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ECONOMIC OUTLOOK
A very interesting quarter comes to a close with significant questions still being
debated in the market. Most important to strategy that will be described herein are, a)
is the US equity market decline a garden-variety correction, or does it portend
something more significant? b) Have interest rates increased too quickly too soon, or
has a persistent trend only just begun? c) Why are emerging markets
underperforming the US so dramatically?
The US equity
market is one of the
few positive indexes
in the first half. Can
a broadening out
occur in the second
half?

Thus far in 2013, the financial markets can be characterized as US-driven almost
entirely. Outcomes are highly disparate amongst markets with many showing
significantly negative returns. With rates rising and many equity markets negative on
the year, portfolio performance has been challenging. With six months remaining in
2013, a focused strategy, implemented in a disciplined fashion is required make the
year a rewarding one. This report will attempt to lay the foundation of what that
strategy will look like and on what tenets it will be based.

S&P 500
MSCI EAFE
MSCI Emerging Markets
Long-Term Treasuries
Investment Grade
High Yield
US Dollar Index
Japanese Yen
EM Currencies
Gold
Crude Oil
Commodities

1 Month
-1.3%
-2.7%
-5.3%
-3.3%
-3.3%
-1.7%
-0.2%
1.2%
-1.8%
-11.1%
5.1%
-2.8%

Q2 2013
2.9%
-0.9%
-8.8%
-5.6%
-4.3%
-2.2%
-0.2%
-5.2%
-4.8%
-22.9%
-1.8%
-8.0%

YTD 2013
13.7%
2.8%
-12.1%
-7.9%
-4.6%
-0.1%
3.4%
-12.7%
-4.9%
-26.5%
2.6%
-9.5%
Friday, June 28, 20

Economic growth
continues to come in
lower than
expectations. 2014
forecasts are being
scaled back.

Economic growth projections continue to be ratcheted downward for the second
quarter in a row. Global growth forecasts for 2013 have seen 0.3 points whacked
each quarter from the original 3.6% number. Every country in the accompanying
chart shows negative adjustments to 2013 expectations with additional, and in many
cases greater, decreases in estimates at the close of the second quarter. Also, while
not shown below, 2014 forecasts have been scaled back again by another 0.2% to
3.8%.
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Consensus Forecasts (Real GDP (%Y/Y)

All revisions to
growth forecasts are
coming in to the
downside. Every
country and region
has disappointed

2012 (a)

2013 (f)

Global

3.1

3

Change in
forecasts
from Dec 31,
2012
-0.6

Developed

1.2

1.1

-0.2

2.2
-0.5
0.9
0
-2.4
-1.4
0.2

1.8
0.7
-0.5
-0.1
-1.7
-1.7
0.9

-0.3
0.5
-0.5
-0.5
-1.1
-0.3
-0.4

2

2.1

0.8

Emerging (brics)

5

5

-0.9

Asia
China
India
South Korea
Latin America
Brazil
Mexico
EM Europe
Russia

5.4
7.8
5.1
2.1
2.8
0.9
3.9
2.5
3.4

5.4
7.4
5.4
2.9
2.6
2.3
2.5
2.5
3

-0.6
-0.5
-1.4
-0.6
-1.3
-1.9
-0.9
-0.2
-0.7

2.4

3.7

-0.6

US
Euro Area
Germany
France
Italy
Spain
UK
Japan

Turkey
Source: Bloomberg

The potential
tapering of security
purchases by the Fed
has had a very
negative impact on
Emerging Markets

Certainly the key date during Q2 was May 22 when Chairman Bernanke opened the
market’s eyes to the likelihood of a tapering of QE3 at some point. Since then the
market has grappled with what such a scenario would look like and how and when it
would unfold. The market seems to have inferred that this means that interest rates
will back up significantly and that Emerging Markets will be under pressure as
liquidity is removed from the market.
There are obviously crucial elements that are yet unknown about the tapering and
eventual removal of quantitative easing. It seems, however, that the impact on
emerging markets will be less affected than currently contemplated. The majority of
EMs should be able to withstand a reversal of capital inflows as most are no more
dependent on external financing than they were in 2008. There are some exceptions,
namely those with large external financing requirements. There are other factors that
will impact Emerging Markets, some of which will be explored in the equity markets
section of this document. A wholesale decline in market values is unwarranted and a
more granular approach is required. This is a huge topic and will be discussed herein.
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However, the market
has likely overreacted
to Fed comments,
leaving certain asset
classes in need of a
rebound.

Interest rate forecasts need to be stepped higher, and they have been, as will be shown
in the fixed income section. However, the dramatic increase in rates is unlikely to
gain momentum. A gradual stair-stepping higher over time can be expected. Some
of the economic highlights that buttress this view follow, but the strategic aspects are
most important which will be discussed.
With a focus on emerging markets, some of the economic highlights as currently
interpreted: Output indicators suggest that growth slowed in Emerging Asia and
Latin America, while the slump in Emerging Europe has bottomed out. Consumer
indicators show that consumption may have stabilized, following a slump over
previous months. Business indicators signal that EM industrial slowdown has
bottomed out. External indicators show that weak external demand continues to
weigh on exports. Inflation indicators suggest that price pressures remain benign
across most of the emerging world. EM currency sell-off is unlikely to pose much of
a threat to inflation.
Global GDP

The moderate postcrisis recovery of
global markets
continues at a
disappointing pace

Source: Barclays

Industrial Production YoY

Source: Accuvest Global Advisors
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ISM Purchasing Managers Index

