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Monthly update

So far in 2009, the world has turned out much as we suspected it would — a
‘brutal’ recession, that will entail a contraction of GDP in the first half of the year,
at a minimum, and associated downward pressure on prices. Policymakers will
have to use every tool in their toolbox to turn things around (and perhaps invent a
few new ones). But, ultimately, they should manage to get the global economy
back off its knees again. Once the shoots of economic recovery appear, risky
asset classes should recover somewhat. But that may be a story more for the
second half of the year, or perhaps if we are lucky, the second quarter. Meantime,
it is probably best to remain defensive, but look to investment-grade credit as the
first place to add risk.

This month’s Signpost will only be available in this slimmed-down version of 25
pages. There will therefore be no Signpost Lite or Signpost Essentials. Over the
next few months, we will publish a range of supplementary material in electronic-
only form.

Michael Dicks, Head of Research, 29 January 2009
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e Almost everywhere, economies are contracting, and inflation nose-diving.
Worries about the viability of key financial players are resurfacing.

e Policymakers are stepping up to the plate. President Obama’s new
administration has little time before it must deliver real policy change.

e So far, our asset allocation calls for 2009 are largely on track. Equities are still
struggling, under the pressure of so much bad macro news.

In our recent ‘Annual Outlook’ publication we described 2009 as being a ‘long,
hard slog’ in economic terms, with the world set to experience a deep recession,
which might prove to be protracted. However, we saw no repeat of the Great
Depression —i.e. no calamitous outcome, during which US real GDP fell 28% in
four years, and during which western European GDP declined by nearly 10%. In
our forecast, we predicted the global economy to expand at its slowest rate since
the Second World War, and many of the advanced economies to contract 1% or
so, but we did not expect a deep decline in activity. And we did not expect the
slowdown to persist through 2010.

A deep recession is in store but it
should not be calamitous...

A month on, and we remain comfortable with the story that we have been telling.

...although the hit to Q.VOWth will | However, it is clear that the hit to economic growth towards the end of last year
be larger than we pencilled in was bigger than we had pencilled in. And it looks to have been more synchronous
last month in nature. (No significant economy seems to have avoided the sharp slowdown,

and many experienced an outright contraction in activity.) Asia — and particularly
those of its economies that are heavily dependent on global trade - has been
especially hard hit. For example, Japan looks as if it may have shrunk by 2% to 3%
in the fourth quarter of 2008 alone. Consequently, whereas as recently as ten
weeks ago the general expectation was that it would neither grow nor contract
this year, now many agree with our own forecast that 2009 will witness a fall in
Japanese GDP of at least 2% (Figure 1).

All'in all, we have found it necessary to trim our GDP numbers for 2009. As a
result, it now looks fairly likely that the global economy will shrink a little this year.
(For details, see the ‘Global economic overview’.) Nevertheless, we still feel that a
recovery can begin as soon as the second half of 2009 (Figure 2) in the United
States, although it may well be 2010 before the United Kingdom or Japan join in.

Figure 1 - )apanese annual real GDP growth* Figure 2 — Developed World GDP growth estimates
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Concerns remain that the bank
bail-outs could prove to be
inadequate...

...with the UK’s response given
poor reception

A US ‘bad bank™?

a
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Fears resurfacing about the banks’ sustainability

Alongside the gloomy economic news, many of the major financial institutions
have reported big hits to their earnings from the slowdown and associated
declines in market values of hard-to-value financial instruments, such as
mortgage-backed securities. This ‘profits crunch’, and perhaps too the
recognition that housing market declines have reaccelerated in many countries
(including, importantly, the United States), has led to concerns that the
authorities’ attempts to bail out the financial system, and put the banks back on
the road to recovery, were inadequate.

We never saw the bank bail-outs as a total solution to the crisis, judging instead
(back in December) that ‘further support for the financial system is inevitable’.
Nevertheless, we have been somewhat surprised at the scale of the moves down
in stock prices for many financials since the markets took fright for the second
time (Figure 3). This risks becoming a self-fulfilling process. Accordingly, we are
watching especially closely President Barack Obama’s new administration’s
efforts to deal with the situation, especially given the poor reception that the UK’s
recent efforts were greeted with.

Talk of the US approach involving the creation of ‘bad banks’ (in which to hold
the troubled assets) may well be more successful, as it would likely be perceived
to be a more durable solution to the problem and bring more transparency to the
situation. (At the moment, it is fear of the unknown which appears to be driving
markets. So, adding some more ‘knowns’ may well help.) But, as so often in such
situations, the devil will be in the details. Especially important, in our estimation,
will be the split between the public and private sectors of any future upside
revaluations.

Policymakers have stepped up to the plate

Although policymakers are still struggling with the implications of the credit
crunch for their banking systems, they have nevertheless managed to pull out all
the stops in terms of yanking on policy levers to help bolster demand, and set the
stage for an eventual recovery in economic activity. Thus, although we find
ourselves having to admit that GDP is likely to turn out weaker this year than
seemed likely at the end of 2008, and inflation prospects consequently lower too,
we are also faced with the likelihood that official interest rates will end up being
slashed more aggressively, and many central banks go further than that — by
finding more heterodox methods to support activity. More generally, policy efforts
are being directed on three broad fronts:

Figure 3 — US banks’ share price performance Figure 4 — Selected recent monetary easing by country
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e Monetary easing. On top of interest rate cuts (Figure 4), some central banks

are now employing forms of ‘quantitative easing’ — or what Federal Reserve
chairman Ben Bernanke calls ‘credit easing’. This constitutes them, having
driven short-term interest rates down to close to zero, using public funds to
help lower yields on other instruments. It may, for example, involve the
authorities printing money and using it to buy government bonds of longer
maturity. Or it might, as is the case in the United States currently, take the form
of the authorities buying other assets (such as mortgage-backed securities, so
that mortgage rates for borrowers start to decline). In theory, the central banks
around the world could drive borrowing costs down to any level they so
desired, and for just about any type of borrower.

Fiscal easing. Before Christmas, there were several large countries in which
their governments were lukewarm, to put it mildly, about whether they should
join in the fiscal easing being planned by the likes of Mr Obama, the Chinese
authorities and, here in Europe, the Brits and the French. Most prominent in
this category were the Germans and the Japanese — the former wondering at
the efficacy of the planned moves, the latter preferring to endure the coming
pain, assuming, it would seem, impotence on their part. Now, less than six
weeks later, everyone has joined the party — with fiscal ‘effort’ typically being
planned to the tune of 1% to 2% of GDP this year and, in many cases, next
too (Figure 5). In the case of China, the official estimates of fiscal easing
amount to more than a quarter of GDP. These appear to include already-
announced measures, and so should be taken with a very large pinch of salt. In
other words, after subtracting the hit to pubic finances from the slowdown,
governments are intending to throw another couple of per cent of GDP at the
problem, either by cutting taxes or spending more money themselves, or both.

Non-traditional policy shifts. In addition to the ‘usual stuff’, the authorities are
working overtime on more unorthodox ways of turning the situation around.
On top of the aforementioned attempts to get the banks lending again, these
measures include giving households vouchers to spend; providing them with
financial incentives to replace durables sooner than they would have otherwise
done; lending directly to the non-financial sector; and providing credit
guarantees to companies.

Figure 5 — Selected fiscal stimulus packages announced  Figure 6 — TAA performance versus benchmark
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Our recommended portfolio
outperforms

Figure 7 — Investment-grade spreads
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Markets turning out much as we had suspected, so far

To complete our ‘Update’ of our forecast, we need to consider how the themes
that we thought would play out this year are doing — and hence our
recommended portfolio. The general message, thus far, is that things are
progressing much as we suspected they would. Consequently, our recommended
portfolio outperformed its benchmark by nearly 0.5% in January (Figure 6).

Taking the recommendations one at a time, we run through each of the calls we
made in December for 2009, and update as necessary:

Get long, or stay long, the futures strip until spring is here. This has proven to
be a good performer thus far in 2009, with the lower-than-consensus forecasts
we made for GDP and inflation recognised not just by markets but by
policymakers. Accordingly, almost every major central bank is sounding and
acting more dovish than formerly, and markets have moved accordingly. Of
course, with short-term rates now close to zero in several cases, there isn’t
much juice left in the trade. But, where there is, we feel it right to keep on
squeezing, as it were. As rates are clearly not heading higher anywhere for
some time, we see little downside risk to our recommendation.

