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In the first half of the year the mood in Ireland was much more pessimistic than

it was internationally. The Irish economy faces many challenges ahead while the
situation is not as bleak in a global context. Indeed the global economy may be over
the worst of the crisis. The sheer scale of monetary and fiscal stimulus points to the
potential for a return to economic growth over the next 18 months. The stock market
1s an excellent discounting mechanism and usually anticipates an improvement some
six to twelve months in advance. This requires the investor to take a leap of faith to
invest when the economic news is poor in the expectation of a recovery in the future.
Investors may be wise to position themselves for recovery over the summer.

Ireland

The year started badly in Ireland. Waterford
Wedgwood went into administration in
January. To make matters worse, on the

30 March, Ireland was stripped of its top
AAA credit ranking and downgraded to AA+
by Standard & Poor’s (S&P). Ireland was only
the second eurozone country after Spain to
lose its top ranking since the onslaught of
the global downturn.

House prices continue to fall. According to
the most recent Permanent TSB / ESRI House
Price index house prices are down -6.2% in
the first five months of 2009. National house
prices are now back to Summer 2004 levels.
As can be seen from the chart the domestic
loan portfolio is heavily concentrated in
residential mortgages, construction, real estate
development and commercial property. It is
clear to see the losses that banks face due to
the sharp correction in property prices.

However, for the year to 30 June 2009, the
ISEQ index of Irish Shares is up +14.9%. The
MSCI WORLD (EUR) index is up +3.82% in the
same period. Despite the economic doom and
gloom that has persisted in 2009, the ISEQ has
out-performed most developed countries.

According to the International Monetary
Fund (IMF) the outlook for Ireland is bleak in
the short term. The IMF forecasts that the Irish
banks face losses of €35 billion to the end of
2010, the economy will shrink by 13.5% from
2008 to 2010 and unemployment will climb
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to 15.5% next year. The Central Statistics Office
also recently reported that Gross National
Product (GNP) for the first quarter of 2009
showed further strong declines. Compared
with the corresponding quarter of 2008, GNP
was 12% lower.

Given its serious internal imbalances, Ireland
was especially vulnerable to the recent global
shocks. Overextension in construction and
financial intermediation, along with loss of
international competitiveness has meant that
the impact will be sizeable. Cumulatively, GDP is
projected to contract by 13.5% through 2010, the
largest among advanced economies. Thereafter,
as the present dislocations gradually correct
themselves, only a modestly-paced recovery

is foreseen. The initial decline in wages will

need to be sustained to help redress Ireland's
cost disadvantage.

Rapid progress on bank restructuring is critical
to re-establishing a healthy financial sector.
With banks facing liquidity pressures and
sizeable losses, the government has taken
important steps to stabilise the financial system
through the blanket guarantee to depositors
and creditors and the recapitalisation of

banks. European Central Bank credit lines have
provided valuable liquidity. Market participants
believe that the proposed National Asset
Management Agency (NAMA) is potentially
the right mechanism to separate the good
from the bad assets. Its success requires a
comprehensive and realistic assessment of
impaired assets. The authorities’ efforts to

press ahead with supportive regulatory and
supervisory measures will help manage the
current stress and lower the risk of future crises.



Fiscal consolidation has begun and requires

a sustained effort. However, the collapse of
revenues has been so high that the 2009 deficit
could reach 12% of GDP. The government
recognise that the execution of their ambitious
consolidation plan will require a continuing
commitment to address sensitive expenditures,
including the public wage bill and the scope
of social welfare programs. Ireland has many
obstacles ahead and the outlook for the second
half of the year remains challenging.

The Global Economy

Globally the picture is rather different. The
financial crisis appears to have passed, in

the sense that systemic collapse caused by
failure of a major bank now seems less likely.
Moreover, macroeconomic data implies that
the end of the recession is in sight outlined in
the graph above (Table I), where the PMI shows
an increase in new orders in the Eurozone and
USA. However, many uncertainties remain.
Though capital is being raised at a strong pace
in bond and equity markets, banks remain
cautious about lending and many need to raise
more capital (or accumulate profits) to cover
ongoing losses. This is a slow process of healing
likely to drag over years, not months, keeping
bank credit subdued for a long time.

