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Stock, Bond, Currency Overview
Global Stock Markets
•

In the Fourth Quarter 2012 investors rotated capital to less expensive Latin American, European, and
Asian equities while selling US shares as ‘fiscal cliff’ negotiations faltered. With the end of 2012, the
US will return to Clinton era tax policies resulting in a tax rise on capital gains and dividends.

•

European shares turned in the best results during the Fourth Quarter 2012 closely followed by Pacific
Rim and Latin American stocks, all in US dollar terms.

Bond Markets
•

US Treasury yields rose slightly over the quarter as economic data showed steady, albeit slow, improvement. This came despite the Fed’s implementation of QE4 and their announcement that rates
will remain low until employment declines to 6.5 percent.

•

Greece’s international lenders agreed to cut the interest rate on official loans, extend maturities by
15-to-30 years, and grant Athens a 10-year interest repayment deferral in order to reduce the nation’s
debt pile.

Currency Markets
•

The euro rose versus most major currencies as the risk of a break-up diminished owing to the efforts
of the ECB and European finance ministers. While not yet resolved, progress is being made.

•

The Japanese yen weakened against the dollar as opposition leader Shinzo Abe became the nation’s
Prime Minister.

December 31, 2012

3

North American Stock Markets
Indices

30 Sep 2012

31 Dec 2012

13,437.10

13,104.10

-1.7%

-1.7%

US S&P 500

1,440.67

1,426.19

-0.4%

-0.4%

US NASDAQ

3,116.23

3,019.51

-2.5%

-2.5%

Canada TSX

12,317.50

12,433.50

1.7%

0.6%

1,469.70

1,504.27

3.0%

3.0%

US Dow Jones Industrial

S&P Global 1200

North American
equity markets
lagged in the
Fourth Quarter.
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Quarterly Change
Local Curr.
US$

Source: Bloomberg

•

On November 8, Steven Sinofsky, who headed Microsoft’s Windows division, abruptly left the
company. No reason was given for his departure, leading to speculation that it was somehow related to the release of Windows 8, the latest version of the company’s operating system which
has garnered mixed reviews. Mr Sinofsky was the second high-profile executive to leave a big
tech company in as many weeks, following Apple’s sacking of iOS supremo Scott Forstall.
Microsoft’s share price dropped seven percent on the news.

•

On November 20, Hewlett-Packard Company’s shares hit a nine-year low after CEO Meg Whitman
warned that earnings may slide steeply in 2013 in every business except software. On November
22, Hewlett-Packard stunned investors by accusing the former management at Autonomy Corp
PLC, a British software company bought for $10.3 billion in 2011, of “accounting improprieties, misrepresentations, and disclosure failures”. An internal investigation by HP concluded that Autonomy
was “substantially overvalued”. HP wrote down $8.8 billion and referred the matter to American and
British authorities. In December, the founder of Autonomy fought back against Hewlett-Packard’s
allegations of accounting irregularities. HP’s shares dropped 16.5 percent in the Fourth Quarter.

•

On November 23, Amazon.com, Inc. declared 2012’s Black Friday and Cyber Monday the ‘best
ever’ for the Kindle family of tablets. This was good news for the company, which is currently
locked in a heated battle with Apple, Samsung and new entrant Microsoft for dominance of the
tablet market. Amazon itself was the top destination on both days amongst online shoppers.
Overall, e-commerce sales on Black Friday alone topped $1 billion for the first time, as online
sales continued to grow. Amazon shares fell 1.4 percent in the period.

•

On November 24, Hostess Brands Inc., which has been baking Twinkies and other calorie-dense
treats and breads since 1930, went out of business. The company, which was brought low by arcane union working rules and a strike, had been trying to restructure through bankruptcy since
January. Around 18,500 workers will lose their jobs, though some will be kept on over the next
few months as Hostess unwinds and seeks buyers for its brands.

•

On December 5, Citigroup Inc. announced plans to cut 11,000 jobs, mostly in operations and technology, a move that will save the company more than $1 billion annually. This was the first major
move by Michael Corbat, Citigroup’s new CEO, and investors seemed to approve of his decisive
announcement. There were also reports that other banks are planning year-end layoffs, a sign that
the too-big-to-fail set still has a lot more downsizing to do. Citigroup rose six percent on the news.

•

In the Fourth Quarter, companies such as Las Vegas Sands Corp., Whole Foods Market, Inc.,
Costco Wholesale Corp., and Wal-Mart Stores Inc. declared special dividends or moved up quarterly dividend payments to avoid the looming tax increase linked to the US ‘fiscal cliff’. According
to Bloomberg, from the end of September to mid-December 103 companies in the Russell 3000
stock index paid special dividends, compared to just 15 one year ago.
December 31, 2012

Latin American Stock Markets
Indices

Quarterly Change
Local Curr.
US$

30 Sep 2012

31 Dec 2012

Mexico Bolsa

40,867.00

43,705.80

7.3%

6.8%

Brazil Bovespa

59,175.90

60,952.10

3.0%

2.1%

Argentina Merval

2,451.73

2,854.29

16.9%

11.7%

Chile IPSA

4,230.42

4,301.38

1.7%

0.8%

S&P Global 1200

1,469.70

1,504.27

3.0%

3.0%

Source: Bloomberg

•

On October 31, Cementos Argos SA, Colombia’s biggest cement maker announced the write
down of US holdings as well as strategic plans to spin off assets to the parent company, Inversiones
Argos SA. Argos reported a third-quarter loss of 44 billion pesos on October 27, compared to a
profit of 198 billion pesos a year earlier, after the company reduced the value of some US assets
because of a weaker construction market. Of the company’s $1.4 billion of consolidated revenue
in the first nine months of 2012, 21 percent was from the US, according to a company presentation
posted on the corporate website. Cementos shares rose 29.2 percent in the quarter.

