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THE SUMMER MONTHS HAVE BEEN, FOR FINANCIAL MARKETS WORLDWIDE, THE MOST EXTRAORDINARY FOR 
MANY YEARS; CERTAINLY SINCE THE 1987 CRASH AND ARGUABLY SINCE THE 1974 BEAR MARKET,  AND THERE 
ARE FEW SIGNS OF ANY IMPROVEMENT. THE VOLATILITY SEEN IN BOTH GLOBAL EQUITIES AND BONDS HAS 
BEEN UNPRECEDENTED.  IN SUCH CIRCUMSTANCES MAKING ANY RATIONAL DECISIONS HAS BEEN DIFFICULT, 
IF NOT IMPOSSIBLE.  

BEFORE LOOKING AT WHERE WE MIGHT BE GOING IT IS WORTH SPENDING A LITTLE TIME ON LOOKING AT 
WHERE WE HAVE BEEN.

The ultimate cause of this crisis, both financial and economic, has 
been the exceptionally low interest rates we have seen for several 
years, which have led to individuals and corporations taking on 
ever-increasing amounts of borrowing. On top of this, there was 
an ever-decreasing amount of due diligence being applied by the 
institutions lending the money.  The chart below shows how the 
UK savings ratio to household income has fallen over recent years, 
suggesting a high level of consumption fuelled by cheap credit.  
This trend is similar throughout the Western world.

UK Household Saving Ratio 1970 to 2008 (Source: Bloomberg)

The demise and subsequent nationalisation of Northern Rock 
in the UK last summer was to be the first sign of the hurricane 
about to hit, but the rescue of Bear Stearns in the spring 
proved to be a false dawn.

If anyone had predicted at the beginning of the summer that 
in the space of a couple of weeks the USA would effectively 
nationalise Fannie Mae and Freddie Mac; AIG, Merrill Lynch; 
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HBOS would be ‘rescued’ in one form or another; Morgan 
Stanley and Goldman Sachs would change their banking 
status to avoid a similar fate; Lehman Brothers and, in effect, 
Bradford & Bingley would both go under – the straightjackets 
would have been called for forthwith.

Yet all of these events did happen and there is still no end in 
sight. The dominoes are now falling in Continental Europe, 
supposedly an area (at least according to their politicians) with 
less exposure to excess debt, the original cause of the crisis,  
than elsewhere. The recent rescues of Fortis (Belgium, Holland 
and France), Dexia Bank (Belgium, France & Luxembourg), 
Hypo Real Estate (Germany); the near total collapse of the 
Icelandic financial system; and the guarantee of all bank 
deposits by one government after another, are all indications 
that the crisis is far from over.

There have been some positive signs of ‘joined-up-thinking’ 
by financial authorities worldwide. The most obvious (and 
potentially the largest both in financial terms and potential 
impact) is the Troubled Asset Relief Program (TARP) which is 
designed to allow banks in the US, and any subsidiaries of 
overseas banks registered there, to offload their bad debts into 
a central clearing facility.

There is a significant precedent.  The Resolution Trust 
Company (RTC) performed a similar function in the 80s to 
handle the collapse of the US Savings and Loans industry. This 
was a success.  It eventually made a profit by selling the real 
estate it was forced to take on its books, but many publicly 
quoted companies, and their shareholders, were wiped out.

The problem with the man-in-the-street’s view of TARP is that it 
appears to be a ‘Get Out of Jail Free’ card. Banks seem to be 
being rescued from their own folly, at the expense of taxpayers, 
and very few heads are appearing to roll.

Markets are very wary of what may happen next – the law of 
unintended consequences. One of the major problems of the 
debt (the ‘toxic waste’) sitting on financial institutions’ balance 
sheets is the lack of any realistic market price – in fact, the 
lack of ANY market price. There is NO market at present. If 
TARP begins to ‘buy’ this debt it will establish a market price, 
however artificial this might be. Under the ‘mark-to-market’ 
accountancy rules this becomes the benchmark. If the price 
is set too high, many banks might be able to write back 
provisions already made. Conversely, and potentially more 
worrying, if the price is set too low, banks that are already in a 
precarious position might have to write down their debts even 
more, thus necessitating another round of capital raising.

This report covers the quarter ending 30th September 2008, 
but as so much has happened in the first few days of October 
it would be remiss of us to ignore them.  Since the end of the 
period, the UK government has tried to encourage UK banks 

to recommence lending to each other by guaranteeing their 
loans.  The government has also injected billions of pounds into 
the balance sheets of the major UK banks in return for preference 
shares.  This model is being lauded around the world as one that 
other major economies, particularly the US, should adopt in order 
to stop the financial system collapsing.  We can only wait to see 
if it works.