Stay long duration fixed income assets. Our duration scorecards were
registering extremely high readings late last year — reflecting momentum, risk
appetite, economic activity and inflation, and the term slope. Now, they have
shifted a little, in terms of the strength of the signals that they are emanating.
But the signs remain the same. Thus we retain this call, even though the sell-off
in government bonds (and the fact that we have been overweight) has hurt
performance of our portfolio a little in January.

Look to get long investment-grade credit quite soon. The duration
scorecards, along with our assessment that markets were overly pessimistic in
assuming that the slowdown would push corporate defaults to close to the
levels that were reached during the Great Depression, suggested that
investment-grade credit looked a more attractive place to get long than
equities, but that it might be too optimistic to expect the asset class to perform
during the first quarter — when the macroeconomic data would confirm a sharp
contraction in economic activity and a big hit to firms’ financial performance.
Thus far, this has turned out to be an accurate assessment, with spreads
almost exactly where they were at the end of last year. We remain comfortable
with the idea that investors should be looking to get long this asset class pretty
soon (Figure 7).

Figure 8 — House prices
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e An equity market turnaround may have to wait until mid-year. Our small
underweights in equities, whether the United States, other developed markets
or emerging, have all helped add performance to our model portfolio this
month, reflecting how tough it is for these markets to do well in the face of
dreadful macroeconomic data and big downward revisions to expectations of
corporate earnings. With so much bad news in the price, and the possibility of
the new US administration providing new policy initiatives which convince
investors of better times ahead, the case for getting long equities is stronger
than it was. For those who agree, we suggest doing so with a view to make
only a short-term bet, however, as we have been here before — indeed as
recently as early in the New Year — only to have hopes of a long-lived pick up
dashed. Alternatively, for those with longer horizons, averaging in, so as to start
building a more forthright exposure to equities, is worth considering.

e Stay defensive on countries and sectors for now. In much the same spirit as
our equities-bond call, we remain very happy staying long ‘defensive’ countries
—such as the United States and Switzerland — in our short-term-focused
recommended portfolios, and hence short the more aggressive ones, such as
the BRICs. Likewise, the same applies to our sector calls.

e Commodities to follow the economic cycle. We thought it more likely than not
that oil (and other commodity) prices would come under a little downward
pressure during the first semester of this year, reflecting revisions we predicted
for the consensus growth forecasts. So, we suggested a small underweight.
Thus far, that has turned out to be right, although the volatility in oil prices
means that it is tough discerning much of a trend. We suspect that oil prices
will only move meaningfully higher once demand stabilises.

o Real estate has quite a bit further to fall. One asset class we called well last
year was real estate — covering both the price of housing and commercial
property. In both cases, we expected more pain ahead, and recommended
staying underweight. That decision was one of our better ones for January,
adding about 40bp of outperformance to the portfolio. We are very
comfortable continuing to ride that trend for now, as we expect the turnaround
to be a sluggish affair (Figure 8).

Conclusions

So far in 2009, the world has turned out much as we suspected it would — a
‘brutal’ recession, that will entail a contraction of GDP in the first half of the year,
at a minimum, and associated downward pressure on prices. Policymakers will
have to use every tool in their toolbox to turn things around (and perhaps invent a
few new ones). But, ultimately, they should manage to get the global economy
back off its knees again. Once the shoots of economic recovery appear, risky
asset classes should recover somewhat. But that may be a story more for the
second half of the year, or perhaps if we are lucky, the second quarter. Meantime,
it is probably best to remain defensive, but look to investment-grade credit as the
first place to add risk.
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We combine momentum- and

value-based investment

strategies...

...with both helping us to stay

short equities in January

Bonds are a tougher call
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Model portfolio update

e Our momentum-based strategy helped identify underperforming equities and
commodities and outperforming cash and hedge funds.

e Our value-based analysis rightly identified real estate as the worst asset class,
and suggested underweights on equities and a cash overweight.

e Combining the two, our model portfolio outperformed its benchmark by 72
basis points in January. The bond sell-off is our main worry.

Using the themes taken from our ‘Annual Outlook’ analysis, last month we
showed how the resultant asset class return forecasts could be employed with
momentum-based return forecasts to create a model portfolio — using a Black-
Litterman analysis to calculate ‘ilts’ (i.e. recommended Tactical Asset Allocation
overweights and underweights for each asset class).

Our defensive strategy suggested adopting underweights in equities (both in
developed and emerging markets), real estate, high-yield credit and commaodities.
It suggested being overweight cash, government bonds, hedge funds and
emerging market bonds (both sovereigns and local markets). On investment-
grade credit, it suggested being neutral.

So far, the recommendations have worked out quite well, with the model portfolio
outperforming its benchmark by nearly 0.75% in January (Figure 1). The biggest
contributions to the portfolio’s performance have come from the equity and
NAREIT underweights (Figure 2).

The main harm to the portfolio has been a consequence of our overweight on
government bonds, which have sold off, despite weak economic data and lower-
than-expected inflation readings. The reason seems to be fears that rising budget
deficits may, ultimately, lead to inflation and worries that rising tensions between
China and the United States could lead to reduced foreign demand for US
Treasuries.

We suspect that neither of these concerns are justified. More likely the decision to
talk of the Chinese manipulating their currency is a bargaining ploy. And fiscal

currently
prudence will return as a theme once economies start growing. Consequently, we
are content to retain the model’s TAA recommendations.
Figure 1 — Performance of our model portfolio Figure 2 — Performance attribution
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Automatic Momentum-Based Asset Allocation

Benchmark 2009 Forecast Return TAA
weights (%) Q1 Q2 Q3 Q4 (3-mths)  (12-mths) (3 mths) (12 mths)
Cash 8.3 16.7 16.7 8.3 0.0 1.4 09 8 2
Global bonds 8.3 16.7 16.7 8.3 0.0 2.3 2.5 8 2
IG credit 8.3 8.3 8.3 16.7 8.3 19.0 9.4 0 2
HY credit 8.3 0 0.0 8.3 8.3 5.7 18.1 -8 -4
US equities 8.3 0 0.0 8.3 16.7 -22.2 22.1 -8 -2
Other dev.
equities 8.3 0 0.0 8.3 16.7 -17.8 21.7 -8 -2
EM equities 8.3 0 0.0 8.3 16.7 -20.7 26.1 -8 -2
EMBI 8.3 16.7 16.7 8.3 8.3 -9.7 0.9 8 4
ELMI 8.3 16.7 16.7 16.7 16.7 -18.1 4.7 8 8
NAREIT 8.3 8.3 8.3 0.0 0.0 -40.8 -12.2 0 -4
GSCl 8.3 0.0 0.0 0.0 8.3 -38.3 214 -8 -6
Hedge funds 8.3 16.7 16.7 8.3 0.0 -15.0 15.0 8 2
100 100 100 100 100 -12.8 10.9 0 0
Value-Based Asset Allocation
Benchmark 2009 Forecast return TAA
weights (%) Q1 Q2 Q3 Q4 (3-mths) (12-mths) (3-mths) (12-mths)
Cash 5 9 6 4 0 1.0 09 4 0
Global bonds 20 25 21 15 10 2.5 2.5 5 -2
1G credit 10 11 12 13 14 4.4 11.7 1 3
HY credit 5 4 4 5 6 5.7 20.6 -1 0
US equities 15 15 17 19 19 0.3 22.1 0 3
Other dev.
equities 15 14 16 17 18 0.3 21.7 -1 1
EM equities 5 4 4 6 8 0.2 26.1 -1 1
EMBI 5 3 3 3 4 -5.6 0.9 -2 -2
ELMI 5 5 5 3 4 -2.7 4.7 0 -1
NAREIT 5 0 0 0 0 -7.5 -12.2 -5 -5
GSCI 5 5 6 7 9 -0.5 214 0 2
Hedge funds 5 5 6 8 8 3.0 15.0 0 2
100 100 100 100 100 0.7 12.1 0 0
Overall Tactical Asset Allocation
Benchmark 2009 Forecast return TAA
weights (%) Q1 Q2 Q3 Q4 (3-mths) (12-mths) (3-mths)  12-mths)
Cash 5 10 8 4 0 1.08 0.92 5 1
Global bonds 20 23 20 14 10 2.44 2.50 3 -3
1G credit 10 10 11 13 14 7.23 11.39 0 2
HY credit 5 3 3 5 6 5.72 20.28 -2 0
US equities 15 12 15 18 19 -4.03 22.08 -3 1
Other dev.
equities 15 11 14 16 18 -3.18 21.74 -4 0
EM equities 5 3 3 6 8 -3.82 26.09 -2 0
EMBI 5 6 5 4 4 -6.40 0.94 1 0
ELMI 5 7 7 4 5 -5.68 4.71 2 1
NAREIT 5 2 1 0 0 -13.89 -12.18 -3 -4
GSCI 5 4 5 6 9 -7.76 21.40 -1 1
Hedge funds 5 7 8 8 8 -0.46 15.00 2 3
100 100 100 100 100 -14 12.1 0 0