•

On November 14, SACI Falabella, Chile’s top retailer and the nation’s largest publicly traded company, reported a 22 percent drop in profit versus the comparable period in 2011, weighed down
by higher taxes. Earnings before extraordinary items were in line, while net income was below analyst forecasts. Moreover, lower margins further pressured the shares as Falabella’s stock is quite
expensive trading at 30.6 times trailing earnings, above the four-year average of 28.8 times and
nearly double the average of 15.6 times for Chilean retailers. Third-quarter profit retreated to 59.5
billion pesos or $123 million. Despite the large hit to earnings, Falabella shares declined a mere
0.6 percent on the day.

•

On December 4, Eletropaulo Metropolitana Eletricidade de Sao Paulo, Brazil’s largest power distributor, said the company is expecting profit to drop less than some analysts estimate after rates
were cut by 9.3 percent to make manufacturers more competitive. The rate cut was the first step
in a broader drive by President Dilma Rousseff to force utilities to reduce power bills. Her plan,
which was unveiled in September, wiped out more than $10 billion in the market value of Brazilian
power companies. The stocks have since pared losses after Brazil boosted compensation for
companies that cut prices early in exchange for renewing contracts set to expire through 2017.
Eletropaulo expects earnings before interest, taxes, depreciation and amortization, will fall 30 to
35 percent on an annual basis. Eletropaulo stock fell by 14.7 percent in the period.

•

In December, Carlos Slim, the world’s richest person, felt the mounting backlash from Latin American
countries as a wave of telecommunications regulation swept Latin America and Mexico’s new president pledged to stimulate competition against America Movil. In Brazil, institutions that monitor the
phone industry were also gaining teeth, while populist politicians in countries such as Argentina and
Colombia are spurring rule changes. The result has been a series of rulings and orders that have
cut into profitability at America Movil SAB, the most widely used wireless carrier in the Western
Hemisphere. The shares of America Movil fell 9.4 percent in the Fourth Quarter.

•

On December 20, Empresas ICA, S.A.B. de C.V. Mexico’s largest engineering, construction, procurement, and infrastructure company, announced the delivery of the second turbine for the La
Yesca Dam hydroelectric project. As a result, ICA received the second scheduled payment of
$342 million. The aggregate amount received to date is $1.04 billion and was applied to pay project debt. ICA rose 29.3 percent in the quarter.
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Latin markets
rose smartly in
the quarter, as
improved global
economic
growth buoyed
expectations
for rising
commodity
demand.
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European Stock Markets
Indices

European
markets rose on
the prospect that
the euro crisis is
stabilizing.
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Quarterly Change
Local Curr.
US$

30 Sep 2012

31 Dec 2012

UK FTSE

5,742.07

5,897.81

3.5%

4.1%

Germany DAX

7,216.15

7,612.39

5.5%

8.3%

France CAC 40

3,354.82

3,641.07

8.9%

11.6%

Spain IBEX 35

7,708.50

8,167.50

6.7%

9.3%

S&P Global 1200

1,469.70

1,504.27

3.0%

3.0%

S&P Europe 350

1,097.24

1,142.85

4.6%

7.2%

Source: Bloomberg

•

On October 24, Rosneft made public the terms of an offer to buy TNK-BP from British Petroleum
(BP) and BP’s Russian partners in the venture. The $55 billion deal is the biggest in the oil industry
since Exxon bought Mobil in 1999 and the largest-ever acquisition by a Russian company. BP will
receive $12.3 billion in cash, a 19.75 per cent stake in Rosneft (which entitles it to two seats on
the board), and scope to explore for Russian energy in the Arctic region. Rosneft’s stock price increased 16 percent on the news.

•

On October 24, the French government stepped in to help PSA Peugeot Citroën, by providing the
carmaker’s financing unit with €7 billion in bond guarantees. In return Peugeot added a workers’
representative and an independent director to the board and agreed to suspend dividends and
bonuses to executives. An aid package had been expected for some time, as Peugeot had been
struggling with weak sales. Peugeot’s share price fell 11.0 percent in the Fourth Quarter.

•

On November 8, Penguin and Random House set pulses racing in the publishing world by announcing a joint venture. The combined company could account for a quarter of book sales in the
English language. Penguin Random House will pool resources in digital publishing, an area in which
publishers’ revenues from e-books more than doubled last year to 15 percent of total sales.
Penguin is controlled by Pearson PLC and Random House by Bertelsmann AG, a German media
group. Pearson rose four percent on the news. Bertelsmann is privately held.

•

On November 20, UBS unveiled drastic cost-cutting measures, shrinking the investment bank to
become less capital-intensive and refocus on wealth management. The Swiss bank was planning
to shed 10,000 jobs. Some of the job losses were brutally immediate: dozens of traders turned up
to work at offices in London only to find that their security passes were no longer recognised. The
same week, Kweku Adoboli, the former UBS trader whose alleged rogue trades caused a $2.3
billion loss took the stand at his trial. Adoboli denied the charges, and partly blamed a “huge cultural
change” at the Swiss bank that caused executives to push traders to take greater risks. UBS share
price increased 24.6 percent in the Fourth Quarter.

