Pacific Basin
Australia’s economy, set to overtake Spain’s as the world’s 12th largest this year, will likely average
three percent growth for 2012 as predicted by the Reserve Bank of Australia. Here too growth expectations have softened as Europe’s sovereign debt crisis and a slowing China stifle Australia’s commodity exports. An estimated AU$500 billion pipeline of resource projects by companies such as
BHP Billiton Ltd. has helped cushion a slump in manufacturing and services impacted by a strong
currency although new mining projects in Australia are being put on hold as costs rise and commodity
prices ease.
Japan’s economy will grow 1.5 percent in the quarter as the nation’s trade figures are improving despite the strong yen. Downside risks include the cost of energy, which is weighing on the economy,
since Japan all but eliminated electricity production from nuclear power following the March 2011
tsunami.

“We think there’s
little prospect of
falling back into a
great recession
abyss; but there
is also little
prospect
regrettably of
getting back up
to boom-like
global growth
any time soon”
Dr. Neal Soss,
Managing Director and
Chief Economist
Credit Suisse;
22 June 2012

China’s trade resilience signals Europe’s crisis has yet to spark a collapse in world commerce on the
scale of 2008, despite Spain’s banking troubles. Nevertheless, China is adopting a more simulative
monetary and fiscal policy. We view this as positive action to ensure GDP growth of about 8.3 percent
for the Third Quarter 2012 and is critical to engineer a soft landing. We expect China to succeed in
this effort given the control exercised by the central government.

Latin America
For the Third Quarter 2012, we expect Latin American economies to grow 3.5 percent on foreign
demand for energy and agricultural products as well as government spending. Whilst the region is
experiencing declines in foreign demand for natural resource and agricultural exports, global demand
is such that economic growth in the region will continue. Fears of a new wave of industrial nationalization are unfounded in our view being isolated to the countries of Venezuela and Argentina and not
likely to spread. A larger risk is plummeting energy prices leading to a decline in revenue from Latin
American crude. Recall that most of Brazil’s oil production is offshore in a hostile environment that
raises the cost per barrel extracted.

June 30, 2012
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Bonds

“We believe
sustained high
yields will
eventually force
Spain into taking
a full-ﬂedged
bailout. It was
reported that
results of the
private sector
audit of Spain’s
banking sector
will be delayed
until September
rather than the
scheduled July.
The market
simply does not
have this kind of
patience.”
Brown Brothers
Harriman,
June 19, 2012

We believe US interest rates will be range-bound in the Third Quarter 2012. Shorter-dated yields are
firmly anchored by the Fed’s intention to maintain low rates until the US employment situation improves. At this writing, market expectations are for the Fed to keep the Fed Funds rate unchanged
until late 2014. While our base case is for rates to be range-bound, poor global economic growth and
a further deterioration of the eurozone’s sovereign debt crisis should slow US economic growth and
push unemployment higher. If this were to happen, we would expect the Fed to engage in a third
round of stimulus or Quantitative Easing III (QEIII) and buy longer-maturity bonds, pushing record-low
yields lower still. Also, if the eurozone’s problems escalate, a further run for the perceived safety of US
Treasuries may ensue. The resulting additional downward pressure on yields will exacerbate the already
negative real returns to bond investors as shown in the chart below.
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In Europe, we expect yields in Germany, the Netherlands and the UK to trade roughly in line with those
in the US. The European Central Bank (ECB), whose single mandate is to achieve price stability, has
softened inflation expectations and may cut the record low benchmark rate of one percent as early as
July if the economic outlook for the eurozone dims further. Yields in the peripheral eurozone nations-i.e. Portugal, Italy, Ireland, Greece, and Spain-- will be elevated and be very volatile depending on
the latest headline news.
Bonds issued by nations with ‘AAA’ sovereign credit ratings will do well as investors seek safe havens.
Australian and Norwegian sovereign bonds offer relatively better yields than other ‘AAA’ rated nations
and will be attractive for investors. However, the small size of these nations outstanding bond issues
limits the amount investors are willing to add in these markets. Canadian sovereign bonds offer better
yields than those of US Treasuries and, surprisingly, the Canadian central bank in June said that, if
domestic growth continues as expected, raising the benchmark rate may be justified. The statement
makes the Bank of Canada the odd one out; but as of now, no interest rate hikes are expected until
2013.
In coming quarters, we expect investment grade corporate bond yields to remain stable. While liquidity
in the corporate bond market is substantially lower than in the Treasury market, for the longer-term investor corporate bonds offer substantially better yields than those of Treasuries. Unlike many nations,
companies are accountable to shareholders, have relatively healthy balance sheets, are flush with
cash, and earn profits, offering investors diversification from sovereign debt.
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Currencies
The US dollar shall be strong against most major currencies owing to better growth fundamentals
and the dollar’s status as a refuge from eurozone turmoil. The grim macroeconomic background
facing the eurozone and the increasing probability of a Greek exit from the currency union will cause
the euro to weaken against the greenback and increase volatility until some measure of certainty regarding the currency’s future is established. Recently, two scenarios in which the euro weakens have
become more likely. The first is that ECB steps up monetary easing to support nominal GDP growth
in the peripheral nations. The second is that bank and sovereign balance sheets continue to deteriorate. We see both as negative for the euro.
Figure 1: We expect EUR/USD to fall to 1.21 in three months and 1.15 in 12 months (red diamonds
are one month, three months, six months and 12 months forecasts)
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Sterling is likely to benefit from euro weakness near term as the UK, which implemented austerity
early on, is regarded as a European safe haven. For this reason we expect Sterling to strengthen
against the euro. However, the UK economy is not immune to slowing growth in the eurozone, and
the pound is likely to weaken against the dollar.

