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PROSPONAUT 

2de kwartaal 2011 




3rd quarter 2011 

Macroeconomic: what happens to the European banks?


Mid-October the IMF and the EU decide whether Greece has been a good student and they have a right to the next tranche of the first rescue package. This tranche is for once not to repay worthless Greek government bonds to banks at 100% and thus to save an otherwise certain destruction of the banks.  Without this money the Greeks had long since bankrupt, and with them a whole load of European banks. The IMF and the EU had no choice but to pay. This time the Greeks "just" need the money to pay their workers and not to repay government debt. Hopefully it goes well off ...
On top of that European banks get not access to USD loans for their USD obligations. U.S. banks shun in their day to day business European banks and borrow them nearly no USD anymore. The Fed decided a few weeks ago once again to provide billions of USD to the ECB.  So they can transfer them to the European banks. The swap will mature no later than early March 2012.  According to our estimation problems in Europe must be fundamentally solved by then, because the patience of Americans will run out. Here are two elements which indicate growing nervousness among decision-makers in the U.S.. The cash position of U.S. subsidiaries of European banks is closely monitored by the Fed. The fear is that they cash out of the American system in case of European panic, which in America will lead to holes. Therefore, these subsidiaries must in the short term be selfsufficient and must operate independent of the European headquarters. Then the American Robert Zoellick, President of the World, recorded in the Financial Times of August 29, 2011: "If there is a problem in the euro zone, and the Fed extends the normal swap lines, we could find the U.S. in an election year being the major holder or liabilities based on a European crisis, and I'm not sure how that would work out. "We believe this is a diplomatic way of saying: in 2012, every man for himself and no more borrowing of USD by Europe.
Shortly afterwards, the U.S. Secretary of Treasury Geithner bothered to attend the European summit in Poland and offered his services. Some European policy makers ignored him, others responded to him by such rude and said they had no lessons to receive from the U.S., which they thought were worse than Europe. Hopefully Geither has a bad memory when he is consulted in a few months to extend swap lines to Europe.
For these reasons, if we still shun the EUR and European equities. The USD could rise even further, which together with a possible raising of the U.S. economy increases the risk for a decline in gold.
 
Companies


Dynasty Fine Wines (1.53 HKD) declined further after our buy recommendation from three months ago. The high cash position of approximately 1 HKD per share, held in the Chinese Yuan, no debt, the low valuation, 100% exposure to the Chinese consumer and high sales growth makes this share at these levels to one of our favorites in a good diversified portfolio. We recommend to buy.


Since most of us live in Europe, they also need income in euros. We advise you currently to buy European corporate bonds (bank bonds not!). You can NOW for the next 10 years secure annual revenues to 8% per year in solid net debtors. More speculative bonds return even 11% per year. And be not frightened by your banker and his tale of high rates are always high risk and low rates always low risk. Ask that to the buyers of AA Greek government bonds a few years ago. They received a low interest rate and are now looking at losses of 60% against. Low risk??


Lafarge 4.75% to 23/03/2020 in EUR is on sale at 77%. This gives a net yield of 8.1% per annum net of withholding tax of 15%. Lafarge is the major building materials group which Albert Frère holds a strong stake. In case of problems, the shareholders lose all their money first and then come the bondholders under the current legislation. Despite the relatively high indebtedness of the company, we believe that Frère will do everything to create shareholder value and we dare to buy these bonds. Moreover, they are also very active in the Middle East.


Loyal customers know that we bought the bond of Friesland Foods 7.125% to 2049  already at the launch in 2003.  Investment Advisors in many banks were forbidden to advice this bond because the bond had no rating. The rating rescues the banks from the obligation to do their homework and so they can herd all the same uniformity, never mind that the companies pay the rating agencies to give them a rating. Is the rating reliable on these conditions ? We thougt and we think not.
These subordinated perpetual bond is launched at 100% in 2003, each year 7,125% is paid and now it is trading around 102%. I know many AAA bonds of 2003 that are now trading at  40% of the value it had in 2003.
In any case, Friesland Foods 7.125% dropped by a few percent by the nervousness in the markets and so we buy them back.
Friesland Foods is one of the largest milk producers in Europe and also produces Cécémel, Appelsientje, and Extran, Fristi. Please note that the bond has no rating!
October 2011
Joost Olbrechts Investment Manager
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