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UK EQUITIES

In the UK, aggregate share prices are at low levels, encouraging a dividend yield of over 6%, 
an earnings yield of 12% and a price/earnings ratio of only eight. Ordinarily these fundamentals 
would encourage us to forecast a period of high returns for equity investors. Unfortunately the 
shorter-term will see a continuing deterioration in earnings for companies with both a domestic 
and international base. Earnings downgrades are a feature of a global ý nancial crisis. So, while 
the fundamentals edge closer to attractive territory we remain sceptical of the quick recovery 
hypothesis. At this stage we can see no reason for a prolonged bull market, sustained by rising 
corporate proý ts.

The UK economy contracted by 0.6% in the third quarter of 2008, leaving annual growth at 
just 0.3%. The manufacturing component declined a huge 1.4% with the much larger services 
component falling by 0.5%. Ordinarily a fall in sterling, certainly of the magnitude we are currently 
seeing, would boost exports and help to arrest the economic decline. Unfortunately weak domestic 
demand is mirrored by weak demand globally. Moody’s is anticipating an ugly 1.7% decline in GDP 
for 2009. Against this backdrop it is likely that we are only just beginning to see large-scale job 
losses. Financial services and other service oriented companies are massively reducing stafý ng 
levels and have put on hold any plans for expansion; retailers and the hospitality sector are unlikely 
to escape the worst as the shockwaves move through the economy. Increased redundancies, 
rising mortgage arrears and repossessions will add to the woes in the housing market. Continued 
falling house prices and stagnant wage growth will continue to suppress consumer spending 
patterns well into 2009 and quite probably beyond.

US EQUITIES

We believe that it is in the US that equity 
fundamentals are most appealing. With 
interest rates at zero, dividend yields stand 
at 3.5% and are well covered. The aggregate 
price/earnings ratio is 10.5, the aggregate 
earnings yield is 9.5%. Just as in the UK, 
we remain sceptical about the prospects 
for medium term gains, given the inevitable 
shorter-term decline in earnings. It may take 
an uncomfortably long period for higher 
returns to assert themselves.

2009 is likely to see a full year of contraction 
for the US economy. Business coný dence 
indicates a grim scenario, one of further 
steep increases in the numbers of those 
out of work. With coný dence so low it is 
perhaps no surprise that hiring intentions 
have decreased dramatically. The latest 
surveys have also alluded to further declines 
in business investment and a sense that 
corporations are losing pricing power quickly. 
The rapid falls in headline inþ ation (in UK 
and Europe too) owe much to the collapse 
in commodity prices. Now we are likely to 
see inþ ation rates fall below target levels as 
businesses reduce their prices in an attempt 
to maintain sales levels. 

If the US is going to emerge from recession 
in 2009, a truly massive stimulus package 
is required. There are some reports that 
suggest such a package will be passed 
as the Obama administration moves into 
position. Beyond addressing the problems in 
the housing market and those of the giant 
car manufacturers, Obama will try to steer 
a course to economic expansion at the 
head of a $1 trillion dollar fund for targeted 
tax cuts and public works. The US budget 
deý cit will, by the end of this, be huge. There 
is a growing acceptance that the problems 
associated with any lack of action are much 
more damaging than those posed by an 
increased deý cit. That is particularly true 
when interest rates have reached zero.  

EUROPEAN EQUITIES

In line with share market movements across the globe, the European bourses have witnessed 
terriý c volatility. At present price/earnings ratios in Germany remain relatively high (11) while in 
France and Spain they are low (around 8). Italy remains the “sick man” of the major nations; share 
prices have seen a fall of 50% and the price/earnings ratio stands at just 6 with a corresponding 
dividend yield as high as 7%. Just as in the UK and US, we are expecting earnings downgrades to 
accelerate in 2009. 

While many commentators lament the position the UK ý nds itself in, we believe that there are nations 
in the EU that will be hit harder by recession owing to the unwillingness of the European Central Bank 
to act quickly and aggressively. Interest rates in the UK and US have been reduced from their peak 

JAPANESE EQUITIES

Japanese price/earnings ratios remain elevated, 
but other metrics are attractive with both the 
dividend yield and earnings yield well above 
the yield on the benchmark 10-year Japanese 
government bond. Such statistics have moved 
many commentators to speak of Japanese 
investment in attractive terms. We disagree. 

Japan is in recession. There are those that 
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by around 4%. The ECB has so far reduced rates by only 2% and actually increased rates as recently 
as July last year. More rate cuts are expected but we do not expect these to mirror anything like the 
level of cuts in the US. At its last press conference of 2008, the ECB made more than passing calls 
for euro zone member states to practice ýscal discipline. We have tremendous respect for the ECB, 
but as things stand it looks like its response to the unfolding ýnancial crisis has not been swift enough. 
Indeed, we have some sympathy with Jean-Claude Trichet’s (President of the ECB) observation that 
earlier aggressive rate cuts helped to fuel the conditions that led to the present banking crisis. To 
withhold aggressive rate cuts at this juncture for that reason alone is less than inspired policy-making. 
Seemingly, the ECBôs singular focus on inþation control is at the heart of earlier inaction. Now, with 
rapid falls in the level of price growth there is plenty of room for manoeuvre if policy makers would only 
focus on more immediate problems. 