Global overview
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- Weights 2008 2009 F:f:ranst
(%) Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 (12-mths)
USA 26 2.69 2.78 4.05 143 1.00 0.75 0.50 0.50 0.9
UK 5 6.01 5.95 6.30 2.77 1.80 1.30 0.80 0.60 1.7
Euro area 22 4.73 4.95 5.27 2.89 1.90 1.55 1.60 1.65 2.0
Japan 8 0.91 0.93 1.02 0.83 0.75 0.80 0.82 0.86 0.8
Emerging 39 5.70 6.99 8.64 10.29 9.00 9.00 8.50 8.00 4.7
Global 100 4.34 4.92 5.98 5.24 4.35 4.19 3.91 3.72 4.4
* 3-month interbank rates, % end-of-period except for emerging, which is the ELMI yield.
N Weights 2008 2009 F:f:ranst
(%) Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 (12-mths)
USA 28 3.41 3.97 3.83 235 2.55 2.60 2.65 2.75 -0.7
UK 6 4.35 5.13 4.46 3.02 3.70 3.60 3.40 3.50 -0.3
Euro area 39 3.90 4.61 4.00 295 3.00 3.20 3.30 3.40 -0.4
Japan 26 1.28 1.61 1.47 1.18 1.30 1.40 1.44 1.50 -1.6
Emerging 1 3.16 2.98 4.29 7.05 7.50 7.50 6.90 6.20 0.9
Global 100 3.10 3.68 332 2.32 2.47 2.58 2.63 2.72 25
* 10-year bond yields, %, end-of-period, except for emerging markets, which is the EMBIG spread, in % points.
. Weights 2008 2009 Forecast
Investment-grade credit (%) Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 return
(12-mths)
USA 50 2.89 2.65 4.41 5.55 4.90 4.50 4.20 4.00 11.7
UK 11 2.81 2.29 3.81 5.65 5.20 5.10 4.80 4.50 9.4
Euro area 32 1.88 1.70 3.1 4.61 4.25 4.00 3.80 3.60 7.2
Japan 7 0.55 0.46 0.68 0.94 0.90 0.70 0.60 0.50 1.9
Rest-of-world n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Global 100 2.39 2.15 3.66 3.92 3.62 3.46 3.24 3.03 11.5
* Option-Adjusted Spreads (OAS) on the Barclays Capital indices (%), end-of-period.
i . . Weights 2008 2009 Forecast
gh-yield credit (%) Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 return
(12-mths)
USA 88 781 708 1020 166 | 165 154 154 154 18.1
UK n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Euro area 12 7.06 6.84 10.76 19.5 16.0 15.6 14.5 13.4 38.7
Japan n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Emerging n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Global 100 7.7 7.1 10.3 17.0 16.4 15.4 153 15.2 20.6

* Option-Adjusted Spreads (OAS) on the Barclays Capital indices (%), end-of-period.
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. 2008 2009 Forecast
Equities* W‘Z('z;‘ts Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 return
(12-mths)
USA 42 -9.3 -2.1 -9.0 -22.2 0.3 4.8 6.8 8.8 22.1
UK 10 -104 -0.9 -11.8 -8.7 0.4 4.0 5.6 7.2 18.1
Euro area 16 -15.5 -4.1 -1141 -20.8 0.3 5.0 7.1 9.2 23.1
Japan 9 -17.8 9.1 -175  -223 03 5.0 7.1 9.3 233
Rest of world 25 -12.4 -1.1 -11.6  -20.7 0.2 5.6 8.0 10.4 26.1
Global 100 -11.7 -0.9 -124  -20.7 0.3 5.0 7.0 9.1 23.0
* MSCl total return indices in local currency, % changes during period.
. 2008 2009 Forecast
Currencies* W((e(lz?ts o 0 - o ai Q2 3 Q4 (1rze.tr:;?1 )
Dollar 26 -5.3 1.9 6.6 1.5 5.8 34 1.2 -1.4 9.2
Sterling 5 -5.3 0.6 3.1 -184 | 39 8.8 43 3.2 21.7
Euro 22 3.7 0.8 -4.7 44 -7.4 -4.8 -2.9 -3.5 -17.4
Yen 8 9.1 -6.0 52 204 12.1 33 -1.7 -1.7 11.9
Swiss franc 1 7.0 -2.1 0.1 7.5 -4.2 -23 -0.2 23 -4.5
Rest of world 38 7.0 -1.6 25 13.1 -1.6 -1.0 -0.9 -0.6 -3.1
* Bank of England effective exchange rate indices, % changes during period. Rest-of-world is calculated by residual.
e T Weights 2008 2009 Forecast
(%) Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 (1’2‘*_2:;’}‘]5)
Energy 70 10.0 38.0 -300 -45.0 -4.0 0.0 10.0 15.0 21.4
Agriculture 12 6.0 9.0 -280  -20.0 220 14.0 -6.0 0.0 30.7
Livestock 5 -14.6 7.0 -7.0 -11.0 2.0 0.0 2.0 2.0 6.1
Industrials metals 11 20.7 -4.0 -23.0  -340 -8.0 5.0 8.0 12.0 16.8
Precious metals 2 9.9 1.0 -9.0 -11.0 15.1 3.0 0.0 5.0 245
Global 100 9.5 27.5 -274  -383 -0.5 23 7.2 12.0 214
* GSCl indices in dollars, % changes during period.
Real estate/ Weights 2008 2009 Forecast
commercial property* (%) Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 (1r2e.tr:;rr:5)
USA 30 14 -5.5 4.5 -40.8 -7.5 -5.0 -25 25 -12.2
UK 10 13 -22.6 4.7 -33.6 -7.5 -5.0 -2.5 0.0 -14.3
Euro area 25 1.7 -13.0 -104  -288 -7.5 -5.0 -2.5 0.0 -14.3
Japan 20 -19.9 5.1 -15.0  -376 -5.0 -38 -2.5 0.0 -10.8
Rest of world 15 -14.0 -5.5 -2.6 -22.5 -4.0 -3.0 -2.5 0.0 -9.2
Global 100 -5.1 -7.0 -4.2 -33.7 -6.5 -4.5 -25 0.8 -12.2

* EPRA/NAREIT indices in local currency, % changes during period.




Key Tactical Asset Allocation (TAA) themes

Theme

1. Don’t get too depressed about
depression.

Thesis

Markets appear to be putting a significant
probability on the next few years playing
out just like the Great Depression. We
suspect, however, that policymakers’ efforts
to save the financial system, and avoid
repeating the mistakes made in the 1930s,
will be successful — in which case we will
have a recession, but not a complete
meltdown.

Barclays Wealth Research

Investment strategies

The equity market has performed much as it
did during the run in to the Great Depression.
And credit spreads are priced much like they
were 80 years ago. Accordingly, if we avoid a
depression, these asset classes should
outperform over the next year, as investors
grow more positive about prospects.

2. The recession will be deeper
and more protracted than its
predecessor. Policymakers will
have their work cut out turning
things around.

Although we see less ‘tail risk’ than most,
we suspect that the slowdown will be
sharper than the consensus’s best guess —
thus requiring a more forthright policy
response, both from central banks and from
governments.

The equity market may not recover for a while if
growth data continue to turn out worse than
the consensus is forecasting, as we suspect will
happen during the early part of this year.
Likewise, credit markets may get spooked by
rising arrears and defaults. Hence our TAA
looks to wait a little longer before putting risk
into these asset classes. In countries where
rates are not yet zero, we also suspect that the
combination of worse-than-expected growth
and lower-than-expected inflation figures will
lead the central banks to cut rates more
forcefully than is priced in. Thus we advise
getting long the interest rate futures strip.

3. The stretch for yield is just
beginning.

As rates fall — with the Fed already at zero
and European central banks moving in the
same direction, if not quite as far —and as
central banks start purchasing bonds, so
the yield on fixed income instruments will
drop. Adding to the pressure, economic
slowdown will lead to higher savings rates
and reduced investment demand. So, long-
term interest rates will also decline, even
though some (such as the US 10-year
Treasury yield) are already not far above
50-year lows.

