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HAPPY NEW YEAR! THE OUTLOOK FOR 2012 
 

ñRegardless of how the Fed proceeds, by 2012 the public debt will be retired according to current projections, 

leaving the government with net receipts above its expenditures. In order to deal with financial obligations mid-

century, the government may choose to save, and indeed invest this surplusò US Economist Jason Seligman in 

a paper that was supposed to be included in the last economic report of the Clinton administration in 

2000 but was never published. 

Today, in the early days of 2012 we find ourselves grappling with a world that has become, over the past few decades, more 

complex, more dangerous and more unpredictable than ever. The advent of what will go down in history as the Great Financial 

Crisis marked the beginning of a transition away from a debt-fuelled Western economic cycle which caused all sorts of 

imbalances for the global economic system. The end of this transition will hopefully be a world that is overall more balanced, 

less indebted, less systemically threatened by a few participants and a place where capital is properly allocated and priced.  

Unfortunately, this process is far from completed and still has a fair number of years to run but the market game is about 

travelling, not arriving, anyway. In many ways we are in unchartered territory, which makes this journey not only complex but 

also exciting. 

In a nutshell, we have to deal with four layers of complexity: (1) massive public and private indebtedness in the developed 

World; (2) government & central bank interference with the market mechanism which has caused mispriced asset classes and 

high correlations; (3) different global economic cycles with the US stabilising, Europe going into recession and most of Asia 

slowing down further, and last but not least (4) the chaotic situation in Europe. Naturally, all these elements are deeply 

interrelated and affect each other. While one might arrive at the same diagnosis, the treatment options are manifold. This 

makes any attempt to predict market outcomes challenging, to say the least. While in the past a garden-variety recession 

would have been treated with some good old Keynesian deficit spending or some Greenspanesque monetary easing, these 

options are no longer available.  

The structural issues of Western sovereign debt levels and the further evolution of emerging markets coincide with the more 

cyclical problems of global economies. Combine this with policy mistakes, election cycles, the inability of the political elite to 

accept and enforce unpopular solutions and add some further known unknowns in the form of Iran, North Korea and the Arab 

Spring countries and the result is a highly dynamic situation that leads to two occurrences: high-frequency newsflow and ñrisk 

on/risk offò markets. 

For investors, last year was among the most challenging in decades. Not because markets crashed as several in fact did, but 

rather because of the many conflicting signals that we received, the constant interference of governments with markets, the 

general pervasiveness of politics and the path-dependency of its decisions.  

The best performing asset classes for the year were US, German and UK government bonds with long bonds generating 

strong double-digit returns. Corporate bonds as well as Gold, oil and prime property performed well in 2011. Everything else 

was down for the year. This performance pattern reflects the flight-to-safety attitude of many investors especially in the second 

half of the year. What value is left in some of these assets is anyoneôs guess but further upside for developed market 

sovereigns is quite limited even when assuming a Japanese scenario. 

Investors at this junction should never forget that price is what you pay and value is what you get.  

From a longer-term perspective most of the proposed structural changes are a step in the right direction. I can imagine a future 

in which developed countries demonstrate more budgetary discipline, have lower debt/GDP levels and less unemployment 

than today but, at the same time, face higher inflation and interest rates and more competition from what we currently call 

óemerging marketsô. All of which would be good news for investors.  

While we ought to be mindful of the challenges ahead, I am confident that we will identify and seize the opportunities lurking 

beneath to make this a happy and prosperous New Year. 

Marco E Pabst 

Chief Investment Officer 
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OUR GLOBAL MACRO VIEW IN A NUTSHELL 

¶ Time is up for Greece. The situation will reach fever pitch in Q1. A default appears inevitable, it is just a 

question of how orderly it will be and what the ramifications are for the markets.  

¶ The country and its creditors have until 20 March to reach an agreement on restructuring. The EU will 

call it a haircut, S&P a default and ISDA will not call it a credit event. The bankôs accountants will 

ignore it and Portugal et al will come and ask for the same privilege. 

¶ Greeceôs economy will keep imploding despite a 100% haircut, and the budget will still show a deficit. 

¶ Monetary and fiscal stimulus provided in this crisis dwarfs any other period in history. 

¶ 2012 is the peak year for PIIGS+ debt roll-overs. We see very bullish implications once investors are 

beginning to look through towards 2013 and begin to see light at the end of the Pan-European tunnel.  

¶ The ECBôs LTRO programme effectively removes systemic risk from the banking sector. 

¶ The US is experiencing a shallow recovery, unlikely to reach GDP growth levels seen in the early 

stages of previous rebounds. 

¶ Given 2012 is an election year in the US and other countries it could be difficult for central banks to 

play a major role in supporting the economy. In the US, France as well as Germany there is increasing 

pressure from the political opposition to rein in on additional monetary easing measures. 

¶ The Fed might only initiate QE3 if stock markets and inflation expectations collapse. Current 

conditions are too benign to spend the last bullet left in their armory. 

¶ The US may be able to avoid a recession in 2012. 

¶ China is reining in excessive past stimulus and appears to be succeeding in getting local property 

bubbles and its shadow banking system under control. 

¶ Fundamentals remain strong for EM vis-a-vis their struggling DM counterparts. 

¶ The equity risk premium is at the highest level in two decades, offering potential for a significant bull 

move once investor confidence returns. 

¶ European equities were among the biggest losers in 2011. Progress on the sovereign debt front in 

combination with the visibility of a recovery in the US and Europe could re-ignite stock markets. 

¶ Technicals are supportive of a long-term bullish move in equities.   

¶ Future potential for DM sovereigns is limited even when assuming a Japanese scenario. 

¶ Attractive investment grade and high-yield credit offers significant return potential. 

¶ Market-implied default rates are too high and credit is cheap versus equities. 

¶ We like selected convertibles as they benefit from attractive yields and rising equity prices. 

¶ EM currencies are expected to stabilise helped by an improving inflationary outlook. 

¶ The worrisome fundamental picture of public debt in the US could gain some more attention in 

2012/2013 which would limit upside for the Dollar in general. 

¶ The fundamental situation in the UK is much worse than the US, making the GBP even less attractive. 

¶ Our secular theme of the "Ugly Four" is as current as ever. 

¶ Fundamentals and real interest rate differentials suggest significant undervaluation of RUB and INR. 

¶ Economically sensitive commodities such as oil and copper remain well supported by supply side 

constraints, which diminishes their usefulness as economic indicators. However, upside is capped by 

concerns about global growth and better resource efficiency, particularly in emerging markets. 

¶ We continue to like precious metals as long as real interest rates remain low and money printing is in 

full swing. A combination of physical bullion and exposure to senior mining companies appears most 

attractive. 
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INTRODUCTION 

ñIn bullfighting there is a term called querencia. The querencia is the spot in the ring to which the bull returns. 

Each bull has a different querencia, but as the bullfight continues, and the animal becomes more threatened, it 

returns more and more often to his spot. As he returns to his querencia, he becomes more predictable. And so, in 

the end, the matador is able to kill the bull because instead of trying something new, the bull returns to what is 

familiar. His comfort zone.ò Carly Fiorina 

In a replay of 2010, the last year was one of two halves, only this time the other way around. While QE in the second half lifted 

2010 into positive territory, this time around it was the weak global economies and Europe that pushed it into the red. When 

the Purchasing Manager Indices of the US, the UK, Germany, China and many other large economies began to tumble in April 

and May, stock markets started to top out and went into a more severe correction during the summer months with the lows 

reached in September and October. 

Exhibit 1: Performance of different markets in 2011 

 
Source: ACPI, Bloomberg 

If there was any dominant strategy, 2011 was the year of macro-focused investing. This is not to say that as a macro trader 

one would have raked in huge profits but the macro factor as a driver of investment returns was prevalent. This is expressed in 

correlations within and between different asset classes that reached record levels last year. As a consequence, the value of 

diversification, be it via stock selection or the choice of different asset classes was very much diminished. The catch phrase of 

the year was órisk on or risk offô. Accordingly, everything moved in the same direction.  

