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Themes Outlook

Global resilience to a US-led deceleration:
Is the global economy losing momentum? 

“Deceleration & Disinflation” vs. “Double Dip & Deflation”
We expect the former scenario to carry on into 2011 and see potential upside for global

growth from Asia-Pacific and Latin America in 2H10.

Risk in Europe

Speed of events slowed after the Greek bailout, the EUR750bn EFSF, and the stress tests.
German-led recovery and gradual achievement of fiscal targets in the peripheral Euro

markets limited the possibility of larger contagion from the US-led risk scenario during the
summer.

We reiterate the view that no country in the Euro area is expected to seek financial
assistance in the next 12 months.

Monetary policy: 
More extended liquidity and potential QE2

G3 economies: we forecast subpar growth and subpar inflation in 2011 to extend excess
liquidity until 2012.

Markets questioning the rebound in the US present further challenges to G3 central banks
and means flattened yield curves will likely prevail in 2H10.

US yield curves strongly flattened in Aug/10 and the Fed option to deploy QE2 may add
further flattening in Sep/10.

FX Markets: 
Extended USD weakness

Most of the weakness in the USD looks priced in if the Fed disregards the need for QE2.
The central banks of Japan, Switzerland and the Euro area have limited options to

intervene individually if the USD weakens further.
A flattened yield curve and unusually low short-term interest rates may push markets to

seek returns through some diversification: non-G3 developed markets and fast-growing
emerging economies.

Commodities & Alternative Markets: 
Re-coupling with emerging markets  in 4Q

A corporate-led recovery in developed markets and the resilience of emerging economies’
consumer markets are creating a backdrop for the re-coupling of commodities to fundamentals
of medium to long-term demand and are reducing the risk of contagion from prolonged
weakness in the US.

Equities & Credit:
Lower corporate risk vs. slower economy

High liquidity in corporate balance sheets triggered consolidation through M&A activity in
the 1H10. We expect strong earnings in 2Q to ease in 3Q and to pick up the pace again in 4Q.
In the next stage, debt and equity markets are likely to see decent demand with “extended
liquidity” in treasury markets.
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Resilience in the global economy: 
US “Deceleration & Disinflation” vs. “Double Dip & Deflation”

The summer break was marked by a reinforced perception of larger than
expected deceleration in the US economy.
Globally, emerging economies, mainly China, eased the pace in response
to policies adopted by governments to curb the above-par expansion in
the 1H10, but continue to maintain a solid growth outlook for the 2H10.
Risk aversion on the Euro area fiscal crisis eased as there was no need
to activate the EFSF and Greece passed the test of the first quarterly
report to the EU-IMF-ECB. Ireland’s rating downgrade was mostly a non
event: 1 notch by S&P to AA- and negative outlook. However, the
renewed US-led risk scenario contributed to a widening of credit spreads
for the Euro peripheral markets at the end of Aug/10.
Downside risks for the global economy are, again, subject to the size of
the US deceleration since no major disappointment has been observed
elsewhere. Global markets rallied in the view that the US recovery was
“V” shaped, but now there are widespread concerns that a “W” double dip
could be on the horizon. We are facing the prospects of an anemic US
economy prolonging the subpar performance until the end of 2011 with
limited fiscal and monetary policy tools to stimulate its own economy.
We believe any attempt to further stimulate the economy seems
inappropriate when the predominant topic among G3 economies will
remain subject to the medium to long-term need to reduce fiscal deficits.
Although politically tempting to create a fiscal and monetary package to
balance the risk of a prolonged recession or the “second dip”, the
performance of the fiscal and monetary bailout in 2008-2009 proved to be
limited compared to the legacy of the large fiscal and liquidity skeletons.
Since the willingness of governments to act aggressively looks limited,
and benchmark interest rates will remain at historical lows, markets will
likely find little space to rally in the G3 economies and may seek
opportunities of taking risk in other asset classes and regions.
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The risk that the deceleration and the disinflation for the US economy will be more severe will pressure authorities to look for some
additional (marginal) measures in both fiscal and monetary policies to offset the downside bias.
Consumer credit continues to suggest a challenging outlook while the level of unemployment remains at a recessionary level (above
6%). Despite the recent improvement in the credit markets, according to the Fed’s survey of banks loan officers, the willingness to
lend remains subject to higher consumer credit scores. In the absence of significant expansion in consumer credit, we believe the
US economy is likely to grow by only 2% to 3% in the next decade (closer to 2% until 2015).

