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Executive Summary
Standish Chief Investment Officer David Leduc reflects on market developments
in the first half of the year and argues that fiscal uncertainty in the U.S. and Europe
as well as the slowdown in China will weigh on markets for the rest of the year. He
describes the transformed notion of “safe-haven” government bonds as the debt
crisis in Europe continues to challenge policymakers. Credit risk analysis, he argues,
is now an enduring element of sovereign bond investing in developed markets while
global financial markets reflect a tug of war between continued global economic and
policy uncertainty versus a thirst for yield. That thirst for yield, he says, will likely
continue to support rich valuations on “safe-haven” assets and select credit sectors
with strong fundamentals. The global bond manager believes global growth will remain
below trend reflecting ongoing deleveraging in developed economies. Credit markets,
he says, remain fundamentally attractive but earnings momentum has peaked across
a number of sectors, prompting caution on valuations. The crisis in Europe, the U.S.
fiscal cliff and China’s slowdown continue to be the key risks to Standish’s global
growth outlook.

“Countries don’t go bust.” — Walter Wriston, Former Chairman Citicorp 1967-1984
“Safe-Haven” Bonds
Fixed income is an asset class where the issuers of securities make a promise to repay
the initial investment as well as a return on the investment in the form of interest. While
there are many ways to stratify the risk associated with a bond investment, there have
always been two principal risks: the risk that the promise is not kept (default risk) and
the risk that the promised return does not keep up with changes in the price of goods
and services over time (inflation risk). Investors should generally evaluate both risks
when deciding whether to buy any type of bond.
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As we know, countries
do go bust. Indeed,
Spain alone defaulted
13 times during the
roughly two centuries
from 1800 to 2008.

However, history is littered with periods when investors became complacent about
default risk while investing in sovereign bonds. For example, at Standish we have
a bond certificate issued by the Confederate States of America in 1864. Purchased by
Dutch investors, the bond was issued to yield 6% annually and made only one coupon
payment. Comparable maturity bonds issued by the United Kingdom, the dominant
global power in the mid-1800s with equal if not greater safe-haven status than that of
the United States today, were yielding 3.3% at the time. Thus, investors were willing to
accept a yield premium of just 270 basis points to invest in an emerging country in the
midst of a life or death struggle. At the time of issuance, the American Civil War was in
its fourth year and the Confederate bid was already waning. Union forces had won the
battle of Gettysburg the prior summer and were closing in on the Confederate capital
in Richmond, Virginia.
Did the Dutch investors really believe that a premium that was roughly half the 500600 basis point risk premium that Spain now pays versus Germany was enough to
compensate them for the potential risk of default? Perhaps they believed, as Citicorp
did at the height of the Latin American lending boom in 1970s, that sovereign nations
generally do not have default risk. As we know, countries do go bust. Indeed, Spain
alone defaulted 13 times during the roughly two centuries from 1800 to 2008. There
were a total of 73 default and restructuring events in Europe during this same period.
That number increases to 74 if we extend the analysis to 2012 to include the recent
restructuring in Greece.1

Exhibit 1 – Sovereign Defaults Happen
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1 Carmen M. Reinhart and Kenneth S. Rogoff, This Time Is Different: Eight Centuries of Financial Folly (New Jersey:
Princeton University Press) 2009, p. 99.
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Despite this track record, developed country bond yields have primarily reflected
expectations about economic activity and inflation over the past few decades. Sovereign
default risk was a worry consigned mainly to emerging market countries. This has
clearly changed as gross debt levels in the advanced economies now surpass 100%
of GDP on average, which is roughly 25 percentage points higher than where they
stood before the 2008 global financial crisis.2 This has implications for fixed income
returns, not only in Europe, but across all sovereign fixed income markets.

Increasing concerns
about sovereign credit
risk have diminished
the number of markets
that are considered
“safe havens.”