While the year as a whole was clearly a órisk offô year fuelled by fears of a European default and the onslaught of a global 

recession, the US stock market was the only notable outlier, having performed very well on a relative basis by generating more 

than 2% in total return. This was driven by the relative resilience of the US economy as well as the safe haven character of US 

markets. In times of global turmoil, local and international investors buy US Dollars and US assets such as Treasuries and 

stocks. All three enjoyed a good 2011. The total return for 30-year US Treasuries was 35.5%, the third-best result since the US 

started issuing them in earnest in 1977. The US 10-year still generated a very respectable 17% total return last year. Hence, 

the asset class that is perceived by many investors to be the most overvalued on the planet outperformed pretty much 

everything else last year. 
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There can be no doubt, the climate in financial markets is frosty, confidence is fickle, volatility and correlations high and 

valuations no longer seem to matter. After a decade of DM equity bear markets investors are increasingly throwing in the 

towels in a move that is reminiscent of what happened in Japan. Nonetheless, giving up is not an option in our view. 

Alternative asset markets such as property are also part of the game and show signs of overheating in some places as they 

served as safe havens. Inflation will be an issue going forward that investors will have to address one way or another. 

Moreover, it is our view that taxes as a percentage of GDP can only go up from here, adding to the woes. Inflation and taxes 

are driving the required nominal pre-tax returns in order to maintain the purchasing power of an investorôs wealth. 

Exhibit 2: Nominal pre-tax returns required for investors in different countries in order to maintain their after-tax real 

wealth levels 

    Inflation 

    0% 1% 2% 3% 4% 5% 6% 7% 8% 9% 10% 

  
  
  
  
  
  
  
  
  
T

a
x
 r

a
te

 0% 0.0% 1.0% 2.% 3.0% 4.0% 5.0% 6.0% 7.0% 8.0% 9.0% 10.0% 

10% 0.0% 1.1% 2.2% 3.3% 4.4% 5.6% 6.7% 7.8% 8.9% 10.0% 11.1% 

20% 0.0% 1.3% 2.5% 3.8% 5.0% 6.3% 7.5% 8.8% 10.0% 11.3% 12.5% 

25% 0.0% 1.3% 2.7% 4.0% 5.3% 6.7% 8.0% 9.3% 10.7% 12.0% 13.3% 

28% 0.0% 1.4% 2.8% 4.2% 5.6% 6.9% 8.3% 9.7% 11.1% 12.5% 13.9% 

30% 0.0% 1.4% 2.9% 4.3% 5.7% 7.1% 8.6% 10.0% 11.4% 12.9% 14.3% 

40% 0.0% 1.7% 3.3% 5.0% 6.7% 8.3% 10.0% 11.7% 13.3% 15.0% 16.7% 

50% 0.0% 2.0% 4.0% 6.0% 8.0% 10.0% 12.0% 14.0% 16.0% 18.0% 20.0% 

 Germany      Israel           US             UK    India   Russia 

Source: ACPI 

2011 was also another year of unprecedented global monetary stimulus. The aggregate amount of fiscal and monetary support 

provided by central banks and governments reached record levels never seen before. While the combined stimulus in the US 

during the Great Depression amounted to 8.3% of GDP, this time the equivalent of nearly 30% was injected into the economy. 

This is a mortgage we will all have to deal with again at some point in the future. 

Exhibit 3: US government and central bank stimulus over the last 13 recessions  

        Stimulus as % of GDP 

Peak Trough Length GDP change Monetary Fiscal Combined 

Aug-29 Mar-33 44 -27.0% 3.4% 4.9% 8.3% 

May-37 Jun-38 13 -3.4% 0.0% 2.2% 2.2% 

Nov-48 Oct-49 11 -1.7% -2.2% 5.5% 3.3% 

Jul-53 May-54 10 -2.7% 0.0% -1.4% -1.4% 

Aug-57 Apr-58 8 -3.2% 0.0% 3.2% 3.2% 

Apr-60 Feb-61 10 -1.0% 0.7% 1.0% 1.7% 

Dec-69 Nov-70 11 -0.2% 0.3% 2.4% 2.7% 

Nov-73 Mar-75 16 -3.1% 0.9% 3.1% 4.0% 

Jan-80 Jul-80 6 -2.2% 0.4% 1.1% 1.5% 

Jul-81 Nov-82 16 -2.6% 0.3% 3.5% 3.8% 

Jul-90 Mar-91 8 -1.3% 1.0% 1.8% 2.8% 

Mar-01 Nov-01 8 -0.2% 1.3% 5.9% 7.2% 

  Average: 14 Sum: 6.1% 33.2% 39.3% 

Dec-07 Jun-09 18 -3.3% 18.0% 11.9% 29.9% 

Source: Grantôs Interest Rate Observer 
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The previous year was difficult for asset allocators as well as hedge funds. The latter posted their worst year in history in terms 

of relative performance. Global market interventions by central banks in combination with risk-on/risk-off markets caused the 

highest correlations among different asset classes in decades. 

Below we calculated the average rolling three-month correlations between four different pairs of asset classes. The graph 

shows that seemingly separate market segments are moving in sync like never before over the past few decades. We could 

have added many more market segments like oil or AUD/JPY, the picture would remain the same.  

Exhibit 4: Average rolling three-month correlations of Equities (MSCI World local) vs Euro, Equities vs Gold, Euro vs 

Gold and Equities vs US 10 year yields since 1992 
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Source: ACPI 

The most important problem with high correlations is that they diminish the value of diversification and lead to an almost binary 

outcome for each trading day or investment period. The term órisk-on/risk-offô describes precisely that. Not surprisingly, it only 

took a few months until this newest investment fad was replicated via two ETFs, which are bound to mark an end to this 

period. After all, correlations cannot rise indefinitely and at the current levels it would be reasonable to assume some loosening 

of this trend and a return to normality. 

2012 is an election year. While the focus is on the US, we would not like to underestimate the implications of the many other 

elections, especially those in Europe. In France, Nicolas Sarkozyôs opponent socialist Francois Hollande has already 

announced that he wants to renegotiate the EU accord agreed by Eurozone leaders in December. He is proposing to fight for 

interventions by the ECB, the issuance of Eurobonds and the creation of an emergency bailout fund. While this posturing might 

be helpful to provide some tailwind for winning the elections, we doubt that he will seriously threaten to renegotiate the 

European agreements.  
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Exhibit 5: Important elections in 2012 

Country Election Date 

Finland Presidential 1st round 22-Jan 

Finland Presidential 2nd round 05-Feb 

Russia Presidential 04-Mar 

Slovakia Parliamentary 10-Mar 

France Presidential 1st round 22-Apr 

Greece Tentative parliamentary snap April 

France Presidential 2nd round 06-May 

Slovenia Presidential 08-Oct 

Ukraine Parliamentary 28-Oct 

Lithuania Parliamentary Oct 

US Presidential 06-Nov 

Serbia Presidential 2012 

Belarus Parliamentary 2012 

Source: CEPPS 

Furthermore, the EU December agreement still needs to be ratified by many member states and might be of great use in any 

election campaign. Greece will also hold elections early in the year once an agreement regarding the PSI participation has 

been reached. 

The unwind of great economic imbalances such as the debt overhang in the developed countries takes a long time. As such 

we are entering just another year post the advent of the Great Financial Crisis. Therefore, volatile markets will still be with us 

and economies, whether developed or developing, will be shaky walking along their growth path. 
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Performance of different asset classes 

 

Source: ACPI, Bloomberg 

 

EQUITIES December 2011 2010 LOCAL CURRENCY vs US$ December 2011 2010

U.S. (S&P500) 1,257.6 0.9% 0.0% 12.8% US$ 1  -  -  -

Europe (Eurostoxx 50) 2,316.6 -0.6% -17.1% -5.8% Euro 1.296 -3.6% -3.2% -6.5%

Germany (DAX) 5,898.4 -3.1% -14.7% 16.1% Euro 1.296 -3.6% -3.2% -6.5%

United Kingdom (FTSE 100) 5,572.3 1.2% -5.6% 9.0% Sterling 1.554 -1.0% -0.4% -3.5%

