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Welcome to the October issue of WorldVU our periodic 
look at world investment markets. We have introduced 
a number of graphs in this publication to highlight the 
points being made in the commentary. We hope you enjoy 
this issue. 

Introduction
After a remarkably quiet summer, volatility returned once 
more to global markets in September, with some large 
price movements up and down in the major asset classes. 
The pattern of “risk-on” and “risk-off” markets therefore 
continued. The positive effects of central bank interventions 
battled with the negative influence of sluggish global 
economies, with the central banks winning this ‘tug of war’ 
in September.

The specific catalysts for markets were the decisions by the Federal Reserve 
to begin another round of quantitative easing (QE3) and the ECB’s plan to 
intervene directly in the bond markets of those countries embarking on a 
formal rescue programme. Both actions were aggressive and profound, mainly 
due to the fact that both agencies were prepared to make the size of this 

support as large as necessary until the specific problems are fixed. In market 
slang, another ‘bazooka’ was brought out, loaded and fired – the question 
remains as to whether it hit any target.

With the European, American, Japanese, Swiss and UK central banks all heavily 
committed to what is now known as ‘money printing’, the sense is that market 
progress from here is ever more dependent on events in the real economy, which 
has yet to show convincing signs of a pickup from subdued levels. Central banks 
have bought time for governments to enact the reforms that are necessary for 
sustainable growth - they have not ‘fixed’ the underlying problems. Markets are 
acutely aware of this simple fact and although fears of catastrophic downside 
are receding quickly, a general hesitancy to push on from here still exists and the 
spectre of a “risk-off” period stalks markets.

The third quarter was party time again and “risk-on” as the FTSE 100 gained 
4.08% and the MSCI World Index 3.64% despite the continuing Eurozone 
problems and a poor world economic backdrop. Lower risk assets underperformed 
equities in quarter three with UK government gilts returning 1.14% as a whole 
but index linked gilts falling -2.64% due to reducing inflation. The chart below 
shows the pattern of “risk-on” and “risk-off” returns in risk assets during 2012  
with equity returns represented by the MSCI World Index and high yield corporate 
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bond returns (the risk end of the corporate bond spectrum) represented by the 
Merrill Lynch Global High Yield Index. 

 
The mixed signals being provided by markets means that the conundrum for 
investors remains as to where future returns lie, but the clear message at present 
is to remain diversified in terms of exposure to different asset classes and not to 
try and time the markets.

It is interesting to look back in order to gain some perspective on the current 
position in equity markets. Below is a graph of the FTSE All Share Index since 
1962 which highlights that 25 years of generally rising equity markets have been 
interrupted by 13 years in which the market has been massively volatile but 
essentially moved sideways. This does not, however, mean that investors should 
not own equities as there have been good periods of equity growth within the last 
13 years but it does highlight the importance of diversification across different 
asset classes. Our view remains that we are likely to see equities break-out of this 
sideways pattern into a bull market when confidence returns to markets on the 
back of an improving economic backdrop. 

 Source Bloomberg – FTSE All Share Index 29/06/1962 – 25/09/2012

The good news for equities is that volatility or risk levels have dropped and the 
chart below looks at the volatility of the FTSE 100 across the financial crisis. We 
can see the massive spike in volatility in late 2008 and early 2009 as markets 
sold-off as a reaction to the deepening crisis.  However, although volatility levels 
picked up in August 2011 as a reaction largely to the Eurozone problems the 
overall volatility levels have now reduced to pre-crisis levels. 

