
• September was dominated by a growing sense of crisis in the US and European
financial systems.

• Among the month’s events: two US mortgage giants, Fannie Mae and Freddie
Mac, were moved into government conservatorship; a US investment bank,
Lehman Brothers, was allowed to fail and the UK’s Bradford & Bingley bank and
the Belgian bank, Fortis, were nationalised.

• The level of distrust became so great that banks were unwilling to lend to each
other and accepted rock-bottom interest rates from the government. The spread
between interbank rates and Treasury bill rates (the TED spread) soared.
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Money markets become dysfunctional
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• Unemployment in the UK increased by 32,500
in August, according to the claimant count
measure.

• This is the biggest monthly increase since
December 1992 and the recent trend looks
eerily like the rise in 1990 at the start of the
last recession.

• Rising unemployment appears to be helping to
hold down wage settlements and average
earnings rose by just 3.5% over the last year –
below the inflation rate.

• Some business confidence indicators released
earlier this year suggested that US
manufacturing output was holding up relatively
well, perhaps due to the US dollar’s weakness.

• However, the latest reading from the Institute
for Supply Management’s (ISM) survey, which is
the best gauge of what is happening in
manufacturing, shows a sharp drop in
sentiment.

• This suggests the 1.1% drop in industrial
output in August was not an isolated event.
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US manufacturing stalls

Euro-zone inflation peaks

UK unemployment increasing more rapidly

• Provisional figures show that inflation in the
Euro-zone fell from 3.8% in August to 3.6% in
September.

• Although no details are yet available, we believe
this fall is almost certainly the result of a drop
in crude oil prices. If the oil price remains close
to its current level, inflation in the Euro-zone
may drop below 2% by this time next year.

• This prospect could make it easier for the
European Central Bank to cut interest rates in
coming months.



2 Oct Sep
Interest rates (%) 2008 2009*

US 2.00 1.50

Japan 0.50 0.50

Euro-area 4.25 3.25

UK 5.00 3.75

• We believe the UK, Euro-zone and Japanese

economies are probably already in recession,

while the US is only just avoiding one thanks to

easier monetary and fiscal policies.

• Lower oil and food prices and cuts in interest

rates should allow a recovery to commence in

2009, though growth may struggle to reach

trend rates until 2010.

• Asia is doing better but the risks are skewed to

the downside.

• Weaker economic growth could prevent core

inflation rising in developed economies.

• If the fall in crude oil prices is sustained and

food price inflation drops to more normal levels,

then headline inflation rates could fall sharply in

2009.

• There is a risk that somewhat higher inflation

becomes more established in emerging

economies.

• The rapid deterioration in the economic outlook

for Europe and the UK could lead to substantial

interest rate cuts in coming months.

• The Federal Reserve may also ease policy again

in response to weak growth and continued

problems in the financial system.

• Policy looks to be on hold in Japan for some

time.
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GDP growth (%) 2007 2008* 2009*

US 2.0 1.5 0.7

Japan 2.0 0.5 0.1

Euro-area 2.6 1.1 0.3

UK 3.1 1.0 0.4

G7 2.1 1.1 0.5

Asia ex Japan 8.9 7.3 6.6

World 4.9 3.7 3.0

Inflation (%) 2007 2008* 2009*

US (core) 2.3 2.5 2.4

Japan 0.1 1.5 0.5

Euro-area 2.1 3.4 2.1

UK (cpi) 2.3 3.7 2.6

G7 (headline) 2.2 3.5 1.7

Asia ex Japan 4.5 6.9 5.1

World 4.1 5.9 4.1

Source: Datastream and Henderson Global Investors
* Henderson forecast
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• The People’s Bank of China cut its key 1-year
lending rate by 27bp last month, from 7.47%
to 7.20%, and also reduced the reserve
requirement ratio for smaller banks.

• This confirms that the authorities in Beijing
have switched their focus from concern about
the high level of inflation to worrying about the
outlook for growth.

• Further moves are likely in coming months to
stimulate increased lending and support
economic activity.
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Government bond edge lower

China starts to ease policy

Sterling slides against the US dollar • The US dollar has rallied sharply against the
euro and sterling.

• There is a growing view that the downturn in
the UK and Europe will be severe, leading to
large cuts in interest rates over the next year.
US interest rates, meanwhile, have already
been cut.

• The US dollar is cheap on most valuation
measures, so this rally should be sustainable,
especially if the US trade deficit improves in
coming months.

Source: Datastream, as at 2 October 2008

• Government bond yields edged a little lower in
Europe and the UK during September in the
hope that interest rates cuts would be delivered
sooner than previously thought.

• Yields in the US were little changed. There was
a rush to the safety of government bonds at
the beginning of the month, but this faded
over fears that a bailout of the banking system
would lead to increased issuance.

• In fact, any extra issuance should end up in the
financial system and so have little implication
for yields.



• Bond yields could drop in the next few months

if central banks cut short-term interest rates or

the growth outlook worsens.

• Bonds are not good value on a medium-term

perspective and yields could be rising by the

second half of next year if the economic

outlook is improving by then.