France (CAC) 3,159.8 0.2% -17.0% -3.3% Euro 1.296 -3.6% -3.2% -6.5%

Switzerland (SMI20) 5,936.2 5.0% -7.8% -3.3% Swiss Franc 1.065 -2.8% -0.4% -6.5%

Sweden  (OMX30) 987.9 0.9% -14.5% -3.3% Swedish Krona 0.145 -1.7% -2.5% -6.5%

Russia (RTS) 1,381.9 -10.3% -21.9% 22.5% Ruble 32.137 -4.5% -5.0% -1.6%

Estonia (TALSE) 531.2 -5.5% -23.9% 72.6% Euro 1.296 -3.6% -3.2% -6.5%

Greece (ASE) 680.4 -0.3% -51.9% -35.6% Euro 1.296 -3.6% -3.2% -6.5%

India (SENSEX) 15,454.9 -4.1% -24.6% 17.4% Rupee 53.065 -1.6% -15.8% 4.1%

Hongkong (Hang Seng) 18,434.4 2.5% -20.0% 5.3% Hongkong Dollar 7.767 0.0% 0.1% -0.2%

Shanghai (Shanghai Comp) 2,199.4 -5.7% -21.7% -14.3% Renminbi 6.295 1.3% 5.0% 3.3%

South Korea (Kospi) 1,825.7 -1.2% -11.0% 21.9% Won 1152.45 -0.9% -2.3% 3.4%

Japan (Topix) 728.6 0.0% -18.9% -1.0% Yen 76.910 0.9% 5.5% 14.7%

UAE (DFM General) 1,353.4 -1.9% -17.0% -9.6% Dirham 3.673 0.0% 0.0% 0.0%

Mongolia (MSE Top 20) 21,687.6 3.8% 46.9% 138.4% Togrog 1394.00 -3.6% -9.7% 14.8%

Brasil (Bovespa) 56,754.1 -0.2% -18.1% 1.0% Real 1.867 -3.1% -11.0% 5.0%

South Africa  (Top 40) 28,469.8 -3.3% -0.6% 14.6% Rand 8.090 0.2% -18.1% 11.6%

Nigeria (Nigeria All Share) 20,730.6 3.6% -16.3% 18.9% Naira 162.30 -0.6% -6.3% -1.6%

Israel (TA 25) 1,085.6 0.3% -18.2% 15.8% Shekel 3.811 -1.4% -7.5% 7.6%

Lebanon (BLOM) 1,176.7 0.4% -20.3% -5.8% US$ 1  -  -  -

MSCI World local 316.6 0.4% -8.5% 8.3% US$ 1  -  -  -

SOFT COMMODITIES EFFECTIVE EXCH. RATES

Cotton (ct/lb) 91.8 1.0% -3.0% 86.7% US$ 85.19 2.5% -3.7%

Sugar (ct/lb) 23.3 -1.6% -1.9% 52.6% Euro 100.47 -2.2% -8.2%

Corn (ct/bu) 646.5 6.3% 13.5% 39.9% Swiss Franc 143.77 2.1% 13.8%

Coffee (ct/lb) 226.9 -4.2% 0.5% 67.4% Japanese Yen 104.27 1.1% 3.9%

Rice (US$/cwt) 14.9 -1.8% -2.2% 0.4% Sterling 80.7 2.2% -1.3%

Soybean (ct/bu) 1,207.8 5.9% -7.9% 36.5% FIXED INCOME

Wheat (ct/bu) 652.8 6.3% -24.4% 27.2% US 5-year inflation expectation 2.40 -0.05 -0.39 0.02

Lumber (US$/1,000 bft) 261.1 7.4% -17.9% 26.0% US 2 year 0.24 -0.01 -0.35 -0.54

Orange Juice (ct/lb) 169.0 -4.0% -1.9% 39.0% US 10 year 1.88 -0.19 -1.42 -0.54

Milk (US$/cwt) 17.4 3.1% 12.2% -14.0% Investment grade corp spread 5.16 -0.16 -0.82 -0.41

Live Cattle (ct/lb) 121.5 -4.1% 7.0% 22.4% German 2 year, EUR 0.14 -0.19 -0.72 -0.47

Cocoa (US$/t) 2,109.0 -8.5% -33.4% -7.5% German 10 year, EUR 1.83 -0.45 -1.13 -0.42

METALS Japan 10 year, JPY 0.99 -0.08 -0.14 -0.17

Gold (US$/oz) 1,563.7 -10.5% 10.1% 29.5% Australia 10 year, AUD 3.67 -0.26 -1.88 -0.10

Silver (US$/oz) 27.8 -15.1% -9.9% 83.2% India 10 year, INR 8.57 -0.17 0.65 0.33

Aluminum (US$/t) 2,020.0 -4.3% -18.2% 10.8% China 10 year, CNY 3.44 -0.21 -0.47 0.27

Copper (ct/lb) 343.6 -3.9% -20.8% 31.4% Russia 10 year, RUB 8.30 0.02 0.61 -2.80

Tin (US$/t) 19,200.0 -8.1% -28.6% 58.7% Brazil 10 yr Zero  C Yield, BRL 11.78 0.13

Cobalt (US$/lb) 14.6 0.7% -23.0% -7.6% OTHER

ENERGY EU inflation 3.00 0.00 36.4% -8.2%

Brent Oil (US$/bbl) 107.4 -2.4% 12.9% 11.7% US inflation 3.40 0.00 126.7% -8.2%

Natural Gas (US$/MMBTu) 3.0 -16.5% -43.0% -34.7% New York home prices 0.1% -0.2%

Thermal Coal (US$/t) 111.4 0.5% -11.7% 46.2% Greater London house price (£) 444,724 0.0% 8.8% 2.6%

COST OF LABOR YoY, in % YoY, in % German house prices 4.0% 3.7%

U.S., avg hourly earnings 1.6 2.1 Moscow prop prices (US$/sqm) 4,958 0.0% 9.0% 12.9%

Germany, hourly labor cost 2.9 0.5 Australia house prices, index 144.8 -2.7% 5.7%

Japan, avg monthly earnings -1.0 -0.2 China property prices, yoy 6.4% 6.4%

Russia, monthly wages 14.4 11.5 Baltic Dry Index 1738.0 -5.9% -2.0% -41.0%

Australia, avg hourly rates 3.6 3.5 Volatility (CBOE equity index) 23.4 -15.8% 31.8% -18.1%

Brazil, real monthly earnings 0.2 6.9 Positive U.S. earnings surprises 47%

China, monthly earnings 14.9 14.0 Negative U.S. Earnings surprises 30%
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THE ECONOMY 

ñBeware the fury of a patient man.ò John Dryden 

Following two decades of increasingly benign and supportive conditions we find ourselves in a World where public and private 

debt in developed markets has reached unsustainable levels. As a result of a debt-fuelled boom several asset markets such as 

housing, equities or commodities experienced distortions. 

The ability of governments to alleviate the effects of recessions via monetary easing or deficit spending will be curtailed for the 

foreseeable future.   

There are three main drivers determining the fate of the global economy in the medium term: 

(1) The pace of the US recovery, 

(2) The severity of the recession in Europe and 

(3) The degree of slowdown in China/Asia 

Exhibit 6: Purchasing Managers Indices of major economies and global PMI since 2010

Source: Bloomberg 

The slump in PMI indices last year highlights the sudden decline in economic expectations coming out of a relatively benign 

environment in 2010. PMIs began to collapse quickly in May followed by a ófalse startô bounce in June. Financial markets 

reacted accordingly, with widespread volatility. After troughing out during autumn and winter of last year it appears that 

expectations and actual conditions are improving now, translating into buoyant equity markets. 

The twins Debt & Deficit were still the overriding themes last year and this is not expected to change anytime soon. Sovereign 

nations with unsustainable debt loads have four principal options: (1) growth, (2) austerity, (3) inflation and (4) restructuring. 

Traditionally, the Europeans are not great at re-igniting growth in their economies using market-friendly measures. Over the 

past decades, Europe has increasingly moved towards the left politically, irrespective of traditional distinctions. As a result, 

European countries are now more socialist than ever when measured by tax revenues as percentage of GDP. The recent 

backlash against banks and capitalism as a whole is not helping either as  more and more people (and especially the young 

generation) feel increasingly disenfranchised and regard free markets as evil. Surely, this is not a European phenomenon. 

According to a poll, 30% of young people in the US are saying they would never invest in the stock market. 