Fed’s Senior Loan
Officer Survey
(July, 2010)
Fact: US banks are
willing to lend.
But: the same 
banks continue to 
impose tight lending 
standards.

Source: US Federal Reserve

Resilience in the global economy: 
US “Deceleration & Disinflation” vs. “Double Dip & Deflation”
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The potential downside risks for the US economy are largely owing to its heavy reliance on consumer spending (70% of GDP) and the limited
resources to restore growth in the face of a prolonged recovery in employment levels. At this moment it is most likely that the needed contraction in
terms of employment and income is already consolidated. We forecast a further contraction in the housing market to be offset by consumer
spending, mostly related to essential products and services.
The weakness of the USD will likely continue to provide some support to growth, especially if the expansion in emerging markets accelerates in
the 4Q10.
According to the latest edition of the Philadelphia Fed’s survey of professional forecasters (sample of 36 forecasters), the potential for negative
GDP readings on a quarterly basis will remain significant until 3Q11, but less than 5% of the forecasters see a risk of deflation in the same period.
Any further contraction in US GDP would likely confirm that this is still the ‘Great Recession’ that started in December 2007*. We believe that if a
second dip occurs, it would be less pronounced than in 2009, not coupled with deflation but with prolonged sub-par inflation.

Source: Federal Reserve Bank of Philadelphia
*Business cycles are dated according to the US NBER; http://www.nber.org/cycles/april2010.html

Resilience in the global economy: 
US “Deceleration & Disinflation” vs. “Double Dip & Deflation”



According to the latest speech of the Fed Chairman Ben Bernanke, the FOMC considers three options to prevent the downside risk to growth and
inflation: (1) conducting additional purchases of longer-term securities, (2) modifying the Committee's communication, and (3) reducing the interest
paid on excess reserves. He also considered a fourth strategy, proposed by several economists, that the FOMC increase its inflation goals.

Despite the sequence of disappointing data on the US economy pushing the yield curve to test historical lows and increasing the market’s
expectation of some action from the Fed, some factors will limit the possibility of a second quantitative easing cycle at the September 21 FOMC
meeting:

1. Fed’s forecasting models take into account the survey of professional forecasters (no relevant risk of deflation by Jul/10).

2. Fed’s Chairman Ben Bernanke continues to consider that expectations are anchored (no deflation perceived by consumer inflation expectations).

3. There will be three of the seven seats on the board of the FOMC vacant at the September 21 meeting. Nominations are on hold, depending on
US Senate approval of current nominees of the Federal Administration. Bernanke may deploy the available tools if necessary but with limited board
structure, he would be facing the risk of later be questioned on the legitimacy of taking a critical decision.

4. All the mentioned factors and the limited set of additional economic data available until the next FOMC meeting in Sep/10 suggest to us that the
possibility of a move will be on the instrument of communication which may pave the way for the adoption of QE2 in November 3 or December 14.
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Monetary Policy: 
Disinflation and the possibility of Fed’s QE2
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Monetary policy
US led disinflation in the short-run

Term structure of the US treasuries yield curve flattened further in Aug/10 and the spillover was broad based in most of benchmark curves in
Europe. In the absence of supportive data which could offset the additional risk of “double dip & deflation” in the US, the flattening will likely
prevail in a narrow range bound trend by end of 3Q10.

Our view is that US treasuries are likely to trade in the range of 0.40% to 0.70% for the 2yrs and in the range of 2.40% to 2.80% for the 10yrs.

Meanwhile, German bunds will remain exposed to both US flattening and the risk of flight to quality moves from eventual disappointment
emerging on the Eurozone’s path to fiscal stabilization. Historically low rates of the 2yrs Bunds trading in the range of 0.50% to 0.70% and 10yrs
at 2.40% to 2.80% may prevail in the current short-term scenario.