PMI and other
activity indicators
continue to move
sideways with the
occasional hint of
downside tendencies

Source: Accuvest Global Advisors

U.S. Personal Consumption Expenditures YoY

Personal
Consumption has
grown at a
decelerating rate over
the last 18 months

Source: Accuvest Global Advisors

Velocity of Money – M2

The Velocity of
Money (the rate at
which money
changes hands) rests
at 40 year lows

Source: Accuvest Global Advisors
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U.S. Commercial Bank Loans-to-Deposits

Relative to Deposits –
Commercial Banks
have not increased
lending

Source: Accuvest Global Advisors

Case Schiller 20 City Home Prices

Activity in the real
estate sector is a
bright spot for the US
economy. Home
prices have been
moving upward in
most regions of the
country.
Source: Accuvest Global Advisors

30 Year Mortgage Rate
Low interest rates
had helped to make
affordability indexes
attractive. The
recent spike in
mortgage rates could
dampen activity, or
perhaps, force more
buyers into the
market.

Source: Accuvest Global Advisors
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Change in Non-Farm Payrolls
Employment data is
sticky at
unacceptable levels.
This data along with
inflation are the focal
points for the Fed.
In both cases, a
continued
accommodative
should be expected
Source: Accuvest Global Advisors

U.S. Personal Income Growth YoY

Minus a brief spike
in December 2012,
Personal Income
Growth is flat

Source: Accuvest Global Advisors

The USD holds a
relatively attractive
spot versus other
developed market
currencies for a
variety of reasons.

The ECB, for
instance, will persist
in its accommodation
to the detriment of
EUR.

And JPY, of course,
is set up for ongoing
depreciation as
authorities look to
spark the economy by
trashing the currency

In the FX markets, the US cyclical position continues to look relatively healthy
versus other developed market countries, where central banks are either in easing
mode or are not expected to tighten policy any time soon. A broad-based USD rally
could be close at hand as the Fed slows asset purchases. The moves so far have been
high carry / EM currencies, but this could broaden out to some of the majors.
In Europe, for instance, ECB dovishness is expected to persist for some time given a
weak growth/inflation outlook in the euro area. EUR stability could be tested in the
coming months as more focus is given to this concept. And of course JPY is under
significant pressure as Abe and Kuroda look to eviscerate the currency.
While not addressed in the opening of this document as one of the key questions
going forward, market treatment of the Yen could be a major theme, impacting
several elements of investment strategy. In a nutshell, Japan has limited options in
growing the economy as the population declines and productivity gains have been
impossible to come by. But Japan has a massive trade deficit and a fiscal deficit with
private savings that are unable to fill the gap. The central bank is printing massive
amounts of money as there are no other choices. Meanwhile, all available investment
capital is being sucked from the private economy. The country desperately needs
more exports and is trying to put them on sale by weakening the JPY. But only 16%
of the economy based on imports, so the currency would have to drop by double
digits every year for an extended period to introduce inflation in the economy. At
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that kind of pace, JPY would be at 200 in a few years, causing other exporters such as
Germany, Korea, and China significant issues. For instance, a Lexus could be
cheaper than a Hyundai if there were no Korean intervention. The fact that is most
impactful is that if 2% inflation were achieved, bond yields would likely rise a
commensurate amount. That could cause government debt service to equal almost
80% of budget revenues – an untenable situation obviously.
MXN and other
emerging market
currencies have been
hit surprisingly hard,
but at this point,
recovery could take
some time

The Mexican peso has been a favorite of EM investors, but that is now playing
against it. Foreigners own nearly 60% of government bonds, the highest percentage
in EM and are still quite long the currency. Yet, the macro backdrop has been
unsupportive, with data coming in below expectations. MXN weakness has been
dramatic, and while a bottom may be forming, a rally to much stronger levels may be
a ways in the future.
USD Performance vs high and low-yield currencies

The carry trade has
unwound
dramatically. High
yield currencies vs
USD have been
under significant
pressure

Source: Barclays

Japanese Yen

Source: Accuvest Global Advisors
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Euro

Source: Accuvest Global Advisors

Mexican Peso

Source: Accuvest Global Advisors

The methodology for creating the FX Forecast table below takes into account fair
value evaluations that do not fully account for momentum and other supply and
demand technicals that cause overshoots. The broad call for near-term FX moves is
for JPY to continue its weakening trend and for USD to gain ground against other
majors, notably EUR.
FX Forecast vs. USD

Even after recent
strength, USD looks
to do well against
some of the majors.
It is in the emerging
and high-yield
universe where
currencies could
revalue vs USD.

Source: Accuvest Global Advisors
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EQUITIES
The range of country
returns in H1’13
have been dramatic.
The US has done
exceptionally well in
terms of market
returns on the back
of a higher PE ratios
as earnings growth
has not kept up.

That potential
relative overvalue vs.
other markets and
the likely reduction
in tapering talk could
lead investment flows
back to international
markets.

