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One of the chief purposes of our investment commentaries

is the aim of encouraging our readers to pause for thought.
When making important investment decisions, we believe it
is important to consider a broad range of underlying criteria
- i.e. not only those which are self evident - as well as one’s
needs and circumstances. This is not always easy to do; many
of us are busy with other matters in our lives or do not have
ready sources of information at our disposal from which to
draw relevant (and potentially important) information.

The UK has a new coalition government which is interesting
since these have usually been appointed only in times of
national crisis. Prior to now, the last coalition government in
the UK was the wartime government from 1940 to 1945.

Chancellor Osborne’s ‘emergency’ Budget has been
presented and appears to have been perceived as ‘tough but
fair’ by the public at large. The UK Government is currently
borrowing one pound for every four it spends. This cannot
continue so it will not continue. Mr Osborne has set out his
austerity plans but the country is only just starting to discover
up close what these mean in practice.

In the context of the above, as well as the structural,
demographic and debt-related challenges the country faces,
it seems laughable that some elements of the media applaud
any perceived rise in house prices, for example, as evidence
that all is well in UK plc when excess debt and over-leverage
(often associated with property) are the root cause of our
current predicament. There needs to be a fundamental
change of thinking. We suspect the recent Budget marks
the start of this in the form of the UK Government'’s five-
year plan to reduce the annual budget deficit via reductions
in public borrowing and spending. The aim is to create an
economy based more on the private sector, investment

and exports. This sounds like an excellent plan although an
economy with the desired structure is dramatically different
to the one we have now so we should hope for a long and
drawn out recovery period taking many years — the Governor
of the Bank of England, Mervyn King, has recently expressed
similar hopes.
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The ramifications of the Budget in respect of public sector
job cuts and increased taxation are unlikely to improve the
confidence of the individuals and sectors affected and we
believe they will curtail domestic demand for goods and
services. In the private sector, citizens remain preoccupied
with holding onto their jobs, paying down borrowings and
increasing savings, if at all possible.

In an economy so dependent on the consumption of goods
and services, the austerity measures already outlined could
become unbearable to the country at large. Events in Greece,
Ireland, Spain and other parts of the EU have demonstrated
the human cost of cutbacks and we believe that the UK
Government will try to avoid a similar fate for the UK
economy and its citizens, if at all possible; even if this might
result in inflation levels not seen for at least 35 years.
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Does this mean that a renewed bout of
Quantitative Easing (money creation) in the
UK is on the cards in future?

Quite possibly, yes. Unlike Eurozone nations, the UK controls
its own bond and currency issuance. When faced with a
choice between deflation and inflation, we believe that the
UK Government will use all available means to avoid the
former. As an aside, we believe that the Federal Reserve

in the United States has a similar dislike of a deflationary
outcome. The current situation in the UK is fraught as a result
of the underlying state of public and private sector finances
as well as the cumulative effect of years of over indulgence.

As we have said before, not all countries are required
to devise recovery strategies based on such extreme
circumstances. We think this is a vital consideration for
UK based investors.

In previous investment commentaries, we sketched a

picture of an over indebted UK private sector, a bloated UK
public sector, record low interest rates and a government
strategy designed to inflate away deflation. Our view is that
the efforts of the UK Government (as well as others) will
ultimately be successful although, in the short to medium
term, the debt/ deflationary situation may prevail. This makes
the UK economy difficult to assess (and, just as importantly,
difficult to make investment decisions in).

There is a fine line between the UK Government addressing
budget deficits via an essential programme of cuts and a
situation where these cuts result in such a severe downturn
in the demand for goods and services that the economy
starts to tailspin. The underlying situation seems prone

to sudden volatility. Once again, we think this is a vital
consideration for UK based investors.
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Rather than seeking to establish a direct relationship between
the various issues, we simply present this summary of
Sterling’s value over the last 5 years compared with a basket
of other major currencies.

What does this mean in practice?

Take the Euro for example, the 21% decrease in value in
Sterling against the Euro over the period means that a holiday
in France that may have cost £1,000 5 years ago, as a result
of the devaluation (but not including the effect of inflation
over the period) it is now likely to cost about £1,265 and so
on. In general, the purchasing power of Sterling has reduced
significantly against a basket of major currencies over the last
5 years. Reduced purchasing power leads to reduced living
standards and can occur as a consequence of inflation but
also, as in this example, as a result of currency depreciation
which can be less obvious.

www.barnett-waddingham.co.uk



Barnett
Waddingham

Private Clients

Investment Commenta I'Y (cONTINUED)

According to the OECD statistics available as at July 2010,
there has not been a marked improvement in the UK's
balance of payments with the rest of the world over the
same period as might have been expected as a result of
Sterling’s devaluation (which results in the price of exports
being more competitive). Perhaps the reason for this was
touched on via an article in the Financial Times on 4 March
2010. In that article, it was reported that the proportion

of UK-made components in JCB diggers has fallen from
96% to 36% since 1979.

Contrast the situation in the UK with that elsewhere.

A number of readers of our Spring Commentary told us
that they enjoyed the article on a different basis of financial
strength assessment; namely one based on Net Foreign
Assets rather than the usual ratings agencies. Central to
our view is that, whilst the UK has many reasons not to give
up hope for the future, it remains the case that in a world
comfortable with globalisation, there are many countries

which face the future starting from a much stronger financial
and strategic position as the reprinted Net Foreign Assets
graph below shows. It is our view that a consideration of
economic prospects in the UK compared to those forecast
elsewhere in the world is particularly important for UK
investors at the moment and is likely to be for many years

to come. In our view, it will be particularly important during
the next few years to be selective when making investment
choices and doubly so in the case of UK investments.

There appears to be evidence to suggest that an increasingly
significant amount of the world’s wealth and wealth creation
is attributable to those economies known as “Emerging
Markets”. Whereas these countries were previously
dependent on industrialised countries for capital investment
and technology transfer, the roles have reversed so that it

is now many of those same industrialised countries that are
dependent on technology and particularly capital sourced
from those they previously supported in a similar way.
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as at February 2010
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