At Standish, we do our own homework when it comes to evaluating country risk.
We use a combination of fundamental analysis and proprietary quantitative models to
evaluate default and ratings migration risk in both developed and emerging markets.
Increasing concerns about sovereign credit risk have diminished the number of
markets that are considered “safe havens.” This largely explains the continued
investment in German bunds, British gilts and U.S. Treasury bonds even though yields
in these markets are 150-200 basis points below fair value by our estimates.
We believe this dynamic is likely to persist until strains in Europe ease and investors
begin to focus more on the debt dynamics in some of these safe-haven markets.
Indeed, Germany is already seeing some pressure on government bond yields as
investors speculate that the country will be forced to bear the brunt of the cost of
preserving Europe’s monetary union. At the same time, deteriorating fiscal positions
in the U.K. and U.S. could affect safe-haven flows to these economies. In fact, gross
debt/GDP for both economies is expected to remain above Spain’s through 2014
according to the International Monetary Fund (Exhibit 1). This raises a number of
troubling questions for investors looking for a store of value in global fixed income
markets. Nonetheless, we continue to see pockets of value in other areas of the fixed
income markets where the fundamentals remain supportive of higher valuations.

2 International Monetary Fund, “World Economic Outlook Database,” April 2012.
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Exhibit 2 – Find the “Safe Haven”
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Review of Our First Half Economic Forecasts and What to Expect in the Second Half
At Standish, our search for value in global fixed income markets begins with our
top-down macro view of the world economy. Our projections for the first half of
2012 were fairly accurate. Global economic growth is roughly in line with our 3.3%
forecast for 2012, with much of the weakness concentrated in Europe. Although
no country has been immune to the European downturn, there has been a clear
decoupling in global economic performance during the first half of 2012 as we
expected. Moreover, our call that emerging market economies in Asia and Latin
America would be the least tainted by Europe’s woes proved to be on the mark.
Finally, our expectation for further monetary easing was correct with the Federal
Reserve, the European Central Bank (ECB), and People’s Bank of China all taking
action in the first half of the year.
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We expect the focus
to shift from Europe
to the U.S. as we enter
election season and
rhetoric about the
fiscal cliff heats up.

The biggest misses in our forecast related to global inflation, which was stickier than
we had anticipated due to rising energy costs resulting from tensions between Iran and
Israel in the Middle East. Looking ahead, we worry that headline inflation may remain
elevated in the second half of 2012, given the impact of recent droughts in the U.S.
on global food prices and on corn in particular. Yet core inflation rates excluding food
and energy prices should remain benign given the slack in product and labor markets.
Separately, we probably underestimated the severity of the slowdown in China in the
first half of the year. Though we continue to believe the Chinese economy will avoid a
hard landing, we have trimmed our forecast from 8% to 7.5% for the full year.
Many of the issues that made it difficult to forecast in the first half continue to cloud
the outlook as we enter the second half of 2012. Specifically, we remain concerned
about the situation in Europe, the U.S. fiscal cliff, and the risk of a slower growth in
China. We view recent ECB proposals for purchasing the short-term debt of countries
that request a bailout from the European Financial Stabilization Fund (and eventually
the European Stabilization Mechanism) as potentially meaningful. However, such
action is not a substitute for either structural reform or setting out a road map for the
eventual formation of a banking and fiscal union with joint Eurobond issuance.
We expect the focus to shift from Europe to the U.S. as we enter election season and
rhetoric about the fiscal cliff heats up. Our base line view is that Congress will take
action to avoid the full implementation of the $450 billion in tax hikes and spending
cuts. Unfortunately, we believe they will delay doing so until the eleventh hour
when it has already taken a toll on consumer and business confidence and thus
economic growth in the second half. Overall, since these are not new risks, we
remain comfortable with our call for 3.3% world GDP growth for the full year. We
expect a modest acceleration in global economic activity in 2013 to 3.5% as we
bypass the fiscal cliff, the downturn in Europe begins to abate, and coordinated
policy action by the major central banks begins to bolster global demand.
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Given our expectation
that growth in emerging
markets will remain
higher than that of the
advanced economies,
we continue to look
for value in both local
currency and external
emerging market bonds.

