THEMES FOR 2015

Capital markets were volatile in 2014 with quarter ending surprises in 3
of the 4 quarters that took equity markets sharply down. Despite this, the
US equity indices and more recently global equity indices reached alltime highs. Bond indices were positive as well as DM yields fell, some in
Europe into negative territory.

GENERAL OUTLOOK

Capital Market Returns

The S&P 500 Index rose 13.68% in 2014 compared to the global index that rose only 5.54% in
comparison. The 3-7 year Treasury Index rose 3.13% and the Corporate 1-10 year Index rose
4.03% by comparison. Source: Bloomberg.

The S&P 500 Index has risen 2.60% YTD (26 Feb 2015) compared to the global index that is up
4.12% in comparison due to outperforming non-US exchanges. The 3-7 year Treasury Index
rose 1.11% and the Corporate 1-10 year Index rose 1.45% by comparison. Source: Bloomberg.

In 2014, the US stock market led global capital markets on a strong earnings driven run that saw US stocks race
to all-time highs and at the same time pull global indices into positive territory. Bonds managed a small gain
too as yields fell on geo-political concerns and the oil price shock.

With slowing earnings growth forecasts and full valuations, US stocks have begun 2015 in stop-start fashion
whereas non-US indices appear to be starting to play catch-up. Bonds again are in positive territory, courtesy of
yields falling even further.

The IMF recently downgraded 2015 global growth estimates from 3.8% to 3.5% on the
slump in oil prices, big global growth divergences, a stronger US dollar and spread widening
in Emerging Markets and High Yield Bonds. By and large the US has dodged this particular
bullet and is forecast to outperform on the back of an earnings driven recovery whilst the
rest of the world gains support from easy money from low interest rates and near deflation.

GLOBAL DIVERGENCE

IMF Cuts 2015 GDP Forecast to 3.5%
In January, the IMF cut their
2015 global growth forecast
by a significant 0.3% to 3.5%
from their October forecast,
due to:
1)

2)

3)
4)

55% fall in oil price which
may harm more countries
than it benefits
Big growth divergences –
the US for instance
outperforming whilst
Japan fell short
US dollar appreciation
Interest rates and risk
spreads widening in EM
nations and for HY issuers

Key weakness is expected in
Japan, China and commodity
exporters in general but some
like Russia and Nigeria in
particular.

Good News From the US
Optimism and
job openings
rising for SME’s
Declining but still
over 11%, so some
way still to go

Represents
over 5 million
jobs unfilled

Little pressure on wage
levels expected in 2015 –
+2.8% in 2015

US Profitability to Continue Strong
US corporate profitability continues to
climb from the depths of the 2007-8 crisis
to all-time highs…

… and while slowing into 2015 is
still expected to grow across all
sectors again (energy excepted)
but at a more modest rate than in
2014.

Improved US Fiscal Position
The impact of QE
Improved economic performance
has come as a result of a massive
explosion in US Government Debt
above 100% to GDP since QE
began in 2007/8.
But with the end of QE in October
2014 and an improving economy
boosting government revenues to
the point where the deficit is
falling (to -2.8% forecast for 2015
from -4.1% in 2014), we are
approaching the time that this
debt mountain may start to be
repaid.
The successful conclusion of QE in
the US combined with strong
economic growth forecast for 2015
of +3.2% (relative to the rest of the
world) and a nearly disappearing
deficit is all strongly US dollar
positive.

2015 Forecast -2.8%

Easing Everywhere Else
Global Central Bank response since
the 2007/8 financial crisis has been
to throw money at the problem.
Sluggish growth and deflation has
pushed these efforts into hyperdrive.
As a result lack of liquidity is not
likely to become an issue outside
particularly troubled areas such as
Greece.

17 Cuts Already This Year… More to Come

• Uzbekistan was the first on Jan. 1 2015.
• The People’s Bank of China on March 1st 2015 became the 17th central bank of 57 monitored by Bloomberg News to pare
its benchmark.
• By the end of this week, the list will probably include Poland. Some economists also forecast Australia and Canada will act
for the second time this year.
• Norway, Hungary and Thailand will all join in this month, followed by South Korea in April, according to JPMorgan.
• The European Central Bank is set to begin its 1.1 trillion euro ($1.2 trillion) bond-buying program in March.

