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As we move further into 2014 and we contend with the reality of a post QE US and a – not unexpected – slowing of the 
emerging markets, our investment stance remains more than ever focused on quality – return of our money – as opposed to 
quantity – return on our money. While we expect a slowly strengthening US economy to lend a modest impetus to internal 
demand and a stabilizing Eurozone to reduce systemic risk, we are skeptical as to the chance that equity markets shall 
repeat the gains of 2013, driven in large part by continued monetary easing. We view as the most probable scenario, at 
best, a period of consolidation and higher volatility. With regard to the principal asset classes, our investment strategy is as 
follows:  
 
Equities: We are focused globally on financially strong companies able to withstand both an increase in borrowing costs 
and a hit to revenues from still modest pricing power. We are cautious as to companies with substantial exposures to the 
emerging markets but shall be ready to seize opportunities should the discount to the market become excessive.  
 
Fixed Income: We are still staying at the short end of the curve for as we expect the Federal Reserve’s exit from QE to 
provide a floor for bond yields; Our preference is for financially strong companies, with the US high yield sector 
increasingly resembling a US domestic form of the emerging markets. With regard to the US, we believe that we may see a 
widening of credit spreads, allowing for more risk commensurate returns in fixed income. Abroad, we see current scant 
differentiation among investors with regard to emerging markets paving the way for attractive opportunities in the 
medium term. 
 
As concerns the Eurozone , given the scarce availability of bank financing and the still fragile recovery, we are focused on 
large and globally diversified companies, with a very strong cash flow from operations. Global diversification shall also 
afford these companies a buffer from limited pricing power in the developed markets and from the risk of deflation.   
 
Commodities: Remain underweight, with our stance based on both a risk of a fall in demand and increasing supply 
coming on. Commodities appear to offer a skewed risk return ratio, a lot of volatility and no cash flow. 
 
Cash: We are keeping substantial cash allocation in the expectation that market declines may not be over. The objective 
shall be to redeploy cash gradually as opportunities arise in fixed income or equities or, should we deem the selling 
overdone, in commodity ETF.    
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Global Economic Outlook: While we come to grips with a new reality of a gradual 
normalization of interest rates and increased reliance on the developed economies, 
we nonetheless remain of the view that the global economy shall post a moderate 
acceleration in the year 2014, with the US economy being driven by an increase in 
internal demand and the Eurozone inching towards a timid recovery, as real wage 
compression boosts exports. While appreciative of the efforts made by individual 
economies to boost competitiveness (principally lower wages) we do not see an 
emerging market strategy succeeding in a developed economy. We are not in the 
1950’s, when Italy was an EM, the China of Europe!  

 
While still relatively optimistic, we discern an increase in downside risks linked to both a harder than expected landing in China and a sharp deceleration in 
several emerging markets, several of the latter having been massive importers from both the developed economies and other emerging markets. In addition, 
should the hopes of a Eurozone recovery not materialize, this might be the catalyst for renewed systemic concerns. We view these risks as realistic and advise 
investors to increase their defensive positioning.  
 
What should we make of the emerging markets turmoil? Wise advice, which we intend to follow, holds that “when in doubt abstain”. Our call last month to 
remain underweight in this segment has proven prescient, riven as they are by both country specific crises and “knock on” contagion. We remain very 
cautious on both emerging markets currencies and assets, and as detailed further, see increased tensions between nominally independent central banks and 
governments.  Moving closer to home shores, we are not surprised by the Federal Reserve’s decision to forge ahead with its reduction of asset purchases. 
 

 



	  

	  

	   	  
	   	   	  

	  

	  

	  

	  

	  

The US central bank is first and foremost focused on the US domestic economy. In the wake of the Great 
Recession expectations have been substantially lowered, leading the Federal Reserve to view recent indicators as 
encouraging.  
 
Following the maxim that “discretion is the better part of valor”, it has preferred not to delve too deeply into 
the wage levels attaching to the new jobs created or the mass exodus of millions of Americans from the labor 
force. The Fed shall not be swayed by foreign factors, unless these are seen as precipitating a systemic crisis with 
regard to the financial system. At present, the EM’s “crisette” does not meet these prerequisites and may well be 
viewed as a necessary “step function’ adjustment to tapering, accelerating capital inflows which were already 
underway. 

