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	Despite a wave of optimism, caution still looms over global markets

· Promises of, and potential delivery, of massive new liquidity primarily by the Fed and the ECB helped US stocks reach a 5-year high in 3Q2012, with the Dow Jones Industrials above 13500. In other advanced economies, stock markets are also near recent highs. The dollar was in retreat against the Euro at over 1.30 USD per Euro, and interest rates on 10-year government notes are still low (but off recent lows). US and German rates are respectively at 1.8% and 1.7%. Italian and Spanish rate spreads have tightened compared to these benchmarks. All the while, data on economic performance in the big blocs (US, EU, China) continued to emit weak or weakening signals. Gold prices were on the move again.
· What could appear puzzling in the face of weak economic data from the major economies (US, EU, China) is in fact explained by the very bold and aggressive policies taken by governments and central banks. The markets seem confident that such actions will sustain economies and/or that further action will be forthcoming, as needed, should the situation require it.
· A combination of measures spurred the euro higher: movement toward EU banking union, announced re-capitalization of Spanish banks, a ruling by Germany’s supreme court validating Germany’s participation in the new European bailout fund (the ESM, European Stability Mechanism), and most of all an announcement by the ECB of its willingness to buy unlimited amounts of sovereign debt from troubled Euro zone countries (read Italy and Spain). Though (potentially) unlimited, these latter purchases of debt, under 3 years in maturity, would be conditional and apply only to countries who officially request a bailout (from old EFSF/new ESM). Such help would be terminated if bailout conditions were breached. These measures will not of course erase the structural problems nor eradicate the high levels of debt. Nonetheless they were seen as a sign of determination by the EU and as buying enough time for upcoming solutions and/or for economies to improve. Europe is still in a recession, and Greece is far from resolved though it has moved off center-stage.
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· For its part the Federal Reserve, which had clearly signaled earlier that “something” was afoot, delivered at its September FOMC meeting. It extended its near-zero fed-funds rate target from late 2014 to mid-2015 and announced open ended QE3 in the form of monthly purchases of $ 40 billion of mortgage-backed securities, leaving the door open for further buying should the need arise. The Fed also added that even an improved economy would still imply easy monetary conditions for quite some time. This decision came amid data showing US GDP growing under 2% and employment gains falling under 100K per month, while unemployment remained above 8%. US housing is showing some improvement but the signs are still tentative.
· Not all were thrilled with the Fed’s action. Some saw it as pointless or not worth the risks (distorted markets, later inflation). One analyst dubbed it “not QE3” but “QE3/QE4/QE5…” another called it “QE Infinity”. The open-ended Fed move atop previous action (operation TWIST) was deemed more aggressive than the recent ECB moves, and thus accounts in part for the Euro's gains versus the USD. (The ECB would be sterilizing its “limitless” purchases of government bonds). Of course a lower dollar tends to pressure commodity prices up, and more investors will be driven further to real assets, such as real estate.
· For the world economy, the muddle-through scenario remains the consensus view (hope?) with the now familiar risks: Euro woes, US or China recession, fiscal “cliff” in US…As alluded to above, official action has nonetheless managed to prod investor sentiment back to risk-on for now. That sentiment is predicated on that muddle-through or better scenario.
· Slower growth in exports, including those of China, and others in Asia, led to further revisions to GDP growth for those countries, though again with a consensus view that a hard-landing will be avoided for China. At any rate, slower growth has not been enough to pressure oil prices lower, given tight supply conditions. Oil prices have thus remained well supported above USD 100 pb, keeping conditions little changed for the GCC countries. These continue to benefit from strong balance sheets and strong oil revenues. We still expect GCC non-oil real GDP growth of about 5.0% this coming year, and the region to remain relatively sheltered from the global vulnerabilities discussed above.
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