Inflation Forward Curves 30-Aug
1 YR 2 YR 3 YR 4 YR 5 YR 6 YR 7 YR 8 YR 9 YR 10 YR 12 YR 15 YR 20 YR 25 YR 30 YR

Bid 0.66 0.86 1.13 1.30 1.45 1.62 1.75 1.86 1.96 2.01 2.13 2.22 2.28 2.32 2.35
Ask 0.66 1.01 1.23 1.40 1.53 1.70 1.83 1.94 2.03 2.09 2.23 2.32 2.38 2.42 2.45
Mid 0.66 0.94 1.18 1.35 1.49 1.66 1.79 1.90 1.99 2.05 2.18 2.27 2.33 2.37 2.40

Bid 1.30 1.29 1.31 1.34 1.37 1.43 1.50 1.55 1.62 1.67 1.74 1.81 1.87 1.94 2.06
Ask 1.40 1.33 1.35 1.38 1.41 1.47 1.54 1.59 1.66 1.71 1.78 1.85 1.91 1.98 1.98
Mid 1.35 1.31 1.33 1.36 1.39 1.45 1.52 1.57 1.64 1.69 1.76 1.83 1.89 1.96 1.96

Bid 3.98 3.26 3.03 2.95 2.90 2.91 2.91 2.99 3.02 3.06 3.14 3.23 3.36 3.46 3.48
Ask 4.28 3.31 3.08 3.00 2.95 2.96 2.95 3.04 3.07 3.11 3.19 3.28 3.41 3.51 3.53
Mid 4.13 3.29 3.06 2.98 2.92 2.93 2.93 3.01 3.05 3.08 3.17 3.25 3.38 3.48 3.50

Bid -0.68 -0.64 -0.61 -0.58 -0.58 -0.51 -0.48 -0.44 -0.41 -0.37 -0.31 -0.23 -0.14 -0.09 -0.06
Ask -0.48 -0.44 -0.41 -0.38 -0.34 -0.31 -0.28 -0.24 -0.21 -0.17 -0.11 -0.03 0.06 0.11 0.14
Mid -0.58 -0.54 -0.51 -0.48 -0.46 -0.41 -0.38 -0.34 -0.31 -0.27 -0.21 -0.13 -0.04 0.01 0.04

Bid 1.38 1.30 1.30 1.30 1.11 1.15 1.19 1.24 1.40 1.32 1.35 1.36 1.39 1.39 1.39
Ask 1.88 1.80 1.80 1.80 1.61 1.65 1.69 1.74 1.90 1.82 1.85 1.86 1.89 1.89 1.89
Mid 1.63 1.55 1.55 1.55 1.36 1.40 1.44 1.49 1.65 1.57 1.60 1.61 1.64 1.64 1.64

Bid 1.37 1.28 1.26 1.26 1.27 1.30 1.34 1.38 1.44 1.48 1.52 1.58 1.63 1.70 1.76
Ask 2.80 2.61 1.76 1.76 1.77 1.80 1.84 1.88 1.94 1.98 2.02 2.08 2.13 2.20 2.25
Mid 2.09 1.95 1.51 1.51 1.52 1.55 1.59 1.63 1.69 1.73 1.77 1.83 1.88 1.95 2.01

Bid 2.73 2.55 2.48 2.45 2.45 2.47 2.58 2.59 2.60 2.54 2.54 2.53 2.53 2.52 2.52
Ask 2.93 2.75 2.68 2.65 2.65 2.61 2.69 2.61 2.62 2.74 2.74 2.73 2.73 2.72 2.72
Mid 2.83 2.65 2.58 2.55 2.55 2.54 2.64 2.60 2.61 2.64 2.64 2.63 2.63 2.62 2.62

Source: Bloomberg

Sweden        
Riksbank 
Target 2%

Spain            
ECB Target 

2%

Australia            
RBA Target 

2%

US Fed Target        
1%-2%

Euro             
ECB Target 

2%

UK                 
BoE Target 

2%

Japan BoJ 
Target 1.5%
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Monetary Policy and Inflation

Central banks’ interest rate decisions in Sep/10 will be an interesting way to validate our view that some markets are decoupling
from the risk in the US economy on the decision to normalize monetary conditions with the strengthening of their macro-
fundamentals.
From our list of fast growing high grade markets (see page 12), Sweden (9/2), Canada (9/8), and South Korea (9/9) are expected to
raise their benchmark rate by 25bps, according to market consensus’ estimates (Bloomberg), as growth fundamentals continue to
advance. New Zealand (9/5) is also expected to make the same move. Other central banks like Norway (9/22), Brazil (9/1) and
Australia (9/7) are expected to keep the speech of stronger economic activity leading to the possibility of additional moves in the
4Q10.
These monetary policy decisions will be also reinforcing our view that the risk of a global scale deceleration will be limited in the
2H10 and that an outperformance of Asia will create an upside bias for the economies with stronger correltation with the region in
the 4Q10 and 1H11.

