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It wasn’t just on the US Presidential campaign trail that events were gathering momentum. Global equity 

markets registered strong gains for January, taking their cue from more positive developments in the eurozone 

and improving US economic data. December’s decision by eurozone members to engage in longer term re-

financing operations (LTROs), as well as the move to adopt greater fiscal discipline, triggered buying of risk 

assets and resulted in the more credit sensitive areas of the bond market outperforming their core government 

counterparts. In equities, financials, mining and basic materials stocks fuelled the gains while telecoms, 

healthcare and utilities lagged. The rally masked some mixed results in the corporate sector. Apple exceeded all 

Wall Street expectations with record quarterly revenues. In Europe however, Ericsson and SBM Offshore were 

just two companies which experienced profit warnings in what was generally considered a weak Q4 reporting 

season. In the UK, Tesco suffered its first profit warning in 20 years. Global emerging equity markets had their 

best start to the year since 2001. Last year’s laggard, India, was one of the top performing equity markets for 

January. There were also strong gains recorded by the Chinese stock market. Q4 GDP numbers, a respectable 

8.9% year-on year, bettered analysts’ expectations and assuaged fears that China was heading for a “hard 

landing”. In Japan, industrial production rebounded in December amidst growing signs of economic recovery 

following last year’s devastating earthquake and tsunami. The Baltic Dry Index, a measure of costs for shipping 

commodities, fell to its lowest level in 25 years, largely reflecting a surge in shipping capacity coming on stream.  

 

 
US EQUITIES 

 

 

 

 

The US equity market, as measured by the S&P 500 index, was up 4.5% in US$ terms in January. Eurozone 
liquidity fears eased, while the Federal Reserve seemed prepared to support the economy with a longer period 
of zero interest rate policy. The financial sector led the rally, helping the index record its best January since 
1997. The IT and industrial sectors also performed well, while utilities and telecoms sectors weighed on the 
index. The US Federal Reserve’s extension of a “highly accommodative” monetary policy until 2014 helped 
smooth fears over those sectors of the equity market that traditionally depend on low interest rates and low 
inflation for growth. This, combined with the European Central Bank’s longer-term refinancing operations, 
helped to underpin the return of risk appetite as sentiment continued to improve. The Thomson 
Reuters/University of Michigan’s consumer sentiment index jumped to its highest level in almost a year. 
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Moreover, US equity volatility, as measured by the CBOE’s Vix index closed below 20 for the first time since 
July in a further indicator of bullish sentiment. Manufacturing in the US grew in January at the fastest pace in 
seven months, signalling the economic recovery is gaining steam. A report from analysts at Citigroup says US 
profit margins for S&P 500 companies have expanded in the past three years even as output has fallen. They 
state operating margins are now close to the record levels set in 2007, partly because of the fall in unit labour 
costs. Elsewhere, preliminary US GDP growth for the fourth quarter came in at a robust annualised rate of 
2.8%. Almost two full percentage points of this output came from an inventory build-up, which commentators 
believe is unlikely to be sustained. By contrast, cutbacks to public spending, especially defence, knocked almost 
one percentage point off the growth rate. Meanwhile, retail sales fell short of forecasts. The 0.1% month-on-
month rise was the smallest December gain since sales fell at the height of the recession in 2008, suggesting it 
was not a happy holiday season for retailers. US home prices also continued their downward trend falling by 
3.7% year-on-year for November as foreclosures continued to forestall a recovery in residential property; the 
average national home price is now down to levels last seen in mid-2003. January was also the start of Q4 
earnings season in the US, with Standard and Poor’s Capital IQ reporting that the number of S&P 500 
companies is exceeding analysts’ earnings estimates at the lowest rate for ten years. However, there were stellar 
profit announcements from Apple and Caterpillar, both of which far exceeded Wall Street expectations.   
 

