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trillion Euros in total. The massive liquidity injection
coupled with improved economic data coming from the US
saw party time return for equities in the first quarter of
2012 as a relief rally produced the most profitable equity
quarter since 1998. Since then the Eurozone problems
have re-emerged with the rise of right and left wing
nationalists pursuing ultra-anti-European agendas and a
rejection by some states of the austerity measures
previously negotiated.

The prospect of a Greek exit from the Eurozone now looks increasingly on the
agenda and markets have been spooked as they contemplate a capital flight from
Greece and a reintroduction of the Drachma in a much devalued form. The
Eurozone agreements don’t have a termination clause so there will be many layers
to what may well be a disorderly exit if it comes to pass. In many ways Greece may
well become an unwelcome distraction as eyes turn to Spain and the evolving
banking crisis as property defaults mount and unemployment rises. Spanish
unemployment is at a staggering 24.4%. The first Spanish bank needing a bailout,
as widely predicted, is Bankia to the tune of 10 billion Euro. The extent of the
Spanish problem is massive with some predicting the property construction bubble
could alone account for 150 billion of Euros in write-offs. France may also move
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Introduction
Markets have fluctuated wildly between “risk-on” and
“risk-off” periods mainly in reaction to the Eurozone crisis
but also economic data and news flow worldwide. The
equity markets were hit hard during August & September
2011 as markets contemplated the effects of a Greek
default on its sovereign debt, growing concerns over the
other indebted southern Eurozone states and concerns re-
emerging over world growth and the prospects for
recession returning. For equity markets the third quarter
of 2011 turned out to be the worst quarter since the 4th
quarter of 2008 when Lehman Brothers collapsed. The
fourth quarter of 2011 saw markets coming to terms with
the reality of a Greek write-off of its sovereign debt and
the effects of this on banks’ capital ratios. Liquidity
concerns started to return to European banks fearful of
other banks liabilities resulting in the European Central
Bank (ECB) becoming the preferred deposit taker. The
liquidity issues were largely solved by the new president of
the ECB, Mario Draghi, making available cheap 1% three
year ECB loans to banks in two tranches exceeding 1
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and Italy fell back as banks flush with the cheap ECB money purchased sovereign
debt, as was intended. However, yet again the Eurozone debacle has set markets
back coupled with weaker US growth figures and slowing growth rate in China.
Continuing tensions in the Middle East also contributed to higher oil prices with
Brent Crude peaking at around $126 a barrel.

United Kingdom
In the UK, the Bank of England announced a further £50 billion of Quantitative
Easing which will bring the total gilt purchase to £325 billion. The UK economy
entered recession again after recording a second quarter of negative GDP. A fall in
business investment as a result of worries over the Eurozone was the main factor
coupled with a fall in UK exports. The UK March Budget announced no new
measures to stimulate growth outside those already known and the policy remains
one of fiscal tightening and austerity. The Bank of England continued to keep
borrowing rates at 0.50%. One bit of good news has been the continued fall in
inflation, as predicted by the Bank of England. In March 2012 the Consumer Price
Index (CPI) was 3.5% falling from 5.2% since September 2011. Although inflation
still outstrips wage price growth the hope is that continuing lower inflation will
increase spending power and stimulate demand. However, this is unlikely at present
and it would only take an increase in fuel costs to upset the fragile position. The
consensus view is for UK GDP to turn in a growth figure of 0.6% in 2012 well adrift
of the 2.1% forecast in 2011. Unemployment in the UK is expected to continue to
rise and reach an overall rate of 9%. Until this trend reverses it is likely that growth
in the UK is likely to remain extremely subdued.

Share prices in the UK continued their recovery from the late rally in 2011 with the
FTSE 100 rising by 3.5% across the first quarter of 2012. The mid and small cap
sectors staged a significant rally growing by some 14%. Overall the FTSE All Share
rose by 5.1%.