 
 
 
 
 

   
 
	  
	  

Emerging Markets, remain underweight: We remain underweight on EM and commodities and view political risk in the emerging markets as increasing. 
Interest rate increases are proving insufficient to shore up investor confidence in a financing model based on “hot money” flows.  
A vicious circle appears to be underway, with interest rate increases to stabilize the currency and, longer term, reduce inflation- dealing in the short term a 
massive blow to the economy. The emerging markets have historically been a growth proposition. A gradual convergence of growth rates with the developed 
economies shall reduce their attraction to the foreign investors who have been the mainstay behind their outperformance. This may unleash further 
disengagement.    
 
Capital outflows are a strategic repositioning: What we see is not a tactical retreat by investors, but a fundamental asset allocation portfolio repositioning towards 
the developed markets. The myth of eternal double-digit growth upon which this investment strategy was predicated has been exploded, as countries grapple with 
inflation and constraints to growth, ranging from infrastructure deficiencies to wage inflation.  
 
Cannot rely exclusively on the business cycle Furthermore, while until recently, these economies thought that they might still rely on an upswing in the business 
cycle – rising tide lifts all boats – reality is forcing them to review their strategy. Their immediate need to stem massive capital outflows has disabused them of 
this belief. It may be useful, in this context, to remember de Tocqueville’s view that the most dangerous moment for a bad regime is when it starts to reform itself!  
 
Disagreement between central banks and governments intensifies: To make things simpler, reforms are coming up against an internal enemy, where at the 
political level, we are seeing an increased divergence of opinions between the “orthodoxy” of the central banks and the government’s political growth imperative. 
One party is focused on creating the basis for strong non – inflationary growth, while the other is simply seeking to be re-elected. We see these tensions as 
escalating and leading to an impasse in the reform process. This is already evident in both India and Turkey – the political class and crony capitalism place little 
trust in long-term reforms!  
 
This is not over! What are the risks going forward? From a tactical point of view, we see the emerging markets turmoil as not over, and do not exclude a balance 
of payments crisis and IMF intervention. Traditionally, this is the catalyst for a cathartic indiscriminate selling frenzy paving the way for bargain hunting. We 
expect that investors shall be more demanding as regards valuations and earnings multiples.  
     
           …Continues on page 4 

FOCUS: “Bitcoins” and the digital currency revolution 

“Bitcoin is an experimental, decentralized digital currency that enables instant payments to anyone, 
anywhere in the world” (bitcoin.com) 

First of all, what is a Bitcoin? A bitcoin is nothing but an electronic payment system, a digital currency designed with protections to 
allow it to have value like physical money, that is a way for two parties to complete transactions over the internet.  

 
Consider two parties A and B, where A needs to transfer a certain amount to B through 
an electronic payment. Part A can thus transfer a bitcoin (internet-based virtual currency) 
to part B in order to honor his debt. The bitcoin goes directly from A to B, without 
necessarily needing the intermediation of a bank or a clearinghouse, thus making the 
digital transaction cheaper than a traditional bank transfer. 
 
Who	   controls	   this	   electronic	   payment	   system?	   Neither	   the	   government	   nor	   any	  
financial	  intermediary	  can	  control	  the	  creation	  or	  exchange	  of	  Bitcoins.	  The	  digital	  	  
payment	   system	   is	   indeed	   controlled	   by	   all	   Bitcoin	   users	   around	   the	   world:	   nobody	  
owns	   the	   Bitcoin	   network	   and	   no	   one	   owns	   the	   technology	   behind	   it.	   Consequently,	  
Bitcoin	   has	   been	   identified	   as	   the	   first	   decentralized	   peer-‐to-‐peer	   payment	   network	  
whose	  value	  depends	  on	  its	  users’	  trust	  instead	  of	  relying	  on	  a	  central	  authority.	  

	  
Now,	  how	  do	  you	  get	  Bitcoins?	  Bitcoins	  can	  be	  generated	  by	  anyone	  by	  running	  the	  (free)	  application	  “bitcoin	  miner”.	  Nevertheless,	  
creating	  a	  bitcoin	  requires	  a	  certain	  amount	  of	  work	  (and	  time).	  This	   is	  automatically	  determined	  by	  the	  network	  so	  that	  the	  rate	  at	  
which	  Bitcoins	  are	  created	  can	  be	  predictable	  and	  under	  control.	  The	  bitcoin	  miner	  also	  ensures	  all	  transactions	  are	  legitimate.	  
When	  a	  person	  creates	  a	  new	  bitcoin,	  this	  is	  stored	  in	  his	  “digital	  wallet”	  so	  that	  it	  is	  available	  for	  electronic	  payments.	  Users	  send	  and	  
receive	  Bitcoins	  using	  such	  wallet	  software	  on	  computers,	  mobile	  devices	  or	  on	  the	  web.	  
	  
