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Crisis, What Crisis?

At the end of last year the UK was confirmed as being in
the grips of recession; in January, commentators were
focused on the worst global economic environment since
the 1920’s depression; by early March the talk was of a
financial ‘Armageddon’, which saw the FTSE 100 re-test it's
prior lows around 3500; in April, someone saw signs of
‘green shoots’ and now, with summer on the way, shares
are running higher buoyed by growing investor confidence
and appetite for risk. At this rate, we’ll be in the midst of
another economic boom by the autumn!!

Recent months have seen further extreme levels of volatility
and those canny investors brave enough to swim against
the tide during March’s sell-off have been richly rewarded.
This period again proved what we often say to clients, that
the best time to buy is when conditions appear at their
gloomiest and the media are doing their best to whip up a
frenzy of panic and despair. The FTSE 100 is now 25%
above the March low and many companies, even of
significant size, have seen their own share prices advance
by an even greater amount.
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The markets may now pause for breath and we could even
see some re-trenchment during the traditionally quieter
summer months. The recent spate of rights issues is also
evidence that companies are keen to take advantage of
more buoyant stockmarket conditions to raise fresh capital.
We do now appear to have navigated through the eye of
the storm, however, and we would tentatively suggest that
the worst of the ‘credit crisis’ is already behind us.
Attention will now turn to the economy and, in the UK at
least, it would appear that the recovery from recession will
be a long, slow process as rising unemployment continues
to subdue the housing market and, in turn, levels of
consumer spending and activity.

For this reason we feel that the rapid rebound in market
segments such as house-building, leisure and retail has
gone far enough for now and would advise against chasing
shares in these areas any higher. Similarly, a cautious
approach should still be adopted in respect of the banks
where there are still lots of issues yet to be resolved.

Our favoured areas of the UK stockmarket remain relatively
‘defensive’ sectors like telecommunications, utilities, oils
and pharmaceuticals. Many such stocks still offer attractive
levels of income yield (well in excess of 5% in some cases)
and decent medium term capital appreciation potential.
Whilst we still also like corporate bonds, the easy money
has been made from this asset class over the past six
months or so. With many novice investors reportedly piling
money into these now, as an alternative to low-interest
cash deposit investments, we would recommend caution.

The recent budget provided further confirmation of the dire
state of the UK’s long-term finances. Personal provision for
pensions, rather than relying on the cash-strapped state,
becomes more important than ever. Income taxes are
increasing as well, along with the introduction of a new
50% rate for ‘high-earners’. We focus on opportunities
linked to both subjects within this issue and hope that you
continue to enjoy our publication.
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Swine Flu - Which parts of the market

are prone to infection?

Just as risk appetite is returning to global financial
markets, the last thing we need is a potential global flu
pandemic. Whilst it’s imperative not to panic, we feel
it’s also important for investors to quickly evaluate how
the potential pandemic may affect financial markets
and prepare for the different eventualities. One way to
consider the possible effects is to draw comparisons
from the way the 2003 outbreak of Severe Acute
Respiratory Syndrome (SARS) affected markets.
Although SARS never materialised as a global
pandemic, it lasted six months and killed 775 of the
8,000 people infected across 25 countries.

The four main economies affected by the SARS outbreak
were China, Hong Kong, Taiwan and Singapore. At a
macroeconomic level, the GDP shock was relatively short
lived; all four saw dips in quarterly figures, but growth rates
soon rebounded in the following quarters as it became
apparent that the outbreak was under control. However, as
you might expect, performances across economic sectors
and individual companies varied widely. The most severely
affected areas were Hotels, Air Transport, Restaurants,
Retail and Land Transport which experienced a direct and
immediate curtailment in spending and economic activity.
There were also some sectors which benefited from the
outbreak, all health related, with Pharmaceuticals,
Diagnostic Laboratories, Vaccine Development and
Hospital/Essential Services sectors all benefiting.