The outlook for 2012 for the UK economy looks to be difficult as austerity measures
continue to bite and unemployment rises. The stock market has recently given up
its early gains on the back of renewed Eurozone problems. Nevertheless most
remain positive that there remains the prospect of equity growth as corporate
balance sheets remain healthy and valuations attractive. The average price
earnings ratio is anticipated to be 10x during 2012 which is good. This coupled
with rising dividend yields, expected to be around 4%, add to the attraction of
equities. Indeed many equity yields are now higher that you can achieve investing
into corporate bonds with the same company.

United States
TThe US markets experienced heavy falls in August and September 2011 caused by
a combination of the impasse over the US debt ceiling, the subsequent downgrading
of the US sovereign debt rating, rising commodity prices and the continuing
Eurozone crisis. Since this period economic data has generally improved. However,
US economic growth came in slightly worse than expected, rising only 2.2% for
the first quarter 2012, versus the 3% growth rate for the last quarter of 2011. US
consumption grew at 2.9% but disposable income only grew at 0.4% suggesting
that consumers are eating into savings. On the labour front the unemployment
rate declined from 8.2% in March 2012 to 8.1% in April backing up a sustained
reduction since the third quarter of 2011. However, it has been suggested that the
decline in the unemployment rate is more to do with people giving up looking for
work than job creation. The figures say that in April 2012 324,000 people left the
labour market versus 115,000 jobs created. Most are expecting a year of subdued
activity in the US with overall growth around the 2% mark. General indicators
such as inventory purchases are turning more negative and many are calling for
the Federal Reserve to engage in a further round of Quantitative Easing to boost
asset prices and stimulate demand.

centre stage if the new Hollande administration’s rejection of austerity cause a
sell-off of French sovereign debt. The yield on French 10 year sovereign bonds has
been rising since the election meaning that there are net sellers of French debt in
the markets. The French economy is, however, in a much better state than those of
Spain and Italy which is reflected in sovereign yields, a reflection of risk, with
French 10 year debt currently at 2.85% and Italy and Spain at 5.60% and 6.03%
respectively (Source: Bloomberg 10/05/2012). There are clear signs that countries
are reducing their exposure to other counties sovereign debt meaning that the
sovereign markets will rely increasingly on domestic life support. Where the next
chapter in the Eurozone crisis takes us is uncertain but the role of Germany in
navigating the crisis will be critical and Merkel faces a difficult task in keeping the
Eurozone focused on austerity measures whilst states make the required structural
adjustments. The interesting fact is that China has a massive investment in Europe
as it sought to deleverage from the US Dollar and Europe has become its largest
export market and trading partner. China has already pledged support for the
bailout funds and there have been recent announcements regarding a sovereign
wealth fund to bolster the Eurozone. Is the time ripe for China’s intervention?

Markets
As I write this report I have a feeling of déjà vu. In 2010 and
2011 markets saw very positive starts only to descend into
extreme volatility mainly due to the Eurozone crisis and
the effects of rising commodity prices. Equity markets
made a strong start to 2012 with the S&P 500 recording a
13% gain across the first quarter – the seventh best start
to a year since 1928 according to Bloomberg. Many
thought it would be different this time with the US posting
consistent positive figures and liquidity being pumped into
European markets with the hope this would buy time to
sort out the Eurozone mess.

On this front markets took heart from the receding possibility of a new liquidity
crisis within the Eurozone banking system as the European Central Bank (ECB)
made available 1 trillion of cheap 1% loans to banks in two tranches. Equities
rallied sharply and rising government bond yields, a reflection of risk, in Spain
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The greater optimism around the US economy in the first quarter boosted the stock
market. Across the first quarter the DOW Jones Industrial Index rose by 8% while
the S&P 500 managed an impressive 13% rise. Again equity valuations in the US
do not look excessive and further positive evidence of a sustainable recovery will
lead companies to invest accumulated cash on the balance sheet. However, markets
are event driven and continuing poor sentiment surrounding the Eurozone or
negative economic indicators will continue to produce volatility in equity markets.