 
Source: Bloomberg – FTSE 100 Volatility Inde

We can contrast the above picture in equity markets with an interesting chart 
below showing what has happened to UK government gilt yields since 1960. The 
yield or income from a gilt has an inverse relationship to the price of a gilt. So, 
if the yields on gilts are falling then the prices are rising. We can see from the 
chart that the yields on UK 10 year gilts have fallen significantly, in fact to a 
300 year low. This in recent years has been in response to the financial crisis 
as investors have sought what they perceive to be safe haven investments and 
governments have reacted to the financial crisis by issuing gilts. The result is that 
the price of gilts has risen significantly with many forming the opinion that gilts 
are an over-owned and over-valued asset that could present dangers in terms of 
capital values when there is a sustained movement towards risk assets. When this 
happens gilts will be sold-off and as a consequence yields will rise and capital 
values fall. However, it is likely that this will not be something that happens in the 
short-term and will be a more gradual process as markets re-adjust. However, a 
recent daunting statistic is that if UK 10 year gilt yields move back to their 20 year 
average (5.7%) then the capital fall is almost 30% (Source: Bloomberg). Indeed, 
a fairly modest 1% yield movement in either direction results in a 10% swing in 
capital values. The conclusion is that gilts are not risk-free assets and like any 
other asset class need to be monitored. 

Source: Datastream 10 Year UK Gilt Yields 1960 - 2012

It is interesting to see what the analysts see as the future in terms of the recovery 
of world economies and in this respect J P Morgan has recently provided some 
interesting data showing their anticipations for GDP across sectors and regions. 
The chart below shows the actual GDP figures to quarter three 2012 and their 
forecast over the next year. In global terms J P Morgan see a positive position with 
emerging markets continuing to make the major contribution. The growth in the 
developed markets is pedestrian but they predict that even in the crisis torn Euro 
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states we see a move back towards positive growth next year. Of course J P Morgan 
may be wrong but as a major investment bank they will be positioning assets to 
expect recovery and increasing risk levels if their forecast becomes reality. 

Source: J P Morgan

The International Monetary Fund (IMF) has recently cut growth forecasts with the 
UK now expected to turn in a negative figure of -0.4% (previously +0.2%) but 
the prediction for 2013 is 1.1% growth – not an impressive figure. The interesting 
factor in the report is that the IMF is now encouraging George Osborne to ease 
austerity measures in an effort to stimulate growth. It was but a few months 
ago when the IMF declared strong support for the austerity measures. Another 
significant point in the IMF report is that they estimate that European Banks still 
need to lose 4.5 trillion in assets to boost liquidity. That is a very big number and 
demonstrates that banks are sitting on assets, including cheap liquidity from the 
ECB, and not de-leveraging their balance sheets. 

On the whole, the picture therefore remains confused and the possibility of a 
market retraction remains ever present. Despite all the nice words from the 
Eurozone elites the fundamental problems are not resolved and it is probably 
only a matter of time before Spain requests a formal bailout. Greece remains a 
basket case and Italy faces severe difficulties. In the US the much talked about 
“fiscal-cliff” approaches, which is when the Budget Control Act of 2011 comes 
into effect. Among the changes this introduces are the ending of some of the tax 
cuts introduced by George Bush and the beginning of taxes related to Obama’s 
health care law.  Given that there is the small matter of a US presidential election 
taking place on 6th November, this does not allow much time for agreement as to 
the path on which to ease the effects of these measures which some predict could 
reduce US GDP by 3% - 4%. Nevertheless the overall sentiment is that things are 
gradually, very gradually, getting better and optimism still exists for recovery. 
Corporate profits remain in the large part good and prices in relative terms low. 
Calling a bull equity market might be presumptive at this stage but it will come. 

United Kingdom 
The FTSE All Share Index rose by 4.7% in the third quarter of 2012 with all sectors 
reporting rises. The financial sector was the major contributor to growth. The 
Bank of England (BOE) increased its programme of Quantitative Easing by £50 
billion joining other Central Banks in pumping liquidity into markets. The BOE 
also announced the “Funding for Lending” scheme aimed at increasing bank 
lending to small and medium sized businesses. The intention of this scheme is 
to encourage banks to stop taking liquidity from the BOE and leaving it on the 
balance sheet as opposed to lending it. UK second quarter GDP produced a further 
quarter of recession with a negative -0.4% contraction. The mood was, however, 
lightened by employment statistics which confirmed private sector employment 
was outstripping public sector job losses. The consensus expectation was for weak 
but positive growth in quarter three.