Inflation: World, Advanced and Emerging Economies (CPI %)
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Risk factors 
Global risk continue to penalize governments in the Euro area

Despite the absence of negative events (the downgrade of Ireland’s rating by
S&P was mostly a non-event), two factors worked against the possibility of
spreads narrowing in the Euro peripheral markets in August: reduced liquidity
and the strong advance in German bunds. The risk aversion in the US which
led to the strong decline in its treasuries yields was extended into the
benchmark curves in Europe, especially German bunds.
All peripheral Euro governments issued debt in the markets in August,
continuing to build a liquidity cushion for 2011. Spreads remain close to
historical highs, but nominal yields of these securities of 3.0%-3.5% for 2yrs
bonds and 4.0%-4.5% for 5yrs of the Portuguese Republic, for example, are
far from levels that would typically be associated with countries at risk of
imminent need of financial assistance. So far, economic and fiscal figures are
performing in line with the targeted levels; this has historically led to a gradual
improvement in confidence and subsequently translates into a robust decline
in risk spreads.
The transition from the 3Q10 to the 4Q10 will remain marked by adverse
conditions in a global context and negative bias for growth in G3 economies.
However, in the case of the Euro area, excess risk aversion of the 2Q10 was
replaced by a more realistic view that economic conditions did not deteriorate
and governments will be able to refinance debt maturing in the next 12
months, at least. It reinforces our view that the EFSF will not be activated in
2010 .
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FX markets:
Concerns about a second dip in the US leading to weaker USD

While the EURUSD lost momentum in Aug/10, the JPY and the CHF appreciated to uncomfortable levels for central bankers in Japan and Switzerland
who remain hampered by limited structural instruments to avoid further FX appreciation if acting individually. A coordinated action seems less likely
since the recent USD has had a mixed effect and the cost of intervention is not attractive for central banks’ balance sheets.

Current central banks’ approach of trimming the excess of markets’ moves suggests that JPYUSD may slow the pace to break the 80 level but the
prevailing USD weakness in the 2H10 will eventually test JPY highs of more than 15 years before “normalizing” in the range of 85-95 by the end of the
year.

The EURUSD in the range of 1.25 to 1.30 will be biased to test the support level in the case of negative events related to Euro area peripheral
markets (mainly on risk of rating actions).

Non G3 growing markets (CAD, SEK, NOK, and AUD) will remain coupled with the prospects of sustained growth and diversification outside USD,
JPY, GBP and EUR. Emerging market and commodities-related currencies showed resilience to milder Chinese growth and a drop in energy and
industrial commodities prices in July-August. Excess liquidity in G3 markets and diversification continues to favour flows to EM and commodity
currencies.
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As a consequence of the risk-averse sentiment, the yen is currently trading at historically high
levels against the dollar, staying under USDJPY100 barrier since April 09.
The Bank of Japan has been under pressure to intervene in the FX market, given the
potential downside to the Japanese exporting sector (which accounts for almost 13% of the
national GDP). Japan’s largest manufacturers said in a survey released February that they
“can remain profitable as long as the yen trades at 92.90 per dollar or weaker”.
The parallel with 1995, when the dollar-yen reached 80.63, is often referred to. However, the
profile of the Japanese exports has considerably changed. As seen in the charts to the right,
if the US once was the main trade partner of Japan, its importance has considerably faded, in
favor of other Asian countries (being clearly surpassed by China, for instance).
As of now, not only did the yen not appreciate as much as before, the destination of exports is
much more diversified, meaning the impact is smaller and less localized.

The recent moves in the USDJPY: 
Is there a case for the intervention of BoJ?

Main destination of the Japanese Exports

US, 29.7%

NIE, 23.6%
Asean, 15.2%

EU, 14.5%

China, 4.7%

Germany, 4.5%

England, 3.2%

Others, 4.4%

US, 16.1%

NIE, 23.5%

Asean, 13.8%
EU, 12.5%

China, 18.9%

Germany, 2.9%

England, 2.0%

Others, 10.3%

2010    .

