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The European summit at the end of June did not turn out to be the 
tipping point that investors had hoped for. After posting an initial steep 
drop, risk premiums on peripheral debt once again rose rapidly. 
Unexpectedly, however, equity markets held up well. We are again
sending a message of prudence when it comes to this asset class, given 
the slowdown in global growth and the risk of disappointing company 
results.  We still prefer to invest in private sector bond issues, although 
we are focusing on investment grade issuers at the expense of more 
speculative issuers, which are more sensitive to economic fluctuations. 
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Concerns about global growth and downward revisions 
of earnings forecasts are weighing on equity markets.

Global economies continue to slow down, causing anxiety 
among investors. Clearly, the macroeconomic environment 
is a dominating factor when it comes to the stock market, 
which explains the fact that index performances have 
differed little since mid-April. 
In the United States, manufacturing production and job 
creation are showing signs of sluggishness. In the 
eurozone, activity is expected to contract during the second 
and third quarter of this year. Finally, in China, growth is 
slowing down more than expected with the bursting of the 
property bubble and the delayed effect of the tightening of 
credit conditions, which continued until the end of 2011. 
Against this background, the European summit, which 
resulted in significant, but not conclusive, advances, only 
provoked a limited rally on the markets. 
The global macroeconomic climate is becoming increasingly 
gloomy. Monetary policies have begun to offer a response. 
In the eurozone, the ECB, for the first time in its history, 
brought its key rate to 0.75% as the banks' excess reserves 
ceased to be remunerated. In the United States, the Federal 
Reserve extended its "Operation TWIST" until the end of the 
year, in order to cap interest rates on the long part of the 
yield curve. Finally, following the example of other emerging 
markets, China dropped its one-year borrowing rate for the 
second time in a month. This suggests that growth might 
pick up again in the second half of the year, at least in 
emerging markets. The leading indicators in the eurozone
point to a recession on a moderate scale, but this assumes 
an easing of budgetary austerity measures and more 
measures to counteract the tightening in credit conditions, 
which is particularly pronounced in the peripheral countries. 

The summer could be turbulent due to the now-
acknowledged risk of disappointing company results.
Published profit forecasts continue to be revised 
downwards by financial analysts but are still too optimistic 
with regard to macroeconomic outlooks. This is particularly 
true for companies in the eurozone which are faced with 
declining domestic demand. In the short term, the 
slowdown in emerging economies could also weigh on 
profits forecasts of companies exposed to these markets. 

RECOMMENDATIONS 
OF THE INVESTMENT COMMITTEE

EQUITIES

Nevertheless, we are maintaining a balanced position on 
developed market equities after the falling prices seen in the 
spring. The European summit that opened the way to a 
form of economic federalism reduced the risk that the 
eurozone will disintegrate and therefore constitutes a 
favourable factor.

Furthermore, valuations have returned to particularly 
attractive levels. A great deal of bad news has been 
reflected in prices and monetary policy should continue to 
offer support, particularly in the eurozone. Also, the 
weakness of the single currency, which has now sunk 
below 1.25 vs the USD, should sustain the equity market. 
We have also increased our exposure to European equities 
from underweight to marketweight, on par with the US 
market, considering that the outperformance of the US 
market since 2010 is unlikely to extend further.  

Generally, we are remaining prudent because in recent 
years the summer periods have led to market corrections in 
a context of very reduced volumes. The time has not yet 
come to return to buying equities on a large scale, given the 
low macro- and microeconomic visibility.

In terms of sectors, we favour the defensive sectors in the 
eurozone (non-cyclical consumer goods, health) as well as 
technology stocks. In the United States, we favour energy 
stocks, pharmaceuticals and the technology sector. 

Markets 2011 2012
DJ Eurostoxx (Eurozone) -1% 2%
S&P 500 (USA) 16% 7%
FTSE 100 (UK) 16% -3%
Topix (Japan) -23% 71%
Shanghaï SE (China) 8% 18%

Source : IBES

Annual profit growth forecast 
(Market Consensus as on July 17, 2012)



3

BONDS

Stay safe heading into the summer: US investment 
grade corporates and high rated high yield offer the best 
risk reward. 

We hesitate to increase exposure to risk in the coming 
months. The EU summit lowered the global political risk 
backdrop, but comes as slowing economic growth in most 
major economies is gaining pace and summer liquidity 
doldrums usher in. The acknowledgement at the summit to 
“break the vicious circle between banks and sovereigns”
with the eventual creation of a European banking authority 
has boosted confidence, but implementation remains 
several steps away, leaving uncertainty high. Nevertheless, 
slow (but positive) growth in the rest of the world provides a 
good environment for highly rated credit markets. 