Bitcoins	   can	  also	  be	  bought	  on	  specific	  exchanges,	  where	  the	  digital	  currency	   can	  be	  bought	  and	  sold	  at	  a	  variable	  price	  against	  the	  
value	   of	   other	   major	   currencies.	   One	   Bitcoin	   is	   currently	   sold	   for	   about	   £600,	   but	   the	   exchange	   rate	   is	   subject	   to	   continuous	  
fluctuations,	  so	  it's	  difficult	  to	  say	  when	  and	  whether	  it	  is	  actually	  safe	  to	  exchange	  traditional	  money	  for	  Bitcoins.	  
	  
There	  are	  many	  ways	  to	  get	  Bitcoins.	  While	  merchants	  can	  decide	  to	  accept	  it	  as	  form	  of	  payment	  for	  goods	  or	  services,	  anyone	  can	  
purchase	  Bitcoins	  at	  specific	  Exchanges	  or	  exchange	  the	  digital	  currency	  for	  “real	  money”	  with	  existing	  users.	  
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Some	  “Security	  Measures”:	  Despite	  not	  being	  a	  physical	  currency,	  there	  are	  safeguards	  that	  make	  sure	  
bitcoin	  is	  traded	  between	  people	  or	  entities.	   
	  
First	  of	  all,	  digital	  signatures	  -‐	  each	  corresponding	  to	  a	  specific	  address	  -‐	  ensure	  the	  authenticity	  of	  each	  
transaction.	  This	  enables	  all	  users	  to	  have	  full	  control	  over	  any	  Bitcoin	  transaction.	  
	  
Moreover,	   the	  existence	  of	  an	  accounting	   ledger	   prevents	  the	   creation	  of	   a	   fake	  bitcoin.	  While	   in	  the	  
case	  of	  physical	  currencies	  there	  are	  specific	  people	  or	  entities	  holding	  the	  accounting	  ledger,	  the	  bitcoin	  
accounting	  ledger	  (or	  “Block	  Chain”)	  is	  shared	  by	  everyone	  who	  is	  willing	  to	  contribute	  to	  maintain	  the	  
ledger.	  	  
	  
The	  Block	  Chain	  is	  a	  public	  database	  that	  records	  current	  bitcoin	  ownership	  as	  well	  as	  at	  all	  points	  in	  the	  
past.	  Any	  bitcoin	  transaction	  is	  indeed	  recorded	  and	  open	  to	  anyone	  who	  wants	  to	  view	  it,	  thus	  enabling	  
to	  trace	  the	  history	  of	  Bitcoins.	  This	  system	  ensures	  that: 
	  

a) The	   person	  who	  made	   the	   payment	   no	   longer	   has	   the	   “spent”	   bitcoin	   in	   his	  possession,	   thus	  
preventing	  people	  from	  spending	  Bitcoins	  they	  do	  not	  own	  (double-‐spending)	  
	  

b) Whenever	   anyone	   tries	   to	   counterfeit	   that	   and	   put	   into	   the	   system	   a	   particular	   bitcoin,	   it	  
wouldn’t	  match	  up	  with	  every	  other	  copy	  of	  the	  ledger.	  This	  prevents	  users	  from	  making	  copies	  
or	  undo	  transactions.	  

	  
Those	  who	  maintain	  the	  Block	  Chain	  (“miners”)	  are	  rewarded	  with	  new,	  specifically	  created	  Bitcoins	  and	  
transaction	  fees.	  Miners	  verify	  that	  each	  transaction	   is	  valid	  and	  takes	  charge	  of	  adding	  it	  to	  the	  Block	  
Chain.	  
	  
Bitcoins	   are	   a	   finite	   currency:	   despite	   being	   a	   virtual	   currency,	   there	   actually	   is	   a	  maximum	   amount	  
Bitcoins	  that	  can	  ever	  be	  created.	  While	  12	  million	  of	  Bitcoins	  have	  been	  estimated	  to	  be	  in	  circulation	  at	  
the	  moment,	  the	  release	  of	  Bitcoins	  is	  capped	  at	  21	  million	  by	  the	  year	  2140.	  
	  
