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• During the month of May financial markets 
went into a tailspin. This was triggered by a 
long list of risk factors but above all by the 
escalating sovereign credit crisis in Europe. 

• During June, there will be a number of high 
level political meetings which should set the 
tone for markets. The net effect is most likely to 
be marginally positive as progress regarding 
fiscal sustainability is likely to outweigh tough 
financial market reform.

• Regarding the growth impact of the sovereign 
credit crisis, it is without doubt negative but 
there are offsetting factors as well, and we do 
not expect an economic stalemate like in the 
aftermath of the Lehman Brother failure. 

decision to quickly revert to full-allotment tenders is in 
stark contrast to the situation in fall 2008 when it took 
several months before much needed liquidity for the 
interbank markets was provided. Finally, there are no 
signs that international trade is collapsing as a result 
of the debt crisis. To be sure, we predict growth mo-
mentum in the industrialized world to slow discernibly 
in 2011 as a result of fiscal austerity and weak under-
lying growth (credit retention) but we do not expect a 
stalemate to be imminent. During summer, indicators 
will drop from current highs - but not fall off a cliff.       
Another reason to be sanguine about markets in June 
is the long list of high-level political meetings aimed at 
financial market reform and fiscal sustainability. In the 
US, the House and Senate versions of the financial 
reform bill will be reconciled and probably signed into 
law before Independence Day on July 4th. While 
tremendous amount of lobbying is still going on, we 
would be surprised if both Chambers would shy away 
from the far reaching goal of reforming Wall Street.

If pulled through, this could initially hurt markets as it 
would hurt profits of large investment banks. That said 
it would also raise the chances of a more stable finan-
cial system which is more closely tied to the real 
economy. Moreover, this potentially negative effect for 
market sentiment has to be weighed against EU mea-
sures which are likely to strengthen the “Stability and 
Growth Pact”, thereby leading to improved perceptions 
about long-term fiscal sustainability in the common 
currency area. In this respect, the EU Council meeting 
on June 17 will be key. In late May, the EU task force 
has already laid out a blueprint for improved fiscal 
surveillance and enforcement. A progress report will 
be delivered on June 17. It is planed to sign the new 
rules into law in October. 
Finally, following the large drop, valuation measures in 
equity markets have improved. We anticipate com-
pany in earnings in Q2 to be quite strong again, there-
by laying the foundation for a pullback in markets. In 
the last Market Perspectives we decided to adopt a 
neutral allocation stance. For the coming months, we 
recommend to revert back to a modest overweight in 
risky assets (see page 20). 

Following the large drop in markets in May, we 
anticipate June to prove better. Three reasons are 
decisive. First and foremost, we deem current growth 
concerns overdone. As we see it, markets are con-
cerned that the global economy could fall back into 
tailspin like the one seen after the Lehman Brothers 
failure. We doubt, that this is likely. In the export-
driven euro area, the weaker euro is an offsetting 
factor. In Asia (ex Japan), sovereign credit risk is not 
an issue. If anything policy tightening in China is done 
to prevent the economy from overheating. In the US, 
stronger-than-expected employment growth has the 
potential to offset weaker export growth to Europe 
(which is just under 18% of total US exports). Finally, 
monetary policy reacted quite strongly to the incipient 
signs of tension in the money markets. The ECB 

2009 2010f 2011f 2009 2010f 2011f
US -2.4 2.9 1.8 -0.3 1.8 1.5

Euro Area -4.0 1.0 1.1 0.3 1.5 1.2

Japan -5.2 3.2 1.7 -1.3 -0.9 -0.4

UK -4.9 1.2 1.8 2.2 2.9 2.1

World -1.1 4.1 3.5 0.7 2.0 1.8
f f

Growth Inflation

Bonds Current 1M 12M
10-Year Treasuries 3.24 3.45 4.00
10-Year Bunds 2.58 2.85 3.50
10-Year JGBs 1.22 1.35 1.50
Corporate Bonds Current 1M 12M
 IBOXX Corp Non Fin 110 105 80
Forex Current 1M 12M
USD/EUR 1.23 1.22 1.15
JPY/USD 90 92 98
GBP/EUR 0.85 0.84 0.85
Equities Current 1M 12M
S&P500 1082 1105 1195

MSCI EMU 79.4 81.7 92.0
Current values = average of last three trading days

During the last month, financial markets went into a 
tailspin as all equity markets in our investment uni-
verse lost by around 10% and long-term government 
bond yields in the core euro area markets reached 
new historic lows. Main reason was the European 
sovereign debt crisis. The EU stability package worth 
€ 750 bn initially allayed investor concern. Later, 
however, markets fell again due to the fact that the 
EU was not perceived as speaking with one voice 
(German ban on naked short selling) and growth 
expectations took a hit as many EU governments 
announced strong deficit reduction targets. On top of 
the sovereign debt crisis, a Spanish savings bank had 
to be rescued by the National Central Bank and ten-
sions in money markets rose, a reminder of the 
situation after the Lehman Brother failure. Finally, the 
conflict in Korea escalated following the alleged sin-
king of a South Korean vessel by North Korea.   



• Over the last weeks data from the US economy 
was a bit more mixed than before. This is in line 
with our hypothesis that indicators will prove 
“toppish” over the summer months. 

• Markets are currently discussing the impact of 
the sovereign credit crisis in Europe on US 
growth. We believe that the near-term effects will 
be limited but expect a noticeable slowing of the 
US economy in 2011 when consolidation is likely 
to start in earnest. 

• At the same time, inflation data showed a further 
decline in inflation pressures. We maintain our 
view, that inflation will stay quite low for a 
prolonged period of time.   

• Financial reform advanced in May. During the 
month of June, we expect a final bill to be drafted 
which can be signed into law before July 4th.   
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Over the last four weeks, incoming data from the US 
was more mixed than before. On the positive side, pri-
vate payrolls turned decidedly positive (see top chart) 
and given strong (temporary) Census hiring in May, we 
expect the next set of data to show another sizable 
increase, possibly in excess of 500K. That said, data 
from the housing sector was more mixed. Builder opti-
mism as measured by the NAHB housing market index 
rose quite nicely (see middle chart). However, since the 
extension of the tax credit for first-time home buyers 
expired on April 30, building permits fell strongly         
(-11.5% mom). Likewise, mortgage applications for new 
home purchases posted a sharp decline as well. This 
pattern shows that the private residential housing 
market in the US has not yet reached a point of self-
sustainability. Apart from still large housing vacancies, 
this is also favored by the fact that mortgage delin-
quencies increased yet again to 10.1% of all out-
standing loans in Q1 2010, following 9.5% in Q4 2009.

Regional manufacturing PMIs also painted a mixed 
picture. While the Philadelphia Fed index rose to 21.4 in 
May (20.2 in April), the Empire state index declined 
quite strongly to 19.1 (31.9 in April). Initial jobless 
claims rose from 446K in early May to 474K in mid-May. 
Finally, GDP growth for Q1 was revised 0.2% lower to 
3% saar. While this is not a large revision it was in 
contrast to market expectations of a further upward 
revision to 3.4%. We take this latest batch of data as 
confirmation of our view that US economic indicators 
will prove “toppish” over the summer months. We have 
long stressed that a large part of the strong economic 
upswing since March 2009 was due to large fiscal pump 
priming (thereby helping private consumption to grow 
strongly) as well as a turn in the inventory cycle. The 
growth contribution from the “ARRA” will turn negative 
in Q3 and the inventory cycle has largely run its course. 
Against his backdrop, we expect key economic 
indicators to stop rising over the summer months with a 
slight tendency to even fall.             

