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Facing the future

«The oldest, shortest words — yes and no — are those
which require the most thought».

Pythagoras, Greek philosopher, 570-497 B.C.

Pythagoras aptly describes a dilemma of our times. In my
daily conversations with investors, rarely before have |
been so frequently confronted with fundamental ques-
tions such as, «Is the euro breaking apart?», «Which
countries and currencies are still safe?», «Will highly in-
debted countries try to inflate away their debt?», or «Is
fiscal austerity even at all realistic in a democracy?».

Those are momentous questions. And rightly so, because
today’s economic policy challenges are not merely foot-
notes in history. On the contrary, they are a token of vari-
ous long-underestimated institutional birth defects of Eu-
ropean Monetary Union and of an inexorable worldwide
structural transformation in business, politics, technol-
ogy, demographics and resource endowment. But mo-
mentous questions seek clear answers. And clear an-
swers are what we aim to provide in this edition of our
«Global View» publication for investors, even if — as Py-
thagoras correctly noted — we have to struggle and work
much harder for a resolute «yes» or «no» than for a dialec-
tically balanced «pro and con». That is our ambition. Be-
cause after all, a lot is at stake here. It's about guarding
and growing your assets for the long term. It's about the
return of your money — not the return on your money.

| want to preemptively confess something here: as an
economist, | — together with our chief economist — remain
an optimist. My optimism is by no means based on wish-
ful thinking. On the contrary, it reflects the macroeco-
nomic imbalances and electoral interdependencies just
as objectively as it does the self-healing powers and crea-
tive forces of permanent macroeconomic change that are
sometimes underplayed in the media. But it also resists
popular media simplifications because those are neither
useful nor realistic.

Foreword

As investors and citizens, we must direct our attention to
the future. That requires analysis of the present, and
above all it requires our inner power of imagination. Here
we must look beyond surface appearances and must en-
gage in interdisciplinary networking. Only then can at-
tempts to prepare also for the unexpected succeed. Ha-
ven’t the rapid rise of the emerging economies and the
relentless technological advancement in all areas of life
demonstrated that change truly is the only constant
throughout history?

Over the past years, with our recurrently award-winning
investment strategy we have demonstrated that inten-
sively addressing the future pays off for investors. We
have shown that it is possible to face rather than chase
the future. | would be delighted to see you too profit from
our award-winning asset management solutions. In any
event, | hope that you find this edition of Global View use-
ful and enjoyable.

Yours sincerely,

Keallowt fogem

Dr. Burkhard P. Varnholt, Chief Investment Officer
Member of the Executive Committee






Asset Allocation

Window of opportunity for risky assets

Following the equity market correction in the second quarter of 2010, we see a window of opportunity for a recov-
ery in the third quarter. First, concerns about the euro debt crisis should gradually recede and, second, corporate
results should spring some very positive surprises. We expect mostly positive news to support a decline in risk
aversion and a recovery in risky assets. That said, we expect to see more signs of a global slowdown in growth in
autumn at the latest, and the equity markets should resume their downward trend after a temporary recovery.

Review: Euro debt crisis dampens risk appetite

Investor optimism was riding high at the beginning of Q2
2010. Surprisingly positive corporate results fanned
hopes of a lasting upswing. Towards the end of April,
however, the Euroland debt crisis came to the attention
of investors. In a bid to counter the danger of the Greek
crisis spreading to the other European states, the Euro-
pean Union (EU) put together a bailout package worth
EUR 750 bn. But these measures were also only able to
calm the financial markets for a brief period. Plagued by
nascent growth fears, equities as well as commodities
corrected sharply in Q2 2010.

Equities and commodities correct in Q2 2010
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Macro outlook: Fiscal impulses come to an end

The fiscal and monetary stimuli triggered a spectacular
upswing, which has kept up since H2 2009. The labour
market has also started to recover since the beginning of
2010. But in the meantime, leading indicators have
peaked. The discontinuance of fiscal impulses should
trigger an economic slowdown in H2 2010. The reduction
of credit bubble excesses will continue to act as a brake
until the beginning of 2011. On the other hand, emerging
market countries will help to underpin global growth.

Equity correction discounts part of slowdown
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Equity strategy: Summer rally looks likely

The uptrend on the equity markets in Q2 2010 came to
an abrupt halt due to the debt crisis in the Euroland.
However, the stock market correction appears overdone
in the short term and there are good reasons to expect a
rebound at the beginning of the third quarter. The spec-
tacular cyclical upswing should engender further positive
surprises in corporate results. Also, our market senti-
ment indicators suggest that investor sentiment is a lot
less optimistic than it was at the beginning of Q2. We
have upgraded our emerging market equity weighting to
neutral after the setback in the second quarter. Emerging
market equities are inexpensive and stand to profit the
most from a decline in risk aversion. Furthermore, the
earnings risks are lower in relation to US equities. Within
Europe, we continue to focus on core countries, including
Switzerland and the UK, while avoiding equities from the
Euroland periphery. A rising level of risk willingness
among investors in Q3 suggests the weighting for the cy-
clical sectors will be increased at the expense of the de-
fensive sectors.
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US: Positive earnings revisions expected in 3Q10
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Bond strategy: Debt crisis still a driving force

Central banks are likely to stick to their zero interest rate
policy in the coming 12 months, due to the debt crisis
and the incipient economic upswing. Together with the
dampening impact of inflation, this should keep interest
rates on the long end of the yield curve low. However, we
cannot rule out a setback in the short term due to the
princely valuation of government bonds. Since the credit
spreads on corporate bonds rose in Q2 2010 while the
fundamental data improved, we see greater potential
once more for corporate bonds.

Currencies: Swiss franc remains in demand as a safe-
haven currency

The level of confidence shows that the euro will pass its
test. However, the euro recovery is likely to be short-lived:
the dramatic consolidation measures mean monetary
tightening is no longer an issue for now. Relative mone-
tary policy will support the US dollar and the Swiss franc
will remain in demand as a safe-haven currency. Since
the Swiss National Bank (SNB) stopped making interven-
tion threats in June, the Swiss franc should continue to
trend firmly.

Alternative assets: Hopes of a recovery

The projected decline in risk aversion should also lead to
a recovery in alternative assets. Relatively speaking,
commodities are more attractive than real estate assets
because they are likely to profit from the rising level of
demand in the emerging markets.

The hardest-hit commodities - i.e. industrial metals, in
particular — should record the biggest gains during a re-
covery. Fears of a global slowdown in growth should re-
exert their negative influence on commodity prices and
real estate assets in autumn at the latest.

Asset allocation 3Q10: Overweight alternative assets
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Asset allocation: Balanced investment strategy

After we reduced our equities allocation to underweight at
the beginning of Q2 2010, the risk/return profile after the
correction looks more attractive again. At the beginning of
Q3 2010, positive news should outweigh negative news
again on the back of strong corporate results. Accord-
ingly, we have increased our equity allocation to neutral.
On the other hand, bonds do not have any more potential
left since interest rates are at a record low level. We have
therefore discarded bonds in favour of risky asset pur-
chases. Thanks to the high level of volatility in June, we
were able to purchase alternative assets with attractive
yields. We have upgraded real estate assets from under-
weight to neutral. We continue to overweight commodities
and expect them to also recover in Q3.

Philipp Béartschi, CFA
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The crisis of Euroland and its consequences

What began as a debt crisis in Greece has escalated into a crisis affecting all the institutions of Euroland. By tak-
ing too long to respond to the crisis, the heads of government have undermined the confidence of financial mar-
kets. The IMF’s involvement does at least give us hope that the pressure to implement austerity programmes will
soon start to produce results. We think the survival of the euro is assured, and that no country will go bankrupt.
However, it is already clear that the consequences of this crisis will inevitably bring sweeping changes. What im-
pact will the weak euro, tougher regulations and austerity programmes have on the economy and on the corporate
world? We take a look at these issues in the following sections of this Special Topic.

Greece gives in and asks for financial support

At the start of the year, speculation mounted about the
possibility of a looming debt crisis in the European Union
(EU). There was a sharp rise in the costs of hedging, in
the form of credit default swaps (CDS), against the po-
tential national bankruptcy of peripheral EU member
states. These concerns were triggered by the announce-
ment from the newly elected Greek government that the
country’s public finances were in a much worse state
than the previous government had been prepared to ad-
mit. Austerity measures introduced immediately by the
government were torpedoed by the Greek people, who
went on strike. As the uncertainty grew, some credit
agencies cut the rating of Greek sovereign bonds to junk
status. While on 11 February EU government heads still
assumed that voicing solidarity with Greece would be
enough to calm the markets, on 11 April they were forced
to put together a bailout package worth EUR 110 billion
in order to secure Greece’s financing in the short term.

«PIGS»: public finances 2009

Greece Port. Spain Ireland
Debt level 1149 83.8 49.3 65.8
New debt -12.7 6.7 9.6 -12.2
Primary deficit 6.1 2.2 -5.8 -8.4
Interest payments 4.5 2.8 1.1 1.9

Source: OECD, data for 2009, figures as a % of GDP

Crisis spills over onto the rest of Europe

But concerns about which country would be the next to
ask the EU or the International Monetary Fund (IMF) for
financial support have also affected the bonds of other
peripheral EU countries in the past few weeks. What be-
gan as a crisis of the public finances of one small pe-
ripheral EU member state has escalated into a perfect

storm. As a result, the ratings of Portugal and Spain were
cut to A- and AA respectively. On the morning of 10 May,
the EU and the IMF were forced to provide a safety net in
the form of a package worth EUR 750 billion. At the same
time, the European Central Bank (ECB) announced it was
willing to buy up illiquid sovereign bonds. According to our
estimates, these measures are enough to guarantee the
refinancing of the state debt of Greece, Portugal, Ireland
and Spain for the next three years. To bring their public
finances back on track, many euro countries have an-
nounced severe austerity programmes.