Investment grade credit doesn’t need strong growth to 
perform well. On the contrary, it benefits from slow growth, 
in that a (albeit unlikely) return to stronger growth could 
divert allocations to equities and away from credit. This 
month, as safe haven sovereign yields dip deeper into 
negative territory and equity markets vacillate according to 
the latest data or news reports, the search for yield 
becomes more complicated. Yet, we’re relatively sure of 
two things: 1) global growth is slowing and will prompt, if 
anything, more monetary easing rather than tightening, and 
2) tail risks remain high and will not disappear quickly given 
coordination and governance challenges (Eurozone) and 
fiscal tightening amid political posturing (US).

It’s a fine balance between slow economic growth and 
systemic risk which, in our view, will continue to lend 
support to highly rated credit markets. US IG has posted 
6.5% total returns since the start of the year and relative 
outperformance so far this quarter (1.6%, behind only EM 
sovereign debt at 1.7%). Spreads in European IG 
meanwhile tightened sharply after the EU summit, and given 
weaker liquidity in this market than the US market, we prefer 
to maintain a marketweight allocation. But we like the 
flexibility inherent in US IG, even if additional spread 
tightening seems limited (at 205bps over USTs). 
Furthermore, fundamentals remain strong with solid US HG 
balance sheets (net leverage less than 2x EBITDA and 
interest rate coverage > 9x). In the current environment, the 
lack of alternatives to find yield and relative liquidity of the
US market vis-à-vis the European corporate credit market is 
enough of a reason to take a closer look at high grade 
bonds in H2. Our other preferred markets include Asian IG 
and highly-rated US HY (for carry), as volatility could create 
interesting investment opportunities. 

Nothing has changed fundamentally regarding our 
negative view towards sovereign bonds. Since our last 
committee, non-euro safe haven sovereigns (USTs, Gilts) 
have hit new historical lows. In our view, the market remains 
too expensive to warrant increased exposure. Having said 
that, there are sovereigns which we do believe offer value. 
Mid-core European issuers (Austria, Belgium, France) 
continue to look interesting, as do several emerging market 
sovereigns, where fundamentals are sound and relatively 
more ‘predictable’ than DM at this time. We remain 
constructive about Peru and Turkey, as well as Indonesia, 
given recent underperformance.
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CURRENCIES  

The expectation of new measures from the ECB is 
driving the euro down.

The ECB's 25bps rate cut, announced at the beginning of 
July, and the statement from its President, Mario Draghi, 
which did not exclude the possibility of other quantitative 
easing measures in the short term, signalled the Frankfurt 
institution's determination to act. The weakening of the euro 
against the greenback, which is approaching the 1.20/USD 
threshold, is a reflection of this.

The recession at work in Europe and the tightening of credit 
conditions, particularly in the southern European countries 
(Spain, Greece, Italy and Portugal) are expected to lead to 
the implementation of additional measures by the ECB. 
Although the buyback of public debt on the market has not 
been discussed, the possibility of refinancing by the 
EFSF/ESM, which would support public debt, is on the 
horizon. This should have the effect of inflating the ECB's
balance sheet still further and therefore increasing the 
amount of liquidity available to the banking sector, which 
would have the added effect of putting downward pressure 
on the euro.

However, the European summit of the end of June opened 
the way to a form of economic federalism in the eurozone, 
which is a necessary condition for a resolution to the debt 
crisis. Although the promised measures have yet to 
materialise, this will be perceived as a consolidating factor in
the eurozone. Correlatively, the European crisis has 
overshadowed the problems in the US, with a public deficit 
that is two times higher than that of the eurozone and the 
prospect of automatic budgetary tightening at the beginning 
of 2013 with the expiry of tax reductions. Under these 
circumstances, the Federal Reserve will not have any 
alternative than to maintain its unorthodox policies and buy 
back assets on the market, probably weakening the dollar in 
the process.

As a result, the euro is expected to remain weak during 
the second half of 2012, but the first half of 2013 could 
see it recover against the dollar (1.25/USD at 6 months, 
1.30/USD at one year). The realisation of this scenario 
supposes that the debt crisis will not get any worse and that 
European countries will continue to cooperate closely. 
However, a significant deterioration in the European 
economic climate combined with a political confrontation 
could drive the euro down even further, under the impact of 
net capital outflows from the eurozone. 