Opportunities for the Balance of 2012
As with our economic forecast, our investment stance for the second half of the year
has not changed materially since our January outlook. We continue to believe that
with strong or stable fundamentals, such as U.S. corporate credit, securitized
products, and some emerging market currencies are favorable. Yet, valuations are
less attractive than they were at the beginning of the year given the market rally,
and the risks to our macro view have not dissipated during the first half of 2012.
Therefore, we are less favorable toward areas that have exhibited strong performance
and support a preference toward areas such as shorter duration medium-quality credit
and consumer asset-backed securities where expected returns remain attractive.
Given our expectation that growth in emerging markets will remain higher than that
of the advanced economies, we continue to look for value in both local currency and
external emerging market bonds. Certain currencies, such as the Mexican peso, remain
undervalued in our view but we expect their performance will be highly correlated with
global risk sentiment. We still believe investments in the securitized sector remain
attractive and U.S. consumer structured assets and U.S. agency mortgage securities
should provide a stable and highly liquid foundation for fixed income portfolios.
As we pointed out at the beginning of the year, agency mortgage securities should
benefit from the low and stable interest rate environment that the Fed is trying to
foster. We also expect the Fed to pursue another round of quantitative easing targeting
mortgage-backed securities. Despite ongoing concerns about the policy choices
in Europe with respect to austerity programs and peripheral funding needs, we do
see areas of opportunity in economies that have stable economic outlooks, such as
Slovakia, and those with improving fiscal dynamics, such as Ireland. Nonetheless, policy
uncertainty remains extremely high and begets forecast uncertainty. Our view will be to
avoid assets with deteriorating fundamentals such as the sovereign bonds and senior
and subordinated bank bonds from certain peripheral European economies.

CIO VIEW: GLOBAL UNCERTAINTY AND THIRST FOR YIELD TO DOMINATE MARKETS FOR REST OF 2012

6

BNY Mellon Investment Management is one of the world’s leading investment management organizations and
one of the top U.S. wealth managers, encompassing BNY Mellon’s affiliated investment management firms, wealth
management services and global distribution companies. BNY Mellon is the corporate brand of The Bank of New York
Mellon Corporation. • The statements and opinions expressed in this document are those of the authors as of the date
of the article, are subject to change as economic and market conditions dictate, and do not necessarily represent the
views of BNY Mellon, BNY Mellon Asset Management International or any of their respective affiliates. This document
is of general nature, does not constitute legal, tax, accounting or other professional counsel or investment advice, is not
predictive of future performance, and should not be construed as an offer to sell or a solicitation to buy any security or
make an offer where otherwise unlawful. The information has been provided without taking into account the investment
objective, financial situation or needs of any particular person. BNY Mellon Asset Management International Limited
and its affiliates are not responsible for any subsequent investment advice given based on the information supplied.
Past performance is not a guide to future performance. The value of investments and the income from them is not
guaranteed and can fall as well as rise due to stock market and currency movements. When you sell your investment you
may get back less than you originally invested. • While the information in this document is not intended to be investment
advice, it may be deemed a financial promotion in non-U.S. jurisdictions. Accordingly, where this document is used or
distributed in any non-U.S. jurisdiction, the information provided is for use by professional and wholesale investors
only and not for onward distribution to, or to be relied upon by, retail investors. • Products or services described in this
document are provided by BNY Mellon, its subsidiaries, affiliates or related companies and may be provided in various
countries by one or more of these companies where authorized and regulated as required within each jurisdiction.
This document is not intended for distribution to, or use by, any person or entity in any jurisdiction or country in which
such distribution or use would be contrary to local law or regulation. This document may not be distributed or used
for the purpose of offers or solicitations in any jurisdiction or in any circumstances in which such offers or solicitations
are unlawful or not authorized, or where there would be, by virtue of such distribution, new or additional registration
requirements. Persons into whose possession this document comes are required to inform themselves about and to
observe any restrictions that apply to the distribution of this document in their jurisdiction. The investment products
and services mentioned here are not insured by the FDIC (or any other state or federal agency), are not deposits of or
guaranteed by any bank, and may lose value. • This document should not be published in hard copy, electronic form,
via the web or in any other medium accessible to the public, unless authorized by BNY Mellon Investment Management
International Limited.

