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Redefining Risk Amid Europhobia:

Where Should Investors Put Their Money?
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lobal stock markets have
had quite a bumpy ride over
the past year amid lingering
worries over Greece as part
of the ongoing Euro debt crisis. Many
investors have sought haven in bonds.

In February, the Greek government passed
new and tougher austerity measures in
order to secure a second bailout of €130
billion from the European Union to
stave off bankruptcy. This came despite
European banks’ agreement to a 50 percent
write-off of Greek debts owed to them in
exchange for Greece’s pledge to implement
huge spending cuts and tax hikes as part of
the first bailout only four months earlier.

The Eurozone leaders, particularly the
Germans and the French, were eager to
help ease Greece’s fiscal woes since their
banks were loaded with Greek government
bonds, and a Greek default could lead
to a collapse in the entire European
banking system.

Greece has so far avoided default by using
the back door and in writing down Greek
bonds at European banks on a voluntary
basis. If the country had defaulted, the
banks holding Greek bonds would have
had to pay out billions more to the investors
or institutions that had purchased Credit
Default Swaps on the bonds as an insurance
against default. These investors have not
received any payment thus far and are
therefore losing out.

According to Reuters, the largest issuers of
CDS insurance include Barclays, Bank of
America, BNP Paribas, Goldman Sachs,
Credit Suisse, JP Morgan, Deutsche

Bank, Morgan Stanley, Societe-Generale
and UBS.

The consequences of Greece’s non-default
can be seen in the current level of Italian
bond yields. When Italy recently issued 10-
year bonds, yields spiked higher. But many
investors and banks that had purchased
CDS insurance on their Italian bonds no
longer trust the CDS market. Greece’s
actions have redounded upon Italy as well,
and demand for products of Italian bonds
has plunged.

A year ago, there was very little difference
in Italian or German bond yield, but Euro-
dollar investors are no longer treating
all governments equally. German 10-
year yields are under 2 percent, whereas
Italy’s rates are over 6 percent. Italy has a
government debt-to-GDP ratio of about
120 percent. With a spike in borrowing
costs, the next news stories to come out of
Europe will likely be about the austerity
measures of countries such as Italy, Portugal
and Spain. The immediate risk to Europe
may have been reduced, but pitfalls remain
for the near future.

Europe is undoubtedly heading for slower
growth or even a recession. Canada lost
54,000 jobs last month and recent data
show that industrial production in China is
slowing down. So what is an investor going
to do?

The first place that most investors turn to is
high-interest savings accounts or short-term
deposits. In the past, I have warned friends
and associates that short-term interest rates
rising above long-term rates creates an
incentive for investors to park their money
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in cash, away from stocks and long-term
bonds. But currently, we have the opposite

rate environment.

With cash yields of just 1 percent or less
in say Canada and a current inflation rate
of 3.2 percent as per www.bankofcanada.
ca, cash 1s providing a guaranteed real
return of minus 2.2 percent. Ganadian
bonds provide yields of just 2.1 percent
for 10 years and 2.8 percent for 30 years,
both below the current inflation rate. This
might be a good time, however, to remind
investors that interest rates cannot stay at
such low levels indefinitely. When interest
rates do rise, bond prices will fall. A 2
percent rate rise in long-term bonds would
equate to a roughly 34 percent price decline
in long-term bonds. Therefore, the 2.8
percent yield is of little consequence when
bond prices eventually tank.

Some market watchers have recommended
preferred shares. While some of those
shares have gained 20 percent to 30 percent
in value, other issues are now priced in
bubble territory. The preferred shares most
vulnerable to price declines are in the fixed-
floater sector. Investors who bought these
as new issues have been receiving attractive
dividends of 4 to 5 percent for the past two
to three years. But the dividend rate will
be reset after five years, thus presenting a
risk. If interest rates stay low, the dividend
will drop dramatically on the five-year
anniversary of the issue. With many
preferred issues due to be reset in 2013,
preferred shares are vulnerable to drops of
20 percent to 30 percent.

What defines a portfolio as conservative,
balanced or growth is asset allocation — in
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other words, the percentage of one’s funds
held in cash, fixed income or stocks. In the
past, cash equivalents such as Guaranteed
Investment Certificates (GICs) would pay
an investor 3 percent above inflation, but
the current real yield is negative. Long-term
government bonds are thus vulnerable to
decline at some point.

Many investors are turning to high-yield
bonds or bond funds, which is a code for
junk bonds. While investors may feel good
about a juicy yield, keep in mind that a firm
which needs to borrow at 8 percent is not all
that safe. Many corporate bonds traded at
prices of 50 cents on the US dollar between
2008 and 2009, which did not protect
them against market declines. I believe
junk bonds are now overvalued and do not
reflect the global economic risk.

This leaves us with stocks, which have
historically been viewed as the riskiest part
of one’s portfolio. But some stocks, such
as consumer staples and utilities, may in
fact be much less risky than many fixed
income alternatives. Companies like Coke,
McDonald’s, Johnson & Johnson, Verizon
or General Mills have been able to achieve
decent profit growth while increasing
dividends, despite the great recession.

Johnson & Johnson, for example, has
a better credit rating than the US
government, let alone the Greek or Italian
government. In fact, US dividend-paying
companies are now looking more appealing
than other investment sectors. Amid such
volatile economic times, we need to rethink
the traditional ways of defining fixed-
income investments as low risk and equities
as high risk if we are to continue building
low-risk portfolios.
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