Last spring, the yen benefited from the rise in risk aversion, 
which impeded its downward movement. However, the 
principal obstacle to the weakening of the yen remains 
central bank inaction. Although it has fixed an objective of a 
1% annual rise in prices, the central bank remains strangely 
lethargic as the country teeters on the edge of deflation with 
expected inflation for 2012 being at best zero. This is not 
likely to drive the yen downwards significantly. Nevertheless, 
we still expect to see a gradual decline in the Japanese 
currency against the US dollar. 

The pound sterling should continue to gain ground 
against the euro in an environment that favours the 
search for alternatives to the single currency. The UK 
currency is also serving as a safe haven investment. The 
forceful measures taken by the Bank of England, which has 
just increased its share buyback programme by 50 billion 
pounds, have not prevented sterling from advancing against 
the euro. Despite a considerable government deficit, UK  
10-year interest rates are barely higher than 1.5%, thanks to 
massive buybacks by the central bank. The UK economic 
climate is still, in part, influenced by activity in the eurozone, 
but growth should be slightly positive for 2012. We still 
believe the currency will begin to regain ground against the 
euro, but any sudden and unexpected event in the 
eurozone could contradict this anticipation.

The lack of dynamism in the global economy has had an 
impact on valuations for cyclical currencies. These 
currencies have fallen significantly, as a consequence of the 
slowdown in China and falling commodity prices. In a 
scenario involving a gradual resolution of the European 
crisis and a recovery in Chinese growth, emerging 
currencies and cyclical currencies should rally. We are 
therefore maintaining a positive outlook on emerging 
currencies - primarily the Asian currencies (IDR, KRW, SGD, 
MYR) - and on cyclical currencies such as the Australian 
dollar and the Canadian dollar (AUD and CAD).

EUR-USD Exchange Rate
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EMERGING MARKETS

Still positive EM – Risk aversion remains but EM 
opportunities outweigh DM on a stock-picking basis.

As we head into the summer, volatility is likely to prevail, 
but we still believe in the EM growth story and see 
opportunities at current levels in EM equities on a mostly 
bottom up basis. In June, EM equities as measured by the 
MSCI EM index gained 3.4%, underperforming DM by 
1.5pp (and trailing DM throughout Q2). Nearly the entire 
gain took place on the last day of the month, after the EU 
summit announced steps towards banking union and direct 
ESM capitalization of Spanish banks. The global backdrop 
still remains moderately risk-off, but less so that pre-
summit, and we expect EM to make up for some of their 
recent underperformance. 

As with DM, EM growth is showing signs of slowing, 
though we expect activity to pick back up in H2 on the 
back of a widespread shift to monetary and fiscal 
easing. China surprised the market announcing a second 
rate cut on July 5, just a month after the first was 
implemented, and is expected to follow with additional 
easing (more rate/RRR cuts and fiscal stimulus) to boost 
growth, which fell to a 3-year low of 7.6% yoy in Q2. A 
week later, Korea followed suit with its first rate cut since 
February 2009, a preemptive 25bps to 3.0%. Brazil’s 
central bank is still leading the pack, having cut the policy 
rate another 50bps to 8.0% (a total of 450bps since August 
2011). Brazil has also announced fiscal stimulus amounting 
to 1.5% of GDP. The holdout is Russia, which has held 
rates steady at 8% and is unlikely now to ease given that 
inflation is creeping back up. While stimulus alone is not a 
guaranteed catalyst for economic growth (we remain 
dubious about Brazil for the time being), it is likely to prove 
sufficient in the case of China to foster increased 
investment. On the flipside, we view Russia’s policy 
continuity as the right stance during turbulent times and 
believe that the market will be rewarded accordingly.   

Russia is our preferred EM equity market. Low valuations 
and a strong consumer-led recovery amid stable monetary 
policy will likely lead to a reversal of capital outflows in the
second half of the year. Russia has held up even despite oil 
market volatility, with recent fiscal measures to account for 
lower oil prices set to lend an added boost to the outlook in 
the way of a limited fiscal deficit, especially since oil prices
bounced back up to USD100/bbl from June USD89/bbl 
lows. In our view, Russia is starting to be recognized for its 
stronger domestic growth story and resilience despite 
external factors. Inflation has risen on the back of tariff and 
food price hikes, and will likely continue to edge up in the 
months ahead, taking CPI above the 5-6% target by 
August. This could thus weigh on growth. However, steady 
interest rates should help to boost confidence in the policy 
mix, lending upside to Russia’s market outlook.    