 
UK EQUITIES 

 

 

 

 
 

The UK equity market started 2012 as it spent much of 2011, with attention in January again focused on events 
on the international rather than the domestic stage. The downgrade of the debt of France and eight other 
sovereigns by ratings agency Standard & Poor’s grabbed the headlines mid-month. However, it was the decision 
of the European Central Bank (ECB) back in December to engage in longer term re-financing operations 
(LTROs) that saw the UK stock market continue its rise. Investors appeared relieved that the potential liquidity 
crisis among eurozone banks had been averted. The FTSE All-Share index delivered a return of 2.7% over the 
month, with the perceived ‘risk-on’ sectors of banking and mining leading the rise. On the domestic front, news 
on inflation continued to improve. The government’s targeted rate of UK inflation, the Consumer Price Index 
(CPI), fell to 4.2% for December, from 4.8% in November. This represented the biggest monthly fall since April 
2009 and supports Bank of England predictions that inflation will be under the Bank’s 2% target by the end of 
the current year. The figures reflected a 2.8% drop in the price of clothing and footwear as retailers cut prices 
in the runup to Christmas, while fuel prices fell 0.6% on the month. Meanwhile, January’s gas and electricity 
cuts by the main suppliers have yet to take effect. Interest rates predictably stayed on hold at 0.5%, a level they 
have been at since March 2009. With the US Federal Reserve announcing in the month that it expects to make 
no interest rate increases until 2014, the recordbreaking sequence of low rates in the UK looks set to be 
extended. On the corporate news front, the Christmas trading statements from retailers painted some very 
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different pictures. Sainsbury continued its revival, announcing its best-ever Christmas sales – customer 
transactions in the Christmas week were up 1.5m from the previous year. Meanwhile, arch-rival Tesco suffered 
in the competitive environment with its market share falling to under 30% for the first time since May 2005. 
Fashion chain Next said the strong performance of its Next Directory unit continued to compensate for the 
slightly disappointing trading at its retail stores – underlining the growing impact of the internet as an influence 
on the High Street. 15% of retail sales are now estimated to be transacted over the web 

 
EUROPE 

 

 

 

 

European markets enjoyed a good month despite generally weak Q4 corporate results and mixed economic 
data. News of Standard & Poor’s (S&P) downgrading the credit rating of many eurozone countries including 
France and Austria, and subsequently the EU bail-out fund, the European Financial Stability Facility (EFSF), to 
AA+ from AAA, was brushed aside as European markets delivered a strong start to the year. The German Dax 
index surged 9.5% in euro terms, its best January since 1988. Financials, industrials and basic materials drove 
markets higher while telecoms, healthcare and utilities sectors lagged behind. The EFSF rating is based upon 
the ratings of the countries that guarantee it and once AAA rated members France and Austria were 
downgraded, S&P declared the EFSF also had to be downgraded. Elsewhere, S&P cut its ratings for Italy, Spain, 
Cyprus, Portugal, Slovakia, Slovenia and Malta. The latest European Commission survey pointed towards 
stronger data, with the headline economic sentiment index posting its first rise in 11 months. However, the 0.6 
point improvement to 93.4 was relatively modest and hid a wide range of performance across eurozone 
countries. While sentiment was up strongly in Germany (+2.3 points) and Spain (+1.8 points) it fell in Italy (-1.1 
points) and France (-2.1 points). The German Ifo business climate index produced a stronger than expected 
gain, its third consecutive rise. By contrast, eurozone unemployment data countered this more positive 
newsflow, with figures revealing an increase, a trend likely to add further downward pressure on consumer 
spending in the months ahead. The number of unemployed rose by 20,000, marking the eighth consecutive 
increase and leaving the unemployment rate flat at 10.4% for December. This is the highest since early 1998 
and much greater than the current rates of 8.3% in the UK and 8.5% in the US. In corporate news, Novartis and 
Ericsson both posted earnings that missed analysts’ estimates. Swiss pharmaceutical giant Novartis said that 
sales growth in 2012 would be muted as its biggest selling medicine lost US patent protection. Elsewhere in the 
pharmaceutical sector, Swiss counterpart Roche offered US$5.7bn in a hostile bid for Illumina of the US. The 
move is designed to bolster Roche’s sales of gene-mapping equipment and services. Elsewhere, Ryanair 
reported a net profit of €14.9m in the last three months of 2011, thanks to higher fares and better weather 
conditions than the same period a year earlier, when heavy snow disrupted travel. Shares in UPMKymmene, 
Europe’s second largest papermaker, rose after closing down an unprofitable paper mill in Germany.   
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EMERGING MARKETS 