While some economists are right in saying that, previously, countries with high debt levels managed to reduce their debt 

burden (as a percentage of GDP) as a result of growth, the difference is that we are no longer living in a post-war economy, 

nor do we have the prospect of disinflationary growth via cheap labour markets in the developing world. There is no destroyed 
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capital stock that needs to be replaced, quite the contrary. Therefore, while high growth would be the best solution for all, it is 

highly unlikely to arrive anytime soon. 

Exhibit 7: Key debt, budget and GDP metrics for large DM countries 

  Total debt Debt  in % of GDP     

  as percentage of GDP Holders 
Primary 
surplus/  Surplus/ Interest Real   

  Govt Corp Household Total Abroad 
deficit 
2011e 

deficit 
2011e expense 

GDP 
2012e 

Export % 
GDP 

Japan 226% 142% 78% 446% 15% -8.9% -10.3% 1.4% 2.3% 13.4% 

Ireland 90% 247% 124% 461% 61% -6.8% -10.3% 3.6% 1.5% 53.1% 

Spain 79% 192% 87% 358% 28% -4.4% -6.1% 1.7% 1.1% 17.9% 

Belgium 110% 183% 53% 346% 58% -0.3% -3.5% 3.3% 1.5% 59.8% 

Portugal 84% 148% 104% 336% 53% -1.9% -5.9% 4.0% -1.8% 21.3% 

France 104% 154% 63% 321% 50% -3.4% -5.9% 2.4% 1.4% 20.2% 

UK 85% 120% 103% 308% 19% -5.6% -8.5% 2.8% 1.6% 18.2% 

Italy 112% 112% 51% 275% 51% 0.5% -4.0% 4.6% 0.3% 21.8% 

Greece 138% 70% 67% 275% 91% -1.3% -8.0% 6.7% -2.0% 7.4% 

US 81% 73% 89% 243% 30% -8.0% -9.6% 1.7% 1.8% 8.9% 

Germany 83% 63% 60% 206% 41% 0.4% -1.7% 2.1% 1.3% 39.7% 

Median 90.0% 142.0% 78.0% 321.0% 50% -3.4% -6.1% 2.8% 1.4% 20.2% 

Source: KKR 

In the meantime, central banks are fulfilling their involuntary role as lender of last resort. While the ECB was reluctant in the 

early years of the crisis, it is now quickly catching up with its counterpart across the pond. The more aggressive stance of the 

ECB is in our view a game changer that is not fully appreciated by markets yet. The ECB and Eurozone governments are 

determined, in a sometimes clumsy and inefficient sort of way, not to let the situation get out of control. They are keen to keep 

the Euro intact and protect the key members of the Eurozone. On this basis, we can expect more monetary support from the 

ECB until markets gain more confidence and the stabiliser can be taken off the delinquent countries. 

Exhibit 8: Balance sheet assets of the four major central banks (in USD billion) 

 
Source: Bloomberg 
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EUROPE 

¶ The European debt situation is the main driver behind current global financial market volatility. 

¶ Time is up for Greece. The Greek situation will reach fever pitch in Q1. A default appears inevitable, so the 

question is only how orderly it will be and what the ramifications are for the other European sinners and the 

markets.   

¶ While a debt restructuring for Greece seems realistic over the next few months, other countries might ask for 

similar relief. 

¶ European banks and governments are interconnected. If banks fail, nations will fail and vice versa. Any other 

outcome is unrealistic. The EU has provided backstops for banks that are deemed too big to fail. 

¶ The ECB has to deal with funding stress in the banking and the sovereign markets. As a result, the balance sheet 

is bloated and expected to grow well above EUR3trn. 

¶ The introduction of the ECBôs LTRO programme is a game-changing event that removes systemic risk from the 

banking sector. 

¶ The key to resolving the problems in Europe is in the huge regional disparities in competitiveness - the North-

South divide. Countries with too high relative unit labour costs will have to go through a long and painful 

adjustment process of average living standards. The ideal mix would be deflation in the South and inflation in the 

North.  

¶ 2012 is the year of peak debt roll-overs for PIIGS+ countries with most debt maturing in H1/2012. This has bullish 

implications should investors begin to look through towards 2013. 

More than ten years after the introduction of the Euro as an accounting currency in 1999 and as a real currency in 2002 the 

gap in competitiveness between core Europe and the periphery has thrown a real crisis at the system. While unit labour costs 

in Germany remained nearly unchanged over the past ten years and are only up 17% since 1992, they have skyrocketed in 

most other European countries and even the US. They are literally off the charts for Greece but increased at staggering rates 

also in Ireland, Italy (both +60%) and even France (+40%). We have shown this graph many times in the past and it is worth 

keeping track of it as it touches upon the core of the European woes.  

Exhibit 9: Unit labor cost development in Greece, Ireland, Italy, the US, France and Germany 1992-2011 

 
Source: Bloomberg 

The European slump is only on the surface a fiscal crisis of the periphery. The fiscal situation is the result of a widening gap in 

productivity between Germany, and to a lesser degree France, and everyone else. This was also acknowledged by S&P in a 

recent report stating that the main problem within Europe is the large differential of productivity between the core and the 

periphery as well as the large trade imbalances. 
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Over the past six years alone, the cumulative differential of industrial production in Germany versus Greece is 35%, while that 

between France and Italy versus Germany is 22% and 26%, respectively. 

The labour cost comparison also shows that Greece has not even started to address the productivity problem. Ireland has 

been going through a painful adjustment process over the past three years that reduced the average living standard 

significantly. The country may be able to come back to the capital markets in the near future. Unfortunately, there are a few 

caveats: Ireland still has to adjust more on the downside. Its debt to GDP is still unsustainably high as it chose to protect 

European depositors. However, more importantly, its business model is under threat. Ireland is effectively a low-tax 

destination. How likely is it that the EU, driven by Germany and France, will allow internal tax competition at the expense of 

core Europe? The push towards a fiscal union will level the playing field. 

The governmentôs standard recipe for reviving economies seems to be one of spending cuts and tax hikes. While this lethal 

mix is just about to kill Greece it is finding its way to most other affected Eurozone countries. Without its own currency the 

adjustment process has to come from within, i.e. salaries will have to adjust on the downside and living standards will have to 

come down. This is a process that will take a long time and will be painful, especially in the early years. 

Clearly, time is up for Greece. If it wants to avoid a default by the 20 March, when a EUR14.5bn bond repayment is due, an 

agreement has to be found with the bondholders in the next few weeks. The latest talk is of a 68% NPV based haircut and a  

coupon that would be linked to Greek growth in the future. The EU and the IIF (Institute of International Finance) will sell it as a 

success and call it a haircut, S&P will call it default and ISDA will not call it a credit event in order not to trigger payments under 

CDS contracts rendering this market even more superfluous. Unless, of course, collective action clauses are retrospectively 

included in the bond prospectuses.  

The bad news is that even with a 100% haircut the situation is not sustainable. The budget deficit will merely be reduced to the 

primary deficit of 5-6% and the current account deficit will still be in the high single digits. What will complicate matters more is 

that around April time the current Greek government will call for elections once the negotiations about the private sector 

participation (PSI) have concluded. This could lead to parties gaining power that promise highly populist measures to reverse 

austerity programmes which could ultimately derail any progress made so far. 

In order to be sustainable, a reduction of peripheral sovereign debt levels can only be achieved by a relative increase in 

competitiveness versus core Europe and a reduction of trade imbalances. This would lead to a lower German surplus vis-a-vis 

its European trading partners and is the price that would have to be paid for a more stable Europe. 

The current crisis also shines a spotlight on the degree of leverage in the European banking system that made many of its 

members too big to fail to ensure the sheer survival of their nations. Governments find themselves in an awkward position 

where they not only have to bail out indebted fellow nations but also banks that would fail at the slightest hint of distress in the 

system.  

As a result, the European Banking Authority (EBA) determined that banks would have to increase their core tier one capital 

ratio to at least 9% this year, resulting in a shortfall of currently more than EUR100bn, at a time when bonds of many sovereign 

issuers are declining, further impairing banksô books. The financial institutions are reacting with a combination of measures, 

including capital increases, balance sheet reductions (thus freeing up capital) and cost cuts.  