Financial markets in disarray

The level of risk aversion has increased again as confi-
dence has wilted. The major stock indexes have dropped
around 10% since the beginning of the year. The euro has
depreciated by 15% against the US dollar, and by 12%
versus the Swiss franc. Yields on government bonds with
a AAA-rating have fallen to their lowest point since the
World War I, while the sovereign bonds of many southern
European countries are trading at a significant discount.
What impact do the rescue and austerity packages have
on economic growth and inflation? What developments
can we expect on the currency, bond and equity markets?
Global View’s editorial team discussed the outlook with
Jan Amrit Poser, Bank Sarasin’s Chief Economist and
Head of Research, Philipp Baertschi, the Chief Strategist,
Alessandro Bee, the Fixed Income Strategist and Ursina
Kubli, our Currency Strategist.

Global View: Mr Poser, the EU has provided a gigantic
safety net. Is it enough to rescue the euro?

Poser: The idea of selling the EUR 750 billion package as
a euro bailout came from the politicians, in a bid to win
voters’ approval. The euro itself was never in danger. The
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Maastricht Treaty does not contain any provision allowing
its members to quit the euro. At every meeting, EU coun-
tries have reiterated their commitment to the euro. There
has never been any discussion about abandoning the
euro.

GV: But the stability of the euro was under threat. After
all, since November 2009 it has lost 25% of its value
against the dollar.

Kubli: Although the euro exchange rate is the focus of
media attention, it is not a measure of the euro's stability
in the eyes of Euroland citizens. The sole criterion is price
stability, i.e. any change in domestic purchasing power.
Inflation is very low, at around 1%, and shows the euro’s
success as a stabilising force.

Bee: A weaker euro actually helps to boost Euroland ex-
ports. What is true all the major currency blocks that are
more or less self-sufficient equally applies for the euro:
«our currency — your problem». The weaker euro is particu-
larly problematic for other export nations such as Japan,
China and Switzerland.

GV: What was the purpose of the safety net, if not to
save the euro?

Philipp Bartschi: «The purpose of the rescue package
was not to save the euro. The main priority was to pre-
vent a flash fire from spreading».

Bartschi: The main priority was to prevent a flash fire
from spreading. After the financial markets denied the
Greek government the financing it needed, there was a
risk of other peripheral European nations being engulfed
in the flames. European banks have close ties with each
other and a large exposure to the problematic countries
in question. That's why the money markets showed initial
signs of a loss of confidence in banks. These symptoms
were also observed when the investment bank Lehman
Brothers went bust in the autumn of 2008. Heads of
government had to take decisive action to head off an-
other credit crunch and recession.

GV: Are the measures proposed by the EU and IMF
enough?

Poser: The EUR 110 billion is enough to finance Greece
for three years. The EUR 750 safety net also means that
if they run into serious problems, Ireland, Portugal and
Spain don’t have to depend on financial markets for three
years. This should be enough to restore calm to financial
markets.

GV: What will happen if the contagion spreads?

Bee: The ECB has stated that it intends to intervene in
gilt markets if liquidity dries up. It has already brought up
southern European bonds to the tune of EUR 47 billion. If
it were to extend these interventions, the people specu-
lating on national bankruptcy would have no chance at
all.

GV: But that's the same as monetising government debt.
Won't this lead to inflation?

Bee: No, the risk of deflation is actually bigger. Countries
need to consolidate their public budgets. Peripheral
European countries have been quick to announce savings
packages that will curb growth. But the core EU countries
also need to stabilise their level of debt. The deflationary
pressure from the austerity programmes need to be off-
set by a looser monetary policy. If the euro weakness is
added to the mix, the impact on growth would not be se-
rious. In any case, we are still a long way off from an in-
flationary environment.

GV: Nevertheless, the ECB and the EU have destroyed
any remaining confidence.

Poser: While it is true that confidence has taken a knock,
speculating on the end of the euro or the bankruptcy of
an entire nation would be wrong, if not irrational.

GV: Despite this, this is exactly what investors seem to
have done with great success.

Poser: Financial markets have identified the two weak
points in the institutional fabric of Euroland and have ex-
ploited them for their own benefit: first, the lack of bind-
ing rules for fiscal policy; and second, the lack of any
support mechanism in the event of a crisis.

GV: How can you make a profit from this?

Bartschi: In the case of public debt, there is an element
of self-fulfilling prophecy. Short-selling of sovereign bonds
is forcing interest rates through the roof. From a certain
point onwards, the country will be unable to meet these
interest payments; refinancing of these costs would
bankrupt the country. If there is no support mechanism,
there is nothing to stop interest rates from climbing
higher. It was, however, clear to all those involved that
the euro countries would stand by each other. At some
point there would be a summit meeting where money
would be put on the table. Short-selling government
bonds before this meeting and buying them back again
after the meeting was a highly profitable strategy.

GV: And now the taxpayer in countries with more respon-
sible fiscal policies has to pay for this?

Bee: So far none of the money made available comes
from tax revenues, but takes the form of credits and



guarantees where the interest rate does not reflect the
going market rate at present, but whose conditions are
attractive. For the German taxpayer, it's still actually a
worthwhile trade. He pays 3% interest if he takes out
loans, but charges 5% on them. The alternative would
have been to give the money directly to (predominantly
state-owned) banks that have suffered losses on gov-
ernment bonds. In this case the money would have dis-
appeared without the possibility of repayment.

GV: Whether tax or credit, the support provided effectively
means that fiscal negligence is simply institutionalised.
Bartschi: No, on the contrary. The fact that the IMF has
come on board — albeit with a lengthy delay — means this
danger has been banished. Europeans are perhaps «too
nice» to each other. But the IMF is independent and
watches very carefully to ensure that the conditions im-
posed when granting loans are strictly adhered to. This
closes the institutional vacuum in the Maastricht Treaty.
GV: How did individual countries of Euroland manage to
get into such a tight spot?

Poser: The crisis of Euroland follows the pattern of Greek
tragedy: hubris (arrogance), ate (blind folly) and nemesis
(scornful destruction). The euro should have been treated
as both a blessing and an obligation. A blessing, in the
sense that the legacy of the German Bundesbank’s
credibility has helped to push back inflation and interest
rates in the peripheral Euroland within a very short space
of time. However, this carries with it an obligation to em-
brace a culture of stability. The hubris arose because the
unit labour costs in the peripheral European economies
jumped by 20-30% compared with Germany, significantly
reducing competitiveness in the process. This is normally
regulated via the market: weak demand exerts downward
pressure on wage costs again. The blind folly (ate) was
that the market was sidelined when the governments
compensated for the decline in demand.

GV: Is there now a threat of nemesis, or destruction?
Poser: No, but the peripheral countries need to solve two
major problems. Firstly, they need to become competitive
again. Secondly, they need to bring their public debt down
to a manageable level. It's not enough to solve just one
of the problems.

GV: Let's start with the first problem. Surely the only so-
lution can be to quit the euro.

Ursina Kubli: «There is no way around an internal de-
valuation. Wages and prices in the periphery have to
rise more slowly than in the core countries».

Special Topic

Kubli: Obviously the EU will not be able to prevent any
country from leaving the EU or EMU. But the Greeks real-
ise that leaving the euro is not a viable alternative. If the
Greek government were to announce the return to the
drachma, it would trigger a run on the banks and cause
the system to collapse. There would be a massive depre-
ciation of the drachma, sending public debt through the
roof and immediately resulting in national bankruptcy.
Without an extremely restrictive monetary policy, inflation
would run out of control and throw Greece back into the
era of instability. Departing the euro would be the worst
possible course of action.

GV: For the Greeks, perhaps! But Greece is a burden on
the Germans, Dutch, Finns and Austrians. Wouldn't it
make sense for the Northern countries to quit the euro?

Alessandro Bee: «The deflationary pressure from the
austerity programmes need to be offset by a looser
monetary policy».

Kubli: Those countries have very strong exports and
benefit from the stable exchange rate and buoyant de-
mand from the south. In Switzerland we are getting to
see what consequences of decoupling from the Euroland
economy. Since the start of the credit crisis, the Swiss
franc has risen 20% against the euro, despite hefty inter-
vention by the SNB. As a market leader in cutting-edge
technologies, which are generally less price sensitive,
Switzerland may be able to accommodate this. Germany,
which leans towards mass production, would suffer badly
from this level of currency appreciation.

GV: Is there a different solution?

Kubli: The only way is «internal devaluation». Wages and
prices have to rise more slowly than in the core coun-
tries, or even better, start to fall. The Irish are showing us
the way. They've cut public sector wages by 5%. To set a
good example, the Irish prime minister accepted a 20%
pay cut. This has helped Ireland to achieve a massive
improvement in its competitiveness of almost 10% in the
past year.

GV: What about the second problem? |s it possible to
bring public finances under control? Are there not signifi-
cant incentives for allowing debts to be eroded by infla-
tion?