Within Latin America, we shifted Mexico to overweight 
ahead of the July 1 presidential and legislative elections, 
while moving Brazil to a more marketweight position. On 
July 1, Mexican PRI candidate Enrique Pena Nieto took the 
presidency, with the PRI coming just short of a majority in 
both houses of Congress. While coalition-building will thus 
be needed to advance the new president’s structural reform 
agenda, we still view this as the best chance in 15 years of 
progress on reforms (energy sector, tax), which could lift 
Mexico’s long-term growth potential.

Despite its recent outperformance (+6.9% in June, 
mainly due to falling oil prices), we remain bearish on 
Indian equities. To be precise, while India benefits from 
lower oil prices—cheaper oil imports and less subsidy 
burden—they also ease pressure on the government for 
fiscal consolidation, which is negative for India’s long-term 
outlook. 

We maintain our positions regarding other EM equity 
markets. We remain overweight China, where valuations 
are below Lehman crisis lows and growth is expected to 
pick back up later this year. We are also positive about 
South Korea given attractive valuations and on recent 
stimulus measures. Finally, we hold Taiwan at marketweight
given its export dependency and subdued growth.

MSCI Indices 
(May 31 = 100)
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COMMODITIES

Oil

The decline in the economic outlook drove the price of 
Brent beneath the USD 90/bbl threshold at the end of 
June. However, it recently rose again above the USD 
100/bbl mark.

The speculative premium suddenly disappeared, while the 
global economy showed increasing signs of a slowdown.
The economic policy reaction in the form of effective or 
expected interest rate reductions led to a rebound in oil 
prices.
Supply and demand tended to balance out, in a context of 
an abundant supply of crude oil:
 Stocks of crude oil in the United States reached high 
points that have not been seen for more than 20 years, 
which explains the return of a significant gap between WTI 
and Brent;
 Demand for physical crude oil has been weakened by the 
global economic slowdown, more pronounced than the 
markets had expected.

Nevertheless, several factors should continue to sustain the 
price of black gold over the coming months: 
 Growth in emerging markets should accelerate again 
during H2 given rate reductions in a number of countries. 
China, worried about the consequences of the European 
crisis on its activity, has put in place a plan to stimulate the
economy and accelerated monetary easing;
 Demand for oil continues to increase, driven up by 
demand from emerging markets, although it is tending to 
stagnate or even drop back in OECD countries overall. 
According to forecasts by the International Energy Agency 
(IEA), demand for oil in emerging markets is likely for the first 
time to exceed that of OECD countries in 2013;
 At the same time, Saudi Arabia should, if necessary, 
adjust its production downwards to stabilise prices above 
the USD 100/bbl mark just as it increased production to 
moderate the sudden soaring prices;
 Finally, temporary drops in production in some countries, 
such as Nigeria or Libya, for political reasons such as the 
confrontation between Iran and Western governments, will 
continue to add to the volatility on the markets. 

Against this backdrop, unless there is a return to global 
recession, which seems highly unlikely at this stage, we 
believe that oil prices could continue to fluctuate around 
the USD 100/bbl mark, give or take +/- USD 10, over 
the next six months, with a potential for a moderate rise 
in the first half of 2013.

Gold

Gold has continued to lose ground since peaking last 
September. Nevertheless, the current level seems to 
offer an attractive entry point.

There are several factors which can explain this drop:
• Since mid-2011, private investors have slowed down their 
purchases of physical and paper gold, contributing to the 
downturn in prices, and net buy positions on the forward 
markets have also been worn away;
• Fears of inflation have receded, as witnessed by the 
development of breakeven inflation rates which are now 
beneath the long-term average inflation rate;
• Gold has suffered the fate of other commodities and is no 
longer perceived, at least for the moment, as a way of 
protecting against risk, with the dollar having taken over this 
role;
• Finally, the price of gold has stimulated gold recycling, 
particularly in Europe, which is also weighing on prices.

Nevertheless, we believe that the levels reached are 
attractive and justify its purchase:
• On the one hand, we note a slight recovery in investors' 
interest on the market for physical gold, albeit not strong 
enough to prompt a recovery at this time;
• On the other hand, fundamental factors, that have in 
recent years justified the attraction to the yellow metal, 
remain valid: systemic risk linked to the persistence of the 
European crisis, inflation risk relating to the policy led by the 
central banks of the G4 countries and the continued buying 
by EM central banks.
In a climate where supply is still rather inflexible in relation to 
prices, it seems justifiable to consider the current levels as 
attractive entry points.
It is interesting to note that the threshold of USD 1550/oz. 
has continued to act as a support for a year now, with a 
drop to this level still representing a trigger to buy for 
investors.

Over the coming six months, we expect gold prices to 
advance (target of USD 1800 by the end of the year).

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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