What	  do	  governments	  think	  about	  Bitcoins?	  The	  bitcoin	  payment	  system	  has	  acquired	  varying	  levels	  of	  
acceptance	   from	   governments.	   While	   some	   Countries	   (including	   Australia,	   Canada,	   Finland,	   and	  
Germany)	   have	   simply	   declared	   that	   normal	   earned	   income	   rules	   apply	   to	   Bitcoin,	   others	   (such	   as	  
Norway)	  still	  reject	  to	  recognize	  Bitcoins	  as	  a	  proper	  “currency”.	  Nevertheless,	  both	  will	  collect	  taxes	  on	  
Bitcoin	  transactions.	  
	  
-‐	  The	  Canada	  Revenue	  Agency	  said	  Bitcoin	  users	  should	  pay	  taxes	  on	  digital	  transactions	  

	  
-‐	   In	  Europe,	   the	   European	   Banking	   Authority	   (EBA)	   has	   issued	  a	  warning	   on	   transactions	  made	  with	  

bitcoin	  or	   other	   digital	   currencies,	   saying	   that	   these	   are	   not	   adequately	   protected	   and	  
regulated.	  It	  has	  also	  warned	  "there	  is	  no	  guarantee	  that	  currency	  values	  remain	  stable."	  

	  
-‐	  China	  has	  restricted	  the	  trade	  of	  Bitcoins	  in	  the	  country	  

	  
-‐	  The	  United	  States	  have	  remained	  quiet	  on	  the	  bitcoin	  issue	  and	  are	  currently	  considered	  to	  be	  more	  

Bitcoin	  friendly	  than	  most	  other	  governments.	  In	  a	  report	  on	  Forbes,	  the	  IRS	  has	  declared	  to	  be	  
"studying	   virtual	   currencies	   in	   order	   to	   provide	   some	   guidance	   on	   the	   tax	   consequences	   of	  
transactions	  involving	  them"	  

	  
Growth	  and	  Development:	  Despite	  Bitcoins’	  popularity	  among	  speculators	  remains	  the	  main	  source	  of	  
price	  volatility	  for	  the	  digital	  currency,	  there	  exists	  a	  growing	  number	  of	  businesses	  and	  individuals	  that	  
have	  started	  using	  Bitcoin	  as	  a	  form	  of	  payment	  for	  products	  and	  services.	  Merchants	  have	  indeed	  a	  big	  
incentive	   to	  accept	  payments	   in	  Bitcoins	  because	  of	   the	  almost	   inexistent	   transaction	   fees	   (2–3%	   less	  
than	  those	  typically	  imposed	  on	  credit	  card	  transactions).	  	  
	  
Of	  course,	  when	  deciding	  whether	  to	  invest	  in	  Bitcoins	  or	  not,	  it	  is	  vital	  consider	  the	  regulatory	  risk,	  that	  
is	  the	  possibility	  of	  further	  taxations	  and/or	  restrictions	  on	  Bitcoins	  transactions.	  
 
     Francesca Struglia (MSc Economics at University College London) 

 
 

PROS 
	  

1) Payment freedom and 
instantaneous transactions: 
you can send and receive 
any amount of money 
instantly anywhere in the 
world at any time, without 
any limit 
 
2) Low transaction fees: 2–
3% lower than those 
typically imposed on credit 
card transactions 
 
3) Self-Control and 
transparency: Bitcoin users 
are in full control of their 
transactions. Merchants 
cannot force unwanted or 
unnoticed charges. Any info 
regarding the Bitcoin money 
supply is available and 
verifiable on the Block 
Chain in real-time 
 
 
CONS	  

	  
1) Now widely accepted: 
Most people are still 
unaware of what Bitcoin is 
and how to use it 
 
2) Price volatility: The total 
value of Bitcoins currently 
in circulation and the 
number of users are still 
limited. Consequently, 
relatively small events, news 
or trades can affect the price 
dramatically. 
 
3) Regulatory uncertainty: 
many countries have already 
restricted or heavily taxed 
the use of Bitcoins; others 
are still quiet about this new 
form of electronic payment. 
Certainly, more has to come. 
 