Europe
A major contributor to the volatile markets in 2011 was the Eurozone crisis. This is
set to run and run as policy makers try and deal with crisis after crisis. The ECB
supplied banks with nearly half a trillion of cheap three year money at 1% in the final
days of 2012. This was then repeated in February 2012 by a similar amount meaning
that 1 trillion Euros of liquidity was made available. Given that the ECB is not allowed
to engage in Quantitative Easing this was a backdoor means of achieving the same
result. This had the twofold effect of removing the possibility of a further credit
crunch and reducing bond yields in some of the exposed southern states as the
liquidity was largely directed towards the purchase of their sovereign debt.

Greece finally agreed to the terms of a second bailout to the tune of 170 billion
Euros. As part of the requirements private sector investors in Greek sovereign debt
were voluntarily forced into taking a haircut of up to 75% of their government
bond holdings. However, the growing unrest in Greece due to the enforced austerity
packages has now spilled into the electorate saying no to further austerity and
sticking a collective two fingers up to the Eurozone. The result is political turmoil
in Greece as no one party has control and a coalition looks unlikely to form
meaning new elections are likely. As a result there is now an increasing probability
that Greece will exit the Euro but the mechanism for that is unknown. In a recent
poll by Bloomberg 57% of 1,253 investors, fund managers and analysis’s said that
one country would exit the Euro this year with Greece the obvious favourite. This
would prompt massive capital write-offs. Indeed the ECB holds approximately 50
billion Euros of Greek government bonds. Many now see the Greeks taking the
decision that, faced with further austerity, fiscal sovereignty is preferable and a
devalued Drachma offers better prospects for recapturing economic growth. We are
already seeing an unwinding of capital from Greece and the fear is of wider
contagion. All eyes will be on the President of the ECB, Mario Draghi, to see what
rabbit he can pull out of the Euro hat to stabilise the position. However, as a
banker, Draghi cannot control the electorate who may have their day irrespective.

The recent French election has also thrown a spanner in the collective European
works with the ousting of Sarkozy and the election of Monsieur Hollande as
President. Hollande was largely elected on an anti-austerity lobby. Hollande is on
an immediate collision course with the Germans based on his pledge to re-negotiate
the treaty on deficit and debt limits. Merkel has already delivered a quick put-

down and the relationship is set to be a difficult one. However, for all his rhetoric
Hollande will be forced to heed the strict economic and fiscal realities that will be
imposed by the markets and a failure to deliver his election promises will put him
in a difficult place with the intolerant French electorate. However, the worry for
markets is that any retraction from the agreed packages will put French bonds
under pressure which in turn will put Frances fragile recovery at risk.

The main focus in Europe is now turning to Spain. Spanish banks are in a mess due
to their exposure to property and a rising default rate is pushing their capital
adequacy to the limits. The Spanish government are still proclaiming that they
can sort it out internally but so did the Irish before needing an emergency bailout.
The rising default rate is a real concern with the Spanish regulator now listing
143.8 billion Euro of total debt as doubtful. A major factor here is the
unemployment rate which is nearly 25% and nearly 50% for those under the age
of 25. Spanish sovereign bonds are flirting with the 6% mark meaning that the
Spanish government will find it hard to borrow. The Spanish government has asked
lenders to increase their provisions for bad debts by a further 54 billion Euros
bringing the overall provision to 166 billion Euros. This is sufficient cover about
50% of loans to property developers but does not leave room for the estimated
1.4 trillion Euros of home and business loans. Many feel that the Spanish
government has underestimated the size of the problem and financial assistance
Irish style is inevitable. The overall picture for the Eurozone remains bleak.