•

On December 11, two big British banks reached settlements with American authorities in separate
cases of alleged wrongdoing. HSBC Holdings plc paid penalties of $1.9 billion and submitted to a
deferred-prosecution agreement with the US Justice Department. HSBC admitted to “past mistakes”, which included laundering drugs-money transactions through its Mexican division.
Meanwhile, Standard Chartered PLC shelled out an extra $327m for its failure to heed American
sanctions policy on Iran between 2001 and 2007. Both banks said they have beefed up their compliance procedures. HSBC’s shares rose 12.8 percent and Standard Chartered’s shares rose 12.4
percent in the fourth quarter.
December 31, 2012

Pacific Rim Stock Markets
Indices

Quarterly Change
Local Curr.
US$

30 Sep 2012

31 Dec 2012

8,870.16

10,395.18

17.3%

6.2%

20,840.40

22,656.90

9.0%

9.0%

Hang Seng Red Chip

4,081.79

4,531.12

11.1%

11.2%

Korea Kospi 100

1,996.21

1,997.05

0.1%

4.3%

Singapore STI

3,060.34

3,167.08

3.9%

4.3%

Taiwan TWSE

7,715.16

7,699.50

-0.2%

0.7%

Australia ASX 200

4,387.02

4,648.95

6.9%

6.9%

S&P Global 1200

1,469.70

1,504.27

3.0%

3.0%

450.06

472.37

5.0%

5.0%

Japan Nikkei
Hong Kong Hang Seng

FTSE Pacific ex-Japan
Source: Bloomberg

•

On October 16, China Petroleum and Chemical Corp. (Sinopec) abandoned a $2 billion hostile bid
with ENN Energy Holdings Ltd. for China Gas Holdings Ltd. after a 10-month tussle, opting instead
to form joint ventures and share resources with the takeover target. Sinopec agreed to a strategic
cooperation, China Gas reported in a filing to the Hong Kong stock exchange. This means that ENN
can now focus more on expanding the operations of their city gas distribution business, while China
Gas can dispel the uncertainties surrounding the company’s future. ENN Energy holdings rose 3.4
percent in the quarter.

•

On October 26, Mitsubishi Electric Corp. and Sumitomo Heavy Industries Ltd. fell in Tokyo trading
after an official report said the companies had been overcharging Japan’s defence ministry since the
1970s. Mitsubishi Electric dropped 5.4 percent, while Sumitomo Heavy fell 4.4 percent. The two
companies, based in Tokyo, admitted to having overcharged the government and said they are cooperating with the investigation. In effect, the companies billed the defence ministry for more project
hours than they worked, according to a report by Japan’s Board of Audit. The ministry and other organizations affected by the overcharging have yet to decide on compensation claims, it said.

•

On November 1, Steel manufacturer ArcelorMittal reported weak Third Quarter 2012 earnings led by
a slowdown in demand and destocking. Indian competitor Tata steel communicated more conservative earnings and margin assumptions that take into account more modest global demand. Going
forward, both companies are reporting that global indicators have bottomed out and they expect improvement in global demand for steel in 2013. ArcelorMittal and Tata Steel ended the quarter up 15.9
and 6.9 percent respectively.

•

Samsung Electronics, whose market value surpassed $200 billion for the first time in the week ended
December 7, continued to rise, buoyed by a stronger earnings outlook founded on optimism that a
global economic recovery will boost consumer demand driving technology stocks higher. Emergingmarket equities have had a good run and investors will closely watch the US ‘fiscal cliff’ negotiations
and corporate performance in the upcoming earnings season for more clarity. During the quarter,
Samsung Electronics rose 13.1 percent.

•

On December 20, Australian grains handler GrainCorp rejected a revised offer from Archer Daniels
Midland (ADM). ADM had raised its offer from A$11 share to A$12.20 a share, which values GrainCorp
at A$2.8 billion. GrainCorp's board felt that the improved bid still significantly undervalues the company,
but encouraged a higher bid. ADM’s interest in GrainCorp highlights the strategic value of business,
assets, and the market opportunity in the years ahead. GrainCorp rose 37.8 percent in the period.

December 31, 2012

Paciﬁc Rim
markets delivered
uniformly good
results as
evidence showed
that China’s
economy was
beginning to
recover.
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Bermuda & Cayman Stocks
Indices

Quarterly Change
Local Curr.
US$

30 Sep 2012

31 Dec 2012

BSX Index

1,066.77

1,090.82

3.0%

3.0%

BSX Insurance Index

1,104.00

1,142.00

3.4%

3.4%

S&P Global 1200

1,469.70

1,504.27

3.0%

3.0%

ACE Ltd.

75.60

79.80

5.6%

5.6%

Ascendant Group Ltd.

12.15

12.03

-1.0%

-1.0%

Butterfield Bank

1.22

1.26

3.3%

3.3%

Caribbean Utilities

9.80

9.38

-4.3%

-4.3%

Consolidated Water Co.

8.27

7.40

-10.5%

-10.5%

24.03

25.06

4.3%

Stocks

The BSX rose in
the quarter
matching the
returns of the
S&P Global
1200 Index.
Butterﬁeld rose
3.3 percent in
the quarter.
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XL Capital Ltd.

4.3%

Source: Bloomberg - Numbers shown include dividends

•

On November 2, Caribbean Utilities Company, Ltd. announced that net earnings for the Third Quarter
ended September 30, 2012 totalled $6.6 million, or five percent over the same period last year. Lower
finance charges and an increase in other income were partially offset by a one percent decline in
kilowatt-hour sales and higher depreciation costs in the Third Quarter 2012 when compared to the
Third Quarter 2011. Caribbean Utilities share price fell 4.3 percent in the Fourth Quarter.

•

On November 12, Consolidated Water Co. Ltd. reported its operating results for the Third Quarter
and first nine months of 2012. Total revenues for the three months ended September 30, 2012 increased 24 percent to $15.8 million, compared with $12.8 million in the third quarter of 2011.
Furthermore, retail water revenues increased eight percent to $5.7 million in the quarter, versus $5.3
million in the comparable prior-year quarter. The improvement in revenue was primarily attributable
to a seven percent increase in the number of gallons sold by the retail segment. Consolidated Water
Co. Ltd. fell 10.5 percent in the quarter.