See the differences in equity market returns at the country level below. The
divergences have been dramatic with the US as one of the strongest contributors to
global returns. At 45% of the world’s market cap, the US market’s performance has
a large bearing on overall returns. In the US, there have been worries about
historically, and perhaps unsustainably, high margins and slow profit growth.
However, the US market has several things going for it. The bounce back from very
depressed residential construction and increased manufacturing competitiveness
create longer-term leverage for better growth. Technological innovation and
entrepreneurial spirit seems to have rebounded despite an increased regulatory
environment. Additionally, improved lending standards, positive demographic
trends, the shale gas revolution, and less money printing as a percent of GDP all
augur for a continued US relative advantage.
All of these positives elements notwithstanding, the shorter-term may see greater
volatility for the US indexes with other international markets recovering in a relative
sense in the second half of the year. As indicated in the country ranking tables
below, the US has seen its valuation advantage diminish greatly during the year. If
Fed tapering becomes less of an issue, the rebound seen in some country markets
could create strong outperformance opportunities. Even if tapering is seen in the near
term it would be a result of a strengthening economy which is undoubtedly good for
many country markets.
Interestingly, key strategist in the marketplace have moved up their year-end S&P
500 price targets by 2-4% since the end of Q1 while the market is also up about 2%
in that same period. Earnings estimate for the S&P 500 have only moved a couple of
cents on average. This re-rating of stocks in the US can obviously continue, but
relative valuations globally create appealing alternatives. Without earnings growth,
the enthusiasm of the crowd could wane quickly, especially if liquidity is the main
fuel for such a move and that fuel supply could be reduced by the Fed. See the Year
End Forecast Table below for additional detail.
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Country Ranking Data – As of 6/30/2013
% Earnings
Growth - ShortCountry
Term
Australia
9.61
Austria
14.53
Brazil
17.13
Canada
7.49
Chile
22.57
China
10.69
France
6.66
Germany
2.10
Hong Kong
10.48
India
11.54
Israel
2.61
Italy
17.36
Japan
43.45
Korea
18.97
Malaysia
7.14
Mexico
7.33
Netherlands
14.10
Russia
-0.75
Singapore
5.18
South Africa
11.48
Spain
49.52
Sweden
2.23
Switzerland
9.65
Taiwan
22.58
Thailand
16.38
Turkey
8.38
United Kingdom
6.25
United States
9.93
Average
13.02
Median
10.20
Max
49.52
Min
-0.75
Source: Accuvest Global Advisors, MSCI

%MoM
Change in
OECD
-0.1
0.0
-0.1
-0.1
-0.3
-0.1
0.0
0.2
0.0
0.2
-0.5
0.2
0.1
0.0
0.0
0.1
0.1
-0.4
0.0
-0.1
0.1
0.2
-0.2
0.0
0.0
-0.1
0.0
-0.1
0.0
0.0
0.2
-0.5

% 3 Month
Price
Momentum
-2.9
-5.2
-10.6
-4.5
-9.3
-9.1
-0.4
-0.7
-6.0
2.5
-5.1
-2.6
10.0
-7.1
6.8
-6.8
0.1
-6.8
-5.6
-0.4
-2.7
-4.2
-1.7
2.5
-3.1
-10.8
-3.2
2.2
-3.0
-3.1
10.0
-10.8

Price
Momentum
(Local)
19.9
18.3
-3.7
6.5
-9.9
4.2
22.0
26.3
16.4
14.5
-5.3
7.6
51.3
1.2
11.3
3.3
24.6
-0.2
7.9
13.1
13.2
18.7
28.1
13.5
12.8
26.4
12.8
20.9
13.4
13.1
51.3
-9.9

FX Valuation
2.5
-3.1
6.8
2.5
2.0
1.1
-3.1
-3.1
0.3
5.9
0.1
-3.1
-5.4
3.2
3.6
6.1
-3.1
3.0
2.3
-0.3
-3.1
0.4
-4.3
1.4
3.8
3.6
-0.9
0.4
0.7
0.7
6.8
-5.4

P/E - 12 Mo
Trailing
16.5
10.7
13.5
16.0
25.6
9.2
15.3
11.4
14.3
15.4
12.4
18.8
21.4
10.1
16.6
20.9
16.1
4.8
13.0
16.4
29.4
15.5
19.1
18.2
15.0
10.5
12.7
16.6
15.5
15.5
29.4
4.8

P/E - 1
Forwa
13.
9.5
9.3
12.
15.
8.1
11.
10.
13.
13.
8.1
9.6
14.
7.7
15.
17.
12.
3.8
13.
12.
10.
13.
13.
13.
12.
9.8
11.
13.
11.
12.
17.
3.8

Range of Returns among Countries

The US and Japan
have been big
performers so far in
2013. It is no
coincidence that both
are markets with very
aggressive central
bank activity.

Source: Accuvest Global Advisors
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The run in US stocks has been powerful over the last six months. As mentioned,
other markets will benefit from a relatively attractive valuation profile which will be
magnified by short-term negatives in the US. For instance, a weak ISM historically
has held back cyclical sectors. Monetary policy has been a key driver of risk-taking,
yet Fed involvement is historic with almost no precedent. Tapering securities
purchases is only a minimal reduction of a huge market role during QE3. That
process is only the beginning of ongoing concerns the market will likely deal with.
Strong demand has obviously contributed to US performance, but sentiment gauges
that may sense overbought and over-owned levels are definitely flashing caution.
Higher bond yields also create stronger attraction for bonds, even if only marginally.
If increases were to continue, there is little doubt that stocks would suffer.

P/E Ratios – Differences between current levels and 10-yr averages (points)

That relative decline
in other markets has
left them attractive in
terms of valuation.
Versus 10-yr
averages, there seems
to be an opportunity
for some
retracement.

Source: Accuvest Global Advisors

Earnings yield vs bond yield
Regardless of relative
equity market
performance, stocks
continue to be cheap
in comparison to
bonds. This is a
long-standing metric
that could take a
long-time to unwind,
especially with an
active Federal
Reserve.