However, the sheer scale of monetary and fiscal
stimulus points to potentially robust economic
growth over the next 18 months. After all,
short-term interest rates are close to zero

Table 1. Purchasing Manager Index (PMI)

Index

70

65

/ \

A\

- [\

o LN
IN L =N\

> N\ S — N\ ya
50 w\ 7 7
45 N / /
35 N/ [/
30 N ~/
25 A ot
2 ‘ | | . | 4 |

02/06 08/06 02/07 08/07 02/08 08/08 02/09
——— Eurozone —— US —— China

Source: Bloomberg, PMI Premium Credit Suisse

in major economies and most of the large
fiscal programs announced earlier have yet
to start impacting.

If central banks continue to keep interest rates
very low for a prolonged period, the near-zero
return on cash will gradually encourage more
and more investors to shift into riskier assets
such as stocks and credits. Moreover, recent
price action has caused medium to long-

term technical indicators to give a stronger
conviction bullish call. In the short to medium
term, sentiment and risk appetite are key forces,
as is demand from investors left behind in

cash as the market surged. These forces can
add to near-term volatility, at times driving the
market up sharply but also making it vulnerable
to corrections.

Table 2. US Dollar VS. Emerging Market (EM) Currencies
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In this environment, the outlook is positive for
risky assets. Emerging markets, like Brazil, Russia,
India and China have good growth prospects
and in many cases the stability buffer provided
by high foreign exchange reserve holdings.

The outlook is also positive for short-dated
corporate, bank and sovereign bonds, including
some carefully selected lower-quality names.

Markets strategists also recommend reducing
exposure to the US dollar, via exposure to a
basket of other currencies, gold and selected
emerging market currencies. As can be seen
from the graph below (Table 2), many of these
have regained only about half of the ground
lost last year. Added potential performance
can come from holding selected bonds
denominated in these currencies, given the
scope for domestic interest rates to fall there.

There has been widespread discussion about
inflation risks, due to the scale of government
debts and monetary action to relieve the

crisis. However, it is thought that inflation will
be restrained for a prolonged period due to
the large spare capacity opened up by the
recession but it could eventually rise if the
policy measures are not reversed soon enough.



When investing their assets, most investors want to participate in the potential rewards
but without taking too much risk. However, most traditional investment funds only reward
mvestors when markets go up and penalise them when they fall. In volatile market
conditions, as we have seen recently, this can lead to sharp short-term losses, causing
unease for the risk-averse investor.

In contrast, Absolute Return Funds
aim to deliver consistent, positive
returns on an ongoing basis. In

doing so, they can use a variety of
investment techniques. They may
invest in equities, bonds, property and
cash, as well as advanced investments,
such as derivatives, to gain additional
returns or guard against market falls.

One of the outcomes of the last recession,
following the bursting of the tech bubble,
was a call for greater diversification. Equities,
fixed income and domestic property were
fine, but investors needed other assets too.
Institutional investors have since been making
significant moves into overseas property,
private equity and even commodities

and hedge funds. The adventurous even
sought additional yield from apparently
AAA-rated mortgage-backed securities.

Unfortunately, every single one of these
growth assets has failed to provide
diversification when it has been needed

most — during the current crisis. This quest

for diversification has failed. With hindsight,
these assets are actually interlinked by one
common factor, a reliance on global growth.

It is not unusual for investors to have portfolios
based on global growth, however this can

break down in the short term. As a result, active

management of market exposures is necessary
to maintain diversity through adversity.

The collapse in the valuations of almost all
risk assets in 2008 is in itself bad news but
the effects have rippled far and wide, with

a tsunami of problems engulfing funds in
Ireland and beyond. Some investors are
hoping for a rapid rally in equity markets that
wipes clean their losses. We believe they will
be disappointed and market interventions
will merely stabilise the situation.

Additionally, with the world now going
through a protracted period of deleveraging
we cannot expect future growth to be so
artificially boosted. This means that future
equity gains are likely to be more measured.

So what should an investor do? One
option is to utilise Diversified Growth
Funds and Absolute Return Funds.

Diversified growth funds offer a more
diverse range of asset classes than traditional
managed funds. However, there are concerns
that they may suffer the benchmark
hugging characteristics of many managed
funds. What's more, most of a managers’
permitted asset classes are linked to global
growth. And remember, that's what got

us into this mess in the first place. A more
durable approach is needed and that has
driven the rise of Absolute Return Funds.

An example of this approach in action
is the Global Absolute Return Strategy
(GARS) managed by Standard Life.