“In sum, we
expect European
events to
continue to be the
single largest
inﬂuence of
the overall
investment
climate. The crisis
is likely to deepen
and this will likely
weigh on risk
appetite in
general and lead
to a modest
strengthening of
the dollar.”
Brown Brothers
Harriman, Foreign
Exchange 2012
Third Quarter Report

We remain cautious on commodity currencies and expect them to be range bound at lower levels
relative to the US dollar until a restoration of investor confidence regarding the stability of global
growth. Only in the event of a positive US growth surprise or a slow and steady ‘muddle through’ of
the eurozone sovereign debt crisis, will the aussie and the loonie strengthen against the greenback.
The Norwegian economy is highly exposed to oil and is unlikely to strengthen significantly against the
dollar until oil prices start to rise.
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Commodities
We believe that oil prices are likely to stabilize between $75 to $90 for West Texas Intermediate (WTI)
due to softening economic growth and massive crude supplies. Oil prices have already fallen by 25
percent since the February highs as the market has priced in a far more downbeat economic outlook.
Saudi Arabia has been pumping oil at the highest rate in three decades to reach their announced
price target of $100 per barrel for Brent crude, which at this writing is trading at $97. Now that their
self-imposed goal has been achieved, Saudi Arabia will likely curtail production.

“In our view,
current OPEC
output is in line
with the Q3 call
on crude. We
believe Saudi
Arabia has got
the numbers
roughly right
given current
fundamentals . . .”
Barclays
Commodities
Research,
Petroleum Politics
and Economics
13 June 2012

WTI, the benchmark we follow and one that is most often quoted in the North American press,
trades at a double-digit discount to Brent. Morgan Stanley expects this discount to remain into 2014
and beyond as growing oil production in North America swamps crude oil transmission infrastructure.
Massive US inventories are unlikely to be cleared any time soon (see below exhibit). The Seaway
pipeline, whose direction of flow was reversed in May and now ships crude from Oklahoma for processing and export on the Gulf Coast, will likely not clear the mid-continent glut of oil. The massive
US crude supplies and discount to Brent point to sub $90 West Texas Intermediate near term.
On the risk end of the spectrum, Iran may be a wild card. The most recent set of headlines leading
up to the next round of talks in Iran have been pointing to no substantial change in relations, according to Barclays, effectively pricing in zero geopolitical risk. The potential outcome is that a fear
premium could be priced back in.
Sluggish economic growth is spreading although manufacturing indicators support copper consumption and prices. Near-term copper prices will remain at or close to current levels until more
clarity on Europe’s workout and China’s soft landing are evident. Longer-term, copper prices will remain at or higher than current levels supported by supply and demand fundamentals.
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Equities
We expect some decline in earnings growth in the face of slowing global growth, but this is unlikely
to have a material effect given current depressed valuations.
Investor desire to grow capital through equity purchases is stifled by the perceived need to preserve
assets until there is more certainty. This is precisely when the opportunity to position for future growth
is both frightening and most profitable. Examining the statistics of the S&P 1200 Global Index provides
considerable clarity regarding current equity market conditions; specifically, stocks are cheap by any
measure--price to earnings (P/E), price to book (P/B), or price to cash flow (P/CF). To confirm this
view, we conducted a study on the S&P Global 1200 Index over the past eight years that shows:

Stock Dividend Yield vs. US Treasury Yield
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Source: Bloomberg

• The S&P Global 1200 index with a P/E of 13.5 trades at a 13 percent discount to the historical average 15.6.
• On a Price to Book Value basis, the market trades at a 20 percent discount: 1.6 vs. 2.0 historically.
• Price to Cash Flow data tells a similar story as current P/CF stands at six vs. 9.3 for a discount of
over 35 percent.
By comparison, investors buying a five–year German Bund or US Treasury yielding 0.51 percent and
0.70 percent, respectively, are receiving negative real yields since global inflation is running at 2.5
percent. Consequently, the real return to an investor is negative two percent per year, more or less,
whilst the yield on global stocks averages nearly three percent. That is plus 200 basis points or more
to most safe sovereigns. Thus, simple fundamentals argue that negative real yields and investor’s
appetite for ‘AAA’ sovereigns at these levels cannot persist indefinitely since everyone knows that
this perverted return relationship will reverse. The timing of this inevitable reversal is what engenders
fear and provides opportunity.
Where appropriate, we add companies with higher growth characteristics to take advantage of capital
appreciation opportunities. We seek to increase our holdings of high quality high dividend paying
stocks in the coming quarter along with a modest increase in Consumer Staples and US Financials.
We prefer the UK and Scandinavian nations to continental Europe, as the former countries are fiscally
well managed.
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“We continue
with our core
strategy of
buying dollar
earners (US
growth is better
and the euro
should weaken)
and domestic
Germany. If there
is a 90 percent
chance of the
Euro surviving,
then in our
opinion there is
also a 90 percent
chance of a
German
consumer and
housing boom.”
Managing Director
Head of
Asset Allocation
Credit Suisse:
29 June 2012

BIAS is not endorsing any
particular security for purchase for a specific investor since BIAS is not
aware of any investor’s
overall portfolio holdings
or financial needs.
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Conclusion and Strategy Points
Equities
Regional Strategy
•

Overweight North America at 59.5 percent (versus index weighting of 56.1 percent). 6.5 percent
of which is allocated to Canada (versus an index weighting of 4.3 percent).

•

Overweight Germany at seven percent (versus index weightings of 3.2 percent), whilst remaining
underweight Europe at 23.5 percent (versus index weighting of 26.4 percent).

•

Underweight Japan at five percent versus an index weight of 7.2 percent).

•

Underweight Australia at two percent (versus index weighting of 3.7 percent).

Industry Sector Strategy
•

Overweight Telecom at 6.5 percent (versus index weighting of 4.8 percent).

•

Overweight Industrials and Basic Materials at 13 percent and 10 percent (versus index weighting
of 10.4 and 7.1 percent, respectively).

•

Underweight Consumer Discretionary at 7.5 percent (versus index weight of 10.4 percent).

Geographic Allocation
North America
Europe
Smaller Asia
Japan
Latin America
Australia
Other

59.5%
23.5%
4.5%
5%
2%
2%
3.5%

Sector Allocation
Financials
Telecom Services
Consumer Disc.
Health Care
Technology
Consumer Staples
Industrials
Utilities
Energy
Basic Materials
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6.5%
7.5%
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14%
8%
13%
4%
11%
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Bonds
•

Stay neutral benchmark duration and add to longer maturity positions at sell offs for better yields.

•

Hold high quality corporate bonds for their better income relative to that of US Treasuries. We
can go down in credit rankings as economic conditions improve.

•

Allocate some capital to Canadian dollar and Norwegian krone bonds.

Bonds Strategy Allocation

LIBOR FRN

1%

CPI FRN

1%

0-1 yr

20%

1-3 yr

56%

3-5 yr

19%

Cash

3%

AAA
AA+
AA
AAA+
A
ABBB+

54%
5%
14%
15%
6%
2%
3%
1%

Credit Ratings

BIAS structures portfolios according to the needs and risk profile of a specific investor. Some systemic risks should be acknowledged over which BIAS and other asset managers have no control including: trading on exchanges not regulated by any
US Government agency, the Bermuda Monetary Authority, or the Cayman Islands Monetary Authority; possible failure of brokerage firms or clearing exchanges; illiquid markets which may make liquidating a position at a given price more difficult. For
more details on these and other risk factors, please refer to BIAS’ Form ADV as filed with the US Securities and Exchange Commission.
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