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THE FUND

The OXIP Diversified Fund (the Fund)

is for investors with a longer term time
horizon. The Fund is designed to deliver
real returns of at least 5% per annum
averaged over rolling 5-year periods,
with around half the volatility of public
equity markets. Over the 5-year period
the intention is to beat the total return
on equities. Performance is not
benchmarked against equity markets
over short time periods: in any one year,
the Fund’s performance is likely to
diverge significantly from public equity
returns. In rapidly rising markets,
reported returns may be lower than
equities; in falling markets, returns
should be better.

The Fund invests solely in the OXIP
Limited Partnership (OXIP LP), a fund-
of- funds structure which invests across
asset classes, sources of return, and
geography. Its scope includes, but

is not limited to, traditional equities,
specialist equities, emerging markets,
hedge funds, credit, government bonds,
commodities, private equity, property
and infrastructure.

FUND VALUATION

As at 31 December 2011
the Fund was estimated at
£38.3 million.
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THE OXIP DIVERSIFIED FUND INVESTMENT LETTER Q4 2011

As the process of global
deleveraging continues...

The fourth quarter saw the solvency of states — particularly those that have borrowed
in a ‘foreign’ currency — come under the spotlight. Concerns over the future viability
of the euro intensified, technocratic administrations were formed in Italy and Greece
and the list of government bond markets perceived as having haven status dwindled
to only four; the US, UK, Germany and Japan. Stresses within the banking system also
intensified, provoking large scale injections of liquidity by central banks across the
developed world. Meanwhile growth remained anaemic, although the US began to show
some much needed signs of life in the consumer and housing sectors. Global equities
rose by 7.3 over the period.

Against this background, we estimate that the OXIP fund rose by circa 2.5%?. This brings
the return over the calendar year to -4.1% against a return of -7.7% for global equities.
We remain well ahead since inception, despite having incurred the costs of starting a
programme of unquoted investments. Our activity in the fourth quarter focussed on
building up a position in ground rents — an asset class that has some fixed income like
characteristics, but with a negligible risk of default — and making commitments to three
managers, in secondary private equity, real estate and distressed investing, all of whom
should benefit from the need of banks to dispose of unwanted or underperforming
assets on their balance sheets.

Looking forward, in a world that is self-evidently difficult to forecast with any degree of
precision, our central expectation remains a long period of below trend growth in the
developed world. As we have argued previously, this scenario is not necessarily one which
is bad for equities. Since valuations relative to long-term history have been improving,
we have been gradually adding to our equity positions. There are two significant risks: a
period of slower-than-anticipated growth in China; and, more immediately, a break-up
of the euro currency block. Both are discussed in the main body of the document. Our
cash weighting remains at higher-than-usual levels, in anticipation of opportunities to
buy assets cheaply during the bouts of market turbulence that we will undoubtedly
experience.

ASv

Karl Sternberg
Karl.Sternberg@oxip.co.uk

Paul Berriman
Paul.Berriman@oxip.co.uk

Performance stated is shown gross of fees since launch on the 1st November 2006

Authorised and Regulated by the Financial Services Authority



MARKET BACKGROUND

Q4 2011

It was another dramatic quarter to end the year. The effects of global deleveraging continued
to spread. In the first round, which began in 2007, governments assisted the private sector

by assuming more debt themselves.

In this round, it has been the solvency of governments which
has come under the spotlight. It was always inevitable that in
such circumstances the first governments to feel the effects
would be those that had effectively borrowed in a foreign
currency, and were therefore unable to print new money to
repay investors. That is the position Eurozone governments
have found themselves in.Whereas the US and UK need never
defaultin nominal terms, no individual Eurozone government
controls its own central bank. Consequently, investor
concerns about the future of the Euro became intense.
Italian government bond yields rose sharply to 7%, leading
to the fall of Berlusconi’s government, and the formation of a
technocratic government acceptable to German politicians.
The yields on bonds issued by any nation outside Germany
began to rise; even in the Netherlands and Finland. The list of
perceived haven bond markets narrowed further to include
only the US, Germany, the UK and Japan. Even the German
government struggled to sell bonds to investors fearful
of the effects of a Euro break-up. Politicians and central
bankers began to speak openly about the possibility of a
disorderly collapse.