In retrospect, it is clear that the best asset
classes to have held in 2008 were cash and
government bonds. That may not be true for
2009, as the returns on both are on the slide.
Conservative investors will struggle to find
alternative assets that offer risk-free returns
anything close to those that they enjoyed last
year. But in time they will likely take on private-
sector risk — say by buying corporate credit.
Expect high-quality (investment-grade) credit
to benefit before high-yield does. Capital-
protected equity investments should benefit too
from this money seeking a new home. As the
recovery bottoms and turns, expect to see a
more forthright rotation into riskier asset
classes, such as equities.

4. Deflation fears will be fanned
by falling prices.

The combination of the commodity price
bubble bursting, the deep recession and (in
the UK) policymakers’ decision to cut VAT
means that consumer prices are set to drop
later in 2009 - i.e. inflation will soon turn
negative. As this becomes apparent, people
will grow more concerned about a proper
deflation occurring — as in a protracted
period of price falls, causing consumers to
postpone purchases as they expect to be
able to buy cheaper down the line and
debtors suffer real problems meeting
obligations, as real debt-service burdens
soar. We doubt very much that deflation
will occur. So, fears of it happening should
provide investors with clear opportunities.

Inflation-linked bonds have already moved big-
time — with, for example, TIPS now reckoning
that US inflation will average less than 0.8% per
annum over the next decade. That suggests to
us that there is a great opportunity for investors
who get long inflation bonds. However, it may
well be that they get cheaper before they
perform, thanks to inflation surprising on the
downside for a while longer yet.
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Key Tactical Asset Allocation (TAA) themes — continued

Theme

5. The emerging world is not resilient.
But it will re-emerge.

Thesis

Much of the emerging world acts as the
‘workshop of the West’ — producing
goods for sale in the so-called developed
world. We always thought that, if ‘Anglo’
consumers cut back their spending and
started saving again, then the rest of the
world would suffer as a consequence —
and especially Asia (including Japan).
Although catch-up means that
policymakers in countries like China and
India have more ability to promote
domestic demand to help offset the hit to
export prospects, there are limits to what
can be achieved through this route.
However, once global demand begins to
pick up again, emerging economies — and
their markets — will turn out to be leverage
plays on the recovery.

Investment strategies

Emerging equities is the easiest way to
play the ‘leverage’ theme. However, many
emerging markets have also seen their
currencies suffer and their sovereign debt
spreads widen dramatically. So, both the
ELMI and EMBI indices have suffered big
losses in the financial crisis. We suspect
that these indices will recover only
gradually. But investors should still look
for opportunities this year as risk appetite
returns and economic fundamentals turn
around. Importantly, there has been little
differentiation between ‘good’ and ‘bad’
emerging markets thus far. But, creditor
countries stand to do better, and sooner,
than debtor ones. That goes for their
currencies as well as their debt.

6. Another sterling crisis?

The pound has already taken a pounding
in 2008 and in early 2009. But, with the
UK facing a tougher macro environment
than most other developed countries, and
policymakers’ reactions to date far from
perfect, there has to be a reasonable
chance that, despite its cheapness relative
to our estimate of ‘fair value’, sterling
declines even further. In other words,
instead of just being cheap, it is possible
that the pound falls so fast and so far,
that international investors completely
recalibrate their ranking of the UK. Then
the currency’s value is not so much a
boon for exporters, as currently, but a real
problem in itself — and for everyone faced
with picking up the bill.

Avoid home bias if you are a UK investor.
Treat currencies as an asset class — and
get long those that look likely to continue
appreciating in 2009 (such as the dollar,
the yen and the Swiss franc).

7. Volatility will drop back - thanks in
part to asset price targeting

In the ‘new world’ that policymakers are
designing, asset price fluctuations will be
accorded a more prominent role:
policymakers will react to them, rather
than dismiss them as something that is
not of their concern or making.
Regulatory reform is likely to help limit the
cyclicality of liquidity provision and
leverage. So might a new breed of central
banker, focused as they will be on trying
to avoid repeating the mistakes made by
their predecessors. By keeping asset
prices in a ‘cone’, policymakers will help
limit their degree of fluctuation. And that
should help permit volatility to gradually
return to more normal levels, albeit higher
than those seen before the credit crunch.

It may well take time. But equity volatility
should trend lower during this year and
into 2010. And that will help stock
markets recover. Likewise, once housing
and commercial property markets find a
floor — perhaps towards the end of 2009
or in 2010 — they should be able to start
the laborious climb back to something
close to sustainable values. Lowered
volatility should help these asset classes
recover some sort of reputation. But it
looks increasingly likely to be more a
2010 story than a 2009 one.
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Global economic overview: GDP

Nominal  Global share Population = GDP/capita Real GDP (% y-o0-y)'
GDP (%) (m, 2007)  ($000, 2007) 2007 2008F 2009F 2010F
($bn, 2007)
North America 15244 27.9 335 455 2.2 1.1 -13 1.5
United States 13808 253 302 45.7 2.2 1.2 -1.4 1.5
Canada 1436 2.6 33 43.6 2.7 0.6 -0.8 2.0
Latin & Central America 3609 6.6 552 6.5 5.5 4.4 1.6 3.7
Brazil 1314 24 189 6.9 5.4 5.4 2.0 4.1
Mexico 1023 1.9 105 9.7 3.2 1.8 -0.8 2.8
Argentina 260 0.5 39 6.6 8.7 6.6 0.6 2.3
Euro area 12231 224 318 38.5 2.6 0.9 -1.7 13
Germany 3321 6.1 82 40.4 2.6 1.0 -23 1.5
France 2594 4.7 62 42.1 2.1 0.7 -1.3 1.6
Italy 2105 3.8 59 35.9 1.4 -0.6 -2.4 1.0
Spain 1440 2.6 45 32.1 3.7 1.2 -1.8 1.2
Netherlands 777 1.4 17 46.8 35 1.9 -1.1 1.7
Belgium 454 0.8 11 426 28 13 -0.1 0.7
Austria 371 0.7 8 44.8 3.1 2.0 -0.3 0.7
Greece 314 0.6 11 28.2 4.0 3.5 -1.2 0.9
Ireland 261 0.5 4 60.5 6.0 1.7 -1.1 0.9
Finland 246 0.5 5 46.9 4.5 24 -0.6 0.8
Portugal 223 0.4 11 21.0 1.9 03 -1.0 0.6
Other developed Europe 4388 8.0 87 50.2 3.0 0.9 -1.9 0.7
UK 2804 5.1 61 46.1 3.0 0.7 -25 0.5
Switzerland 427 0.8 7 58.5 33 1.9 -0.7 0.8
Sweden 455 0.8 9 49.6 2.7 0.8 -0.8 1.3
Norway 389 0.7 5 83.5 3.7 2.2 -0.5 1.5
Denmark 312 0.6 5 573 1.7 -0.3 -0.8 0.9
Central and Eastern Europe 3583 6.6 470 7.6 7.0 4.8 1.9 4.0
Russia 1290 2.4 142 9.1 8.1 6.0 15 4.1
Turkey 659 1.2 69 9.6 4.6 0.6 -1.3 25
Poland 422 0.8 38 1.1 6.6 4.9 2.4 34
Asia 12924 23.6 3650 35 6.1 3.8 1.6 4.1
Japan 4382 8.0 128 343 2.1 -0.3 -3.2 13
China 3280 6.0 1321 2.5 11.4 8.5 7.5 7.6
Korea 970 1.8 48 20.0 5.0 25 -2.0 4.0
India 1101 2.0 1124 1.0 9.0 7.5 5.0 6.0
Australia 909 1.7 21 433 4.2 23 0.5 1.6
Taiwan 383 0.7 23 16.6 57 15 -0.5 4.0
Indonesia 433 0.8 225 1.9 6.3 6.0 4.5 55
Hong Kong 207 0.4 7 29.7 6.4 29 -2.0 2.5
Singapore 161 0.3 5 35.2 7.7 1.5 -1.0 4.0
Middle East 1400 26 238 5.9 6.0 6.7 6.2 6.2
Saudi Arabia 382 0.7 24 15.7 35 59 43 4.6
Iran 285 0.5 71 4.0 6.4 55 5.0 4.9
UAE 191 0.3 4 425 7.4 7.0 6.0 5.6
Africa 1107 2.0 842 13 6.3 5.6 5.2 5.9
South Africa 283 0.5 48 5.9 5.1 3.1 0.7 33
Global 54669 100 6501 8.4 4.0 24 0.0 25

1GDP growth forecasts for USA, euro-area countries, UK, Japan and BRIC countries are Barclays Wealth forecasts. All other GDP growth forecasts are based on
Barclays Capital Research, Consensus Forecasts, and the IMF’s World Economic Outlook.
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Global economic overview: Inflation and interest rates