 

 

 

 
 

Equities in global emerging markets posted their best start to a year since 2001 as risk assets were buoyed by 
relief over eurozone leaders’ adoption of a fiscal discipline treaty, encouraging macroeconomic data and lower 
interest rates in several emerging countries. The wave of optimism resulted in the MSCI Emerging Markets 
(US$) index registering a gain of 11.2%, clawing back more than half of last year’s losses in just one month. 
Emerging market currencies also rallied strongly, particularly versus the US dollar, after the Federal Reserve 
signalled that US interest rates would remain low until 2014. Against the US dollar, the Brazilian real gained 
6.8% and the Indian rupee appreciated 6.7%. The spread between emerging market debt over US Treasuries, as 
measured by the JPMorgan EMBI index, narrowed 14bps to 395bps. The improvement in investor sentiment 
was most noticeable in emerging Europe. The prospect of increased liquidity from the European Central Bank, 
following the success of its initial longer-term refinancing operation, was seen as easing Europe’s government 
debt woes. The equity markets in Russia, Turkey, Poland and Hungary were the main winners in the region. 
Russia’s economy grew by 4.3% last year, benefiting from robust consumer spending and an inflation rate of 
6.1%, the lowest level for more than two decades. With wages and disposable incomes continuing to rise in real 
terms, retail sales rose 7.2% in 2011, compared with 6.3% in 2010, and accelerating to 9.5% year-on-year in 
December. Poland’s Purchasing Manufacturing Index moved back into expansionary territory in January, 
boosted by a rise in the new orders component and a strong gain in export orders. Slower inflation allowed 
policymakers to cut interest rates in Brazil, Chile, Thailand and the Philippines. Brazil’s central bank signalled it 
would keep cutting borrowing costs at the current pace after it reduced the Selic-rate by a half-point for a 
fourth straight meeting. The vote to reduce the benchmark rate to 10.5% was unanimous and widely expected. 
Brazil’s economic activity index, a proxy for gross domestic product, expanded at its fastest pace in over 18 
months in November, reversing a three-month contraction. Supporting the economy is robust consumer 
spending, underpinned by a record low unemployment rate of 5.2% and strong credit growth. In Chile, interest 
rates were reduced to 5% from 5.25%. Despite very strong price performance in January, emerging market 
equity valuations still appear reasonable, in our view. At the close of the month, according to data compiled by 
Merrill Lynch, emerging markets traded at 9.9 times forward earnings and 1.7 times book value, a 15% discount 
to developed markets. 
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ASIA 

 

 

 

 

Asian equity markets started the year strongly as European borrowing costs fell and robust economic data from 
the US and China fuelled hopes that global demand would weather Europe’s debt crisis. Last year’s 
underperforming stock markets gained the most, with Indian, Chinese and Hong Kong equities rebounding 
strongly. In China, Q4 GDP grew 8.9% year-on-year (y-o-y), down from 9.1% the previous quarter, but better 
than had been expected. Meanwhile, inflationary pressures continued to moderate with December’s Consumer 
Price Index (CPI) at 4.1%, down from 4.2% in November. Bank lending in December increased by the most 
since April, giving a clear sign that monetary policy had been eased. There was speculation of further “fine-
tuning” ahead, following comments from Premier Wen about the relatively difficult businesses conditions 
expected in Q1. Stocks were also lifted by Wen’s comments calling for confidence to be restored to the Chinese 
stock market, with capital markets’ reform back on the agenda. In India, December Wholesale Price Inflation 
slowed to 7.5% from 9.1% in November, largely due to a drop in the price of vegetables, with price pressures on 
manufactured goods remaining. The Reserve Bank of India responded by cutting the cash reserve ratio by 
50bps to 5.5% from 6%, in a move expected to inject liquidity into the banking system. The easing of 
inflationary pressures, as well as fiscal and monetary policy, was also seen elsewhere in the region, including the 
Philippines, Thailand and Indonesia. 
Asia Pacific Advanced Q4 GDP growth figures from Korea and Singapore showed economic growth slowing. In 
Taiwan, CPI inflation unexpectedly rose as the cost of food surged, while industrial production declined 8.2% y-
o-y in December. Japanese equities ended the month higher, led by financials and industrials, which benefited 
from the improved outlook for global demand. However, economic data remained mixed with Japanese exports 
falling more than expected in December. This reflected weakness in the economically sensitive semiconductor 
and video equipment sectors. A drop in exports to the EU as the European sovereign debt crisis continued to 
affect the global economy was another factor. However, Japan’s industrial production rebounded 4% month-on-
month (m-o-m) in December and household spending increased. This suggests the economic recovery is 
gathering steam after last year’s tsunami disaster and flooding in Thailand which disrupted manufacturers’ 
supply chains. In corporate news, Honda reported Q3 earnings that reflected the negative impact of the Thai 
floods. While guidance for the full year was lower than that previously given, the company still expects a strong 
recovery in earnings next fiscal year. In financials, Japanese lenders rallied after the Bank of Japan said it would 
postpone the sale of shares it had previously purchased from financial institutions by two years to March 2014. 
Elsewhere, Nomura reported betterthan- expected earnings on higher profit at its fixed income business and 
merchant bank. 
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FIXED INTEREST 

