European Update by Bill McQuaker, Head of Equities

Despite the recent weakness of stock markets, positive indications from surveys and
real activity suggest that the fundamental data remains supportive of equities and risk
assets in general. We continue to be bullish on equities not only because of improving
macro news flow, but also on robust company results — these have, perhaps, been
unfairly overshadowed by the unfolding Greek crisis. That said, the debt crisis in
Europe threatens to weigh heavily on sentiment if it escalates and we continue to
expect volatility to persist as question marks hang over peripheral Europe.

Possible outcomes from the Euro debt crisis
We believe there are three different scenarios we should be monitoring possible outcomes against:
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Scenario 1: UK shows the way

The outlook for the UK has been reinforced by the emergence of stronger economic data and also a
noteworthy effort by the new coalition Government to introduce stringent measures to tackle the budget
deficit. So far the Budget announcement on 22 June has been well received by markets, and it is not
inconceivable that from here the Treasury will be able to establish a credible market-focused strategy that
demonstrates the country’s financial problems are not insoluble, and bring some much-needed backbone for
sterling within the currency markets. This would be a positive step for the whole of Europe, allowing positive
indicators on robust corporate earnings to come to the forefront of investor’s minds.

Scenario 2: Europe muddles through

A combination of continued quantitative easing by the ECB, a bailout package that is enough to convince
markets that there is enough lending and austerity packages introduced in the PIIGS countries, Portugal,
Italy, Ireland, Greece and Spain coming into effect, allowing markets to muddle through the difficult period. It
appears likely that Europe will remain behind the curve when it comes to raising interest rates. The major
European markets could therefore continue to perform well should other G7 markets, the United States,
Canada (which recently announced a tightening of interest rate policy) and Britain, begin the process of
raising rates. It is even conceivable that Germany could make a conscious effort to drive domestic growth
instead of relying simply on export strength, in much the same way that China has managed so successfully
over the past year. A sustained period of low interest rates could become an incentive for the German
consumer to start to save less and spend more. This could in turn be the mechanism that does most to help
those countries on the periphery and bring them closer to recovery.
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Scenario 3: Whatever it takes

Market volatility continues to erode sentiment and increases the likelihood of Europe’s peripheral countries
defaulting on their sovereign debt, and possibly seeking to engineer an exit from the euro. Whilst the UK
enjoys the freedom of a floating currency, a useful safety valve that can help release economic pressure, no
such outlet exists for eurozone members. Instead they must cope with whatever level of euro the market
deems appropriate. For Greek companies this has made life awkward, particularly in terms of financing.
Even those companies with reliable and defensive earnings, such as Greek utility companies, have been
forced to contend with the fact that their debt is in ‘hard’ euros, yet their earnings are generated in Greece,
and as such may be vulnerable to a currency devaluation if the country was forced to opt out of the euro.

Equity markets have swung wildly as investors continue to fret about the implications of such an outcome
and the potential solutions designed to remove this risk. As a result, the ECB could be forced to adopt a
“whatever it takes” stance — where an open-ended commitment is needed to support weaker counties in the
EU whilst trying desperately to keep the European Union together. This would be the worst-case scenario
that we would all hope to avoid. The euro, however, is not so much a currency as a political process — one
that has been decades in the making. Although it is fair to say that Europe’s policy makers have been slow
and lacked leadership during this stabilisation process it is clear that the political will remains to keep the
euro and its disparate group of nations together.

European markets continue to present areas of oppor  tunity

Europe remains the world’s largest economic bloc, offering exposure to a diverse array of companies and
economies across all sectors and in both developed and emerging markets. As a region it contains too many
internationally-renowned companies trading at attractive valuations to be ignored.

The weak euro has been positive for exporters and it appears that after slowing towards the end of last year
European growth reaccelerated in March and April. We expect future growth will be more pronounced in
Europe’s core markets, such as Germany and France, where consumers are less leveraged and
unemployment risk is less pronounced. Germany in particular, has a strong growth outlook. Europe’s
periphery remains much more complex and problematic. Yet, just as Europe was dragged down by concerns
over sovereign debt contagion, should the UK provide investors with reassurance that fiscal deficit problems
can be addressed, Europe could yet benefit from a sharp improvement in sentiment.

Source: State Street Global Markets, Datastream, April 2010

Amid all the reports of Greece struggling, many commentators forget that the weaker euro and low interest
rates have been of benefit to companies and countries elsewhere in the eurozone. Germany remains the
prime example, Factory order data, a key indicator of economic activity throughout Europe, has recovered
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dramatically in recent months, demonstrating that small and medium-sized businesses are performing well
as growth in the global economy demands greater output.

More widely, many investors overlook the fact that the travails of the last few years have forced efficiencies
across many companies and it is only fair that shareholders should now benefit. Ironically, gloomy headlines
regarding belt-tightening and possible economic slowdown play into the hands of companies as employees
are less aggressive in wage demands. With costs held in check, more revenue drops down to the bottom line,
making consensus earnings growth forecasts for European companies eminently achievable.

Summary

The Greek crisis has shown itself to be a chronic problem that will resist any attempts at a quick fix. We
anticipate, however, that between them, Europe’s finance ministers, the European Central Bank (ECB) and
the International Monetary Fund will be able to find a workable proposal that avoids default or a major debt
restructure programme. Such a programme may well be required further down the line, but it seems unlikely
that the ECB will be keen to act too quickly. It could therefore take several years of short-term fixes before
the healing process is complete. Previous crisis across the Euro-area, such as the Exchange Rate
Mechanism crisis in 1992, have been the catalyst for greater integration and cooperation between European
countries. This Greek crisis could yet prompt something similar in terms of cross-border policy initiatives.
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