Poser: No. First of all, central banks are independent
from politics. Central bank governors are generally aged
economists who have no personal agenda other than go-
ing down in the history books at the end of their career
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as inflation slayers. Apart from that, producing inflation is
not that straightforward, as the example of Japan shows.
Japan has been desperately trying to shake off deflation
for the past 15 years now. But even if it were relatively
easy to fuel inflation, this would not solve the debt prob-
lem. Firstly, financial markets anticipate inflation and
demand higher interest rates. Secondly, a recession will
be needed in order to put the lid on inflation again. This
in turn drives up public debt. Thirdly, financial markets
are slow to forgive governments that rely on inflation to
erode their national debt. The government is forced to
pay high rates of interest for years. Inflating away the
debt is no solution.

GV: Some people suspect that G20 countries could agree
on debt restructuring at their next meeting, i.e. on mutual
debt relief.

Bartschi: There’s no question of that. The creditor and
debtor countries in the G20 group have very different in-
terests. Furthermore, debt restructuring would ruin banks,
insurance companies and pension funds overnight. Gov-
ernments would have to issue new debt in order to bail
out the financial sector. Such ideas are nonsense.

GV: So what is the solution?

Poser: The only alternative is to save.

GV: But no one will be able to pay back these mountains
of debt.

Poser: There’s no need. A country can live comfortably
with debt; a sovereign bond is actually a very welcome
benchmark for financial markets. It’s not even a problem
if new debt is issued every year. The only thing that mat-
ters is for the level of debt as a percentage of gross do-
mestic product to be stabilised. IMF studies show that a
level of 60% does not present a problem.

GV: But the average for OECD countries is around 100%,
while budget deficits are in the region of -7%.

Poser: Major austerity measures will be needed to rein
debt back to a sustainable level. Our calculations show
that countries such as Greece, Spain, Portugal and even
France will need to save between 4% and 7% of their GDP
over the next three years to bring their debt back to a
sustainable level. The figure for the USA and the UK is as
high as 8%, and for Japan more than 10%.

GV: But is that at all possible?

Poser: Experiences over the last 20 years show that con-
solidation of public finances is possible. After their bank-
ing crises, Sweden and Finland managed to make sav-
ings equivalent to 11% of GDP. Even Greece managed to
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cut its state budget by 6.4% of GDP over the period 1991
to 1994. We are cautiously optimistic.
GV: But will Greece actually do it?

Jan Poser: «Inflating away the debt is no solution. The
only alternative is to save. efforts can produce results.
The last 20 years show that consolidation is possible».

Bee: Greece has made an agreement with the IMF to
save EU 30 billion over the next three years. This equates
to more than 10% of GDP. Spain is due to save EUR 65
billion, Italy EUR 24 billion and Germany EUR 80 billion.
This combined figure alone is equivalent to 2.3% of Euro-
land GDP. Other countries will follow suit.

GV: Isn't there a danger of saving to the point of extinc-
tion?

Poser: Yes, we need to keep a close eye on this threat.
However, the experience of previous years shows that
austerity measures are most effective when they are ap-
plied to spending rather than income. Another success
factor is the introduction of a «debt brake» — a mecha-
nism that ties the hands of politicians.

GV: Even so, the austerity programmes could create sig-
nificant social tensions!

Bartschi: Yes, success is not guaranteed and the emer-
gence of extreme parties can torpedo the initiatives. As
compensation for saving, governments will tend to inter-
vene more in business. The financial services sector in
particular will be hit by tougher regulation.

GV: What about the euro?

Kubli: It will continue to falter until there are signs of the
institutions of Euroland being reformed. A mechanism is
required that imposes binding rules on budget consolida-
tion, while a second regulates the level of support pro-
vided in the event of a crisis. If this reform succeeds, the
euro will regain its standing in the medium term as a
leading global currency.



Special Topic

Winners and losers of currency turbulence

Swiss enterprises that export mainly to the euro zone are suffering from a weak euro and strong US dollar while
exporters in the euro zone are benefitting from this situation. However, there are a number of additional currency-
related influencing factors that need to be analyzed. Our analysis reveals that the Swiss companies Aryzta, Credit
Suisse, Dufry, Nestlé, Roche, UBS and Zurich FS rank among the beneficiaries of a EUR-weakness/USD-strength.
The list of beneficiaries among euro-zone companies includes Ahold, Axa, BASF, Bayer, BBVA, Daimler, SAP and

Volkswagen.

EUR weakness and USD strength

Over the span of six months, the EUR has lost 11% of its
value against the CHF while the USD has slightly gained
momentum and has appreciated 4% during the same pe-
riod. The weak EUR erodes the profitability of Swiss ex-
ports to the euro zone and hurts the earnings of Euroland
subsidiaries of Swiss corporations when they are con-
verted into CHF. A strength of the USD has the opposite
effect.

Currency risks — the essential differences

The currency risks that internationally operating compa-
nies are confronted with can be divided into three catego-
ries:

«Translation risk» (conversion risk) puts the focal point on
pure exchange-rate differences in company financial sta-
tements between two points in time, such as from one
year to the next. Translation risk arises from the act of
converting the assets, liabilities, profits and losses of all
subsidiaries from their local currencies into the parent
company’s reporting currency in order to prepare the con-
solidated accounts of the group. An approach that looks
at the income statement and balance sheet rather than
cash flow is used to determine translation risk.
«Transaction risk» (exchange-rate risk associated with
time-delayed payments) involves cash flows. An assess-
ment of transaction risk looks only at presently known
business transactions that have already been entered in-
to and will generate contractually set cash flows.

In contrast to transaction risk, «Economic risk» (future
strategic currency-related competition risk) does not in-
volve fixed cash flows, but rather all of the future cash
flows of an enterprise that are affected by exchange-rate
fluctuations.

Key currency-related influencing factors

The geographical distribution of sales revenue provides
an indication of the magnitude of an individual company’s
risk exposure to specific currencies. Swiss companies fo-
cused on Switzerland have little exposure to currency
risk, whereas those that earn a lot of their revenue in Eu-
rope (excl. Switzerland) tend to suffer as a result of a
weak EUR, though for worldwide operating enterprises,
the positive impact of the USD’s value appreciation out-
weighs the EUR weakness several times over. However,
the true impact of exchange-rate fluctuations on earnings
also depends on additional factors.

Currency structure is crucial

A crucial influencing factor is the currency structure of
costs. If enterprises produce goods in the same place
where they sell them and reap revenue, the impact of cur-
rency fluctuations on profits is relatively small. Nestlé, for
example, exhibits a pronounced balance between the re-
venues it earns and the costs it incurs in the respective
regions in which it operates. This local manufacturing ap-
proach creates a natural currency hedge. Enterprises that
employ this approach are mostly exposed to translation
risk. Exporting companies, in contrast, are much more
vulnerable to currency fluctuations. An example of such
exporters is the Swatch Group, which incurs the bulk of
its costs in Switzerland but generates only 18% of its re-
venue there. Europe (excluding Switzerland) and Asia re-
spectively account for 28% and 44% of Swatch Group’s
consolidated revenue and a disproportionately small per-
centage of group operating costs. Such companies are
exposed to transaction risk and economic risk. The cur-
rency structure of financial assets and liabilities also has
an impact on earnings. If a company reports in CHF but
mainly carries financial debt in EUR, it profits from the
currency depreciation because this reduces its debt load
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and shrinks its interest payments in CHF. The effect of
currency depreciation on financial assets has an opposite
impact on earnings.

Hedging and reporting

To protect themselves against adverse currency effects,
various companies hedge their foreign-currency exposure
by means of options and forward contracts. Hedging
transactions increase earnings visibility and protect in the
near term against major currency losses, but have the di-
sadvantage of accordingly curtailing earnings potential if
exchange rates move contrary to the hedge positioning.
Hedges are primarily used to protect against transaction
risk and economic risk. But it’s important to know that
hedging transactions cannot prevent economic risk from
hurting earnings over the medium to long term. By no
means do all companies prepare their consolidated ac-
counts in the currency of the country in which they are
headquartered. An analysis of currency impacts on earn-
ings must therefore pay attention to the enterprise’s re-
porting currency. For a company like Adecco, which re-
ports in EUR, the weakness of the EUR has a positive
impact on its profits even though Adecco generated 55%
of its 2009 revenue in the euro zone. That's possible
thanks to the translation effects that result from convert-
ing the earnings of subsidiaries outside the euro zone.
However, an investor who uses the CHF as his or her ref-
erence currency must bear in mind that converting earn-
ings per share from EUR to CHF produces a negative ef-
fect.

Pricing power can mitigate the adverse effects of ex-
change-rate fluctuations. If a company sells superior pro-
ducts or services and thus enjoys a strong market posi-
tion versus the competition, it can pass on at least some
of the negative currency effects to customers.

Swiss enterprises

We have analyzed the impact of the currently weak EUR
and strong USD on the companies in our Swiss stock u-
niverse from the perspective of an investor with the CHF
as his/her reference currency:

Beneficiaries of a strong US dollar/weak euro

ABB, Aryzta, Credit Suisse, Dufry, EFG International, Gi-
vaudan, Nestlé, Nobel Biocare, Richemont, Roche,
Sonova, Swiss Re, Tamedia, Transocean, UBS, Zurich
FS
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Losers from a strong US dollar / weak euro

AFG Arbonia-Forster, Baloise, Barry Callebaut, Basilea,
Bucher, Emmi, Ems-Chemie, Forbo, Geberit, Georg Fi-
scher, Helvetia, Komax, Kiihne+Nagel, Lindt &
Spriingli, Novartis, Panalpina, Partners Group, Rieter,
Schindler, Straumann, Swiss Life, Swisscom, Valora,
Vogele, Vontobel, Zehnder

* Sarasin Buy recommendations in bold

International enterprises

International enterprises have to contend with the same
profit-affecting factors stemming from exchange-rate fluc-
tuations that Swiss companies face. The key difference,
though, is that most international companies in compari-
son generate a bigger percentage of their revenue in their
home currencies because their domestic markets are
much larger.