•

On November 30, insurance and reinsurance provider Validus Holdings Ltd. announced the acquisition of Flagstone Reinsurance Holdings SA in a cash and stock deal worth $621.3 million. The
Bermuda-based company said the acquisition strengthens Validus’ position in catastrophe risk and
boosts its client base. Under the terms of the agreement, Flagstone shareholders are getting $2 in
cash and 0.1935 shares of Validus’ common stock for each of their Flagstone shares. Based on
Validus' closing stock price of $34.87 the day before the acquisition, the stock portion of the deal
is worth $6.75 per share. The total price of $8.75 per share represents a 24 percent premium over
Luxembourg-based Flagstone's closing stock price on August 29, the day before the deal was announced. Validus rose 1.7 percent on the day to $35.46.

•

On Dec. 19, Markel, a Virginia-based seller of property-casualty coverage to businesses such as
farms and railroads, agreed to buy Bermuda-based reinsurer Alterra Capital Holdings Ltd. for $3.13
billion in cash and stock. Alterra investors will receive 0.043 Markel common stock and $10 in
cash for each share of Alterra stock. Based on Markel’s closing price of $486.05, on Dec 18, the
deal values Alterra at $30.97 per share; 34 percent more than Alterra’s close of $23.15. The acquisition of Alterra gives Markel an opportunity to expand into the global reinsurance sector. Sixtynine percent of the combined company, which will be domiciled in the US, will be owned by
Markel’s shareholders.

•

On December 17, Bermuda’s electorate replaced the Progressive Labour Party after a 14 year rule
with the One Bermuda Alliance led by Craig Cannonier. With just under 70 percent of citizens going
to the polls, the OBA won by a margin of 52.1 percent or 19 seats to the PLP’s 46.1 percent or 17
seats. Independents won 2.3 percent of the vote.
December 31, 2012

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)
30 Sep 2012
31 Dec 2012

Total Returns
Local Curr.
US$

0.23%
1.63%
2.82%
1.73%
2.99%
1.73%
1.44%
0.77%

0.25%
1.76%
2.95%
1.80%
3.27%
1.83%
1.32%
0.80%

0.06%
-0.16%
-1.18%
-0.15%
-0.47%
-0.44%
1.51%
0.09%

0.06%
-0.16%
-1.18%
-1.00%
-0.31%
0.10%
4.14%
-10.05%

1,351.89
1,698.14

1,351.95
1,697.13

0.00%
-0.06%

0.00%
-0.06%

1,570.62

1,586.46

1.01%

1.01%

1,262.54

1,244.56

-1.42%

-1.42%

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
Source: Bloomberg

•

Treasury prices rose in November as President Barack Obama and lawmakers bantered back
and forth about tax increases and spending cuts, intensifying concern a failure to reach an agreement on the fiscal cliff may lead to an economic downturn. With $600 billion in expiring tax and
spending cuts set to begin on January 1, 2013, the economic impact could be as much as five
percent of GDP. At the same time, data affirmed that European economies are mired in recession
and conditions are not improving. In November, the ten-year Treasury yield declined 7 basis points
to 1.62 percent.

•

On November 13, the Bank of Ireland tapped the bond markets for €1 billion with a three-year,
non-state backed covered bond. Ireland’s Finance Minister Michael Noonan quoted the event as
a “milestone” for the troubled Irish banking sector, as financial institutions had been locked out of
capital markets for two years after the nation’s gigantic property bubble burst. Noonan also said
“this issuance is further evidence of the strengthening and normalization of our banking system”.
The spread between Irish and German yields narrowed in the Fourth Quarter as Irish yields fell
more than German equivalents.

•

On December 3, Greece offered €10 billion to buy back bonds issued earlier in 2012 as the bailedout nation attempts to cut a debt load that may threaten future international aid. The Athens-based
Public Debt Management Agency offered an average maximum purchase price for the bonds maturing from 2023 to 2042 of 34.1 percent of the nominal value of the bonds. Investors who joined
the buyback would receive payment in six-month bills from the European Financial Stability Fund.
Success of the buyback was crucial to releasing aid that’s been frozen since June and the offer
was part of a package of measures approved by eurozone finance ministers the week prior. Upon
the news of the buyback, Greek bond prices rallied and the ten-year yield fell below 15 percent for
the first time since March.

•

On December 12, the Fed announced another round of Quantitative Easing (QE4) in order to stimulate the US economy and keep yields low. Under QE4, the Fed’s monthly purchases will be $45bn
in Treasuries and $40bn in Mortgage Backed Securities. The Fed also said that the Treasury purchases will focus on bonds maturing within four years. For the first time ever, the Fed also tied
monetary policy to economic targets, explicitly stating that interest rates will stay low until unemployment trends down to 6.5 percent and inflation is contained. Following the Fed announcement,
shorter-maturity Treasury yields fell and longer-maturity yields rose.
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Longer dated US
Treasury yields
rose as Congress
and the
Administration
wrestled over
budget provisions
to avert the
‘ﬁscal cliff’.
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World Currency Markets
Value of Currency
US$1 = value in local currency
Currency

The euro
strengthened
against the US
dollar as signs
that a break-up of
the currency
union was
becoming less
likely.
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30 Sep 2012

31 Dec 2012

Change

Australian Dollar

0.9636

0.9621

0.2%

Brazilian Real

2.0264

2.0516

-1.2%

British Pound

0.6185

0.6152

0.5%

Canadian Dollar

0.9838

0.9922

-0.8%

Euro

0.7776

0.7580

2.6%

77.9550

86.7450

-10.1%

0.9398

0.9154

2.7%

Japanese Yen
Swiss Franc
Source: Bloomberg

•

On October 25, China’s yuan rose to 6.2417 yuan per dollar, the highest rate in 19 years. The
yuan had been rising steadily since the Federal Reserve launched its third round of quantitative
easing and currency traders also said that demand from both corporations and banks was behind
the rally in the yuan. At the end of the quarter, the yuan traded at 6.23 yuan per dollar.