When banks have to reduce the size of their books they are no longer the natural buyer of sovereign bonds, especially when 

they have to restore their profitability again. Governments are now preparing themselves to step in again in order to save the 

banks. The stock price performance of Commerzbank or Unicredit gave investors a bitter foretaste of what funding climate 

they might expect. In the next bank bailout, shareholders and the investors in numerous layers of bank debt will effectively get 

wiped out. Another ramification of the European banking situation is a fickle funding market. In the course of 2011, US money 

market funds have cut their exposure to EU banks in half. Issuance of Dollar bonds has collapsed. Therefore, the Fed had to 

open US Dollar swap lines in order to provide Dollars to European counterparties, effectively pulling the Fed into the European 

rescue boat. 
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Exhibit 10: 10-year European sovereign yield spreads over German bunds  

Source: Bloomberg 

Unfortunately, European bank deleveraging is still in the early stages which has repercussions for a number of markets. Banks 

are, for instance, withdrawing funding from property markets which makes it difficult for companies to retain their portfolios. 

Banks are also retreating from lending to small and medium-sized companies. As a result, these companies have to borrow at 

punitive rates from other funding providers. Lastly, European banks are amongst the largest lenders in Asia ex Japan, which 

will have an impact on growth in these regions.  

The very institution that feels the strain of both the government and bank funding problems is the ECB. It has to ensure that 

funding markets are open (via LTRO, Long Term Refinancing Operation) and struggling sovereign bond markets are 

supported (via SMP, Securities Markets Programme). While already at a good EUR2.7trn there is a good chance that its 

balance sheet needs to be increased by another EUR500bn to EUR1trn. 

A few days before Christmas, the ECB managed to instil some renewed confidence in the markets by launching the LTRO 

programme, a three-year facility that provides liquidity to European banks at favourable fixed rates. The ECB provided nearly 

EUR490bn with another tranche being offered in early 2012. This should ensure that European banks will be fully funded for 

this year and even slightly beyond and therefore alleviate any concerns about the ability of banks to roll their huge debt load.  

With this ECB tailwind, some European sovereigns managed to get away with their bond auctions if not at the yields they were 

hoping for. Bond spreads for Italy, France, Spain and others are still elevated and considered too high to be sustainable. 

In an agreement struck in December by Eurozone countries it was determined to allow for a structural deficit of 0.5% only and 

punish everyone whose deficit surpasses 3%. While the agreement still needs to be ratified by all parliaments involved, it will 

be difficult to achieve its goal as there is no adjustment mechanism to make countries such as Greece or Portugal competitive. 

These countries have to live with a currency that is, for them, overvalued by a third, and where nominal interest rates are too 

high. 

While headline budget deficits look worrisome in most European countries the question whether the situation is sustainable is 

also determined by the primary budget balance (before debt service). On that basis, there is hope. Many European countries 

run a primary budget surplus. Among the large nations, merely Poland and the UK have consistent deficits.  
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Exhibit 11: Primary budget balances as a percentage of GDP for European countries 1995-2010 
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Italy, being a candidate on death row in the bond markets, is running a solid primary surplus. What makes the situation 

unsustainable are high prevailing yields for its debt. Furthermore, Spain has been running surpluses until recently. In contrast 

to Greece, these countries could easily survive even after a debt restructuring. 

Exhibit 12: European sovereign debt maturities of vulnerable issuers 2012 to 2016 

 
Source: Bloomberg 
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The light at the end of the Pan-European tunnel could be that 2012 is the year with the highest amount of PIIGS+ debt to roll. 

Most of this debt is expected to roll in the first half of 2012. This could have potentially very bullish implications should markets 

begin to look through the short-term mess and anticipate smoother sailing going forward.  

Austerity and growth are obviously contradictory targets, which is why we would assume that the only way to reduce excessive 

debt levels will be a combination of inflation and restructuring. While the latter is the cleaner and fairer solution, moral hazard, 

policy mistakes and, most importantly, the lack of political leadership will confine restructuring cases to an absolute minimum, 

i.e. Greece. This leaves only one option, one which is conveniently also the least dangerous for any political career: inflation. 

People do not feel inflation nor do they overly care about it. Governments usually do not get voted out of parliament because 

of inflation. When UK inflation reached nearly 6% last year with the Bank of England insisting that everything was fine and 

record-low interest rates should stay low for much longer, there was no public outcry whatsoever despite high unemployment 

and bleak prospects for the years to come. The British may be traditionally stoic and other peoples may have taken to the 

streets much sooner but the point is that the consumer does not equate a 6% inflation with a 6% tax. Any government 

proposing an outright tax like this would have been finished in a matter of days. 

Inflation is not only the politically most convenient way out, it is also inevitable considering the amount of monetary stimulus in 

the system now. While deflationists argue that deleveraging is per definition deflationary, the long-term outcome will still be 

higher inflation.  

Banks are now holding record amounts of funds with central banks in order to be able to refinance maturing bonds over the 

next quarters. Once the economy recovers this money will not stay with the ECB anymore, it will find its way into the economy 

via the credit markets or asset purchases and this will be the point when we will see a significant outburst of inflation on a 

global scale. Despite their claims to the opposite now, at that point in the future central banks will once again be too slow to 

pull the trigger to tighten liquidity. 

 

THE US 

¶ The Euro area crisis is diverting attention from the US where the situation is as bad as in Europe. 

¶ The US is experiencing a shallow recovery that is unlikely to reach GDP growth levels seen in the early stages of 

previous rebounds. 

¶ Stimulus programmes are coming to an end, while the public sector needs to deleverage. 

¶ With productivity growth capped and unemployment high the outlook for strong real wage growth is meagre, 

further undermining the spending power of the consumer.  

¶ Nevertheless, small business hiring is improving because of longer work weeks and hourly wages are rising. 

¶ The savings rate is pulling back again signalling that consumers are stretched. 

¶ Leading indicators are painting a mixed picture of the future path of the US economy. The risk of a renewed 

recession in 2012 should not be fully discounted yet. 

¶ Economic expansion over the coming years is likely to be subdued and susceptible even to small shocks, dipping 

in and out of recessions more frequently. 

Stronger markets in December were driven by a more benign US economic outlook with a number of indicators improving. 

While one can argue about statistical quirks it appears that the US unemployment situation is slowly improving with the 

economy gaining traction again. PMI and ISM manufacturing, Philly Fed,  Empire State, consumer and University of Michigan 

confidence indices, to name but a few, all improved versus the previous month. Real economic activity is also picking up. After 

being relatively weak for most of 2011 monthly rail carload year-on-year growth picked up strongly in December.  

Better than expected economic newsflow is reflected in the Citi Economic Surprise Index that recovered strongly and is now 

close to record readings. While market reaction is positive, the more structural question is how sustainable this development 

can be.  

US debt-to-income ratios are still stretched by historic standards while labour income as percentage of GDP is at multi-decade 

lows. The reason for resilient consumption lies in the income inequality where the top decile of US population is responsible for 

one third of overall consumption.   
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Exhibit 13: Loan availability, business conditions and the hiring outlook for small US firms are all improving  

 
Source: Bloomberg 

US unemployment managed to come down to 8.7%, a two-year low. Average weekly hours worked in manufacturing (40.5hrs) 

and service industries (33.3hrs) have reached levels where companies would start expanding their work force. This is also 

reflected in improved hourly earnings. Better availability of credit in combination with an improving business outlook is now 

leading to strong hiring intentions by small businesses as depicted above. US banks have largely addressed their balance 

sheet problems early on and are now in a much better shape than their US counterparts. Total bank credit growth has been 

improving and is gaining momentum once again. There is scope for more: US banks have parked more than USD1.5trn in 

excess reserves with the Fed, a number that has been coming down slowly since last summer. 

Exhibit 14: A tale of two worlds: Consumer confidence in Germany and the US 

 
Source: Bloomberg 

In the second half of 2011, savings rates in the US dropped down to 3.5% from nearly 6% in June 2010. As a result, personal 

consumption growth nearly doubled from the 1% level at the beginning of 2011. At current levels the savings rate is neither 

high by international standards nor sufficient to restructure private household balance sheets. With US interest rates nailed to 
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the floor across the yield curve for years to come, savers are in a real dilemma. They can no longer achieve the income that 

they used to receive. Negative real interest rates devalue the assets of savers, hence negatively affecting consumption and 

evoking further recessions. 

Consumer confidence is also a long way away from pre-GFC levels while consumer sentiment in Germany quickly returned to 

pre-crisis highs.  

