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• Financial markets have over the last four weeks
not followed the usual “sell in May” pattern. In-
stead, a strong ‘risk-on’ mode prevailed.

• We attribute this to unabated strong monetary
policy support and a better macro data flow,
especially in the US.

• Looking ahead, we anticipate a higher degree
of market volatility given the increased uncer-
tainty about the future path of the Fed.

• That said, since reduced asset purchases are
not imminent, we maintain our last month’s
view and expect markets to rise on balance.

Over the last four weeks, most financial market
segments have continued to rise. Most notably equi-
ties rose (in the case of the S&P500 and the DAX
new all-time highs were reached) and credit spreads
tightened. Also, for the first time since January, core
government bond yields rose (+40 bps for 10-year
Treasuries, +30 bps for 10-year Bunds).

We attribute this risk-on mode to two factors. First,
global liquidity support from central banks has
continued to be very strong. In this respect, we are
now feeling the impact of the huge QE program
announced by the BoJ which – in terms of GDP – is
four times bigger than the Fed’s asset program.

Too early to position for a change in Fed policy

That said, volatility in markets has increased towards
the end of the month. This was triggered by growing
fears that the Fed could soon reduce the amount of
asset purchases it currently conducts under ‘QE3’.
Here, the recent remarks of Fed Chairman Bernanke
in Congress stood out. In the US section of this
publication, we lay out in detail why we believe that a
tapering of asset purchases by the Fed is unlikely
near-term. In a nutshell, very low inflation, still high
unemployment, and a desire by the Fed not to tighten
prematurely all argue against an early end to the
current purchase program. We acknowledge, though,
that the longer the upswing lasts and the more the
unemployment rate falls, the more markets will
speculate about such an end. Hence, from now on we
anticipate more frequent market corrections – in a
secular upward trend which will remain intact as long
as the Fed keeps expanding its balance sheet.
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Global View Klaus Wiener, Ph. D. 
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Noteworthy towards the end of the forecast period
was the jump in core yields. On May 29, 10-year
Treasury yields marked an intraday high of 2.24%
(Bunds: 1.55%). To the extent that this surge was
driven by fears about a change in the Fed’s policy
stance, it appears likely that at least a part of it will be
unwound. Hence, we predict slightly lower core
yields over the coming month. That said, the rise in
yields - and the concomitant pressure on equities -
has shown just how difficult it will be for central
banks to unwind their ultra-loose policy stances
without causing market disruptions.

Second, the US data flow has improved substantially
over the last weeks. For instance, not only has con-
sumer confidence rebounded to a five-year high and
house prices have gained more than expected
(10.9% yoy according to the latest S&P/CS reading),
there was also a strong gain in core retail sales and
employment momentum has increased. Also, there
were some signs (Ifo, Insee,…) that growth rates in
the euro area could bottom out over the summer
months – as we expect.

2012 2013f 2014f 2012 2013f 2014f

US 2.2 2.0 2.7 2.1 1.5 2.0

Euro Area -0.5 -0.9 0.7 2.5 1.6 1.7

China 7.8 7.7 8.3 2.6 3.2 3.3

UK 0.3 0.8 1.3 2.8 2.7 2.4

World 2.7 2.8 3.5 2.4 2.0 2.5
f = forecast

InflationGrowth

Bonds Current 1M 12M

10-Year Treasuries 2.13 2.00 2.50

10-Year Bunds 1.46 1.40 1.80

Corporate Bonds Current 1M 12M

IBOXX Corp. Non Fin 153 150 140

IBOXX Corp. Sen Fin 144 140 125

Forex Current 1M 12M

USD/EUR 1.29 1.31 1.38

JPY/USD 101 103 98

Equities Current 1M 12M

S&P500 1654 1670 1700

MSCI EMU 91.8 92.8 98.0

Current values = average of last three trading days



4 FOR PROFESSIONAL INVESTORS ONLY www.generali-investments-europe.com

• In the US, a heated debate has started about the
Fed’s ultra-loose policy stance. In this respect,
markets fear that an end to QE3 could be more
imminent than is priced in markets at present.

• We acknowledge the arguments of both side but
are of the view that the evidence is still in favour
of an unchanged policy stance, in all likelihood
until spring 2014.
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USA Klaus Wiener, Ph. D. 
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Following Fed Chairman Bernanke’s testimony in Con-
gress last week and given the recent flaring up of a
policy debate among the FOMC ‘doves’, investors have
started to wonder how long the Fed will stick its ultra-
loose policy stance. In this respect, quite a few market
participants were especially spooked by Mr. Bernanke’s
remark that in case of a further improvement in the
labor market, the Fed could taper asset purchases.
This would reduce the amount of fresh central bank
liquidity, thus potentially hurting financial markets.

Case for unchanged asset purchases still strong

In this debate we acknowledge the arguments of both
sides. In fact, we have repeatedly expressed our dis-
content with the Fed’s aggressive policy which is
happening against a backdrop of an economy which
has clearly worked its way out of the great financial
crisis and which is not without risks. However, following
the Fed’s logic, we do not see conditions in place to
already remove some of the policy accommodation.
Several considerations are key.

