
 

September 2014          page 1 

The Market Letter 
A MONTHLY REVIEW AND PERSPECTIVES ON    

FINANCIAL MARKETS 

September 2014 

Financial markets rallied in August 

The month of August was favorable for financial markets. Risky assets recovered from 

the July correction, mainly due to anticipations that central banks will continue to be 

very accommodative, particularly the European Central Bank and the Bank of Japan.  

 

Sky is darkening in the Eurozone on several fronts  

Macro is seriously deteriorating, including in Germany. In the 2nd quarter, GDP 

growth was zero, and even –0.2% in Germany. The credit is still contracting, and 

damaged public finances will not allow for a dramatic stimulus plan. The 

interconnection of European banks with Russia is significant. M. Draghi needs to 

address the structural issue of a undercapitalised and oversized banking system. It 

would spell restructuring, downsizing, and a significant participation of the private 

sector to losses. This will prove politically delicate, as meaning pain first (lower 

growth, employment) and only medium term gains. This will help the ECB implement a 

non-conventional monetary policy. Still, the ECB will need time to set-up an effective 

asset purchases plan, based on outright securitization, which would rejuvenate the 

credit cycle. In the meantime, a ¨debt trap¨ might be looming for small and medium 

companies. Disinflation is accelerating in Europe, casting it on the verge of risky 

deflation and the Euro will further devalue versus most currencies. We recommend to 

be selective on risky assets in the Eurozone, especially on banks. 

 

Geopolitics is a big concern 

2014 has been a year of big conflicts in many parts on the world : Ukraine-Russia, 

Syria, Libya, Iraq, Israel-Gaza and the Jihad terrorism in the Middle East and in Africa. 

But the biggest concern is the Russian invasion in Ukraine. International community 

took sanctions against Russia which will severely impact the Russian economy. Next 

step will be to isolate its banking system. This conflict has also an economic impact on 

the whole Eastern Europe and related-countries like Germany and Austria. As the 

issue of this conflict is very uncertain, we remain alert on the risky assets to hedge our 

performances in case of a rapid deterioration. 

 

Wars, recession and deflationary risk, an environment which forces central 

banks to be present 

Even if the US Federal Reserve is tapering, it will continue to be accommodative as 

the labor market is not strong enough to start increasing its reference interest rate. 

The European Central Bank and the Bank of Japan will compensate the Fed’s 

tapering. The ECB will implement a new QE program as recession and deflation are a 

     Performances 2014    
  (August 31st, 2014) 

Equities 

MSCI World +5.3%  

S&P 500 +8.4% 

Eurostoxx +2.1% 

Nikkeï -5.3% 

MSCI Emerging +8.5% 

 

Bonds  

US Treasury 10y +3.5% 

US Corporate +4.6% 

Bund 10y +7.5% 

EU Corporate +8.6% 

 

Currencies 

USD index +3.4% 

EUR/USD -4.5% 

GBP/USD +0.3% 

USD/CHF +2.8% 

USD/JPY -1.2% 

 

Commodities 

Gold +6.9% 

Silver +0.1% 

Oil (Brent) -6.9% 
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« Fears of deflation : central banks will continue to be accommodative, 
mainly in Europe and in Japan. That’s in principle supportive for 
risky assets  » 

With the expected decline of US government borrowing, Treasury yields could stay low 

for long. 

 

The dollar should appreciate further 

Currency fluctuations have been confined in a narrow range for some months. But in 

August, the dollar appreciated against the Euro and the Yen. In May, the European 

Central  Bank warned that it would not tolerate further appreciations of the Euro above 

1.40 against the dollar. The Euro should depreciate further to support a deteriorating 

economy ; the conflict with Russia add more pressure on the European export industry, 

particularly for the German machinery industry. After fluctuating in a small range 

between 101 and 103 against the dollar, the Yen passed the 103 to stabilize around 

104.  Japanese authorities need a weaker Yen to favor exports in order to engineer a 

successful reflation. 

 

Emerging countries are in better shape 

In 2014, equity emerging markets outperformed developed countries. After a difficult 

second half of 2013 for emerging markets post tapering announcement by the Fed, 

they rebounded thanks to attractive relative valuations and stronger economic outlook. 

In China, the GDP slowdown growth has stabilized at 7.5% thanks to targeted 

measures taken by the Chinese authorities. The emerging markets have benefited from 

strong performances in Latin America. Argentina has increased by 82%, but the Peso 

depreciated by 30%. The Brazilian index was up by 19%, while the Real has 

appreciated by 7% against the dollar, investors anticipating a victory of the opposition in 

the upcoming presidential election, which will take place on October 5th, due to the 

social crisis and the back into slide recession. Mexico lags behind in terms of 

performances, but its proximity to the US economy and some strategic sectors 

liberalization, including energy, offers an interesting status.  