Source: UBS
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Volatility Index

Source: Accuvest Global Advisors

S&P 500 Year End Forecast Table

High-profile
strategists have
increased their 2013
year-end price targets
on the S&P 500 by 24% since the end of
Q1. No
corresponding
increase in earnings
estimates has been
seen.

2013 Close

2013 EPS

1600
1575
1525
1615
1730
1625
1750
1680
1715
1600
1730
1425
1440
1633
1625
1760
1425

$109.00
$110.00
$105.00
$110.00
$107.70
$109.00
$108.00

Bank of America
Bank of Montreal
Barclays
Citigroup
Credit Suisse
Deutsche Bank
Goldman Sachs
HSBC
JP Morgan
Morgan Stanley
Oppenheimer
UBS
Wells Fargo
Mean
Median
High
Low

$110.00
$103.20
$109.00
$108.00
$105.00
$108.93
$109.00
$122.00
$103.20

Source: Accuvest Global Advisors

Asset Allocation Table
Firm

Stocks

Bonds

Cash

Alts

Bank of America

65%

33%

2%

0%

HSBC

20%

63%

7%

5%

JPMorgan

60%

25%

15%

0%

47.6%

39%

3.2%

5%

UBS
Source: Accuvest Global Advisors
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Strategy
 CST portfolios have had neutral weights in equities recently. Still, the
implementation has been global and stylistically broad. Non-US exposures
have not contributed to relative performance. However, such weights and
strategies will have perhaps even more focus as it is outside the broad US
indexes where performance is likely to be gained in Q3.
 Country rotational methodologies and other relative value strategies will take
additional advantage of divergences that have become near extreme amongst
markets.
 Volatility hedged exposures have worked well in the portfolio, but lower-beta
stocks and low volatility strategies have outperformed to a degree that makes
them perhaps less of a downside hedge if there were a continuation of the
recent pullback. Exposures away from the US could be the most beneficial
diversification and volatility-reducing strategies.

Va
lu
at
io
n

Ri
s

k

en
tu
m
om
M

Most Attractive

Fu
nd
am

en
ta
ls

 Low volatility and high prices created hedging opportunities via put options
during the recent quarter. Paying for that kind of insurance, while somewhat
cheap, still has a cost and will be used sparingly as long as the medium and
longer-term stock market outlook is constructive.

Japan
Germany
United States
Malaysia
India
Netherlands
Least Attractive

Brazil
Mexico
Italy
Spain
Chile
Source: Accuvest Global Advisors
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Allocations
Stocks (43%)
Core
Overweight

Neutral

Underweig
ht

Japan

Russia

Singapore

Germany

Switzerland

United States

Korea

Turkey
South
Africa

Malaysia

Thailand

Israel

India

China

Brazil

Netherlands

Hong Kong

Mexico

Austria

United Kingdom

Italy

Taiwan

France

Spain

Sweden

Canada

Chile

Australia

Satellite
Themes
Concentrated country allocations
China consumer and urbanization

FIXED INCOME
The bond market has
sold off significantly
in the quarter. For
the year, the 10-yr
Treasury note has
gone from a 1.75%
yield to 2.50% yield,
indicating
significantly negative
returns.

The US Treasury market has sold off sharply as noted already in this Outlook. The
diver has mainly been a hawkish shift in the Fed’s policy stance. The US 10-year
Treasury yield is ending the quarter at 2.49%, which when compared to the 1.75%
yield at the beginning of the year clearly creates a negative return in bonds thus far in
2013. As has been discussed in the last couple of BPVs, the 30-year bull market in
bonds is over. You do not have to possess any knowledge as a chart technician to see
that in the chart below tracking yields since 1950. See “Long term bond yields” chart
below.

The uptick in rates is
not unexpected, but
magnitude was
dramatic. A
continuation of that
momentum is
unlikely as rates will
stair-step higher
much more
gradually.

The point of debate currently is whether the recent uptick is the start of a move that
will gain momentum and drive unrelentingly upward. The Fed, however, has made it
clear that it will move cautiously and keep monetary policy relatively loose for an
extended period. The context in which the Fed is contemplating scaling back its
monetary stimulus is important. Crucially, the Fed’s plans depend on a continued
strengthening in the US economy. This inevitably means higher yields at some point.
Indeed, a gradual return towards more normal levels could be a healthy development,
especially if it prevented a new round of financial excess. On the other hand, if the
recovery in the US did look likely to stall, The Fed would still be willing to maintain
the current pace of asset purchases even if benign inflation were to occur.
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Bonds will still be an
important
diversification tool
and can produce
reasonable
performance, but a
more tactical
approach will be
warranted.

The jump in rates
went well beyond
forecasts set last
quarter. In fact,
rates are already
above where they
were expected to be
by the end of the
year. And, even after
adjusting forecasts
for the recent jump,
forecasts are still
lower than current
levels by the end of
the year.