US Labor Market
3-month averages
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No economic stalemate imminent
Despite the fact that we expect the US economy to 
lose some momentum during the coming months, we 
are far from predicting an economic stalemate. The 
direct spillover effects from the EU sovereign credit 
crisis should remain relatively small as US business 
and consumer confidence is unlikely to be affected 
strongly. Likewise, the US dollar may have risen by 
almost 10% in trade weighted terms since April but 
exports to Asia should continue to benefit from strong 
growth in this region. Empirically, foreign GDP growth 
carries a much larger weight in explaining export 
dynamics than exchange rate movements. Moreover 
the share of US exports to the euro area is just 17.6% 
which is about the same size as US exports to China.  
Finally, with inflation pressures falling, real purchasing 
power of households is rising. Core CPI inflation fell to 
0.9% yoy in April (a 44-year low), following 1.8% in 
December. We expect underlying inflation pressure to 
keep falling due to low wage gains and ongoing 
pressure on residential housing rents.      

Fiscal consolidation likely to start in 2011
A more difficult time for US growth will in our view be 
the year 2011 when fiscal consolidation is likely to 
start in earnest. We have often expressed our surprise 
that public finances in Europe receive high market 
attention while the massive deterioration in US public 
finances seems to go largely unnoticed. Fiscal deficits 
of around 10% will push total US debt close to 100% 
soon (see bottom chart, previous page). During the 
first years of this decade foreign investors have 
bought almost 80% of all new Treasury paper. With 
supply increasing dramatically there is a risk of a 
buyer “strike” at some point. In 2009 alone, the Trea-
sury issued US$ 1444 bn in new debt, i.e. seven times 
the 2006/2007 average. For 2010, the amount of new 
US government bonds will be about the same. Against 
this backdrop, we expect fiscal consolidation to be 
high on the political agenda once the mid-term elec-
tions in November 2010 are over. This implies that the 
strong fiscal tailwind of the last years will turn into a 
fiscal drag. As this will hit an economy still plagued by 
weak underlying demand (credit retention, household 
de-leveraging) we expect US growth to slow notice-
ably in 2011. Our GDP forecast of 1.8% compares 
with a Consensus reading of 2.9% at present.         

June key for financial reform legislation
With the Senate having passed a financial reform bill 
in May, deliberations now start with the House to 
reconcile both versions. While changes to the original 
versions now passed may still occur in light of the 
massive financial industry lobbying currently going on, 
we expect a sweeping reform to be signed into law by 
President Obama before July 4th (For more on this 
please see our May 27 Flash Update: Financial 
markets at the crossroads – June to prove decisive for 
fiscal sustainability and regulatory reform”).    
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Real GDP
annualized rates; seasonally adjusted 
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GDP 0.5 -2.4 2.9 1.8
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   Gov. consumption 3.1 1.8 2.0 0.5
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   Domestic demand -0.4 -2.7 1.8 1.8

Consumer prices 3.8 -0.3 1.8 1.5
Unemployment rate2) 5.8 9.3 9.6 9.3

Budget balance3) -3.7 -11.3 -9.5 -7.5
Fed Funds Rate4) 0.0-0.25 0.25 0.25 2.50
1) Unless noted otherwise, annual % changes, net trade and inventories: growth contribution to
GDP 2) yearly average as %, 3) in terms of GDP, federal deficit 4) as %; year-end
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In May, key indicators moved sideways or even 
receded slightly from their elevated levels. Most 
outstanding was the moderation of the composite 
PMI and the sideways movement of the German Ifo
index. At their present levels both indicators remain 
consistent with a healthy pace of economic activity. 
This is in line with, for instance, the latest industrial 
order data which rose by 5.3% mom in March. 
However, what is remarkable is a moderation of the 
expectation components which could also be 
observed in the ZEW and the Insee survey. 
Expectations might have also been influenced by 
the European debt crisis but we think that in six 
months ahead (the time period to which the 
expectation components typically refer to) the 
situation will indeed be less benign. The inventory 
cycle should have largely run its course at that time. 
Q1 GDP data for Germany already hint at strong 
support from inventories at the outset of the year. 
Moreover, economic activity in Asia is expected to 
slow and should thereby reduce the export stimulus 
the euro area presently experiences from this 
region. That said, we deem a relapse into recession 
as highly unlikely. The flipside of the weak effective 
euro (April: -1.2% mom/ -3.8% yoy) is increased 
international price competitiveness. This and the fact 
that corporate yields are at a record low (IBOXX 
non-financial corporate yield at 3.5% at present) 
should cushion the former effect. 

GDP rose by 0.2% qoq in Q1, below our expectation 
of 0.4% qoq. But for the reasons just outlined we 
expect growth close to potential throughout Q2 and 
Q3 and have postponed the deceleration of activity 
into Q4. Although this alters our growth profile, it 
leaves the expected growth of 1.0% for this year 
unchanged.   
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Euro Area 

• Key indicators moved sideways or receded 
slightly but are not expected to fall off a cliff in 
the coming months. The short-term outlook 
remains favorable. 

• While we have left our growth outlook for 2010 
unchanged we changed the growth profile in 
favor of stronger Q2/Q3 growth. 

• The announcement of additional consolidation 
packages in various economies has increased 
the dampening effect from fiscal policy in 2011 
and confirmed us to maintain our below 
consensus forecast.  

• In response to the recent financial market 
turmoil the ECB has partially unwound its exit 
from unorthodox policy measures. While we 
still expect higher key rates in 2011, the risk 
that the ECB stays on hold has increased. 

Dr. Martin Wolburg, CIIA 
Phone: +49 221 / 4203-5346
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EA: Openess and Consolidation Needs
2009 data, % of nominal GDP

R2 = 0.8014
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Fiscal consolidation strong drag in 2011 

In order to tame the euro crisis various euro area 
governments have come up or at least announced 
additional consolidation measures. These measures 
mainly become effective in 2011 and 2012. The 
countries affected are not only the peripheral 
economies Spain (15 bn EUR) and Portugal (2 bn
EUR), but also Italy (25 bn EUR), Germany (at least 
10 bn EUR p.a. until 2016 in order to comply with 
the constitution). And also in France measures to 
restore public finances are seriously considered. 
Given that economic activity at present still benefits 
from fiscal stimuli programs that have been 
implemented in order to overcome the recession, 
this is a strong headwind for economic activity in the 
coming year. In fact, according to calculations of the 
ECB economic activity benefits from a fiscal impulse 
of 0.8% of GDP in 2010. Taking into account merely 
the above mentioned austerity programs this 
impulse is expected to turn negative (-0.4% of 
GDP). This change in the fiscal impulse hence 
implies an average drag of 0.3 percentage points on 
the qoq growth rate in the next year.  

Clearly, in 2011 the already mentioned 
compensatory factors stemming from low interest 
rates and a weaker effective euro exchange rate will 
cushion the effect from fiscal tightening. However, it 
is worth noting that the euro area economies benefit 
from global exports asymmetrically. And especially 
the economies with a relatively low extra-EU export 
exposure go ahead with tough consolidation 
measures (see bottom graph, previous page). 
Therefore, we think that among the major euro area 
economies only Germany is able to maintain the 
current year’s growth momentum and that 
heterogeneity will rise. In sum, we stick to our below 
consensus (+1.5%) forecast of 1.1% for 2011.    