UK Equities

With the extraordinary number of stories that have been breaking 
throughout the period, it is difficult to recall where we were as 
we went into the third quarter.  Here in the UK, July opened with 
the FTSE All Share Index heading deeper into a bear market with 
continuing negative news about the wider economic outlook, 
continued pressure on the banking sector and a worsening retail 
picture.  Ongoing news that banks were struggling to finance 
their businesses, writing off bad debts, and that confidence in 
their future earnings was falling, continued to plague the market - 
witness Spanish banking group Banco Santander coming to the 
rescue of Alliance & Leicester.   

A correction in commodities’ prices mid-month heralded a mini-
recovery that continued into August, but there were concerns 
about how sustainable this rally would be.  August lived up to 
its reputation as being the quietest month for market volumes.  
However, even mortgage approvals for the month managed to 
plumb new lows.  The August recovery had been wiped out by 
the end of September as worries about the global banking crisis 
continued to blight markets and the FTSE All Share Index lost 
more than 12% over the month.  HBOS suffered significant daily 
falls in its share price which ultimately led to a merger proposal 
with Lloyds TSB.  We also saw the FSA introduce a ban on short 
selling of shares in financial companies, in an effort to prevent the 
speculators destroying the value of these businesses.  

By the end of September the FTSE All Share Index was down 
10.5% for the quarter with the outlook still very unclear.  Whilst 
there is plenty to be pessimistic about and commentators are 
quick to report that the UK is in a recession, this might not be a 
bad thing.  It would inevitably see many weaker businesses go to 
the wall, but it would enable those with strong business models 
and sound management to rebuild in the new environment 
and emerge stronger.  Decisive action by the Monetary Policy 
Committee in cutting interest rates would certainly be welcomed 
but the lack of liquidity within the banking sector and the inability 
to obtain credit is a more pressing concern and needs to be 
resolved too.

Property

It was not a coincidence that the peak of the commercial 
property sector occurred alongside the emergence of the 
credit crunch.  Most property purchases and developments are 
financed by debt and so as banks refused to lend and demanded 
higher rates for existing facilities, coupled with a poor outlook for 
the economy, property valuations began to fall.  Since its peak, 
the IPD UK All Property Index has fallen 22%.  The property 
market in continental Europe has fallen but not to the same 
extent as the UK as their valuations had not risen so dramatically.
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Real Estate Investment Trusts (REITs) have been the hardest hit 
by the dramatic revaluations.  REITs invest directly in property 
and due to their structure as Investment Trusts, have share prices 
which are vulnerable to investor sentiment.  Falling net asset 
values, a bleak outlook for the property sector and high levels 
of borrowing have resulted in the share prices of many REITs 
running at c.50% discounts to their Net Asset Values.  These 
extreme discounts might sound like a great opportunity to invest, 
and for a high risk speculator they may well be, but with many 
funds now running with levels of borrowing close to their banking 
covenants, there is real danger that some funds will be forced to 
sell assets into an already weak market.

In the short to medium term we do not anticipate an 
improvement in property valuations, in fact we expect to continue 
to see falling valuations as recessionary pressures build across 
the globe.  As part of a diversified portfolio, commercial property 
has a place, but there are likely to be better entry points ahead to 
build that position.

Fixed Interest

Unlike for equities, recessions and deleveraging phases are 
usually good times for bond holders as companies look to pay 
down debt rather than take on more.  Until the US Treasury 
allowed Lehman Brothers to collapse, actions by governments 
had been favouring bond holders at the expense of shareholders, 
as evidenced by the Northern Rock and Bear Stearns rescues. 
This was one of the key reasons for recommending fixed interest 
funds earlier this summer.  This has proved to be incorrect in 
the wake of the Lehman situation, as bonds across the board, 
particularly of financial companies, have been marked down on 
fears of a much higher rate of defaults than previously forecast.  
September was the worst month for corporate bonds since 
1980 with the various credit indices falling between 5% and 9%.  
Government bonds, however, have fared best in recent weeks as 
the flight to safety gathered pace, regardless of the price.  During 
September, the yield on the 3-month US Treasury bond fell to 
just 0.02% - the lowest since January 1941.  This demonstrates 
a complete lack of confidence in all other assets – even the 
security of cash deposits has been questioned.