THE Problem for the Eurozone
Deflation is something all Central
Banks want to avoid as sustained
levels of very low inflation can
turn into prolonged deflation
when demand is falling which
impacts employment.
The most high profile and biggest
example of this has been in the
Eurozone where the ECB has
consistently failed to really come
to grips with the low growth/low
inflation environment that has
depressed the Eurozone
economy.

Only now and seemingly with
some reluctance has the ECB
taken real action in the hopes of
turning things around like the Fed
was able to do in the US and
announced a €60 billion per
month bond purchase
programme to start in March.

Strong GDP growth, an improving fiscal position, falling unemployment
without inflationary pressures all add up to a solid fundamental position for
the US dollar in 2015 relative to other currencies where deflation, sluggish
growth, easy money and falling interest rates are to be found. On top of all
this and what was what really ramped up the USD strength trend was oil.

THE YEAR OF THE GREENBACK

Bang Goes Oil/Pop Goes the Dollar
Coincident with the sharp
oil price decline has been
general US economic,
fiscal and capital market
strength.
Factoring in geo-political
risk and non-US economic
weakening, capital
flooded into the US
pushing the US dollar
firmly ahead against all
currencies to levels not
seen on a Trade Weighted
basis since the early
2000’s.
This trend is unlikely to
cease any time soon.

Expect the US dollar to
remain dominant in 2015.

The Catalyst: First Oil Surplus since 1990’s
In September 2014, the International
Energy Agency announced:
New and increasing oil supplies have
pushed oil into over-supply territory in
2014 for the first time since the 1990’s.
New US oil production primarily from
shale was the highest profile factor in
creating this unheralded situation and
when combined with OPEC’s refusal to
cut supplies, the sudden over-supply
driven oil price slump was on.
To date prices have fallen by as much as
55% to below $50 per barrel (WTI) as
OPEC refused to cut supplies.
The price has seen some bounce back
lately and the futures market is pricing in
steady price advances throughout 2015
towards $60 per barrel for WTI.

WTI -55%

BOOM! QE Euro-style
The ECB’s balance sheet
already bloated from past
initiatives is getting ready
to move into hyper-space…
… interestingly as the Fed
may look to start repaying
some of its massive
purchases.
The plan is for the ECB to
buy €60 billion per month
of Euro denominated
bonds starting in March
2015 for the foreseeable
future…. If they can find
them, that is.
The ECB plan is aimed at
weakening the Euro further
against the US dollar
making EU exporters more
competitive.

Weak economic growth and low inflation has led to central banks cutting
benchmark rates around the globe. Currently 10 countries in Europe have
negative interest rates on shorter maturity sovereign debt. With impending
QE from the ECB and bond investors seeking yield, the stage is set for further
yield compression in 2015 despite the possibility of interest rate hikes by the
Fed at some point in 2H 2015.

BONDS

Many Countries Yield Curves Already Negative

Negative Yield Territory

•

10 European nations currently show negative yields for their Government bonds.
•
•

•

New ECB bond purchase programme may exacerbate this situation
•
•
•

•

Eurozone – Germany, France, Belgium, Holland, Austria, Finland, Slovakia
Others – Switzerland, Denmark, Sweden
Buying targeted at relative EU member country GDP and population which favours Germany
Potential bund purchases 26X estimated new issuance for 2015!
To complete programme, traders will force prices up and yields even further down

Overall highly negative for the Euro and pegged currencies

The Unthinkable: US Yields May Still Go Lower
US 10-yr Treasury Bond Yields (Top)
German 10-yr Bund Yields (Bottom)

Government bond yields in 10 European nations
are negative at present, this comparison is with
German Bunds, the strongest of the EU nations.