ECB: Exit from the exit 

The dramatic worsening of the sovereign debt crisis 
induced the ECB to implement crisis measures. 
Apart from the interventions in the euro area public 
and private debt markets, which will be sterilized, it 
also held 3–month and 6-month fixed rate 
operations with full allotment in May and will conduct 
such another 3-month tender in June. Moreover, the 
swap lines with the Fed were reactivated. By these 
measures the ECB partially exits from the exit from 
its unorthodox measures. This and the fact that the 
additional consolidation measures drag on activity 
hints towards a postponement of the first key rate 
hike until well into 2011. Should the situation in the 
interbank market stay tight, we even see the risk 
that the ECB does not hike at all in the coming year.  

Euro Area 
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Euro Area GDP Forecast
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Real GDP advanced by 4.9% qoq saar in Q1 rising 
strongly for the second time in a row. However, 
growth fell short of market forecasts due to weaker 
than expected private consumption and upward 
revisions in previous quarters. The most important 
GDP driver was exports which increased by 30.5% 
qoq saar in Q1, thereby even accelerating from Q4 
2009 and benefiting strongly from Asian demand. 
According to BoJ data, real exports continued to 
increase significantly in April. However, going for-
ward, we expect this GDP component to gradually 
slow as inventory building in Western industrialized 
countries is likely to taper off and fiscal stimuli 
around the world are expected to provide less 
support for growth. This process will also dampen 
industrial production (IP), which increased by 1.3% 
mom in April. On the other hand, output is likely to 
benefit by from higher business investment. Capex
rose by 4.2% qoq saar in Q1, rising for the second 
quarter in a row. Machinery orders as well as the 
last TANKAN report of the BoJ point at a further 
mild upward path, which is to a large extend due to 
export oriented manufacturing firms. In this res-
pect, Japan has reached a second stage of the 
recovery process. By contrast, private consumption 
growth seems to be by far more caused by fiscal 
measures like the subsidies for durable consumer 
goods. However, household demand rose much 
less vigorous than retail sales indicators had hinted 
at. Looking forward, the government is providing 
fresh support in Q2 like the abolition of high school 
tuition fees and higher child allowances. The 
former will lead to some statistical frictions. Fees 
will now be paid by the government, reducing 
private and increasing  government consumption in 
Q2 GDP. Moreover, this shift also affects CPI 
statistics with a renewed drop in core inflation to 
-1.5% yoy in April after -1.2% in March. Against the 
backdrop of a strong start into 2010, we expect 
GDP now to grow by 3.2% over the year (with a 
high carry over effect), supported by net exports 
and spill over effects to domestic demand. More-
over, government incentives and the stabilization of 
the labor market make it unlikely that private con-
sumption will lose much pace. The BoJ revised its 
assessment already upwards which will likely 
prevent any further significant monetary easing 
despite ongoing pressures from the government. 

Japan 
• Real GDP in Q1 came in at 4.9% qoq saar, 

mostly driven by net exports. Going forward, 
growth is expected to have peaked in Q1.

• Core CPI dropped back to -1.5% yoy in April 
due to the statistical effects of “free high 
school tuition”.  

• The Bank of Japan (BoJ) has revised its 
economic assessment upward, rendering 
more quantitative easing measures unlikely. 
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Main Forecasts1) 2008 2009e 2010f 2011f

GDP -1.2 -5.2 3.2 1.7
 Consumer spending -0.6 -1.0 1.6 1.0
 Government consumption 0.3 1.6 1.8 1.1
 Investment -2.8 -14.0 -0.4 2.4
 Inventories -0.4 0.1 0.1 0.1
 Net trade 0.2 -2.0 0.1 0.1
 Domestic demand -1.4 -3.4 0.6 0.6

Consumer prices 1.4 -1.3 -0.9 -0.4
Unemployment rate2) 4.0 5.2 4.9 4.7
Budget balance3) -5.4 -11.0 -10.5 -10.1
Overnight rate4) 0.10 0.10 0.10 0.50
1) unless noted otherwise, annual % changes, net trade and inventories: growth contribution to 
GDP 2) yearly average as %, 3) in terms of GDP, general government 4) as %; year-end
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• Monetary and fiscal policy measures to cool 
down the economy have started to bite albeit 
only very limitedly so far.

• Accordingly, we expect economic policy to 
continue withdrawing support.

• Inflation is expected to accelerate over the 
next months but to remain manageable over 
the course of the year.   

The careful tightening of monetary and fiscal policy 
so far seems to have started working in the right 
direction, given the overheating fears in China. 
Leading indicators as well as PMIs appear to be 
toppish, and industrial production (IP) cooled down 
marginally – but more than market had expected –
to 17.8% yoy in April, after 18.0% in March. 
However, these readings are still strongly above the 
average IP growth rate over the last five years of 
15% and consistent with high GDP advances. On 
the other hand, yearly comparisons benefit signifi-
cantly from positive base effects for the time being. 
This held also true for exports which increased by 
30.5% yoy although deliveries were slowing down 
slightly by 1.4% mom on a seasonally adjusted 
basis. After their strong jump at the end of last year, 
exports basically moved sideways on a pre-crisis 
level. By contrast, imports receded a bit in April, so 
that the trade balance turned slightly positive again.  
As a second factor, urban fixed asset investments 
continued to ease back marginally from 26.4% ytd
in March to 26.1% ytd in April. Most importantly, 
local government investment, although still high 
with 27.6% ytd, showed signs of an easing and 
thereby joined the central government in with-
drawing fiscal support. At the same time, real estate 
investment seems to have lost some of its upward 
momentum as it rose only by 1.1 pp in April 
compared to 15 pp at the beginning of the year. 
Nevertheless, property inflation accelerated to 
12.8% yoy in April. 

Given this only tentative signs of a less vigorous 
upward trend amid rising consumer price inflation, 
we expect the government to continue withdrawing 
support, going forward. At the same time, politicians 
will exercise great care as uncertainty about the 
export outlook has heightened of late given the 
sovereign debt crisis and the depreciation of the 
euro. On the other hand, new loans increased again 
by 774 bn yuan, higher than market expectations. 
As there is still some way to go to a full monetary 
normalization and inflation has become a more 
urgent topic over the last months, monetary policy 
is expected to mop up liquidity by issuing PBoC bills 
and continue with reserve requirement rate hikes. 
We also stick to our call of a first rise in the 
benchmark interest rates in Q2 to stabilize inflation 
expectations, although recent international market 
turmoil has lowered its probability. 
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• Despite an election outcome with no clear 
majority, the new government was formed 
quickly.

• First political actions showed commitment to 
fiscal consolidation.

• Economic activity is still rising, but inflation 
also.

