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Those that sold in May have yet to be proved right with the FTSE up by 2.4%, but the equity and bond markets are entering a
critical phase. Markets are currently being driven by various global QE programmes, if there are signs that growth is beginning to

III

return to “normal” levels the central bankers will turn off the fuel and leave the markets to their own devices. Market interest
rates will rise, bonds will fall in value and equities will rely solely on profit growth to attract buyers. The US as ever sets the tone
and will be the first to turn off the tap, Europe hasn’t even started QE yet and Japan has only just embarked on its reflation
journey, but for equities the USA is the benchmark and prices will be set according to the Fed’s policy only. The Fed is looking at
two things, house prices and unemployment; a rise in the former will ultimately bring the latter down. House prices are now
rising in the US, this may yet bring a flood of properties onto the market but it is the first hard fact that the US economic recovery

is now properly under way.

US House Prices and Unemployment

First quarter US house price data has shown an average increase during the past 12 months of over 10%. Some areas, particularly
the over-developed “sunbelt” states of Florida, Arizona and Nevada, saw prices rise by over 20%. QE3, (which sees the Fed just
buying mortgage bonds in the market) enables the banks to offer more mortgages safe in knowledge that they can sell them on to
the Fed in the secondary market, is clearly working. The danger is now that it is working so well that it might be tapered off sooner
rather than later. Talk of this happening is now impacting on the bond markets and the suggestion is that it may start as early as
September.

S&PCase-Shiller Home Price Indices UNITED STATES NON FARM PAYROLLS
800 600

o 400 _) 400

200 200

#

#

#

200 200

Percentchange, year ago

L
Ed
N
B

400 I--400

0B seaf 'sBuea usasng

$
E

-600 -600

-16% -B00 800

1000 T T T T T
-24% 24% Jan/04 Jan/0g Jan/08 Jan/10 Jan/12

1688 1000 1902 1004 1006 1908 2000 2002 2004 2006 2008 2010 2012

-1000

Source: S&P Dow Jones Indices & CaraLogic

The Fed has a rule of thumb that a growing US economy should create over 200,000 jobs per month, so far the reality is just below
that target. Hurricanes and Tornados have sadly had an impact on these numbers but the trend, as can be seen above, is not quite at
the halcyon days of the mid 2000s. Rising house prices should increase construction activity and will also make the consumer feel
richer and thus free to spend a little more, thus creating a virtuous circle of growth. Again we are not there yet, though the equity
markets are telling us it is not far away.

Corporation Tax

One of the consequences of unleashing the global free market via the World Trade Organisation is that everyone assumed that
multi-national companies would be loyal national champions happy to pay tax at the prevailing rate to their home government, the
fact that they simply find the cheapest place to pay tax has come as a shock to politicians, it shouldn’t. In the EU free trade area
differrent rates of corporation tax apply and this makes a trans-national corporate structure worthwhile. Many Unit Trusts (OEICs)
are based in either Ireland or Luxembourg for just these reasons and a number of FTSE 100 companies are now technically Irish.
Nothing will change unless EU and perhaps even US corporation tax rates are harmonised, this may yet happen and there are talks
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to this effect. The other solution would be for the UK to undercut Ireland et al and reap the benefits, but unfortunately there is no
room in the Exchequer’s piggy bank to allow that.

Japan

MIKI-X (Tokyo Nikkel Index)
May 31 2013 12:00:00
Price History

@ FreeStockCharts.com|| Japan 1s the top performing market of 2013, but this is after having
gone nowhere for over 15 years. This burst of activity follows the
18,000.00 [| Introduction of “Abenomics” or “shock and awe” QE. The
17,000.00 || policies includes targeting 2% inflation, devaluing the Yen, setting
16,000.00 || Degative interest rates, quantitative easing, increase public

spending and buying of construction bonds by the Bank of

15,000.00

.l e ae || Japan(BoJ). In essence a lot of everything, this 1s an “all-in bet” on
restoring Japan to growth after years of deflation. However, this
15 00000 will be at a huge financial cost to Japan, which 1s already one of the

) most indebted countries in the world. This is something the UK
11,000.00 . e

' would love to do and all eyes will be on Japan to see 1f it works.
10.000-00 11 \We are however still of the view that with a declining population
9,000.00 Japan will always struggle to generate real growth. Recently, the
8,000.00 Nikkei Index has fallen by over 10% as fears grew that the BoJ
7,000.00 may be not overly committed to the plan.
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Markets

To have sold in May wouldn’t have worked this year but the sharp sell-offs in Gold and Japan do remind us that no market rises
indefinitely. The current worry/theme is “the taper” i.e. is US growth now so robust that the Fed can taper off QE3? Bad data
perversely would see the taper delayed thus good for markets, positive data would actually worry the markets in the short term!
Much will depend on the statistics, particularly US employment. Also, eyes will be on China for any early signs that reform and
reflation are bearing fruit. June can be a very quiet month for markets and thus susceptible to sharp corrections, but the
background, particularly in the USA remains positive. May 2013
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