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Following a strong Q1 performance, risky assets have been driven lower by fresh 
doubts concerning the international economic climate and fears of a Greek exit 
from the Eurozone. Accordingly, sovereign bond yields are at record lows. In this
gloomy context, we are adopting a cautious stance to equities in view of the 
resurgence of volatility. Conversely, corporate debt spreads have widened to 
compelling entry levels. 

EDITORIAL
SUMMARY

Equity 2

Bonds 3

Currencies 5

Emerging markets 6

Commodities 7

Xavier Denis
Chief economist
Societe Generale Private Banking

Kim March
Strategist
Societe Generale Private Banking



2

A deteriorating macroeconomic environment amid fresh 
fears of a possible Greek exit from the Eurozone

Equity markets have corrected heavily since mid-March, 
having previously staged a strong rally as of November. 
Macroeconomic incertitude is clearly weighing on markets 
at the moment. The election result in Greece, reflecting the 
disillusionment of Greek voters following four consecutive 
years of recession and ever-tougher austerity measures, 
has revived fears of a Eurozone breakup. Economic activity 
in the Eurozone stagnated during Q1, but would have 
contracted were it not for German growth, which came in 
well above forecasts at +0.5% over the quarter. The 
economic climate continues to deteriorate and business 
activity is likely to decrease in Q2. Meanwhile, the US 
recovery is showing signs of weakness, with new job 
creation slowing down significantly. China is also a cause 
for concern, indicating a marked downturn in its industrial 
outlook. The ECB long-term refinancing facility has 
effectively misfired. Although these operations led to 
stabilization within the European banking system and 
prevented a major credit crunch, peripheral sovereign debt 
spreads have nonetheless surged again.
The global macroeconomic context is therefore now more 
overcast. Without going as far as recommending selling 
existing equity positions, we are now more cautious 
pending the possible adoption of economic policies aiming 
at stemming the Eurozone debt crisis or boosting activity in 
the US and China. In all likelihood, China should accelerate 
its monetary easing process over the coming weeks. As for 
the US, the probability of a further round of quantitative 
easing has increased.

Corporate fundamentals are healthy and Q1 earnings 
once again beat consensus. This was the case in the US 
where revenues and earnings per share continued to 
progress, denoting that corporate margins have stabilized at 
a high level. Turnover growth provided the best news, 
generally beating expectations and bucking the trend 
observed during the last two quarters of 2011. In the 
Eurozone, corporate revenues progressed by around 5% 
on a 12-month rolling basis. However, even though most 
companies beat consensus in terms of profits, it was by a 
smaller margin than during the previous quarter which 
indicates a downturn in earnings growth momentum. The 
deepening recession is weighing on domestic demand in 
peripheral countries which is starting to impact the rest of 
the Eurozone. 

The earnings outlook in the US for 2012 and 2013 is 
trending higher for the first time since summer 2011 as 
analysts have revised forecasts upwards on the back of 
strong Q1 figures.

EQUITIES
In contrast, forecasts remain on a downward trend in the 
Eurozone amid further earnings downgrades for 2012 and 
2013. Cheap valuations in the Eurozone do not therefore 
constitute a compelling enough argument and we therefore

prefer to remain underexposed to European equities. On the 
other hand, we remain focused on US stocks, even though 
the general macroeconomic context incites a greater degree 
of caution. Equity markets have effectively become more 
closely correlated once again during the bearish trend over 
the past few weeks and volatility is likely to remain high on 
account of the Greek crisis.

In terms of stocks, we continue to prefer major companies 
with diversified regional exposure which are capable of 
maintaining a dividend payout. In the low interest-rate 
environment, many company dividend yields exceed 
sovereign long-term rates. 
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Markets 2011 2012
DJ Eurostoxx (Eurozone) -2% 4%
S&P 500 (USA) 16% 8%
FTSE 100 (UK) 16% -2%
Topix (Japan) 73% 16%
Shanghaï SE (China) 8% 21%

Source : IBES

Annual profit growth forecast 
(Market Consensus as at June 13, 2012)
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BONDS

Credit markets have outperformed year-to-date, but we 
adopt a more cautious stance at this time in light of the 
Eurozone crisis and global growth slowdown. 