First and foremost, the unemployment rate is still too
high. The Fed has tied its policy to a target of 6.5%.
The latest figure – while significantly down from the
peak of 10% in late 2009 – is still a full percentage point
above the desired level. To reach this goal, we reckon
that a further 18 months will be needed. This prediction
includes the view that the recent drop in the labor force
participation rate is largely structural. In case it proves
cyclical, it would take even more time.

Second, inflation has fallen lately. Most importantly, the
Fed’s most closely watched inflation gauge, the core
PCE, has fallen to 1.1% yoy lately. At this level, it has
reached the lower end of the Fed’s comfort zone (see
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chart). We do not expect inflation to fall much further,
above all because final demand and wage growth will
pick up, and the dollar is likely to trend weaker again
(thus raising import price pressures). That said, we
would be surprised if the Fed were to change its stance
at a time when inflation runs considerably below its
target (1.5% to 1.6% for 2013 according to its latest
projections). If anything, if inflation fails to pick up soon,
there could be a debate about stronger policy stimulus
because – as Governor Kocherlakota of the Minnea-
polis Fed has put it – the Fed also has an obligation to
keep the inflation target ‘from below’.

Finally, regarding the macro backdrop, the Fed has
continued to stress downside risks. For the US central
bank to change this view, it needs to have more
confidence in the sustainability of the upswing. This
confidence can only grow over time. Given the lower-
than-usual 2%-speed during this recovery, the level of
confidence is just not high enough yet. Given the depth
of the financial crisis and the increase it has brought
about especially in long-term unemployment, we be-
lieve that the Fed will in this upswing err on the side of
caution. As Bernanke has put it, raising rates now
might lift yields but this could prove temporary if the
upswing were to falter again.

First adjustments not before spring 2014

Against this backdrop, we expect unchanged asset
purchases of US$ 85 bn per month. Bernanke’s term
as Fed Chairman will end on January 31, 2014. His
successor is most likely to be Mrs. Yellen, a strong
policy ‘dove’. As new Chairman she will probably not
change the Fed’s stance immediately.

That said, the case for reduced policy accommodation
will increase later in 2013 and into 2014 because GDP
growth will accelerate (mainly due to easier lending
conditions and a reduced fiscal drag; see charts), infla-
tion rates will have risen again, and unemployment is
likely to have moved closer to the target of 6.5%.
Hence, we expect the Fed to reduce asset purchases
in spring 2014. A first hike in the Funds Rate will be
implemented in 2015 but only if the tapering of asset
purchases has not caused any frictions to the upswing.
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2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

US Real GDP
annualized rates; seasonally adjusted 

GDP 1.8 2.2 2.0 2.7
   Consumer spending 2.5 1.9 2.3 2.5
   Gov. consumption -3.1 -1.7 -4.0 -2.0
   Investment 6.6 8.7 8.0 8.9
    - residential inv. -1.4 12.1 15.5 13.0

    - structures 2.8 10.8 5.0 7.0

    - equipment/software 11.0 6.9 5.5 8.0

   Inventories -0.2 0.1 0.0 0.0

   Net trade 0.1 0.1 -0.0 -0.1

   Domestic demand 1.9 2.1 1.9 2.6

Consumer prices 3.1 2.1 1.5 2.0

Unemployment rate2) 9.0 8.1 7.4 6.8

Budget balance3) -8.7 -7.2 -4.5 -3.3

Fed Funds Rate4) 0.13 0.13 0.13 0.13

1) Unless noted otherwise, annual % changes, net trade and inventories: growth contribution

GDP 2) yearly average as %, 3) in terms of GDP, federal deficit 4) as %; year-end
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• In May, key sentiment indicators showed the
expected signs of stabilization. We stick to our
growth forecast of -0.9% for 2013.

• Following a large drop in April, headline inflation
rose to 1.4% yoy in May. Looking ahead, we see
downside risks to our 2013 inflation forecast of
1.6%.

• Following the 25 bps rate cut last month we
expect constant ECB key rates for the time being
but look for continued dovish talk and tailored
unconventional measures, e.g. for SMEs.

Market Trends
June 2013

Euro Area Dr. Martin Wolburg, CIIA 
Phone: +49 221 / 4203-5061

In May, key euro area sentiment indicators finally
showed the expected signs of stabilization. The (flash)
composite PMI came in at 47.7, up by 0.8 points from
April and even above the market expectation (of 47.2).
Likewise, sentiment in the services as well as in the
manufacturing sector advanced. Qualitatively, this
picture was also mirrored in other surveys, for instance
of the European Commission, the Ifo and the Insee.

Hence, the trend of deteriorating sentiment that set in in
February has stopped. We think there are good
reasons to think that this trend has now ended: First,
expectations in the export-oriented manufacturing
sector advanced and so did export orders. Second,
there was further confirmation in the data that the
inventory component (new orders minus stocks of
purchases) has started to turn. Over the first quarter as
well as in the first month of the second quarter it is
positive. This should continue to back activity.