•

On November 27, eurozone finance ministers and the International Monetary Fund broke the
deadlock over how to reduce Greece’s long-term debt allowing for the release of urgently needed
loans to keep that near bankrupt economy afloat. Greece’s international lenders agreed on a
package of measures to reduce Greek debt by €40 billion, cutting it to 124 percent of gross domestic product by 2020. To reduce the debt pile, they agreed to cut the interest rate on official
loans, extend maturities by 15-to-30 years, and grant Athens a 10-year interest repayment deferral. Upon leaving the talks, ECB President Mario Draghi said “This will certainly reduce the uncertainty and strengthen confidence in Europe and in Greece.” The euro strengthened 2.6 percent
against the dollar in the Fourth Quarter.

•

The Japanese yen weakened against the dollar in the Fourth Quarter as polls showed opposition
leader Shinzo Abe was likely to become the nation’s next Prime Minister. Ahead of the election
Abe said he would employ unlimited easing to stem years of deflation and achieve a two-to-three
percent inflation target. Concerns about the economy trumped all other issues in the election and
on December 16, Abe was elected new Prime Minister. Following his victory, Abe promised to
push a large-scale public works programme, press Bank of Japan for a more aggressive monetary
policy, boost manufacturers by weakening the yen, stimulate spending on infrastructure and rebuild the economy. The yen slid 10.1 percent against the dollar in the Fourth Quarter.

•

The Canadian dollar retreated against the US dollar in the Fourth Quarter as data showed
Canada’s economy weakened. 75 percent of Canada’s exports are sent to the US and slowing
US growth is likely to have an important impact on the Canadian economy. In the Fourth Quarter,
the loonie weakened 0.85 percent against the greenback.

•

The Brazilian real tumbled to a three-year low against the dollar on November 30 on the news
that GDP grew only 0.9 percent in the third quarter from a year ago. The weak GDP data boosted
speculation Brazil’s central bank may allow the currency to weaken further to support exporters.
Over the past twelve months, President Dilma Rousseff’s government has cut taxes and increased
spending to prop up the economy. While the efforts have kept retail sales buoyant amid the global
slowdown, companies have held back on investment. In the Fourth Quarter, the real weakened
1.2 percent against the dollar.
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Outlook for the First Quarter 2013
Global economic performance continues to be generally mediocre and somewhat disappointing.
• US economic performance will slowly improve resulting in a measured fall in unemployment
and modest consumer spending growth.
•

The eurozone will experience continued sluggish and uneven GDP growth. We believe that
the region will remain in recession through the first half of 2013.

•

Emerging markets present an opportunity.

•

ECB oversight of the top twenty eurozone banks is the beginning of regulatory consolidation.

The US (fiscal cliff) and the eurozone (sovereign debt crisis) are likely to impact the bond
markets until political decisions are made.
• The market will not price in any monetary policy tightening in either 2013 or 2014 as the Fed’s
decisions will be driven by economic data and US employment.
•

Eurozone peripheral yields are likely to produce moderate positive returns in 2013 unless we
end up with a collapse of the monetary union.

The dollar could face some volatility early in 2013 depending on the negotiations regarding the fiscal cliff.
• Positive economic growth in the US whilst the eurozone is in recession, combined with the ECB
stepping up monetary easing, should ultimately lead to a weaker euro relative to the dollar.
•

Currencies in countries with safe haven-like properties such as the Australian dollar, the Canadian
dollar, the Norwegian krone, and the Swedish krona are likely to remain supported by crossborder capital flows.

In our view, commodity prices will improve as the uneven global recovery in early 2013
will give way to more steady growth as the year progresses.
• Crude oil prices will continue to remain volatile, with short-term fluctuations driven largely by
geopolitics along with perceptions of global economic growth prospects.
•

Global stocks of grains remain at their lowest level in years and with US grain exports expected
to increase in 2013 the stage is set for price increases in the coming months.

Our macro-based earnings forecasts for the S&P 1200 Global Index are for a gain of five
percent year-over-year in 2013 and growth of seven percent year-over-year for 2014.
• We believe that non-US equities offer better opportunities in 2013 as the US markets are
somewhat more expensive than overseas markets.
•

Despite a rather gloomy earnings prediction, we believe that remaining overweight equities
makes sense given the enormous valuation disparity between stocks and bond yields.
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subject to known and
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Economics
The World

“Central banks in
the advanced
economies are
trying to solve an
impossible puzzle
in this era of high
private and public
sector debt and
ongoing
deleveraging. ”
Joachim Fels;
Head of
Global Economics,
Morgan Stanley
31 October 2012

Global economic performance while varied continues to be somewhat disappointing, although financial market performance remains quite good. This divergence reflects the unprecedented commitment from the major central banks to support asset prices and push risk-free interest rates to
record lows in the process creating highly liquid market conditions. This process has progressed
to the point where a broad range of assets on the “safe” end of the spectrum now offers expected
returns that are unattractive by any historical benchmark, forcing investors to move gradually out
along the risk curve to achieve a reasonable return. We expect the aforementioned economic/policy/market mix to persist into 2013 because monetary support for financial assets is set to continue
even though the end result will not produce significantly stronger economic activity.
Consequently, BIAS believes that global GDP growth in the First Quarter 2013 will likely reflect the
consensus of 2.1 percent as compiled by Bloomberg.