China, Japan and Far East
The Chinese economy grew at a rate of 8.1% during the first quarter of 2012 down
from 9.2% in the previous quarter. The annual inflation rate in March rose to 3.6%
from 3.2%. Fears of a “hard” landing for the Chinese economy eased as retail sales
remain robust - retail sales grew at an annual rate of 14.8%. Corporate profits
have also remained robust and the government announced measures to stimulate
the economy including further cuts to the reserve requirements for banks and an
increase in liquidity to support growth. Of concern in China has been the rising
prices in the housing market with the average house price representing some 10.6
times household income. This has prompted government intervention which seems
to have been working but the Chinese Premier, Wen Jiabao, has insisted that prices
need to fall further. He has also recently commented that real GDP growth in China
for 2012 should be 7.5% which comes in well below the forecast 8.4%. One of the
major positives about the Chinese economy is that it is reactive to fiscal policy and
the Chinese tend to drive this through.

Following the March 2011 tsunami the pace of economic recovery was rapid in
Japan but this has started to slow in recent months. This is highlighted by a
contraction in GDP of 0.6% in the last quarter of 2011. Coupled with this consumer
spending has been falling and is likely to slow further on the back of a weaker yen
plus higher oil prices. The tsunami continues to have effects on Japans export
market as the effect was an increase in imports in the reconstruction programme
and an increase in imported fuel due to the closure of Japan’s nuclear power
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Special Feature
How safe are low risk assets?
The traditional safe haven assets are cash, gilts and gold.
However, in the current economic environment these
assets may not be as risk-free as you may think.

Cash is the most recognised risk-free asset but in a low interest environment
capital is at risk from erosion by inflation. The Bank of England base rate has
been held at 0.50% since March 2009 and yet we have seen inflation, as
measured by the Consumer Price Index (CPI), at rates in excess of 5% across the
same period. When compared with the average savings account rates cash has
been a negative asset class in real terms for several years. Cash is generally safe
and for most cash deposits there is a guarantee under the Financial Services

Compensation Scheme up to £85,000. Although cash should be retained to meet
unanticipated contingencies cash as an asset class generally offers negative real
returns in the current low interest environment. It is therefore essential with
cash assets to be active and seek the best savings rates – apathy is the friend
of the banker in this respect.

Gilts are a means by which governments raise capital. They generally offer a
fixed rate of interest over an investment period and the return of capital at the
end of the investment. Gilts are also referred to as sovereign debt. Gilts are often
portrayed as assets offering a risk-free return because they are backed by a
government – they are “gilt-edged”. However, the holders of Greek sovereign
debt would beg to differ as they recently had to take a £90 billion write-off!
However, gilts such as UK Treasury Stock or US Treasury stock are generally
considered to be safe investments. Because of the financial crisis and the debt
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stations. In addition to this industrial output has fallen pushing the balance of
trade into a consistent deficit since April 2011.

Most Asian economies have experienced a weakening in growth trends as GDP rates
declined. This was largely due to a weakening of world demand with those
economies focused of exports doing the worst. The fortunes of this region are very
much linked to the ability of the US economy to recover and stimulate demand.
However, for many the Eurozone continues to be a very large secondary market and
continued problems here and weakening demand will have an effect. Nevertheless
the expectation is for this region to produce continued GDP growth of around 4%
across 2012.

Fixed Interest
The fixed interest markets have very much reflected the “risk-on” “risk-off”
patterns of equity markets. The better US economic figures and increased liquidity
in European markets saw government bond yields rise and capital values retreat.
In Europe the cheap ECB money saw renewed bond purchasing activity in some of
the under pressure nations with resultant drops in yields. Italian and Spanish ten
year debt saw yields fall from around 7% to around 5%. Index linked gilts saw
prices fall and yields rise as the risks of higher inflation receded.

The fixed interest markets remain difficult as yields in the safer nations remain
historically low and they have the status of fear assets as opposed to sensible
investments. The high yield sector saw a dramatic recovery in value in line with the
equity recovery over the first quarter only to retreat as money moved toward safer
credit on the back of renewed equity volatility. Many still see this area as offering
the best prospects for capital growth but the sector will remain highly volatile.