Stress within the European banking system became intense.
Just as in 2008, the banks ceased to trust one another:
the market for bank finance ceased to operate. The ECB
was forced to provide direct and long-term finance to the
banking system: in December, the ECB lent nearly E500bn
of three-year money to commercial banks. All the world’s
major central banks announced coordinated action to
provide foreign currency finance, particularly dollars, to

European banks. The Federal Reserve announced a further
form of monetary stimulus by intervening directly to keep
long-term interest rates down, and to maintain liquidity in
the mortgage-backed securities market. The Bank of England
increased quantitative easing by £75 billion.

Underlying economic performance continued to drift. The
US economy remained weak, but appeared to be avoiding a
resumption of recession. There were some positive surprises
from consumer expenditure and the housing market.
European economies, on the other hand, began to suffer the
side-effects of a credit crunch. Activity slowed sharply. But
German business expectations were surprisingly resilient
and Chinese growth remained above 8% p.a.

Despite the turmoil, equities rallied after their sharp falls
earlier in the year, perhaps reflecting the pervasiveness of
bearish expectations, perhaps the relative attractions of
large well-financed company equities yielding more than
shaky government bonds. The global equity index rose by
7%. Yet nervous investors still bought ‘safe’ government
bonds: the UK All Stocks rose by 5% over the final quarter;
the index-linked index rose by 8.4%. Although investors
were still nervous, they sold gold, the other supposed safe
haven: it fell by 15% over the three months. Concerns over
growth had no obvious impact on commodity indices: the
broad commodity index rose by 3.0%. Investment grade
debt benefited from the strength of government bonds,
returning 2.4%.







impressively good. We have also passed the worst point of
the J-Curve effect for what was an entirely new portfolio.
There will always be new investments that will suffer their
own J-Curve drag, as we diversify by vintage, but the rest
of the portfolio is now maturing: we are now starting to
benefit from an increasing number of realisations. Realised
assets have tended to be marked up in value just before exit,
and then exit prices have offered a further, but smaller, uplift
in valuation.

The best performance in Q4 came from our public equity
investments; the worst came from our (4%) exposure to
insurance contracts. 2011 was the worst year on record
for claims, after the NZ earthquake, the Japanese tsunami,
and in Q4, the Thai floods. Insurance premia have started
to move up as capital has been drained from the insurance
sector. If 2012 is a more normal year for claims, we would
anticipate making back a good proportion of the losses
experienced in 2011.

It was a difficult year for hedge funds. The fund-of-hedge-
fund index fell by 4.8% over the year; and our exposure to
hedge funds had similar results. Our managers provided
a cushion versus equity indices, but they did not — in this
particular period — justify fees versus a cheap equity and
cash strategy. Our hedge fund portfolio out performed
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the hedge fund indices by a wide margin in 2008 and
2009 and in many cases our managers produced positive
returns despite equity markets more than halving over the
period. This just goes to show that good manager selection
is essential. Even so, as regular readers will know, we have
halved our exposure to hedge funds over the last two years:
that money has been deployed into public equities and, more
recently, to high yield bonds. As underlying markets have
become cheaper it has made sense to increase exposure to
(cheap) ‘beta’ at the expense of (costly) manager skill. We
cannot currently envisage zero exposure to hedge funds.
The returns from manager skill should be reasonably stable
over a market cycle; some strategies can only be accessed
via a hedge fund structure; and we still find some of the
brightest managers running hedge funds. But the industry
as a whole will inevitably come under pressure. Fees have
fallen only slightly since 2008 and the failure of the industry
to provide absolute returns regardless of market background
will increasingly irritate investors.

The advantage of the OXIP Fund is that we can shift exposure
from hedge funds to market beta; we can also deploy money
in unquoted strategies. There are very few funds available
which offer this admixture of diversified market beta, hedge
funds, real assets and fixed income substitutes.
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The major new investment since we last wrote has been
the addition of UK residential ground rents, which have
fixed-income-like qualities. Any of our readers living in a
flat will be aware that a ground rent is paid annually to the
ultimate freeholder. These rents are small sums — £150-
£250, typically — but if they are not paid, the freeholder has
the right to take possession of the lessee’s flat. The obvious
disparity in value means that defaults are virtually unheard
of. These rents rise over time, either by RPI, or by some fixed
percentage each year, which provides some good (though
not perfect) inflation protection; in the long run, the values
also benefit from reversions and lease extensions. The major
barriers to entry in this investment are access and the ability
to collect thousands of rents efficiently.

