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First Quarter 2011 Market Review 

The bull market that began in the first quarter of 2009, continued unabated into the 
first quarter of 2011, celebrating its second anniversary with solid returns in most 
of the major financial markets. 
 

Within the U.S. equity market, the S&P 500 was up 5.9% during the quarter.  It has 
almost doubled since its March 9, 2009 bear market low.  The Russell 2000, a small 
capitalization stock index, was up 7.9% during the quarter.  The strong equity 
performance reflect the market’s recognition of healthy corporate earnings 
growth, recovering operating margins, and rising levels of corporate cash.  Much 
of this good news is now reflected in stock prices, as small capitalization stocks 
are now trading in line with historic valuation levels, and at a substantial premium 
to large capitalization stocks.  Large cap stocks, as indicated by the S&P 500, are 
still trading at a discount to their history.  Investors should note that the S&P 500’s 
best performing sector in the first quarter was energy stocks.  This reflects the 
reality of higher energy prices, a rise that could eventually put the brakes on the 
economic recovery. 
 

With the exception of Japan, the major non-U.S. equity markets also delivered 
positive returns during the quarter.  The MSCI EAFE Index, an indicator of the 
developed markets, was up 3.4%, while the MSCI Emerging Market’s index 
gained 2.0%.  This reversed the trend of the emerging markets generally 
outperforming the developed markets.  While developed market equities, like 
their S&P 500 counterparts, are still trading at a discount to historical valuation 
levels, the emerging markets are now priced at a premium. 
 

Japan, the world’s third largest economy, is suffering from the impact of a massive 
9.0 scale earthquake, devastating tsunami, and unfolding nuclear crisis.  The 
Japanese equity market fell 9.1% in March, and was down 4.9% for the quarter.  
The crisis in Japan began late in the quarter (March 11), so the impact on the 
Japanese and global economies remain to be seen.  Japan is an important 
component of several global supply chains.  At this writing, for example, Toyota 
has announced that domestic auto production will remain at 50% of normal 
capacity, and overseas production at 40%, well into this summer, and that full 
capacity will not be restored until late in 2011. 
 

Within the bond and cash markets, returns also continued to reward riskier 
investments.  While Treasury bills returned a meager 0.05% and the Barclays 
Capital Aggregate Bond Index was up 0.4%, the Barclays High Yield Bond Index 
returned 3.9% during the quarter.   The strength in high yield bonds reflected 
continuing flows into the asset class and confidence in the economy.  After trading 
at record premiums only two years ago, high yield bond spreads are now below 
their long-term average. 
 

Looking forward, known concerns to the recovery include the potential for a 
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sovereign debt crisis in Europe, the economic drag of surging energy prices, and 
the global implications of the crisis in Japan.  For now, however, the markets are 
clearly focused on the relative improvement of the global economy. 
 
 

Important notices 

© 2011 Mercer LLC. All rights reserved. 

This contains confidential and proprietary information of Mercer and is intended for the exclusive 
use of the parties to whom it was provided by Mercer.  Its content may not be modified, sold or 
otherwise provided, in whole or in part, to any other person or entity, without Mercer’s written 
permission. 

The findings, ratings and/or opinions expressed herein are the intellectual property of Mercer and 
are subject to change without notice.  They are not intended to convey any guarantees as to the 
future performance of the investment products, asset classes or capital markets discussed.  Past 
performance does not guarantee future results. 

This does not contain investment advice relating to your particular circumstances.  No investment 
decision should be made based on this information without first obtaining appropriate professional 
advice and considering your circumstances. 

Information contained herein has been obtained from a range of third party sources.  While the 
information is believed to be reliable, Mercer has not sought to verify it.  As such, Mercer makes no 
representations or warranties as to the accuracy of the information presented and takes no 
responsibility or liability (including for indirect, consequential or incidental damages), for any error, 
omission or inaccuracy in the data supplied by any third party. 

This does not constitute an offer or a solicitation of an offer to buy or sell securities, commodities 
and/or any other financial instruments. 