Although the general election in the beginning of 
May brought the UK the feared result of the first 
hung parliament for close to 40 years, the resulting 
period of uncertainty about the new government was 
much shorter than expected. Only a few days after 
the election the Conservatives and the Liberal 
Democrats agreed on forming a coalition. One of the 
first actions of the new government was to announce 
spending cuts of £ 6.25 bn for the current fiscal year 
and to create a new Office of Budget Responsibility 
to provide independent budget forecasts. Already on 
June 22nd the new coalition government will publish 
its emergency budget before a new three-year 
spending plan will be agreed on in autumn. Although 
these are only the first small steps on the long and 
burdensome way of fiscal consolidation for the UK, it 
shows the commitment of the administration to 
tackle the huge budget deficit immediately. 
Fiscal tightening will dampen growth
While the austerity measures will surely have a 
dampening effect on growth we do not expect UK´s
economy to fall back into recession. The still rising 
global demand together with the weak pound should 
lead to a further recovery in exports. Additionally the 
rebuilding of inventories should support growth in the 
months to come. But it seems likely that the growth 
momentum will fade later in the current year after a 
probably strong rise in the second quarter. All in all 
we still feel comfortable with our GDP forecasts of 
1.2% for this year and 1.8% for 2011, although 
consensus is markedly more optimistic for the 
economic development in the coming year (2.3%).
Inflation still on the rise
More worrisome than the development of economic 
activity is at the moment the strong upward trend in 
inflation. In April the CPI rose from 3.4% yoy to 3.7% 
yoy, again stronger than expected. But in the 
resulting letter to the Chancellor, Governor King still 
expressed confidence that temporary effects of 
higher oil prices, the rise in VAT and the effects of 
sterling´s depreciation in 2007-08 were masking the 
downward pressure on inflation from substantial 
spare capacity in the economy. As these effects 
faded, he argued, inflation would fall back below the 
2% target. But there were hints in the minutes of the 
May MPC meeting that not all Committee members 
were of the same view. We are also a bit more 
skeptical on the further development of inflation 
despite agreeing in principle with the reasoning of 
Governor King.

United Kingdom
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Main Forecasts1) 2008 2009 2010f 2011f

GDP 0.6 -4.9 1.2 1.8
 Consumer spending 0.9 -3.2 0.7 1.3
 Government consumption 2.6 2.2 1.0 -0.8
 Investment -3.5 -14.9 -0.7 4.0
 Inventories -0.3 -1.2 0.8 0.3
 Net trade 0.4 0.7 -0.3 0.2
 Domestic demand 0.5 -4.1 0.5 1.2

Consumer prices (HICP) 3.6 2.2 2.9 2.1
Unemployment rate2) 5.7 7.7 7.9 7.2
Budget balance3) -4.9 -11.3 -11.7 -9.5
Base rate4) 2.00 0.50 0.75 2.50
1) unless noted otherwise, annual % changes, net trade and inventories: growth contribution to 
GDP 2) ILO, yearly average as %, 3) in terms of GDP, general government 4) as %; year-end
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Some performance back-up 
Markets reacted badly in the last month. In April only 
one fundamental variable was visibly stretched on a 
short-term view (long-term relationship remaining 
very appealing): The gap between equity yield 
(EPS/Price) versus corporate bonds yields. Then we 
had Chinese slowdown fears, mounting sovereign 
risk in Europe, the Icelandic volcano and the renewed 
pressures on the banking system. Negative catalysts 
were the confused and late response by euro area 
leaders, then the sudden rush to approve fiscal 
maneuvers which can affect growth in 2011-2013. US 
and Japanese governments for the time being are 
less inclined to adopt fiscal tightening but from here to 
early 2011 they should adopt some form of it. 
Emerging markets underperformed due to their 
restrictive monetary policies, which are not forecast to 
end soon, and due to the potential losses linked to 
eventual lower export volumes.
Risk aversion near “Lehman” levels
Moves in forex and spreads (also interbank yields) 
are such that monetary Authorities are rediscovering 
liquidity measures typical of a pure systemic crisis. 
During the last month the euro weakened against the 
dollar (7%) and the yen (10%). Euro non-financial 
spreads widened by 66 bps (83 bps financials) and 
high yield by 133 bps. Commodity prices lost 11% (oil 
price 15%). In Europe as in US, Oil and financial 
stocks underperformed while staples and Tlc 
overperformed. 
New risks and assessment
What we are having is an anticipation of the fiscal exit 
strategy, even though a more distant timeline for the 
monetary exit strategy. We thought previously we 
could reach the highest point of this cycle preparing 
the fiscal exit strategy slowly. Also because the 
economy was getting stronger (inflating confidence 
and risk taking) and in US the pre-election period was 
a sort of guarantee against any brutal fiscal maneuver 
there. We thought also that when the real economy 
would have been at the top (somewhere in early 
2011), then declining earnings projections and the 
future effects of the fiscal consolidation (higher taxes 
and less public spending) could “eventually” trigger 
the single digit P/Es of ’70-‘80s meaning 700 for the 
S&P (say 20-30% probability). Now, we have an 
anticipation of the fiscal maneuver at a time when the 
economy is still strong: Analysts could reduce GDP 
growth estimates and 2011-2012 earnings growth.   
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Equities 
• Risks are still plentiful but at 2.450 for the Stoxx 50 

and 1.050 for the S&P a lot of bad news is 
discounted.

• While lower levels are not excluded we count on a 
short-term rebound while not seeing yet a longer-
term positive solution to the current crisis.

• Yield spread comparison vs. corporate bonds is 
already favoring equities like in early 2009.

Stock Performances
change since 04/28/2010
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The line between an ordered economic slowdown 
and a double dip (’37 specter) passes through a 
fiscal tightening being not too strong which in 
exchange must guarantee a sufficient growth (vital 
for indebted countries) and structural reforms to be 
approved in order to guarantee the control of debt 
over the long run. Otherwise we compromise 
short-term growth (1-3 years) without solving 
longer-term imbalances. These risks are on the 
table so that the ECB will stick to its newly adopted 
lose policy stance. A too tight fiscal package 
coupled with the recent equity losses could indeed 
affect corporate and consumer expectations going 
forward. The “momentum” of the leading indicators 
is already not brilliant in Europe (IFO expectations-
IFO total is an example) and could have already 
signaled a top in the expansionary phase of the 
leading indices of the economy. That does not 
mean the “real variables” will collapse soon. There 
is a time lag between the two (in US for example 
inventories are still low and employment is 
increasing). 2010 growth is safe.
Worst case scenario: Discounted?
A Stoxx 50 at 2.430 (S&P at 1.000) discounts 10-
year rates at March levels and 5% EPS growth in 
2010-’11 (consensus at +36% and +18% 
respectively). A level of 3.000 is defensible 
fundamentally (with +20% 2010 EPS growth) even 
with declining GDP growth projections (our 2011 
GDP forecasts are already lower than consensus: 
US 1,8% vs 3,1% and for EU15  1,1% vs 1,5%). 
Conclusion: Playing a rebound
We have a near € 1 tr rescue plan in euro area, 
dollar swap lines activated by the Fed and fiscal 
maneuvers in the process to be approved. We 
miss fiscal coordination which can become more 
clear in a month or at latest in October. We need 
also structural reforms. Risks will remain high 
(bank failure?) until a quantitative decision is taken 
or market is fully reassured on the fiscal-growth 
front. That is why the quantitative easing move 
could be needed at a certain point. That said, we 
have: 1) LT and ST models both in the full positive 
camp. 2) In US the value gap is not at Lehman 
levels but already half a way to that but with 
leading indicators higher. Value gap is nonetheless 
astonishingly high in comparison with the last 30 
years. 3) The valuation gap in 2010 already moved 
strongly and at 950-1000 we will have the same 
magnitude experienced in 2002. 4) Equity risk 
premium vs. corporate bonds is already at 2009 
highs (meaning equity cheaper then corp. bonds). 
5) at 970 the S&P discounts a big correction of 
confidence (both corporate and consumers’ one). 
6) Finally, on many measures Europe is cheaper 
than US and the Stoxx 50 already reached 2450. 
We play the rebound, but just tactically.

