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Introduction

Despite the problems in Greece, there is some
good news at the moment. Macroeconomic data,
particularly in the US, has generally been better
than expected. Corporate earnings for the first
quarter have also beenvery strong.

Set against this, there is a realization that the
current economic recovery owes much to policy
stimulus, so there are concerns about the likely
effects of scaling back or withdrawing this
stimulus. Shifting to fiscal contraction too quickly
risks derailing recovery. Conversely, tightening
too slowly risks a lost of market confidence and an
even more daunting fiscal challenge, as Greece
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and southern European economies are learning to
their sorrow.

Whatever the timing of this move to fiscal
contraction, higher taxes look certain. The burden
of this looks likely to fall on corporations,
investments and investors, as governments will
be unwilling to raise taxation of low and middle
income households. We start this issue of Market
View by considering the implications of this.

Arnaud de Servigny
Head of Research Analytics
6May 2010
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Investment outlook

e We still think that global economic recovery We continue to argue that investors should

will continue position their portfolios for what we regard as the
most likely outcome - a continued global economic
recovery that is broadly supportive for riskier

e This will affect both post and pre-tax assetclasses, for example equities.
investmentreturns

o Buttaxeslooksettoincrease

However, we do think that it’s worth highlighting
four themes that will remain important over the
next few months.

* Thefirstisto “mind the gap” between the base-
case scenario and other less benign outcomes -
the Greek debacle has reminded us just how real
therisks are.

e The second is to look to use more active
management - that is, to attempt to select
individual stocks and sectors that you think will
outperform, rather than rely on overall market
movements to generate returns.

e The third is to maintain selective and indirect

exposure to emerging markets economic
growth, particularly in Asia. (Although we think
that emerging market equities, overall, now
seem fairly priced.)

e And, fourthly, we would suggest that you
attempt to build some defences against public
policyrisks.

Rising taxes are one obvious public policy risk.
Governments need to reduce their structural
fiscal deficits and it seems very unlikely that the
entire adjustment can be managed by cutting
government spending.




% BARCLAYS

PREMIER

Higher taxes will affect investors’ investment returns,
most obviously through the difference between
before-tax and after-tax investment returns.
Investors can mitigate the effect by reallocating
portfolios into more tax-efficient investments - after
having taken advice from their own tax advisers.

But tax increases can also affect pre-tax returns too,
both in absolute terms and relative to other asset
classes. One positive affect should be that they reduce
the volume of government bond issuance in future,
meaning that government bond yields may be slightly

lower (i.e. prices will be higher) than would otherwise :
be the case. :

For the most part, however, higher taxes will tend to p
suppress pre-tax investment returns, although not by
as much as many fear, and probably by much less
than a severe fiscal crisis in a large economy would.
The effect may be largest in those countries with
largest structural primary fiscal deficits, as shown in
the chart below. Tax rises will also affect the relative
pre-tax performance of different assets, as taxpayers
respond to new sets of incentives.

Primary structural fiscal deficits
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Macroeconomics

The US is a case in point. Here there has been a
particularly forceful application of both fiscal and
monetary policy. The results have been
impressive: the IMF reckons that fiscal stimulus
boosted US GDP growth in 2009 by around 1
percentage point. But the impact of last year’s
fiscal package is expected to peak in 2010, with its
effects starting to wane later this year.

Our forecasts summarised

Real GDP 2009 2010F

e Data on economic activity have been
increasingly robust, as have corporate
earnings

e But the recovery is underpinned by massive
policyintervention

e The Greek crisis will also continue to affect
market sentiment

Inflation 2009 2010F 2011F

Much macroeconomic data continued toimprove in
the first half of 2010, particularly in the US.
Employment levels have started to grow again in
the US, there have been signs of stability in the
housing market, and US retail sales increased
sharply over the previous three months. Both
business and investor confidence has risen
sharply.

But the shape and nature of the current recovery
has been determined by massive policy Source: Barclays Wealth Economics
intervention. So it is still worth asking what might

happen when this policy stimulus is withdrawn or

scaled back.



In other parts of the world, the legacy of the recent
recession is more evident. The euro, and some
European asset prices, remain at the mercy of fears
about sovereign risk, as the rapidly-evolving
developments in Greece undermined the standing of
some European institutions.

The sheer size of the problem seems to preclude
straightforward solutions. Starting from a negative
fiscal balance of 13.6% of GDP in 2009, the Greek
government says that it wants to reduce this to deficit
to 5.6% of GDP nest year, a herculean effort. It would
be challenging enough to do this at a time of healthy
economic expansion - but this is not such a time. As
shown in the chart below, the Greek economy is
expected to keep contracting, with unemployment
probably soaring in the next 18 months or so. And as
history suggests, even when multilateral investors
and external investors agree with governments on a
course of action, domestic audiences may find the pill
too bitter to swallow. The interplay between domestic
politics and budget cuts is a big unknown.