 

 

real threat. Moreover, the conflict with Russia adds big uncertainties for the European 

economy. The biggest risk for Europe is the energy supply as Russia is an important 

supplier of gas and oil. Russia is also an important producer of palladium, platinum and 

nickel. 

 

Bond yields declined due to fly-to-quality trade and speculation on further QE 

Treasuries gained, pushing 30-year bond yields to a 15-month low, as rising tension in 

Ukraine and speculation the ECB QE overshadowed US positive data. Government bond 

markets around the world are reaching, yearly or historical, record highs on speculation 

that the ECB is preparing further moves to spur a slumping economy. In the coming 

weeks, US yields are going to be driven by global risks rather than domestic data. As long 

as European yields keep going lower and European data continue to outweigh US ones, 

low yields environment is going to remain valid. A number of factors have helped push US 

yields lower. With German 10-year Bunds yields dipping under 1% for the first time and 

Japanese government bonds yielding around 0.5%, Treasuries look comparatively 

attractive. Coupled with the forecast that both the Yen and Euro are going to depreciate, it 

is reasonable to expect that international capital will continue flowing toward the U.S., 

pressuring Treasury yields down despite the end of quantitative easing. Tensions from 

Ukraine to Iraq have added to a flight-to-quality trade, boosting demand for US bonds. 

Gold 
 

Gold price is stabilizing in a 

range between 1’260 and 

1’320. Investors are no longer 

net sellers : holdings in ETFs 

and similar financial products 

have stabilized since the 

beginning of the year. Demand 

from Asia, mainly India and 

China, which accounts for 50% 

of the global demand, declined 

sharply in the first semester of 

2014. Constraints in India, 

corruption in China and lack of 

volatility were negative factors. 

However, the decline in real 

interest rates, which was not 

expected at the start of 2014, is 

very supportive for gold. 

Central banks which are 

concerned about deflation will 

continue with their policy of 

reflation. Then, gold price is 

stabilizing and fundamentals 

are better. Gold brings a good 

diversification in an asset 

allocation. 
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INVESTMENT CONCLUSION 
 

As long as geopolitics doesn’t deteriorate further, we remain positive on risky 

assets : central banks will continue to inject liquidity, deleveraging is a disinflationary 

process, interest rates will stay low and macro will remain supportive. For some 

years, US companies have published good results and earnings growth is estimated 

to approach +10% annually for the next three years. 

In the bond asset class, we favor the corporate and emerging debts. Emerging 

countries will deliver higher economic growth than developed countries in the future. 

We overweight equities, which remain attractive in terms of fundamentals and 

valuations. Equity markets are today far away from the 2000 and 2007 valuations, 

which  PE ratio were, respectively, at 30x and 25x. Presently, the 2014 PE for the 

S&P 500 is less than 17x. We prefer US equities which offer a better visibility while 

European companies are impacted by the weak domestic economy and by their 

proximity with the Russian conflict. 

Gold is becoming an attractive investment in a diversified portfolio. It has fuelled in 

2014 a virtuous consequence in terms of portfolio construction, as the realised 

correlation of gold to risky assets has fallen significantly. In the long run, depending 

on cycles, gold also rose in spite of a much stronger dollar and of a significant rise in 

real rates (between 2005 and 2007). The current ¨bearishness¨ is probably setting 

the foundations for a better tactical performance of gold in coming months. Gold is 

giving interesting early signs of becoming - again - an alternative safe currency of 

choice. This confirms that it is gradually regaining its relative attractiveness as a de-

correlated asset. 

 

Mergers & 
Acquisitions 
 

2014 is a strong year in terms 

of mergers & acquisitions. 

Companies’ balance sheet are 

sound and most of them are 

cash-rich. Completed and 

pending deals were at 

$2’200bn worldwide in the first 

eight months. Another driver in 

M&A is tax inversion, with 

many transactions initiated by 

US companies seeking to 

deploy trapped offshore cash 

(Pfizer/Astrazeneca, 

Medtronic/Covidien, Abbvie/

Shire). In Europe, M&A in real 

estate are at highest level 

since 2008. Some deal failed 

like Century Fox on Time 

Warner ($71bn) or Sprint on T-

Mobile US ($30bn). Overall, 

completed deals could be 

around $2’700 bn, an increase 

of 25% compared to 2013.  

 

ASSET ALLOCATION 

 

Cash
2.5%

Fixed income
30.0%

Equity
35.0%

Alternative 
investments

25.0%

Miscellaneous
7.5%