.    1995

Source: Bloomberg; 
Notes: NIE stands for “New Industrialized Countries”, comprising South Korea, Hong Kong, Taiwan and Singapore.

JPY appreciation against the currencies of its main export partners

Notes: For the economic blocks, a basket of the currencies of the member countries was created, weighted by the exports of Japan to each 
country within the block. Concerning the EU, a theoretical Euro (Bloomberg ticker: THEOEURO Index) was used for the 1995 period. As for 
Germany, the 95 values concern the appreciation of the Yen against the German mark, and the 2010 value the appreciation against the Euro. JPY Real Exchange Rate appreciation (Jun90=100)

Source: Bloomberg, BoJ; Analysis: ES Investment
Notes: “Basket” is a currency basket weighted by the trade importance of each currency to Japan, as of 1993.

The yen has appreciated over 10% against all the export partners considered here. However,
despite this rally in the currency, we note the positive performance of the main Japanese
exporters in this 2Q earning season, consistently topping analysts’ expectations, and the
improving reports on the economy.
We take a look at the evolution of the real exchange rate of the yen since 1990. While it can
be seen that, back in April 95, the yen valued on real terms was highly overvalued both in
dollars and against the basket of other currencies, as of now, the real exchange against the
basket is at the same level as that of 20 years ago (see graph to the right)
Given that the yen is overvalued mostly against the dollar, its overall impact on trade terms is
contained. Thus, considering the high costs of an intervention and the apparent lack of
support of other central banks to do so, our opinion is that it is not likely that the BoJ will
directly intervene to correct the JPY (as seen in 2003-2004).
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Fast growing 10 high grade markets and BRICs: 
Milder but healthy growth in 2H10

Disappointment in Chinese and US economies led to the consensus
revision of a milder expansion in the global economy during the 2H10.
However, some regions continue to post economic indicators
suggesting that no significant contagion is in place or even the
possibility that Asia, including China, is facing the risk of a larger
deceleration.
In fact, the Chinese economy seems to be just taking a quick pause for
breath in the 2Q and 3Q before picking up the pace in the 4Q10 as
some evidence of heating economic conditions emerged from exports
and manufacturing activity of Chinese trade partners such as South
Korea and Australia (both economies continued to move above
expectations in Jul/10).

G3 + UK 33541 10 Alternative 
High Grades 6190

US 14256 Canada 1336
Eurozone 12033 Mexico 875
Japan 5068 Australia 997
UK 2184 Korea 833

Taiwan 379
BRICs 8948 Poland 430

China 4909 Sweden 405
Brazil 1574 Norway 383
Russia 1229 South Africa 287
India 1236 Thailand 264

Source:IMF

2009 GDP (Current USD bn)

Last: 23-Aug

Avg. 1999-2008 2009 1Q10 2Q10 2010 2011 2012 2013 2014
Australia 3.3 0.7 2.7 2.7 2.0 3.3 3.4 3.2 3.0 AAA 6.4% 55 6.5%

Canada 2.9 -2.5 3.1 3.8 2.1 3.6 3.3 2.5 2.1 AAA 4.2% -- 8.2%

Chile 3.8 -1.6 1.5 6.5 -1.5 4.7 6.0 4.8 4.6 A+ 10.2% 29 37.1%

Mexico 3.0 -7.3 4.3 7.6 3.3 4.9 5.5 5.3 4.9 BBB 2.7% 131 11.0%

Norway 2.4 -1.9 -0.8 1.4 1.3 1.8 1.9 2.0 2.1 AAA -3.9% 25 16.1%

Poland 4.2 1.0 3.0 3.2** 2.2 4.0 3.9 3.9 4.0 A- -8.7% 161 10.4%

South Africa 3.9 -2.2 1.6 3.0** 1.7 3.8 4.3 4.5 4.5 BBB+ 6.4% 171 5.7%

Korea 5.3 -1.0 8.1 7.2 3.6 5.2 5.0 4.7 4.5 A 4.8% 135 9.5%

Sweden 2.8 -4.8 3.0 3.7 1.2 2.5 3.0 3.5 3.9 AAA -3.6% 38 9.6%

Taiwan 3.8 -4.1 13.7 12.5 3.7 4.2 4.8 5.0 5.0 AA- 2.8% -- 13.7%

Thailand 4.8 -3.5 12.0 9.1 3.7 4.5 5.0 6.0 6.0 BBB+ 8.7% 135 38.5%
Source: IMF; Bloomberg Analy sis: Espirito Santo Inv estment * YoY(%)  ** Bloomberg Consensus *** FX v s. USD  **** CDS and  *****Local currency  (Jul-10)