Spread between US 10-yr yield and
German 10-yr yield is 175 bps

The 25-year spread between German and US interest rates is currently at a 25-year high even though yields are at
all-time lows. This means that the yield pick up between US and German government bonds is the most attractive it
has been for at least 25 years. Investor appetite for US Treasuries is therefore unlikely to have dimmed.
US yields may still move lower as capital flows into higher yielding US dollar government bonds.

Q3 2015 for First Fed Hike? Maybe??

The Fed is under little pressure to raise rates and with a strengthening US dollar now has even less reason to take action.
The Fed’s own projections on their ‘dot plot’ from the December FOMC meeting (blue line above, next one due 18th
March) show a hike later in 2015 and with Fed Funds at 1.125% by year end. The market (Fed Funds Futures, red line) is
less optimistic but still expects a hike, but smaller with Fed Funds at 0.565% by year end.
We expect volatility in fixed income markets until that first hike.

US Equities: Still Yield More than Bonds

Even with equity markets at all-time highs, US equities still yield more than US Treasuries and this spread has widened in recent
weeks as US Treasuries have rallied on the back of global concerns and US strength. With other DM nations’ yield curves negative,
this is true certainly for certain other DM European nations’ equities too.
Equities are still a better place to be than bonds for income investors and yield seekers.

The recovery from the 2007/8 financial crisis has been mixed but one
thing has been a constant: global stock markets have recovered to or
near all time highs. Easy money has helped US companies to all-time
levels of profitability. But with global growth estimates pulling back,
markets are getting nervous.

EQUITIES

Global Equities at All-Time Highs
Stock Market Indices 4th March 2015
S&P Global 1200
1958.37
S&P 500 Index
2095.78

Global equity markets are currently at all-time highs and gradually pushing further.

•
•
•

S&P Global 1200 Index reached an all-time high of 1958.37 on 4th March 2015
The S&P500 Index passed previous all-time high in Q4 as it outperformed, but has lagged YTD
Non-US exchanges have outperformed YTD in USD terms

If 2014 was all about US equities and the return to positive territory for
bond indices, 2015 YTD has been about markets being nervous about rich
US stocks and considering headwinds that may stall further progress.

US EQUITIES

US Equity Valuations Have Risen
Global Equity Indices – Price/BV Since 2003

US equities are well priced at
present compared to their global
peers on a Price to Book Value basis
(top chart) and are pushing towards
a forward P/E of 17 versus a long
term average of 13.7 (bottom).
Even so US equities remain well
supported by the fundamentals:
•
•
•
•

Leading in GDP growth
High corporate profitability even
though earnings growth is
expected to moderate in 2015
Low borrowings
Yield more than bonds

US equities have caught up with
under valuations caused by the
2007/8 crisis, not so other regions
suggesting some catch up may take
place elsewhere.

The high profile and long drawn out agony over ‘Grexit’ together with
structural rigidities that prevent rapid economic improvement and at the
same time support deflation may be coming to an end with massive QE
planned to start in March. Even before this, things had been turning up
but nobody really noticed.

EUROPEAN EQUITIES

EU Fundamentals Improving

Both PMI measures over
50 showing expansion

Economics are improving on an aggregate level for the Eurozone. Q4 GDP growth came in better than expected
on the back of outstanding German numbers.
•
•

Purchasing Managers Indices (PMI) are improving (and are both over 50 showing expansion)
Credit conditions while still not great are moving in the right direction

Europe Needs More Earnings to Boost Multiples
S&P500 P/E 17.78

S&P Europe P/E 16.41

US P/E Margin over Europe 1.36 – below historical average 2.29 and narrowing

European Equities Cheap, Money Flows Turning

European equities cheap
relative to global markets

Investor Money Flows Picking Up

European markets are still trading on a 16% Price/BV discount to global markets and are close to the 20-year trough of 18%. An
excess of risk is therefore being priced into European equities.
Fund flows have recently ticked up. There is certainly enough room for Eurozone stocks to catch up with US valuations so long as
earnings growth comes through as a result of improving conditions and further Euro depreciation once QE kicks in.
Look to add to European stocks on a hedged basis selectively with a preference for quality and exporters (i.e. Germany).