However, the latest set of indicators also shows that
improvement will remain bumpy. Expectations in the
strongly domestic-exposed services sector still receded
in May. A breakdown by countries shows that the
improvement remains very uneven as confidence in
Germany improved whereas it merely stalled in France.
Looking ahead, ongoing easing of financial
fragmentation, a very accommodative monetary policy
stance and disinflation should help domestic activity but
not be strong enough to initiate a clear upswing. Still,
credit growth continues to recede and any improvement
should only take place at a snail’s pace.
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Recession to remain the name of the game

All in all, we stick to our growth forecast. Q1 GDP
came in at -0.2%, in line with our view. For Q2, the set
of available indicators does not signal an improvement
so far. For the second half of the year, the brightening
factors just discussed at best imply stagnation towards
year-end. Therefore, we left our below consensus
growth forecast of -0.9% (against the consensus of
-0.5%) unchanged. Recession will remain the name of
the game, merely its momentum should slow.

Inflation risks to the downside
In April, euro area headline inflation had plummeted to
1.2% yoy. The major drivers were lower energy prices
(which alone dragged 0.4 pp from inflation), the cold
weather and the timing of Eastern. However, the HICP
flash estimate for May showed a rebound to 1.4% yoy
in the headline rate again. The euro denominated oil
price hints at a significantly less disinflationary impact
of the energy component (-7.8% yoy, following -17.2%
yoy in April) while the above-mentioned special effects
should have vanished. Looking further down the road,
the disinflationary effects from lower oil prices should
become weaker. In the PMI survey, output prices
broadly stabilized as of late but clearly stay in
contractionary territory. Moreover, the weak China PMI
also hinted at lower output prices and hence downward
pressure on international consumer goods prices. On
balance, headline inflation should hover around 1.5%
yoy in the months to come but the risks to our 2013
inflation forecast of 1.6% shifted to the downside.

ECB committed to ultra-lose policy stance

Together with the expected key rate cut to 0.5%, we
found it most noteworthy that the ECB announced to
stick to the full allotment procedure for at least one
more year. We take this as an commitment towards an
ultra-lose monetary policy stance. Accordingly, the
ECB should continue to talk dovish. In June, the growth
and inflation outlook will have to be revised down.
Given the still fragile activity situation the ECB should
also come up with measures tailored at the need of
peripherals and SMEs. However, unless the macro
situation worsens again we do not look for another key
rate cut.

-10.0

-8.0

-6.0

-4.0

-2.0

0.0

2.0

4.0

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Euro Area GDP Forecast

Annualized growth rate, %

Potential Growth: 2%-2.25%, 1.7%-2.0% after the crisis

GDP 1.5 -0.5 -0.9 0.7

Consumer spending 0.1 -1.3 -0.8 0.4

Gov. consumption -0.2 -0.3 0.1 -0.1

Total fixed investment 1.6 -3.9 -1.9 0.5

Inventories -0.1 -0.4 -0.3 0.0

Net trade 0.9 1.5 0.3 0.4
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Consumer prices 2.7 2.5 1.6 1.7

Unemployment rate2) 10.2 11.3 12.4 12.0

Budget balance3) -4.4 -3.3 -3.2 -2.8

ECB refi rate4) 1.00 0.75 0.50 0.50

2012 2013f

1) unless noted otherwise, annual % change, net trade and inventories: growth contribution 
to GDP, 2) yearly average as %, 3) ratio of budget balance to nominal gdp, 4) as %; year-
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• Japan’s GDP rose 3.5% qoq ann in Q1, much
better than expected. The rise was primarily
driven by private consumption and exports.

• Looking forward, we expect the upturn to
continue due to the implementation of fiscal
measures, the depreciation of the yen and a
positive wealth effect for private consumption.

Market Trends
June 2013 

Japan Dr. Christoph Siepmann 
Phone: +49 221 / 4203-5050

Japan’s real GDP rose by 3.5% qoq annualized in Q1.
The reading surprised strongly on the upside. The two
main drivers were private consumption and exports.
Private consumption clearly benefitted from a wealth
effect amid the strong rise at the Japanese stock
markets, the better outlook of the economy and thus
somewhat waning job insecurity as well as a rebound in
car sales. The latter had suffered before from the end
of subsidies for eco-friendly cars in last autumn. Se-
condly, real exports were much stronger than indicated
by the real goods exports statistics of the BoJ. Service
exports like tourism from abroad pushed up the result
due to the strong depreciation of the yen. In contrast to
real GDP, nominal GDP increased only 1.5% qoq ann
while the GDP deflator dropped 1.1% yoy.

Growth should maintain high momentum in Q2

Looking forward, we expect the strong growth mo-
mentum to be maintained in Q2 and possibly beyond.
One reason is the implementation of the fiscal policy
package worth 2.1% of GDP, the effects of which
should be felt more and more during Q2. Secondly,
consumer confidence and the Economy Watchers
Survey remained on high levels, signaling ongoing
support from private consumption. April retail sales
confirmed this view as they advanced by 0.7% mom.
According to the BoJ, real exports rose by 2.1% mom,
extending the positive result from Q1. Exports should
also continue to benefit from incoming tourism. Never-
theless, we expect the overall exports uptrend to be
mild as China’s growth suffers from an inventory cycle,
the US will feel some repercussions from the sequester
and the euro-area is in recession. However, exports to-
gether with domestic demand raised industrial produc-
tion by 1.7% mom in April while the outlook remained
cautious. Due to the strong start in Q1 and – equally
important – due to upward corrections in past data, we
revised our GDP forecast up to 1.8% this year. Defla-
tion is expected to narrow over the coming months.

