
Global economic activity continues to grow
at around 3.2% which is above the long-
term trend rate. Despite significantly higher
oil prices, inflation risks appear well
contained. As a result of the savings glut
being built up by developing economies and
corporates in the developed world, bond
yields have been chased lower in recent
months – the US 10 year Treasury has fallen
50bp to 3.9% since the end of March. This
has puzzled many experienced investors –
Alan Greenspan recently described the low
yields as a ‘conundrum’ and Bill Gross of
Pimco, the world’s largest bond mutual
manager, has capitulated on his previous
negative view. Abundant liquidity is also
driving equities which have recovered from
the disappointing start to the year. US
investors are still showing losses year to
date but UK investors have fared better as
sterling weakness against the dollar is
enhancing overseas earnings.
Oil prices breached $60 in June reflecting
strong demand from the US and developing
economies rather than disruption to supply.
Demand is growing at around 2% per annum
and oil usage in the developing world now
matches that of industrialised countries. The
pressure on the oil price in the short term is
mainly due to a refining bottleneck where, after
20 years of reducing overcapacity, refinery
utilisation rates have risen above the critical 95%
level at which new refineries are required. Given
that these can take up to six years to build, an oil
price in excess of $40 is likely to be the norm.

Growth is strongest in the developing world with
India, China, Russia and parts of Latin America all
likely to record GDP growth in excess of 6%. China
continues to show improving consumption, strong
investment and robust exports. We expect industrial
production to moderate from the current 17% growth
rate but exports are still growing at 30% and more
than offsetting import growth of 15%. Textile exports
have been a recent flashpoint and trade disputes
may escalate if there is no movement on China’s
exchange rate policy. The revival in Japanese
economic growth in 2004/05 was largely attributable

to machine tool exports to China but these have
now turned down. Nevertheless business and
consumer confidence remains strong in Japan and
corporate restructuring continues to make the region
an attractive recovery opportunity.

In the developed world growth is strongest in the
US where higher than expected exports and housing
sales resulted in another upward revision to 3.8%
of Q1 GDP. This is the eighth successive quarter
growth has exceeded 3% making it the best
economic performance in two decades. Q2 is likely
to see slower progress but with housing continuing
to boom the impact on growth of higher oil prices
appears limited so far. US consumer confidence
rose to a three year high in June on the back of
improving employment prospects. Growth in core
retail sales has been running at about 5% although
we expect this to slow. Inflation is very subdued
but we believe the Federal Reserve may surprise
markets by continuing to raise rates to a level which
provides more flexibility in the future. Consensus
profit forecasts have been
revised up to around
14% growth in
2005.

Conditions in the UK are not quite as buoyant
mainly because real interest rates are higher. Q1
GDP data was revised downwards as were previous
quarters indicating that the economy may now be
growing slightly below trend. The recent weakness
in retail sales reflects the slowdown in house price
growth to 4% as well as the erosion of real incomes
from rising inflation. CPI inflation of 1.9% is the
highest in seven years and may well breach the
2% target later this year. Despite this household
incomes, jobs and personal wealth remain
reasonably buoyant and we expect consumption
to slow rather than collapse. Talk of an imminent
cut in interest rates appears premature but
narrowing differentials with the US mean that sterling
may continue to weaken. Company profits are

forecast to grow by around 11% in 2005.

The European economy remains moribund.
Manufacturing confidence rose a little in June while
retail, construction and service sectors fell slightly.
Consumer confidence was unchanged but overall
is still running slightly below the average since
1990. We suggested recently that the rejection of
the constitution by some countries would not have
a direct economic impact but might slow the pace
of structural reform and the acrimonious debate
over the 2007-2013 EU Budget could be an
indication of the problems to come. The referenda
may have contributed to short-term weakness in

the Euro but speculation about the possible
demise of EMU appears overdone. The
potential benefits of EMU membership may
now appear limited but are still worthwhile
compared to the potential upheaval of
withdrawing. Company profits are still likely
to grow by just under 10% in 2005.

Long-term interest rates have moved
lower over the last year despite strong

economic growth, higher inflation, a sharp rise in
the oil price and attempts to tighten monetary policy
via higher short-term rates. However, most market
participants expect even lower bond yields as part
of a return to the pre-1970’s inflation era. Our view
is that the market may be too complacent about
interest rates nearing their peak, especially in the
US, and we see further measured increases until
the real inflation adjusted rate is at a more normal
level. Strong growth, low interest rates, increasing
profits and reasonable valuations mean the outlook
for equities remains encouraging although we would
be surprised if the impending half-year corporate
results failed to express concern over cost/margin
pressures resulting from the high oil price

Morgan Stanley Quilter       ms/summer-05-01
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RICHARD PEASE

Richard Pease has more than two
decades of fund management
experience. Richard began his career
at Knight Frank & Rutley, before
moving to the Central Board of
Finance for the Church of England,
where he ran two funds.