Going forward, labour productivity, the biggest driver of GDP growth in the US is expected to slow down to long-term average 

levels of around 2%. This is mainly because of decreasing productivity gains from new technology and globalisation. In the 

absence of large structural drivers such as real estate or banks, this could dampen GDP growth to below 3% over the next few 

years.  

Considering the ageing US public infrastructure, a large investment programme could obviously be a game changer. The 

American Society of Civil Engineers (ASCE) estimates required infrastructure upgrades in excess of USD2trn. Unfortunately, 

the US budget does not allow for any additional discretionary spending for the foreseeable future.  

As you can see in the chart below, whenever US GDP (red) falls below 2% a recession ensued. US Q3 GDP has been revised 

down to 1.5% after an initial reading of 2.5%. Q4 GDP numbers could come in significantly stronger because of one-off tax 

incentives for capex investments (accelerated depreciation of 100%). With these investments pulled forward capital goods 

investment could weaken in the first half of 2012. 

The risk of a recession was also strongly highlighted by ECRI, the Economic Cycle Research Institute, that publishes a 

composite leading indicator (black dotted line in the chart) that was very reliable in the past in alluding to upcoming recessions. 

Another leading indicator (green), published by the Conference Board, a business partnership and research group, is at odds 

with the ECRI this time and does not indicate the risk of another slowdown in the US. The remarkable and unusual disparity 

between otherwise reliable and highly correlated indices corroborates the current uncertainty, unpredictability and volatility in 

the system. 

Exhibit 15: US GDP, ECRI and Conference Board Leading Indicators. Whenever US year-on-year GDP falls below 2% 

we go into recession. 

 
Source: Bloomberg 

US government debt remains the key challenge for the country in the future. The drama around the debt ceiling last year 

resulted in the creation of a Super Committee that failed spectacularly. In order to get back into line with the CBO sustainable 

budget estimates, around USD5trn would have to be taken out of the budget over the next ten years. Even so, this yearôs 

deficit is still expected to reach 6%-8%. 
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What postpones the US day of reckoning is its status as the issuer of the largest reserve currency that currently benefits from 

the European problems. This will not make its problems go away. US gross debt to GDP is now at the highest levels since 

World War II. In contrast to the post war years we fail to identify a valid driver that would reduce this debt burden. After 1945, 

US debt to GDP that peaked at around 120% went down to below 40% in the 1970s. This reduction was driven by a 

combination of growth and inflation. The US industry did not need to worry too much about competition in Europe and Asia in 

the decades following the war, which resulted in great prosperity. Since, debt levels have more than doubled in relation to 

GDP.  

Authors Rogoff and Reinhart point out in ñGrowth in the Time of Debtò, that when a countryôs gross debt to GDP surpasses 

90%, median growth rates fall by one percent and average growth falls considerably more. This is pretty close to the growth 

rates we are experiencing now in the US. The reason for this effect is that governments are taking more resources away from 

the private sector via taxes and financial repression, further impairing growth. This is also the reason why deficit spending in 

countries with high debt levels is not likely to work.  

2012 is an election year in the US. Traditionally, election years are positive for markets, although there is no rule without 

exception. Most importantly, it appears unlikely that the Fed will embark on Q3, unless we go through another round of distress 

and inflation expectations plummet as a result. Furthermore, the Fed knows that the success of the previous two rounds was 

not what they hoped for and there is significant political headwind as it pertains to more monetary easing. Lastly, in an election 

year, the Fed does not want to be seen getting involved in politics too much. At the current rate, the US economy might be 

able to manage well this year, which would also support a struggling Europe. 

Exhibit 16: US economic indicators 

  July August September October November December Trend 

Empire State -3.8 -7.7 -8.8 -8.5 0.6 9.5   

Chicago PMI 58.8 56.5 60.4 58.4 62.6 62.5   

PMI Manufacturing 50.7 53.4 51.2 50.4 49.0 50.3   

Philadelphia Fed 6.2 -22.7 -12.7 10.8 3.1 6.8   

Leading Indicators 0.5 0.3 0.1 0.9 0.5     

Citi Economic Surprise -91.4 -53.1 -29.5 18.0 61.8 68.50   

ISM manufacturing 50.9 50.6 51.6 50.8 52.7 53.9   

Durable goods orders 4.20 0.10 -1.40 0.10 3.70     

NF payrolls change 127 104 210 112 100 200   

Initial jobless claims 402 412 405 400 404 375   

Unemployment rate 9.1 9.1 9.0 8.9 8.7 8.5   

Housing starts 615 585 646 627 685     

Mortgage applications 7.10 -9.60 -4.30 0.20 -11.70 -4.10   

Existing home sales 4.0 4.3 4.2 4.3 4.4     

New home sales 295 290 306 310 315     

Shiller house price, m-o-m 0.99 0.06 -0.66 -1.23       

Advanced retail sales 0.4 0.3 1.3 0.7 0.4 0.1   

Consumer confidence 59.2 45.2 46.4 40.9 55.2 64.5   

Univ of Michigan confidence 63.7 55.7 59.4 60.9 64.1 69.9   

Personal income 0.1 -0.1 0.2 0.4 0.1     

Personal spending 0.8 0.1 0.7 0.1 0.1     

Industrial production 1.14 0.26 0 0.66 -0.22     

Capacity utilisation 77.5 77.7 77.6 78 77.8     

GDP, yoy   1.6     1.5     

Savings rate 4.3 4.1 3.5 3.6 3.5     

PPI, m-o-m 0.3 0.1 0.8 -0.3 0.3     

CPI, yoy 3.6 3.8 3.9 3.5 3.4     

Source: ACPI, Bloomberg 
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THE óRESTô OF THE WORLD 

¶ China is reining in excessive past stimulus and appears to be succeeding in getting local property bubbles and its 

shadow banking system under control. 

¶ Emerging markets seem to be successful in stemming inflation. Falling food prices are supportive of that goal. 

¶ Macro fundamentals are strong for EM vis-a-vis their struggling DM counterparts. 

Fundamentals in emerging markets are strong. Real GDP as well as corporate earnings growth did well last year but markets 

could not benefit from the woes in the developed World. EM suffered from their usual fate in times of risk aversion. 

Unfortunately, they are partly to blame for some mistakes they made, most notably, overstimulating economies with the result 

of raging inflation across the regions. While inflation rates in countries like Vietnam or Belarus went totally out of control, they 

reached dangerously high levels in India and many smaller Asian countries, driven by food and energy. 

The IMF expects global growth for 2012 to reach 3.3% following a previous forecast of 4%. More than half of this growth will be 

generated in Asia, the bulk being driven by China that just entered the year of the Dragon. This year is the Water Dragonôs turn 

who is more consensual and adaptive than the Metal Dragon of 2001.  

Following the outbreak of the Great Financial Crisis, the government massively stimulated the economy with money supply 

growing strongly but Beijing managed to rein in too easy monetary conditions in the meantime. As a result, money supply 

growth fell from 30% to 13%. In the process, inflation rates also came down to 4.1%. 

The problem with China and its Politbureau-managed economy is one of transparency. In particular, this alludes to the shadow 

banking system that is mainly responsible for the property boom in large parts of the country. While the official numbers for 

domestic credit are at about 120% of GDP, there are estimates that put the total number closer to 200%.  

According to CLSA, there are approximately RMB10.7trn (USD1.7trn) outstanding in total loans from LGFVs (Local 

Government Financing Vehicles). Outside this shadow system, credit outstanding is more than five times this number.  

China has introduced several aggressive measures last year in order to contain the property boom. It seems that prices are 

coming down now, in some cities quite strongly so. The big unknown is the impact on the banking system. Estimates of non-

performing loans are running into the hundreds of billions of Dollars. We would expect that troubled banks and other 

institutions will be quietly bailed out or restructured via shotgun weddings. 

The structural problem going forward is that the government might not find it particularly easy to initiate another massive 

stimulus programme. First, the country is not expected to run the same surpluses that it used to generate and second, the 

current infrastructure investment programme is already extreme by any global standards. When an economy spends close to 

50% of its GDP on capex and infrastructure the extent of misallocation of capital is equally humongous.  