Main Forecasts1) 2011 2012e 2013f 2014f

GDP -0.8 2.0 1.8 1.2

 Consumer spending 0.5 2.3 1.5 0.6

 Government consumption 1.4 2.7 1.8 1.0

 Investment 1.2 4.3 2.5 1.2

 Inventories -0.7 0.0 0.1 0.1

 Net trade -0.8 -0.8 0.0 0.2

 Domestic demand 0.2 2.8 1.8 0.8

Consumer prices -0.3 0.0 0.1 2.1

Unemployment rate2) 4.6 4.4 4.1 4.0

Budget balance3) -9.0 -9.9 -10.2 -8.8

Overnight rate4) 0.10 0.10 0.05 0.05
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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• Against the background of lackluster exports,
China’s flash manufacturing PMI signaled
another inventory correction underway.

• Therefore, growth is likely to stay subdued in Q2
and we expect it to improve only slowly there-
after. Thus, we revised our growth expectations
down to 7.7% this year and 8.3% in 2014.

Market Trends
June 2013

China Dr. Christoph Siepmann 
Phone: +49 221 / 4203-5050

In May, China’s HSBC flash manufacturing weakened
to 49.6 index points, much lower than markets and we
had expected. Amid ongoing soft “new export orders”,
a rapid drop in overall “new orders” into slightly con-
tractionary territory was the main reason behind this
poor PMI result. By contrast, the inventory component
remained relatively high so that the difference between
new orders and inventories – which typically covers
the inventory cycle – signals another inventory correc-
tion underway. So far, we consider exports as the
ultimate source behind this correction as China’s April
macro data set showed a further slight acceleration in
real estate investment and ongoing, although not rising
support from government infrastructure measures.
These two components were the main drivers of the
recent cyclical improvement. The situation seems
similar to the US where PMIs also receded despite
improving other macro data. However; in the US new
orders started to rise already again, so that also in
China the inventory correction could be short-lived.

Q2 GDP growth likely to stay flat at best

Nevertheless, the growth outlook for Q2 deteriorated.
Before, we expected a very mild improvement from the
7.7% growth rate in Q1. This has become unlikely now
even if the PMI should already increase again next
month. The April/May PMI average dropped to 50
index points compared to 51.5 points in Q1. Thus,
growth is likely to deteriorate slightly in Q2. We revised
our GDP forecast down to 7.7% this year from 8.2%
before and to 8.3% in 2014. The ongoing recession in
the euro area will continue to work as a dampening
factor. However, we continue to expect a slow
improvement in the second half of the year as the US
is expected to continue to grow and the recession in
the euro area should slightly narrow. The government
has not signaled so far that it would step in. However,
if the labor market started to slow more seriously, such
a move would become more likely.
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• Core yields went up strongly in May. While
inflation expectations even abated, the increase
in real yields drove up particularly US yields. As
a result, the transatlantic yield spread widened
again – as expected.

• Going forward, we do not forecast the sell-off to
continue as disinflationary forces should persist.
This gives central banks leeway to continue their
ultra-loose policy stance, hence, speculations
about an exit appear premature.

• We keep our duration position nearly unchanged
compared to last month. In light of the
perspectives for core bonds, we stick to our
neutral duration. We continue to trade peripheral
bonds from the long side.

Market Trends
June 2013

Bonds/Fixed Income Strategy
Dr. Florian Späte, CIIA

Phone: +49 221 / 4203-5052

Since the beginning of May core yields in the US have
risen by more than 35 bps and in the euro area by
more than 25 bps. This increase was purely driven by
higher real yields. While the economic situation in the
US justifies higher real yields (US real yields are still in
negative territory), the increase in the euro area is
more puzzling. In fact, euro area growth expectations
for 2013 have come down by 0.4pp to -0.5% since the
start of the year. We are even more pessimistic
(-0.9%) and forecast the ECB to downgrade its
projection for the current year as well in June.

Speculation about exit of Fed are premature

What is more, current inflation rates in the US and in
the euro area are at long-term lows and although we
do not expect a widespread deflation in the euro area
(much less in the US), the recent low inflation
environment is unlikely to be reversed soon. Beyond
that, although inflation forecasts have been adjusted
already, we see a considerable risk that euro area
inflation forecasts have to be revised further down. The
low inflation should provoke speculations about
another ECB rate cut or more extraordinary policy
measures. In addition, we regard expectations of an
early Fed exit as premature. Bernanke recently
confirmed the ultra-loose policy stance and we regard
the assessment of his recent testimony as a
preparation for an exit as a misinterpretation.

Moreover, for the first time since December 2012
Japanese investors bought (net) foreign assets. This is
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an indication that Japanese monetary policy affects
investors’ behaviour. The portfolio outflow should
support global bond markets and stands in the way of
a continuation of the recent sell-off. All in, we expect
that core bond markets will take a breather in the
coming weeks and forecast that yields will not deviate
much from current levels on balance.

No end of peripheral bonds’ rally in sight

While the increase in the underlying yield hurt
peripheral bonds they nevertheless outperformed euro
area core bonds as the spread tightening continued in
light of the reduced tail risk and liquidity provision by
central banks. Although sovereign peripheral spreads
are still higher than in 2008, the sovereign yield level
in peripheral countries is already comparable to the
period before the crisis.

