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Fixed Income: Given the uncertain outlook for monetary policy, we tend towards short durations ,  
ladders and floating rate instruments. We are avoiding  with few exceptions, high yield. This is due 
to the current very low yields and an unfavorable risk return relationship.As to emerging markets,  
we are cautious while we await the implementation of structural reforms.  
 
Equity: We are at all time highs, increasing the probability of a moderate pullback in the near 
future. Should this be the case, this might present an interesting entry point for investors 
underweight in their equity allocation. The focus is on small cap stocks and on high dividend paying 
utilities.   
 
FX: We see Euro strength versus the US Dollar as driven by quantitative easing and not by 
fundamentals. This is a consideration which we believe investors should be aware of.  
 
Global growth revised downwards – continued shift to developed markets: Global economy growth 
forecasts have been revised downwards as emerging economies slow and developed economies 
strugggle to regain traction. We still see the developed economies as those likely to most improve, 
although they may in absolute terms still lag behind the emerging world. This shall continue to 
attract capital from investors on both a new money and asset reallocation basis. In terms of macro 
fundamentals we continue to like the US. With regard to potential, we see the Eurozone as a call 
option on growth still out of the money, yet slowly nearing its target.   
 
US still leader of the pack on QE – not a permanent solution: With regard to shifts in monetary 
policy, we see the QE wave still being led by the US. Other economies shall gear their policy to the 
US – not wanting to risk a drastic appreciation of their currencies, blocking a timid export led 
expansion. The issue is no longer when the US shall reduce asset purchases but that they eventually 
shall –sufficient to instill a minimum degree of caution in the government bond market.  
 
US shutdown makes for caution: It is still to early to draft a post mortem of the impact on the US 
economy of the government shutdown. While the direct impact of the reduction in  government 
spending may be partially deemed to be temporary, the caution that this shall instill may prove to be 
more damaging. We are seeing this already in falling consumer confidence and weak durable goods.
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Mortgage rates now being driven more by credit spreads than by the reference rate: We see little further benefit accruing to the “wealth effect” 
economy from this bizarre policy. As the best borrowers refinance first, the rise in mortgage rates is increasingly driven by credit risk spreads 
and not the reference rate. We might also add that obtaining a mortgage is still extremely difficult.  
 
Jobs data not significant on its own: What are the other US indicators? Unemployment continues to be the totem for monetary policy. We 
reiterate our view that this is an irrelevant metric given the extremely labor force participation rate and low and stagnating wages. The above 
continue to not bode well for a massive increase in consumption, which is the necessary underpinning of a sustained recovery.  
 
Are you ready for stagflation? With regard to inflation, we have seen the demand forTIPS increase as inflation fears are rekindled by the 
prospect of an extension of QE. While not likely, we  may be forced to countenance both higher inflation and igher interest rates. We stll see 
inflation risks as relatively low but not negligible.  
 
Diamonds are forever, QE is not! We may well ask – what about the Fed under Janet Yellen? We do not see the new Fed head as either 
increasing QE or continuing it infinitely.  The longer this is postponed, the more difficult it shall become to assess the impact of bond losses 
on investors and the banking system. At a moment when banks are being asked to increase their capital levels, this is not a welcome prospect.  
 
 
 
 



	  

	   	  
	   	   	  

	  

	   	  

	  

	  

There is no smooth exit from QE ! There remains the ancillary risk that the 
Federal Reserve misreads the economy. However, we believe that the major 
risk is to the financial markets and not to the real economy, with the 
disconnect between the two growing ever larger.  Still, the economy shall not 
be helped by a sudden and massive adjustment in interest rates.   
 
We are not investing on the basis of the carry trade: Turning to the emerging 
markets, we have long stopped viewing them as a compact bloc.As there 
were different reasons for their rapid growth, the solutions to their slowing 
shall also be different. We believe that investors should focus on economic 
fundamentals and not on a continuation of QE and the carry trade. Forex 
intervention can last just so long and shall not resolve scant infrastructure and 
massive public spending.    
 
 

Chinese bad loans, an increasing risk: we are beset, as always by contrasting information. Overall growth expectations have been scaled down, 
with a “holding” pattern seen as sufficient comfort by investors.The recovery continues to be driven both by government largesse and by an 
expansion in bank lending, with bank bad loans continuing to rise. We expect that there shall be a banking crunch with the government directly 
relieving the banks of a large part of their bad loans. In Brazil, this amount is estimated at 15 % of GDP, in China it may be higher. 
 
Cautious stance on commodities: With regard to  commodities, we are cautious for two reasons; Demand is slowing and unlikely to reach former 
levels in the emerging markets; Suppy has increased as projects started 10 years ago are coming online. We do not see another commodity boom 
in the making and do not see Brazil being propelled forward again on the commodity wave. With regard to oversupply, we are seeing this in the 
copper market, where normally mildly positive data is not having a pronounced impact on prices. 
 
Eurozone very gradually moving forward: The Eurozone appears to have snatched a minor victory from the jaws of defeat, succeeding in allaying 
investor fears pertaining to systemic risk. The probabilities of a major Eurozone nation, for example, Italy or Spain, requiring a formal bailout 
have receded. With regard to growth, the picture remains widely divergent, with Germany still in the lead, pulling the others behind it.  
 
Exports are not the solution – we are not in the 1950’s: We ask, is this sufficient? We see, at best, a slow march forward and at worst – longer 
term, quasi zero growth. In our view we must not equate an increase in exports with providing the basis for a long term expansion. The last time 
this occurred was in the 1950’s and 1960’s when the global economy was very different.  
 