Bottom line? Rates move gradually higher with extended periods of consolidation on
the way with occasional bond market rallies given what is likely to be a choppy,
moderate economic recovery at best. It is with that backdrop that strategy has
revolved around keeping durations low in absolute terms and relative to any
aggregate bond market benchmark while treading confidently into the credit space
with overweights across the spectrum with the exception of high yield which has
been reduced significantly. With this conservative profile, the dramatic nature of the
rate uptick has nonetheless created negative returns. Expectations going forward in
bonds have to be tempered and realistic as they will not be tremendously rewarding.
Still, their place in portfolios as ballast, and a muter of volatility is crucial. And, the
outlook is for consolidation within stair-stepping ranges upward over a long period of
time.
In the very short-term, the view is that rates have jumped too far too fast and a rally
could ensue. While interest rate forecasting has proven to be extremely difficult,
tracking 78 key bank economists’ expectations provides interesting insight as to
possibilities and, subsequently, market reactions to realities. Compared to last
quarter’s summary, forecasts for the end of Q3 and Q4 this year are relatively
unchanged. The yield at the end of Q2 is about 60 basis points higher than forecasts
just three months ago, but higher forecasts through the remainder of the year were
already in place. In other words, the outlook for higher rates is baked into most
forecasts, but the very recent move is likely to be just too far too fast. The alternative
conclusion would be that future yields must be ratcheted higher as momentum will
take rates through current outlooks. However, the recent uptick in rates is already in
the forecasting models, yet banks, brokerages, and economists are not extrapolating a
continuation and remain comfortable with previously published levels. If that turns
out to be accurate, there could be positive returns for tactical investing from current
levels.
.
10-Yr Treasury Yield Forecasts (77 forecasts)
Q3 13
Q4 13
Q1 14
Q2 14
Q3 14
Median
2.20
2.35
2.50
2.70
2.80
Forecast
Average
2.19
2.38
2.58
2.70
2.81
Forecast
High Forecast
3.24
3.76
5.06
4.21
4.36
Low Forecast
1.75
1.50
1.98
2.01
2.08
Source: Accuvest Global Advisors

Long Term Bond Yields

In very broad terms,
the thirty year bull
market in bonds is
over.

Source: Accuvest Global Advisors
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10 Year Treasury

Source: Accuvest Global Advisors

Recent Yield Curve Movements
A review of the slope
of the curve and the
shift of the curve
shows the volatility,
while at the same
time, showing a very
low interest rate
environment for an
extended period.
This broad range
could stay in place
until employment
data improves or
inflation fears
become more
pronounced.

5
4
3
2
1
0
3-Mo

2-Yr

5-Yr

10-Yr

12/31/2009

12/31/2010

12/31/2012

6/30/2013

3-Mo
12/31/2009
12/31/2010
12/31/2011
12/31/2012
6/30/2013

2-Yr

0.05
0.12
0.01
0.043
0.0304

5-Yr

1.14
0.59
0.24
0.249
0.3554

2.68
2.01
0.83
0.724
1.3945

30-Yr
12/31/2011

10-Yr
3.84
3.29
1.88
1.758
2.4857

30-Yr
4.64
4.33
2.89
2.95
3.4994

Source: Accuvest Global Advisors
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BBB Corporate Bond Spreads
Credit spreads have
widened in the recent
bond market rout.
So, not only was the
curve bumped
higher, but spreads
also expanded.
Corporate bonds
could be interesting.

Source: Accuvest Global Advisors

High Yield Bonds - Spread to Worst

Source: Accuvest Global Advisors

Emerging Market Bond Spreads
High yield and
emerging market
bonds still have a
place in portfolios,
but allocations are
being brought down
significantly.

Source: Accuvest Global Advisors

Strategy
 The Treasury market has been termed “unappealing” in recent BPVs.
However, after the significant breakdown over the past 45 days, longer-term
Treasury issues are attractive on a Tactical basis.
 Corporate bonds are also marginally more attractive with the sell-off.
Spreads actually widened at the same time rates rose which is somewhat
unusual. Caution is still warranted in the longer-term, but Satellite and
Tactical exposures in shorter-duration credit vehicles will gain focus.
 Exposures to high yield will be small and tactical in nature.
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Allocations
Bonds (45%)
Core
Overweight

Neutral

Underweight

Short-term Treasuries

Mid-term Treasuries

Long-term Credit

Satellite
Overweight
Emerging markets (local currency)

Source: Accuvest Global Advisors

ALTERNATIVES
Central bank
monetary policy is
the overriding focus
in the alternative
investment universe

As we end Q2 2013, stock and bond correlations are increasing, and it has become
apparent that central bank asset purchases and global liquidity have a systematic
impact on financial markets. The change in the size of central bank balance sheets
has become a primary focus of traditional and alternative investment managers.
Stock to Bond Correlations

Source: Accuvest Global Advisors
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A persistent increase in asset class correlations would impact the diversification
benefits of traditional portfolio allocations. While a strategic allocation to alternative
strategies is justified by performance and correlations from the last 10-20 years, the
recent increase in stock to bond correlation re-emphasizes the importance of an
alternative strategies allocation that may provide some portfolio diversification.
Hedge Fund Risk and Return – Last 12 months
7%
Long/Short Equity Index

6%

Macro Index
5%
CTA/Managed Futures Index
4%

Return

Recent increases in
asset class
correlations has
made alternative
strategies less
impactful within
portfolios

Merger/Risk Arbitrage Index

3%

Relative Value Aggregate Index

2%

Event Driven Index
Distressed Index

1%
Fixed Income Arbitrage Index
0%
Market Neutral Equity Index
-1%

Emerging Markets Index

-2%
0%

2%

4%

6%

8%

10%

12%

14%

Volatility
Source: PerTrac and HedgeFund.ne

Hedge Fund Returns
2002

2003

2004

2005

Convertible
Arbitrage
8.75%

Distressed
28.32%

Distressed
17.50%

Distressed
6.98%

Macro
8.33%

Event Driven
25.56%

Distressed
3.05%
Equity
Market
Neutral
0.13%

2007

Event Driven Equity Hedge
15.81%
10.50%

2008

2009

2010

2011

2012

2013*

Macro
4.83%

Convertible
Arbitrage
60.17%

Convertible
Arbitrage
13.19%

Merger
Arbitrage
1.48%

Distressed
10.12%

Distressed
8.45%

Distressed
28.14%

Distressed
12.10%

Distressed
-1.79%
Equity
Market
Neutral
-2.12%

Event Driven Equity Hedge
13.17%
5.83%
Equity
Market
Equity Hedge Equity Hedge
Neutral
20.54%
7.68%
4.69%