Exporting companies in the euro zone are beneficiaries of
the current EUR weakness. They are profiting from posi-
tive economic-risk effects on earnings and the attendant
currency-driven strengthening of their worldwide competi-
tiveness. It goes without saying that in such a currency
constellation, the translation effects are beneficial for
companies that report in EUR. However, investors with
the CHF as their reference currency must bear in mind
that profits earned in EUR turn out lower when converted
into CHF due to the weakness of the EUR.

European enterprises — Beneficiaries of a strong US dol-
lar / weak euro and rated Buy by Sarasin

Ahold, Axa, BASF, Bayer, BBVA, Daimler, SAP and
Volkswagen

Companies that operate mainly in the US domestic mar-
ket (e.g. Altria, Home Depot, Lowe’s) are interesting for
Swiss and European investors. At US companies that ge-
nerate a high percentage of their sales revenue outside
the USA (e.g. Heinz, Procter & Gamble, McDonald’s), the
strong USD exerts negative currency impacts on earnings.

Patrick Hasenbohler, Michael Romer
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Banks at the focal point of the euro crisis

The euro crisis is facilitating current worldwide efforts to regulate banks in the aftermath of the global financial cri-
sis. However, indiscriminate policy-making, an absence of coordination and political grandstanding threaten to
culminate in overregulation and competitive disadvantages for banks. The resulting excessive costs of banking
transactions would hurt the overall economy. The order of the day, therefore, is to introduce and apply tighter regu-
lations with a sense of proportion. In addition, banks are also affected by adverse operational impacts stemming
from heightened risk aversion, which constrains earnings potential.

The euro crisis — one tile in the banking mosaic

Banks around the world are facing an increasingly difficult
political and regulatory environment. The euro crisis is
thus simply another tile in the mosaic that has emerged
since the start of the global financial crisis almost three
years ago and has additionally spurred numerous efforts
to regulate the banking sector. The partial lack of coordi-
nation, political grandstanding and the sheer density of
the planned regulations at both the international and na-
tional levels has since made it quite hard to keep orderly
track of what’s going on.

Numerous regulatory efforts under way

Overarching Basel Il regulatory framework

The most advanced and consistent regulatory rules are
the ones known as Basel lll. They build upon the current
regulations in force authored by the Basel Committee on
Banking Supervision. Unveiled in December 2009, the
Basel Il proposals envisage stricter liquidity require-
ments and leverage caps, and on top of that they essen-
tially seek to impose a qualitative improvement in banks’
core capital by placing stricter limits on which capital in-
struments can qualify as core capital. For affected banks
around the world, depending on the capital instruments
they currently employ, this would result in a considerable
need for additional capital that could amount to an ag-
gregate total of hundreds of billions of US dollars. The
Basel lll standards are set for implementation from 2012
onwards, but due to feedback from the banking industry
and in light of looming funding gaps, it looks as though a
lengthy transition period will be granted to give banks suf-
ficient time to meet the revised capital requirements,
mainly by retaining earnings.

USA with farther-reaching demands
For the US government, the Basel Il recommendations

do not go far enough, even though the USA never even
adopted Basel Il. The US government thus plans to intro-
duce additional forms of regulatory tightening such as
raising the premiums that big banks pay to finance the
Federal Deposit Insurance Corporation (FDIC) and impos-
ing a «financial crisis responsibility fee» of 0.15% on un-
covered liabilities for a period of ten years, as well as
proposals to restrict or prohibit banks from engaging in
certain business activities (proprietary trading, hedge
funds, private equity, derivatives). The list of new regula-
tions is long, and some legislative interventions such as
laws addressing account overdraft fees and credit cards
are already in force. The government is aiming to enact
the financial market reform bill in early July 2010. At the
moment it is still unclear when the bill’s various meas-
ures would go into force and how long the respective
transition periods will be.

European Union not yet in agreement

While the Obama administration wants banks to directly
bear the costs of any future crises, the EU is favoring a
bank tax that would be used to set up a contingency fund
that would serve to finance future bank bailouts. At the
last G-20 meeting of the world’s largest economies in
early June, a coordinated global bank tax proposed by the
International Monetary Fund and a few major EU member
states was rejected by countries including China, Canada,
Australia and Brazil. Instead, in mid-June the EU heads of
state and government agreed in principle that EU member
states should introduce systems of levies and taxes on
financial institutions to ensure fair burden sharing of cri-
sis costs. There was much less support for a separate
tax on financial transactions that is being urged, for ex-
ample, by Germany, France and Austria. Similar initiatives
were rejected at the recent G-20 summit in late June
2010 in Toronto. Hence, the unilateral levies and taxes
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are likely to lead to some competition distortions for EU
banks. Offshoring of affected business units in response
to that cannot be ruled out.

Concentrated risk posed by banking sector in the
G-10 countries

Country Total assets/ % accounted for by

GDP* two biggest banks
Belgium 5.2 3.1
Canada 2.4 0.8
France 5.6 2.0
Germany 4.6 1.0
Italy 2.2 1.1
Japan 3.0 0.8
Netherlands 4.8 3.2
Sweden 4.4 2.6
Switzerland 6.7 4.4
UK 6.3 2.3
USA 1.7 0.3

*Total assets of all banks divided by gross domestic product.

Source: June 2010 Swiss National Bank Financial Stability Report

Switzerland as a trailblazer?

Swiss banks occupy a leading position worldwide with re-
gard to risk-weighted capital ratios (Tier 1). However, this
capital-adequacy measurement concept will be sup-
planted or made more stringent by the introduction of
Basel Il (see above). Echoing Switzerland’s Financial
Market Supervisory Authority (FINMA), the latest Financial
Stability Report published by the Swiss National Bank
also spells it out plainly: the equity capital of the big
banks amounts to just 4% of the total assets on their bal-
ance sheets, which means that leverage remains high. If
hybrid forms of equity and debt (hybrid Instruments) as
well as tax credits are stripped out, the capital ratio
plunges to just around 1%. Under the new calculation re-
gime, the risk-weighted capital ratio will fall by up to half
compared to current readings. In addition, the «concen-
trated risk problem» (see table above) is prompting calls
to break up the big banks’ current organizational struc-
tures, which would necessitate separate capitalization of
all standalone legal entities while denying them recourse
to guarantees from the parent company in the event of a
crisis. To meet these regulatory requirements, bank
spokesmen say that the financial institutions would have
to double their equity base. That would have a dire im-
pact on their business operations, on their ability to pay
dividends and on jobs. It will be interesting to see what
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the final report and specific recommendations due out in
late August 2010 from the Swiss Federal Council’s «Too
Big to Fail» commission of experts will hold in store. In
any event, bear in mind that alternative courses of action
such as prohibiting banks from engaging in certain busi-
ness activities (like in the USA) would entail much higher
costs. FINMA recently communicated that it expects the
new capital adequacy rules to be implemented starting in
2012 regardless of any international postponements.
With regard to raising liquidity reserve requirements for
systemically important banks, specific measures have
been worked out and will go into force at the end of June
2010. The big banks, too, will benefit in the long run from
moderately tightened regulatory requirements. The latest
crisis has shown that a stable financial system is a fun-
damental prerequisite for the long-term competitiveness
of Switzerland’s financial industry. That’s especially true
for the wealth management business, which is an impor-
tant operational segment for Swiss banks.

Likely impacts not without problems

A common thread running through all of the regulatory
ambitions cited above is that if they are implemented in
their present form, they would make the cost of doing
banking business as we currently know it considerably
more expensive in part and would constrain banking activ-
ity. This would most likely hurt macroeconomic growth,
according to the Institute of International Finance (IIF), an
industry group representing the interests of banks world-
wide. It is therefore urgently necessary for supervisory au-
thorities and political institutions to enact and enforce
reasonable regulations that avoid creating competitive
disadvantages. Banks, in turn, must brace themselves for
presently difficult-to-quantify restraints on their earnings
potential due to the stricter capital adequacy require-
ments and additional levies on transactions. However,
the debate over tighter banking regulations and banking
taxes overlooks three key points. First, big banks in par-
ticular enjoy a certain amount of pricing power, which en-
ables them to raise prices for customers in response to
increased costs. Second, by abandoning certain business
areas, banks can profitably employ capital elsewhere
(business segment buildouts, acquisitions, stock buy-
backs, etc.). Third, most of the regulatory proposals will
probably be enacted in a watered-down form and/or with
long transition periods that should give banks ample time
to take suitable actions to minimize the adverse effects.



Operational influencing factors

Aside from the difficult political and regulatory climate,
the euro crisis as well has operational repercussions for
banks. For one thing, government bonds are increasingly
being viewed as risk positions. Moreover, the euro crisis
has a negative impact on refinancing and credit quality.

Direct exposure to southern European sovereign debt
The greatest attention is primarily being paid to banks’ di-

rect exposure to sovereign debt issued by southern Euro-
pean countries (Greece, ltaly, Portugal, Spain) and Ire-
land, with the spotlight particularly on Greek bonds. Con-
cerns about those countries’ ability to repay their bonds
stand in the foreground. A restructuring of their debt
would mainly affect French and German banks, but also
British and US financial institutions. A potential debt re-
structuring would lead to asset impairment charges at
banks similar to the writedowns seen during the US real
estate crisis. However, since the onset of the financial
crisis, most banks have substantially strengthened their
capital bases and continue to do so by retaining earn-
ings. Leaving aside the systemic risks, we believe that
most European banks would be able to cope with a re-
structuring of Greece’s sovereign debt. But if other
southern European countries as well take the debt re-
structuring route, banks might be forced to raise equity
capital. However, banks’ ability to absorb shocks has in-
creased on the whole since the financial crisis.