More immediate problems can be caused by the chess
game between market expectations and European
policymakers. The hesitant reactions of EU
policymakers to the Greek crisis have encouraged
market participants to consider previously
unthinkable outcomes, increasing the likelihood that
they will happen. So the bond markets are now
pricing in the likelihood a Greek default; some other
European economies are already under fire.
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The IMF’s forecasts for Greece
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The case for equities
and high-yield credit

o We still take a positive view on corporate
assets - both equities and bonds

e Valuations here still look relatively cheap in
the case of high-yield credit and equities

e Butvaluations are less attractive in the case of
investment grade corporate bonds.

The valuation case for equities is complex, partly
because of uncertainties surrounding the
interpretation of earnings data. We think that the
US market (still the bellwether) is trading on a
plausible price/earnings (P/E) ratio for 2010 of
around 15, which around 10-15% below where we
thinkitshould be.

But earnings can be volatile, and historical
comparisons pose more questions than answers.
The current P/E ratio looks low in the context of
the last quarter-century; but high (i.e. expensive)
if you take a hundred year view, as is suggested by
the chart below. There must also be a question
mark over the older earnings data used in these
long-term comparisons, due to laxer accounting
conventions in the past and also a rather different
industrial mix.

The valuation case for high-yield credit is simpler.
Spreads (the difference in yields between high-
yield bonds and government bonds on equivalent
maturity) are narrower than before, but are still
above pre-crisis levels. With a vigorous sell-off in
government bonds unlikely, these spreads look
set to narrow further - in other words, the value of
high-yield credit should increase.

Equities price/earnings ratios
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What goes into a
good equity portfolio?

e Equities remain our favoured asset class, but  As the recovery settles down, one would normally
it seems likely that the pace of gains will slow  angle a portfolio towards non-cyclical stocks (i.e.
and there will be setbacks along the way away from stocks and sectors that benefit

disproportionately from the early stages of a

recovery). But non-cyclical stocks have not done

particularly well so far, and we prefer to remain
focused on the M&A and capital spending themes

o Consider stocks than can gain from the identifiedabove.
resumption in mergers and acquisition
activity, orincreased corporate investment

e We think that it’s worth focusing on developed
market equities in the short-term,
concentrating more on the US thanon Europe.

Equity remains our favoured asset class.
Corporate earnings have been recovering with
vigour, liquidity is good, and equity valuations will
look relatively inexpensive. But it seems likely
that the pace of gains will slow, and [as
demonstrated by the reaction to the Greek crisis)
there will be some setbacks along the way.
Structural uncertainties in Europe may impact
valuationsin the near term.

We remain keener on developed markets than
emerging markets. In the short term, profits
growth of companies in the developed markets
will probably be as vigorous as those in the
emerging markets - recovery will be steeper.
Longer term, emerging markets will deliver
higher returns than developed markets, on the
back of faster economic growth - but prices
already reflect this.

Returns from overall market movements will be
lower than in the recent past. So there is an
argument for selecting individual stocks that you
believe will outperform. Look to stocks that may
gain from the expected resumption in merger and
acquisitions (M&A) activity, or from a sharp
increase in capital spending.
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Coping with inflation

e Many investors are worried by a possible pick
upininflation.

o But inflation-linked government bonds and
gold may not offer protection against this.

¢ Instead, you may need to take a portfolio
approach.

Recent increases in inflation have led to concerns
that we might be about to enter a period of
runaway inflation. In fact, we don’t think that this is
likely: unemployment and spare capacity in the
economy is likely to keep the lid on prices for some
time, and we also have faith in the ability of central
banks to keep matters under control.

But, if you are concerned about inflation, itis worth
thinking carefully about what you can do to protect
your investments againstit.

For most investors, the two most obvious
“inflation hedges” (investments that should do
relatively well in a period of rapidly rising prices)
are inflation-linked government bonds (often
referredto as “linkers”) and gold.

Inflation-linked bonds pay a coupon (or return)
that is linked to a measure of inflation. So, if

inflation rises, then the couponincreases. But this
does not necessarily make them a good hedge
against inflation, if you don’t plan to hold them for
the fullterm. This is because the price at which you
can sell the bond will vary too, because it is
influenced by the level of real interest rates. In
fact, if you look at the history of UK inflation-linked
bonds, their best monthly performances have
often been recorded when inflation is going down.

The monthly performance of UK inflation-linked bonds: 1982 to present




# BARCLAYS

PREMIER

Gold is another “obvious” inflation hedge that
really isn’t one. The metal has performed well
during financial markets crises, and during
periods in the past when monetary policy has been
too loose for a sustained period of time. But
inflation becomes a problem when a “wage price
spiral” develops and, looking back at the late
1970s and early 1980s when inflation was out of
control, the correlation between gold prices and
inflation was unstable. At present, we believe that
- unless inflation turns out to be much worse than
we anticipate - then gold prices are more likely to
decline thanrise.

