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Market overview 
Equity and bond markets were very volatile during last month. In the first half of the month the sharp decline in risk appetite was fueled by 
worries about a more slowly growing world economy due to weak macro data (especially in Europe), signs of lower confidence that the 
European Central Bank (ECB) can help the euro zone economy get back on track, the end of the quantitative easing (QE) programme in the 
US, bouts of geopolitical turbulence, and the spread of the Ebola virus. In the second half of the month markets have regained their mid-
October decline. The main reason behind this dramatic negative-to-positive mood shift was the realization that earlier concerns about 
economic growth in the United States and the world were exaggerated. Among factors behind higher share prices were good quarterly 
company reports, cheaper petrol, improved household sentiment and better GDP figures in the US as well as the Bank of Japan (BoJ)’s 
announcement of expanded government bond purchases. 

Stock market performance* Major events Expectations 

USA  
(S&P 500 index, USD): 

+2,3% in October 

+9,2% YTD 

+94,8% in 5 years 

 
Europe  
(MSCI EURO, EUR): 

-2,7%  in October 

+0,5% YTD 

+21,9% in 5 years 

 

Eastern Europe 
(MSCI EM Eastern Europe, USD): 

-2,9% in October 

-19,8% YTD 

-19,2% in 5 years 
 
Asia  
(MSCI EM Asia, USD): 

+1,4% in October 

+4,5% YTD 

+25,1% in 5 years 
 

Latin America 
(MSCI EM Latin America, USD): 

-0,4% in October 

-1,3% YTD 

-15,6% in 5 years 

• The US Federal Reserve (Fed) 

ended its QE3 stimulative bond 

purchases and kept the key rate 

at 0-0,25%; US GDP grew at an 

annualized rate of 3,5% in the 

Q3; US consumer confidence hit 

its highest level in seven years; 

Q3 corporate earnings continued 
to be supportive for share prices. 

• Investors welcomed the results of 

the ECB’s comprehensive 

assessment of the financial health 

of eurozone banks; ECB began 

buying covered bonds; the 

eurozone’s PMI rose in October, 

signaling the first expansion in 

business activity for three 
months. 

• Bank of Japan (BoJ) decided to 

expand its bond purchase 

programme, boosting its 

monetary base target growth 

from JPY 60-70 trillion to JPY 80 
trillion per year. 

• Russia and Ukraine reached an 

agreement to ensure Russian 

natural gas supplies this winter; 

Donetsk and Lugansk regions 

held their own presidential and 
parliamentary elections. 

After the announcement of QE3 ending, the FED was confident that the US 
economic recovery will continue. The Fed also emphasized that the key 
rate will remain unchanged for a “considerable time”, while painting a 
brighter picture of the labor market and noting that near-term inflation will 
be held down by falling energy prices. SEB predicts an initial rate hike in 
mid-2015. Meanwhile, better-than-expected third-quarter corporate 
earnings continued to be supportive for share prices. Of almost half of S&P 
500 companies that have reported earnings, 72% have beaten analysts’ 
estimates. The steady and calm tone of many management outlook 
statements was also encouraging. The US leads the business cycle and the 
combination of the best macro momentum globally and a support for USD 
makes US attractive in a global context. 

Eurozone bank stress tests results showed that no big bank that could be 
viewed systemically important failed the tests. Banks with the largest 
capital shortfall were primarily from the bloc’s southern countries, 
including Italy, Greece and Cyprus, but at least half of them had already 
raised enough new capital. The ECB began buying covered bonds, and 
there was also speculation that it might start buying corporate bonds. 
Combined with the ECB’s measures to support growth and ward off 
deflation, including its programme of cheap loans and purchases of private 
assets, the groundwork has been laid for the improved flow of credit in the 
eurozone and a recovery in economic growth. 

BoJ’s latest monetary actions is to counter the effects of April’s 
consumption tax rise, which has weighed on domestic demand and led to 
subdued price pressures in Japan. The BoJ aims to make a good progress 
towards reaching its 2% target for consumer price inflation. Japan’s 
national pension fund also received a mandate to increase its allocation to 
equities, which lifted the Japanese stock market lately and positive 
sentiment remains. 