The shift to “risk off” in May played out much as in the 
previous two years, with a sharp sell-off across global risk 
assets. Within fixed income, US HY lost 1.2% on a total 
return basis, with European HY down 2.3%, albeit relative 
outperformers when taken in comparison to global equities. 
Concurrently, safe havens reaped the benefits of the 
worsening global macro (and political) backdrop, Treasury 
yields dropping to historical lows (US, UK, Germany) and 
investment grade credit markets likewise posting gains. 
With the near-term outlook poised to remain undefined (at 
best) if not deteriorate further, the search for yield remains 
daunting. Yet we continue to argue that for buy and hold 
investors, corporate fundamentals and attractive valuations 
support a constructive view on HY. Given the potential for 
liquidity issues in times of stress, however, we prefer the US 
market over Europe, Asia and EM.   

Heightened volatility in the Eurozone and signs of 
slowdown in China and now the US have upped global 
risk aversion, limiting gains in global high yield while 
sovereign and investment grade is already very 
expensive. The Q1 rally across credit markets driven by 
ECB liquidity measures and accelerating growth in the US 
proved short-lived, with gains partially reversed in April and 
May. Flight to quality kicked in after the conclusion of the 
Greek PSI and has yet to reverse, with non-conventional 
liquidity measures revealed as a poor solution to solvency 
problems, and then US payrolls revised down to reveal a 
pathetic pace of job creation since March. The idea that the 
rest of the world was diverging from Europe’s troubles has 
become a moot point. Recovery is disappointing now 
across the board, and the market has taken a step back.   

Flight to quality ihas so far limited high yield credit 
spread compression. We lower exposure to high yield 
except US, which remains overweight. Globally, HY 
remains our favorite asset class, offering yield pickup in an 
otherwise low (if not negative) yield environment. Strong 
company fundamentals (cash rich) and still low, albeit rising, 
default rates provide further support to this view. Risk 
aversion, however, stands to dampen liquidity, which is why 
we prefer to lighten up on HY exposure in Asia and EM, and 
similarly why we prefer the US market, given higher liquidity.  

We remain constructive investment grade credit, but see 
limited gains from current levels. Investment grade credit 
has strengthened consistently this year, continuing to post 
positive total returns when risk appetite drove the flight to 
quality post Greek-PSI in March. At a spread of 210/215 
European and US IG, respectively, we see greater downside 
potential for IG than upside: when the tide turns and the risk 
appetite picks back up, flows will be driven back into 
equities and high yield, not into IG.

10-Year Govt Bond Yields
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For the same reason, we stay mostly sidelined sovereign 
bonds. Supposed safe haven sovereigns (USTs, Bunds, 
Gilts) touched historical lows in early June, breaking through 
1.5% on the UST (to 1.45%) , through 1.2 on the Bund (to 
1.17%) and to an all-time low of 1.524% on Gilts. Despite 
market talk of additional QE possibly in the pipeline, 
government debt is simply too expensive at this stage to 
warrant increased allocation. Having said that, there are 
sovereigns which we do believe offer value. Mid-core 
European issuers (Austria, Belgium, France) look interesting, 
as do several emerging market sovereigns. The EMBIG 
sovereign spread index widened 70bps during the May sell-
off to 410bps, making EM hard currency debt more 
attractive. Search for yield will continue to attract crossover 
investors to the EM debt universe, with better-rated EM 
presenting lower upside but also lower volatility (Russia, 
Peru) whereas certain high yield EM (Venezuela, Turkey) 
offer income from high coupons and more capital 
appreciation potential. 
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CURRENCIES

Emerging markets should rally, following the correction 
which was due to a resurgence of risk aversion.

The most significant currency move in the context of the 
Greek crisis has been the slide in the euro against the dollar 
and the yen. 