The austerity vs growth debate rumbles on with the IMF now starting to change 
horses and stating that austerity is overdone and measures should be taken to 
encourage growth should be implemented. However, Mr Osborne seems intent 
on sticking to austerity but how long he can maintain this stance in the face 
of negative economic growth remains to be seen. BOE continued to maintain 
a 0.50% base rate throughout the quarter although there was speculation 
regarding a further cut to 0.25% in order to stimulate growth.  On a further 
positive note consumer spending rose at its fastest rate since 2009 during 
September recording a 3% rise. 

Europe
In the round of monetary easing, European Central Bank (ECB) Governor Mario 
Draghi was first to act by announcing a new bond buying program called Outright 
Monetary Transactions or OMT, whereby shorter dated (1 to 3 year) government 
bonds are to be bought with the aim of lowering the borrowing costs of peripheral 
European countries. Although the ECB left interest rates unchanged they left the 
door open to further action at a later stage. All this was backed by Draghi’s 
statement that the ECB would “do whatever it takes” to protect the Eurozone 
from collapse. 

However, the reality within the Eurozone is that it remains significantly in the 
‘whiffy’ stuff. There is record unemployment with the jobless rate running at 
a combined 11.4%, up from 10.2% a year ago. Joblessness amongst those aged 
under 25 is at a remarkable 22.8%. There are now officially 18.2m without jobs in 
the Eurozone, which equates to the population of Sweden, Denmark and Ireland 
combined. Unofficially, the figure is probably much higher. This begs the question 
as to the reality of countries, like Spain and France, which aim to reduce their 
budget deficits through increased tax revenue and growth – how does that work?
 

Spain has come to the fore with its bond prices rising to dangerous levels 
instigating ECB buying in an attempt to reduce yields. The announcement of the 
fifth austerity package in less than a year was not enough to prevent Spain’s debt 
rating being cut by Standard & Poor’s to BBB- from BBB+ taking it one notch 
from junk status. Spain has been resisting a formal bailout but many view it as 
inevitable.  The 100 billion Euros earmarked by the ECB to recapitalise Spanish 
banks recently became 54 billion on the basis of the audit undertaken. However, 
many have significant doubts regarding the veracity of the numbers. The inter 
region tensions are rising with some of the more productive regions objecting 
to bailing out what they see as the southern benefit dependent states. Indeed 
the Catalan parliament recently approved a resolution to conduct a referendum 
on independence from Spain and the proposal is for such a referendum to take 
place in November.
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Greece is still deeply in the mire and is now desperate to extend the terms for 
compliance with the austerity measures as social tensions mount. Without further 
funding Greece will again run out of cash by December 2012 and it is getting 
harder and harder to see where further cuts can be made without total economic 
collapse. Mrs Merkel was making nice noises on her recent visit to Greece but the 
protesting crowds outside were not. The next EU ministers meeting in October 
may prove critical in deciding the ultimate fate of Greece’s continued involvement 
in the Euro..

The one certain thing is that Eurozone volatility is set to run and the tin will 
continue to be kicked down the street for a long time. This will continue to cause 
volatility both positive and negative in world markets for the foreseeable future.
 
United States
The data emanating from the US has been mixed. Perhaps the most telling was 
that the US economic growth in the second quarter (Q2) was officially reduced 
from an initial estimate of 1.7% to only 1.3%. Durable goods orders were also 
weaker than expected but certain sentiment indicators were better than expected. 
However, judging by equity market movements though, it seems that nothing 
daunts the markets at present - they have been likened to junkies hooked on 
Central Bank quantitative easing. Unemployment in the US declined from 8.1% 
in August to 7.8% in September, although this belies the fact that more and 
more job-seekers are giving up and leaving the “job pool”. Despite the slight 
improvement, the US labour market remains in dire straits and is likely to be a 
large drag on US – and global, for that matter - economic growth.

