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Friday, April 25th 2014 
It is the end of the Easter week. It should have been quiet, with many participants chasing eggs and 
rabbits. Mostly it was, but the big issue facing us all is the Russia-Ukraine conflict. It is likely to drive 
events for the near future- As the worst standoff between the West and Russia, since the Cold War, 
escalates, the crisis is increasingly unnerving investors who are unsure of what will happen next. 
Hopes of a resolution were dashed when Ukraine declared an end to the so-called Easter truce earlier 
this week. "In the short term, the most likely outcome of the Ukraine crisis is more of the same," as per 
David Dalton. Nicholas Spiro, of Spiro Sovereign Strategy, agreed that a continuation of the current 
state of affairs was what most investors were pricing in – but he warned that this was a risky strategy. 
As Ukraine boosts its offensive against pro-Moscow separatists and Russia begins military drills on the 
border, fears of a Russian invasion have heightened. Spiro called this the "nightmare scenario," which 
would be the "straw that breaks the camel's back, as far as east-west relations are concerned." It 
would certainly hit markets hard. If the situation were to tip over to war, this would trigger another bout 
of capital flight and currency weakening, as investors anticipated both further economic-deterioration 
and the imposition of stronger Western sanctions. A cut in gas supplies to the EU across Ukraine—
either by Russia, or by Ukraine—would deliver a supply shock to many Western firms, but would also 
do significant damage to Russia's budget inflows. Serious worries here! Are they priced-in?  
 
This week Nuriel Roubini spoke in Geneva and we summarize his views; 
• The Global Recovery is accelerating, and global tail risks have receded. Tail risk of EU breakup has 
receded, although EU structural problems such as unemployment and high debt remain. 
• In Europe, P/E ratios are significantly below LT averages, contrary to the US, which should help 
underpin EU equities. 
• US deficits are down massively from 2008/2009 levels, which is a further tailwind for the US recovery 
and benign scenario 
• Debt Crisis risk in Japan has also receded due to Abenomics 
• Lower risk of war between Israel and Iran due to the interim accord. Fear premium in oil prices are 
also down. 
All the points above tend to give comfort to a good view on the global economy going forward. 
In Geopolitics, the biggest worry remains China-Japan issue.  
• US$ will gradually strengthen against all currencies. Specifically against EUR and JPY; the USD will 
rally as monetary policy and growth diverge between them. US$ will also strengthen against some EM 
currencies such as ZAR and TRY, and also versus commodity currencies such as CAD and AUD as 
those will suffer from China Deceleration. On Gold, the question is what share of 
overweight/underweight you should be at and not if you should not have some at all! Roubini 
recommends either neutral or slight underweight 
 
By Wednesday, published Q1 results pushed the ratio at which Standard & Poor’s 500 earnings beat 
projections so far to 75% this season, with almost three-quarters of companies having yet to report. 
The industrial sector has exceeded estimates at an 88% pace. Clearly, the Analysts have not 
improved… The renewed uptick of euro area PMI data Wednesday may grant the European Central 
Bank additional time to delay decisions on a possible next easing move, but weak price pressures will 
keep policymakers alert and the door to further easing measures in June wide open. ECB 
policymakers in recent days have continued their verbal campaign against the strength of the common 
currency. While their warnings have become increasingly aggressive, they have failed to sustainably 
keep a lid on the euro, which on Wednesday rose back to 1.3854 against the dollar. And the Euro 
strength is particularly bewildering as we all know that the Ukraine issue presents greater risks to 
Europe than to either the USA or Japan…  
How language manipulates ideas- today we heard a bond portfolio manager saying that people need 
income, so that drives investors to buy bonds. Well, people need Cash Flow, not revenues; Hold a 
portfolio of whatever, Need money? Sell something... Even Dennis Gartman is back to buying stocks 
and is "pleasantly long" on the market after bailing out in early April. Well, let’s hope that the pleasure 
we find in being “long” isn’t just as Oscar Wilde once said, “Illusion is the first of all pleasures”… 
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Core View: The world’s economies are mending from the fallout of the “Great Recession”. The 
economics are settling back into a reasonable growth pattern and stability is expected to 
continue. Volatility as a measure of risk is low in bonds, FX and equities.  