For some time we have been seeking a manager with the
relevant contacts with house-builders to acquire ground
rents directly from them; and with the expertise to collect
so many rents. A fund was established earlier last year, but it
was expensive; it relied on ancillary income — charging lessees
for basic services, like permission to build an extension; and
it had a finite life of five years. Our time horizon is well
beyond the next five years. After an extensive search, we
have found an appropriate manager; and we have acquired
over 3,600 individual ground rents for a total consideration
of £13 million, and an initial cash yield of £0.65m p.a.
These are held directly by our limited partnership, rather
than via an expensive fund. Apart from initial acquisition
fees, we are rewarding the manager only for performance
above our hurdle, to align their interests with our clients’
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ultimate objective. Our initial contract is for 10 years. If at
any time we decide to sell, then the arrangement ceases
automatically. The rents have been valued independently
on purchase by Savills, and they will do so annually for our
custodians. OXIP will have no part in the valuation.

Ground rents are a safe asset class, and appear to us to be
much more attractive than index-linked government bonds
with negative real yields. We are being repaid for the relative
illiquidity. That is one of the sources of return we were
designed to capture. Our size means that we can now make
some direct investments and thereby avoid excessive fees.

In addition to this ‘safety-first’ asset class, we have been
increasing exposure to managers who are poised to take
advantage of the distress in the banking system. We know
that there are billions of pounds of underperforming or
unwanted assets on bank balance sheets. We have made
commitments to three firms in the last quarter whose
expertise will allow them to buy assets cheaply from banks
and help to restructure them: Coller Capital (a specialist in
secondary private equity assets.We are also invested in their
previous fund which is doing well); Patron Capital (with
specific expertise in property; another repeat investment);
and Oaktree (a California-based distressed expert). We also
know that banks need more capital. Provision of capital with
good asset backing as protection can be very profitable.
Magnetar is a new holding in the portfolio with expertise
in this field.




MARKET OUTLOOK
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We are at best half way through a painful period of deleveraging.

Western consumers and governments are over-indebted.
There is no simple economic theory which tells us what level
of aggregate debt is appropriate for an economy. After all,
different countries have radically different financing cultures
to start with: the Anglo-Saxon economies have tended to
rely more heavily on equity finance for companies than debt;
on the Continent, bank-finance is much more prevalent. Per
contra, the consumer sectors in the Anglo-Saxon world have
been building up debt ever since credit controls were eased,
whereas the Continental Europeans and Japanese have been
prodigious savers.

There is clearly an ultimate constraint on borrowing: the
point at which liabilities exceed expected future accumulated
wealth. This is a formulaic constraint, and it explains why
markets are so concerned when a government has to pay
more than 7% for new borrowing: given the outstanding level
of debt, current expenditure and tax rates, and the long-term
growth rate, it is mathematically true that the state is no
longer in a solvent position. Taxes must be raised, expenditure
must be cut, the growth potential of the economy must rise,
or the state must repudiate some of its debts. But even if this
is a mathematical reality facing nations today, it still requires
assumptions about sustainable growth and the willingness
or ability of states to alter the balance between tax and
revenue. Market fears, as we see every month, can create the
very unsustainability which terrifies bond investors. But it is
not just about fear. When a period of deleveraging begins, it
creates a vicious cycle. Asset prices fall, which reduces the
collateral available for borrowing. Economic activity falls
too, leading lenders to extrapolate and expect a lower future
growth rate than previously experienced. This is where we
find ourselves today.

There are still only a few ways in which excess debt can be
reduced. One is for countries (consumers or governments,
and ultimately both) to save more; another is to default; a
third is to create inflation to ease the burden on the indebted;
lowering interest rates has the same effect to the extent that
the debt is held domestically, this will transfer resources from
creditors to the indebted); the final method is to encourage
faster underlying growth.

So far, the UK and the US have used only two of the tools
available. The first response was for governments to assume

many private sector debts via the financing of the banking
system; then they allowed their own annual deficits to rise
sharply as the private sector desperately sought to increase
saving; meanwhile, the monetary authorities cut interest
rates to a negligible nominal level — negative real rates — to
effect a gradual transfer from lenders to borrowers.

Contrary to many popular interpretations, governments
have not yet resorted to the printing press and inflation. The
UK has seen uncomfortably high inflation due to VAT rises,
the devaluation of sterling, and commodity price inflation;
the US has also experienced commodity price pressures
(but domestic fuel bills have fallen thanks to shale gas; and
the dollar has been relatively stable over the last few years
thanks to its haven status). This sort of inflation does not
help the indebted. It hits both creditors and debtors alike: it
is a transfer from the UK to overseas (or, in the case of VAT,
from the private sector to the state). Inflation only helps
(if it ever does) when it leads to rising wages. So far it has
simply removed purchasing power from consumers, more
painfully than in any other postwar period.