Inflation (average consumer prices, % y-0-y) Official interest rate (end of period, %)’

2007 2008F 2009F 2010F 2007 2008 2009F 2010F
North America 2.8 3.8 0.0 0.6 4.25 0.25 0.02 0.87
us 29 39 -0.1 0.5 4.25 0-0.25 0.00 0.75
Canada 2.1 2.4 0.9 1.8 4.25 1.50 0.25 2.00
Latin & Central America 54 7.8 7.0 6.0 10.01 12.18 9.64 10.73
Brazil 36 5.7 4.5 4.0 11.25 13.75 11.00 11.00
Mexico 4.0 5.1 4.6 33 7.50 8.25 5.25 6.75
Argentina 8.8 8.7 7.1 7.4 13.65 19.75 20.00 25.00
Euro area 2.1 33 0.6 13 4.00 2.50 1.25 3.00
Germany 23 2.6 0.4 1.1 4.00 2.50 1.25 3.00
France 1.6 29 0.6 13 4.00 2.50 1.25 3.00
Italy 2.0 33 0.9 13 4.00 2.50 1.25 3.00
Spain 2.8 4.1 0.7 1.8 4.00 2.50 1.25 3.00
Netherlands 1.6 25 0.9 0.9 4.00 2.50 1.25 3.00
Belgium 1.8 4.6 1.7 1.6 4.00 2.50 1.25 3.00
Austria 2.2 3.4 0.8 1.4 4.00 2.50 1.25 3.00
Greece 3.0 4.1 22 23 4.00 2.50 1.25 3.00
Ireland 29 3.6 0.8 1.6 4.00 2.50 1.25 3.00
Finland 1.6 4.0 1.4 13 4.00 2.50 1.25 3.00
Portugal 2.4 2.8 1.0 1.4 4.00 2.50 1.25 3.00
Other developed Europe 1.9 35 0.5 1.7 4.91 233 0.60 1.85
UK 23 3.6 0.2 1.8 5.50 2.00 0.25 2.00
Switzerland 0.7 24 0.4 1.0 2.75 0.50 0-0.25 0-0.25
Sweden 1.7 35 0.6 1.1 3.50 4.50 1.00 2.00
Norway 0.8 38 19 2.1 5.25 3.00 2.00 2.00
Denmark 1.7 34 1.7 1.8 4.25 3.75 2.00 2.50
Central and Eastern Europe 8.1 11.0 7.8 6.4 10.71 12.13 9.71 9.63
Russia 10.7 13.0 9.0 7.7 10.00 13.00 11.00 10.00
Turkey 8.8 10.2 8.0 7.3 15.75 15.00 11.50 12.50
Poland 2.5 4.4 2.7 2.0 5.00 5.00 3.00 4.00
Asia 2.7 4.8 1.6 1.7 4.4 3.1 24 29
Japan 0.1 15 -1.0 -0.2 0.50 0.10 0.10 0.75
China 4.8 59 1.5 2.0 7.47 531 4.23 4.60
Korea 2.5 4.7 2.2 1.1 5.00 3.00 2.00 2.25
India 4.8 9.1 25 3.0 7.75 6.50 4.00 4.00
Australia 23 4.6 29 2.7 6.75 4.25 3.75 5.00
Taiwan 1.8 35 -0.4 0.1 3.38 2.00 1.50 2.50
Indonesia 6.2 8.8 7.0 3.6 8.00 9.25 7.50 7.50
Hong Kong 2.0 44 1.3 2.0 5.75 0.50 0.50 2.50
Singapore 2.1 6.6 0.6 0.5 2.38 0.85 0.70 1.00
Middle East 9.5 14.6 12.9 10.2 5.1 2.2 1.7 24
Saudi Arabia 4.1 11.5 10.0 8.0 5.50 2.50 2.00 2.75
Iran 18.4 26.0 22.0 18.0 NA NA NA NA
UAE 11.1 12.9 10.8 8.1 4.25 1.50 1.00 1.75
Africa 6.2 10.0 7.5 5.8 11.0 11.5 8.0 8.0
South Africa 7.1 11.6 58 5.4 11.00 11.50 8.00 8.00
Global 4.2 5.0 2.1 2.2 5.2 34 24 33

TInflation and interest rates forecasts for USA, euro-area countries, UK, Japan and BRIC countries are Barclays Wealth forecasts. All other forecasts are based
on Barclays Capital Research, Consensus Forecasts, and the IMF’s World Economic Outlook.
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Macro update: US
Gustavo Reis
Senior Economist
+44 20 7699 2200 e The US economy contracted sharply in Q4 2008, and looks poised to shrink
gustavo.reis@barclayswealth.com further in Q1.
e This adds to the sense of immediacy in Washington, but most of the fiscal
boost being negotiated in Congress will kick in later in the year.
¢ Inflation developments fully corroborate the Federal Reserve’s concern about
downside risks. Core CPI inflation is likely to lie between 0.5-1.0% by end-2009.
Recession is gathering Three months shprt of becgmiljg the Ionge;t economic contraction in US postwar
momentum history, the ongoing recession is still gathering momentum. GDP shrank forcefully
in Q4 — driven by depressed business investment and consumer spending — which
is likely to be followed by another sharp retrenchment in the current quarter. The
manufacturing sector, as evidenced by the ISM reading of 32.4 in December (a
level below 50 suggests contraction), is in the middle of a deep inventory
correction whereas US consumers are up against double-digit falls in house prices
and climbing unemployment.
$825 billion stimulus proposed, These developments have added to the sense of urgency faced by the new
with economic impacts seen in administration in Washington, which is championing the passage of a $825 billion
2010 stimulus bill in Congress. Although almost immediate relief can be envisaged
once the legislation is seconded (channelling funds to most vulnerable, state fiscal
support and broad-based tax cuts), much of the economic impact stemming
from spending in infrastructure, education, health and energy will be
concentrated in 2010 and beyond. But the effectiveness of fiscal stimulus could
be enhanced once the pressing issue of financial markets stabilisation has been
dealt with. At the time of writing, the Treasury appeared to be leaning towards an
‘aggregator’ bank solution, whereby banks’ toxic assets could be ring-fenced.
Core inflation continues to ebb On the monetary policy front, the Federal Reserve has reaffirmed its commitment
to supporting dysfunctional credit markets and further articulating its ‘credit
easing’ policy. Inflation developments fully corroborate the Fed’s concern about
downside risks: Figure 1 shows that core inflation continues to ebb, and we
expect core CPI to be hovering between 0.5% and 1% before the end of the year.
With the recovery getting off the ground at only moderate speed in the second
half of this year, it will take time before stronger activity buoys core inflation.
Figure 1 — Headline and core inflation Figure 2 — The US forecast in a nutshell*
%Yy-0-y
6 - % y-0-y except where stated
CPlinflation
5 1 2007 2008 2009 2010
Median CPI
4l 1 GDP 2.2 12 -1.4 1.5
CPI 2.9 3.9 -0.1 0.5
3
Fed funds (%) 425 0-025  0-0.25 0.75
2 1 10-year yields (%) 4.1 2.98 3.00 39
1 Core CPI S&P 500 index 3.5 -37. 15.1 9.3
$ index -9.3 44 9.2 15
o T T T T T T T 1
Jan-05 Jul05 Jan-06 Jul-06 Jan-07 Ju-07 Jan08 Jul-08 * Note that all market variables are end-of-period rates.
Source: Barclays Wealth Research Source: Barclays Wealth Research
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The euro area has suffered a
sharp contraction, with industry
bearing the brunt

The stability of core inflation
could be challenged, but a
downward price spiral is unlikely

The policy response from
governments looks more
encouraging compared to 2008

Credit markets expected to
outperform

Figure 1 — A proxy of quarterly euro-area GDP growth
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Macro update: Euro area

e Although less calamitous than in Q4, euro-area Q1 CDP growth is likely to turn
out weaker than we previously thought, with negative repercussions for 2009.

¢ Inflation rates, which have already plunged, stand to fall further, but we
continue to believe that it is unlikely that a deflationary spiral will develop.

e We have not changed our market calls significantly; one exception is for
government bonds, where yields rose sooner on deteriorating public finances.