Equity index      
(1yr % Chg)*****

Annual change in GDP (%)*
S&P Rating FX rate       

(1yr % Chg)***
CDS Spreads  
(5yrs bps)****
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Commodities:
Weakness in the short-run is not a trend for the 4Q10

Slower trade across the majority of asset classes in Aug/10 led commodities markets to follow the US centered risk scenario, except
for agricultural products owing to a series of supply shocks in grain markets.
Precious metals advanced with the diversification of inflows seeking seemingly safer assets that are an alternative to the US or
German low yielding treasuries securities and the JPY and CHF FX rates. They may still have the upside bias of emerging markets’
growth to extend its legs into the 4Q10, with our view that gold will be testing USD1250-1300 in the short-run.
Despite the negative US outlook, crude oil seems to be sustaining the trading range of USD70-75/barrel if risk aversion persists in
Sep/10. Higher demand in Asia (secular trend) and lower inventories at the end of the hurricane season in the gulf of Mexico (Oct-
Nov) continue to support our view that oil will move to the range of USD80-90/barrel by the end of 2010.
Industrial metals have different individual stories in the short-run, but the strength of copper prices continues to reinforce the prospect
of gains in the 4Q10. The end of 3Q still looks challenging for industrial commodities as markets will continue to test the risk of a
“second dip” in the US.

Baltic Dry Index
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Last: 30-Aug

Spot MTD YTD 12 months 24 months

Brent 75.950 -2.98% -1.62% 4.92% -32.18%
WTI 74.480 -5.66% -6.15% 2.39% -35.49%

Total Return 4108.100 -3.40% -9.40% -4.32% -52.28%
Agriculture 609.921 2.92% -0.91% 9.65% -27.74%
Energy 879.049 -5.69% -13.50% -10.19% -63.25%
Industrial Metals 1617.427 -0.59% -5.24% 10.16% -16.81%

Gold 1237.350 4.77% 12.80% 29.57% 48.87%
Silver 19.006 5.53% 12.63% 29.06% 39.65%

Aluminum 2058.000 -5.38% -7.71% 9.24% -25.57%
Copper 7459.000 2.23% 1.14% 18.96% -2.50%
Steel 515.000 0.00% 39.19% 24.10% -33.55%
Zinc 2095.000 3.46% -18.16% 14.42% 13.30%

Source: Bloomberg

Crude Oil
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Industrial 
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US Equities: 2Q earnings season
Testing the consensus vs. actual reports

A snapshot of the 2Q earnings season

The 2Q Earnings Season by Industry Sector

Notes:
 - Earnings' surprise is computed as the % change of actual EPS against analysts' estimates.
 - Expected Change on Earnings is computed as the % change of analysts' estimates for this period's 
EPS against the previous quarter EPS.
 - Actual Change on Earnings is computed as the % change of the current period's EPS against the 
one from the previous period.
- All of the values are presented as a weighted average of market cap.

Change on Earnings (2Q vs 1Q) by Market Size

* Bloomberg consensus

Note: This study comprises the top 150 companies listed in the US, sorted by market size.

The 2Q earnings season came out extremely positive, with US companies
topping analysts expectations*. Results were sustained across sectors, with
Financials being the greatest surprise.
The miss in the forecasts may be explained by a difficulty to grasp a better than
expected economic performance in the 1Q, along with analysts possibly
underestimating the higher efficiency of the companies’ cost structures in the
aftermath of the difficulties faced in 2009.
Another interesting note is that while Cyclical and Non-cyclical Consumer
Goods increased above expectations, Basic Materials fell relative to the 1Q.
This may be taken as an indication that companies are being unable to pass
cost increases onto consumer lines.
It is also worth noticing the trend of smaller companies posting the greatest
increase in earnings, and the fact that, in overall terms, revenues coming from
emerging economies grew faster than those from developed ones.