Quantitative easing has been undertaken to fulfil one of
the central bank’s primary functions, which is to meet any
sudden increase in the demand for money. It has allowed
investors to hold more cash in their portfolios without
having to liquidate holdings of other financial assets in a
self-defeating rush for finite amounts of base money. It has
not led to multiple expansions of bank balance sheets: broad
money growth, which is what matters more as a predictor of
future economic activity, has remained at depressed levels,
growing by only 2.5% in the last year. Itis for this reason that
the government has recently introduced measures aimed
at ‘credit easing’; though they are of marginal significance.
It seems more likely that the continued prospect of low
growth will lead to more direct and substantive quantitative
easing. In October, the Bank of England announced a further
£75 billion of quantitative easing. Expect more to come.
Only once the economy is growing strongly again will the
quantitative easing influence domestic prices. It is clear from
that Bank’s own research that policy-makers themselves are
not entirely clear how quantitative easing is affecting the
economy: they postulate a number of different transmission
channels, but they are unable to be precise. It seems unlikely,
therefore, that they will achieve the right balance by chance:
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it is perfectly possible that at some stage, quantitative
easing will create inflation. That point is not now.

We know that both the US and UK governments cannot
borrow indefinitely at these elevated levels. The ability of
the state to take the strain of private sector defaults is close
to exhaustion, if not already exhausted. There is a reasonable
debate about the speed of adjustment. It is certainly true that
without some reduction in the private sector surplus or an
improvement in trade deficits, then fiscal contraction alone
may be self-defeating and lead to a smaller economy and
lower tax revenues. We need growth from other sources. We
should not rely on consumers to reduce savings and boost
demand as they should really reduce their own leverage.
In practice, therefore, the growth objective means relying
on business investment and growth overseas. Companies
have proved remarkably reluctant to invest, despite the
low cost of capital; and overseas growth is proving elusive
in current circumstances. The Bank of England thinks that
uncertainty has not yet dented investment intentions such
that we should expect a fall in capital spending; but it is
only expecting very moderate growth from this source. It
is more optimistic in the medium term, as the need to
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replace worn-out capital becomes more intense. But there
are few measures in place to encourage business investment
by means other than interest rates and positive spin about
economic prospects. The trade position of the UK is expected
to improve over the coming year, though our largest market
in Europe is likely to be in adjustment for some time to
come. We seem to be stuck with the prospect of low growth
while deleveraging continues.

As we have discussed before, this scenario is not necessarily
one which is bad for equity markets. In previous periods
of sub-2% growth, equities have in fact performed well.
We need only remind ourselves of recent history: equity
markets have performed very badly since 1999, despite
the combination of low inflation and rapid growth. Markets
somehow discounted that growth as unsustainable, as
indeed it turned out to be. The valuation of equities has
been on a downward trend since 1999. The least unreliable
measure of valuation is the cyclically-adjusted P/E ratio —i.e.,
comparing the market value of businesses to their earnings,
and smoothing for the inevitable peaks and troughs from
external economic forces. This is reproduced below, courtesy
of JP Morgan.

HK UK Europe




Buying at peaks, such as in 1999, leads to lower-than-
average returns; buying at troughs leads to higher-than-
average returns. The problem is that we do not know yet
where the trough is. Equities may have to get much cheaper
than they have been on average before they finally start to
deliver investors’ expectations. That is why we have been
buying gradually rather than in one tranche. There are two
potentially very dangerous events which could lead to a
contraction in world output.

The first is China. In response to the crisis in western
economies in 2008, the Chinese authorities stimulated
their economy, to great effect. Last year it became apparent
that this was having unintended consequences: inflation;
and speculation in unproductive assets, particularly in
the property market. The People’s Bank of China has
subsequently tightened monetary policy and the economy
has slowed. House sales fell 25% between September and
October, to a level 50% lower than a year ago. Broad money
supply growth has fallen sharply. Official figures for inflation
have been stubbornly high, but appear to have peaked. At the
end of November, the authorities began to ease monetary
policy again, by reducing the reserve requirements of
the banks.