North America
In the US, GDP will grow 1.7 to 2.0 percent in the First Quarter 2013 and 2.0 percent for the full year.
With success in the recent Presidential election, the Obama Administration has hardened its position on tax increases for wealthier Americans while giving little on spending cuts.The opposition
has offered concessions on the tax question while demanding immediate reductions in spending.
This wrangling between the Obama Administration and Congress over the onset of the ‘fiscal cliff’
will determine the direction of the US economy. Should the US go over the cliff, expectations are
that the nation will enter a recession with GDP growth falling to -0.5 percent. Some compromise
will be achieved with the most likely result being the avoidance of at least some of the massive
near-term spending cuts and tax increases.
With this as the base case, US economic performance should slowly improve resulting in a measured fall in unemployment and modest consumer spending growth. The recent recovery in housing is supported by improved job prospects and rising consumer confidence which we expect
will persist.
Finally, the most recent disclosure of Federal Reserve minutes released in early December explicitly
states that interest rates will remain low until the US employment rate declines to 6.5 percent.
The minutes made clear that inflation is not a concern — at least for now.

Europe
The eurozone will experience continued sluggish and uneven GDP growth. We believe that the
region will remain in recession through the first half of 2013.
Recent ECB actions have served to allay fears of an imminent currency break-up. The region is
still labouring under very difficult circumstances as economic conditions in the periphery (PIIGS)
have not changed very much. However, there are bright spots. A recent agreement among eurozone ministers granting bank regulatory oversight authority to the ECB may mitigate future
banking crises but does not eliminate national financial catastrophes — only full fiscal union
solves that problem.
The UK’s economy, having bottomed in late 2012, should deliver positive GDP growth in the First
Quarter 2013. Economic growth will gradually improve in coming quarters as a combination of
renewed personal consumption, a pick-up in business investment, and a marginal increase in
government infrastructure spending move the country out of recession.
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Pacific Basin
The emerging Asian nations will lead the global growth parade as production and employment figures
in the region improve. GDP growth is expected to exceed 6.5 percent for the First Quarter 2013 followed by stronger results as the year progresses.
Australia’s economy will begin to slow in early 2013 to a GDP growth rate of 2.4 percent, down from
the flash estimate of three percent in the previous quarter. This results from what we believe will be
a decline in commodity consumption as China’s economy tilts more toward internal consumption as
opposed to infrastructure investment.
Recent Chinese PMI data confirm that growth is improving as the authorities have succeeded in establishing a lower trend growth rate nearer to eight percent as opposed to the infrastructure build
driven double digit growth of last year. China’s policymakers are driving a significant shift in income
distribution towards households (domestic consumption) and away from businesses (lending driven
businesses) which are facing surging wage and production costs. Furthermore, the authorities are
encouraging the growth of the services sector over the capital intensive manufacturing industry. They
are also explicitly signalling that spending from State Owned Enterprises (SOE) that are heavily involved in infrastructure building will diminish. In the end, China’s role as the world’s growth engine
will decline; however, the nation’s economic expansion will become more politically and economically
sustainable as a result of this shift, translating into a less exciting but more stable global economy.
Importantly, along with the lower growth rate, the shift from investment to consumption will moderate
China's appetite for many non-agricultural commodities.
Recent announcements from Japan indicate that more efforts are to be directed at spurring economic
growth and interestingly, trying to increase inflation as a way to combat a decades-long slump that
has resulted in a zero interest rate policy and deflation. First Quarter 2013 GDP growth is expected
to rise 1.4 percent from the estimated -0.35 percent in the Fourth Quarter 2012, spurred by purchases
in advance of an increase in consumption taxes.

Latin America

“A European
recovery, even a
modest one,
should allow a
pick-up in the
volume of
international
trade, with real
beneﬁts to the
more exportintensive
emerging market
economies. ”
Neal Soss;
Chief Economist,
Credit Suisse
Investment Bank.
29 November 2012

For the First Quarter 2013, Latin American economies are likely to grow by at least three percent on
rising global demand for agricultural products and base metals.
Brazil will see GDP rise 3.6 percent or better following a weak 2012. The worst news on the economy
is in the past with growth in the coming year being led by domestic demand. However, the prospect
of higher inflation driven by tight labour markets, high international food prices, and little in the way
of currency appreciation is a real danger.
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Bonds
We expect global bond yields to rise modestly in 2013 as economic growth gradually stabilises. In an
economic recovery, interest rates rise due to central bank action – or expectations of such; however,
this time is different. In an unprecedented move, the Fed has tied monetary policy to economic targets
and explicitly stated that the Fed Funds rate will stay low until unemployment trends down to 6.5 percent and inflation is contained. This will have a big impact on the shorter-end of the yield-curve.