Besides these structural concerns, consumer spending is becoming an ever more important part of the picture and this was 

also emphasised in the current five-year plan. Household debt/GDP is at 30% providing ample room for future growth. 

One of our core long-term themes is investing in the growing affluence of EM consumers via DM large cap or local EM 

exposure in equities and fixed income. We have successfully exploited this trend over the past few years and are confident 

that it has many more years to run. 

Exhibit 17: Comparison of key macro metrics of developed versus emerging markets 

 
Real GDP Currrent account (% of GDP) Budget balance (% of GDP) 

 
2010 2011 2012E 2010 2011 2012E 2010 2011 2012E 

China 10.4% 9.2% 8.0% 5.2% 3.5% 2.1% -1.6% -1.9% -2.0% 

India 8.5% 6.7% 6.3% -2.6% -3.1% -3.2% -7.3% -7.8% -7.7% 

Korea 6.2% 3.7% 2.6% 2.9% 2.2% 2.8% 1.6% 0.1% 1.8% 

Indonesia 6.1% 6.5% 6.0% 0.8% 0.6% -0.5% 0.6% 1.5% 1.8% 

US 3.0% 1.8% 1.8% -3.2% -3.1% -2.1% -8.9% -9.6% -7.0% 

EU 1.7% 1.6% 0.0% -0.4% 0.1% 0.4% -6.3% -4.2% -3.5% 

Japan 3.9% -0.5% 2.3% 3.6% 2.5% 2.8% -7.8% -10.3% -8.5% 

Source: IMF, CLSA 
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EQUITIES 

¶ 2011 was a year of two halves and two worlds: It started off well enjoying the 2010 QE tailwind but turned negative 

while the US was the only significant equity market up for the year. 

¶ Equities performance was largely determined by macro-economic newsflow and the developments in Europe. 

¶ We focus on three factors when analysing equities: Fundamentals & valuation, sentiment and technicals. 

¶ Valuations are inexpensive but the regional picture is mixed. 

¶ The equity risk premium is at the highest level in two decades, offering potential for a significant bull move once 

investor confidence returns. 

¶ Investor sentiment turned bullish recently but is in sharp contrast to equity mutual funds that have been hit by 

severe outflows since 2008, a trend that seems to accelerate rather than reverse. 

¶ Technicals are very supportive for a medium-term bullish move in equities.   

Similar to 2010, last year was a year of two halves. It started off well still enjoying the Fedôs QE tailwind but tapered off when it 

became increasingly clear that the stimulus would not have the desired effect. Global economic indicators deteriorated rapidly 

beginning in Spring time but markets chose to ignore that until the summer. With the European crisis unfolding more severely 

than expected by many, risk aversion on a global scale set in, sending equities and the Euro lower and Treasuries flying. 

Exhibit 18: Performance of major equity markets in 2011 

 
Source: Bloomberg 

Despite the seemingly smooth performance during Q4 last year, volatility was still palpable. The S&P500 moved a cumulative 

33 percentage points in December alone while its net performance was 0% for the month. Yet, US markets are still the 

standout performers in 2011, closing up more than 2% on a total return basis. All other markets, emerging and European alike, 

closed the year down between 15% and 25%.  

The impressive performance of the US was partly driven by a seemingly stabilising American economy and partly by 

heightened global risk aversion. 

Markets corrected strongly in August, tested the lows again in early October and managed to move higher since. Under the 

new leadership of Mario Draghi and following the departure of a number of mainly German hawks, the ECB changed its stance 

and implemented a more aggressive policy, providing more liquidity to markets in order to remove the funding stress in the 

system. This included providing Dollar funding for European banks, support for sovereign bond markets as well as significant 

liquidity lines for the European banks.  
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Exhibit 19: Volatility in range-bound markets: Over the past four months the S&P500 barely moved higher while 

moving up and down a cumulative 175 percentage points over that period, the highest since the start of the GFC 

 
Source: ACPI 

While we have repeatedly raised our concerns about the long-term implications of massive central bank balance sheets, 

namely the risk of high future inflation when the economy recovers, the ECBôs hearty steps have removed the systemic risks in 

Europe for the foreseeable future. It makes sure that banks will be able to restructure their balance sheets and cope with the 

wobbles in sovereign bond markets.  

We would take the view that once the market fully recognises and appreciates this fact and starts to look through this situation 

and into 2013, there is scope for significant upside potential, especially in Eurozone equity markets.  

Consequently, the two most important decisions equity investors will have to make in 2012 are: 

(1) when to invest in Europe again and  

(2) when to increase weights of cyclicals versus defensives.  

Europe as an investment destination was shunned and is still considered a career risk for a fund manager on Wall Street or in 

Asia. Similarly, defensive stocks performed very well on the basis of a global slowdown, margin, earnings and multiple 

pressure that mostly affected the economically sensitive sectors of the market. The best performing equities were those with 

moderate earnings growth and dividend yields of 3-4%. 

We look at three factors when analysing equities: valuations/fundamentals, sentiment and technicals. Ideally, all three must be 

aligned to justify a strong call. A year ago, valuations were neutral to low, sentiment was massively bullish which is to be 

interpreted in a contrarian way, and technicals were overbought. This year around the picture is more differentiated. 
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Exhibit 20: 2012 GDP growth consensus estimates for China, the US, Japan and the Eurozone 

 
Source: Bloomberg 

(1)  Fundamentals & Valuation  

As regards the timing of an overweight Europe call we would like to wait until the European recession has made some more 

progress and comes closer to a trough. We worry that profit warnings could come thick and fast over the next few months as 

evidenced by the recent newsflow. Negative earnings pre-announcements for Q4/2011 in the US and Europe are running at a 

pace matching 2001 and 2008. See chart below. 

We have made the point in the past that earnings expectations coming into 2012 are too high considering the macro-economic 

backdrop, especially for Europe, and, therefore, forward earnings multiples would appear cheaper than they really are. We are 

now going through the necessary process of earnings revisions that will bring reality into line with expectations and could set 

the scene for an equity rally.  

Yet, what is encouraging is that stock price reactions to profit warnings are relatively muted unless they come as an utter 

surprise. This adjustment process is now underway with a number of companies (Siemens, Philips, Lufthansa, Thyssen...) that 

came out recently with downward adjustments to their previous guidance. European markets severely tumbled in 2011, down 

nearly 20%, so some of this reduction has already been priced in. A forecast reduction does therefore not necessarily have to 

be followed by a stock price correction. Provided that individual earnings guidance is becoming more reasonable, equity 

markets will start to think about earnings growth in 2013 and what an appropriate multiple would be for that growth. 

Nevertheless, we would like to get the next reporting season out of the way before considering such a move. Corporate 

management historically demonstrated a keenness to find excuses, rightly or wrongly, in order to lower the bar. A threat of a 

global recession or the impending collapse of the Eurozone are welcome reasons in this regard. 

The momentum of earnings revisions as well as the outlook for European GDP growth will be the driving factors behind 

European and global equity performance in 2012, provided China does not deliver a hard landing and the US muddles through 

this year. 
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Exhibit 21: Earnings surprises for the S&P500. Positive (green) - negative (red) = net positive (black) surprise 

 
Source: Bloomberg 

Equity valuations over the past ten years have come down significantly, with P/E and P/B ratios approximately cut in half. This 

puts current valuations more into line with historic averages. The equity risk premium (trailing earnings yield minus real IG 

yield) for US large cap companies is at the highest level in over twenty years at 6.8% (see the fixed income section for details). 

A contraction could spur a significant rally in equities. 

Exhibit 22: Valuation measures for the S&P500: Dividend yields have recovered while price/book and price/earnings 

ratios are stabilising 

 
Source: Bloomberg 

Equity returns are composed of three factors: (1) earnings growth, (2) price/earnings multiples and (3) dividend income. The 

latter factor is the one that is commonly underestimated by investors but is responsible for a large chunk of overall equity 

returns in the past. Moreover, measured over the past ten years, dividends actually generated all the returns that were 

achieved by investing in this asset class. The S&P500 price index lost 9% since the start of the Millennium, while the total 

return index gained 14%. Since 1988, the S&P500 went up more than five times in price terms but gained nearly ten times 

including dividends. 
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Compared to other asset classes, dividend yields in many markets are outright attractive and rival yields of their sovereign 

bond counterparts. Dividend yields in Germany, the US and the UK have reached 3.8%, 2% and 3.8%, respectively.  