‘Hard’ monthly data remain consistent with our previous estimate that euro-area
GDP contracted by about 1% g-o-q (s.a.) in Q4 (Figure 1), the largest fall in 34
years. The industrial sector is reeling the most, as a dearth of financing is hitting
domestic and foreign consumers. But the steep plunge in orders probably also
leaves firms with excess unwanted inventories, which will take time to work
through, even when funding access improves. The likelihood is therefore that Q1
GDP growth, while less negative than in Q4, will be weaker than we previously
predicted. We have revised our 2009 GDP growth forecast from -1.3% to -1.7%.

December data, meanwhile, confirmed that, for now, it is solely the decline in
energy and, to a lesser extent, food prices that is pushing down overall inflation.
The downward price pressure from these sources should persist in the spring,
pulling inflation temporarily into negative territory. We remain comfortable with
our view that the relative stability of ‘core’ inflation stands to be challenged as
firms attempt to clear inventories and gain market share through discounting, but
that a deflationary spiral fed by falling inflation expectations is unlikely to develop.

In the policy space, policymakers continue to grapple with how to reignite lending
to firms and, in the euro area, especially to households. Encouragingly, relative to
late last year, governments are more willing to provide fiscal and banking-sector
support, not least in Germany. Meanwhile, the ECB has made it clear it wants to
wait until the 5 March meeting before reassessing its stance. We continue to
expect rates to be cut further then but that ECB rates will trough well above zero.

On the markets side, we remain broadly happy with our calls, although it seems
that markets were quicker to push up bond yields in response to deteriorating
public finances than we had expected. Importantly, we still expect credit markets
to deliver strong returns ahead of equity markets, which should turn later in 2009.

Figure 2 — The euro-area forecast in a nutshell*
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Source: Barclays Wealth Research Source: Barclays Wealth Research
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The UK economy isin a
downward economic spiral

We expect deflation in 2009, but
a return to inflation by 2010

Interest rates are likely to be
near-zero by mid-year

The turn in UK equity prices will
likely lag Europe and the US

Figure 1 — Revisions to our GDP forecasts
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Macro update: UK

e The outlook for GDP growth has deteriorated sharply in the past month with all
sectors suffering from a collapse of lending and confidence.

¢ Inflation will fall into negative territory on most measures this year, but we do
not think that a full-blown deflationary spiral will develop.

e Further policy responses are likely. We expect more in the way of fiscal support
and the Bank of England to embark on a form of ‘quantitative easing’.

A drying up of the supply and demand for credit and a slump in the confidence of
firms and households has led the UK economy to enter a downward spiral of
declining activity and lender and borrower retrenchment. Economic output has
been hit hard. GDP fell 1.5% quarter-on-quarter (s.a.) in Q4, the sharpest drop
since 1980. Further marked declines are likely in the first half of 2009 and we
have taken down our GDP forecast for the year as a whole to -2.5% (Figures 1
and 2). Thereafter we continue to expect only an anaemic recovery.

This has a knock-on effect on our projections for inflation, which we have also
taken down. The story remains much the same: downward pressure from falling
activity and weakening energy prices, as well as the one-off cut in VAT, will push
consumer price measures into negative territory during 2009. However, we
remain comfortable with our view that these will return to positive territory by
early 2010, as the VAT cut and base effects on energy prices reverse and the
effect of a weaker exchange rate provides an offset to soft domestic demand.

Policymakers have ramped up their efforts to support the economy and, in
particular, credit creation. Further action is likely. We now expect the Bank of
England to cut rates close to zero by mid-year and embark on a programme of
unsterilised (i. e. not funded by borrowing) purchases of government and high-
grade corporate assets. Meanwhile, further government support for UK banks
and/or an additional fiscal stimulus in the spring budget are distinct possibilities.

In terms of markets, we remain happy with our view that equity prices will recover
in the second half of the year, but with the UK underperforming its peers. We still
expect returns on investment-grade credit to rebound ahead of equities. Indeed,
the authorities’ proposed purchase of highly-rated corporate paper, should it
transpire, could provide a key support to this market.

Figure 2 — The UK forecast in a nutshell*
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Slow overall growth in 2009 will
still compare favourably to the
rest of the world

Huge variation in GDP rates will
be evident, China to be the best
performer

Additional policy stimulus likely

Figure 1 - 2009 Consensus GDP growth estimates
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Macro update: Emerging Markets

e Growth in emerging economies has slowed dramatically in recent months, with
many countries expected to contract in 2009.

e The larger countries will show more resilience, especially China and India.
Smaller, open economies in Eastern Europe and Asia will be hit hard.

e Policymakers have eased policy quite aggressively over recent months and
additional easing will follow.

Economic newsflow emanating from emerging markets has deteriorated
dramatically over recent months, with growth forecasts for 2009 being cut
aggressively across all regions. The consensus now expects emerging economies
to expand by just 2.9% in 2009, compared with 5.6% and 7.6% in 2008 and 2007
respectively. Moreover, these numbers are likely to be pared back further over
coming months. Indeed, most countries will record their worst annual outturn in
over a decade, although this compares favourably to developed economies —
many of which will experience their worst downturn since at least the 1970s.

There will be huge divergence in economic performance over the next 12 months,
however. The larger, less trade-dependent economies — China, India, Indonesia,
Brazil, Russia, Poland and South Africa — will generally show a greater amount of
resilience (the latter four to a lesser extent). China, with its huge fiscal stimulus
package, will once again be the best performing economy, closely followed by
India. Worst hit will be the smaller, more open economies of Asia and Eastern
Europe (Figure 1). Many of the latter (suffering from bursting asset price and
credit bubbles) will experience large contractions in 2009, with the Baltic States
and Ukraine particularly severely hit.

Amid the dramatic slowdown in global trade and falling commaodity prices,
policymakers have generally responded quite aggressively over recent months.
Central banks have cut interest rates across all regions and with inflation likely to
fall back significantly further, additional monetary easing is likely over coming
months. Moreover, a number of governments have introduced large fiscal
stimulus programs, with China’s package at over 20% of GDP standing out.
Meanwhile, we suspect that China and Brazil (the former with sound government
finances and the latter very high real interest rates) remain best placed to provide
further policy stimulus if the underlying economic conditions so dictate.

Figure 2 — Relative equity market performance
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Global markets overview table

Equity free market Share Equity free market =~ Bond market Share Bond market
cap’ (%) cap/GDP cap? (%) cap/GDP
($ billion, 2008) ($ billion, 2007)

North America 8,970 483 56.4 7,774 33.8 50.9
us 8,322 44.8 58.1 7,294 31.8 52.7
Canada 647 35 41.4 479.6 2.1 335
Latin & Central America 367 2.0 10.6 303 1.3 8.8
Brazil 226 1.2 13.6 119 0.5 9.0
Mexico 91 0.5 8.0 119 0.5 133
Argentina 2 0.0 0.7 8 0.0 3.2
Euro area 2,629 14.2 18.7 7,371 321 61.1
Germany 679 37 17.8 1,779 7.7 53.5
France 846 4.6 28.4 1,504 6.5 58.7
Italy 285 15 11.9 1,687 73 80.2
Spain 352 1.9 20.9 548 2.4 38.1
Netherlands 189 1.0 20.8 403 1.8 524
Belgium 58 03 11.0 431 1.9 94.9
Austria 25 0.1 57 300 13 80.1
Creece 37 0.2 10.0 383 1.7 121.6
Ireland 24 0.1 8.3 73 03 28.1
Finland 108 0.6 37.5 93 0.4 38.0
Portugal 26 0.1 10.1 170 0.7 76.2
Other developed Europe 2,464 133 53.1 1,648 7.2 37.8
UK 1,543 8.3 55.4 1,357 59 489
Switzerland 652 35 132.3 83 0.4 19.5
Sweden 156 0.8 304 108 0.5 23.7
Norway 48 0.3 9.9 34 0.1 8.6
Denmark 65 0.4 17.7 68 03 21.7
Central and Eastern Europe 180 1.0 3.9 357 1.6 10.0
Russia 99 0.5 5.6 64 03 49
Turkey 26 0.1 33 93 0.4 14.0
Poland 28 0.2 5.0 100 0.4 239
Asia 3,642 19.6 28.3 5,421 23.6 42.1
Japan 1,960 10.6 40.5 4,152 18.1 94.7
China 318 1.7 7.5 358 1.6 11.0
Korea 238 13 24.9 208 0.9 21.7
India 114 0.6 9.2 258 1.1 23.5
Australia 462 2.5 433 109 0.5 12.0
Taiwan 190 1.0 49.6 99 0.4 25.7
Indonesia 26 0.1 5.2 25 0.1 5.8
Hong Kong 156 0.8 69.6 6 0.0 3.1
Singapore 84 0.5 434 39 0.2 244
Middle East 150 0.8 7.8 35 2.5
Saudi Arabia 65 0.3 123 - - -
Iran - - - - - -
UAE 10 0.1 3.8 - - -
Africa 156 0.8 11.5 62 0.3 5.6
South Africa 147 0.8 48.9 56 0.2 19.7
Global 18,557 100.0 29.9 22,971 422

Source: Barclays Wealth Research, FactSet, Citigroup

1The market cap weightings are based on the MSCI AC World index for equities and Merrill Lynch indices for fixed income. 2 Fixed income consists of both
conventional and inflation-linked bonds, emerging market bonds and corporate bonds.
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The macro picture remains bleak

The authorities have to support
final demand

Investment-grade credit
continues to look attractive

Equities are cheap but not a
good short-term tactical bet

Figure 1 — US credit spreads have tightened
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Small progress on large problems

e The pain from global macro data will ease, but don’t expect growth before Q2
at the earliest. Fiscal and monetary initiatives will be key in the short term.

e Spreads have been declining and issuance of investment-grade bonds has
picked up. As such, the healing process is progressing according to plan.

e Companies and analysts have not yet realised or communicated the full extent
of the damage done. Stay tactically defensive.