Source: Bloomberg; Analysis: ES Investment; Notes: 150 companies divided in 15  buckets with 5 companies each.
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on Earnings Earnings' Surprise Actual Change on 

Earnings
Basic Materials -0.1% 0.2% -0.1%
Communications -0.5% 0.6% -0.2%
Consumer (C) 0.0% 0.5% 0.5%
Consumer (NC) 1.6% 1.1% 2.5%
Energy 0.8% 0.4% 2.5%
Financial -2.6% 7.5% 1.4%
Industrial 2.5% 1.9% 4.2%
Technology 0.8% 2.4% 2.5%
Utilities -0.2% 0.3% -0.1%

Source: Bloomberg; Analysis: ES Investment

Results
Earnings' Surprise (1Q) 15.0%
Expected Change on Earnings (2Q) 2.5%
Earnings' Surprise (2Q) 11.5%
Actual Change on Earnings (2Q) 13.2%

Source: Bloomberg; Analysis: ES Investment
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Industrial production in the US vs Eurozone 
The Purchasing Managers Index (PMI) is closely correlated to the evolution of
the Industrial Production (IP) Index, as the former reflects the managers’
expectations of the economic performance in the coming 6 months.
The correlation between these two indicators is strong enough for us to
manage to derive estimates for the IP Index based on the PMIs (as the latter
are released in advance).

Comparing these two indicators, our model suggests that, in the US,
managers’ expectations seem to be overvalued by 2.6%, with respect to the
actual IP values.
By contrast, in the Eurozone, managers seem to be more cautious with their
predictions, understating the IP Index in 0.6%.
Based on the result of our study, estimates for the upcoming IP values for
both areas are shown below.

PMI vs IP (% MoM, 6m MA) - Eurozone

Source: Bloomberg, Analysis: ES Investment
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Note: All values and analysis as of July 2010.

Intuitively, a faster pace of the Eurozone Industrial Production may be expected
given these figures. Not only does this seem to be a future trend, it also has been
increasing at a faster rate for the past six months (see bottom left graph).

Therefore, based on this major driver of economy growth, it is not clear why
Europe has been outperformed by the US since the beginning of 2009 (return of
the MSCI US vs. MSCI Europe is 3.36% (p.a.); return of the EUR/USD is
-36.4%).
For an international investor, this has special relevance if we take into account
the fact that exports account for just 11.0% of the US economy, against 19.6%
for the European economy.

It is thus advised to underweight the exposure to the US economy in favor of
Western Europe markets (with higher selectiveness in sectors less exposed to
governments of peripheral Euro economies).

Jan-10 Feb-10 Mar-10 Apr-10 May-10 Jun-10 Jul-10

EZ IP US IP

Sep Oct Nov Dec
EZ 2.2% 0.9% -1.6% -0.2%
US 1.2% 0.3% -0.3% -1.4%

Analysis: ES Investment
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Supply conditions are seasonally weak in August, but Aug/10 was even
worse with the restrictive conditions of wide spreads observed in Euro
peripheral government bonds.

Lower benchmark rates in US treasuries and German bunds were coupled
with the flattening of market curves which may favor higher activity by
issuers at the beginning of Sep/10.

Credit spreads followed the same pattern as spreads of government bonds
in the Euro peripheral markets: there was some widening in yields and a
larger move of German bunds and the swap curve in response to the sharp
rally by US treasuries.

With short-term rates at historical lows on both sides of the Atlantic, some
appetite for higher yields may favor corporate credit, with our expectation of
decoupling of rating fundamentals between sovereign and corporate bonds
over the remainder of the year. Last but not least, consolidation through cash
led M&A is expected to be gradually replaced by some leverage in debt
markets with the expected rebound of the global economy in 2011.

Credit markets
Extended period of contagion in the credit markets
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Disclaimer

Global Disclaimer

This document was prepared by Banco Espírito Santo de Investimento, S.A. and/or any of its subsidiaries (together “ESI”) and is intended solely for distribution by ESI or E.S. Financial Services, Inc. (“ESFS”) to qualified investors, as described on Article 30º of the Portuguese
Securities Code. Its use is restricted to qualified investors, and their representatives.