Equities 

Given the current crisis of confidence and the already 
high EPS growth estimates analysts could be 
tempted to lower down 2011 forecasts going forward

EARNINGS FORECAST BY IBES
28-mag-10

A12FE vs 2009 2010/2009 2011/2010 2012/2011
S&P500 46,8% 36,1% 17,6% 14,0%
MSCI Europe 41,7% 39,1% 19,4% 12,3%
MSCI Emu 37,6% 29,7% 20,0% 13,4%
UK FTSE 100 66,0% 58,2% 22,2% 12,3%
TOPIX 97,5% -403,2% 22,1% 13,2%
SWISSMI 42,1% 38,4% 11,7% 9,0%

US: EARNING YIELD - BAA YIELD 30/5/10
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That said, earning yield 
spread is now again high vs. 
corporate bond yield

USA S&P500: VALUE GAP ANALYSIS 30/5/10
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The value gap is not already The value gap is not already 
at at ““LehmanLehman”” levels but levels but 
current leading indicators current leading indicators 
(ISM) are higher than in mid(ISM) are higher than in mid--
2008 and also investors know 2008 and also investors know 
already the solutions already the solutions 
adopted at that timeadopted at that time
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European equity markets were heavily hit last 
month, pressured by upcoming fears of a double-dip 
next year due to massive public budget cuts not only 
within the EMU in order to stabilize public debt. Also 
the free fall of the euro and the uncoordinated action 
of Germany concerning the ban on naked short-
selling and the discussion about the implementation 
of a tax on financial market transactions fueled 
worries about the political stability of the EMU. In 
this environment only the DAX 30 Index together 
with the more defensive SMI was able to hold up 
well compared to the EuroStoxx due to its high 
export share outside the euro area.

Euro will spur competitiveness

In contrast to the negative impact from the political 
side, real economy and company data for the euro 
area came in well over the last month. The Ifo
expectations component failed to rise for the 17th 
consecutive month, but fell only marginally by 0.3 
points to 103.7. German real manufacturing orders 
rose by 5% in March and also the industrial output 
surged by 4% over the month. As a result, capacity 
utilization within the German manufacturing industry 
was up in the second quarter to 79.9%, nearly 10% 
higher than in the same period of last year, but 
nevertheless 3.2% below the historical average. 
Backed by the supportive company results earnings 
revisions were again markedly up over the month. 
12-month forward earnings were up by 3.4% over 
the last four weeks. While on the one hand the 
development for the SMI was comparably poor 
(+2.8%), FTSE earnings were lifted surprisingly 
strong by 7.4%. Euro area companies should take 
advantage over the coming months due to the 
decisively lower Euro, which was down more than 
5% against the main industrial countries over the 
last four months and roughly 20% against the US 
dollar.

Markets are ready for a recovery

Looking at the sharp losses over the month, markets 
in our view have overdone to the negative. Based on 
our assumption that the economy will not lose 
markedly momentum in the short-term with no 
double-dip actually on the cards, bond yields and 
interest rates to remain on historically low levels and 
the highly pessimistic sentiment of investors, we 
would expect equity markets to recover, although 
political risks will remain high for the time being.

Equities - Europe
• Worries about the political stability in the EMU 

and future growth more than compensated 
sound economic and company news.

• Very compelling valuation measures were not 
able to stabilize equity markets last month.

• Due to economic data not expected to indicate 
sharply lower momentum, equity markets 
should recover over the coming weeks.
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Earnings revisions continued its strong upward move 
starting at the beginning of the second quarter due to 
compelling economic data and surprisingly strong 
company results for Q1. Mainly cyclical sectors were 
able to take advantage from the unexpectedly 
sustainable economic recovery in the manufacturing 
sector, fueled by strong foreign demand. Over the 
month, Autos and Components (+14.7%), Semicon-
ductors (+13.0%), Materials (+11.2%) and Energy 
(+8.5%) earnings have been raised comparably 
strong and also Real Estate (+14.2%) forecasts have 
been lifted substantially. Nevertheless, most of the 
cyclical sectors were amongst those who have been 
hit most strongly due to upcoming growth worries 
fueled by the expected massive cuts of public 
demand to stabilize debt. As of May 25, double digit 
losses in month-on-month comparison were regis-
tered for Technology Hardware, Banks and Insu-
rance, while in contrast to that Consumer Durables, 
Autos and Components and Food/Beverages/Tobac-
co were slightly up.

Sector recommendation

Expecting a market recovery over the next month 
due to only slightly fading leading indicators in Wes-
tern industrialized countries and robust growth sig-
nals from Asia, also underpinned by the positive 
earnings outlook due to the weak euro, we think 
there is a good chance for cyclical sectors to realize 
a comparably strong rebound over the coming 
month.

Based on our sector model results, where earnings 
trends, valuation measures and fundamental tasks 
are taken into account, we recommend to overweight  
cyclical sectors like Energy, Technology Hardware, 
Semiconductors (see upper chart) and real estate on 
the one hand and more defensive sectors like Media, 
Pharma and Households/Personal Products on the 
other.

Despite the currently modest valuation, Banks should 
be underweighted due to ongoing pressure resulting 
from political regulation efforts not only in the EA but 
also in the US. Software, Capital Goods, Consumer 
Durables, Retailing and Utilities (see lower chart) we 
would also recommend to give a lower weighting due 
to the comparably poor relative earnings trend 
development.  

Equities – European Sectors
• Cyclical sectors and financials were hit 

comparably strongly over the month due to 
double dip worries and concerns about 
restrictive banking regulations.

• Strong earnings upward momentum should 
support cyclicals to recover considerably 
during the expected market rebound.
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Sector Overview MSCI Europe
as of May 25th, 2010

PER % Discount
-4w -4w 12m forward to hist. average

Autos and Components 0.3 14.7 13.4 14.4
Banks -12.2 7.1 9.7 16.4
Capital Goods -4.2 5.0 13.8 5.4
Commercial Services -0.5 3.8 15.5 13.1
Consumer Durables 2.0 4.3 17.7 -14.1
Diversified Financials -8.5 6.0 8.6 27.0
Energy -9.4 8.5 8.5 33.2
Food / Bever. / Tobacco 0.1 3.9 14.3 9.1
Food / Drug Retailing -2.8 2.2 12.7 19.5
Healthcare -4.8 4.6 15.8 19.1
Household Pers. Products -5.3 3.4 16.8 33.1
Consumer Services -0.7 5.9 14.2 9.0
Insurance -10.0 2.4 7.8 36.9
Materials -7.6 11.2 9.9 20.5
Media -6.5 2.2 11.7 52.2
Pharma / Biotech -4.1 5.0 9.9 44.8
Real Estate -7.4 14.2 13.8 25.5
Retailing -6.3 3.0 14.5 9.1
Software / Services -2.7 3.4 16.0 44.0
Semiconductors -9.6 13.0 12.6 61.8
Telecommunication -7.7 1.7 9.3 83.4
Technology Hardware Techn. -14.1 -6.4 13.2 46.2
Transportation -7.7 8.3 15.2 -3.9
Utilities -9.1 0.4 10.4 26.1

MSCI Europe -6.9 5.5 10.6 28.9
Source: Thomson Reuters Datastream
² expected earnings 12m forward

Price Earnings²



• The sovereign debt crisis continued to 
dominate markets. Despite the huge EU/IMF 
stabilization program and the ECB’s bond 
purchases, intra EMU spreads did not 
tighten broad-based. Rather, benchmark 
yields resumed their downward trend.