The Alcentra Group
BNY Mellon ARX
BNY Mellon Cash Investment Strategies
BNY Mellon Western Fund Management
Company Limited
The Boston Company Asset Management, LLC
The Dreyfus Corporation
EACM Advisors LLC
Hamon Investment Group
Insight Investment
Mellon Capital Management Corporation
The Newton Group
Pareto Investment Management Limited
Siguler Guff & Company LP
Standish Mellon Asset Management Company LLC
Urdang Capital Management, Inc.
Urdang Securities Management, Inc.
Walter Scott & Partners Limited
WestLB Mellon Asset Management
©2012 The Bank of New York Mellon Corporation.

8/12

In Australia, this document is issued by BNY Mellon Asset Management Australia Limited (ABN 56 102 482 815, AFS
License No. 227865) located at Level 6, 7 Macquarie Place, Sydney, NSW 2000. Authorized and regulated by the Australian
Securities & Investments Commission. • In Brazil, this document is issued by BNY Mellon Serviços Financeiros DTVM S.A.,
Av. Presidente Wilson, 231, 11th floor, Rio de Janeiro, RJ, Brazil, CEP 20030-905. BNY Mellon Serviços Financeiros DTVM
S.A. is a Financial Institution, duly authorized by the Brazilian Central Bank to provide securities distribution and by the
Brazilian Securities and Exchange Commission (CVM) to provide securities portfolio managing services under Declaratory
Act No. 4.620, issued on December 19, 1997. • Investment vehicles may be offered and sold in Canada through BNY Mellon
Asset Management Canada Ltd., a Portfolio Manager, Exempt Market Dealer and Investment Fund Manager. • In Dubai,
United Arab Emirates, this document is issued by the Dubai branch of The Bank of New York Mellon, which is regulated
by the Dubai Financial Services Authority. • In Germany, this document is issued by WestLB Mellon Asset Management
Kapitalanlagegesellschaft mbH, which is regulated by the Bundesanstalt für Finanzdienstleistungsaufsicht. WestLB Mellon
Asset Management Holdings Limited is a 50:50 joint venture between BNY Mellon and WestLB AG, renamed Portigon
AG as of July 1, 2012. WestLB Mellon Asset Management Kapitalanlagegesellschaft mbH is a wholly owned subsidiary of
this joint venture. • If this document is used or distributed in Hong Kong, it is issued by BNY Mellon Asset Management
Hong Kong Limited, whose business address is Suites 1201-5, level 12, Three Pacific Place, 1 Queen’s Road East, Hong Kong.
BNY Mellon Asset Management Hong Kong Limited is regulated by the Hong Kong Securities and Futures Commission
and its registered office is at 6th floor, Alexandra House, 18 Chater Road, Central, Hong Kong. • In Japan, this document
is issued by BNY Mellon Asset Management Japan Limited, Marunouchi Trust Tower Main Building, 1-8-3 Marunouchi
Chiyoda-ku, Tokyo 100-0005, Japan. BNY Mellon Asset Management Japan Limited is a Financial Instruments Business
Operator with license no 406 (Kinsho) at the Commissioner of Kanto Local Finance Bureau and is a Member of the
Investment Trusts Association, Japan and Japan Securities Investment Advisers Association. • In Korea, this document
is issued by BNY Mellon AM Korea Limited for presentation to professional investors. BNY Mellon AM Korea Limited,
29F One IFC, 10 Gukegeumyung-ro, Yeongdeungpo-gu, Seoul, 150-945, Korea. Regulated by the Financial Supervisory
Service. • In Singapore, this document is issued by The Bank of New York Mellon, Singapore Branch for presentation to
professional investors. The Bank of New York Mellon, Singapore Branch, One Temasek Avenue, #02-01 Millenia Tower,
Singapore 039192. Regulated by the Monetary Authority of Singapore. In Singapore, this document is to be distributed to
Institutional Investors (as defined in the Securities and Futures Act, Chapter 289 of Singapore) only. • This document
is issued in the UK and in mainland Europe (excluding Germany), by BNY Mellon Asset Management International
Limited, 160 Queen Victoria Street, London EC4V 4LA. Registered in England No. 1118580. Authorized and regulated
by the Financial Services Authority. • This document is issued in the United States by BNY Mellon Asset Management.
BNY Mellon holds over 90% of the parent holding company of The Alcentra Group. The Group refers to these affiliated
companies: Alcentra, Ltd and Alcentra NY, LLC. • BNY Mellon ARX is the brand used to describe the Brazilian investment
capabilities of BNY Mellon ARX Investimentos Ltda. • BNY Mellon Western FMC, Insight Investment and WestLB
Mellon Asset Management do not offer services in the U.S. This presentation does not constitute an offer to sell, or a
solicitation of an offer to purchase, any of the firms’ services or funds to any U.S. investor, or where otherwise unlawful.
• BNY Mellon holds 90% of The Boston Company Asset Management, LLC and the remainder is owned by employees
of the firm. • BNY Mellon holds a 20% interest in Siguler Guff & Company, LP and certain related entities (including
Siguler Guff Advisers LLC). • BNY Mellon Cash Investment Strategies is a division of The Dreyfus Corporation. • BNY
Mellon Western Fund Management Company Limited is a joint venture between BNY Mellon (49%) and China based
Western Securities Company Ltd. (51%). The firm does not offer services outside of the People’s Republic of China.
• BNY Mellon owns a 19.9% minority interest in The Hamon Investment Group Pte Limited, the parent company
of Blackfriars Asset Management Limited (“Blackfriars”), Hamon Asset Management Limited and Hamon Asian
Advisors Limited (“HAAL”). Only Blackfriars and HAAL offer investment services in the U.S. • The Newton Group
refers to the following group of companies: Newton Investment Management Limited, Newton Capital Management
Limited, Newton International Investment Management Limited, Newton Capital Management LLC, and Newton Fund
Managers (CI) Limited. Except for Newton Capital Management LLC and Newton Capital Management Limited, none
of the other Newton companies offers services in the U.S. • BNY Mellon Asset Management International Limited and
any other BNY Mellon entity mentioned above are all ultimately owned by BNY Mellon.