Refinancing costs on the rise

Since the outbreak of the euro crisis, most bond issu-
ance markets have frozen up, denying financial institu-
tions access to the capital markets. For those bonds that
can be brought onto the market, investors are demanding
big yield premiums. However, many European banks have
already refinanced a large part of their bonds due for re-
payment in 2010. But if the issuance markets remain
frozen for a protracted period, that could put some banks
in trouble. The situation on the interbank market is also
very tense and yield premiums are accordingly high. Re-
lief is being provided here by the European Central Bank
(ECB), which is offering unlimited liquidity (through repo
operations, for example). The ECB has relaxed its credit
standards and is now accepting even low-rated sovereign
bonds as pledgeable collateral, albeit with a certain dis-
count. This intervention by the ECB is important for re-
storing confidence on the markets and is likely to con-
tinue until the situation has calmed down again.

Special Topic

Credit quality affected by austerity efforts

Although the economic upturn boosted credit quality in
the first quarter of 2010, the fiscal austerity measures
adopted by a variety of countries will have a negative im-
pact on economic growth in the medium term. This, in
turn, is likely to further delay normalization on the credit
markets. We believe that most analysts have not yet ac-
counted sufficiently for this scenario in their earnings es-
timates. This means that we will be seeing some down-
ward revisions to earnings estimates. Then again, the
depreciation of the euro versus the USD and CHF acts as
a driver of additional economic growth.

Risks priced into banking stocks

We believe that the upcoming changes are already priced
into banking stocks’ current historically low valuations. In
addition, we believe that less regulatory uncertainty going
forward is positive for the sector. This presents venture-
some investors with attractive opportunities to buy quality
names that are strategically well-positioned, have broadly
diversified revenue streams and pay lucrative dividends.
Nonetheless, further politically motivated special taxes as
yet unknown, the risk of over-regulation and weaker than
expected economic growth in Southern Europe present
additional risks.

Our buy recommendations Credit Suisse, JPMorgan
Chase and UBS are affected less than average by the
altered operating environment. BBVA is hardly affected
from a regulatory standpoint, while BNP Paribas and
Société Générale are moderately affected from both. On
the whole, the asset managers Julius Baer and North-
ern Trust are the least affected.

Rainer Skierka, Daniel Bischof
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Austerity affects companies unequally

Spending on buildings and infrastructure, funding of technology advancement and healthcare spending are major i-
tems in government budgets in each country. The austerity measures formulated by governments will cause indus-
tries involved in the affected spending areas to face a corresponding drop-off in demand from the public sector. The
attendant impacts in the individual countries will vary greatly.

From stimulus programs to austerity

In late 2008, the countries of Europe announced a variety
of stimulus programs in an effort to cushion the impact of
the economic slump and rising unemployment. The stimu-
lus programs were aimed not just at boosting public-
sector demand for economic goods and services, but
were also designed to directly spur household consump-
tion. For instance, many European countries, led by Ger-
many, instituted generous cash-for-clunkers incentives in
an effort to boost private new car sales. Now that the
economy has regained its footing and the situation on the
world financial markets has settled down, governments
now want to exercise austerity because public budgets in
some countries have gotten dangerously out of whack.
Alongside employment and social spending as well as
expenditures earmarked for defense, education, re-
search, debt servicing and keeping the public administra-
tion running, other major budget items are spending on
buildings and infrastructure, funding of technology ad-
vancement and healthcare spending. This article takes a
closer look at the impact that budget-cutting in the latter
three areas will have on corresponding sectors of the
economy.

Impact on construction and infrastructure industry
Public budget cuts will be palpably felt

Leading European construction and infrastructure compa-
nies, given their extensive expertise in planning and exe-
cuting complex large-scale projects, especially rely to a
great degree on orders from the public sector. At most of
these companies, the public sector currently accounts for
40% to 60% of their order intake. But even during con-
struction booms like in 2006, which saw torrid private-
sector demand for construction services, the percentage
of public-sector orders for the construction industry in-
cluding also smaller companies still amounted to around
20%, breaking down to around 10% of building construc-
tion orders and around 60% of infrastructure orders. The

situation in the residential construction segment is
gradually stabilizing. However, since commercial con-
struction activity is unlikely to bottom out until sometime
this year, the private sector is hardly capable of offsetting
the curtailments in the public sector.

Very different situations in individual countries

The effects of the budget cuts envisaged by governments
will vary from one country to the next. For one thing, the
economic stimulus programs that are now being scaled
back were already different from one country to another in
terms of the total volume of government spending on
buildings and infrastructure. Moreover, the current eco-
nomic state of individual countries is very heterogeneous.
While the stimulus programs in Spain and Germany, for
example, made up around 22% of public-sector capital
expenditures on average, in France and the UK they ac-
counted for only around 5% and in Italy roughly 10%. In
contrast, given the economic disparities, the construction
industry in Germany, the UK, Poland, Switzerland and
Scandinavia is being bolstered by private residential
building activity. In addition, the countries of Central
Eastern Europe continue to benefit unabated from money
inflows from the EU cohesion fund. An overall moderate
development is expected in France and Italy in considera-
tion of the various influencing factors (budget cuts, state
of the current construction cycle, state of the general
economy). In contrast, the impact on the construction
and infrastructure sector will be severe in Spain, Portu-
gal, Greece and Ireland. The government of Spain, for ex-
ample, has announced that it is putting all planned high-
way and expressway projects on ice and cutting mainte-
nance spending for the existing road network by 15%.
This comes on top of a temporary suspension of many
construction projects that were already in progress.
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PPP solutions as an interesting financing alternative
Public-private partnerships (PPPs) present an alternative
financing model as a means of narrowing the widening
gap between the continued huge need for infrastructure
services and governments’ scant financial resources to
fund them. Under PPPs, private enterprises take over the
construction, operation and maintenance of infrastructure
projects (expressways, parking structures, hospitals, rail-
way lines etc.) on the basis of long-term concession con-
tracts granted by the state. The private partner also as-
sumes responsibility for arranging the financing through a
special purpose vehicle (a company founded specifically
for a given contracted infrastructure project). The PPP
model is presently in wide use in the UK, Italy, Denmark,
Belgium, the Netherlands and Greece. It is now also rap-
idly gaining importance in Spain, Portugal and Germany,
while it still has a lot of potential in France, Sweden and
Central Eastern Europe. In those latter countries in par-
ticular, big construction and infrastructure groups will be
adept at exploiting these future market opportunities.

Our preferred construction and infrastructure stocks
From our universe of construction and infrastructure
stocks, we recommend buying Holcim, Sika, Schindler,
Kaba, Saint Gobain and Vinci.

Impact on the solar and wind energy industry

The EU Commission directive speaks loud and clear: by
2020, 20% of power consumption must come from re-
newable energy sources. Essentially there are two ways
to promote this objective. Government incentive systems
via reduced value-added taxes or direct capital invest-
ment subsidies as well as guaranteed purchase prices
for electricity fed into the grid from renewable sources
(«feed-in tariff») are one possibility. Legal regulations
mandating that a certain percentage of electricity be pro-
duced using renewable energy and legislation obligating
power utilities to purchase electricity generated by private
citizens are the other possibility. While the incentive sys-
tems start by targeting private citizens, the legal regula-
tions work at the corporate level. In the context of the
proposed budget cuts in Germany, it was disclosed that
the government annually disburses EUR 6.8 billion of di-
rect subsidies and grants EUR 17.6 billion in tax abate-
ments for renewable energy. The Rheinisch-Westfalische
Institut flr Wirtschaftsforschung estimates that from the
year 2000 to 2010, the solar and wind power industries
in Germany will have received subsidies amounting to a
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total of EUR 64.2 billion and EUR 20.5 billion, respec-
tively.

Photovoltaics subsidy level impossible to finance

Greece currently has the highest feed-in tariffs in Europe.
Given the country’s pressing budget challenges, subsidy
cuts cannot be ruled out. Even before the budget crisis,
some European countries had already announced sizable
subsidy cuts for 2011. Retroactive cuts are also being
discussed as a possible option. The roughly 20% annual
price erosion on the component side coupled with high
feed-in remuneration fueled massive demand for photo-
voltaic installations. The subsidy cuts currently being dis-
cussed are moderate in relation to the price decline for
solar installations and the still high subsidization. The
percentage drop in component prices looks set to be in
the high-single-digit range for 2010. Against this backdrop
and in view of the direct monetary effect, further subsidy
cuts appear to be in store for this year and those to come.

Tougher conditions for wind energy projects
Wind farms are essentially set up by power-generating

companies in order to stay in compliance with various
government regulations regarding energy mix. Here, too,
there is an extensive system of incentives and subsidies
in place. Since wind farms are large-scale projects with
long planning times and long operating lifespans, gov-
ernment budget adjustments will have only a moderate
near-term impact, but the effects will last for a long time.
We foresee major adjustments in the general conditions
pertaining to new projects (tax writeoff possibilities, etc.).
Within the wind power market, offshore projects are likely
to be affected to a greater extent because they are much
more expensive than onshore projects due to their tech-
nical complexity. We expect that the EU renewable energy
directive will be adhered to, but a relative shift from solar
to wind energy (onshore) appears likely to occur. In the
solar energy sector, subsidy cuts primarily affect private
citizens, who react more sensitively to price changes.