• The US dollar may extend its recent gains

against sterling and the euro if interest rates are

cut in the UK and Europe.

• The yen could rise against the dollar if other

Asian currencies, in particular the yuan, are

allowed to appreciate.

• We believe bond returns may be good in the

short-term if growth fears increase and

problems in the financial system do not go

away.

• However, if the global economy is improving by

the second half of next year, we believe these

returns are unlikely to be sustained.
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10 year 2 Oct Sep
bond yields (%) 2008 2009*

US 3.64 4.00

Japan 1.51 1.75

Euro-area 3.93 4.00

UK 4.38 4.50

2 Oct Sep
Currencies 2008 2009*

Yen/$ 105 100

$/Euro 1.38 1.33

£/Euro 0.79 0.80

$/£ 1.76 1.66

Bond returns
to Sep 2009 (%) Local* UK £* US $*

US 1 7 1

Japan 0 11 5

Euro-area 3 5 0

UK 4 4 -2

Source: Datastream and Henderson Global Investors
* Henderson forecast

Source: Datastream and Henderson Global Investors
* Henderson forecast

* Henderson forecast
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• Despite the deteriorating news about the

financial system, the performance of financial

stocks relative to non-financials reached its low

point in the middle of July.

• Since then, equity markets appear to have been

more worried about global economic growth

and stocks that are sensitive to the economic

cycle have been the biggest losers.

• Perhaps a global recession is seen as inevitable,

while it is hoped that the authorities will be

able to bail out the financial system.
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Equity markets slump in September

UK yield gap closes

Financials start to outperform

Equity Outlook

• The UK equity market appears to offer excellent

value relative to bonds.

• The dividend yield is higher than the 10-year

bond yield for the first time since March 2003 –

the low point of the last equity bear market.

• However, there is little faith in companies’

ability to sustain their dividends and most

investors seem to believe that the dividend

yield will fall due to cuts in dividends rather

than a sustained rise in the equity market.

Source: Datastream, as at 2 October 2008
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• Equity markets slumped in September. The

major markets (US, UK, Europe and Japan)

were down between 9 and 13%. Emerging

markets fared no better.

• Markets were hit by two negative forces: fears

that the global financial system was becoming

dysfunctional and a deteriorating economic

outlook.

• The Morgan Stanley world index is now down

29% from its peak, reached in July last year.



Equity market returns
to Sep 2009 (%) Local* Sterling* Dollar*

US 24 31 24

Japan 32 47 39

Euro-12 31 34 27

UK 32 32 25

MSCI Far East ex Jap (US$) 34 26

MSCI Emerging Markets

US$ 36 28

• Weaker global growth and the effect of

buoyant commodity prices on margins are likely

to combine to produce disappointing earnings

growth in 2008.

• Any recovery in earnings in 2009 will probably

be modest, in line with expectations for output

growth.

• Equity markets appear cheap, in part because

investors fear large earnings downgrades for

2009.

• Valuations could, therefore, offer some support

if the economic news starts to improve during

2009.

• We believe equity markets are likely to remain

volatile in the short-term and could fall on bad

news from the financial sector or signs that

economic growth will be disappointing.

• By the second half of next year, assuming the

outlook for 2010 is brighter, equities could be

staging a sustainable recovery.

Equity Outlook
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EPS** growth (%) 2007 2008* 2009*

US -4 0 5

Japan 7 0 5

Euro-area 15 -5 5

UK 8 5 5

Asia ex Japan 45 4 5

Equity 2 Oct Sep
markets 2008 2009*

US (S&P 500) 1114 1350

Japan (Topix) 1077 1400

Euro-12 (DJ Eurostoxx) 279 360

UK (FT All Share) 2473 3150

MSCI Asia ex Jap US$ 367 450

MSCI Emerging Markets

US$ 759 950

Source Datastream and Henderson Global Investors
* Henderson forecast
** Earnings per share

Source Datastream and Henderson Global Investors
* Henderson forecast

* Henderson forecast
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Support for Chinese equities

US trade deficit set to shrink
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US debt explosion
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• The US visible trade deficit widened to a record

$73bn in July.

• However, if oil products are excluded, the

deficit narrowed to $29.6bn and is much

smaller than the record $48.2bn deficit seen in

October 2005.

• If the oil price remains around current levels,

the deficit in oil goods, and so the aggregate

deficit, could shrink dramatically in coming

months.

• The authorities in China are taking measures
aimed at propping up the ailing stock market.
The ‘A’ share index at one point in September
was almost 70% down from its peak.

• Stamp duty for stock transactions has been
halved, China’s sovereign wealth fund is to buy
bank shares and central government controlled
companies are being encouraged to buy back
their own shares.

• Stabilising the equity market looks to be part of the
authorities’ plan to support confidence and growth.

• The root cause of the problems facing the US

financial system is too much leverage. Over the

last decade household and financial system

debt has grown rapidly relative to GDP.

• There is a danger, after this debt explosion, that

there will be very little demand for credit in

coming years, and very little supply either.

• If credit growth is slow, then domestic demand

will probably increase at a modest pace and the

economy will be reliant on external demand.