Mercer’s rating of an investment strategy signifies Mercer’s opinion as to the strategy’s prospects for 
outperforming a suitable benchmark, on a risk-adjusted basis, over a full market cycle.  Strategies 
rated A are those assessed as having above average prospects.  Those rated B are those assessed as 
having average prospects.  Those rated C are assessed as having below average prospects. B+ is an 
intermediate category in between A and B.  If the rating shown is N, or if no rating is shown at all, this 
signifies that the strategy is not currently rated by Mercer.  Some strategies may carry an additional 
rating (e.g., T (Higher Tracking Error), P (Provisional), and W (Watch)).  For some product 
categories, Mercer does not maintain formal ratings but instead assigns a Preferred Provider status.  
For the most recent approved ratings, and a fuller explanation of their meanings, refer to your 
Mercer representative or to the Mercer Global Investment Manager Database (GIMD™) as 
appropriate. 

The term “strategy” is used in this context to refer to the process that leads to the construction of a 
portfolio of investments, regardless of whether it is offered in separate account format or through 
one or more funds.  The rating assigned to a strategy may or may not be consistent with its historical 
performance.  While the rating reflects Mercer’s expectations on future performance relative to its 
benchmark, Mercer does not provide any guarantees that these expectations will be fulfilled. 

Mercer does not generally take the investment management fees of a given manager into account in 
determining ratings.  Managers’ fees charged for a specific strategy will often vary among investors, 
either because of differing account sizes, inception dates or other factors.  Mercer does not perform 
operational infrastructure due diligence or personal financial or criminal background checks on 
investment managers. 

Mercer’s research process and ratings do not include an evaluation of a manager’s custodian, prime 
brokerage, or other vendor relationships or an assessment of its back office operations.  Research is 
generally limited to the overall investment decision-making process used by managers. 
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Mercer's investment consulting business rates and/or recommends strategies of investment 
managers, some of whom are either Mercer clients, Mercer affiliates or clients of Mercer’s affiliates.  
The services provided to those managers may include a broad range of consulting services as well 
as the sale of licenses to use Mercer’s proprietary software and databases and/or subscriptions to 
Mercer's investment forums.  Policies are in place to address these and any other conflicts of interest 
that may arise in the course of Mercer’s business.  This is only a summary of Mercer’s conflicts of 
interest.  For more information on Mercer’s conflict of interest policies, contact your Mercer 
representative. 

Mercer manager universes are constructed using data and information provided to Mercer either 
directly or via third party providers.  The universes are intended to provide collective samples of 
strategies that best allow for robust peer group comparisons to be conducted over a chosen 
timeframe.  Mercer does not assert that the peer groups are wholly representative of and applicable 
to all strategies available to individual investors.  Universe distributions are calculated based on the 
data that was in our database at the time that the universe was constructed, and may therefore 
change over time due to additional information supplied by an investment manager or revisions to 
data. 

Capital Markets Assumptions 
Mercer Investment Consulting’s (Mercer’s) capital market assumptions are based on the 
professional judgment of experienced investment consultants and economists and rely on historical 
experience, economic theory, and our assessment of future developments in the capital markets.  
Our process for setting asset class expected returns begins with earnings growth and current yields.  
Equity return assumptions are set by adding a risk premium over bonds.  Volatility and correlation 
assumptions are based more directly on historical experience, except in cases in which the market 
environment has clearly changed. 

Mercer believes that as opportunities in the capital markets change, so do the expected returns for 
asset classes.  A key factor in our process is the level of interest rates, as they combine the market’s 
expectations of inflation and economic growth.  In general, as interest rates rise, our expected 
returns will rise; as interest rates decline, our expected returns will decline.  This runs counter to the 
realized returns as interest rates change and is part of the difference between ex ante and ex post 
results. 

When interest rates change, we may change our assumptions.  However, we are cautious about 
making changes.  We have designed our assumptions to be strategic in nature, so they will typically 
not be adjusted to short-term market spikes.  We use our judgment to determine whether interest 
rate moves are sustainable.  In practice, we continuously review our assumptions and work to refine 
our methodology as we gain additional information relating to the capital markets, but we do not 
anticipate changes every time interest rates rise in 25 or 50 basis point increments. 

 

 

 