All information contained in this document was compiled in good faith by ESI, using sources of public information considered reliable, although its accuracy cannot be guaranteed. Accordingly, with the exception of information about ESI and ESFS, ESI makes no representation
as to the accuracy or completeness of such information.

The opinions expressed in this document reflect ESI’s point of view as of the date of its publication and may be subject to change without prior notice. Neither ESI nor ESFS assure the update of this document.

This document is not a research report, neither represents any kind of advisory, nor is an offer to buy or sell or intends to solicit an order to buy or sell. The prices of any instruments described in this document are indicative prices only and do not constitute firm bids or offers.
ESI and/or ESFS may choose to make a market for any instruments referred in this document, but are not obliged to do so. Any such market-making activities may be discontinued at any time without notice. The prices of any securities described in this document are indicative
prices only and do not constitute firm bids or offers

ESI and/or ESFS may trade for their own account or of their clients any instruments that may be referred to in this document, as well as they may have any business relationship with the entities referred on it. ESI and/or ESFS may act as market-makers of any instruments
referred to in this document, although they are not obliged to do so and, if they do it, they may terminate that activity at any moment. ESI and/or ESFS may act as placement agent, advisor, lender or in other capacities in with respect to financial instruments or issuers
referenced in this document.

ESI and/or ESFS may trade for its own account and may also engage in securities transactions in a manner inconsistent with this document and with respect to financial instruments covered by this document.

ESI and ESFS have no obligation to update, modify or amend this document or to otherwise notify a reader thereof in the event that any matter stated herein, or any opinion, projection, forecast or estimate set forth herein, changes or subsequently becomes inaccurate. Prices
and availability of financial instruments are also subject to change without notice. This document is provided for informational purposes only. ESI and ESFS will not accept any responsibility for any loss resulting from the use of the information or opinions referred in this
document.

The financial instruments discussed in this document may not be suitable for all investors and investors must make their own investment decisions using their own independent advisors as they believe necessary and based upon their specific financial situations and investment
objectives. If a financial instrument is denominated in a currency other than an investor’s currency, a change in exchange rates may adversely affect the price or value of, or the income derived from the financial instrument, and such investor effectively assumes currency risk.
In addition, income from an investment may fluctuate and the price or value of financial instruments described in this document, either directly or indirectly, may rise or fall. Furthermore, past performance is not necessarily indicative of future results.

The financial instruments discussed herein may be subject to restrictions with regard to certain persons or in certain countries under national regulations applicable to said persons or in said countries. It is each investor’s responsibility to ensure that it is authorized to invest in
the securities.

This document is confidential and addressed to a restricted number of entities. If you are not an addressee of this document, you should immediately destroy it. The dissemination or copy, in total or in part, of this document is not allowed.

Additional information is available upon request.

Additional Disclosures for US Persons

The enclosed report does not constitute an offer to sell any of the securities discussed herein, nor is it soliciting an offer to buy such securities, in any jurisdiction where the offer or sale is not permitted. The securities discussed herein may be subject to restrictions with regard
to certain persons or in certain countries under national regulations applicable to said persons or in said countries. It is each investor’s responsibility to ensure that it is authorized to invest in the securities.

The securities discussed in this material may not be suitable for all investors. Investors should make their own assessment of the risks from a legal, tax and accounting perspective prior to investing in such products. Past performance is no guarantee to future performance.

This report is being distributed to, and is intended solely for the use of, institutional investors. Notwithstanding the generality of the preceding sentence, this report is intended solely for the use of the institutional investor to which it has been sent by ESFS and such recipient’s
agents, employees, advisors and representatives. If you have received this report in error, you are urged to destroy it or return it immediately to ESFS.

The prices of any securities described in this report are indicative prices only and do not constitute firm bids or offers. ESFS or its affiliates may choose to make a market for any such securities, but neither ESFS nor any of its affiliates has an obligation to do so. Any such market-
making activities may be discontinued at any time without notice. Certain information contained in this report has been derived from public sources that ESFS deems to be reliable. Neither ESFS or any of its affiliates, however, have independently verified such publicly available
information nor do they take responsibility for its accuracy or completeness.

Any U.S. person receiving this document and wishing to effect transactions in any securities discussed herein should do so, if applicable, through ESFS and not through any non-U.S. affiliate of ESFS.
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