The good performance of peripherals in recent weeks
was also triggered by a string of good news. To start
with, the Troika painted a positive picture of Greece in
its recent review. It is particularly noteworthy that
Greece is on track to achieve the planned reduction of
the budget deficit. Not only spending cuts contributed
to this development but also higher than expected
revenues. Hence, Greece is unlikely to return to
market participants’ radar screens in the weeks to
come. Slovenia successfully issued US dollar
denominated bonds with a volume of US$ 3.5 bn. As
market access was a point of concern this reduces the
likelihood for a request for external help substantially.
Moreover, a fiscal rule to secure a balanced budget
from 2015 onwards was implemented. Beyond that,
Slovenia signaled its commitment to sound public
finances by tightening the rules for national
referendums.

Smooth taking down of issuances

The good sentiment on bond markets is mirrored by
the absorption of new issuances without difficulties.
While Portugal regained market access with the
issuance of a 10-year bond in May and Ireland has
already issued papers several times in 2013, Italy and
Spain are ahead of their issuance schedule as well.
Both countries issued roughly 50% of their annual
issuance program already. Stable bid to cover ratios
and a declining absolute yield level is not least
possible due to a stabilizing foreign investor base. The

Current 1M 12M
Greece 743 730 700
Ireland 179 175 165
Italy 265 260 250
Portugal 406 400 380
Spain 292 285 270
Current values = average of last three trading days
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search for yield has retrieved some international
investors and debt held abroad increased slightly
recently. The revival of foreigners’ interest in
peripheral debt is supported by a falling volatility of
peripheral yields. In fact, current volatility of 10-year
Italian and Spanish yields is even lower than the
German one.

All in, we do not see an end of the rally. While the bulk
of spread tightening in 2013 is probably already over,
peripheral bonds should continue to do well in the
months to come and should continue to outperform
core bonds. Although the absolute level of peripheral
yields is not as attractive as in summer 2012, the
relative pickup compared to core bonds is still
substantial.

Our portfolios

With hindsight, our neutral duration stance was too
cautious for core bonds. Hence, our portfolio conceded
losses like the benchmark. However, as we do not
regard the recent sell-off as a start of a bear market,
but if anything expect core yields to drop again slightly,
we do not jump on the bandwagon and stick to our
neutral duration for the time being.

With respect to peripheral bonds, we have no reason
to change our duration stance. Not only that the
forecast slight decrease in core yields should benefit
peripheral bonds but also the expected moderate
spread tightening calls for a long duration. While we
underweight particularly very short-dated bonds, we
express our constructive view by overweighting
medium- and long-dated bonds. The expected total
return of our portfolio is 0.48% on a one-month
horizon.

Overview of trading ideas

The b/e rate of our trading recommendation for Italian
linkers did not change much. However, the positive
carry contributed to the positive performance of our
trading idea. Although we do not expect a significant
upward movement of the expected inflation rate short
term, we adhere to the trade as the currently priced
inflation rate is too low from a fundamental point of
view.

Mark-to-Market Portfolios
Maturity Modified Current Coupon Rolldown Shock Benchmark Portfolio

Class Duration Yield Return Return Return * Weights Weights

1-3y 1.87 0.09% 0.21% -0.21% 0.00% 23.53% 23.53%
3-5y 3.71 0.43% 0.24% -0.21% 0.00% 18.96% 18.96%
5-7y 5.36 0.86% 0.27% -0.20% 0.00% 12.68% 12.68%

7-10y 7.39 1.40% 0.23% -0.11% 0.00% 19.53% 19.53%
10+y 13.79 2.37% 0.28% -0.08% 0.00% 25.30% 25.30%
Cash n.a. 0.06% 0.00% n.a. n.a. 0.00% 0.00%

Benchmark 6.75 1.09% 0.24% -0.15% 0.00%
Portfolio 6.75 1.09% 0.24% -0.15% 0.00%

Duration Dev. (Jun): 0.00 Duration Dev. (May): 0.00 Change: 0.00
* Forecast 1-Month Horizon

Characteristic Numbers of Benchmark and Optimized Portfolio (core bonds)

Mark-To-Market Portfolios
Maturity Modified Current Coupon Rolldown Shock Benchmark Portfolio

Class Duration Yield Return Return Return * Weights Weights

1-3y 1.88 1.83% 0.30% -0.15% 0.09% 25.35% 16.48%
3-5y 3.50 2.82% 0.35% -0.11% 0.15% 16.30% 15.50%
5-7y 5.17 3.39% 0.35% -0.07% 0.19% 16.47% 22.24%

7-10y 6.70 3.96% 0.37% -0.04% 0.22% 16.61% 22.42%
10+y 10.86 4.64% 0.40% -0.02% 0.27% 25.27% 23.37%
Cash n.a. 0.06% 0.00% n.a. n.a. 0.00% 0.00%

Benchmark 5.76 3.31% 0.35% -0.08% 0.18%
Portfolio 6.04 3.47% 0.36% -0.07% 0.19%

Duration Dev. (Jun): 0.29 Duration Dev. (May): 0.28 Change: 0.01
* Forecast 1-Month Horizon

Characteristic Numbers of Benchmark and Optimized Portfolio (peripheral bonds)

Current Trading Recommendations Initiation Date Start Level Target Stop Loss Current Level Gain/Loss

Buy BTPS I/L 09.2021/Sell BTPS 09.2021 22/11/2012 1.33% 1.6% 1.15% 1.21% -0.13%
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• The credit risk premium proved resilient even after
the hints emerged about the removal of policy
accommodation by the Fed. Our central scenario
is the continuation of easy monetary policy in US
as well as in Eurozone. This driver constitutes the
main catalyst for further spread consolidation
around these levels.