Distressed
14.72%

Macro
9.12%

Merger
Arbitrage
12.88%

Merger
Arbitrage
8.58%

Merger
Arbitrage
-5.37%
Equity
Market
Neutral
-5.92%

Merger
Arbitrage
3.50%
Equity
Market
Neutral
3.46%

Macro
3.97%

Convertible
Arbitrage
12.62%

Event Driven
8.38%

Event Driven
-21.82%

Merger
Arbitrage
2.48%

Equity Hedge
11.71%

Distressed
6.36%

Distressed
-25.20%

Macro
3.29%

Event Driven
1.58%

Convertible
Arbitrage
2.95%

Convertible
Arbitrage
-0.72%

Macro
7.79%
Equity
Market
Neutral
7.70%

Convertible
Arbitrage
5.25%
Equity
Market
Neutral
3.47%

Macro
18.88%

Merger
Arbitrage
-1.86%

2006

Convertible
Arbitrage
10.16%

Event Driven
-4.58%

Equity Hedge
-4.71%

Merger
Arbitrage
7.67%
Equity
Market
Neutral
1.94%

Equity Hedge
-26.65%
Convertible
Arbitrage
-33.73%

Equity Hedge Event Driven
24.57%
11.74%

Event Driven Equity Hedg
8.89%
7.09%
Convertible
Arbitrage
8.58%

Event Driven Equity Hedge Event Driven Equity Hedge
25.04%
10.49%
-3.30%
7.41%
Equity
Merger
Market
Arbitrage
Macro
Macro
Neutral
11.65%
8.10%
-4.15%
2.98%

Macro
4.34%
Equity
Market
Neutral
1.43%

Merger
Arbitrage
4.71%
Equity
Market
Neutral
2.81%

Event Driven
6.59%
Convertible
Arbitrage
5.33%
Equity
Market
Neutral
3.24%

Convertible
Arbitrage
-5.16%

Merger
Arbitrage
2.76%

Merger
Arbitrage
1.77%

Equity Hedge
-8.36%

Macro
-0.06%

Macro
1.13%

Source: HFR

Commodity prices
have been breaking
into bear market
territory. For a
variety of reasons, a
resumption of strong
trends to the upside
seems unlikely.

The outlook for commodity prices seems bearish across the board. This reflects a
combination of weak demand growth, particularly evident in Chinese imports, and
increased supply in many commodities. Forecasts from many of the larger
investment firms are for negative returns over the next 12 months. Oil/Energy is the
one segment that could see slight divergence, reflecting ongoing political risks that
remain significant. A caveat in making quick, sweeping comments about
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commodities remains its role as a leading indicator for economic growth and
sometimes for the equity market. In that context, there are some interesting
conclusions that can be drawn when looking at stocks and commodities on the same
graph (see below).
Commodities trailing equities

Source: UBS

Best/Worst Commodities YTD

Source: Accuvest Global Advisors
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Gold has broken
down for several
reasons that all came
into focus late in Q2.

Gold is down 27% in 2013 while gold miners are down 52%. The unwinding of the
gold trade has been spectacular and brutal for gold bugs, dollar-bashers, and crowd
followers. The reasons for the decline include; a) demand for protection against
inflation has faded, b) demand for safe havens has diminished as the worst of the
euro-zone crisis appears over, c) gold’s status as a safe haven has itself been
undermined by the recent price volatility, d) markets are regaining confidence in the
USD, e) rising bond yields increase the opportunity costs of holding an asset that
pays on income f) resilience of the equity markets reduces gold’s appeal, g)
commodities in general have been out of favor, h) physical demand from emerging
economies has dropped.
There are some offsetting positive factors such as the extremely loose global
monetary policy and likelihood of eventual inflation pick-up. And, demand from
households, especially in China and India where incomes are surging, will eventually
pick up. It is clear for the time being, however, that gold prices have broken down
and a subdued price forecast is required. The reasonable approach would be to look
for a price at which a balance in the market can be found.

A fundamental
review of supply and
demand could
indicate that gold is
currently close to a
level that may form
some medium-term
support to prices.

