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News of this week has been anchored in the sky… After  last week’s tragic shooting of a passenger plane 
over Ukraine causing almost 300 casualties, another two Ukrainian fighter-jets were hit, then a passenger 
plane crashed in Taiwan (bad weather?) and yesterday yet another passenger-jet fell in Mali for unknown 
reasons. The headlines were shared with the escalation of violence in Gaza and left no space for 
information about Syria, Nigeria, Iraq, Libya or Iran… We doubt the problems and pains in these areas have 
been resolved. Through the sad headlines we have been watching the continued rise of equities with the 
S&P 500 breaking new highs on Wednesday and then again on Thursday, closing-in on 2’000 as the DJIA 
holds well in the 17’000 level and as the bonds show price rises and yields holding if not falling somewhat. 
 

On the economic front we saw that new applications for unemployment benefits plunged last week, 
reaching an eight-and-a-half-year low and suggesting increasing strength in the labour market. Initial claims 
for jobless aid, a proxy for layoffs,fell by 19,000 to a seasonally adjusted 284,000 in the week ended July 
19. That was the lowest level for first-time claims since February 2006 and below the 305,000 claims 
forecast by economists surveyed by The Wall Street Journal. 
And we have been seeing a flurry of Q2 earning reports - “The general tone of earnings has been positive 
not just on the bottom line but also top-line, and we’ve seen inflation numbers that gave comfort to those 
who believe the market will be supported by the Fed,” said Russ Koesterich, chief investment strategist at 
New York-based BlackRock Inc. Profits at S&P 500 members probably rose 6.2% in the second quarter, 
while sales gained 3.3%, according to analyst estimates compiled by Bloomberg. 
 

U.S. house prices rose 5.5% in the 12 months through May as sales demand improved following a 
slowdown earlier in the year. U.S. consumer prices rose in June as the cost of gasoline surged, but the 
overall trend continued to point to a gradual build-up of inflationary pressures. Inflation is creeping up as the 
economy's recovery becomes more durable, a welcome development for some Federal Reserve officials 
who had worried that price pressures were too low. Economists polled by Reuters had expected consumer 
prices to gain 0.3% in June and rise 2.1% from a year-ago.  Stripping out food and energy prices, the so-
called core CPI rose 0.1%, slowing after May's 0.3% increase. 
 

While recent measures of inflation — from producer prices and consumer prices to the PCE deflator (the 
Federal Reserve's preferred gauge of inflationary pressures) — have all approached a 2% year-over-year 
gain recently, it would appear that Janet Yellen's recent testimony will prove spot on. Inflationary pressures, 
particularly in food and energy costs, will likely prove "transitory." Agricultural commodity prices, excluding 
meats, have crashed. Corn, wheat and soybean prices have plummeted on expectations of bumper crops 
around the world — particularly in the United States. Heavy rains in the growing regions have altered the 
outlook for drought-stricken areas (except California) and have led to a major decline in prices. Even more 
telling, is the level of interest rate and the slope of the yield curve. As we write, the yield on the 10-year 
Treasury note is at 2.5%, as the yield curve is flattening. The message of the bond market is not suggesting 
in any way, shape, or form, that the Federal Reserve is "behind the curve" on battling phantom inflation. 
Indeed, even despite the "flight to quality" trade in Treasuries, which is pushing yields lower than they might 
otherwise be, is hardly the sole reason for declining interest rates. A flattening yield curve and tightening 
credit spreads are hardly screaming out that inflation is just around the corner. The velocity of money (the 
speed with which the money-supply turns over) is near zero. Velocity needs to accelerate markedly if one 
wishes to make the case that policy-inspired inflation is on the horizon. For years, and on all counts, 
inflation hawks have been, let's say, premature in calling for a rapid acceleration in inflation. But in an 
evidence-based economy and at a data-dependent Fed, their predictions are worth not a bitcoin. 
 

The Federal Reserve may have scope to keep interest rates at zero for longer than investors anticipate as 
inflation stays muted and a 2014 slowdown prolongs the labour-market recovery, the International Monetary 
Fund said on Wednesday.  The IMF cut its U.S. growth forecast for this year to 1.7% from 2% predicted in 
June, citing a first-quarter contraction, after a 1.9% advance last year. The fund left its 2015 forecast at 3%, 
the fastest expansion since 2005. 
 

The International Monetary Fund also lowered its outlook for global growth this year as expansions weaken 
from China to the U.S. and military conflicts raise the risk of a surge in oil prices. The world economy will 
advance 3.4% in 2014, Next year growth will be 4%, compared with an April forecast for 3.9% the fund said. 
Growth in emerging markets is projected to be 4.6% this year, compared with an April forecast for 4.9%  We 
find the outlooks from IMF and others together with Q2 results to be quite supportive of equities whilst not 
scaring us away from bonds as inflationary pressures are clearly absent.  
 

We suggest we go into our weekend with a smile, as a smile is a curve that sets everything straight  
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Market outlook   

 

Core View: Our view is that the world’s economies are mending from the fallout of the “Great 
Recession” if at a slower pace than hoped for. The economics are settling back into a reasonable 
growth pattern and stability with a positive bias is expected to continue. As a group, most Central 
Banks are targeting an elusive 2% inflation rate. As the industrialized economies are running with 
excess labour and industrial capacity (the US is running at under 80% of capacity and Euro-zone at 
even less), the return of inflation appears to be in the distance and as such, short term interest rates 
are unlikely to rise anytime soon. 

