Monthly Review 5™ August 2010

e Deflation fears to trigger a further U.S policy ease.
e Austerity to begin in 2011 for the UK economy

e Energy prices remain steady and may move higher.
e Coftee prices move sharply higher

e European drought forces wheat prices to high levels

e Freight rates signal a global slowdown in 2011



Macro Summary

It is now a full three years since the U.S/European debt crisis began. In this time a massive debt transfer
has taken place with private sector debt being replaced by a significant expansion of public sector debt.
The rest of the world, apart from a sharp but short-lived downturn in the late 2008/early 2009 has
continued to expand, often rapidly and endorsing the fundamental macro change taking place in this
century. A century that will see a much changed world emerge in terms of power and wealth. Regrettably,
the fundamental issue that induced the direst economic event to hit the United States and Europe in
peacetime since the 1930’s has not markedly changed, this being the large imbalance between saver
economies and spenders. Countries such as China, Germany, Japan and many energy procedures are still
exporting their savings to first world consumer economies. Perhaps it is fortuitous because such is the
mountain of debt that needs to be financed, that the west is extremely glad to be the taker of such funds
but, for how long however remains a mute point. US and European bond yields are very low and a
heightened sense of unease is apparent in the minds of saver countries, regarding the future course of the
US dollar and furthermore, the Euro, is already scared by the debt concerns of four of its member
countries.

Key factors to watch in the second half of the year will inevitably revolve around Fed policy. The
implementation of which will be complicated by crucial mid-term elections in November. In addition the
problems within the Euro zone are still very real. Standard and Poors estimate European banks have
approximately 30 trillion Euros in liabilities. As the European Central Bank withdraws its current support
they warn of problems emerging within the banking sector as a massive refunding operation takes place.
We expect Europe’s banking problems to once again erode European sovereign creditworthiness, as a
growing mismatch becomes evident as funding fails to match liabilities. Liabilities that will inevitably
worsen as fiscal tightening reduces tax take. Furthermore the United States will readily endorse a weaker
dollar as a means of ruthlessly pricing out Euro zone exports, as it is a competitor to a U.S policy agenda
bent on enhancing exports and encouraging import substitution.
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With exports mainly confined to Germany as the sole driver of European growth, a higher currency would
prove extremely negative and we cannot rule out a return to recessionary conditions by 2011/12. European
banking problems remain central to the success of the Euro project and there remains a limit to the support
operation currently in place. Such a bail out is almost wholly reliant on German largesse and in this regard
current German government policy is at odds with the electorate, and consequently Euro wide policy
implementation could be compromised. We feel that increased social and political unrest will be seen in
Europe in the near future. We remain negative of the currency on an asset allocation basis, but due to the
dominant weak dollar policy in place, the Euro will inevitably trade higher. We do not rule out a move
towards 1.38 in the weeks ahead.
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Monitoring the dollar index will be crucial to predicting individual currency moves. As can be seen in the
earlier chart, the index has traded in a broad range between 72 and 88. The recovery in the index from mid
2008 was triggered by the enforced dollar short covering during the peak of the credit crunch. Once short
dollar positions were covered, the dollar quickly returned to pre 2008 crisis levels.

This year’s flight to the safety of the world’s reserve currency was prompted by the Euro debt crisis. A
recent calming of that issue associated with renewed talk of liquidity add by the Fed has once again
allowed the dollar to move lower. We feel it is quite possible for the index to return to its current base
centred near 75. For the present however due to our view that further Euro troubles lie ahead in the next 12
months, then once again the dollar will be bid higher. U.S authorities whilst seeking a lower dollar will be
aware of the growing concerns being expressed by foreign holders of US debt, with minimal bond yields
accompanying a weakening currency and would not want to see the currency move lower than the 2008/10
base. Foreign support cannot be taken for granted however, and there is a real danger in the longer term a
dollar crisis could emerge if such support evaporates. Indeed we feel, before this first world credit induced
crisis finally ends, we will witness a sharp dollar decline, an event perhaps some two to three years hence.
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The current yield of the two year Treasury note best illustrates the concern many policy makers have
regarding the health of the US economy. James Bullard, President of the Federal Reserve Bank of St.
Louis has recently warned that the Fed’s policies were putting the economy at risk of becoming
“Enmeshed in a Japanese style deflationary outcome within the next several years.” Ben Bernanke, the Fed
chairman has also recently alerted the markets that the Fed was prepared to stimulate the economy beyond
what has already been done since 2008. Particularly so as it has acknowledged that inflation has trended
lower. A view endorsed by the ongoing decline in the two year note yield, which remains a key indicator to
both economic health and inflationary expectation for the U.S economy. Mr. Bullard, long considered a
hawkish member of the Fed is now calling for the Fed to ease aggressively, sooner rather that later. He
advocates expanding the quantitative easing programme through the purchase of Treasury securities.