The strength of the euro against the dollar observed since 
January did not appear tenable. The temporary rally staged 
by the euro was triggered solely by intervention in the 
Eurozone, providing relief to the market which believed in a 
gradual resolution of the crisis. Fresh fears, chiefly 
stemming from the Greek elections on May 6, undermined 
the European currency as expected. We believe that the 
euro has further downside potential. The ECB will 
undoubtedly have to take further action, by cutting its main 
base rate or further increasing the size of its balance sheet. 
Although the market is pricing in another round of 
quantitative easing in the US, a further cut from the ECB 
looks more likely. 

As has been the case with all safe-haven currencies, the 
yen has appreciated recently, recovering most of the 
ground lost since the end of 2011. Despite its declared 
intentions, the Bank of Japan has done little to enable the 
yen to weaken. Amid fresh Eurozone fears, the yen has 
effectively rallied but nonetheless remained below its late-
2011 peak. Given the market volatility and the sell-off by 
Japanese investors of euro-denominated assets, the yen 
has little chance of easing in the short term. We believe that 
the yen should gradually weaken against the dollar however, 
chiefly on account of keener investor appetite for the 
greenback compared to other mature currencies. 

Sterling should also continue to rally as investors seek 
alternatives to the euro. However, the integration of the UK 
economy into Europe means that sterling is not considered 
an ideal safe haven. We are anticipating a further rally 
against the euro but any sudden unexpected event in the 
Eurozone could inverse this trend.



Fading dynamism in the global economy has weighed on 
the valuation of cyclical currencies. These currencies 
recorded a significant downturn, resulting from signs of a 
slowdown in China and the fall in commodities prices. In the 
hypothesis of a gradual resolution of the European crisis 
and confirmation of the US recovery, emerging and cyclical 
currencies should stage a rally. We are therefore maintaining 
a positive outlook on emerging markets currencies—
primarily Asian currencies (IDR, KRW, SGD, MYR)— and 
cyclical currencies such as the Australian dollar and the 
Canadian dollar (AUD and CAD).

EUR-USD Exchange Rate
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EMERGING MARKETS

Short-term volatility, but greater potential than mature 
markets

Emerging markets were no exception to the rule, having 
plummeted 30% during April and May, in line with European 
equity indices.

We are nonetheless maintaining a relatively more 
positive view of these markets, compared to mature 
markets.
We consider that following the significant correction which 
was driven largely by the resurgence of investor fears 
concerning the European situation, these markets harbor 
greater upside potential.  In a volatile environment, however, 
a greater degree of prudence and selectivity is called for.

Major markets (BRICs) which draw in the greatest 
amount of foreign capital have been hit particularly hard 
by the upsurge in risk aversion. A parallel can be drawn 
between this latest move and previous episodes such as 
autumn 2011 or late 2008 when major investment funds 
massively reduced their exposure as risk aversion 
increased, which weighed heavily on markets.
We do not consider the context to be identical, however. 
Since the beginning of the financial crisis these countries 
have begun shifting the balance of their growth model 
towards domestic demand. This process, although still only 
at an early stage, is now fully underway. China has thus 
seen private consumer demand as a proportion of GDP 
make progress from a record low in 2009. Similarly, 
domestic consumer spending is particularly dynamic in 
Brazil and Russia, and also in India. This trend is set to 
increase, meaning that these countries will be less 
dependent on global demand and exports.
Furthermore, economic policies enjoy greater leeway to 
stimulate growth. These countries are not burdened by 
excessive public or private debt like many European states 
and the US. Base rates, although low, are not at zero, unlike 
in the US, Europe and Japan, and could be cut in order to 
boost private consumer spending and investment. China 
lowered its one-year rate for the first time since 2008, and 
introduced measures to stimulate bank lending. 

. 

It is interesting to note that outside of the major 
emerging markets, the so-called “frontier” markets, 
which are smaller in scale and therefore less dependent 
on international capital flows, have performed relatively 
well. This is the case for Thailand, Vietnam, the Philippines 
and also Nigeria and Columbia. Their performance is a 
reflection of the lower dependence of these markets on 
international capital flows and also a favorable economic 
environment leading to steady growth and rising corporate 
profits. On the flipside, negative factors include more erratic 
financial information and markets which are much more 
prone to swinging irrationally

In the short term, equity markets across the board will 
remain at the mercy of the Greek situation. Volatility is 
therefore likely to remain high over coming weeks.
On the other hand, we are confident in China’s ability to 
adopt the required measures to support domestic demand 
through more aggressive monetary easing and also via a 
budgetary stimulus package. 

