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UK EQUITIES

According to the Ofyce for National Statistics gross domestic product declined 0.8% in the
second quarter of 2009, a 5.6% fall year-on-year. Having declined for over a year, domestic
economic output now stands at a similar level to that in the fourth quarter of 2005, after
it peaked in the yrst quarter of 2008. What started as a banking crisis remains a wider
economic problem and job losses are mounting. Unemployment is now at its highest rate in
12 years and, if surveys accurately repect employersi intentions to continue laying workers
off, it will head much higher in the months to come. A weaker labour market, with attendant
poor wage growth, will almost certainly see muted consumer spending - heavily indebted
households are prioritising savings over spending.

Businesses are similarly positioned and the lack of credit availability will only serve to
worsen the outlook for employment. According to the Federation of Small Businesses, the
cost of borrowing remains universally high. Although the commercial banks have hugely
expanded their reserves - thanks in large part to the Bank of Englandis iquantitative
easing programmel - it seems the pow of credit in the real economy has not improved a
great deal. Indeed recent months have seen UK businesses pay more back to the banks
than they have been able to borrow. For now, a rapid recovery is not yet on the cards but it
does look increasingly likely that the UK has escaped the worst of economic conditions.
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EUROPEAN EQUITIES

The European Central Bank (ECB)
has maintained interest rates at 1%,
a relatively high level in comparison to
other leading economies such as the US
and UK, but inaction as far as interest
rates are concerned is not matched
elsewhere in the ECBis activities. The
ECB continues to offer unlimited liquidity
to euro-zone banks. It is this combination
of a commitment to liquidity and generous
loan facility that is the mainstay of the
ECBIs policy response to the ongoing
banking crisis.

With luck the Bank will have some time
to assess the impact of these measures;
there are tentative, if fragile, signs of
improvement in the economic outlook,
and Germany and France appear to
have moved out of recession after four
quarters of negative growth. Business
conydence has certainly improved in
tandem with a turnaround in consumer
conydence and equity investors appear
to have rediscovered an appetite for
risk. Conydence indicators and equity
markets are notoriously volatile though
- reverses are common and false dawns
aplenty. Nevertheless, barring more
banking surprises, the ynancial sector
has taken a step back from the brink of
collapse almost 2 years after the UKis
Northern Rock yrst sounded the alarm. A
full recovery in the real economy will take
much longer.

The US and Canadian equity markets are displaying some signs of fundamental value. Some caution is required however as cyclically
adjusted indicators are not particularly attractive. If sustained depation can be avoided, current headline pricing levels hold the promise of
sufycient excess returns in the longer term. If, on the other hand, a sustained period of depation is not avoided, equity prices will adjust, that
is fall, to repect a lower earnings growth outlook.

In the meeting notes from the 23-24 June 2009 Federal Open Market Committee sitting, the Board of Governors fiexpressed continued
concern about the near term economic outlookd although there were fisigns of some stabilization in economic conditions, most notably the
slowing pace of decline in GDP, and to modest improvements in ynancial marketso. They figenerally considered economic activity to be weak
and the ynancial system to remain somewhat fragile.0 In other words the credit market has not yet settled. Furthermore filabor [sic] market
conditions were described as difycult, and falling incomes and housing wealth were cited as potential obstacles to a near-term recovery.o
Indeed unemployment has risen inexorably, to 9.5% of the available work force, and wage growth is now at its lowest year-on-year rate since
credible measurement began in 1982.
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US Equities - Continued

fiMost directors expected inpation to remain subdued for some time, partly because of
substantial economic slack. Under these circumstances, directors generally agreed that the
current accommodative stance of monetary policy remained appropriate.o If inpation does
remain subdued for some time, the Fedis zero interest rate policy will remain the appropriate
policy action for some time too. When Ben Bernanke, Chairman of the Board at the Federal
Reserve, talks of an exit strategy what he is doing is letting the market, and more importantly
Congress, know that there is indeed an exit strategy. Bernanke knows better than most - he
is a terriyc student of 1930s economic policy - that a premature return to normal can be a
recoveryis undoing, so talk of an exit strategy is just that, talk. Putting that talk into practice
now would be a disaster.
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UK FIXED INTEREST AND MONEY MARKETS