’ ‘

So, in the absence of a single, perfect hedge, what
should the investor do? A portfolio, rather than
single-bullet approach may be best way. There are
a number of investments that may provide some
protection - for example, investment in diversified
\ basket of commodities and in certain sorts of real
estate.

It may also be worth looking at stocks of
companies with what could be dubbed “pricing
power” - in other words, those that are more able
to pass on higher input costs to their customers.
Individual companies in almost any industry can
exercise “pricing power” but our analysis
suggests that these often occur in two broad stock
market sectors: regulated utilities and companies
that own well-established brand names.



FX Focus

US dollar: Although the US economy is recovering
at a strong pace, we expect risk appetite, high oil
prices and Asian currency appreciation to limit the
dollar’s futurerise.

Euro: The euro is likely to remain sensitive over
the next few months to the perceived likelihood of
success or failure of the Greek rescue package.
Beyond this, we think that scope for a further fallin
the eurois limited.

Sterling: The currency provided resilient to fears
about a hung parliament in the run up to the UK
general election, but an inconclusive election
result could still hold down the currency in the
short term. However the currency is
fundamentally cheap and is expected to
appreciateinthe second half of the year.

Other G10 currencies. We still expect the yen to
weaken against the dollar in the longer term, due
to deflation keeping Japanese monetary loose for
an extended period. The Swiss franc may weaken
over the nextyear, as Swiss interest rates are kept
low. There is limited scope for further
appreciation of the Canadian dollar, after a strong
recent performance.

Australian and New Zealand dollars. The
likelihood of strong future growth and interest
rate rises has already been priced into the
Australian dollar, limiting the scope for future
gains. But the New Zealand dollar could rise,
particularly against the Australian dollar.
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Exchange rate forecasts
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Disclaimer / Risk Factors

Thisinformation is for the exclusive and confidential use of the addressee(s) only. Anydistribution, use or reproduction
of this information, without the prior written permission of Barclays Bank plc, India is unauthorized and strictly
prohibited. If you have received this information in error and are not the intended recipient of this information, you
must delete or destroy it and immediately notify Barclays Bank plc, India without making any copies. Law or regulation
in certain countries may restrict the manner of distribution of this document and persons who come into possession of
this document are required to inform themselves of and observe such restrictions. This report is not directed to, nor
intended for distribution or use by, any person or entity in any jurisdiction or country where the publication or
availability of this report or such distribution or use would be contrary to local law or regulation, including for the
avoidance of doubt the US. You should not take notice of this report if you know that your access would contravene
applicable local, national or international laws.

The information herein was obtained from various sources, believed by Barclays Bank PLC, India to be reliable,
including fact-sheets published by the respective mutual funds and research and information provided by Barclays
Wealth [Barclays Wealth is the wealth management division of Barclays and operates through Barclays Bank PLC and
its subsidiaries). However, neither Barclays Bank plc nor any member of the Barclays PLC group of companies
(together, “Barclays”) guarantees the accuracy or completeness of such information, or makes any representation in
relation to such information. The information and opinions are based on publicly available information and have been
prepared without regard to the individual financial circumstances of persons who receive it and Barclays does not
accept any liability whatsoever direct or indirect that may arise from the use of the information or opinion herein.
Barclays has no obligation to tell the recipient when information given herein changes. Expressions of opinion are
those of Barclays only and are subject to change without notice. The Disclaimer / risk statement provided herein is in
addition to the disclaimers provided from the original authors of the documents / research/ reports.

The information expressed herein shall not constitute, or be deemed to constitute, an advertisement, offer or an
invitation to make an offer, to buy or sell any securities or any options, futures or other derivatives related to such
securities. The Investors should seek financial advice regarding the appropriateness of investing in any securities.

Please note that investments in units of mutual funds and debt securities/financial instruments are subject to market
risk. There can be no assurance or guarantee that the scheme objectives will be achieved. There is no assurance
relating to the return of the principalamount or any guarantee on the rate of return. The names of the schemes do notin
any manner indicate either the quality of the schemes or their future prospects or returns.

Past performance disclosed in this compilation or obtained from any other source is not necessarily an indicator of
future performance and may not necessarily provide a basis of comparison with other investments. As with any
investment in securities, the NAV of the units issued under the scheme may go up or down depending on the various
factors and forces affecting capital markets and money markets.

You should study the offer document/key information memorandum and the specific risk factors of mutual fund
schemes/plans carefully and in their entirety before investing and retain such documents for future reference.

Barclays Financial Planning and Barclays Premier are trading names of Barclays Bank PLC. Barclays Bank PLC is
authorised and regulated by the Financial Services Authority. Registered in England. Registered No: 1026167.
Registered Office: 1 Churchill Place, London E14 5HP.

© Barclays Bank PLC2008. All rights reserved.