 

 

 

 
 
 
 

Fixed interest markets began the year positively, setting aside, for now at least, the risk aversion which 
dominated sentiment for periods of 2011. Investors reacted optimistically to the European Central Bank’s 
expanded programme of repurchase operations. This was widely seen as adding stability to the eurozone 
banking system. Positive sentiment was boosted further in January by signs that European political authorities 
are now considering larger-scale rescue funding for sovereign bond markets, perhaps allowing the existing 
European Financial Stability Facility and the planned European Stability Mechanism to operate concurrently. 
Against this more hopeful background, Standard & Poor’s downgrades of a number of European sovereigns, 
including the removal of AAA ratings from France and Austria, had little immediate stock market impact. In the 
US, interest rate expectations were pushed lower still by the Federal Reserve’s projection that rates could 
remain at current near-zero levels until late 2014. After weakness in the latter months of last year, economic 
data for the eurozone have improved marginally in recent weeks. Business sentiment ticked up in January. 
Eurozone unemployment rose at a slower rate – although it remains at a high level and consumer confidence is 
low. The UK economy contracted slightly in the final quarter of 2011 with industrial production falling. US 
growth reached an annualised rate of 2.8% in Q4. This is up from an annualised 1.8% in Q3 and is the fastest 
pace of expansion since Q2 2010. Unemployment fell again in December, to 8.5%, and the economy added more 
jobs than expected (200,000 according to the non-farm payrolls measure). Business sentiment continues to be 
positive. However, consumption remains weak and the most recent sentiment indicators have been less 
uniformly positive than before. Reflecting more positive sentiment in January, credit markets outperformed 
core government bonds and the most credit-sensitive sectors saw the best returns. Sterling investment grade 
corporate bonds had a total return of 2.6%, the aggregate yield falling 30bps to 5.38% and the spread over Gilts 
narrowing to 359bps. The improved sentiment on banks pushed sterling Tier 1 subordinated debt to a return of 
8.9% and euro Tier 1 to 11.4%, with spreads narrowing from high levels. European high yield bonds also 
performed well, returning 5.9% in sterling terms, their aggregate yield falling 185bps to 10.3%. Core 
government bonds achieved modestly positive returns with yields little changed compared to recent months. US 
governments outperformed Gilts and Bunds on the Federal Reserve’s guidance on interest rates. The yield on 
the 10 year Treasury fell 8bps to 1.8%.  
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COMMODITIES 

 

 

 

 
 

The major drivers of commodity prices in 2012 will be the extent of the recession in the euro-area and its 
knock-on impact on the leading emerging economies such as China, India, and Brazil. Although oil prices have 
held up remarkably well during the intensification of the euro-area sovereign debt crisis, base metals and soft 
commodities have weakened, led by a number of agricultural products. This in turn has led to the decline in 
food prices in roughly two thirds of the emerging economies, and implies a significant easing of headline 
inflation both in the advanced and in the emerging economies in 2012.  
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