The risk premium as a macro driver is a function of the
monetary policy stance. This is particularly true for
credits, for which the level of interest rates directly
impacts the valuation. On the micro side, but not less
crucial, is the driver of cash flow generation which
means the same growth factor affecting equity
valuations but net of outflows for capital spending. To
this respect, non-financial credits are enjoying support,
both from the micro and the macro side.

On the former front we record still decent earnings
generation of European companies, accompanied by a
rate of capex which is not that high to pressure the
financial leverage of corporates. This is evident from
mid chart where NF corporate bond spreads are
compared with financial leverage. Its range level is far
lower than the one recorded during the previous credit
cycle, testifying that the current environment made of
low expected growth is not encouraging companies to
take on much new debt to finance capex (top chart).
This latter is the most important driver among
shareholder-friendly operations out of M&A’s, extra-
dividends, equity and debt buy-backs, and it is the one
which configures the stage of the financial leverage
cycle of NF corporates.

Then looking at the leverage cycle whose leading
indicator is the FCF cycle (FCF/Sales yoy, bottom
chart inverted), we reckon it is set to give rise to further
easing of the leverage cycle in the months to come.
The said occurrence denotes a positive cyclicality for
credits, barring any substantial change in risk aversion.
And coming to this latter macro fundamental, we
reiterate our positive appraisal of its role on spread
products thanks to the accommodative monetary bias
around the world and even within the Eurozone. Hence
we continue to favor this asset class, foreseeing further
spread stabilization or even compression from current
levels.
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• In May, the downward trend of risk premiums on
senior financial corporate bonds continued,
albeit at a slower pace.

• In our view, monetary policy will stay very
supportive for markets and thus drive financial
spreads lower again in June.

Thomas Jacob 
Phone: +49 221 / 4203-5025

Spreads of senior financial corporate bonds continued
to decline in May. But compared to April the
momentum receded noticeably. Especially comments
from Bernanke were taken by markets as a sign that a
tapering off of the asset purchases by the Fed could be
near. But even in this phase, cash spreads were
resilient relative to other asset classes and also relative
to CDS spreads. On balance, the average spread of
the iBoxx Senior Financials index tightened from
slightly above 150 bps to 145 bps in May. This
tightening, however, was not sufficient to offset the rise
in the underlying Bund yield. Thus the index yield rose
somewhat, bringing the ytd total return slightly down by
around 25 bps to 1.3%.

A headwind for the banking sector in the euro area is
still the asset quality. While, for example, non-
performing loans in Spain increased only marginally to
10.5% in March (latest data point) the still very difficult
economic environment speaks for a continuation of this
upward trend. That said, we deem it unlikely that this
should be able to trigger another systemic crisis.
Furthermore, for Santander and BBVA, which are the
dominant Spanish iBoxx Senior Financials issuers, this
topic should clearly remain manageable.

Regarding the further development of this asset class,
we expect the resilience to continue and spreads to
slightly decrease in June. In our view, monetary policy
will stay very supportive for markets as we deem fears
of a tighter monetary policy by the Fed as premature.
Additionally, the ECB might introduce new extra-
ordinary measures or even lower rates once more in
the coming months. Therefore, we deem it likely that
the recent nervousness of markets will subside and
volatility will come down again after the latest uptick. In
this environment demand for riskier assets should pick
up again, thus benefitting financial corporate bonds.
Taking also into account that supply in this asset class
is still subdued, demand should drive spreads lower in
the months to come.
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• The US dollar strengthened against all major
currencies in May on speculation about an
unwinding of the large-scale QE by the Fed and
the easing mode assumed by the ECB.

• While these forces are likely to keep a lid on the
USD/EUR near term, we continue to look for a
strengthening euro later this year.

• The yen should stay on a weakening trend. The
recent reversal in the Australian dollar could turn
into a more persistent FX theme.

Market Trends
June 2013

Currencies Dr. Thomas Hempell, CFA 
Phone: +49 221 / 4203-5023

Over the course of May, the euro lost some more
ground against the USD, falling below the 1.30
USD/EUR mark. In trade-weighted terms, however, the
euro was broadly flat thanks to moderate gains against
most other major currencies apart from the USD.

Put differently, the past month was largely
characterized by broad-based dollar strength.
Encouraging signs of a recovering labor market and
more hawkish comments by Fed officials fueled
speculation that the Fed’s US$ 85 bn bond purchases
per month may be unwound earlier than expected so
far, which underpinned the dollar’s re-bound. At the
same time, uncertainties about the next steps by the
ECB – with a looming negative deposit rate in the
focus – kept a lid on the single currency.