Winners and losers

In the wind power sector, Nordex has elevated exposure
to the offshore business while onshore installations ac-
count for a large share of revenue at Vestas and Game-
sa. Since added expenses cannot be passed on to cus-
tomers in the form of higher prices, the upcoming sub-
sidy cuts will have less of an adverse operational im-
pact on Vestas and Gamesa than on Nordex. The solar




power sector requires a differentiated analysis. Solar
cell manufacturing equipment suppliers like Manz
Automation, Meyer Burger and Roth & Rau will profit
from continued high production volumes. Pure solar cell
manufacturers like First Solar, SolarWorld, Renewable
Energy Corporation (REC) and Q-Cells will be hit the
hardest by government budget cuts. Complete solution
suppliers like Phoenix Solar, SunPower and SolarMil-
lennium, will fall somewhere in between those two
groups. From our stock universe, we recommend buying
Siemens, which also occupies a leading position in the
wind energy market.

Impact on the healthcare sector

Austerity measures targeting drug prices

The market has barely had time to digest the healthcare
reforms in the USA, and now drug price reductions are al-
ready looming in Europe under the mantle of what’s often
referred to as «European healthcare reform». The name is
misleading, however, because the cost-cutting measures
are not being coordinated and the approaches being
taken by the very differently organized national healthcare
systems in Europe also vary considerably. Sixty to sev-
enty percent of healthcare spending in Europe is govern-
mentfinanced, with drug costs accounting for 15% to
25% of healthcare expenditures. Since drug prices in
Europe are set by the state, they are a logical target for
government austerity measures. The price-cutting resolu-
tions lower prices for branded drugs by around 20% in
Greece and 7.5% in Spain. Germany recently failed in its
attempt at healthcare reform, but that could become a
hot topic again relatively soon. Germany’'s plan was to
slash prices by an additional 10% on drugs covered by
state health insurers. The situation remains in flux: Italy
and the UK have announced austerity plans, but have not
yet disclosed when and to what extent that will affect
healthcare spending. A resumption of healthcare reform
efforts in Germany currently poses the biggest risk given
the relative size of that market (see table below).

Biggest countries’ share of European pharma market
Market size (relative)

Germany 18%
France 18%
Italy 11%
Spain 10%
UK 9%
Source: IMS

Special Topic

Price cuts can be contagious

In many countries, drug prices are set by means of a ref-
erence price system that uses prices in a selected bas-
ket of reference countries as a guideline. Under such a
system, prices in one country can have repercussions in
neighboring countries. A different mechanism that can
broaden the effect of price cuts is to legalize parallel im-
ports from countries with low prices into those with higher
price levels. Greece which already had the lowest drug
prices in Europe even before the latest round of cuts, es-
pecially stands in the spotlight here. However, pharma-
ceutical companies have a number of ways to keep paral-
lel imports largely in check, one of them being to keep
supply tight.

Generic drugmakers hardly benefit from austerity

Generic drug use in Europe generally lags far behind non-
branded drug use in the USA. There’s a lot of money-
saving potential that can be exploited here, but that will
only translate into higher sales volumes in the long run.
In the near term, the pressure to save money will impose
price cuts on the generic drug industry that are even big-
ger than for original drugs (e.g. cuts of up to 30% in
Spain) because there is still a lot of leeway here down to
the much lower generic prices in the USA. Generic drug-
makers therefore can hardly be considered beneficiaries
of European austerity efforts.

Impact on the leading drugmakers

Price pressure in Europe is nothing new for the pharma-
ceutical industry. On average it amounts to around 3% to
4% annually. The industry counters that, for example, by
optimizing fixed costs by shutting down production facili-
ties and by lowering selling costs by adjusting marketing
expenditures. Without factoring in any adjustments on the
cost side, the imposed price cuts announced to date
would clip 4% to 6% off pharmaceutical companies’ earn-
ings depending on the percentage of drug revenue they
generate in Europe (see table below). The impact can
even be much bigger on some midsized drug companies
that generate the majority of their revenue in Europe or in
countries severely affected by austerity measures. Sev-
eral pharmaceutical firms have communicated that they
see no reason to revise their outlooks in light of the price
cuts announced so far. However, the price pressure will
make it more difficult to beat profit forecasts for this
year.
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Percentage of consolidated revenue accounted for by
European pharma sales

% %
AstraZeneca 31% | Novartis 23%
Pfizer 29% | GSK 23%
Merck & Co. 26% | Abbott 23%
JNJ 26% | Roche 23%
Sanofi-Aventis 26% |BMS 22%
Eli Lilly 24% | Bayer 13%

Source: Sarasin

Our preferred stocks in the healthcare sector

From our universe of healthcare stocks, we recommend
buying Novartis, Roche, Basilea, Bayer, Abbott, Amgen
and Genzyme.

Philipp Gamper, David Kagi, Rainer Mannle
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The fiscal stimulus is fading

The fiscal and monetary stimuli triggered a spectacular economic upswing, which has kept up since H2 2009. La-
bour markets have also started to recover since the beginning of 2010. However, leading indicators have peaked in
the meantime. The end of fiscal impulses will trigger an economic slowdown in the second half of 2010. The reduc-
tion in credit bubble excesses will continue to act as a brake until the beginning of 2011. On the other hand,

emerging market countries will underpin global growth.

Euro crisis highlights the limits of fiscal stimuli

The second quarter of 2010 was dominated by the de-
bate surrounding the euro crisis. As we pointed out in the
Special Theme, we believe that fears of a disintegration
of the euro and a debt moratorium are exaggerated.
Nonetheless, the upsurge in fears very clearly shows the
limits of the expansive fiscal policy. Governments cannot
run up large debts without investors receiving an ade-
quate risk premium. It goes without doubt that these fis-
cal programmes played a decisive role in the global econ-
omy’s very rapid recovery. At their peak in 2009, trans-
fers to US households contributed more than 4 percent-
age points to US economic growth. Without these trans-
fers, US gross domestic product (GDP) not only would
have shrunk by just 2.4% in 2009, it would have dropped
by more than 6%. Governments in other countries also
made substantial contributions to economic growth. This
was the only way the deepest recession in 80 years could
be overcome. But with the increasing nervousness in the
financial markets regarding the rising level of debt, cuts
are on the cards.

US: GDP growth with and without stimulus
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US: Unemployment rate drops on rising orders
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Investments and the labour market recover

The big question on everyone’s lips is whether the global
economy is already robust enough to sustain these cuts.
The combined forces of monetary and fiscal policy have
indeed prompted a strong upswing in investment activity
since mid-2009. In the USA, new orders in the capital
goods industry have risen by 20% yoy, and in Japan and
Germany in each case by about 30%. The recovery in in-
vestments and purchases of new machinery should also
support the creation of new jobs. The above chart shows
that the unemployment rate lags growth in orders in the
capital goods industry by about six months. Moreover,
our expectation has now been confirmed by the data:
employment has picked up in all regions of the world.
Employment in the USA, Japan and Europe has expanded
since Q1, short-time work has been scaled back and the
number of vacant positions has increased. The recovery
in the labour market is the first condition that has to be
met before the upswing can become sustainable. It will
be some time before the other two conditions (stabilisa-
tion of the housing market and lending) materialise.
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Cyclical indicators have peaked
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Business climate indicators are about to weaken

Nevertheless, one should not overlook the fact that the
labour market is a lagging indicator. Still, the leading in-
dicators definitely peaked in Q2 and most of them are be-
low their highs. Hence, they point to record-high economic
growth in Q2 2010; however, our simulations, which are
based on statistical analysis, show that the decline in
business climate indicators will continue and should ac-
celerate from Q4 2010. The average for the past ten
strong upswings indicates that the US business climate
indicator (the ISM manufacturing) alone could lose as
much as 10 points over the next six to nine months and,
as a consequence, drop below the level of 50, which
separates growth from contraction. Consequently, eco-
nomic growth in 2011 should be lower than it was in
2010. Based on historical data analysis, the economy
should start to regain momentum from Q2 2011.

Growth impulses run out

The reasons for the imminent economic slowdown are
similar to those in every upswing after a deep recession.
The first mechanism is the discontinuance of fiscal policy
impulses, e.g. the cash-for-clunkers scheme. Bringing
demand forward means less is consumed in the following
year. The second mechanism relates to monetary policy.
Interest rate cuts make projects profitable that do not
make a profit when interest rates are higher. Once these
projects have been realised, the stimulus runs out, and
no more new demand is created. The most important fac-
tor, however, is the inventory cycle. Strong recoveries af-
ter recessions tend to be extended by companies having
to build up inventory levels cleared in the recession, in
order to meet the rising level of demand. But at some
stage, inventories will reach an excessive level because
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demand does not grow at the same pace. Production has
to be throttled back; growth slows.

Are austerity programmes a stumbling block?

Whether the cooling will lead to a renewed recession
(double-dip) largely depends on how the economic au-
thorities respond. At first sight, the savings programmes
announced to date by the governments in the US, Ger-
many, lItaly, Spain, Portugal and Greece indicate a big
braking effect. But if we examine the measures more
closely, we realise that they are designed to stretch over
four years and that only small restrictive effects can be
expected in the initial years. Regarding Germany’s sav-
ings endeavours, the government envisages a net new
debt reduction of EUR 80 bn over the fouryear period.
This is only a little over 3% of GDP. But in the first two
years, it expects to save just EUR 10 bn p.a. This braking
of 0.4 percentage points of the GDP is unlikely to curtail
growth unduly, especially when one considers that the
euro weakening will trigger a significant export impulse in
Europe. We expect the impending economic slowdown to
resemble the usual pattern of a slight economic slow-
down that repeats itself every two to three years.