An agreement to ensure Russian natural gas supplies for Ukraine eased 
tension until the prevailing gas dispute goes to court next summer. But on 
November 2, the breakaway Donetsk and Lugansk regions held their own 
presidential and parliamentary elections, which may pose obstacles. We 
continue to believe that the Russia-Ukraine conflict will be long-lasting. 

* More information regarding indexes’ performance can be found at the end of the document 
 

Impact on product groups of different risk categories 

Product group Impact during the last month and expectations looking forward 

Conservative 
(low risk) 

Last month government bond yields were volatile, however month ended in a more or less flat zone. European government 

bond yields remain at record lows and we believe they are bottoming out in near future. Given a stabilization of euro zone 

inflation followed by rising inflation expectations and that the Fed will begin hiking key interest rates, government bond yields 

will climb both in Europe and the US. There is not a lot of room for further yield decrease in investment grade (IG) corporate 

bonds, and the best period of these bonds in this interest rate cycle is now behind us. 

Balanced 
(medium risk) 

Despite the divergent performance in equity and bond markets lately our balanced portfolios (covering various asset classes) 

generated positive performance during last month. Looking ahead, in the high yield (HY) bonds market in the short term, 

wider spreads between high yield corporate bonds and government bonds have increased potential, but expectations of 

gradually higher government bond yields during the coming year will continue to pose a risk, therefore shorter duration HY 

bonds appear more attractive than longer duration. Overall, in long term we remain cautious on HY bonds. Expectations for 

riskier investments within balanced portfolios are covered in high risk part. 

Aggressive 
(high risk) 

Last month was very volatile in equity markets. Despite a sharp drop in the first 

half of the month equities recovered in the second half. Concerns about more 

slowly growing world economy due to weaker macro data was the main factor 

investors became more risk averse. However, a dramatic negative-to-positive 

mood shift was the realization that concerns about economic growth were 

exaggerated. Assuming persistently strong US economic growth, a supply of 

liquidity from central banks, cheaper energy and lower price/earnings (P/E) 

ratios, there are reasons to expect stock markets to improve. A more long-

lasting upturn will also require support from corporate earnings, which, so far 

have been strong. 
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Monthly theme 

What do the bond ratings mean? 

Bonds are often described as “safe” investments. Nevertheless, when 
deciding which bonds to invest in, it can be tempting to chase a 
possibility to earn higher return or higher yield (in bond terms). The 
higher the yield, the more money you get from the bond. However, there 
are important risks that investors should understand and one of the more 
significant of which is credit risk. The higher the yield – the higher is 
credit risk and bond’s risk overall. One important tool to assessing credit 
risk is bond ratings. Bond ratings can help to determine the likelihood of 
default of bond’s issuer. Therefore, instead of making a decision based 
only on bond yield, it is needed to be looked at the ratings as well. In this 
article we introduce the meaning of bond ratings, by whom and how 
ratings are provided and revised, the differences between investment 
grade and speculative grade bonds and limitations of bond ratings. 

What is a bond rating and who provides ratings for bonds? 
A key risk of bond investing is credit risk, which is the possibility that a 
bond issuer will not be able to make scheduled interest payments or repay 
the principal when the bonds mature. A bond rating is an assessment of 
bond issuer’s ability to pay its financial obligations regarding the issued 
bond. Issuers include entities such as governments, corporations, financial 
institutions, insurance companies, or municipalities. Bond ratings apply to 
debt securities and do not apply to equity securities like common stock.  

Ratings are provided by organizations commonly called credit rating 
agencies. Rating agencies research and rate bonds by concentrating 
primarily on assessing their credit risk. Rating services look at the financial 
stability of the issuer, its other outstanding debt (if any), its growth 
potential, business strategy, management, competitors, specific market 
sector, state of the economy and other things. If the issuer is a government 
entity rather than corporate, rating agencies may look at its tax revenues, 
budget and the regional economy in order to assess the issuer’s financial 
position. 