The recent weakening of the dollar can be in part attributed to renewed Fed action, and we feel any
evidence of further weakening of the housing and employment sector will be the trigger for renewed Fed
ease. We remain bearish for the U.S economy into year end and into 2011, and feel further Fed ease is
inevitable. Liquidity add, will prove beneficial in the short-term to the equity market and support a rally
that once again will not be sustained as the year progresses. The S&P may well move towards 1200 before
once again reverting to the secular bear trend.
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UK Update

The Bank of England is faced with a difficult set of economic fundamentals. Upside risks to inflation exist
on the one hand and downside risks to growth are all too apparent on the other as a combination of lower
spending and higher V.A.T next January take hold. Our view is that the 2% inflation target is now almost
meaningless as a factor to determine the setting of interest rates. Faced with a fiscal squeeze of significant
size from 2011 to 2014 at a minimum, interest rates have to be kept as low as possible. Only a destabilised
bond market or a currency in sharp decline would alter the current ultra low interest rate regime. With gilt
yields low and cable breaking above its recent consolidation range, the Bank of England can for the
present rest at ease. The main topic of debate within the Bank concerns the appropriate degree of stimulus
given their stated view they have little confidence that the current recovery in demand can be sustained.
Bank balance sheets remain in a poor condition and as such will continue to cause financial market
volatility, a factor which we feel will prompt a further phase of quantitative ease.

The UK housing market has yet to undergo any meaningful fall following the peak in prices in 2007.
Prices, when equated to real income growth are some 20% too high, we are bearish of income growth
going forward and accordingly feel house prices will fall and remain subdued for a considerable time. It
has to be remarked that the austerity period fully flagged by the coalition government has yet to be fully
implemented. The recent National Institute of Economic Social Research paper forecasts 1.3% growth for
this year followed by 1.7% in 2011 and 2.2% in 2012. If the sharp cuts planned for the public sector are
indeed carried out there is a real risk of a return to a full recession by 2012 we feel. Indeed, it is likely that
real disposable income will drop to the lows last registered in the mid 1970’s. A significant squeeze to
incomes is going to be seen as taxes rise from early next year and a sharp rise in expenditure reallocation
occurs in the decade ahead as funds now spent on non essential consumption is diverted to paying for
services currently undertaken by the state. The population at large is currently simply oblivious to the
major change which will begin in earnest in 2011/2012.

A combination of falling property prices, lower disposable income and greatly reduced public spending
will deliver sub par economic growth for a considerable time. There will be a much needed rebalancing of
the economy as an export led expansion takes place. With services and the public sector in general so
dominant compared to manufacturing at present; it follows that only a rapid expansion of manufacturing
will overturn our forecast for the economy to grow at a sub par rate well into the decade. Export growth
will require a weak currency but this is going to be hindered by a global dislike for the U.S currency
together with the Euro. The recent recovery in sterling may run further and a move as high as 1.68 Verses
the U.S dollar if possible of 1.62 is broken.
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Energy

Since June, front month Brent oil has traded between $70 and $80 per barrel. Whilst a test of $70 per
barrel on the downside and $90 on the upside has been made in the last year prices have remained
remarkably stable. Follow the sharp sell in energy prices together with most commodities in the second
half of 2008, energy prices have regained the trading range which was seen between 2006 and early 2008.
The majority of crude oil producers remain satisfied with the income they gain from current prices. They
are mindful that higher prices, if sustained for even a few months would damage world economic growth
which inevitably leads to lower demand and ultimately lower prices. At the same time, prices trading at
current levels are sufficient to stimulate the development of crude oil alternatives such an ethanol
production, wind solar, oil share, natural gas and nuclear. For the immediate future, we do not see any
change in terms of oil pricing to the current equilibrium and accordingly, crude oil prices should continue
to range trade between $72 and $80 per barrel basis the Brent front month contract. Any move outside
these levels is likely to be to the upside. Not a market to be short.