EQUITY STRATEGY

Global Growth Strategy
•

Overweight
– Info Tech
•
•

–

Healthcare
•
•

–

Transport

Neutral
– Energy
•

–

14.15% 5.82%

Healthcare

15.96%

12.62% 3.34%

Industrials

12.79%

10.80% 1.99%

Energy

7.41%

7.72% -0.31%

Staples

9.68%

10.16% -0.48%

Materials

3.45%

5.43% -1.98%

Telecom

1.60%

3.70% -2.10%

Utilities

0.88%

3.13% -2.25%

Financials

17.84%

20.32% -2.48%

Discretionary

9.30%

11.96% -2.66%

Other

1.12%

0.01% 1.11%

Pipelines

100.00%

100.00%

0

Organic Foods

Underweight
– Materials
– Telecom
– Utilities
– Financials
•

–

+/-

19.97%

Staples
•

•

Biotech
Life Sciences

Industrials
•

•

Cyber-Security
Money Churners

Strategy S&P Global

IT

Capital Markets

Discretionary
•
•

Media
Home Builders

Strategy S&P Global

USA

+/-

60.41%

54.82% 5.59%

Canada

0.32%

3.20% -2.88%

UK

5.31%

7.45% -2.14%

Germany

5.15%

3.40% 1.75%

14.10%

15.33% -1.23%

Japan

8.00%

7.47% 0.53%

EM Asia

3.77%

4.17% -0.40%

Australia

1.76%

2.98% -1.22%

Latin America

0.02%

1.18% -1.16%

Other Europe

Other

1.16%

1.16%

100.00%

100.00% 0.00%

All Data as at 4th March 2015

Cyber Security
Check Point Software (CHKP)
•
•
•
•
•

Israeli based
Network security software
Security management
ZoneWare solutions that protect consumers from
hackers
Market cap $15.4 billion

Palo Alto Networks (PANW)
•
•
•
•
•
•

1-Year Price Chart (to 4

Enterprise security platforms
Many government contracts
‘Threat Intelligence Cloud’ software that prevents
cyber attacks
Firewall appliances and centralised security
management
Santa Clara, California based
Market cap $11.9 billion

th

March 2015)

Palo Alto Networks +113.67%
Check Point Software +21.05%

Cyber Security
Fortinet Inc (FTNT)

Vasco Data Security Intl (VDSI)

•
•
•
•
•
•

•
•
•
•
•
•

Network security
Unified threat management
Secure wire, mail, web access software
Software to detect advanced persistent threats
Sunnyvale, California based
Market cap $5.6 billion

1-Year Price Chart (to 4

th

March 2015)

Vasco Data Security Intl +181.67%
Fortinet Inc +45.45%

Vacman, a host system identification platform
Identikey authentification software
Cloud-based authentication services platform
Digipass dynamic signature software
Oakbrook Terrace, Illinois based
Market cap $900 million