There are three major credit ratings agencies controlling approximately 
95% of the ratings business – Moody's Investors Service (Moody’s), 
Standard & Poor's Corporation (S&P) and Fitch Ratings (Fitch). The 
resulting rating represents the agency's opinion at a particular point in 
time, and it is continuously revised to reflect any industry, sector, company 
or municipal developments that could affect a security's market price. Each 
agency applies its own methodology in measuring creditworthiness and 
uses a specific rating scale to publish its ratings opinions. Typically, ratings 
are expressed as letter grades that range, for example, from ‘AAA’ to ‘D’ to 
communicate the agency’s opinion of relative level of credit risk. The range 
from highest to lowest rating is called credit rating scale. Credit rating 
scales by S&P, Moody’s and Fitch rating agencies are provided in table 1.  

Investment grade and speculative grade bonds 
In respect of ratings provided, rating agencies classify issuers and their 
bonds into two general categories: investment grade and below investment 
grade (table 1). 

Investment grade bonds are considered likely to meet their obligations and 
have a low probability of default. As a result, the issuer will generally pay a 
lower interest rate to access capital than will borrowers with a riskier credit 
profile. Investment grade bonds are generally more appropriate for 
conservative investors. Below investment grade bonds are often referred to 
as high yield or junk bonds and have speculative characteristics. The yields 
on these bonds are generally higher to compensate investors for the 
additional risk and, as a result, may be suitable only for aggressive 
investors willing to accept greater degrees of credit risk. 

To sum up – the lower the bond's rating, the greater the risk of default. 
Table 2 contains data of cumulative global government and corporate 
default rates (%) among all investment grade and speculative grade 
ratings. According to the data in the table: a) default rates for corporate 
bonds historically have been greater than default rates for government 
bonds with the same credit ratings; b) speculative grade bonds default 
much more frequent than investment grade bonds which default very 
rarely; b) default rate increases with the increase of time horizon (period for 
which bonds are issued) for both – investment and speculative grade 
bonds. 

Ratings can be revised 
Rating agencies that rate bonds are supposed to look at the financial 
condition of the bond issuers, and determine whether or not certain events 
and situations make the issuer more likely or less likely to default. If the risk 
of default rises, the bond is downgraded. If things start looking better, 
bond rating agencies can improve the outlook, and boost the rating. 

For example, a bond may be downgraded (i.e., its rating reduced) because 
the issuer’s financial condition, or the general business climate in which it 
participates, has deteriorated. Conversely, a bond may be upgraded when 
any of these factors show sufficient improvement. For investors, a 
downgrade of bonds they own may cause a decline in the current market 
value of those bonds. The opposite may occur when a bond issue is 
upgraded. 

However, assuming that you hold a downgraded bond to maturity and the 

issuer remains solvent and makes all payments on schedule, the downgrade will 
have no direct effect on your actual returns. But if you sell such bonds before 
maturity you may realize a loss. When bonds held in a mutual fund are 
downgraded, the change may affect the net asset (NAV) value of the fund since 
the fund’s NAV is based on the current market value of its holdings. 

Credit agencies also provide an outlook of bond issuer’s creditworthiness, i.e. it 
may be a positive outlook meaning that the rating may be increased in the 
future, it may be a negative outlook meaning that the rating may be decreased 
in the future, or it may be a stable outlook meaning that the rating may not be 
changed in the future. The change in outlook may also affect bond price. 

Limitations of bond ratings 
It is important to highlight that bond rating does not reflect other types of risk, 
such as market or liquidity risks, which may also affect the value of a bond. Nor 
does a credit rating consider the price at which an investor purchased a 
security, or the price at which the security may be sold. You should not interpret 
a credit rating as investment advice and should not view it as a 
recommendation to buy, sell, or hold securities. A credit rating is not a 
guarantee that a financial obligation will be repaid. For example, an ‘AAA’ credit 
rating on a debt instrument does not mean the investor will always be paid with 
absolute certainty – instruments rated at this level sometimes default. 
 