UK FIXED INTEREST

In early November 2008, the Bank of England announced a stunning 1.5% cut in the bank rate, 
citing ña substantial downward shift in the prospects for inþation in the United Kingdomò and a 
“marked deterioration in the outlook for economic activity at home and abroad”. In December 2008,  
the Bank reduced rates by a further 1%, leaving the ofýcial rate at 2%. In the post-meeting press 
release the Bank explained that “in the United Kingdom, business surveys have weakened further 
and suggest that the downturn has gathered pace. Consumer spending and business investment 
have stalled, while residential investment has continued to fall. Activity indicators in the rest of the 
world have also weakened, though the further depreciation in sterling should moderate the impact 
of weaker global growth on the United Kingdom. A number of ýscal measures to boost near-term 
demand are in train, both in the United Kingdom and overseas. Despite the actions taken to raise 
bank capital, ease funding and improve liquidity, conditions in money and credit markets remain 
extremely difýcult. The Committee noted that it was unlikely that a normal volume of lending would 
be restored without further measures”. Therefore it is not surprising that the Bank of England cut 
rates again in January 2009 by 0.5% to 1.5% the lowest since 1694.

Inþation risks in the short to medium term are to the downside, that is to say that inþation may 
well undershoot the ofýcial target rate of 2% in the year ahead. In the latest quarterly inþation 
report, published on 12 November, the Bank estimates that inþation will fall below 2% in mid 2009 
heading to 1% in two years’ time. On the lower bounds of probability is the prospect that we will 
see deþation within this timeframe. We were offered a glimpse of things to come when on the 10 
November the Ofýce for National Statistics calculated that annual producer output price growth 
had fallen from 8.5% to 6.8%, while annual input inþation fell from 24% to 13.8%. 

A poor economy at home is matched by that abroad and it is unlikely that overseas demand will ride 
to the rescue, cushioning the economy’s decline. Indeed the euro zone, our biggest trading partner, 
is now in the early stages of its own recession for the ýrst time since the euroôs introduction. 

Moody’s have forecast a sharp increase in default rates across Europe, the UK and US. The Bank of 
England have warned that ‘company accounts suggest that the proportion of debt held by businesses 
whose proýts were not large enough to cover their debt interest payments picked up sharply in 2007 to 
around a quarter of the outstanding stock of debt’. 2008 will almost certainly see that number rise. So 
far, slowing proýts and narrowing margins have not impacted actual default rates and with only 10% 
of outstanding sterling debt maturing in 2009 it may be some time before the impact is felt. Inevitably 
though, as existing debt structures mature, highly leveraged companies will feel the pressure.
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SOuTH EAST 
ASIAN EQuITIES

Dividend yields in Singapore and Taiwan 
stand out in this diverse and populous 
region of the world – compare 5.3% and 
8.5% respectively with those in South 
Korea (2.7%) and Hong Kong (3.3%). The 
average price/earnings ratio for Taiwanese 
companies is less extraordinary coming in at 
8 in line with the South Korean equivalent. 
But again Singapore stands out on this basis 
with a price/earnings ratio of just 5.2. 

The economy of Singapore grew at an average 
annual rate of almost 6% in the period 2000 
to 2007. The advanced estimates for growth 
in the fourth quarter of 2008 suggest that 
this high growth story stopped dead last year 
with a decline of 2.6% year-on-year. This is 
far worse than even we expected. Although 
the authorities are set to shed the ýscal 
conservatism that has characterised their 
actions over the previous decade it is unlikely 
that Singapore will have much less than a dire 
2009. Having said that, owing to that previous 
period of conservatism Singapore has at least 
a war chest to call upon and this is mirrored 
in Singaporean households. South Korea, 
on the other hand, has a high number of 
households with relatively high levels of debt. 
South Korea’s labour market is weakening 
and indebted citizens have a nervous eye to 
the future. South Korea saw its weakest GDP 
growth for 4 years in the third quarter of 2008. 
It seems South Korea is likely to join the long 
and growing list of economies in recession. 

The decoupling theory has been exposed as 
myth. There are reasons to believe that the 
Asia region could suffer more than the west, as 
global demand slows. In the 1930s the US ran 
the largest current account surplus, exporting 
goods to Europe on a massive scale leaving 
Europe with a large deýcit. As European 
demand collapsed the US responded with 
trade tariffs, encouraging retaliation from 
Europe and a worsened condition in the 
US, leaving tremendous overcapacity in 
the economy. The Asian nations and China 
in particular, now have the role that the US 
occupied then. Switching growth drivers from 
overseas demand to domestic demand is not 
an easy process, inevitably domestic demand 
orientated growth is slower too. A lot is riding 
on the length and severity of the recession 
in the west. 

believed Japan could offer more robust 
economic performance, pointing to a banking 
system which was lean having lived through a 
ýerce domestic crisis of its own in the 1990ôs. In 
fact Japan is more vulnerable now than a great 
many developed economies. Its population is 
aging and ultra-cautious, private consumption 
is weak and real incomes are declining still. The 
extent of Japan’s recession will depend almost 
exclusively on how long overseas investment 
and demand remains dormant. It is unlikely that 
the damaging long-standing causes of Japan’s 
malaise will reverse at a time when the global 
economy is in decline.
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