Following its August meeting, The Bank of England Monetary Policy Committee (MPC)
took markets by surprise when it announced that its Quantitative Easing (QE) programme
was to go beyond the A150bn level already agreed with the Treasury. At the July meeting,
MPC members agreed to pause QE until its impact could be assessed. Within a month it
has gained agreement from the Treasury to extend its bond purchase by a further A50bn
to A175bn in total. Conventional gilts with a maturity date of three years or more can be
purchased, previously gilts with maturities of between yve and twenty-yve years were
purchased. Interest rates have been maintained at 0.5% and are likely to remain at that
level for the short term at least.

The MPC obviously feel that the UK recession is likely to be deeper than originally thought
with ynancial conditions remaining fragile. Banks have been rebuilding their balance sheets
rather than lending to business and consumers. This further increase in the money supply
is aimed at getting lending going which will ultimately support a more robust recovery.
Mervyn King, Governor of the Bank of England, also has a long-term inpation target of
2% to meet.

There is a tightrope to be walked between stopping monetary expansion too early
which may exacerbate the downturn T history shows that this was the case in the US
in the 1930is Tand overdoing the stimuli which then could lead to signiycant inpationary
problems, higher interest rates and lower long term growth.

As a result of the MPCis announcement, 10yr gilts yields fell as prices increased. The
threat for gilt investors comes from the longer-term outlook for inpation and interest rates.
Of course, in the longer term it would be unwise to bet against some inpationary pressures;
economic expansion is, after all, the goal of current yscal and monetary policy.
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JAPANESE EQUITIES

There are some positive signals coming
from Japan. Seemingly Japanis recession
began in October 2007 and ended at
the close of the yrst quarter this year.
Expectations of a rebound in growth rates
is growing, fuelled primarily by a realisation
of the severity of the most recent contraction
- sharp recoveries generally follow sharp
contractions. In addition Japanis businesses
and consumers are not overly burdened by
debt (certainly compared with those in the
European and Anglo-Saxon economies); in
fact it is fair to say that Japanese balance
sheets are in remarkably good health.

The Bank of Japan (BoJ) is a little more
circumspect, expecting growth in the
region of 1%, well below the growth rate
experienced even in the 2003-2007 period of
muted expansion. It seems unlikely that any
rebounded indicators will extend in strength
to domestic sales and proyt margins.
Consumer spending will remain weak, likely
suppressed by a woeful labour market and
the continuing spectre of depation.

SOUTH EAST ASIAN
EQUITIES

It is likely that countries comprising the
Asia Paciyc and South Asia economic
regions will lead the global recovery as
and when that recovery begins in earnest.
Unfortunately it is unlikely that growth in
the region alone will be enough to begin
a global recovery in the yrst place.

Althoughitis particularly difycult to gauge
the consensus for future interest rates
in this region there is some evidence
to suggest that the capital markets
are beginning to price in an increasing
probability for rising interest rates,
indicating that the interest rate cycle
may be at its nadir. Unfortunately there is
little evidence to suggest that consumer
conydence in Taiwan has bottomed-
out as the latest survey by the National
Central University in Taiwan posted
dismal results, certainly compared with
those in Hong Kong and Singapore.
Although consumer conydence in China
remains (pessimistici in outlook (i.e.
below 100) it is nearing the optimistic
level. This may be a symptom of the
massive yscal stimulus put in train by
the authorities, one that will see China
continue to grow at an impressive pace.
Of course, state enterprise spending
currently dwarfs private investment. This
will need to reverse if expansion is to be
sustained at the high growth rates that
are necessary to raise living standards
for the majority in China.
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