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Market Background

Following another positive week for risk
assets, we will put recent moves into context
and ask to what extent the good outcomes in
January have set the scene for the rest of the
year. Since the start of the year US equities
have risen around 5%, European stocks are
slightly higher having climbed almost 7%, and
we have seen some pretty strong returnsin
many emerging markets. India has led the way
with a gain of 20%, retracing some of the
market’ s underperformance last year. At the
same time there have been reasonable gainsin
commodity prices; copper is up around 10%
and gold dlightly higher, but the gains have not
been universal, with oil and wheat lagging the
raly.

Peripheral bond yields in Europe have declined
since the start of the year. Ten-year yieldsin
Italy and Spain are now below 6% and 5%
respectively. Risk-on behaviour has been
evident in currency markets. A wide range of
emerging market currencies have strengthened
significantly in recent weeks and the euro has
moved off its lows, particularly against the
dollar, witnhessed towards the end of last year.

However, it has not been a full risk-on
environment in at least one important respect.
Breaking the general pattern of recent years,
widespread gains were made in a number of
risk assets, but high quality sovereign bond
yields (Germany, UK, US) did very little,
falling back slightly to the bottom end of their
recent ranges.

What hasdriven therisk-on period?
Turning We are not in aworld where we are

deluged by avalanches of good news, but
overall bad news has not been as bad as feared

last autumn. Asrisk premia are still quite high
and positioning remains quite conservative, it
doesn’t take much good news for risk assets to
move higher.

1) Improving global economic backdrop

Stronger performance of the US economy has
become increasingly evident in recent months
and growth looks set to be in a range of 2-3%
thisyear. Thisis amoderate rate at this stagein
the cycle, but it is clearly some way off
recession.

Recession risksin Europe are clearly much
higher, with what appears to have been a
recession starting last year. However, recent
economic numbers from Europe have been less
bad than feared and there are signs that the
European economy may be stabilising, with
better data from Germany in particular. We
would emphasise thisis at very early stages
and we can identify a number of negative
factors for Europe. Nonetheless, theredlity is
the European economy, contrary to
expectations, has not been falling to pieces
over the past few weeks.

Finally, although emerging economiesin
genera are still lowing, they are not slowing
as sharply as many had feared, with upside
surprises from many economic data rel eases.

There were widespread concerns of a co-
ordinated global recession last summer, but the
global economy now seemsto be on a
moderate growth path, which while far from
spectacular is also in aggregate far from
recession.

2) Policy background

The second support for risk assets has been the
policy background as central banks have
become increasingly active. In December, the
European Central Bank (ECB) acted to boost
liquidity in the European banking system,



which has reduced some of the financial tail
risksin the region. Last week the US moved to
amore transparent means of communicating
policy changes, signalled they expect short-
term interest ratesto rise in mid-2014 rather
than mid-2013 and strongly hinted that there
would be further quantitative easing if
necessary. In the UK we are likely to seea
modest amount of quantitative easing in the
first half of the year and in many emerging
economies the shift from quite tight to looser
monetary policy is clearly underway. Over the
past few weeks we have seen reserve ratio cuts
in Indiaand Ching; rate cutsin Indonesia,
Taiwan and Thailand; Brazilian rates falling
and the central bank suggesting it would like to
get short term rates below 10%. Thisisan
important feature as tightening in monetary
conditions in emerging economies was one of
the reasons the global economy slowed last
year. Thisisclearly reversing and we think
thereis still some moreto go.

Outlook

It isunlikely the rest of the year is going to see
such strong gains as over the past few weeks.
We expect |loose monetary policy to remain a
feature, particularly as headline inflation rates
fall, but isimportant to put that in the context
of the significant fiscal tightening underway
globally and the challenges posed by
undercapitalised banking systems.

The USislikely to grow moderately this year
and at some stage we are likely to seeaturnin
emerging economies from growth slowdown to
some acceleration. There still appear to be
material growth risksin Europe and the region
could still disappoint to the downside despite
recent numbers, pointing to some form of
stabilisation.

There are till no signs of irrational exuberance
in markets. Despite theraly, risk premia still
appear relatively high and positioning
relatively conservative. Given the nature of
recent moves, the better than expected growth
environment is now better discounted by

markets and a period of range trading at least in
the short term seems probable.

Highlightsfor the Week Ahead: 30 Jan-3
February

Economic Diary:

Monday: US personal income, EC business
and consumer confidence.

Tuesday: US consumer confidence, Germany
unemployment, Taiwan GDP, UK Gfk
consumer confidence, Japan PMI
manufacturing.

Wednesday: USISM manufacturing, Euro
area PM| manufacturing, China PMI
manufacturing, India PMI manufacturing,
Indonesia CPI, Korea CPI, Thailand CPI,
Singapore PMI, Peru CPI, UK PMI
manufacturing.

Thursday: UK PMI construction.

Friday: US employment, USISM non
manufacturing, Euro area PMI services and
composite, UK PMI services, Japan PMI
services/composite.

Corporate Diary:

Companies releasing earnings reports this week
include: UK online supermarket, Ocado; auto, Hondo
Motor; financials, Banco Santander, Deutsche Bank,
BBVA and Nomura Holdings; satellite broadcasting
company, British Sky Broadcasting and UK telecoms
group, BT group; pharmaceuticals, Pfizer and
AstraZeneca; luxury goods firm, LVMH; consumer
giant, Unilver; energy company, Royal Dutch Shell.

Market Movements*

Equity Markets* 27 Jan 2012 % Change
S&P 500 1316.33 0.07
NASDAQ 2816.55 1.07
TSE 1st Section 761.13 0.75

FTSE S&P World

Europe 301.11 0.27
FTSE All-Share 2958.86 0.14
DAX 6511.98 1.68
Hang Seng 20501.67 1.95




Eurostoxx 50 2436.618 0.40 JPY/USD 76.735 77.12
Bonds 27 Jan 2012 % Change USD/GBP 1.56665 1.5527
Citi World Govt Bond
Index All Maturities 611.8516 0.54 JPY/GBP 120.2169 119.7443
— o
Bond yields ** 27Jan 2012 | 20 Jan 2012 Sl 27 Jan 2012 % Change
us 1.898 2028 Oil (Brent‘ Crude) 110.55 1.87
Commodity Futures

Japan 0.969 0.984 (CRB) Index 505.83 2.97
German 1.862 1.908

Y Gold 1731.49 4.45
UK 2.065 2.111
Currencies 27 Jan 2012 20 Jan 2012
USD/EUR 1.3132 1.29195
GBP/EUR 0.83825 0.8321
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