In 1987 he joined Windsor Investment
Management, where he was
responsible for setting up and running
the European Unit Trust. In 1989, he
began his association with John
Duffield, joining Jupiter Asset
Management, where he ran the
Jupiter European Fund between
January 1990 and December 2000.
In 2001, he moved to New Star.

Richard is Head of European Equities
at New Star. He is rated as the UK’s
number two European fund manager
by Citywire*, for his exceptional
five-year track record.

*Citywire Funds Insider, Europe
excluding UK, 29 February 2000 to
28 February 2005.
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Ever thought about investing into commodities?
You are probably doing it already, but didn’t know. But
are you getting the investment return from commodities
that you would expect?

Why?
The range of commodity investments is far wider than
most people think. Perhaps most are familiar with oil
and gas companies, certainly these are the most
“accessible” for investors. Then there are the mining
companies, whether for gold or other metals, minerals
or coal and coke. But a very large part of the commodity
market is also represented by the agriculture sector.
This can be through grains, or a vast array of other
agricultural products. Commodities now represent more
than 25% of global trade, so clearly this is not a small
business area.

Commodities prices have been through a long period
of negative returns, until the last couple of years. By
most estimates they have just finished a 20 year
downward spiral, as a result of the supply/demand
imbalance. However, it is increasingly clear that raw
materials stocks are at record low levels, thus leading
to potential for price rises.

Commodities are also an inflation-hedge. Apart from
often being the cause of inflation, they are also positively
correlated to inflation, thus if, as many expect, we are
to see a return to an inflationary period, it can be
expected this will enhance commodity prices also.

How?
Of course if you want to invest into commodities, you
can always buy the physical. But this will require finding
storage space, getting it insured, etc. Not always easy.
Many people will be familiar with the commodity futures
market, as an alternative way of participating, but this
requires both specialist knowledge and a strong
constitution, given how volatile it can be. As said earlier,
the most common way of participating has been through
buying commodity-related equities, such as oil company
shares. Certainly this gives partial exposure, but stocks
are just as likely to perform in line with the overall
equity market, rather than reflect the increasing value
of commodity prices. This just leaves the use of
commodity indices. There are a number of these, and
some are also investible. This means that there is an
investment fund (usually a mutual fund) that aims to
follow the movement of the underlying index just like
a tracker fund. These are by far the most suitable for
most investors, as they not only provide the access,
they also are liquid and transparent, thus you will know
what you’ve got, and the return you are getting.

A word of warning
Commodities are a volatile investment. Whilst they
may be at something of a low point in their price history,
recovery to higher levels is quite likely to be
accompanied with much volatility. For this reason,
many investment advisers look to provide some form
of capital protection when investing in commodities.
This will usually be in the form of a structured note-
type of product. This doesn’t suit everyone, and clearly
it is usually likely to only be suitable for more
sophisticated investors who seek diversification for
their assets. Investment advisers are best placed to
provide guidance on this, as they are likely to be familiar
with the different types of products around, and how
they might suit your own circumstances.

Stewart Aldcroft of Noble Investments
ms/summer-05-03

Rogers International Commodity
Index (RICI)

Launched in August 1998

35 components representing global
consumption trends

Rebalanced monthly thus taking
profits to reinvest

Index split of 44% Energy, 21%
Metals & Minerals, 35% Agriculture

Aggregate return since launch of
195.60%

Annualized return of 18.86% since
launch

Standard deviation (volatility) since
launch of 17.17%

Index designed to provide constant
weightings with transparency

How To Measure
Commodity
Performance

Investing in
Commodities
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TTG (HK) Limited

The views expressed in this publication are expressed of belief for
information purposes only and do not constitute specific advice.

Investors should understand that there is risk involved in undertaking
any investment and past history is no guarantee of future returns.

We believe this information is correct at time of going to press.
Investors should seek specific advice on any issues raised.

Suite 9A, Entertainment Building,
30 Queen’s Road Central, Hong Kong

23/F Winsome House
73 Wyndham Street, Central, Hong Kong.

Telephone (852) 2869 0801
Facsimile (852) 2523 4610

Email: ttg@ttg.com.hk

www.ttg.com.hk

Over US D500m under administration.

CEO: Christopher John Parker.

To contribute to this newsletter, please email
the MoneySense Editor: Jim Graham

jamesgraham@ttg.com.hk
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Address:

Tel:
Fax:
Email:

If you wish to receive this newsletter electronically
please fax this slip back to us on (852) 2523 4610 or
Email us at moneyfacts@ttg.com.hk

If you wish to receive further information or advice please detach this slip and fax it to us on 2523 4610.
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