Table 1. Credit rating scale by S&P, Moody’s and Fitch rating agencies 

Rating grade description S&P Moody’s Fitch 

Minimal credit risk 

In
ve

st
m

en
t 

gr
ad

e 

AAA AAA Aaa 

Very low credit risk 
AA + 
AA 
AA – 

AA + 
AA 
AA – 

Aa 1 
Aa 2 
Aa 3 

Low credit risk 
A+ 
A 
A – 

A+ 
A 
A – 

A 1 
A 2 
A 3 

Moderate credit risk 
BBB + 
BBB 
BBB – 

BBB + 
BBB 
BBB – 

Baa 1 
Baa 2 
Baa 3 

Substantial credit 
risk 

Sp
ec

u
la

ti
ve

 g
ra

d
e 

BB + 
BB 
BB – 

BB + 
BB 
BB – 

Ba 1 
Ba 2 
Ba 3 

High credit risk 
B + 
B 
B – 

B + 
B 
B – 

B 1 
B 2 
B 3 

Very high credit risk 
CCC+ 
CCC 
CCC – 

CCC+ 
CCC 
CCC – 

Caa 1 
Caa 2 
Caa 3 

In or near default 
with possibility to 

recover 

CC 
C 

CC 
C 

Ca 
 

In default, with little 
chance of recovery 

SD 
D 

DDD 
DD 
D 

C 

Table 2. S&P cumulative global government and corporate default rates (%) 

among all investment grade and speculative grade ratings (1975-2012) 

 Time horizon (years) 

Issuer 1 2 4 6 8 10 15 

Investment grade bonds 

Government 0,0 0,1 0,6 1,2 1,5 1,7 2,5 

Corporate 0,1 0,3 0,8 1,4 1,9 2,5 3,5 

Speculative grade bonds 

Government 2,7 5,1 9,1 13,6 18,4 20,6 24,8 

Corporate 4,1 8,1 14,2 18,3 21,2 23,5 27,1 

Table 3. Sovereign ratings in Baltic countries (S&P) 

Country Rating Outlook 

Estonia AA- Stable 

Latvia A- Stable 

Lithuania A- Stable 

Conclusion 
Bond ratings can be a useful item of information to consider when evaluating 
credit risk of bond’s issuer and comparing risks among investments in your 
portfolio. But if you use bond ratings, you should understand their limitations. 
You should not base your investment decision solely on a bond rating or treat a 
bond rating as if it were investment advice. It is only an opinion provided by 
rating agencies. Also remember that credit ratings address credit risk only; they 
do not address other risks such as liquidity risk, interest rate or market risk, or 
prepayment risk. In general, if you use bond ratings, they should be a 
supplement to, and not a replacement for, your own research, analysis, and 
judgment to determine whether an investment best satisfies your needs. The 
bottom line is that you should know what you are buying and only invest in 
what you understand. If you lack understanding, it is always wise to consult with 
professionals when investing in bonds. 

 

Sources: Standard & Poor’s, Fitch, Moody’s, U.S. Securities and Exchange 

Commission, Morgan Stanley.
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Terminology explanation 

Terminology used Explanation 

Asset-backed security (ABS) A financial security backed by a loan, lease or receivables against assets other than real estate and mortgage-

backed securities. For investors, asset-backed securities are an alternative to investing in corporate debt. 

Gross Domestic Product (GDP) The monetary value of all the finished goods and services produced within a country’s borders in a specific time 

period, though GDP is usually calculated on an annual basis. It includes all of private and public consumption, 

government outlays, investments and exports less imports that occur within a defined territory. 

Covered bonds Covered bonds are securities created from either a pool of private or public sector loans. Covered bonds are 

similar to mortgage and asset-backed securities in many ways. 

Duration A general decline in prices of goods and services. Deflation can be caused by a reduction in the supply of 

money, also by a decrease in government or personal spending. The opposite of inflation, deflation has the side 

effect of increased unemployment since there is a lower level of demand in the economy, which can lead to an 

economic depression. Central banks attempt to stop severe deflation, along with severe inflation, in an attempt 

to keep the excessive drop in prices to a minimum. 

Investment grade bonds,  

high yield bonds 

Investment grade bonds – bonds (sovereign or corporate) with credit ratings that indicate a relatively low risk 

of default. High yield bonds – bonds (sovereign or corporate) with credit ratings that indicate a relatively higher 

risk of default than investment grade bonds. Because of the higher risk of default, these bonds pay a higher 

yield than investment grade bonds.  