Some other and less predictable risks remain on our radar screens - The Ukrainian/Russian debacle 
appears to be intensifying with increasing sanctions against Russia being imposed by the US and 
the EU.  At the same time, the situations in Iraq and Syria are dangerous for the entire region and 
threaten oil supplies- we must not forget that Iraq borders on Saudi Arabia, which announced a 
reinforcement of its military presence on their 800Km long border with Iraq. Iran is sniffing around 
the periphery to position itself as the powerhouse of the region. The Israeli/Palestinian conflict is in 
a war-like situation with an unclear outcome. Clearly, political risks abound and are rising around 
us!  

Arguably, if the S&P 500 can reach a new all-time high in the face of these political issues, the 
underlying economies must be running at a better clip than what the headlines announce! 

 

 Fixed Income - As all Central Banks are seeking somewhat higher inflation than they have, it is 

hardly reasonable that they raise rates! Vigilance is important, short maturities/low duration are and 
remain appropriate - whilst we are sanguine about short-term rates, we find little incentive in taking 
term duration risk or higher credit risk as markets have squeezed returns to a point where the 
risk/reward ratio in bonds is no longer interesting- virtually no upside exists in the sector and 
expected returns at the 3% level (coupons with eventual capital gains/losses) are insufficient to 
offset the underlying risks. If indeed there is an asset-price bubble, the “elephant in the room” it 
likely is the bond market which might be unreasonably expensive here. 

 Equities –The Dow Jones is trading firmly above 17’000 and the S&P 500 breaking to new closing 
highs on Wednesday, a couple of points away from 2’000, we see P/E ratios around the globe at 
historically reasonable levels and rising (!) -  with Q2 earnings showing fair growth rates on both top 
lines and bottom lines, we feel secure in owning equities. The majority of reported earnings so far 
this month have beaten expectations. We remain positive and recommend exposures to be 
maintained using global diversified funds, or allocating some fixed income exposure to convertible 
bonds for bond-oriented investors. 

 Alternatives - With relative economic stability and a clearing horizon, fundamentals are returning 
to text-book norms of relative values. We expect this active management allocation to maintain, if 
not exceed, its relatively low recent results and possibly returning to past highs- with low correlation 
to any particular sector with significantly lower volatility than equities.  We stick with our view that a 
well-diversified Fund-of-Funds is the best way to express this allocation. We reiterate our 
fundamental views on Alternatives whereby their role in a portfolio is to attenuate volatility and risks 
and not as enhancement of returns! 

 Currencies/Commodities - The market still has a very low volatility relative to the past 5 years. 
The USD appears to have regained its footing versus its major trading counterparts, now trading 
steady around $1.345 against the EUR and 0.9040 against the CHF. We maintain belief in the 
fundamental strength of the US$ and would not bet against it at this time. The ceiling level of $1.40 
per EUR is likely to hold firm. The Japanese Yen has managed to surprize traders and Abe by 
holding firm at 101.50 against the US$ and Gold appears to have a fair value around $1’300 as the 
Iraq/Syria/Iran/Israel conflicts play out further. We do note that Oil has held surprisingly steady 
(WTI at +- $103) in the face of the turbulences in the Middle East and Nigeria!  
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This Week’s Highlights: 
 

 The FX markets have seen another ripple appear on an otherwise relatively calm sea.  With 
escalating political issues around the globe and airway events in Taiwan, Mali and Malaysia the 
USD is ever so calmly coming back into vogue.  EUR is down from 1.3550 to 1.3450; the Pound is 
starting to crack a bit and is now below 1.700 at 1.6960.  The JPY remains almost at the same 
levels at 101.90 but we keep faith in a weaker JPY for the coming weeks and months. For now the 
USD is steady against most of its trading counterparts, with the USD index having moved another 
leg up from 80.50 to almost 81.00 this week.  

 US Treasuries have bounced in a tight range during this week. The US 10Y yields have ranged 
from 2.45% to 2.50% and testing the 2.52% levels yesterday. The UK Gilt is trading at 2.60%, 
having moved up from the lowest 2.54% since Wednesday.  The Bund yields tested again the 
lowest levels at 1.14% (yet again!) on Wednesday and then moving up to 1.19%, but still far away 
from this month higher 1.30% level. Some analysts consider France to be the highest risk to the 
bond market stability at the moment.  The yields of the French OAT 10 year bonds have continued 
their downward move till yesterday with a low at 1.53% making this a new all time low for the yield. 
Shouldn’t yields give a sense on risk premium? The spreads of peripheral Europe to the Bund have 
continued to narrow, Spanish spreads moved to 135Bps over the bund with Italy being marginally 
stronger to yield 155Bps over the Bund as well!  Italy’s 10 year is yielding 2.72% and Spain’s 10 
year is yielding at 2.55%.   

 Global equities have seen a positive week – in spite of the awful war and airplane crashes that 
have been filling our TV screens during the week.  Earning season continues to be positive pushing 
the S&P500 higher as it gained +1.50% this week, and with the Nasdaq climbing 2.5%. EM equities 
are so far the best performers since the beginning of the year- gaining this week another 1.65%, 
even with the Ukrainian situation which has driven the Russian RTS Index down by 1.5% this 
week.  Europe also rose this week with the Eurostoxx50 up 1.7%. The best European equity 
markets remain the periphery countries, Spain (+3.5%) and Italy (+2.8%). 
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Highlighted items are interesting data points for the week 

 

 

    
All data is compiled from Bloomberg 
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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 
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