Dividend Income Strategy
•

Overweight
– Industrials
•

–

Healthcare
•
•

–

14.15% -7.26%

Healthcare

15.99%

12.62% 3.37%

Industrials

19.05%

10.80% 8.25%

Energy

8.18%

7.72% 0.46%

Staples

13.31%

10.16% 3.15%

Materials

7.46%

5.43% 2.03%

Telecom

0.47%

3.70% -3.23%

Utilities

4.45%

3.13% 1.32%

13.02%

20.32% -7.30%

Discretionary

8.95%

11.96% -3.01%

Other

2.23%

0.01% 2.22%

100.00%

100.00% 0.00%

Financials

Power Companies

Integrateds

Underweight
– Telecom
– Utilities
– Financials
•

–

Discretionary
•

–

REITs
Media

Info Tech
•

Money Churners

+/-

6.89%

Neutral
– Energy
•

•

Chemicals

Utilities
•

•

Pharmacies

Materials
•

–

REIT’s
Big Pharma

Staples
•

–

Cyclicals

Strategy S&P Global

IT

Strategy S&P Global

USA

+/-

58.83%

54.82% 4.01%

Canada

3.57%

3.20% 0.37%

UK

5.61%

7.45% -1.84%

Germany

2.00%

3.40% -1.40%

19.63%

15.33% 4.30%

Japan

3.49%

7.47% -3.98%

EM Asia

1.96%

4.17% -2.21%

Australia

3.05%

2.98% 0.07%

Latin America

0.00%

1.18% -1.18%

Other

1.86%

1.86%

100.00%

100.00% 0.00%

Other Europe

All Data as at 4th March 2015

With so much to consider: oil and politics; low/negative interest rates;
deflation or just no inflation; sluggish global growth; QE everywhere
(except the US) but with stock markets at all-time highs, the way forward
is likely to be uncertain in 2015.

CONCLUSIONS

Putting It All Together
FX & Bonds

Equities

•

•

US$ to dominate
–
–
–

•

•

Oil and Commodities stay weak
No acceleration in wages
Oil-driven US Capex drying up

•

–
–

Bonds for capital preservation
–
–

Investment Grade Bonds to outperform
High Yield & Prefs may have longer to run
after all

•

Economic fundamentals improving
QE will make exporters competitive
Focus on cyclicals

Markets focused on quality
–
–

UST yields may go lower

Slow down in EM economies
US biggest emphasis

European stocks may recover
–
–
–

US rates to stay on hold in 2015
–

•

–
–

Little inflationary pressures
–
–
–

•

QE to weaken Euro
US deficit to disappear
Sub-optimal global growth

DM over EM

Investors wary of indices at all time highs
US earnings remain strong but curbed by
US$ strength
‘Show Me’ sentiment
Be selective

Dividend focus intact
–
–

Consistent payers rewarded
Aggregate buy backs to rise

Disclaimer
BENCHMARKS
The S&P Global 1200 Index is a worldwide equity index representing 29 countries grouped in seven regional markets. The S&P Global 1200
Index was launched in 1997. The S&P Global 1200 Index represents about 70% of the world equity market. The S&P Global 1200
Index is weighted by market capitalization. The S&P Global 1200 Index is made of the following seven re-known indices: S&P
500 Index for the United States, S&P Europe 350 Index for Europe, S&P/TOPIX 150 Index for Japan, S&P/TSX 60 Index for
Canada, S&P/ASX All Australian 50 Index for Australia, S&P Asia 50 for Asia, S&P Latin America 40 for Latin America. The S&P
Global 1200 Index is calculated in real time in US dollars using real time currency conversion for indices not traded in dollars.
The S&P Global 1200 Index is reconstituted on an as needed basis by Index Committees which includes representatives of all
exchanges representing the underlying indices of the S&P Global 1200 Index.
S&P 500® is a trademark of The McGraw-Hill Companies. The S&P 500® Index tracks the stock performance of 500 US companies across
four industry groups. It is a market-value weighted index with each stock's weight in the index proportionate to its market
value.
This literature discloses investment allocations of an investment fund managed by the Portfolio Manager as of 31 March, 2014. Allocations
of such investment fund will change, perhaps materially, over time. The Portfolio Manager makes no representations with
respect to these allocations being accurate for such investment fund as of any date other than 31 March, 2014.
This literature does not constitute an offer to sell or a solicitation for any securities offered by BIAS and cannot disclose all risks and
significant elements of an investment therein.
Certain statements contained within this literature are forward looking statements including, but not limited to statements that are
predications of or indicate future events, trends, plans or objectives. Undue reliance should not be placed on such statements
because by their nature they are subject to known and unknown risks and uncertainties. Actual results could differ materially
from projected results due to numerous factors, many of which are beyond our control.
Information has been obtained from sources believed to be reliable, but its accuracy and completeness, and the opinions based thereon,
are not guaranteed and no responsibility is assumed for errors and omissions
PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE RESULTS.

Registered Investment Advisor with the U.S. Securities & Exchange Commission. Licensed to conduct investment business by The
Bermuda Monetary Authority. Licensed by the Cayman Islands Monetary Authority to conduct investment business.
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Do you have any question? Contact us on info@bias.bm