Two main credit rating agencies Standard & Poor’s (S&P) and Moody’s, use different designations consisting of 

upper- and lower-case letters ‘A’ and ‘B’ to identify a bond’s credit quality rating. S&P designations of ‘AAA’ and 

‘AA’ (high credit quality) and ‘A’ and ‘BBB’ (medium credit quality) are considered investment grade. Credit 

ratings for bonds below these designations (‘BB’, ‘B’, ‘CCC’, etc.) are considered low credit quality, and are 

commonly referred to as high yield or “junk bonds”. 

Price-earnings ratio (P/E)  A valuation ratio of a company's current share price compared to its per-share earnings for the past year. For 

example, if company‘s share price is EUR 100 and it reported EUR 10 per share in annual earnings, the P/E ratio 

would be 10. In general, a high P/E suggests that investors are expecting higher earnings growth in the future 

compared to companies with a lower P/E. However, the P/E ratio does not tell us the whole story by itself. It is 

usually more useful to compare the P/E ratios of one company to other companies in the same industry, to the 

market in general or against the company's own historical P/E. 

Purchasing 

managers’ indexes (PMIs) 

An indicator of the economic health of the manufacturing sector. The PMI indexes are based on five major 

indicators: new orders, inventory levels, production, supplier deliveries and the employment environment. A 

PMI of more than 50 represents expansion of the manufacturing sector, compared to the previous month. A 

reading under 50 represents a contraction, while a reading at 50 indicates no change. 

Quantitative easing An unconventional monetary policy in which a central bank purchases government securities or other securities 

from the market in order to lower interest rates and increase the money supply. Quantitative easing increases 

the money supply by flooding financial institutions with capital in an effort to promote increased lending and 

liquidity. 

Yield The income return on an investment. This refers to the interest or dividends received from a security and is 

usually expressed annually as a percentage based on the investment's cost, its current market value or its face 

value. 

 

Stock market indexes performance information covering the immediately preceding 5 years till 31 October, 2014 

Region Index Currency 
Performance 

2009 2010 2011 2012 2013 12 months 2014 YTD 

USA  S&P 500 USD 23,5% 12,8% 0,0% 13,4% 29,6% 14,9% 9,2% 

Europe  MSCI EURO EUR 22,5% -2,2% -16,5% 15,6% 19,6% 2,4% 0,5% 

Eastern 

Europe 

MSCI EM 

Eastern Europe 
USD 79,3% 13,7% -23,3% 13,2% -2,9% -23,0% -19,8% 

Asia  MSCI EM Asia USD 70,3% 16,6% -19,1% 18,1% -0,2% 3,3% 4,5% 

Latin 

America 

MSCI EM Latin 

America 
USD 98,1% 12,1% -21,9% 5,4% -15,7% -8,5% -1,3% 

 
The above information is provided for informational purposes only. The information does not constitute investment advice or an offer to provide any product or service. 

Neither the material nor the products described herein are intended for distribution or sale in the United States of America or to persons resident in the United States of 

America, so-called US persons, and any such distribution may be unlawful. SEB shall not be responsible for any investment decisions made on the basis of the above 

information. The data underlying the information provided are based on sources considered reliable by SEB. SEB cannot be held liable for the completeness or accuracy of 

the information or any damage that may arise as a result of such information. 

Investments in equities, funds and other securities are associated with opportunities and risks. The market value of investments can either rise or fall. In some cases, losses 

can exceed the initial amount invested. In the case of investments made on foreign markets, your profit may be affected by fluctuations in exchange rates. The rates of 

return achieved by the described investment products and financial indices in earlier or future periods do not constitute a promise or a reference of the rate of return in 

future periods. 

Before making investment decisions, we would recommend thoroughly analyzing the financial, legal, regulative, accounting and taxation issues related to investing in the 

fund and assessing all of the risks associated with the investment and the relevance and suitability of the investment. If necessary, more detailed explanations should be 

sought from an SEB adviser, and in taxation issues from a specialist of the relevant area. General information about investing as well as securities is available at SEB’s 

website https://www.seb.lt 