Overseas Equities

Similarly to the UK, the first two months of the quarter saw 
most overseas equity markets led by the oil price – falling in the 
early part of July as the oil price continued its climb to a peak of 
$145 per barrel and experiencing a slight rally as the falling oil 
price buoyed the markets during August.  Few expected this to 
be a sustained rally but even fewer predicted the meltdown of 
markets as the US financial sector collapsed at the beginning 
of September.  The rules of global banking have been, and 
continue to be, rewritten and the uncertainty that this brings has 
impacted severely on equity markets – de-coupling theories have 
been replaced with re-coupling theories and most markets have 
responded directly to movements in the US equity indices.  In 
reality the final quarterly performance of many indices belies the 
vast, swift, moves that occurred on a daily, and indeed intraday, 

basis.  In their local currencies the S&P 500 fell 8.5%, the DJ 
Eurostoxx 9.1%, the Nikkei 225 11.8% and MSCI Emerging 
Markets a massive 20.9% during the quarter.  These dramatic 
falls mean that year to date figures for the more developed 
markets hover between -20% for the S&P 500 and -29% for 
the DJ Eurostoxx.  Emerging markets have suffered even more 
with the MSCI Emerging Markets down 31% and China’s 
Shanghai down a staggering 56%.   

Currency movements have also been erratic on a daily or 
weekly basis, though on a quarterly basis the US dollar 
weakness began to reverse and we witnessed a strengthening 
versus most currencies, especially sterling which lost 10% 
against the US dollar.  We currently favour overseas assets over 
UK assets due to a negative sterling view and the continued 
belief that the US is likely to lead the way in terms of recovery.

Commodities

Commodity prices suffered their biggest quarterly drop in more 
than 50 years on concerns that the global economic slowdown 
will reduce demand for resources.  Leveraged hedge funds 
are selling billions of dollars worth of commodity investments 
to meet their redemptions; a short term factor that is driving 
prices down further.  Oil is regarded as the most sensitive to 
global growth and its fall from $145 in July to $90 a barrel is 
discounting a sharp drop in demand.  The Reuters-Jefferies 
CRB Index, which is the global benchmark for commodity 
prices, has fallen over 25% during the quarter and is at its 
lowest since September last year.  With increasing nervousness 
in the market, investor inflows into gold exchange traded 
funds reached new records and the sales of US gold coins in 
September reached their highest levels since December 1999.  

The retreat across energy, metals and agricultural commodities 
has sent the equity markets of several large commodity 
exporting countries, including Brazil, Russia and Canada, into 
a downward spiral.  India’s GDP growth has hit a three year 
low and during the last quarter a sharp slowdown has been 
reported in other emerging markets, particularly China.  As 
China represents over 40% of the global commodity demand 
for nickel, copper, steel, iron ore and aluminium this is very 
concerning.   

Amongst all the bad news, we still believe in the long term case 
for investing in commodities.  Huge infrastructural spending will 
continue in Brazil, Russia, India and China.  As the population 
of these countries grows over the next 10 to 20 years, they 
will need to build cities and they will consume more resources. 
Indeed, China has recently reaffirmed its intention to continue 
with its long term plan to improve the country’s infrastructure 
to meet the migration from rural to urban areas.  The chart 
on the following page shows cyclical trends in commodity 
prices.  The upward momentum tends to be sustained for long 
periods of time before retreating.  Short term volatility during a 
‘supercycle’ can occur and can be caused by various factors 
including supply and demand, investor speculation and market 
sentiment, but if one looks back at the long term history of 
commodity prices, the ‘supercycles’ often last 20 to 25 years. If 
the current cycle follows historic patterns, we have a few more 
years to go yet before it plays out.  
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Outlook

It would be both foolish and arrogant to make bold 
predictions as to the short term direction of any asset 
class in the current climate.  There have been numerous 
‘lows’ which have since proved to be false dawns and 
therefore we are refraining from trying to time any recovery.  
Studies have shown that it is better to be fully invested at 
the low point of markets as missing the lowest point can 
be detrimental to performance.  Patient investors have 
historically been rewarded by long-term stock market 
returns despite occasional market volatility.  The chart 

below shows how the aforementioned 1987 Crash looks 
insignificant based on what has followed in the subsequent 
years.

The strategy we are employing within such a binary market is 
to invest in well managed funds, run by highly respected fund 
managers with demonstrably long term track records and to be 
diversified across asset classes and geographic regions.  While 
we cannot be certain of how markets will react in the very short 
term, we believe that investors will be rewarded for remaining 
patient and adopting a long term investment horizon. 

FTSE All Share Index 1980 to 2008 (Source: Bloomberg)