Macroeconomic newsflow has been extremely negative over recent weeks and
indeed the past month, with confidence and production numbers plummeting
around most of the world and employment slashed dramatically. Combined with
the situation in most housing markets, it is perhaps little surprise that even as
macro data have improved at the margin lately, the generally good run for riskier
assets that started in late 2008 has come to an end.

However volatile the recent months have been — and coming months will likely
see more of the same — we don’t think much has changed to the overall market
outlook since December’s annual edition of Signpost. A necessary condition for
the world economy to avoid the risk of plummeting from recession into a
depression (and for financial markets not to lock up again) is that the authorities
continue to work on the provision of both final demand (in the form of fiscal
stimulus) and risk capital. Assuming that continued progress is made in these
areas, including a US fiscal stimulus of at least what has recently been suggested
($800-900 billion), progress is likely to continue. In financial markets, such
progress has taken the form of declines in interest rates on conforming mortgage
loans in the US, and an encouraging combination of declining spreads (Figure 1)
and increasing issuance in investment-grade credit. We maintain that this area is
the most interesting part of the market for investors to dip into and take risk.
Further spread tightening remains necessary for other risky assets to perform.

As for equities, one valid argument is that at current valuations levels it is highly
likely that long-term performance will be very rewarding. Tactically however we
remain unconvinced that the risk/reward balance is compelling. We simply don’t
think that earnings and expectations have factored in the damage suffered by
companies in the autumn and into this year. This is illustrated by analysts’ late
reaction to the earnings reality of Q4 2008, as shown in Figure 2.

Figure 2 — S&P 500 EPS Q4 growth expectations
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Source: Barclays Wealth Research Source: Barclays Wealth Research
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The impressive rally in equities
has not lasted

The US fourth-quarter earnings
season saw guidance cut

There are few catalysts for
improvement on the horizon

Short-term, we stay defensive

Figure 1 - 2009 EPS growth forecasts, changes since

last month
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Equities update: Financials spoil the party

e Equity markets have struggled to hold onto the gains from the year-end rally,
as concerns about the health of the financial sector have resurfaced.

e Earnings growth expectations for 2009 are turning negative, as analysts start to
factor the full impact of the global recession into their estimates.

e Short-term, we would stay defensive while the worsening economic backdrop
unfolds and policymakers struggle to find the right solutions.

Markets staged an impressive rally towards the end of the year from their November
lows, with the US and emerging indices gaining nearly 25%. However, the New Year
optimism was soon wiped out by the return of bad news, following further write-
downs and concerns about capital adequacy in the banking sector. The latest
setback has seen equities sell off by over 10% from their recent peak. Japanese and
European indices have briefly dipped below their November lows. However, as we
write, the US and emerging indices are still holding onto respectable gains of 11%
and 9% respectively.

The news on earnings over the past month has deteriorated markedly, partly due to
huge unexpected losses and weak guidance for this year announced in the US
fourth-quarter earnings season. Global earnings are now expected to contract in
2009, with downward revisions in all major markets. The US and the UK currently
have the largest falls pencilled in, but we expect the situation to deteriorate further
over the coming months as other regions follow the same trend (Figure 1).

Looking ahead, we expect the backdrop for equity markets to remain tough for
the foreseeable future. Economic news is likely to stay poor and earnings revisions
are hovering around trough levels, with few catalysts for improvement on the
horizon. The lack of clear direction from policymakers around the globe is adding
to uncertainty, compounding the high risk aversion we are seeing in markets. In
our mind, it is not the time to be heading in to riskier assets — although that
should change as we enter the second quarter.

In sector terms, we emphasise our defensive short-term calls, with overweights in
healthcare and telecoms. In the medium term, we see the most value in materials,
industrials, and to a lesser extent financials (Figure 2).

Figure 2 — Current sector recommendations

World us UK

H Dec EmJan

UK

Energy - 0

Materials -- +

Industrials 0 +

Consumer

discretionary 0 +

Consumer staples 0 --

Healthcare ++ 0

Financials 0

IT 0

Telecoms + 0
Europeex  Japan  Emerging Utilities 0 --

A plus (+)/minus (-) sign shows an expected out/underperformance relative to the market.

Double pluses and minuses indicate strong conviction calls.

Source: Barclays Wealth Research, IBES, FactSet
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We maintain a long duration
stance

Credit looks attractive but
fundamentals are unsupportive

Linkers offer value but may
struggle in the short term

Figure 1 - Barclays Wealth Duration Scorecard for G4
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Fixed income: Credit to take up the running

e We recommend holding long duration positions for now but would not add to
positions given stretched valuations.

o We believe that over the course of 2009, investors should take profit on their
government bond holdings and shift into credit.

¢ Inflation-linked bonds are cheap but will need inflation pressure, especially
from commodities, to perform.

We recommend holding long duration positions in all developed bond markets in
2009. Amidst a lack of any signs of improvement in macroeconomic indicators,
central banks will remain under pressure to cut rates and keep them low. The
Duration Scorecard (Figure 1) still suggests a long position, though the model has
reduced the magnitude of this position. However, we would not recommend
adding to positions as valuations are stretched.

Credit spreads do look attractive from a valuation perspective, but economic and
corporate fundamentals still weigh on the market. The Credit Scorecard (Figure 2)
is still recommending a short position, although just like the duration scorecard it
too has reduced the magnitude of this position. We recommend government
guaranteed and senior corporate paper given the increasingly robust policy
response for financial or non-financial corporates which hold systemic status in
their markets. Note that default rates are expected to reach record levels
(Moody’s expects default rate for US speculative-grade issuers to exceed 15%
and European speculative-grade issuers to rise to 18.3%) and therefore it would
be premature to invest in high-yield. We believe that investment-grade spreads
are pricing in the negative macro fundamentals to a large extent, and could offer
attractive long-term returns versus Treasuries, but investors need to be aware of
default and downgrade risk.

Inflation bonds are an attractive option for investors with the ability to sustain
some mark-to-market pain in the short term. Linkers are still pricing in
deflationary scenarios in US, UK and euro area over the next three to five years.
Inflation is set to drop sharply in the first half of 2009, which also means that
cheap assets could get cheaper before they start to recover and investors would
accrue negative carry in that case. For longer-term investors, current valuations
definitely represent an attractive buying opportunity.

Figure 2 — Barclays Wealth Credit Scorecard for US
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FX: Sentiment to remain in the driving seat

e Risk aversion has continued to be a driving factor of FX markets, supporting
‘safe haven’ currencies and weighing on ‘risky’ currencies.

e We expect this trend to continue and therefore favour the US dollar, yen and, to
a lesser extent, the Swiss franc.

e For further details of our FX outlook, see the latest edition of FX Weekly and
recent focus articles on the US dollar, sterling and the euro.

In our ‘Annual Outlook’ edition of Signpost, we expressed our view that risk
aversion was likely to continue as a main driver of FX markets. This has held so far
into 2009, with safe haven currencies generally outperforming risky ones. We
expect this trend to continue over at least the next three months. In this article we
provide a brief overview of our outlooks for the US dollar, sterling and the euro.
For a summary of each of the major currencies, we direct our readers to the ‘FX
outlook’ pages at the back of FX Weekly.