An attempt to develop a fundamental concept for a fair value of gold leads to an
analysis of the industry cost structure. The price of gold has followed very closely
the industry cost per ounce to mine the metal since 1980. The key exception was the
two recent years when speculation drove the metal to prices outside the bounds of
this key fundamental link.
The recent correction in the price of gold has brought it right on top of this industry’s
marginal cost of about $1,200/oz. If an average profit incentive is added to that cost,
a $1,350/oz level is derived. As shown in the subsequent chart, that correction has
restored almost perfectly the correlation between spot prices and mining cost plus
profit. Moves to much lower levels would likely choke off new mine supply,
resulting in prices gravitating around this $1350 level.
Gold price versus marginal mining costs

Source: Accuvest Global Advisors
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Broad Commodities

Source: Accuvest Global Advisors

Oil Prices (WTI)

Source: Accuvest Global Advisors

Gold Prices

Source: Accuvest Global Advisors

Year to date, the Lyxor Hedge Fund Index, a portfolio of alternative strategies, has
returned approximately +1.15% with low volatility and modest correlations to stocks
(0.64) and bonds (-0.35).
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Growth of a $100 Investment

Source: Accuvest Global Advisors

Volatility of Daily Returns – Year-to-Date
0.85%

0.9%
0.78%

0.8%
0.7%
0.6%
0.5%
0.4%
0.3%

0.22%

0.2%
0.1%
0.0%
Lyxor Hedge Fund Index

S&P500

Long Term US Treasuries

Source: Accuvest Global Advisors

During Q2 2013, most Global Macro managers have been long the US Dollar and
have benefited from strength relative to the AUD and the JPY. Another major
contributor to performance was a widely shared short fixed income position in the US
and Japanese government bonds. CTAs have been short precious metals and
agriculture, while also gaining from weakness in the Yen and JGBs.
Year to date, Merger & Acquisition volumes are 5% lower compared to the same
period last year. However, deal spreads have stabilized at relatively high levels, and
premiums are attractive compared to historical standards. The top deal played by the
strategy is the Virgin Media - Liberty Global merger.
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Credit Arbitrage and Distressed managers have benefited from low default levels.
Through May 2013, 18 companies have defaulted for $8.7B, compared with 16
defaults for $11.1B during the first five months last year. The leveraged credit
default rate is 1.17%, and moving lower month over month. Interestingly, year to
date high yield bond inflows are down to $2.1B, compared to a $19.4B inflow
through the first five months of last year. Meanwhile, 2013 inflows for bank loan
funds total $26.2B, compared with a $12.2B inflow during all of 2012 and a previous
record high inflow of $17.9B in 2010.
Fixed Income Arbitrage exposure to Mortgage Backed Securities detracted from
performance during Q2. The daily moves on Fannie Mae coupons are twice as high
as they have been for the last six months. The market appears to be anticipating that
the Fed’s QE tapering will be skewed more towards MBS than US Treasuries.
Convertible Bonds have turned in solid year to date performance. The primary
market has been active in the US with $4.3B of new paper coming to the market
through 12 deals. Convertibles have been mainly supported by equities, where the
tone has been bullish. However, the credit component has suffered from the recent
rise in interest rates.
Expected returns and exposures of alternative strategies will bend to changes in
global economic growth, monetary policy, and investor sentiment. If global
economic growth stalls and trends in risk assets shift, then directional, higher beta,
strategies like Long Short Equity and Distressed could struggle to generate positive
returns in the near-term. On the other hand, strategies like Managed Futures,
Convertible Arbitrage, and Global Macro could capitalize on changing trends, higher
volatility, and fundamental price dislocations. While strategy diversification is
paramount to mitigating downside risk, marginal overweight and underweight
allocations to well positioned strategies can enhance capital appreciation and reduce
volatility.
The Accuvest Liquid Alternatives multi-factor approach identifies alternative
strategies exhibiting solid fundamentals and attractive momentum while emphasizing
strategy diversification and downside risk mitigation. Accordingly, our highest
ranked alternative strategies are Distressed Securities, Merger Arbitrage, and Long
Short Equity – Long Bias.
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Accuvest Liquid Alternatives Allocations

Source: Accuvest Global Advisors
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The lowest ranked strategies, CTA – Short Term, Credit Arbitrage, and Fixed Income
Arbitrage, result from a confluence of average fundamentals, negative momentum,
and significant tail risk relative to expected returns. Notably, a moderate cash
allocation has been generated in anticipation of medium-term strategy momentum
improving at lower levels.

Distressed
Merger Arbitrage
Long Short - Long Bias
CTA - Long Term
Global Macro
Least Attractive

Equity Market Neutral
Convertible Arbitrage
Fixed Income Arbitrage
Credit Arbitrage
CTA - Short Term
Source: Accuvest Global Advisors
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Entering Q3 2013:
• Fundamentals remain most attractive for alternative strategies exposed to
risk-on assets that benefit from improving economic growth
• Momentum has deteriorated for all alternative strategies, but is most positive
for Distressed and Merger Arbitrage
• Risk Contribution to the overall portfolio is highest for Credit Arbitrage and
Long Short – Long Bias strategies
• Tail Risk analysis of beta, correlations, and return distributions suggests
overweight allocations to CTA – Long Term and Long Short – Long Bias
•
ALA Allocation Changes - Q2 2013 to Q3 2013

Source: Accuvest Global Advisors

Accuvest Liquid Alternatives’ shift towards a more defensive profile has paralleled a
recent decrease in the market beta of global hedge funds. While the decrease in risk
is prudent, it is possible that the prevailing risk-on market environment may persist.
Consequently, liquidity and attention to any improvement in strategy fundamentals,
momentum, and risk profiles will be important.
Strategy
 Alternative assets and strategies continue to be important building blocks in
portfolios. Broad core exposure will be seen via liquid and transparent
vehicles.
 Focusing satellite exposures in Distressed Securities, Merger Arbitrage, and
Long Short Equity
 Cautious on Credit Arbitrage and Short Term CTAs
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Allocations
Alternatives (12%)
Satellite
Overweight
Distressed
Merger Arbitrage
Long Short – Long Bias
CTA – Long Term
Neutral
Global Macro
Equity Market Neutral
Underweight
Convertible Arbitrage
Fixed Income Arbitrage
Credit Arbitrage
CTA – Short Term
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Overweight
Japan