For over a decade it has been wrong to doubt the ability of
the Chinese authorities to manipulate their own economy.
That may still be the case. But there are sceptics. Lombard
Street Research, for example, questions the truth of the
official inflation numbers. They believe that real inflation is
much higher than admitted. If that is the case, then there is a
serious risk that stimulating the economy now will make the
underlying situation worse. The unproductive investment
already evident will continue, which will threaten the
solvency of the banking system supplying the capital for
such projects. That either limits the ability of the Chinese to
contribute to world growth, or raises the likelihood that there
will ultimately have to be a hard landing in China. For the
moment, markets are cheering the prospect of a prolonged
period of monetary stimulation from China. But we cannot
rule out the possibility of a hard landing at some point: it
would defy all economic history if the Chinese did manage
to grow without any setbacks. If the Chinese economy
were to slow sharply, the direct effect on world output
would be obvious; another effect may be reduced flows into
western financial markets. When Chinese real interest rates
finally move into positive territory again, perhaps ours will
too. This would be bad for government bonds, though the
effect would be mitigated by the increased savings ratios in
the west.
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The second risk is more immediate. All of our readers will
be aware of the problems facing the Eurozone. Investors
have finally realised that currency risk has been replaced
by credit risk, and sovereign bonds do not rank pari passu.
British commentators have, since the inception of the idea
of a common currency, pointed out that a successful union
would require large fiscal transfers via a central body, which
in turn implied the need for a political union: no taxation
without representation. Instead, the Eurozone chose limits
on deficits with the threat of fines on recalcitrant nations.
Among the first countries to breach the rules were Germany
and France: no fines have ever been imposed.

The political response to the debt crisis has been inadequate.
Herman von Rompuy, the President of the European Council,
gave a concise explanation of the underlying reason: ‘We
know what we need to do, we just don’t know how to get
re-elected afterwards.’ There is no appetite across Europe for
a federal system based on the US, with political, financial
and fiscal union. In the US, the Federal budget is over 20%
of GDP; in Europe it is capped at 1.29% of community
GDP; now supplemented by ad hoc transfers in response
to crises. In a common currency zone, it is inevitable that
some countries will run trade deficits with others, just as
states within the US will run imbalances with other states.
Financial claims will be accumulated by the surplus nations.
Unless those claims are recycled via banking systems or
fiscal transfers, the deficit nations are forced to reduce
expenditure. Ultimately they must adjust through labour
productivity and new areas of comparative advantage; in
the US and UK, those adjustments are lubricated by the
automatic bank and fiscal transfers.

The domestic political challenges are intense. Germans are
not willing to tolerate subsidies to allow southern Europeans
to retire earlier than their own citizens. They resent having
been lied to by the Greek state. They observe that the
average lItalian household is wealthier (in accumulated
financial assets) than the average German household; and
that some of this household wealth was probably owed
to the state in the first place. All it would take to restore
sustainability to Italian finances would be a one-off transfer
via a wealth tax, is the German conclusion. Some German
criticisms are unfair. Not all states were badly run: they have
been the victims of a credit boom caused by the application
of low interest rates, originally suitable largely for German
economic conditions. The Germans tend to equate deficits
with some moral failing. Their desire for more countries to
be like Germany is a logical absurdity: not all nations can
run trade surpluses. German businessmen know full well
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that Germany has benefited from a competitive exchange
rate and effective vendor financing. Unless it is willing to
recycle its trade surplus by accumulating financial claims on
deficit nations, the trade system within Europe will cease
to operate. In previous regimes, the Deutschemark would
have been forced to revalue; in the Euro, Germany avoids
this squeeze on its own producers indefinitely.

The most recent comprehensive plan for resolution of the
crisis focused entirely on government deficits. The ECB and
Germany wished to focus on government deficits. In the
words of Wolfgang Munchau of the FT, the summit turned
the Eurozone into an ‘austerity club’. A ‘stability and growth
pact’ is in fact an ‘instability and depression pact’. Countries
agreed to legislate for balanced budgets, preferably as a
constitutional requirement. The definition of a balanced
budget allows some flexibility: +/- 0.5% is regarded as
‘balanced’ and special dispensation is offered in ‘depression’
scenarios. The new agreement is to be policed by the Court of
Justice and the Commission. Indeed, national budgets must
be submitted for pre-approval by the Commission. Fines will
be imposed on wayward nations.

Will this plan work? There are a number of reasons to be
doubtful.