 

 Fixed Income - The Fixed Income world is still struggling with low yields and still struggling 
with low inflation. As all (!) Central Banks are seeking somewhat higher inflation than they 
have, it is hardly reasonable that they raise rates! With the extreme example of Japan showing 
exactly what is possible when stagnation occurs. With the ECB’s talk of further easing it is 
likely that Europe will embark on large scale easing in the not too distant future, a la BOE and 
FOMC – especially in light of the commentary from Draghi about the worrying strength of the 
EUR. No need to worry in the short term about rising rates, then… but do keep an eye on the 
horizon as it will eventually show signs of rising rates. 

 Equities – After the dust settles on the showdown at the OK(etski)-corral in the Black Sea the 
markets are more or less unchanged. With low PE ratios around the globe and earnings 
(mostly) coming in positive (so far, 75% of the reporting S&P 500 have beaten expectations of 
Q1 earnings!), we feel that the corporate world is still floating. Consumption around the global 
is still expanding (albeit slowly) which should mean a positive environment for cash flow 
growth… so at low PEs and positive cash flow growth, equities would seem like a sensible 
choice for the year ahead. 

 Alternatives - In a normalising world, with new-found financial stability and a clearing horizon, 
economics are returning to base text-book relative values allowing clever investors to take 
views and positions. We expect this active management allocation to maintain if not exceed its 
recent results- similar to equity returns but with low correlation to any sector, with about 10% 
per annum, but lower volatility than equities.  

 Currencies - The market still has very low realized volatility and the Euro is still very strong 
(and strengthening) versus the USD. We maintain belief in the fundamental strength of the 
US$ and would not bet against it at this time.  

 

Weekly Highlights: 

 The FX markets were fairly muted all week.  The major crosses are finishing the week roughly 
where they started – only a few blips around data flows and low liquidity caused short lived 
spikes.  EUR is trading at about 1.3830, GBP at 1.6800, CHF at 0.8810 and the JPY at 
102.30.  AUD however, had a pretty tough week…. Slumping from 0.9380 to 0.9260 as CPI 
heavily missed the expectations.  The USD is stable on the week. 

 The US bond market sold off very hard after our newsletter from last week.  The yields surged 
from 2.63% to close on Friday night at 2.72%.  With the Easter weekend that followed, the 
bonds were subdued and combined with stable equity performance saw the yields slightly 
abate and are trading at about 2.67%.  But we reiterate that this is still in our 2.5%-3.00% 
trading band.  The Bunds were relatively similar in the direction and timing of their moves by 
the amplitude of oscillation was much smaller. The Bund is trading exactly where it closed 
before Easter at 1.51%. 

 Global equities had a steady upward performance this week, the S&P 500 rallying from 1,865 
to briefly hit 1,885 and the futures are signalling a very slightly weaker cash opening – but still 
a good week for stocks.  With such a large number of companies beating expectations the 
markets seem to have settled into a comfortable position at the highs.  As earnings grow, the 
PE expansion should mean that equities will continue higher… we believe they will!  Roll on 
2014.   
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Disclaimer 

This document is for information purposes only and has been prepared by Bedrock SA, representing the opinions and investment views of 
Bedrock SA as applied in its investment advisory and management activities. It is a private publication intended for private circulation only. It does 
not constitute a company survey, a financial research, an offer, a solicitation or a personal recommendation to buy or sell specific products or 
securities. Bedrock SA disclaims all liability for any losses or damages of any kind relating to such information, which may be changed at any time 
without notice. The risks inherent in certain investments, particularly derivative products, may not be suitable for all investors. The contents of this 
publication may have been used for transactions by Bedrock SA prior to their communication. Distribution or dissemination of this document 
and/or the sale of certain products mention herein are subject to restrictions. Copyright 2013 All rights reserved. Approved for circulation in the UK 
to professional clients only by Bedrock Asset Management (UK) Ltd which is authorized and regulated by the Financial Conduct Authority. This 
presentation is being made to you solely for your information and must not be copied, reproduced, further distributed to any other person or 
published, in whole or in part for any purpose. 
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