Stocks (43%)

Bonds (45%)

Alternatives (12%)

Core

Core

Satellite

Neutral
Russia

Underweight
Singapore

Overweight
Short-term
Treasuries

Neutral
Mid-term
Treasuries

Underweight
Long-term
Credit

Germany
United
States

Switzerland

Malaysia

Thailand

Israel

China

Brazil

Overweight

Mexico

Emerging markets (local currency)

India
Netherlands
Austria

Korea

Hong Kong
United
Kingdom

Overweight
Distressed

Turkey

Merger Arbitrage

South Africa

Long Short - Long Bias
Satellite

CTA - Long Term

Italy

Neutral
Global
Macro
Equity Market Neutral

Taiwan

France

Mexico

Sweden

Canada

Chile

Australia
Spain
Satellite

Underweight

Themes

Convertible Arbitrage

Concentrated country allocations

Fixed Income Arbitrage

China consumer and urbanization

Credit Arbitrage
CTA - Short Term

Outlook Summary
 GDP forecasts have been revised down, but growth globally, while steady, is still subpar
 Sentiment in the U.S. specifically has become much more positive
 Correlations have declined amongst asset classes and country markets. Top-down strategies required
 Relative to other assets, stocks continue to be attractive. However, a range-bound market in H2'13 is possible
 Bond market bull market has ended. The recent rout in bonds is evidence of that. A longer-term, stair-stepping to higher rates is
likely, however.
 Credit spreads have narrowed but are still attractive. More so in IG than HY.
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SECULAR THEMES
Secular Themes
Correlations amongst risk assets will drift lower
Gradual weakening trend in USD
Energy Revolution creates investment opportunities
Global economic growth will run below trend
Chinese turn to consumerism and urbanization
Cyclical Status - July 2013
Correlations amongst risk assets will drift lower

M aintain commitment to broad diversification of portfolios through multiple asset classes
Prefer top-down country-by-country approach in building equity exposures
Alternative assets have place in portfolio if lower cost, transparent, and liquid

Gradual weakening trend in USD

Non-USD exposure via international equities
Tactical exposures to emerging market currencies
Satellite exposures to resource equities

Energy Revolution creates investment opportunities

Gas-on-gas arbitrage expands margins and market share
Gas-on-oil arbitrage see U.S. truck fleets and shipping switching
Tactical exposures to emerging market currencies

Global economic growth will run below trend

Rates will stay lower
Inflation will stay in the background
Trending risk markets will be elusive

Chinese turn to consumerism and urbanization

Consumption and services create sustained income and weal effects
Better social services generate marginal demand for healthcare, financials, IT, transportation, etc.

Currently less
applicable

Current focus
warranted
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General Disclosures
The material provided in this report is for informational use only and should not be seen as an offer to sell or as a solicitation of an offer to
purchase any security or to subscribe to any investment or advisory service. This information was obtained from the disclosed sources and is
believed to be reliable. The information is subject to change without notice. Accuvest Global Advisors does not guarantee the accuracy or
completeness of the information nor make any warranties with regard to the results that may be obtained from its use.
Debt and equity investments associated with certain foreign countries may involve increased volatility and risk due to, among others, political
risk, sovereign risk, economic quality, liquidity risk. Differences in the extent of these risks vary from country to country, among investment
instruments, and over time. Investing in non-U.S. securities, including ADRs, may entail certain risks. The securities of non-U.S. issuers may not
be registered with, nor subject to the reporting requirements of the U.S. Securities and Exchange Commission (SEC). There may be limited
information available on foreign securities. Foreign companies are generally not subject to uniform audit and reporting standards, practices and
requirements comparable to those of U.S. Securities. Some foreign companies may be less liquid and their prices more volatile than securities of
comparable U.S. companies. In addition, exchange rate movements may have an adverse effect on the value of an investment in a foreign stock
and its corresponding dividend payment for U.S. investors. Past performance is not indicative of future results. You should not assume that any
future performance of any security or country referred to in this Report will be profitable or equal to any corresponding performance levels that
might be provided. Investment risks are borne solely by the investor and not by AGA.
Where included in this report, MSCI sourced information is the exclusive property of AGA. Without prior written permission of MSCI, this
information and any other MSCI intellectual property may not be reproduced, re-disseminated or used to create any financial products, including
any indices. This information is provided on an "as is" basis. The user assumes the entire risk of any use made of this information. MSCI, its
affiliates and any third party involved in, or related to, computing or compiling the information hereby disclaim all warranties of originality,
accuracy, completeness, merchantability or fitness for a particular purpose with respect to any of this information. Without limiting any of the
foregoing, in no event shall MSCI, any of its affiliates or any third party involved in, or related to, computing or compiling the information have
any liability for any damages of any kind.
Certain names, words, titles, phrases, logos, icons, graphics or designs or other content in this Report are trade names, trademarks, or protected by
copyright laws. Any unauthorized re- transmission, copying or modification of trademarks and/or the contents of this Report may be a violation
of federal or other law that may apply to trademarks and/or copyrights and could subject the copier to legal action. Unless otherwise authorized,
no one has permission to copy, redistribute, reproduce, republish, store in any medium, retransmit, modify or make public or commercial use of,
in any form, the information contained in this Report.
Accuvest Global Advisors is registered with the SEC. All disclosures and marketing brochures are available upon request.

Accuvest Global Advisors

3rd Quarter Big Picture View 2013

31