US banks lower lending & hold government bonds
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Economic weakening sparks deflation fears

In our base-case scenario, growth will slow in 2011, be-
low its potential. This means that the recovery in the la-
bour market will stall worldwide. This should also nip any
upside pricing pressure in the bud. In fact, industrial ca-
pacities are by no means fully stretched. Production lev-
els are still about 10% below the peak in 2007 and
2008. Since the output gaps are still sizeable, inflation
should not be an issue in the coming two years. On the
contrary, the below chart shows that despite the V-shape



recovery in the OECD area, inflation in the industrialised
nations has continued to decline. A comparison with the
last recession in 2001 shows that core inflation contin-
ued to decline into 2004, i.e. three years after the recov-
ery. However, inflation today is already lower than it was
then. The impending economic slowdown will likely fan
deflation fears again.

OECD: Inflation in reverse despite recovery
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Growth in the monetary base is not inflationary

Thus, central banks in the large economic blocks will still
have every reason to keep monetary policy expansionary.
Due to the quantitative easing, central banks have in-
creased the money supply significantly. Among normal
citizens, this tends to fan inflation fears rather than defla-
tion concerns. The interventions by the Swiss National
Bank (SNB) in the foreign exchange market and the Euro-
pean Central Bank (ECB) in the government bond markets
have even accelerated the growth in the monetary base.

OECD: Monetary base grows, but money velocity drops
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In addition, there are fresh liquidity-boosting programmes,
which are designed to combat the money market ten-
sions triggered by the euro crisis. But whereas the narrow
money supply has risen quite significantly, growth in
broad money remains low. This suggests a continuing de-
cline in the money multiplier. Also, the velocity of money
has continued to decrease, albeit at a slightly slower
pace. All this suggests that banks are not using the fresh
money to create money. It is not circulating any faster, so
it is not inflationary.

Reduction in credit slows prices and growth

However, the deleveraging process remains the biggest
brake on price inflation and economic expansion. In the
real estate bubbles in some parts of the global economy,
private households ran up debts to finance a higher level
of consumption. When real estate prices plunged, many
properties were worth less than the mortgages on them.
Also, the real estate market in most countries has not
recovered yet. In the USA, in particular, demand for real
estate was supported by tax incentives in the past few
months; there is still a risk of a relapse in house prices.
In any event, households must increase their savings
rates and repay their debts. Those who do not manage to
achieve this will go bankrupt and the bad loans will have
to be written off by the banks. The worldwide losses in
the global banking system during the real estate crisis
and the subsequent recession currently amount to USD
1500 bn. A further USD 750 bn in losses should be ex-
pected, according to the estimates of the International
Monetary Fund (IMF). The write-offs and provisions
needed to absorb these losses are preventing banks
from granting new loans. As a result, economic growth
lacks an important pillar of support.

Decline in lending dampens price surge
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Credit excesses eradicated as of 1H 2011

It will take a while for the credit bubble excesses to be
absorbed. Even if the central banks take countermea-
sures, the braking effect of private households and lend-
ing will continue for now. But if banks’ write-offs continue
at the same pace, the recapitalisation process should
come to an end at the beginning of 2011. Also, the ex-
cess supply of real estate appears to be progressively
decreasing, further reducing the risk of a relapse in
prices. We therefore expect this brake on economic
growth to fall out of the picture during H1 2011. This
should remove the chief obstacles to a fresh acceleration
in economic growth. Our only concern over the next few
years will therefore be fiscal consolidation.

Emerging markets will support growth

A real estate crisis which forces households to raise the
savings rate has not occurred in every region of the world.
That said, the real estate bubbles (e.g. in the USA, the
UK and Spain) were mostly financed by capital imports
from other industrialised countries (e.g. Japan, Germany
and Switzerland). The banks of the capital-exporting coun-
tries were closely linked to the banks of the capital im-
porters. This was how the negative ramifications of the
real estate crisis could spread to the creditor countries.
As a result, banks across the globe have write-off re-
quirements. Deleveraging, which slows growth, is there-
fore a global phenomenon. There are several exceptions
in the emerging markets. Their financial systems were
not sophisticated enough to participate in the fatal secu-
ritisations.

Many emerging markets have twin surpluses
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Macroeconomic forecasts
2008 2009 2010 2011

World GDP (% YoY) 3.2 08 45 35
USA GDP (% YoY) 04 24 33 20
Unemployment (%) 58 9.3 9.6 9.8
Inflation (CPI, %) 3.8 03 14 15
Euroland GDP (% YoY) 04 41 16 15
Unemployment (%) 7.6 94 97 95
Inflation (CPI, %) 3.3 03 1.0 1.0
Japan GDP (% YoY) -1.2 5.3 35 0.8
Unemployment (%) 40 51 5.0 b.2
Inflation (CPI, %) 1.4 1.3 -0.8 -0.3
SwitzerlandGDP (% YoY) 1.8 -1.56 22 1.4
Unemployment (%) 26 3.7 4.2 3.8
Inflation (CPI, %) 24 05 1.0 1.0
China BIP (% YoY) 9.1 85 106 9.9
Inflation (CPI, %) 59 0.7 3.7 3.1

Source: Sarasin

This represents an opportunity for the global economy.
Many emerging markets, above all those in Asia and the
Middle East, stand out due to their current account sur-
pluses and balanced budgets. Whereas lending in the de-
veloped world needs to scale back, it has scope to ex-
pand in emerging market countries. At the same time,
high savings ratios indicate untapped consumption po-
tential. The emerging markets will make another notewor-
thy contribution to global growth also during the impend-
ing cooling. Thus, they will be able to help to stabilise the
global economy and ensure that the upswing eventually
becomes sustainable.

Dr. Jan Amrit Poser
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Debt crisis still driving bond markets

The flight to safe havens triggered by the debt crisis in the Euroland periphery has led to record low interest rates
in Switzerland and Germany. In the countries on the periphery of Euroland, however, interest rates have risen
strongly. The bond purchases by the ECB were only able to prevent this in the short term. Because of the debt cri-
sis and the looming economic downturn, the central banks will stick with their zero interest rate policies over the
coming twelve months. Combined with a subdued inflation trend, this will probably ensure low interest rates at the
long end of the yield curve. Nonetheless, because of the high valuation of government bonds, a reversal over the

short term cannot be ruled out.

Flight to safe havens

The second quarter was both a wonderful and at the
same time a terrible one for government bonds. This de-
pended on whether you were positioned at the centre or
at the periphery of Euroland. The debt crisis in Europe
brought a number of markets on the periphery practically
to a standstill, a development that was associated with a
sharp rise in yields. Thus shortly before the European
Central Bank (ECB) intervened, yields in Greece were over
12%, in Portugal over 6%, and still at 4.5% in Spain. On
the other hand, bonds in the core states of Euroland
benefited. This applied in particular to German govern-
ment bonds, which for a time listed an interest rate of
2.5%. Swiss Confederation bonds, the classic safe ha-
ven, were also able to benefit from the panic on the
fringes of Euroland. Interest rates of 1.5% represent a
new record even for low-interest Switzerland.

ECB: exit postponed

Interest rates in Switzerland and Germany would pre-
sumably have fallen still further had the ECB not inter-
vened determinedly in the markets. In fact, the ECB had
been preparing the money markets for a gradual normali-
sation of the overgenerous liquidity supply for a while.
However, after it became apparent that the debt crisis
was spilling over onto the money market, the ECB did a
U-turn. Many European banks have financed their US fi-
nancial investments through euro money market loans.
The sharp fall in the euro caused demand for USD money
market instruments to soar. However, because US money
market funds, fearing the exposure of European banks to
periphery bonds, were no longer prepared to offer them
the money market loans to the extent they desired, ten-
sions developed on the money market. The collapse of
the money market was an important factor in the severe

recession of 2009 after the Lehman failure. The fear that
the Euroland debt crisis could also lead to a collapse of
the money market may have been a principal reason for
the abrupt turn-around on the part of the ECB. Instead of
gradually reducing liquidity as it had announced it would
do, the ECB began to purchase government bonds of the
countries on the periphery of Euroland at the start of
May. In this way it was able to remedy the illiquidity in
these markets in the short term. The interest rates for
Greek 10-year bonds fell by almost half within a few days.
However, the easing did not last long, and government
bonds were once again in a tailspin by mid-June.

Periphery bonds under pressure, core bonds benefit
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Zero interest rate policy continues

The Euroland debt crisis may have spiked the guns of
other central banks too. Several central banks may have
been toying with the idea of gradually moving away from
the zero interest rate policy due to robust economic
trends and the normalisation on the financial markets in
recent quarters. The uncertainty with regard to the gen-
eral economic picture caused by the debt crisis will
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probably delay an increase in interest rates on the part of
the central banks in all the key industrialised countries
for the time being. Thus both the Swiss National Bank
and the US Fed referred explicitly to the debt crisis in
Europe when they announced in June that they wished to
continue the present zero interest policy. Whether inter-
est rate rises are still in the offing for later in the year
remains questionable. It is true that we anticipate an end
to the debt crisis towards the end of the year. However,
in our opinion the economic outlook will darken signifi-
cantly in the second half of the year. Faced with the risk
of a renewed downturn, the central banks will probably err
on the side of caution and delay the planned exit from
the zero interest strategy until well into 2011.