• Eventually, the massive policy intervention 
should trigger a turnaround. Although a high 
degree of uncertainty will remain, the recent 
drop in benchmark yields appears excessive 
and should reverse partially.

• Our long duration stance turned out 
beneficial in light of the sharp drop in 
benchmark yields. Going forward, we 
recommend a barbell strategy and a duration 
close to neutral.

• The turmoil in bond markets triggered 
several stop losses at the beginning of May. 
Supported by the policy actions, we open 
new trades to benefit from attractive carry 
opportunities.

Bonds/Fixed Income Strategy

With respect to benchmark yields the impact of the 
EU/IMF stabilization program proved to be only 
temporary. Both, US-Treasury and Bund yields 
ended the month on a significantly lower level than 
last month. While we had expected benchmark 
yields to remain on a very low level, the extent of 
the decline was surprising. 10-year US-Treasury 
yields fell by 51 bps to 3.24% and its German 
counterpart dropped from 3.00% to a new historic 
low of 2.58%. What is more, safe haven flows 
affected all maturities. Very short-dated and very 
long-dated Bund yields also marked new historic 
lows in the course of May. Merely, in the last few 
days they crept upwards moderately. Given that 
the aid package transferred creditworthiness to 
peripheral countries and a quick default has 
become virtually impossible, we regard current 
Bund yield levels as not sustainable.
Success of policy actions undetermined yet
While in many market segments the stabilization 
program has not yet had a lasting effect, it is too 
early to brand it as a failure. To start with, EMU 
peripheral spreads are much lower than before the 
announcement. What is more Greek, Portuguese 
and Irish spreads have widened only marginally 
after the initial rally following the announcement. 
Admittedly, Spanish and Italian spreads are nearly 
back to the levels just before the announcement of 
the package. However, volatility of all EMU 
peripheral yields has dropped substantially. In light 
of the recently announced new austerity measures 
in these countries combined with more ECB 
buying if necessary (although no official data are 
available, the ECB has focused its purchases on 
small peripherals so far), we see leeway for tighter 
spreads. In addition, the situation in money

Dr. Florian Späte, CIIA
Phone: +49 221 / 4203-5367
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Bonds/Fixed Income Strategy
markets which we regard as very meaningful not 
only for other segments of financial markets but 
also for the economic perspectives has stabilized. 
The 3-mth Libor/OIS spread which we take as an 
indicator for turmoil in money markets has been 
flat at around 25 bps. This is higher than in April 
but way below the triple digit levels of fall 2008. As 
the ECB is offering unlimited amounts in its open 
market operations, markets should work quite 
smoothly and liquidity should be no point of 
concern going forward. On the contrary, excess 
liquidity will most likely be used for interesting carry 
trades going forward which should have a positive 
impact on other segments as well.

All in all, even the enormous aid package does not 
trigger a one way relaxation and the longer term 
perspectives for intra EMU spreads (and even the 
EMU itself) will be determined by fiscal prudence 
and the ability to restore competitiveness of the 
weaker countries. However, the policy actions limit 
the risk of a self-fulfilling debt/liquidity crisis. 
Therefore, we expect market participants to focus 
on fundamentals again in the weeks to come. This 
should push core yields moderately higher and 
stands in the way of higher intra EMU spreads.

Our portfolio
Tumbling benchmark yields supported our portfolio 
in May. At the end of April we had recommended a 
long duration of 0.85 years as we expected 
benchmark yields to remain on a very low level 
and intra EMU spreads to come in somewhat. 
Although Greek spreads actually tightened 
significantly, the main driver for our portfolio was 
the drop in benchmark yields. All in all, our portfolio 
gained 1.75% in May, thereby outperforming the 
benchmark by 14 bps. Meanwhile the 
outperformance was even more impressive, but 
the upward movement in benchmark yields over 
the last days hurt our portfolio.

While all maturity classes performed well, medium-
dated bonds were best-in-class. In this maturity 
class the weight of Greek bonds, which gained the 
most in May, is above average.

Going forward, we recommend an almost neutral 
duration stance for the overall portfolio. However, 
one has to keep in mind that our portfolio covers 
core and peripheral bonds. While we expect core 
yields to move up and consequently suggest a 
rather short duration in core bonds, peripheral 
yields can move sideways or even decline. Hence, 
investors can be a little more aggressive here. All 
in all, we recommend a duration of 6.25 years 
(compared to 6.23 years of the benchmark). With 
the exception of cash all maturity classes should 
return a moderately negative return in June. 
Consequently, we suggest to hold roughly 3% of 
the portfolio as cash and to overweight very short-
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Volatility of 10-year Yields
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Bonds/Fixed Income Strategy
dated bonds which should turn out to be the best
maturity class. Overall, our portfolio should post a 
return of -0.1% which implies an outperformance
of 3 bps against the benchmark.
Overview of trading ideas
The ongoing increase in risk aversion triggered 
some stop losses at the beginning of May. We had 
to close our short position on short-dated US-
Treasuries (with a profit of 0.22 bps), our 2-year 
euro area swap spread tightener (with a loss of 13 
bps), the long position in medium-dated Mexican 
bonds (with a loss of 0.73%) and our Bund curve 
flattening trade (with a loss of 0.21%). By choice 
we decided to close the overweight of France 
10/2019 versus Germany 07/2019 at the end of 
May. We have earned more than 0.7% since 
October 2009. Given the more fragile economic 
situation in France we do not see leeway for a 
further tightening of spreads. The performance of 
the other recommendations was mixed. While 
some suffered moderate losses, our call for tighter 
Greek spreads profited from the relaxation with 
respect to an immediate Greek default. We earned 
more than 9% (!) in May and reduced the loss to 
roughly 1.8% (including carry) since the initiation 
in January.
Now we have opened several new trades. Given 
the fact that the ECB has drawn a line in the sand 
we do not see much leeway for wider spreads. 
Particularly medium-dated Italian bonds offer an 
attractive pickup against German bonds (Buy Italy 
06/2014 versus Germany 04/2014). As we expect 
the ECB’s liquidity injection to eventually stabilize 
money markets we are committed to tighter 2-year 
swap spreads in the euro area. Within EMU 
peripheral bonds we prefer long-dated Spanish 
bonds versus Italian bonds after the recent 
widening (Buy Spain 07/2018 versus Italy 
08/2018). What is more, due to its openness 
Ireland is expected to benefit more from the weak 
euro and the worldwide economic rebound than 
Portugal (Buy Ireland 04/2020 versus Portugal 
06/2020). Within the core countries we overweight 
the Netherlands against France due to its superior 
fundamentals and higher competitiveness (Buy NL 
07/2020 versus France 04/2020).