Medium-term outlook for USD/EUR still up

Looking ahead, we would not be surprised to see both
kinds of speculation to persist somewhat further on
more positive news from US payrolls and still sluggish
economic indicators in the euro zone. Ultimately, those
fears should prove unfounded, however. In our view,
the ECB will focus more on further credit easing rather
than rate cuts to support the recovery in the strained
European periphery. At the same time, an early exit
from QE seems rather unlikely with the declining US
unemployment rate still so much owing to a low labor
participation rate (see the US section).

It should also be kept in mind that the decline in the
USD/EUR by seven big points from the temporary
highs in February has been largely driven by economic
concerns about the euro area, as reflected in the fall of
2-year Bund yields by almost 30 bps since then. With
short-term Bund yields back to zero now and a
negative deposit rate unlikely, we deem the downside
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risks to the USD/EUR arising from the yield differential
limited. The most relevant upside risks to the yield
differential arise rather from further intensifying
speculation about QE exit in the US. Thus labor
market data remain a key issue to watch.

With the widening in short-term yields having largely
run its course, fundamental upside pressures on the
USD/EUR should start to prevail in summer again:
easing financial fragmentation in the euro area should
reduce the risk premium on the euro and should
further encourage capital inflows into the single
currency. At the same time, the continued reduction of
the ECB’s balance sheet contrasts the aggressive
expansion in Japan and the US. Finally, speculative
long positions in the USD are at historical highs,
making the USD vulnerable to covering of positions on
somewhat softer data. Our rather neutral positioning
for the short term thus remains coupled with a more
constructive outlook for the euro over the remainder of
the year.

With regard to the other major currencies, our picture
expressed in earlier MP issues remains intact: the JPY
should continue to trend weaker on a potentially even
more expansionary stance by the BoJ, although
increasing doubts about the reflation success will
trigger repeated spots of a recovery. The GBP seems
prone to more weakness on the divergence of
ECB/BoE balance sheets, a still very sizeable C/A
balance in the UK and easing safe haven support to
sterling amid a continued easing of EMU strains.

AUD correction likely to run further

Among the smaller currencies, the Australian dollar
(AUD) weakened sharply in May, falling below parity
with the USD. We had highlighted the Aussie’s
vulnerabilities for longer. And given the still wide gap
between the USD/AUD and key corollaries (yield
differential, commodity prices, softer Chinese activity,
deteriorating terms of trade in Australia), we see
enough leeway for more AUD weakness. Following
the steep slump in the USD/AUD by 7%, we expect
more moderate headwinds going forward, though, not
least from the continued efforts by EM central banks to
diversify their reserves into high-rated smaller
currencies.

Central bank balance sheet projections
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Our economists maintain their view that the US eco-
nomy will not only accelerate from the soft patch seen
in spring, growth in 2014 is also expected at a much
higher rate (2.7% vs. 2.0% this year). Labor income is
high enough to sustain consumption growth at around
2% levels and two factors are giving additional help:
wealth effects and re-leveraging, the latter being a plus
for future capex and bank profits. Rising house prices
lead to higher confidence for small businesses that in
turn help to sustain the 175K trend in payrolls. Local
administration can also enjoy higher tax revenues and
start hire new personnel. All this has an effect on
consumer confidence and ultimately on a lower risk
premium. The historical correlation between confidence
and equity risk premium is quite evident and could lead
to higher multiples even if earnings will only move
slowly upward (see chart).

As said, the re-leveraging could benefit banks as they
experienced so far limited volume growth and tight
spreads. Excessive financial leverage should be avoi-
ded through higher and/or more volatile interest rates
from now on and in one year’s time by a clearer change
in the monetary policy of the Fed. US$ 110 dollar p.s. is
our forecast for US earnings by the end of 2013. Of
course, we cannot rule out an upward move as the
economy is moving away from Q2 weakness.

US valuation is fair (see chart), quant models signal a
1.6% upside while momentum remains good. We take
an overweight position in Europe vs. the US economy
because we see room for the laggard markets to now
reduce the performance gap. The latter is sustained by
monetary policy, lower fiscal austerity and a supportive
credit market: Large companies are reluctant to invest.
This implicit de-leveraging is keeping spreads tight.

• Investors have started to increase exposure
towards equities, also helped by massive buy-
backs in US. Higher bond-yield volatility should
also help going forward. Positioning in Europe
remains low, especially in southern countries
like Italy.

dott. Michele Morganti
Phone: +39 040 671-599
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These companies see higher capacity utilization and so
they keep resilient operating margins. Valuation shows
a 6% upside for Europe and quant models are flat. We
recommend to stay invested but as sentiment indicators
look stretched, we see the opportunity to switch to value
stories and buy more on dips.