Sterling has fallen further against the dollar, to about $1.40 per £, but
strengthened slightly against the euro. We had been anticipating sterling to fall
against the dollar when investors’ risk aversion returned, supporting the dollar
and weighing on sterling. However, weak sentiment towards the UK economy and
banking sector led to the cross-rate falling substantially to $1.35 per £ before
rebounding. Sterling is likely to remain weak for the months ahead as the
economic outlook remains poor. We expect the UK economy to continue to
contract during much of 2009 and, accordingly, we expect the currency to remain
under pressure with prospects of a recovery towards year-end. For more details
of our outlook for sterling, see ‘Sterling: Revisiting the outlook.’

The US dollar has regained most of the strength that it lost at the end of 2008. We
expect the currency to remain supported by risk aversion over the coming
months. Further into 2009, we expect the dollar to continue to appreciate as the

US economy recovers. For more details of our dollar outlook, and the risks
associated with it, see ‘US dollar: Strength in 2009, but it’s not clear cut.’

The euro has weakened since the beginning of the year, after having appreciated
markedly at the end of 2008. Despite the weakness so far this year, we believe
that the euro will continue to depreciate throughout 2009 and remains attractive
to sell. For further details, see ‘Euro: Taking advantage of the strength.’

The euro is likely to
depreciate gradually
throughout the year

Figure 1 — Recent FX moves, trade-weighted index

Figure 2 — FX Forecasts

FORECASTS
GBP | EUR ]PY‘ CAD CHF SEK AUD 3mth 6mth
Current | 90.8 |74.1 |100.2 1656 |91.7 [119.0 [725 |74.9 818 EUR/USD 131 130 | 125 | 1.21 1.19 116
usD/JPY 90 86 84 82 84 85
GBP/USD 1.42 1.41 1.42 1.50 1.55 1.58
USD/CHF 1.15 1.15 1.20 1.25 1.26 1.25
1month 1473 | 754 |105.3 [157.5 | 934 |1206 | 704 |764 |87.1 USD/CAD 1.22 1.30 1.28 137 140 135
ago AUD/USD 0.66 0.60 0.58 0.55 0.55 0.56
%change | 40 |-18 | 49 | 51 |-18 | -14 |31 |-19 | -6.1 NZD/USD 0.52 0.50 0.48 0.45 0.45 0.48
EUR/JPY 118 112 105 99 99 99
EUR/GBP 0.92 0.92 0.88 0.81 0.77 0.73
EUR/CHF 1.51 1.50 1.50 1.51 1.50 1.45
3 months EUR/SEK 10.55 10.25 10.22 9.88 9.45 9.12
ago 91.2 | 863 |953 [157.5 |89.9 |119.8 | 758 |70.3 |87.3 EUR/NOK 381 8.75 375 3.46 3.0 730
% change | -04 |-141 |51 |52 |20 |-07 |-43 |66 |-63 GBP/JPY 128 121 119 123 129 134
GBP/AUD 217 2.35 2.45 2.73 2.82 2.82
GBP/NZD 2.76 2.82 2.96 3.33 3.44 3.29
GBP/CAD 1.73 1.83 1.82 2.06 217 2.13
End 2007 | 842 [97.9 [101.2 [121.7 |1149 [108.7 | 81.7 |97.6 [113.4 GBP/CHF T64 162 170 187 195 198
% change 78 |-243 | -10 361 [-202 | 94 |-11.2 233 |-279 WeutiliseourcolleaguesatBarcIaysCapitaIforthg1monthand,generall){,3monthforecasts.
6 month + forecasts are Barclays Wealth forecasts in line with our economic and market outlook

Source: Bank of England and Barclays Wealth Research Source: Barclays Wealth Research and Barclays Capital
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Property yields are now at the
highest level since 2002

Disposals are likely to rise

More retail tenants are going
into administration

We foresee no improvement
until 2010

Figure 1 — UK real estate: initial yields (%)
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UK real estate: The downturn continues

e The short-term outlook for UK commercial real estate remains negative.

e We expect increased pressure on rental income due to rising voids over the
next few months.

e Real estate is highly correlated with the macroeconomic background and we
look for some recovery in the sector during 2010.

The December 2008 monthly update from Investment Property Databank Ltd
(IPD) revealed that initial yields on its UK ‘All Property’ index had risen to 7%
(Figure 1), the highest level since December 2002. Market expectations are for
initial yields in the present cycle to peak in the 8-8.5% range. This will represent a
peak-to-trough decline in capital values of 50%.

At this level, some companies will be approaching levels where they are at risk of
breaching banking covenants. This could prompt more disposal activity in the
direct market as companies look to strengthen their balance sheets. We also
believe that a number of quoted Real Estate Investment Trusts (REITs) will need
to raise capital through equity rights issues.

The recent statement from Land Securities, for the quarter to the end of
December, indicated that it was focusing on maintaining its occupancy levels,
particularly amongst its retail estate. Retail tenants in administration had risen to
4.8% of annual rental income in December, up from 2.9% in September. This will
be a growing problem for landlords over the coming months as tenants look to
negotiate commercial solutions to the difficult trading conditions currently being
experienced. Indeed, according to IPD, voids as a percentage of rental income
have risen to over 10% at the end of December (Figure 2), with the main
increases in the past three months seen in the retail and industrial sectors. By
comparison, offices have been stable, but this may only be temporary.

The real estate market is highly correlated with the macroeconomic background
and the sector is currently seeing the effects of the sharp downturn in the final
quarter of 2008. We look for the government, in time, to resolve the banking
crisis, which should help restore economic stability and improve consumer
confidence by year-end. These factors could prompt some recovery in 2010.

Figure 2 — UK real estate: voids/rental income (%)
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Commodities continue to suffer
from the recessionary
environment

Oil prices have been weak but
should recover in the medium
term

Metals remain volatile and set to
remain weak in the short term

We remain positive on gold over
the medium term

Agricultural commodities should
recover

Figure 1 — GSCI commodity indices — One-year returns
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Commodities: Recession environment dominating

e Prices in commodities markets remain weak, hit by the recessionary
environment in most of the OECD and slowing growth in China.

e Crude oil prices are now just below $50/bbl. Supply/demand balances
indicate price weakness in the near term but most likely rises by late 2009.

o Base metal prices are volatile and remain at depressed levels. Price weakness
is likely to be maintained for the next two quarters.

Commodity markets remain at depressed levels, albeit with high volatility, owing
to heightened expectations of slower global economic activity and the continued
credit/financial market turmoil. Investors have continued to unwind risk and de-
leverage, and commodities as an asset class have been affected.

Crude oil prices have remained weak but volatile, with Brent crude oil now just
below $50/bbl. This depressed level is due to expectations of softening global
demand and adverse crude and product inventory levels, despite the
announcement of production cutbacks from OPEC. Over the medium term, recent
project and supply constraints from both non-OPEC and OPEC sources could
cause a sharp rebound in prices.

For metals, prices continue to be most volatile with price direction and sentiment
driven by broader macroeconomic and financial factors rather than metal-specific
fundamental news. We continue to believe that prices are likely to remain weak
over the next two quarters with risks on the downside but see recovery thereafter,
driven by recent mine shutdowns and project postponements.

In precious metals, gold prices, currently around $900/0z, have been volatile,
benefiting at times from the metal’s status as a safe-haven investment and at
other times suffering from expectations of dollar strength. This trend in
developments is likely to continue in the near term but we are fundamentally
bullish on gold over the medium term. (Our price forecasts are under review.)

In agricultural commodities, prices for most products remain weak but much of
this has been due to seasonal factors. We continue to expect a rebound, as we
believe that tight supply and demand balances, favourable market dynamics and
low customer inventories will support prices.

Figure 2 — Barclays Wealth and consensus average
yearly forecasts

Indices, total returns in US$ 2008 2009E 2010E
Crude oil BW 98 65-70 80
(Brent $/bbl) Con. 98 65 75
Copper BW 6,955 4,500 5,500
($/mt) Con. 6,955 4,450 5,400
Aluminium BW 2,580 2,300 2,700
($/mt) Con. 2,580 2,200 2,800
Gold BW 860 850 850
($/02) Con. 860 900 925
Platinum BW 1,600 1,275 1,500
0 - - - - - - - ($/02) Con. 1,600 1,300 1,500
Feb-08 Apr-08 May-08 Jul-08 Aug-08 Oct-08 Nov-08 Jan-09 Wheat BW s 00 650
ggr(lfllfll'?trael ------- :f\rc]iirsgt)r(ial metals ($¢/bushel) Con. >70 635 n/a
------- Precious metals - - - - - - - Livestock Corn BW 400 435 480
($c/bushel) Con. 400 450 n/a
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