The global economy was very different: The economy was recovering from 40 years of crisis between 1914 and 1945 and the emerging markets 
were not part of the equation. In that period, Southern Europe could act as a transformer / export base exploiting an almost limitless supply of 
excess agricultural labor. The economies grew, wages rose and domestic demand increased. Today, export growth is being achieved by reducing 
labor costs and smashing domestic consumption, stifling long term growth.  
 
 

FOCUS OF THE MONTH: European Central Bank Asset Quality Review, a 
(dangerous) step towards European Banking Union 

According to the ECB, this is the largest health assessment ever undertaken in the Eurozone, both in terms of 
number of banks affected and assets covered (roughly 85% of Eurozone bank assets) 

 
It was two weeks ago the European Central Bank announced a “comprehensive 
assessment” of Eurozone Banks: in a few months the ECB will start its probe of 130 
financial institutions, followed by stress tests by the European Banking Authority.  
 
According to the European Central Bank, this is the largest health assessment ever 
undertaken in the Eurozone, both in terms of number of banks affected and assets 
covered (roughly 85% of Eurozone bank assets). 
 
In the very same day of the announcement, shares of European Banks fell in the 
financial markets, one again reminding the scarce trust that investors have in the 
health of Eurozone Banking System. After the financial crisis, concerns about 
the health of Eurozone Banks are indeed widespread in global financial markets.  

 
Banks have indeed increased loans to households and corporations, while property portfolios have boomed in value. Moreover, 
European lenders have heavily relied on domestic sovereign bonds – often at unrealistic prices – and this has not helped to regain 
their credibility. This probably makes the assessment even more indispensable in order to “dispel the fog” around Eurozone 
Banks’ balance sheets and thus regain the lost confidence in European Banking System. 
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Nevertheless, the exercise is also crucial for the reputation and credibility of ECB, which is 
preparing to become Eurozone’s top banking supervisor in less than a year. The main issue 
for ECB is a lack of expertise and staff to conduct the exercise. This is pushing the Central 
Bank to rely heavily on staff that is temporarily transferred from other national authorities 
and external consultants, but the risk is that well-resourced financial institutions will be able 
to gain enough power to prevent the ECB from publishing unfavorable assessments of their 
portfolio. In order to boost the Asset Quality Review credibility, it would be wise to have the 
workflow from National Central Banks staff reviewed by staff from other Central Banks. 
 
Once the European Central Bank finally publishes the results of this assessment, it will also 
have to agree on contingent well structured plans to help distressed banks to retrieve the 
needed capital, either on the financial markets or through Government intervention. 
Nevertheless, European leaders have not yet agreed on an intervention plan in case 
individual banks or entire countries fail to retrieve the needed cash autonomously on the 
financial markets. According to Eurozone Bank officials the tension about post-assessment 
recapitalizations will be easily resolved since there will not be relevant surprises or holes in 
the balance sheets. 
 

What about the Euro? The clean-
up of European Banks may be 
beneficial for the increasingly 
strong Euro, which may cause a set 
back European Regions’ gradual 
and slow return to growth. In order 
to be credible, the Asset Quality 
Review will have to result in a 
widespread remedial action. Mario 
Draghi has said he will not hesitate 
to do so if needed. In this case, a 
looser monetary policy will push 
the Euro down. 

  Source: Financial Times 
 

Notwithstanding, the European currency has failed to depreciate with respect to the USD 
when the Asset Quality Review has been announced. What is driving currency systematical 
appreciation is indeed not Euro strength, but USD weakness under concerns about Federal 
Reserve ability to smoothly exit from ongoing asset purchases (Quantitative Easing). As a 
consequence, the danger is that an ever-stronger Euro will harm the European export growth 
of the last few months, the only tangible sign of a potential recovery in the Eurozone. As 
shown by the Euro-resilience in May, when the ECB delivered an emergency quarter-point 
cut in interest rates, a looser monetary policy from ECB may not be enough to win concerns 
about Fed Quantitative Easing and let the single currency breathe again. 
 
          
                 Francesca Struglia (MSc Economics at University College London) 

 
 
 

The ECB Assessment rests on 
three main pillars: 
 
 
1) Risk Assessment: focused 
on banks’ liquidity, leverage 
and funding 
 
 
2) Asset Quality Review: 
Through the Asset Quality 
Review the ECB will examine 
the health of banks’ loans and 
other assets held. It is nothing 
but a closer look at Eurozone 
banks’ balance sheets aimed at 
assessing what sort of risk 
exposure they have. This 
assessment will focus on four 
specific lending-areas: real 
estate, small and medium 
corporate lending, shipping 
finance and structured finance 
products. 
 
 
3) Stress Test:  in 
collaboration with EBA, it will 
assess banks’ resilience to 
unexpected shocks through 
their portfolios (and capital 
cushion). This last step answers 
the question: “How would 
European Banks behave in 
stress conditions? Do they have 
enough capital in their balance 
sheets?” The benchmark for 
the ECB and EBA in 
conducting the stress tests will 
be the 8% core tier one capital 
ratio as in January 2014 under 
the Basel III definition of 
capital.  This ratio compares 
banks’ capital to risk-weighted 
assets, where the relative 
weight will be adjusted by 
ECB in order to prevent banks 
from apply low weightings to 
their assets and artificially keep 
the ratio down (and their health 
up). 
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This newsletter is for informational purposes only and is not an offer to buy or sell any security. The information contained 
herein is meant to be timely and of interest but not an exhaustive analysis. This newsletter contains speculative and forward-
looking statements, which may not ultimately come true and is based on information believed to be accurate and complete; 
however no warranty is made as to its accuracy and completeness. Opinions expressed may differ from those of this and 
other affiliates of Tigress Financial Partners (the "Firm"). Securities are offered through Tigress Financial Partners, a 
broker dealer registered with FINRA and a member of SIPC. 
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