For this reason we are maintaining our focus on markets in 
Asia and Russia.

Emerging markets :  equity markets (MSCI)
(100=12/31/2010)
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COMMODITIES

Oil

The deteriorating economic outlook has caused the 
price of oil to correct sharply downwards from USD 125 
to USD 105 over the past two months.

Part of the speculative premium suddenly evaporated as the 
global economy showed increasing signs of slowdown.

An actual slowdown could logically drive oil prices lower, but 
this is not our core scenario.

Several elements should support demand and therefore 
prices:

 the strength of emerging economies has so far not 
dwindled. China, fearful of the consequences of the 
European crisis on its economic activity, is preparing to 
implement a stimulus package;

 oil demand continues to increase, driven by emerging 
economies, whereas global demand from OECD countries 
is tending towards stagnation or contraction;

 according to IEA forecasts, oil demand from emerging 
economies is likely to exceed OECD demand for the first 
time in 2013;

 Japan has halted production in almost all of its nuclear 
power stations leading to an increase in fossil fuel imports; 

 in parallel, supply factors will have a favorable impact with 
shale gas playing an increasingly important role in the US as 
an oil substitute, increasing tar-sand production in Canada, 
and less disruption of production in non-OPEC countries;

 finally, a diplomatic solution seems to be taking shape in 
the confrontation between Iran and the West, although 
there is still a long way to go and geopolitical risks could 
easily escalate, causing prices to surge

In this context, unless the global economy slips back 
into recession, which we consider highly improbable at 
this stage, prices are unlikely to remain on a downward 
trend. We consider an estimation of around USD 100/b 
to be reasonable, within a fluctuation range of +/- 15 
USD over the next six months.

Gold

The price of gold has been trending lower since last 
September’s peak, recently falling below the USD 1,550 
per ounce threshold.

This move is attributable to several factors:

 since mid-2011, private investors have been buying less 
physical gold and fewer gold securities which has 
contributed to a decrease in the price. Net long positions in 
the futures markets have also eroded;

 inflationary fears have abated as illustrated by the 
breakeven inflation rate which is in line with the average 
long-term inflation rate;

 to a certain extent, gold has suffered the same fate as 
other commodities and is no longer perceived, at least 
temporarily, as a hedge against risk, with the dollar 
resuming this role.

Nevertheless, we consider that current prices represent 
appealing buy levels:

 firstly, investor appetite appears to be slowly returning in 
the physical gold market, although not sufficiently strong to 
trigger a rally;

 secondly, the fundamental factors behind gold’s appeal 
over recent years remain intact: systemic risk from the 
ongoing European crisis; inflationary risk stemming from G4 
country central bank policies; continued purchases by EM 
central banks.

In a context whereby supply remains relatively inflexible 
to price, we consider current levels as appropriate entry 
points.

Commodity Prices
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This document does not constitute, and under no 
circumstances should it be considered in whole or in part as, 
an offer, a solicitation, advice or a recommendation to 
purchase, subscribe for or sell any financial instruments. 
Societe Generale shall not be held responsible for any financial 
or other consequences that may arise from any transaction 
related to financial instruments relying exclusively on this 
document. 
Any information in this document is purely indicative and has 
no contractual value. Such information is subject to 
modification at any time, including as a result of changes 
occurring with respect to market conditions.  Historical data 
will have been drawn notably from external sources believed 
to be reliable but which has not been independently verified by 
Societe Generale.
Societe Generale expressly disclaims any liability  with respect 
to the accuracy, completeness or relevance of such data. 
Figures related to performance (whether past or future) or 
simulated performance (whether past or future) are not a 
reliable indicator of future returns. Societe Generale is 
authorised by the Comite des Etablissements de Credit et des 
Entreprises d’Investissement.
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