The US elections are looming and what markets do not want is indecision leading 
to a stand-off between the two houses similar to that which precipitated massive 
market volatility over the issue of the debt ceiling – a clear mandate to govern is 
required. A similar position to the debt ceiling debacle may well arise in relation 
to the “fiscal-cliff”, coming on your screens in January 2013, when the tax cutting 
reforms of Bush are replaced with the tax raising and budget cutting reforms of 
Obama. It is estimated that 90% of Americans will see a tax rise and the call is 
for Congress to limit the impact and introduce gradual reform, on the assumption 
that Congress will be able to act effectively. An inability to act to limit the effect 
will be taken badly by markets and may plunge the US back into recession

In an effort to stimulate the economy and jobs Ben Bernanke, Governor of 
the Federal Reserve, announced that it would buy $40bn of mortgage backed 
securities (MBS) each month until the US labour market improves. This clearly 
tied its monetary stimulus activity to the labour market and was taken as a 
sign of Bernanke’s frustration at the lack of action on the part of politicians. 

Outside of this, Bernanke also indicated it will extend its zero-interest rate policy 
well beyond 2014. The clear indication is that the Federal Reserve will enter 
into unlimited quantitative easing until it sees the labour market moving back 
towards full employment. The equity markets took this well and the S&P 500 
Index moved up 3.13% across the quarter.

China, Japan & Far East
Let us start with an interesting chart looking at the respective performance of the 
US and Chinese equity markets: 

Source: Bloomberg

Now call me opportunist but when I see charts like that the antenna are up as it 
looks like Chinese equities are looking good value. Also, take into consideration 
that the US is a debt burdened economy struggling to grow whilst the Chinese 
economy still continues to grow at a rate of around 7.6%. Chinese equities have 
a price earnings multiple (the number of years it takes for the yield or income to 
cover the capital value) of around 9 whereas in the US it is about 14. This is not 
an invitation to fill your boots with Chinese equities as risks have to be taken into 
account but it is perhaps an indication of an undervalued, over sold and unloved 
market. Inflation in China is around 2% and retail sales rose by 14.1% in the year 
to August 2012. Alongside this, industrial production rose by 8.9%. In July the 
People’s Bank of China cut interest rates by a further 25 basis points – the second 
cut in two months. 

The Japanese economy grew at just 0.7% in the second quarter of 2012, down from 
4.7% in the first quarter. The annual deflation rate stood at 0.4% in August and 
industrial production decreased 4.8%. The Japanese equity market fell slightly 
over the quarter and the major news was the continuing tension with China over 
disputed islands. The dispute has hurt commercial ties with a number of Japanese 
production factories in China being shut down. The Bank of Japan, not wishing 
to miss out, also engaged in further quantitative easing increasing the size of its 
asset purchase programme by 10 trillion yen. However, this had little effect on the 
value of the yen and was therefore of limited benefit. 

Asian equity markets (ex-Japan) were buoyant across the quarter largely as a 
result of the combined monetary stimulus by the US, Europe, UK and the Bank of 
Japan. The liquidity provided was in part used to buy into these markets which 
are largely perceived as oversold. The Asia Pacific (ex-Japan) sector rose by 
5.66% across the quarter. 

Fixed Interest
The “risk-on, risk-off” patterns of equity markets have been reflected in the 
fixed interest markets. The first quarter of 2012 saw the most speculative of 
fixed interest instruments in the ascendency as equity markets roared away. The 
second quarter saw a reversal of this as the highest quality instruments posted 
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superior returns. The third quarter has seen a mixture of both patterns but the 
inflection point came in late July as risk assets started to outperform on the 
back of central bank stimulus packages being announced. Over the last quarter 
the Sterling High Yield sector posted a 5.48% rise whereas the UK Gilt Sector 
posted a modest 0.94% rise. UK Index Linked Gilts were negative by -2.44% as 
UK inflation reduced across the quarter. Our view is that index linked bonds are 
likely to perform better as inflation is likely to notch-up again as a result of rising 
food prices due to the poor summer and the drought in the US. Long-term we are 
likely to see inflation pick-up as global recovery emerges and governments inflate 
their way out of debt which should to a degree shield index linked bonds from the 
capital falls likely in other government debt.

