Hoping there is a Sanity Claus(e)






"The world's largest central banks acting in concert is about as 





reassuring as watching an anti-tank ditch being dug. One can't 





help wondering what's coming next"









Geoffrey T. Smith, Wall Street Journal

Political sanity can drive markets higher this month. After last week's global market euphoria, the hope is that events this week can validate the return of optimism and sustain a market rally across the Christmas and New Year period. Whether that is possible of fails will principally depend on Europe’s politicians and China’s growth indicators. Both will come to a head on Friday. Before that, today’s meeting between the German and French leaders will set the tone ahead of the EU leaders meeting on Friday. Commentators in the weekend media were equally split as to whether the proposed actions are ambitious enough or are even politically possible. But most agreed that the right comments from politicians this week could push asset prices a lot higher through December. 

Duma election is close to consensus. News from Europe will be the main driver of the Russian markets today even as the news of the Duma election result will dominate the domestic headlines. With almost 90% of the votes counted, United Russia appears to have held onto an absolute voting majority, albeit just barely. That was the consensus expectation amongst investors so should have little direct impact on where Moscow’s bourses and the ruble trade today. 

China’s numbers will be important for commodities. On Friday, China will publish its macro report for November (see This Week below). China’s growth numbers are particularly important for commodity prices and commodity producers, i.e. for Russian markets. The fact that China’s equity market fell last week, i.e. the fourth down week in a row, while all other major markets rose strongly is a cause for concern. Investors also took most money out of China funds last week. A negative surprise with the November report cannot therefore be discounted. 

Oil tension is rising. We issued our Outlook 2012 report last week (please ask if you did not see the report and would like a copy). The report highlighted the positive case for Russian equities in 2012 based on strong domestic drivers and outlined a generally supportive backdrop for the oil price. If anything, the quickly unfolding events in Iran and Egypt, and the consequences for Saudi and oil supply security, suggest that price appreciation is much more of a risk over the near term than any significant weakness. In particular, the US Senate passed a bill that proposes greatly increased penalties for a larger number of international banks that have any dealings with Iran’s Central Bank from July. That bill, if supported by the White House, would make it much more difficult for Iran to sell oil. 

Europe will dominate Q1 but strong market is expected. No surprise that our view of the expected trend in markets over the 1st Qtr of 2012 is dependent on how the events in Europe unfold. Over the course of the year we expect the RTS to end close to 2,200, or 30% better than Friday’s close, but the risk of further weakness is also outlined based on Europe risk.  

Stock picks for both scenarios. We therefore set out two portfolios for investors based on whether euro zone fears remain in the 1st Qtr or are abated; Risk-Off for the former scenario and Risk-Off for the latter. This week it seems more likely, i.e. assuming reassuring comments from The Franco-German meeting today, that the Risk-On portfolio will prevail. A reminder of that portfolio is extracted from the Outlook 2012 report and reproduced on the next page.

This Week: EU politics and China macros

Franco-German summit today. This week the main drivers of market sentiment will be the political commentary ahead of and at Friday's EU summit. Optimism that the EU countries can quickly agree terms for the union was directly responsible for last week's rally. This week will provide the evidence to support or dispel that positive mood. Comments from the major EU leaders, i.e. as they hold bi-lateral talks almost every day ahead of Friday's summit, will directly impact on market sentiment and the risk-on, risk-off trade strategy. Today the French and German leaders will meet and the outcome of those talks will have a major impact on global market sentiment. 

China numbers on Friday. The second part of the market equation is economic growth in the US and China with the latter of greater importance to the oil market and to sentiment towards Russia. On Friday, China will publish its macro report for November with updates for inflation, industrial production and consumer activity. The consensus is that inflation has fallen to 4.5% YoY in November from 5.5% in October and that industrial production eased only a little to +12.6% YoY from +13.2% the previous month. Anything much worse on either of those numbers in particular will have a negative impact on sentiment towards risk assets.

Sentix survey is important. Before that there are several updates in the US and Europe that regularly impact on market sentiment. The US data starts off today with the October factory orders (-0.3% is expected versus +0.3% the previous month) and the ISM non-manufacturing index. In Europe later today the Sentix investor confidence survey and euro zone October retail sales reports will be issued. Other reports this week include 3rd Qtr euro zone GDP, German industrial production euro zone CPI and PPI updates.

ECB policy meeting. On Thursday, just ahead of Friday's Summit, the ECB and Bank of England policy committees will review respective interest rates. Both are expected to have a lot to say in terms of harsh warnings to the politicians about the consequences if they fail to reach a new deal. 