“The Committee
also will
purchase longerterm Treasury
securities after
its program to
extend the
average maturity
of its holdings
of Treasury
securities is
completed at the
end of the year,
initially at a pace
of $45 billion
per month.”
Federal Reserve
Open Market
Committee minutes
12 December 2012.
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As US economic growth stabilises, Treasury yields will gradually rise – but it will be a slow process.
We believe it is too early to be structurally short bonds for the year as the economy in the early part
of 2013 may feel more like a recession case than a ‘back to growth case’. We assume US politicians
will adopt a fiscal cliff ‘muddle through’ avoiding the most painful tax hikes and spending cuts.
Consequently the associated ‘risk-on’ sentiment that may develop should push medium-to-longer
dated yields gradually higher. The gradual rise in yields will not be driven by market expectations of
central bank policy tightening. In fact, the market will not price in any monetary policy tightening in either 2013 or 2014 as the Fed’s decisions will be driven by economic data and particularly US employment. As longer-dated yields rise, the Fed will keep shorter-dated yields extremely low through
stimulative policy actions so the yield curve will steepen.
Low yields will persist in the eurozone and we expect German bund yields to rise less than Treasury
yields due to regional economic weakness and political bickering. Growth in the eurozone is unlikely to
stabilise until late in 2013 and, with inflation subdued, shorter-dated yields will stay very low. We expect
the ECB to cut the benchmark rate from 0.75 percent to 0.50 percent in the First Quarter, citing weak
growth and a lack of inflation. Should the eurozone recession deepen massively and we end up with a
worst case scenario, the ECB will cut the benchmark rate more aggressively and German yields could
reach unprecedented negative levels – remember, two-year yields are already zero.
As we expect the UK economy to recover in 2013 albeit in a bumpy fashion, gilt yields will reflect the
anaemic growth prospects of the UK economy. The Bank of England will keep the benchmark rate at
0.50 percent with a greater likelihood of an interest rate cut than a hike. Despite weak growth
prospects, even UK yields will gradually climb higher as global economic growth shows faint signs of
recovery.
Corporate bond yields have fallen to very low levels and the pick-up from holding a corporate bond
over a similar-maturity Treasury has declined. We do not expect corporate spreads over Treasuries to
narrow substantially from here. They will more likely move in-tandem with changes in interest rates.
Despite this, corporate bonds will still outperform Treasuries due mainly to their higher relative yields
resulting in a better total return profile.
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Currencies
The dollar could face some volatility early in 2013 depending on fiscal cliff negotiations. On a tradeweighted basis, we expect the dollar to strengthen gradually in 2013 as the Fed slows bond purchases
under QE4 and thus tightens easier monetary policy. Also, the trade-weighted dollar will strengthen as
two of the big components (the euro and the yen) in the trade-weighted dollar index weaken.
Weakness in the Japanese yen is likely as the newly elected government tries to overhaul monetary
policy by moving from an inflation goal of one percent to an explicit inflation target of two percent.
We believe the potential for action is high as the Japanese economy is in recession and a one-off
monetary stimulus would be politically and socially acceptable. Structural fiscal imbalances impede
the government from relying on fiscal spending to jump-start inflation; hence the work to change inflation expectations will fall on the Bank of Japan via quantitative easing and a weaker yen.
The euro may trade sideways against the dollar early in the year due to the fiscal cliff. However, positive
economic growth in the US whilst the eurozone is in recession combined with the ECB stepping up
monetary easing should ultimately lead to a weaker euro relative to the dollar. Political uncertainty in
the peripheral eurozone nations combined with glimmers of hope for a solution to the region’s sovereign debt crisis could lead to high euro volatility in the First Quarter – and provide good opportunities
to trade the currency.
The aforementioned policies and difficulties in the US should support Sterling versus the dollar in the
First Quarter. Later in 2013, we expect the UK economy to face headwinds from the eurozone’s recession, but we still expect the pound to trade in a range versus the dollar. Both nations have adopted
easy monetary policy combined with tight fiscal policy. However, relatively better economic growth in
the US than the UK will be offset by the UK’s status as a safe haven from the eurozone. So, while Sterling
should trade in a tight range versus the dollar the pound is likely to strengthen against the euro.
Currencies in countries with safe haven-like properties such as the Australian dollar, the Canadian
dollar, the Norwegian krone, and the Swedish krona, are likely to remain supported by cross-border
capital flows. While some of these currencies appear overvalued, scarcity of safe havens for bond
flows and lack of growth for equity flows provide a firm footing. The Australian dollar in particular will
benefit from a Chinese recovery and this should be enough to offset dovish rhetoric from the Reserve
Bank of Australia. The Canadian dollar should trade in a tight range against the greenback as economic growth in the US will be the main driver of the Canadian economy in 2013 as recovering but
still weak global growth will put a lid on commodity demand.
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“The economic
recoveries we
forecast in the
US, China, and
Brazil should
support the
AUD and CAD.
However,
persistent protest
from their central
banks about their
very rich
valuations should
prevent these
currencies
from making
substantial
gains.”
Credit Suisse
FX Weekly,
6 December 2012.

15

Commodities
In our view, the uneven global recovery in early 2013 will give way to more steady growth as the
year progresses. This will result in improvement in demand for foodstuffs and certain metals.