Conclusion
Although markets face severe headwinds we must
remember that the global economy continues to expand and
therefore as markets weaken the valuation on a unit of
profit falls and the yields from dividends increase. The
cashflows being generated by corporates is generally good
and the overall credit risk falling. Even in the Euro sector
while the politicians create a slow motion train wreck those
businesses that have a global exposure continue to trade in
more profitable areas. Equities remain attractively valued in
relation to fixed interest (gilts and corporate bonds) and
cash with the strength of corporate balance sheets also
offering income attractions.

SEVERE
HEADWINDS
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many Western governments have accumulated the issuance of gilts has become
vast. Because these assets are sought after in periods of market jitters, and there
have been a lot in recent years, gilt yields have fallen to historical lows and
conversely the demand has driven their capital values up. At current prices if,
for example, UK 10 year gilts were to recover their 20 year historical average
yield of 5.48% the capital values would fall by some 20%. That is not a risk-
free return in anyone’s book. Indeed because of the current low yields and the
sensitivity of capital values to higher yields gilts have been described by some
as “return free risk”. So, when we see confidence return to equity markets we
will see a migration of capital out of gilts and into risk assets. At that juncture
the capital values of gilts will come under pressure with the increase in yield not
compensating for the fall in capital values. This is never going to be a sudden
process and may take several years to unwind but nevertheless the volatility in
gilt values could become a significant factor for risk adverse investors.

The table below shows the sensitivity of the capital values of UK 10 Year Gilts to
changes in the yield. The current yield on a UK 10 year gilt is 1.91% and the capital
value is 118.66p (Source Bloomberg 10/05/2012). The historical 20 year yield on
10 year gilts is 5.48%. So, for example, if gilt yields rise by 2.25% to 4.16%, still
below the 20 year average, the capital value will fall by 16.78% - ouch!

All figures sourced via Bloomberg

UK Index-linked gilts have been popular given the higher rates of inflation in the
UK in recent years. These differ from conventional gilts in that the interest
payments and the capital value is adjusted in line with inflation using the Retail
Prices Index. Naturally as inflation reduces the returns from these investments
will correspondingly reduce. Again, as with traditional gilts outflows from these
assets will affect the underlying capital values.

Corporate bonds, the private company version of gilts, are often seen as lower
risk investments and many currently argue that some corporate bonds are lower
risk than some sovereign debt. Just as sovereign debt can be rated according
to the economic health of a country corporate bonds can also be rated according
to the financial health of the company issuing them. Given this investment grade
corporate bonds will tend to be lower in volatility relative to higher risk non-
investment grade bonds which in some instances can be as volatile as equities.
It is therefore essential when investing in corporate bonds to be aware of the
companies being invested into and the risks associated with these assets.

Gold has often been touted as a safe haven investment because it is a physical
asset. However, gold does not pay an income and therefore it is totally
dependent on capital values rising to deliver investment returns. Again,
because of the financial crisis, recession and Eurozone crisis, gold has been a
popular asset and is often referred to as a “fear asset”. Given the volume of
investment into gold it too has also become a highly volatile asset. In
September 2011 the gold spot price reached a high of $1,889 an ounce but is
currently trading at $1,587 an ounce, a fall of 15.98%. Gold should not
therefore be treated as a low risk asset.

The conclusion from the above is that risk-free investments do not really exist.
The sensible option is always to remain diversified with investments such that
they cope to some degree with what markets bring but to be sensitive to possible
dangers that lie behind many assets as a result of abnormal market conditions.
Be wary of anything purporting to be risk-free – it does not exist!
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Yield Movement % Capital Value

-2.25 +20.85

-1.50 +13.38

- 0.75 +6.44

0 0

+0.75 -6.00

+1.50 -11.59

+2.25 -16.78
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