Russia macro remains good. In Russia, apart from the post-mortem after the Duma elections (see separate note), there are few macro updates with any significance. The November inflation report is already known and will confirm the monthly rate at 0.5% and the year to date rate at 5.8% at end month. The full year rate is expected to be close to 6.5%. The monthly new vehicle sales update for November should confirm the year on year growth at +26%. 

Magnitogorsk numbers today. This is a busy week for corporate reports. Magnitogorsk will publish 3rd Qtr and 9 month IFRS data on later today. On Wednesday there will be similar updates from Severstal, Bashneft and Rostelecom.  On Friday, Novatek will host a strategy day. Also on Friday, Evraz and Polymetal are expected to be admitted to the FTSE list, a move that should help broaden the investor base and improve liquidity. 

Risk-On Top Stock Picks
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Trading last week: Rotation back to optimism

Strong global market rally last week. Investors reacted very quickly and positively to the news of record post-Thanksgiving sales in the US and the coordinated actions of the world's major central banks to head off any liquidity problems in the global banking sector. The MSCI World Index rose 8.2% for the five days, more than reversing the fell of 5.2% during the previous week and cutting the year to date loss to 7.2%. Europe's markets recorded the biggest rally amongst the developed world markets with the CAC and DAX both up almost 11%. The E300 Index rose 8.5% for the five days and is now off 12.2% year to date. In the US, the S&P 500 rallied 7.4%, i.e. after the previous week's 4.7% loss, to record the biggest weekly gain since March 2009. That was when the G20 acted in unison and started an eighteen-month bull market. The bank sector was amongst the market leader in both the US and the EU, rising almost 10% in the US. 

High-beta Russia led the performance table. Emerging markets, always a high-beta theme in global markets rose by 9.5% and the MSCI EM is now down 16.5% year to date. Russian markets are the highest beta in the asset class and the GDRs top that. Not surprising that the IOB GDR Index rose 11.5% for the five days, more than reversing the 7% loss of the previous week and reducing the year to date loss to 11.6%. The RTS added 10.1% (-12.7% YTD) and MICEX closed 6.7% better (-10.8% YTD). No surprise that the highest-beta stocks led the rally with steel and banks at the top of the list. Magnitogorsk was best with a 25% gain followed by Sberbank’s 24% rally. The other end of the table was more of a mixed bag with few stories. Severstal was, however, one with a negative story that meant it lost out on the sector rally. The stock rose only 2% as its price fell on Thursday and Friday following news of the Nord Gold divestment.

Note: The table of best and worst ADR/GDRs is at the end of this note.

Ruble gained with EM currencies. The ruble also reclaimed losses of the previous week as part of a broad rally in emerging market currencies. The ruble added 2.7% against the dollar (30.769) and 1.1% better against the euro (41.488) by the close of Friday’s MICEX session. The South African rand was the biggest mover with a five-day gain of 6.2%. It is still the worst performing of the currencies in the asset class. The Korean won added 2.9% and India’s rupee gained 2.0%. The reason for the better EM currencies was the increase in risk tolerance signaled by the rally in the euro. It gained for the first time in five weeks after the move by the major central banks. Over the five days the euro added 1.1% against the dollar to end at $1.3391. 

Copper benefited from shrinking inventories. Amongst the industrial metals, copper rose partly with the general move higher in risk assets and partly because of a report showing global inventories have fallen 24% since March. The price of copper rose 9.2% for the week and cut its YTD loss to 19.4%. In soft commodities, wheat was the best performer, rising 6.2% (-21.2% YTD) on a trading squeeze. Corn was essentially flat (+0.9% last week and –5.4% YTD) while sugar rose 2.4% (-27% YTD).

A second week of EM outflows. The global markets rally that resulted from the coordinated Central Bank action on Wednesday came too late to prevent another negative week for emerging market fund flows. For the past week, a total of $1.5 bln was taken out of funds in the asset class, albeit better than the $2.7 bln redeemed the previous week. Russia dedicated country funds reported a modest outflow of $15 mln, or 0.1% of AUM, for the week. But, when the fund allocations within the big EM regional and thematic funds is aggregated, the loss last week was $137 mln, or 0.3% of that bigger pool of AUM. That is at least better than the $319 mln redeemed, and shifted, from Russian equities during the previous week. 

ADR/GDR performance table on next page
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