“It is our view that
nearterm supply
constraints
combined with
demand from
ongoing
urbanization and
infrastructure
build-outs in
China and many
other emerging
nations will
continue to
support strong
copper prices on
a two- to threeyear horizon.”
Tom Meyer,
Scotiabank analyst,
24 December 2012
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Crude oil prices will remain volatile, with short-term fluctuations driven largely by geopolitics along
with perceptions of global economic growth prospects. Current oil prices appear fundamentally too
high in a low global growth environment awash in excess supply. US inventories are historically high
and are rising year on year as North American production increases and demand subsides.
Increased downward pressure on oil prices could come from a decline in the geopolitical premium
should Middle East tensions ease. Overall, oil prices will be shaped primarily by supply trends in
2013 and stocks that benefit from lower oil prices, such as transportation stocks (airlines in particular), could rally. The only foreseeable upside break in prices beyond the recent range-bound behaviour would emanate from an unexpected supply disruption or a sudden escalation in geopolitical
risk in oil-producing regions.
Natural gas prices are highly seasonal and expectations are that pricing will be weak near term on
the forecast of warmer-than-expected temperatures this winter. Unlike crude oil, natural gas inventories have been declining year over year and should winter temperatures revert to their ten-year
mean supplies could tighten.
After trending lower through much of 2012, gold (long considered an alternative currency) has
demonstrated some strength since the open ended quantitative easing announced by Fed chairman
Ben Bernanke in mid-September. Balance sheet expansion, concerns over currency debasement,
inflationary fears, and levels of sovereign debt have acted to support gold demand. However, we
believe most of this news is already in the price and do not believe gold will move higher.
In general, base metal prices have recently moved higher in response to more positive economic information out of China along with quantitative easing by the Fed, as well as improvement in US
housing demand and the consequent US dollar depreciation. Acting as a counterbalance is the current surplus in base metal stockpiles. The long-term view remains positive — structurally higher demand is forecast, driven by urbanization and modernization in the developing world.
In agriculture, the view on major crops is positive given the low stocks-to-use ratio for corn, expected
time lag to replenish stocks, prevailing weather challenges, strong overall farmer profitability, and
continued global demand growth. Global stocks of grains remain at their lowest level in years and
with US grain exports expected to increase in 2013 the stage is set for price increases in the coming
months. Corn and wheat are likely to experience the sharpest increase in price, resulting primarily
from the poor quality of US crops, the ongoing drought in the Midwest and a further tightening of
supply from major exporting nations.
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Equities
Our macro-based earnings growth forecasts for the S&P 1200 Global Index are for five percent yearover-year (Y-o-Y) for 2013 and seven percent Y-o-Y for 2014.
The marked slowdown in capital spending in 2012 presents an opportunity in our view. Public policy
uncertainty is the main factor behind weak business confidence but throughout this cycle there have
been periods when that uncertainty has ebbed, confidence recovered and labour and capital investment improved. A reasonable deal on the ‘fiscal cliff’, even if just a down payment, could set the
stage for improved business confidence with corporate investment improving by mid-year. In that
scenario, capital-spending sensitive industry groups would likely rebound sharply.
Earnings growth decelerated sharply in 2012 and trends in revenues and earnings are close to recession levels. Our view is that earnings growth will bottom in the first half of 2013, though our base case
forecast of five percent faces downside risks. Nevertheless, an improved capital spending environment
should develop later in the year setting the stage for earnings growth to accelerate to seven percent
in 2014 providing the catalyst for multiple expansion in the latter half of the year. The risks to our 2013
and 2014 earnings forecasts are limited by a lack of imbalances in the corporate sector and in the
most economically cyclical components of growth like autos, housing, or the financial sector.
Consistent with the read from global Purchasing Manager’s Indices, corporate fundamentals show a
slowdown in growth with revenue and earnings growth trends at levels typically seen when headed
into recession. Still, at least in our forecasts, global growth is set to expand rather than contract in
2013 assuming the US avoids a greater-than-expected fiscal drag. This should set the stage for an
improved capital investment environment in 2014.

“We believe that
a reduction in EU
tail risk, coupled
with central bank
put-protection,
could mark a
paradigm shift in
the nature of the
bull market. ”
Barclay’s European
Equity Strategy team—
10 December 2012

Despite this rather gloomy earnings prediction, we believe that remaining overweight equities makes
sense given the enormous valuation disparity between stocks and bonds. In what may be a tired refrain, dividend yields on many stocks are well above the yields on those self-same corporate debts.
This yield compression is driving investors of all stripes into higher risk investments in the search for
yield and, while equities are more volatile, the combination of financial repression and easy monetary
policy is causing behavioural change.
With respect to regional positioning, we view some European and emerging markets as preferable
to the US in the short to intermediate term given relative valuations that are as much as ten percent
less than that seen in US stocks.
Our constructive view of UK, Scandinavian, and German markets remains unchanged and we look
to add other continental holdings as the opportunity presents. At this point, we are overweight Asia
and Latin America as conditions are sufficient to warrant a greater investment in both areas given
changes in government policy toward a more business friendly regimen.
Our largest regional change is towards an underweight in the US. Tactically, we are underweight the
Consumer Staples and Health Care sectors preferring instead Telecom, Technology, and Industrials.

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 Latin America at 3.3 percent and Smaller Asia at 4.8 percent (versus an index
weighting of 1.9 and 4.3 percent respectively).

•

Overweight Germany at 5.5 percent (versus and index weighting of 3.2 percent), whilst remaining underweight Europe at 23.7 percent (versus index weighting of 26.2 percent).

•

Neutral North America at 56.8 percent.

Industry Sector Strategy
•

Overweight Technology and Telecom at 14.0 and 5.4 percent (versus an index weighting of 13.2
and 4.8 percent respectively).

•

Overweight Industrials and Utilities at 13.2 and 6.3 percent respectively (versus an index weighting of 10.2 and 3.6 percent respectively).

•

Underweight Health Care and Staples at 7.1 and 6.4 percent respectively (versus and index
weighting of 10.3 and 10.2 respectively).

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

56.8%
23.7%
4.8%
6.1%
3.3%
2.3%
3.2%

Sector Allocation
Financials
Telecom Services
Consumer Disc.
Health Care
Technology
Consumer Staples
Industrials
Utilities
Energy
Basic Materials
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18.9%
5.4%
10.8%
7.1%
14%
6.4%
13.2%
6.3%
10.8%
7.0%
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Bonds
•

Stay slightly longer than the benchmark.

•

Hold high quality corporate bonds for their yield advantage relative to US Treasuries. We will
go down in credit rankings as economic conditions improve.

•

Hold positions in Canadian dollar and Norwegian krone bonds.

Bonds Strategy Allocation

LIBOR FRN

2%

CPI FRN

2%

0-1 yr

12%

1-3 yr

59%

3-5 yr

23%

Cash

2%

AAA
AA+
AA
AAA+
A
ABBB+

16%
42%
13%
16%
4%
5%
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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