Maturity Modified Current Coupon Rolldown Shock Benchmark Portfolio
Class Duration Yield Return Return Return * Weights Weights

1-3y 1.85 1.42% 0.32% -0.21% -0.14% 24.10% 32.53%
3-5y 3.62 2.23% 0.30% -0.12% -0.30% 19.96% 12.98%
5-7y 5.27 2.76% 0.30% -0.07% -0.43% 11.73% 7.63%

7-10y 6.94 3.47% 0.34% -0.05% -0.52% 19.11% 12.42%
10+y 12.43 4.13% 0.36% -0.02% -0.45% 25.09% 31.46%
Cash n.a. 0.33% 0.03% n.a. n.a. 0.00% 2.98%

Benchmark 6.23 2.81% 0.33% -0.10% -0.36%
Portfolio 6.25 2.70% 0.32% -0.10% -0.32%

* Forecast 1-Month Horizon

Characteristic Numbers of Benchmark and Optimized Portfolio

Current Trading Recommendations Initiation Date Start Level Target Stop Loss Current Level Gain/Loss
Buy Austria 07.2015/Sell Germany 07.2015 26/05/2009 56 bps 15 bps 45 bps 36 bps 1.48 %
Buy EUR 10-yr/30-yr flattener 25/06/2009 85 bps 65 bps 95 bps 70 bps 15 bps
Buy EA 10-yr swap spread 25/06/2009 28 bps 10 bps 40 bps 28 bps 0 bps
Buy Greece 03.2011/Sell Germany 12.2012 28/01/2010 389 bps 150 bps 722 bps -1.82 %
Buy BTPS 10.2012/Sell BTPS I/L 09.2012 24/03/2010 1.79 % 1.1 % 1.6 % 1.58 % -0.28 %
Buy Spain 07.2018/Sell Italy 08.2018 31/05/2010 35 bps 5 bps 50 bps 35 bps 0 %
Buy Ireland 04.2020/Sell Portugal 06.2020 31/05/2010 18 bps 0 bps 30 bps 18 bps 0 %
Buy NL 07.2020/Sell France 04.2020 28/05/2010 -5 bps -15 bps 5 bps -5 bps 0 %
Buy Italy 06.2014/Sell Germany 04.2014 28/05/2010 171 bps 125 bps 195 bps 171 bps 0 %
Buy EA 2-yr swap spread 28/05/2010 81 bps 60 bps 95 bps 81 bps 0 bps
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Spreads widened to 110 from 65 bps. This abrupt 
movement was a partial ‘payback’ from the opposite 
swing in April caused by the rise of Euro 
government yields, included the ones of peripherals 
which are contained in the sovereign index. 

As a matter of fact the relief tightening of peripheral 
spreads contributed a great part to the corporate 
bond widening during this month. However we have 
to underline that even after the coordinated bail-out 
of the euro, contagion toward corporate spreads 
continued to spill over. All in all we are now slightly 
above the differential at the end of April (10 bps 
higher). If we want to have a hint of the risk premium 
widening against a credit risk-free asset then it was 
around 60 bps against Bunds.

As always happens during systemic crises one asks 
oneself whether valuations of risky assets are 
appropriate in relation to the real macro 
environment. Expectations implied in such market 
over-reactions have to be evaluated properly in two 
respects: first the timing and duration of the 
overshooting, second, which part of it is embedding 
forward scenarios.

It is meaningful to observe that the sovereign credit 
turmoil did not affect private credit spreads on a 
systemic basis. The bottom line is that we are in the 
midst of a structural change where in the Western 
public sector the existing leverage is becoming 
problematic against a decreased potential growth of 
the economy. On the contrary, in the private sector 
deleveraging is in due course thanks also to hefty 
cash flow generation fostered by reduced capex
activity and solid earnings (top chart). 

We also have to recognize that in EU growth is 
affected by strong fiscal adjustment and potential 
stagnation in peripheral countries and hence 
differentiation between EU core and peripheral 
credit is now more important in the medium term. 
Globally, credit (apart from due geographic 
differentiation and systemic hiccups) is an asset 
class which is pledged by the reinforcement of lax 
monetary policy due to recent monetary measures.

Besides, default rates continue to fall (mid chart). 
Against weak growth and bank credit retention this 
happens because corporates are able to cut costs. 
This is a factor which belongs to many degrees of 
freedom for private companies to manage debt,  
while for states is much more difficult since 
cutting expenses means cutting social transfers and 
this is politically problematic.

Corporate Bonds
• Within the current sovereign credit crisis, non-

financial private credit risk will continue to 
stay at bay. Tighter spreads are to be awaited 
once systemic pressures fade.

dott. Fabrizio Barbini
Phone: +39 040 671-386
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Currencies
• The aid package by the EU and IMF as well as 

the ECB bond market intervention have 
calmed euro area sovereign default fears, but 
support to the euro proved short-lived.

• Damaged credentials of the ECB, political 
uncertainties within the euro zone, and 
mounting speculation about key rate hikes in 
the US are unlikely to allow for a sustained 
recovery of the euro over the coming weeks. 

The slide of the euro continued unabated in May. 
After the €750 bn aid package resolved by the EU 
leaders and the IMF, pressures on the single 
currency subsided only very briefly before the euro 
temporarily fell to a four-year low only slightly above 
1.21 USD/EUR. After a euro rebound in mid May, 
intensifying speculations about China’s rethinking its 
reserves diversification strategy and the rescue of a 
Spanish bank kept the euro on the weak side at 
levels around 1.23 USD/EUR by the end of May.
Pressures on the euro to prevail 
Going forward, further consolidation steps in the euro 
area and recovering risk appetite may bring about 
some support for the euro. But these factors should 
be more than offset by ongoing deeper concerns 
about the euro. First, the decision by the ECB to start 
buying EMU government bonds (only a few days 
after stating that this issue had not even been 
discussed in the governing council) has clearly 
dented the ECB’s credentials. This U-turn adds to 
the strong shifts the ECB had taken earlier this year 
by waiving collateral rules for Greece and by 
accepting the strongly opposed involvement of the 
IMF in the bailout plans for Greece. The reputational 
damage from these events should continue to weigh 
on the euro for quite some more time.
Second, markets remain sensitive to fears of politi-
cal disintegration. The long political in-fighting in the 
run up to the Greek bailout and the recent German 
solo in banning naked short sales have fuelled 
doubts about the political will to close ranks amid the 
current crisis. We expect tensions at the periphery to 
calm further thanks to the massive intervention. But 
Franco-German tensions about a more closely 
coordinated economic policy and binding fiscal 
commitments are unlikely to be resolved easily, and 
this should further burden the euro.
Apart from political tensions, mounting speculation 
about key rate hikes by the Fed and cyclical worries 
about the euro should cause further headwinds to the 
euro. And even though recent USD/EUR movements 
were spectacular by their disruptive character, the 
euro still does not look particularly cheap with 
respect to long-term models which point to fair 
values of around 1.25 USD/EUR. Despite rising risks 
of central bank intervention and of short-term tech-
nical corrections, we thus still see the euro to trend 
slightly weaker over the coming weeks and look for 
further losses to 1.15 USD/EUR on a 12-month view.
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Dr. Thomas Hempell, CFA
Phone: +49 221 / 4203-5341