So what individual UK companies can we expect to be
affected if the recent swine flu outbreak develops further?
Early indications are that trends are following a similar
pattern to that of SARS, although it must be remembered
that SARS was a relatively well contained outbreak and
never developed into a pandemic, with international trade
and foreign direct investment largely unaffected. This time,
the authorities seem convinced that the risks are greater,
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particularly as we move closer to our flu season later in the
year and if, as predicted, the swine flu virus mutates into a
more virulent strain. When news of the first swine flu cases
broke, Airline and Travel/Tourism related stocks all
suffered. British Airways, InterContinental Hotels, TUI,
Thomas Cook and cruise company Carnival were
amongst the biggest losers in the FTSE. As one might
expect, based on past experience, the pharmaceutical
firms GlaxoSmithKline, AstraZeneca and Shire all rose,
buoyed by the drug makers assurances that they could
supply millions of doses of medicine and were ready to
work on a vaccine against swine flu.

The severity of any further outbreak will determine how
wide the shock waves run. Initially the areas affected have
been confined to those directly influenced, but this will
change rapidly if a pandemic is confirmed and fear spreads
that it will prolong or hamper the recovery in the
beleaguered world economy. Moody’s, the credit ratings
agency, estimates that a global pandemic could knock
0.8% off global GDP in the coming year. A significant effect
on an already struggling world economy which could
forestall any economic recovery for the time being.

It is possible to see how a broader range of individual
companies could be affected. UK Pub companies, Leisure
stocks and Retailers could all suffer if we get to the stage
of limiting public gatherings. Thankfully, at present, this
seems some way off; however, as always, it’'s worth
being prepared!



Return of the Inflation Monster? A

Inflation as measured by the Retail Prices Index (RPI)
might be negative at the moment, it hit -1.2% in April,
but that hasn’t stopped some commentators and
investors alike worrying that inflation could return, and
return in a big way. Here, we try to dissect the
argument and work out whether you should be worried
and, if so, what you can do about the threat?

Most economists tend to fall into two camps on the issue.
One side believes that in starting to print money as the
Bank of England has done with its £125bn Quantitative
Easing (QE) Policy there will only be one outcome -
inflation. This is based on the argument that the more you
have of anything, the lower the price will be, and they
highlight the comparisons between Zimbabwe at the
moment and the Weimar Republic in Germany after the
Second World War. Some also support the argument by
commenting how higher inflation would actually also prove
desirable for policy makers, given that it would reduce the
real value of government and private sector debt that is
currently burdening the economy.

The other side dismiss this argument and the comparisons
as superficial. They argue that prices and thus inflation are
not just a function of the supply of money but also of
economic activity. If economic activity remains low, such as
at present with the economy receding and unemployment
increasing, inflation is unlikely to take off as manufacturers
and retailers would find it difficult to increase prices. They
rebuke the QE argument by highlighting how the additional
funds are being funnelled to banks (the only ones allowed
to participate), who are then simply using them to increase
reserves, rather than passing the funds on into the
economy, through increased lending, where the money
multiplier can take effect.

Our view, for what it is worth as are not economists, is
somewhere in the middle. We do not expect inflation to
take-off in the very near term but we do harbour some
concern about the medium to longer term. QE has never
been tried in the UK before and much will depend on how
the policy is eventually reversed. Fiscal policy (ultra-low
interest rates) and monetary policy (tax cuts, such as lower
VAT) stimuli, together with a resurgent economy, often
leads to inflationary risks.

So what can you do if you want to protect your portfolio
from inflation or perhaps even profit from rising prices?
Thankfully, there are a number of alternative options to
consider. The most direct route and certainly the safest is
to invest in Index-Linked Gilts. These are debt securities
issued by the UK government which have both their semi-
annual income payments and ultimate capital redemption
amount linked to changes in the RPI index i.e. in simple
terms, if the RPI goes up your income and ultimate capital
repayment will also go up to compensate.

Alternatively, you might also want to consider investing in
those assets which are likely to increase in price the most,
such as Gold, Oil and Commodities. These can be
accessed through gold, oil or mining shares, via specialist
collective funds or, for investors willing to accept a high
degree of risk, through derivatives. Finally, general
investment in the stockmarket is also likely to provide
some degree of protection, as has been the case in the
past and as looks to be the case in Zimbabwe where the
stockmarket at the moment is actually outpacing even their
high inflation rates!