The recent newsflow is positive: 1) Lower Commodity
prices and inflation are not telling us that the economy
is imploding but that growth which we can achieve is
disinflationary for the time being: Equities appreciate
this (higher PE’s). 2) Emerging economies stabilize also
due to dovish monetary policy but still difficult for EM
equities to outperform developed ones due to a lack of
competitiveness and higher inflation. Growth uncer-
tainty puts the focus on the US for the time being where
investors are more reassured. We buy Japan on current
weakness. 3) Sovereign risk/growth fears in Europe
have started to fall due to a shift in policy from a full-
austerity program to mild-austerity one, higher focus on
structural reforms and, hopefully, the realization of new
investments aimed to sustain the labor market in
southern Europe. 4) The increasing volatility of long
yields is starting to translate into new flows into the
equity funds. Here we note that Europe and the GIIPS
countries in particular are the least beneficiary of these
funds still. So positioning is very poor, even that of
hedge funds. But interest is increasing. For example,
we hear about a growing participation of foreign
investors in Italian company meetings: The difference to
last year is significant. In US, the buy-back only is able
to guarantee current flows (see chart on the bottom).
Rotation didn’t start yet.

In EU, we see the IFO adjusted sustaining the market
development and the same is true for the DY spread vs.
corporate spreads (see charts). We do prefer value and
cyclical names like financials, oils, auto and
transportation. Cement and few selected capital goods
can add to the cyclicals. Among defensive-growth, we
like media, software and IT hardware (Ericsson). In the
US, oils and tech sectors provide good DY stories at a
reasonable price. CEE equities look interesting now:
deep value and exposed to EU financials.

Risks: Market overbought on sentiment indicators;
higher US yields; still a fragile European economy.
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• We maintain the overweight in Capital Goods,
Software, Transportation and Diversified
Financials.

• On the other side, we confirm our underweight in
Pharmaceuticals, Telecoms, Retailing and
Insurance.

Market Trends
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European Equity Sectors

During the last month, the MSCI Europe rose by almost
2.5%: a renewed confidence in US growth (propelled by
better employment numbers) fuelled an outperformance
of Cyclicals at the expense of Defensives.

This pattern is poised to stay for a while, because a
stabilization of European leading indicators coupled with
supportive monetary policy could support the market in
the next future.

At sector level, biggest gainers were Autos, Consumer
Durables and Semiconductors; at the opposite, the
biggest underperformance was registered by Food &
Beverage, Telecoms and Software.

On Software, profit taking took the toll on SAP: we
remain bullish on the sector, supporting our positive
view with a cheap valuation, neutral revisions and a
good exposure to Enterprise space. On Capital Goods,
valuation is fair and revisions continue to be positive.
Maybe it is already discounting a better scenario, but
we think that downside risk is quite contained.
Transportation is still benefitted by a resilient Brent
price and a very cheap valuation. Diversified
Financials are the best in terms of revision momentum,
couplead with a fair valuation and a positive gap with
Itraxx.

Pharmaceuticals had a good run, fuelled by the
FreeCashFlow generation and the good dividend yield.
We continue to believe that the sector is expensive and
is discounting a too optimistic long-term Eps growth.
Telecoms are cheap but their toplines continue to be
under pressure and revisions are neutral. In addition,
dividend yield of incumbents could be still at risk. On
Insurance, valuations are quite expensive even if the
revision momentum is positive; there is also a negative
gap with Itraxx that could lead the sector to
underperform. On Retailing, our negative stance is
confirmed by an expensive valuation coupled with
negative revisions and a declining margin proxy.

Name Jun-13 May-13 Apr-13 Mar-13 Feb-13 Jan-13

MSCI EUROPE AUTO & COMPO $ 0 0 0 0 -1 0

MSCI EUROPE BANKS $ 0 0 0 0 0 1

MSCI EUROPE CAP GDS $ 1 1 1 1 1 1

MSCI EUROPE COML/PROF SVS U$ 0 0 0 0 0 0

MSCI EUROPE CONS DUR/APP $ 0 0 0 0 0 0

MSCI EUROPE CONS SVS $ 0 0 0 0 0 0

MSCI EUROPE DIV FIN $ 1 1 0 0 0 0

MSCI EUROPE ENERGY $ 0 0 0 0 0 0

MSCI EUROPE FD/STAPLES RTL $ 0 0 0 0 0 0

MSCI EUROPE FD/BEV/TOB $ 0 0 1 1 1 0

MSCI EUROPE H/C EQ/SVS $ 0 0 0 0 0 0

MSCI EUROPE H/H PERS PRD $ 0 0 1 1 1 0

MSCI EUROPE INSURANCE $ -1 -1 -1 -1 -1 -1

MSCI EUROPE MATERIALS $ 0 0 0 0 0 0

MSCI EUROPE MEDIA $ 0 0 0 0 1 1

MSCI EUROPE PH/BIO L SCI $ -1 -1 -1 -1 -1 -1

MSCI EUROPE REAL ESTATE $ 0 0 0 0 0 0

MSCI EUROPE RETAILING $ -1 -1 -1 -1 -1 -1

MSCI EUROPE S/W & SVS $ 1 1 1 1 1 1

MSCI EUROPE TCH H/W/EQ $ 0 0 0 0 0 0

MSCI EUROPE S/CON&S/CON EQ $ 0 0 0 0 0 0

MSCI EUROPE T/CM SVS $ -1 -1 -1 -1 -1 -1

MSCI EUROPE TRANSPT $ 1 1 0 0 0 0

MSCI EUROPE UTILITIES $ 0 0 0 0 0 0

EUROPEAN SECTOR ALLOCATION

dott. Luca Napolitano 
Phone: +39 040 671-563 
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