BNY Mellon Investment Management

ᧄᖱႎឭଏ⾗ᢱߪޔBNY ࡔࡠࡦࠣ࡞ࡊ㧔BNY ࡔࡠࡦࠍᦨ⚳ⷫળ␠ߣߔࠆ
ࠣ࡞ࡊߩ✚⒓ߢߔ㧕ߩ⾗↥ㆇ↪ળ␠߇ឭଏߔࠆᖱႎߦߟߡޔBNY ࡔࡠࡦ
ࠕ࠶࠻ࡑࡀࠫࡔࡦ࠻ࠫࡖࡄࡦᩣᑼળ␠߇ክᩏߩޔឝタߒߚ߽ߩߢߔޕ
ᒰ⾗ᢱߪᖱႎߩឭଏࠍ⋡⊛ߣߒߚ߽ߩߢޔ൘⺃ࠍ⋡⊛ߣߒߚ߽ߩߢߪࠅ߹ߖ
ࠎޕᒰ⾗ᢱߪା㗬ߢ߈ࠆߣᕁࠊࠇࠆᖱႎߦၮߠ߈ᚑߐࠇߡ߹ߔ߇ߩߘޔᱜ
⏕ᕈޔቢోᕈࠍ⸽ߔࠆ߽ߩߢߪࠅ߹ߖࠎߚࠇߐ␜ߦߎߎޕᗧߥߤߪޔ
ᚑᤨὐߢߩ⸃ߢࠅޔ೨ߩㅪ⛊ήߒߦᄌᦝߐࠇࠆ߽ࠅ߹ߔޕ

BNY ࡔࡠࡦࠕ࠶࠻ࡑࡀࠫࡔࡦ࠻ࠫࡖࡄࡦᩣᑼળ␠
BNY Mellon Asset Management Japan Limited
㊄Ⲣຠขᒁᬺ⠪㧦㑐᧲⽷ോዪ㐳㧔㊄㧕╙ 406 ภ
ާടදળި␠࿅ᴺੱ ᛩ⾗ା⸤දળ
৻⥸␠࿅ᴺੱ ᣣᧄᛩ⾗㘈ᬺදળ