Overview of Currency Performance
in % vs reference currencies*

-15.0 -10.0 -5.0 0.0 5.0 10.0 15.0

USD/EUR

JPY/USD

GBP/EUR

CHF/EUR

PLN/EUR

CZK/EUR

HUF/EUR

CNY/USD

KRW/USD

AUD/USD

-1 month -3 month -12 month

1.230

1243

6.830

278.2

25.6

4.12

1.422

0.850

90.4

1.200

curr. values

* Positive numbers denote appreciation of currency in numerator

EUR/USD and EMU Peripheral Spreads

0.50

0.70

0.90

1.10

1.30

1.50

1.70

28/09/2008 28/01/2009 28/05/2009 28/09/2009 28/01/2010 28/05/2010

0

50

100

150

200

250

300

350

400

USD/EUR GIIPS spread of 5y govt. bonds over Bunds* (rhs)
* Greece, Italy, Ireland, Portugal, Spain, weighted by amount of bonds outstanding

Yield Differential and USD/EUR 

-3.0
-2.5
-2.0
-1.5
-1.0
-0.5
0.0
0.5
1.0
1.5
2.0
2.5

1997 1999 2001 2003 2005 2007 2009
0.80

0.90

1.00

1.10

1.20

1.30

1.40

1.50

1.60

2y yield differential Euro area vs. US (lhs) USD/EUR (rhs)



Asset Class Benchmark
Current 

Allocation
Previous 

Allocation

Equities 20.0 22.7 20.0

Bonds 75.0 71.3 75.0

Cash 5.0 6.0 5.0

Equities, Euroland 12.0 13.7 12.0
Equities, US 3.0 3.3 3.0
Equities, Japan 2.0 2.3 2.0
Equities, UK 2.0 2.3 2.0
Equities, Switzer land 1.0 1.1 1.0
Bonds, Euroland 45.0 43.3 45.0
Bonds, US 11.3 11.2 11.3
Bonds, Japan 7.5 7.3 7.5
Bonds, UK 7.5 6.2 7.5
Bonds, Switzer land 3.8 3.3 3.8
Cash 5.0 6.0 5.0

Asset Classes
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Bonds  - Regional Structure
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Asset Allocation
Dr. Thorsten Runde

Phone: +49 221 / 4203-5364

At the beginning of last month, we recommended a 
neutral allocation stance as we expected a high 
level of uncertainty induced by the political condi-
tions. With the huge EU stabilization package being 
approved the GIIC decided to reimplement a mode-
rate overweight in risky assets from May 12th on-
wards, acting on the assumption that markets would 
start to focus more on the sound fundamental envi-
ronment. With hindsight, it would have been the 
best choice to strongly underweight equities or at 
least to stick to the neutral alignment of the portfolio. 
That said, given the political developments at that 
time and the strong positive market reactions a shift 
to a slightly more risky allocation stance appeared 
fully arguable. 

However, the witnessed recovery on the equity mar-
kets as a reaction to the EU rescue package only 
lasted a few days followed by losses eventually lea-
ding to new record lows in 2010. It was just in the 
most recent days that equity markets started to rally 
thereby clearly outperforming government bonds. 
As we consider this tendency to persist over the 
next weeks, we recommend to stay moderately 
overweighted in equities in the course of June.

Although we do not expect the upswing to continue 
at the pace of the last days, we still see some up-
side potential for equities in a range between two to 
three percent over the coming weeks. The global 
macro momentum is still high, company earnings 
are not expected to disappoint in the near future, 
and due to the strong market corrections, valuation 
measures appear more attractive. All in all, this 
should lend some support to risky assets.

On the fixed income side – with the EU rescue 
package in place – we expect the safe haven flows, 
that have pushed yields in the core government 
bond markets to new record lows, to abate. Thus, a 
further reduction in yields appears very unlikely. 
Therefore, assuming yields to rise near term, the 
resulting return expectations are slightly negative 
and hence, also lending support to an overweight in 
the risky asset classes of our investment universe.

• The performance on financial markets in May 
2010 has clearly been in favor of the fixed in-
come part of our asset universe .

• The average loss on the equity markets so 
far has been close to -7%, whereas on the 
government bond side an average gain of a 
good 1.5% has been achievable. 

• As we expect the most recent recovery on 
equity markets to continue short term, we re-
commend a moderate overweight in equities. 
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Forecast Range* 

*The forecast range for the assets is predetermined by their historical volatility. The volatility calculation is based on a 5 year history of percentage changes, equally 
weighted in the case of the 12-month forecast and exponentially weighted in the case of the 1 month forecast. The length of the bars within each asset group is proportional 
to the relative deviations from their mean forecasts.

Forecast Tables
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12-Month Horizon
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Growth
2008 2009 2010f 2011f

US 0.5 -2.4 2.9 1.8
Euro Area 0.5 -4.0 1.0 1.1
    - Germany 1.3 -4.9 1.6 1.6
    - France 0.3 -2.5 1.2 1.2
    - Italy -1.3 -5.1 0.9 0.9
Non-EMU 0.6 -4.9 1.4 1.9
    - UK 0.6 -4.9 1.2 1.8
    - Switzerland 1.8 -2.0 1.8 1.4
Japan -1.2 -5.2 3.2 1.7
Asia ex Japan 6.8 5.7 8.2 7.6
Central/Eastern Europe 4.2 -5.7 4.4 4.0
Latin America 3.9 -2.5 4.1 3.7

World 2.5 -1.1 4.1 3.5

Inflation
2008 2009 2010f 2011f

US 3.8 -0.3 1.8 1.5
Euro Area 3.3 0.3 1.5 1.2
    - Germany 2.6 0.3 1.2 1.0
    - France 2.8 0.1 1.7 1.4
    - Italy 3.4 0.8 1.7 1.7
Non-EMU 3.3 1.6 2.3 1.9
    - UK 3.6 2.2 2.9 2.1
    - Switzerland 2.4 -0.5 1.0 1.1
Japan 1.4 -1.3 -0.9 -0.4
Asia ex Japan 6.1 2.0 4.2 3.7
Central/Eastern Europe 10.6 7.7 5.8 6.3
Latin America 7.3 5.3 6.9 6.5

World 3.9 0.7 2.0 1.8

3-M Money Market Rates 27/05/10* 1M 12M Corporate Spreads 27/05/10* 1M 12M
 USA 0.17 0.15 1.00  IBOXX Corp. Non Fin 110 105 80
 EUR 0.35 0.35 1.20 Forex 27/05/10* 1M 12M
 JPN 0.11 0.15 0.15  USD/EUR 1.23 1.22 1.15
 UK 0.50 0.50 1.70  JPY/USD 90 92 98
 SWI 0.11 0.15 1.10  JPY/EUR 111 112 113
Bonds 27/05/10* 1M 12M  USD/GBP 1.45 1.45 1.35
 10-Year Treasuries 3.24 3.45 4.00  GBP/EUR 0.85 0.84 0.85
 10-Year Bunds 2.58 2.85 3.50  CHF/EUR 1.42 1.41 1.43
 10-Year JGBs 1.22 1.35 1.50 Equities 27/05/10* 1M 12M
 10-Year Gilts 3.49 3.80 4.70  S&P500 1082 1105 1195
 10-Year Bonds SWI 1.38 1.65 2.30  MSCI EMU 79.4 81.7 92.0
10-Year Swap Spread 27/05/10* 1M 12M  TOPIX 863 890 1010
 USA 9 10 20  FTSE 5058 5210 5850
 EUR 28 25 20  SMI 6188 6310 6920
* average of last three trading days
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