Exhibit 23: Dividend yields for several global markets have recovered strongly and are now back or above historic 

averages 

 
Source: Bloomberg 

While earnings growth has been coming through until recently, the major concern are elevated operating margins. As shown 

below we are entering a period of slower global growth and peak margins. Historically, operating margins have proven to 

exhibit mean-reverting characteristics which would put earnings growth at risk going forward. Companies have restructured 

their balance sheets, reduced their workforce during the downturn and enjoy a low-interest rate environment. They have 

reaped all the low-hanging fruits resulting in margins reaching peak levels. With a global economy in retreat and consumersô 

pockets maxed out, there is a risk that profit margins will normalise in the future. 

Exhibit 24: Operating margins and one-year forward EPS estimates for the S&P500 

 
Source: Bloomberg 

The US corporate sector is generating peak margins but the picture is different in Europe where operating margins are at 

around 16%, significantly below the 2006 high in excess of 20%. This leaves room for improvement and multiple expansion. 
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US equities look inexpensive on current forward earnings but considering the weak growth prospects and margin situation we 

are somewhat worried about the medium-term potential as P/E multiples will have to expand in order to justify current stock 

price levels on the assumption of lower earnings for 2012.  

While profit margins in the US look toppish and have the potential to increase in Europe, they are already turning down in 

Japan. Historically, Japanese margins were among the lowest of all large nations and frequently dipped into the low single-

digits, something that rarely happened anywhere else. By contrast, margins in emerging markets are the highest and very 

close to their 2008 peak levels. At the current pace of earnings revisions and global rebalancing it is fair to assume that there 

is little room for margin expansion in EM, quite the contrary. Over the past 10 years, EM valuation multiples have moved from 

a discount to DM to a level more or less in line; we expect this trend to overshoot on the downside. 

With multiples and margin levels lower in Europe than in the US, there is scope for a significant re-rating of the market once 

macro-economic and political uncertainty dissipates. 

Exhibit 25: Despite impressive earnings growth (RHS), Price/earnings ratios (LHS) suffered a de-rating  
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With regards to Asia, we still like Japan as a massively undervalued equity market but would like to stress that this is a long-

term call, as Japan is clearly in a value trap. There is also a risk of a significant slowdown in the country. The market is 

neglected and unloved but trading below book value for companies that are awash with cash. As Japan is highly weighted in 

global benchmark indices but avoided by investors, we would expect a strong rally once it is rediscovered. However, the 

country is usually late in the global cycle and, therefore, other regions such as Europe and China will start performing before 

Japan does.  

As we enter 2012, we do not have a strong focus on Asian markets outside Japan. Equities are still plagued by earnings 

revisions, the growth outlook is uncertain and there are many question marks regarding the Chinese economy. More 

importantly, however, valuations are not compelling. While disinflationary trends are supportive, we still see easing growth and 
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only limited support by central banks. For China, collapsing fixed asset investments in property and slowing exports will 

provide ample headwinds to earnings growth.  

Since 1973 median price/book multiples in Asia ex Japan have reached 1.2x during a recession, which compares to a long-

term median P/B for this market of 1.9x. At the moment the region is trading around 1.6x, which is not attractive enough in our 

opinion to justify any significant exposure. Also, BRIC markets as a group have been underperforming the US since 2008 quite 

consistently. This trend does not show signs of a reversal yet. 

Like last year we still prefer to hold developed market large cap versus emerging market equities for similar exposure and 

better transparency at much lower valuations.  

(2)  Sentiment  

From the onset of the Great Financial Crisis inflows into equity mutual funds turned into outflows and the sector has lost assets 

ever since. Cumulative outflows since the beginning of 2007 amount to nearly USD300bn, more than outweighed by a 

cumulative USD880bn inflow into bond mutual funds. Numbers estimated by ICI suggest that equity funds in December and 

January lost another USD31bn via redemptions while USD24bn were put to work in bond funds.  

Exhibit 26: Cumulative monthly net new cash flows into US mutual funds Jan 2007 to Nov 2011 (in USD million) 

 
Source: ICI 

Despite a respectable equity performance in the US at least, investors seem to keep withdrawing money. Interestingly, 

investors have taken the money out of domestic equity funds and put it into foreign equity funds. Not a great move from a 

performance point of view. Equity fund withdrawals also seem to be accelerating. This is in stark contrast to the investor 

sentiment readings that turned very positive recently. Under normal circumstances, investor inflows and sentiment should be 

closer correlated. 

Retail investor sentiment as measured by the AAII (American Association of Individual Investors) moved into high net bullish 

territory at the turn of the year mostly due to one of the lowest numbers of bears in years. Furthermore, professional investorsô 

sentiment as routinely calculated by the put/call ratio also turned very positive. Sentiment measures are interpreted as counter 

indicators, i.e. bearish sentiment is expected to be good for markets and vice versa. 
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Exhibit 27: Sentiment for equities as measured by the AAII turned strongly net bullish in December and 

January and the put/call ratio indicates optimism 

 
Source: Bloomberg 

(3)  Technicals  

For the longer-term investor, one of the most compelling supporting statistics for equities remain rolling returns. The chart 

shows ten-year rolling real total returns from the S&P since 1881. The data includes two important elements: dividends and 

inflation. Dividend income as a percentage of total returns has become more important over time; now making up roughly half 

of all overall returns. Inflation on the other side is also a crucial consideration as low nominal price appreciation in times of high 

inflation is worth less than flat performance in times of deflation. The current value of 2.40% indicates that total real returns 

from equity came in at 2.4% per annum over the past ten years.  

Exhibit 28: 10-year rolling real total returns for US large cap equities, 1881-2011 

 
Source: ACPI, Shiller 
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Two observations from this chart: 

(1) It has nicely oscillated between -3% and 18% over the past 130 years. While the disclaimer would say that past returns 

are not guaranteed in the future, it provides an interesting indication. 

(2) This chart is a long-term chart in the classic meaning of long term. We would not even dare to try and time it as we are 

looking at multi-year periods.  

Following the marketôs bull move since 2009, returns have recovered. Dividends have also recovered but higher inflation was 

a detracting factor. As the current period appears to be more akin to the 1970s, we would not rule out a similarly choppy 

pattern in terms of rolling equity returns, i.e. there is a risk that markets remain on a rollercoaster for some time.  

We are, however, strongly bullish for someone with an unconstrained ten-year time horizon. Over that time span, 

fundamentals for equities look very positive in our view. The sovereign debt situation will be tackled, emerging market 

consumer growth is further coming through, consumption in the US and Europe will have recovered and equities are going into 

this new cycle on a moderate valuation basis. 

Exhibit 29: Chart of auction house Sothebyôs as a symbol of global speculative frenzy 

 
Source: Bloomberg 

Highlighted last year, a few stocks are representative of certain periods and reflect global sentiment rather well. Sothebyôs is 

such a stock as it perfectly reflects all the bubbles of the past two decades. In 2011 the double-top constituted a warning sign 

and was a harbinger of things to come. Looking forward, the most this indicator can tell us is that we are in no-manôs land, half-

way through the problems at best. 

In many ways the current period is similar to the volatile period of the 1970s and parallels can be drawn from a macro-

economic point of view as well as from a technical angle. Back then, the World suffered from high inflation caused by the oil  

price shock, the failure of the US in Vietnam, high unemployment, volatile GDP growth, the Watergate scandal and the Iran 

crisis. As a result, very much like today, the macro backdrop triggered massive global risk aversion. Investors chose to ignore 

fundamentals for a decade. While S&P500 earnings rose by 140%, the index climbed a meagre 17% over that period. Multiple 

contraction was the result, something we have been observing in developed equity markets for over ten years now. 

This raises the question of how markets fared following that period and how comparable the technical patterns are with today's 

crisis. After all, the volatile period of the 1970s was succeeded by a huge equity bull market where multiples expanded and 

earnings grew, which caused stocks to go up much faster than earnings. Is this something we could envisage at some point 

down the road during the current decade? Quite likely so, in our opinion, and it is likely to start when no one is expecting it. 

What is crucial, however, is that trading volumes need to go up as well. They have been painfully low and equity market 

participation by retail investors is going down as signified by our fund flow analysis. 