If you would like to discuss the potential impact of the
inflation threat on your portfolio, or for further advice on
any matter, please do not hesitate to contact your usual
advisor or call 01604 621421.

Hope for First Time Buyers

Lloyds TSB aims to break the deadlock at the lowest rungs
of the mortgage market with a new deal for first-time
buyers that requires parents, grandparents or friends to
stump up their savings as a guarantee against the home
loan. Market conditions have meant virtually no 95% loan-
to-value mortgages are available at the moment, while the
few that are come at a high price with stringent credit
requirements.

The new ‘Lend a Hand’ mortgage requires parents,
grandparents or friends to offset 20 per cent of the size of
the loan in a special savings account which pays a rate of
3.5 per cent for three and a half years. Lloyds TSB will take
a legal charge over the savings, which must remain in the
account until the borrower builds up a ten per cent equity
stake in their home.



Pensions - Buy Now or Pay Later y

When House Prices were booming and the Government
was reducing the tax advantages on pension savings,
many people took the view that the best way to save for
retirement was to invest in a buy-to-let property rather
than use the traditional pension route. Recent
experience has illustrated the perils of such a strategy,
with many buy to let owners in, or close to, negative
equity after recent house price falls and a glut of
rentable properties on the market.

So, will the much maligned pension once again become
flavour of the month? Certainly, the Government has
steadily reduced the attractiveness of pensions, with the
latest attack in the recent budget. However, the negative
press that this has generated overlooks the fact that there
are still very significant advantages to contributing to a
pension as part of your retirement provision.

Not least of these attractions is the fact that the
Government immediately ‘tops up’ any contributions that
you make with income tax relief at the basic rate. Higher
rate taxpayers receive further, additional tax relief at their
marginal rate. Put simply, a basic rate taxpayer will see
every £100 contributed increased to £125 by the
Government, whilst a higher rate taxpayer would receive a
further £25 tax relief in addition, meaning that the total cost
of the £125 contribution would be only £75.

Pensions are therefore still a very efficient way for people to
save for their retirement and now could be an excellent
time to start contributing or adding to an existing plan. After
significant falls in the values of many pension qualifying
asset classes, such as stockmarket related investments,
commercial property and corporate bonds you now have
an opportunity to ‘buy in’ at these lower levels.

As to how much you should be investing in your pension,
this is easy — as much as possible. The current generous
funding limits mean that most people can pay in as much
as they can afford and receive the initial tax relief already
referred to. Recent changes announced in the Budget have
reduced the potential tax efficiency of contributions for very
high earners, but this will only affect a relatively small
number of people.

It is, however, possible, and widely suspected, that higher
rate pension relief on allowable contributions may come
under further attack as the Government seeks to fill its
current spending gap and may even be stopped entirely in
the future, possibly as soon as this Autumn’s budget. This
further highlights the reason for maximizing your
contributions sooner rather than later.

Broadly speaking, if you have an existing arrangement into
which you are already contributing, continue doing so and
consider increasing the amount that you pay. If you are one
of those without any pension arrangement at all, start one
now!

As always, we strongly recommend that you seek
professional advice. We can advise on the whole range
of options available including SIPP’s. For further details
contact Peter Brydon on (01604) 621421.

Green Shoots

It seems that every economic report these days contains
these two words. It’s undoubtedly a fashionable phrase of
the moment, with a quick search on Google yielding
2,880,000 results. With unemployment rising, house prices
and GDP still falling, we are still some way from
confirmation that a recovery is imminent although financial
markets have stabilised to the point where the risk of a
complete collapse, comparable to the Great Depression
seen in American in the 1930’s, appears to have been
averted.

Risk measures such as the LIBOR spread have returned to
normal levels and, for firms and households with strong
balance sheets and a desire to invest, credit is available.
Time will tell regarding the eventual shape of recovery for
the UK economy, with much debate currently amongst
analysts as to whether this will take a U, V, W or L shape.