4) Security: there have been 
several cases of fraud with 
Bitcoins transactions. The 
EBA has warned that 
Bitcoin lacks consumer 
protections: Bitcoins can 
indeed be stolen and do not 
allow chargebacks. 
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The Eurozone – hopefully not a false dawn! What of the Eurozone, are we ready to sound the all 
clear?  We remain of the view that the long awaited recovery shall be meek, with anemic growth 
rates and no discernible improvement in living standards for the majority of the population. This 
may lead to an increase in political instability, with populist and extreme right parties gaining 
ground.  
 
While an ECB forecast of slightly more than 1 % growth for 2014 may not seem ambitious, it at 
least indicates that viewed overall the Eurozone economy has ceased to contract. We doubt that 
this shall be sufficient to quell discontent as many come to the realization that the post-recession 
society shall be increasingly unequal.  

 
 

A tale of two recoveries Given this scenario, we believe that there are two recoveries taking place; 
the first being the statistical recovery based on wage compression and exports; the second being a 
“recovery of expectations”, with business and investor confidence substantially ahead of the facts on 
the ground. Should the latter be disappointed we may see a pullback in the equity markets.
  

 
 
Spain – need to be prudent With regard to the European periphery, Spain is being touted as the poster child of a resurgent Eurozone, as exports lead the way to a 
timid expansion. We remain cautious and foresee continued declines in housing prices – placing pressure on any residual “wealth effect” and falling wages, 
smashing the purchasing power of those fortunate enough to be employed. Spain is one of the countries in which the term middle class shall need to be re-defined.   
 
Italy – Spain without the growth Italy looks increasingly like Spain without the growth – as industrial 
production continues to languish well below pre-crisis levels and unemployment remains stubbornly high. We 
see Italy as well behind Spain in enacting meaningful reforms, as highlighted by a higher ten year yield than 
that of its Iberian cohort. To add insult to injury, with regard to housing, the traditional mainstay of Italian 
savings, we see the correction as barely underway and expect prices to fall sharply. Italy is simultaneously 
attempting to recover from the recession, fight poor demographics and reform a sclerotic labor market.    
 
Eurozone credit shall tighten further With regard to the banking system, we expect that credit conditions shall 
be tightened further, with the upcoming ECB asset tests highlighting capital deficiencies. The lack of capital 
shall be remedied by reducing the asset base, constraining lending. The European recovery shall need to be 
increasingly financed via corporate operating cash flow. This is no mean feat!  
 
The Eurozone is creating inflation not importing it! What of deflation? As to monetary policy, with inflation 
stubbornly low, the ECB is expected to take further measures to stave off deflation. We see the reason adduced 
for the latest inflation disappointment – falling energy prices – as spurious, and instead view continued wage 
pressures as the major factor. The Eurozone is not importing deflation it is creating it!  
 
The US,  the Last Hope?  Shall outperform on a relative basis: What about the US? We remain of the view 
that the US shall be a relative outperformer, prodded along by a gradual reduction in the pace of deleveraging 
by consumers, less fiscal drag and manufacturing strength. We are less sanguine as to the housing market and  
Place little stock in a continuation of the “wealth effect”.  
 
Not surprised by the Fed’s decision: We are not surprised by the Federal Reserve’s decision to continue reducing 
its asset purchases and expect the Federal Reserve to have exited the QE program by the end of 2014. The 
Federal Reserve is first and foremost focused on the domestic economy, which has been gradually moving 
forward on the basis of “brute” unemployment and recovery in asset prices  
 
Real incomes in secular downturn real incomes appear to be in a secular downturn, which began in the 1980’s and has been accentuated by the financial crisis, 
outsourcing and technology. We see little scope for strong growth in the absence of a broad based recovery in purchasing power.  
 
Walmart – is this an omen? With regard to the above, the disappointing data from Walmart confirm the parlous predicament of the 60 million Americans 
who are still struggling. It is no coincidence that the disappointing data tally exactly with reductions in the food stamps program. Going upscale, Amazon is also 
coming under pressure – highlighting that consumers are cautious across broad income segments.  
 
 
 
 
 
 
 
	  
 

Our	  Portfolio	  
Allocation:	  

Equity:	  

40%	  

Fixed	  Income*:	  

45%	  

Cash:	  

15%	  

*	  Short	  Durations,	  ladders	  and	  floating	  
rates.	  We	  are	  avoiding	  EM	  and	  high	  
yield,	  with	  a	  few	  exceptions	  



	  

	  

	  

	  

	  