As the GARS aims to outperform cash,

there must be some investment risk?
Managing investment risk is part of Standard
Life's investment process, particularly,

as they use derivatives extensively. They

use a range of in-house and external risk
management systems to continuously
monitor risk. By adhering to a stringent

risk management process, they target an
anticipated volatility of between 4 and 8% p.a.,
which is around one-half to one-third that of
historic volatility of equity and managed funds.

Overall, the key characteristics of GARS are:
seeks to provide investors with
positive investment returns in a variety
of market conditions
highly-diversified, aiming to achieve returns
with a low correlation to other asset classes
robust and actively managed risk controls
based on a proven global investment
philosophy and process
strong institutional track record achieved
with low levels of volatility
transparent and liquid investment with
daily pricing and dealing

GARS Funds are most suitable for medium
to long-term investors willing to take some
risk with their capital in order to achieve
consistent, positive returns in a variety of
market conditions. It could be used by
investors to form the core of a portfolio,

or indeed diversify an existing portfolio.

GARS Fund Comparison with Managed & Global Funds
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The first six months of 2009 have proven to be challenging. After three months of mostly
steady gains on equity markets investor sentiment turned sour in June as poor economic
data resurrected fears over the strength of the global economy.

US

America’s current-account deficit
dropped sharply in the first quarter, to $101.5
billion (or 2.9% of GDP), its lowest level since the
last quarter of 2001. The main reason was the
steep decline in imports, particularly oil and oil
products and industrial supplies and materials.

A significant point was reached in the
American Treasury's bank-rescue plan when
the treasury allowed ten financial companies
repay a combined total of $68 billion in loans
they had received under the Troubled Asset
Relief Programme. The ten include JPMorgan
Chase, Goldman Sachs, Morgan Stanley and
American Express. Timothy Geithner, the
treasury secretary, said the repayments were
encouraging, but warned that the crisis in the
banking industry was not over yet.

In June, the Obama Administration announced
the most sweeping changes to America’s
financial regulatory system in decades. In a
white paper it proposed greater authority

for the Federal Reserve, enabling the central
bank to supervise all systemically important
financial firms, supported by a multi-agency
council. It also proposed powers for the

federal government to seize and dismantle
large distressed companies, tougher rules on
derivatives and securitisation and a requirement
for hedge funds to register with regulators.

A new agency will be formed to bolster
consumers'rights.

*r Emerging Markets
In January, China's GDP growth
fell to 6.8% in the year to the fourth quarter,
the slowest pace for seven years. China's

economy grew by 9% for the whole year of
2008, a fall from a 13% growth rate in 2007,

when China pushed past Germany to become
the world's third-largest economy.

OPEC, which supplies about two-fifths of the
world’s oil, decided against further production
cuts in a meeting in Vienna on March 15th. The
oil producers had cut production three times
since September 2008 in an attempt to arrest
the fall in oil prices, which had fallen to below
$50 a barrel at the time.

In June, bond markets were spooked by the
failure of a government auction of short-term
debt in Latvia, increasing fears that the country
might devalue its currency and also worries
about the poor health of other economies in
the region.

Russian stock markets fell in June when the
World Bank forecast Russia’s economy would
shrink by 7.9% this year. However, China’s stock
markets reached their highest levels for a year.
The MSCI Emerging Market index has returned
+34.26% in 2009 to date.

. Japan
Japan’s GDP shrank by 4% in
the first quarter compared with the last three

months of 2008, equivalent to a fall of 15.2%
on an annualised basis. As with other East
Asian economies, Japan has seen demand for
its exports slump. Its consumer-electronics
companies recently reported a dire set of
annual earnings.

However in a more positive note, Sumitomo
Mitsui Financial Group launched a share issue to
raise capital in June. The Japanese bank hopes
to bring in ¥923 billion (€6.9 billion) which
would be the biggest public offering in Japan
for several years.

Europe

The unemployment rate in the
16-country euro area rose to 9.2% in April, its
highest level since September 1999. The figure
was 8.6% for the entire European Union. Spain
had the highest unemployment rate, at 18.1%.

The European Central Bank said that losses at
banks in the euro area could increase by $283
billion by the end of 2010. It predicted big
problems for banks that are undercapitalised or
overexposed to potential economic instability
in central and eastern Europe.
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* For further information please contact Paddy Swan (pswan@invesco.ie) or James Finucane (jfinucane@invesco.ie)
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