The importance of the price of energy to global economic development cannot be underestimated. The
rising use of energy and its associated fall in price over time accounted for most of the huge rise in living
standards since the industrial revolution. An era, as recently noted by the economist Leigh Skene in his
recent publication “The impoverishment of nations” , which ended abruptly with the 13 fold rise in energy
costs between 1973 and 1980. Other energy prices also rose and the linkage between high prices and
recession can be seen in the events of 1979/80, 1990, 2000 and 2007/8. Real energy prices are now on an
upward trend as the global population rapidly expands and a rapidly developing world ex Europe and the
United States evolves. Due to political factors, the market for oil remains finely balanced and producers of
most types of energy are particularly adept regarding the setting of prices. High real energy costs together
with long term debt repayment looks set to dampen economic growth and reduce living standards for a
long time ahead with global supplies of fresh drinking water rapidly diminishing we cannot rule out a
repeat of the energy re-pricing shock when much higher water prices are seen which will further depress
living standards. For many rapidly developing countries, a water crisis looks set to echo what sharply
higher energy prices did to the Western World in the 1970’s.
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Grain & Oilseed Review

The surprise this month is that whereas I might have been expecting to focus on the row crop markets of
the corn and soybeans because of the usual summer weather issues, it is in fact the wheat market that is fast
emerging as the market with potentially the greatest price volatility going forward.
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Corn

As I'head out to the US to start my annual crop tour, the U.S. weekly corn crop ratings that have just come
in are reflecting a corn crop maturity that is well ahead of both last year’s and the 5-year average pace,
along with a crop condition that at 72% good to excellent is slightly above the 2009 crop at this point. To
put some further numbers on that to illustrate the difference with last year, 84% of this year’s crop is
pollinating or has pollinated, vs the 5-year average of 70% and last year’s late pace of 52%. Thus unlike
last year I expect to be able to obtain far better yield readings, when nearly 50% of the crop had yet to silk
at this time. Clearly the issue this year has been too much rainfall in many areas, which will probably have
more a consequence on the acres planted to corn or perhaps replanted to soybeans. Thus I suspect that
there may yet still be some minor adjustments to acreage in subsequent USDA reports as a result. The
yields on the other hand are likely to be healthy and I would be surprised if I encountered any significant
problems apart from some areas of lowa that have been replanted because of flooding. Surplus topsoil and
subsoil moisture is above 50 percent in many areas of that state. As a whole though, I would be surprised
if the USDA were not to report big yields in its August Crop Report on the 12 of August.
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Soybeans

I am pretty sure that the specs are feeling somewhat disappointed as we approach August in that their
darling, the soybean market, is not really facing any major weather concerns as we enter the prime yield
bearing period of the crop. Their hope of course would have been that a weather issue of sorts would have
developed to have taken beans into the teens! Instead those same speculators look to have been rushing to
reverse short positions in wheat because of weather issues in the European continent, rather than enthuse
over a crop that is rated 67% good to excellent, in line with last year’s positive rating. The bean bulls
should however be grateful for the ongoing sponsorship of the Chinese, who despite large supplies in
South America, continue to book US soybean in surprisingly large quantities. I have already mentioned
that I am about to embark on my crop tour, so will have the chance to see first hand what has been
happening in the Midwest to soybean yield potential. I am, as you will gather, not expecting to see any
major negative issues apart from some saturated fields whose beans are still struggling to emerge, having
already been replanted because of earlier flooding. I will therefore reserve judgement on any yield
comparisons to last year until after my visit, but on the whole I don’t expect to be surprised or concerned
that there is anything other than a decent soybean crop out there that will eventually be added to the
already huge South American supply.



Wheat

Wheat is King once again as it was in 2008! With prices sliding toward the sub $4 region through the first
six months of the year, the heat and dryness that was not expected to persist in Europe...after all we are
talking about Europe, persisted to develop into a serious problem in Russia, Kazakhstan and to a lesser
extent Western Europe. The consequences are that more than a few traders, physical and otherwise were
caught short futures or indeed calls in European wheat markets that had to be covered, resulting in the
current sharp rally in European wheat prices that has clearly spilled over into the US markets. The
question going forward as the European, Russian and Kazakh wheat harvests progress is how severe the
yield losses may be and what as a result will the impact of that have on their export capability in 2010/11.
Overall there is likely to still be ample supplies of wheat in the world, regardless of the losses in Europe.
The US has a large crop that is now 79% harvested, but with the cheap export wheats of the
aforementioned eastern European producers being removed, wheat prices may have to stay at or near
current levels for a while yet.





