The first is that the focus on government deficits misses the
underlying problem: external imbalances. It was like a patient
turning up at A&E with a broken leg, but leaving with their
arm in a plaster cast. In some cases, government deficits were
chronic and indicative of incompetent government. But some
of the countries with the best underlying fiscal positions
before the crisis, like Ireland and Spain, are those in the
biggest trouble now. Fiscal rectitude was not a particularly
good indicator of problems ahead; but current account
deficits (which may have reflected private sector excesses)
were. In any common currency zone, one region can run a
deficit with another. It is perfectly feasible that Manchester
runs a deficit with London, for example. The effect in the UK
is mitigated by a centralised banking system which makes
up for the loss of liquidity in the deficit region and by an
automatic fiscal stabiliser of tax flowing from the prosperous
south to the less prosperous north. Social cohesion allows
this to happen without popular uproar. But this is just what
the Germans will not allow, because no such social cohesion
exists between regions in Europe. Instead, adjustment must
take place by reductions in relative income and falling wages
in the deficit regions. This is a very unappealing prospect for
electorates in those regions. It is perfectly possible to imagine
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the rise of a nationalist party in any of the affected countries,
offering redemption by exit from the system.

Secondly, the obsession with balanced budgets takes us
to a world pre-Keynes. There was much done in that great
economist’s name which was damaging to economies,
but his essential insight — that market adjustments do not
necessarily prevent depressions — remains valid today. Fiscal
flexibility is still necessary. The agreement in Brussels will
make fiscal policy pro-cyclical, and increase the risk of deep,
prolonged recessions. Again, this will stretch popular support
as the price of membership seems to rise inexorably.

Thirdly, we must not forget the political and psychological
factors involved. The idea that unelected commissioners
and judges will be determining the acceptability of national
budgets may be tolerated for a time in a period of crisis.
Fines could easily be perceived as reparations. Resentment,
against the EU, and against Germany in particular, could
be the ultimate outcome. Discussion of history seems to
be forbidden by the main protagonists in the EU debates,
and anyone bringing the subject up is condemned as foolish,
recidivist or simply anti-German. But we should not forget
that the very idea of the EU was to prevent war and to shackle
a powerful Germany: it seems instead to have handed great
power to Germany. It would be the ultimate irony if the EU
led to national discord and antagonism.

These are all reasons why our ultimate expectation is still
that some country or countries leave the Euro. The markets
agree. The real question is whether that happens in the long
run, in which case, banks and countries will be prepared;
or whether it happens in the short run, in which case the
outcome could be catastrophic for the world economy.
Has the most recent summit done enough to give the ECB
sufficient cover to be able to intervene in markets without
undue criticism from Germany about printing money to
support bankrupt governments? If the ECB can intervene,
then the Euro problem may move from an acute phase to a
chronic phase, to use the language of Gavyn Davies writing
in the FT.

Market expectations were initially that the ECB could
increase substantially its purchase of government bonds in
the secondary market. Whilst Draghi was encouraging about
the outcome of the summit, he was equally discouraging
about the prospect of immediate large-scale purchases of
government bonds. Internal opposition from German, Dutch
and Austrian central bankers, inter alia, is likely to remain



robust. Unless and until a crisis point is reached, it seems
more likely that support will be indirect, via the banking
system. The banking system is, after all, in distress largely
because of its exposure to supposedly safe government
bonds. The ECB has extended credit arrangements to the
banks, including cheap three year loans and dollar credit. As
long as the ECB is willing to support illiquid and insolvent
banks, but not illiquid but solvent countries, Gavyn Davies is
probably right: the crisis will be chronic but not acute.

Ongoing liquidity creation by the ECB, and the prospect of
more quantitative easing by the Bank of England and the
Federal Reserve, and a period of monetary stimulation by
the Chinese authorities, could be a potent combination in
support of markets. Valuations of equities are at reasonable
(rather than excitingly cheap) absolute levels, while against
government bonds, they look very appealing. But we shall
never be far away from a policy error, most likely emanating
from Europe. Chronic conditions can easily flare up and
become acute again. The political failure to confront the
real problems of the Euro mean that outcome is more likely
than not.
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How are we positioned for choppy market conditions? It is
our current intention to maintain our weighting in cash at
higher-than-usual levels. We think that there will be more
opportunities to buy assets cheaply during market panics.
Cash cannot contribute to our long-run objective, but it
does increase our flexibility to make opportune switches
to cheaper assets which will. We have also as mentioned
earlier made commitments to firms well positioned to take
advantage of banks’ need to shed assets.

Our equity weighting, combining public equities and private
equity, is around half the underlying risk of the fund. That is
sufficient exposure. Our initial focus in deploying cash will
be high yield bonds. Although we expect defaults to rise, the
yield to maturity of safer credits is running at over 7.5%. We
also intend to buy more ground rents as our managers are
able to source new supply.
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