Surprisingly, the best performing global sovereign issues (government debt) were 
the PIGS (Portugal, Italy, Greece and Spain). This was largely on the back of 
the announcement by ECB President Mario Draghi to “do whatever it takes” to 
save the Euro. This was then backed by a pledge by the ECB to buy one to three-
year sovereign debt in return for governments signing up to a program of fiscal 
discipline. This saw yields fall and capital values rise exactly as intended by the 
ECB. Spain has used the market rally to forestall a formal bailout request but 
sovereign bonds weakened towards the end of the quarter and yields are once 
again rising towards dangerous levels. The downgrading of Spain by Standard & 
Poor’s will do nothing to help the situation and increases the likelihood of Spain 
coming to the ECB with the begging bowl.

UK Commercial Property
We have seen a degree of stabilisation in the UK commercial property market 
from the volatility the sector saw during the financial crisis. The massive drop 
in values during the financial crisis coupled with the illiquidity of the sector 
has meant that many investors are awaiting a consistent period of recovery 

in the sector before they are prepared to again support this sector. The drop 
in values within the sector has encouraged overseas investors in terms of the 
purchase of UK commercial property with the last statistics showing that 60% of 
purchases were by overseas investors in the second quarter of 2012 accounting 
for £2.5 billion of investment. Average property yields have increased for eight 
consecutive months to June 2012 as measured by the IPD Monthly Index. The 
commercial property sector improved by 1.82% across the third quarter and 
by 6.21% in the year to 30th September 2012 (Source: FE Analytics Cumulative 
Performance Bid/Bid). 

Metals & Commodities
Central bank intervention spurred strong investor appetite during the third 
quarter with silver bullion ending up 25.3% and gold bullion up 11%. Inflows 
into gold and silver Exchange Traded Funds (ETFs) hit record highs across the 
quarter. There is also speculation that the Chinese are gearing up to buy between 
5,000 and 6,000 tonnes of gold. If this is true then this would exceed the annual 
global production of gold and would provide ongoing support for the gold price. 

Within grains, wheat led the way higher in the third quarter with a huge 22% rise 
due to the drought in the US and speculation that Russia would limit exports. Corn 
and soya beans also performed well with increases of 12% and 5% respectively 
across the quarter. 

Brent crude oil prices rose sharply across the quarter reaching a peak price of 
$117.95 a barrel in mid-September. The upward move in price was largely due to 
geopolitical tensions between Iran and Israel. The price of oil eased towards the 
end of the quarter as tensions eased and Saudi Arabia offered additional supplies 
to the market. 

Conclusion
We can expect the “risk-on, risk-off” pattern in markets 
to continue for the foreseeable future as the Eurozone 
debacle continues and the US election and “fiscal-cliff” 
approaches. However, despite the continuing sluggish 
economic backdrop the forecast is for continuing world 
growth and for this to pick-up next year. The strategy 
for investors must be to remain diversified in terms of 
exposure to different asset classes and investment sectors 
but to be sensitive to possible bubbles emerging in some 
asset classes. 

©
 h

tt
p:

//w
w

w
.fl

ic
kr

.c
om

/p
ho

to
s/

el
l-r

-b
ro

w
n

Disclaimers
The value of the investment is determined by the value of the units, the price of which can 
fall as well as rise. What you get back is not guaranteed and you may not get back what 

you put in. The value of your investment may be eroded by the effect of inflation over time.

The opinions and guidance expressed in the bulletin are our own. It is for information 
only and no responsibility is undertaken to any party using it. We do not guarantee the 

accuracy, veracity, or completeness of any information provided to you. You must decide for 
yourself the accuracy and merits of the information that has been shared. We will not be 
liable for any loss or damage caused by a reader’s reliance on information obtained from 
us. We strongly caution you not to rely solely on the information you find here to inform 

your decisions. Proceed with caution; you remain responsible for your own decisions.
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