Bonds at the long end protected by the downturn

We see hardly any changes at the long end of the yield
curve either over the next twelve months. The phase of
record low interest rates is set to continue into 2011.
The zero interest rate policy that we anticipate should it-
self prevent any significant rise in interest rates. Added
to which, the imminent downturn will also serve to shore
up government bonds. In times of economic uncertainty,
risky asset positions are divested and government bonds
are increasingly sought after. On the inflation side we
proceed on the assumption that the low point in the infla-
tion trend will be passed during the course of the second
half of the year, and that we must then be prepared for
rising inflation rates. However, because of the continuing
low capacity utilisation in the economy and high unem-
ployment, the rise in inflation will be moderate. A slight
rise in inflation therefore represents no risk for bonds
over the coming quarters.

Hardly any upside potential left

Bonds will probably be protected over the next twelve
months by the continuing expansionary monetary policy
and a cooling of the economy. However, dangers lurk in
the long term. AAA-rated government bonds have bene-
fited enormously in recent months from the flight of in-
vestors into safe havens, and are currently trading at very
respectable levels. The following table shows what inter-
est rate we anticipate on average over the coming years.
Nominal interest rates should follow the nominal growth
rate of an economy over the long term (potential growth
and inflation). Due to the strong increase in indebtedness
in several countries, there is an additional risk premium
on top of this. Government bond interest rates are in
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some cases currently trading far below this «fair value»,
to be expected in the long term.

Anticipated 10y rates in industrialised countries

Potential Risk pre-
Inflation growth mium  Fair value
us 2.0% 2.0% 0.5% 4.5%
BD 1.8% 1.5% 0.5% 3.8%
CH 1.0% 1.5% 0.0% 2.5%
UK 2.0% 1.5% 1.0% 4.5%
JP 0.0% 1.0% 1.0% 2.0%

Source: Sarasin

Potential for a reversal in the short term

The risk of a reversal exists not only in the long term.
This risk is present in the short term too. Admittedly, con-
fidence in those countries on the Euroland periphery will
probably not return very quickly. However, it is becoming
apparent that the effect of the debt crisis on other mar-
kets is declining.

Weakening correlation between markets
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The correlation between movements in Greek and Ger-
man bonds (or between Swiss and Spanish bonds) was
strongly negative in mid-May; this was the flight from
Greek bonds into German securities. However, in the
meantime the correlation has lessened. In other words,
although we continue to anticipate challenging circum-
stances with respect to Euroland periphery bonds, Ger-
man and Swiss bonds may no longer benefit from this, or
may even suffer a reversal. If this reversal should turn out
to be a sharp one, this might even be construed as an
opportunity for entry, in the light of the overall positive
outlook for bonds in the coming twelve months.



Interest rate forecasts (%)

30 Jun 3Q10 4Q10 1Q11 2011

USD Fed Funds 0.25 0.25 0.25 0.25 0.25
3m LIBOR 0.53 0.40 035 0.35 0.40

10y Bond 295 3.25 3.00 3.00 3.25

EUR Repo 1.00 1.00 1.00 1.00 1.00
3m LIBOR 0.714 0.70 0.70 0.90 1.00

10y Bond 2,52 3.00 3.00 2.75 3.00

CHF 3m Target 0.25 0.25 0.25 0.25 0.50
3m LIBOR 0.11 0.10 0.25 0.25 0.50

10y Bond 1.51 1.75 1.75 1.75 2.00

GBP 3m Target 0.50 0.50 0.50 0.50 0.50
3m LIBOR 0.73 0.55 0.55 0.55 0.55

10y Bond 3.31 3.50 3.25 3.25 3.50

JPY  3m Target 0.10 0.10 0.10 0.10 0.10
3m LIBOR 0.24 0.20 0.20 0.20 0.20

10y Bond 1.05 1.00 0.75 0.75 1.00

Source: Sarasin

Corporate bonds have taken a hit...

Following the successive decline in the risk premium be-
tween corporate and government bonds in recent quar-
ters, corporate bonds suffered a reversal over recent
weeks. Corporate bonds have also suffered from the risk
aversion created by the debt crisis. In the medium term,
however, the potential offered by corporate bonds re-
mains intact. The default rate of corporate bonds, our
most significant factor in their fundamental analysis,
peaked at the end of last year and has been steadily de-
clining ever since.

...but potential still exists

We anticipate that the default rate will decline over the
remainder of the year. The credit terms for corporations
have improved sharply over recent quarters. In addition,
the trend in corporate profits is set to further improve.
Both these factors are closely correlated with the default
rate for corporate bonds and point to a further decline in
that rate, which offers potential for a further decline in
the credit spread between corporate and government
bonds. The risk for corporate bonds consists in the dan-
ger of a stronger than expected economic downturn. This
can lead to a situation whereby the decline in the default
rate does not persist and that, instead of a further nar-
rowing of credit spreads, they start to widen.

Bonds

Credit spreads have further potential
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Tighter monetary policy in emerging markets

The discrepancy between the monetary policies of the in-
dustrialised nations and the leading emerging market
economies, which was already apparent at the beginning
of the year, continued in 2Q10. Brazil’s central bank
made a further interest rate adjustment due to the strong
recovery in the country’s economy in June, for example.
The more restrictive monetary policy in the key emerging
market economies is set to continue over the coming
quarters. However, a throttling back of the tempo is to be
expected. On the one hand, the cooling of the global
economy which we anticipate will also be accompanied by
a weakening of demand for raw materials and intermedi-
ate products, which will impact on emerging market ex-
ports in particular. On the other hand, China has an-
nounced that it will allow the renminbi to appreciate. Be-
cause a more restrictive monetary policy is already being
pursued with the revaluation of the currency, the pressure
to raise interest rates is likely to ease.

Dr. Alessandro Bee
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Swiss franc still popular as a safe haven

Confidence is growing that the euro will survive its recent trial by fire. Even so, its recovery will be only short-lived:
the relative monetary policy will support the dollar, while the Swiss franc will still be in demand as a safe haven
currency. The reform announcement by China was largely symbolic: a strong renminbi appreciation is not expected.
China’s pace of economic growth is set to slow, which would in turn put pressure on the Australian dollar.

Turbulent times for the euro

Given the precarious state of public finances in a number
of peripheral Euroland countries, concerns have steadily
grown in recent months that the euro may not be able to
survive in its current form. The value of the single Euro-
pean currency has fallen sharply. The massive interven-
tion by the Swiss National Bank (SNB) in the currency
market was also unable to halt the euro’s slide against
the Swiss franc. However, the worst fears have been al-
layed by the rescue package of 750 billion euros. Con-
trary to popular belief, European politicians do in fact
seem to be capable of a swift collective response in
times of crisis. The German chancellor Angela Merkel
was right to say that the common currency should be
seen as a common responsibility. Realistically, quitting
the euro is not an alternative: neither for the core coun-
tries with healthy public finances nor for the highly in-
debted peripheral countries of the European Union.

High net positioning against the euro

8 1.60
6

4 "\ A A-‘ 1.50
2

A Y A
AW
. 130
. A r
-10 \A 1.20
12
-14 110

08 09 10

Net Long EUR-USD in bn EUR EUR-USD (right scale)

Source: Bloomberg, Sarasin

High net positioning against the euro

Fears of the euro collapsing are overdone. As data from
the Chicago Mercantile Exchange show, players in the fi-
nancial markets are gradually becoming more confident
that the euro will survive the current trial by fire. Non-

commercial dealers have scaled back their net positions
versus the euro from a record level of EUR 11 bn to 7 bn.
However, the volume of euro short-selling is very high
compared with historical levels. If these investors adjust
their positioning, it could trigger a short-term recovery in
the euro.

Austerity packages will weaken the euro

Any recovery of the euro against the dollar is likely to be
only short-lived, however. Future rescue packages for
struggling EU member states will be linked to tough aus-
terity measures. The problem countries have already
slashed public spending in an attempt to bring their pub-
lic finances into order. Austerity measures have even
been announced in Germany, whose cyclical budget defi-
cit of -1.3% of gross domestic product (GDP) in 2010
looks far healthier than the US or the UK. These meas-
ures will dampen economic growth in Europe, thereby de-
laying any moves by the European Central Bank (ECB) to
tighten its very loose monetary policy. In fact by starting
to buy up government bonds, the ECB has encouraged a
further relaxation of monetary conditions. The ECB will
not attempt to halt the downward slide of the euro. After
all, a weak currency helps to support exports, while at the
same time partly compensating for the lack of growth
stimulus from fiscal policy.

Relative monetary policy supports the dollar

The US economy has expanded at a significant rate in re-
cent quarters. The USA should retain its head start over
Euroland for the time being. Whereas Euroland has been
forced by the financial markets to take drastic consolida-
tion measures, these measures will be much milder in the
USA. The different fiscal policies will be reflected in the re-
spective monetary policies. The European Central Bank’s
balance sheet has already grown at a stronger pace than
the Fed’s in recent weeks. This trend is likely to continue,
which will give the greenback an added boost.
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SNB no longer wants to intervene

In its June monetary policy review, the SNB has relaxed
its threats of currency interventions. In recent months,
the SNB warned that it would «take decisive action to
counteract any disproportionate appreciation of the Swiss
franc versus the euro». Now the SNB only wants «to take
all necessary measures should depreciation risks arise
and pose a renewed deflationary threat as a result of a
stronger Swiss franc». It looks as if the SNB is abandon-
ing its traditional campaign to combat any further appre-
ciation of the Swiss franc. This shows that the SNB is
now more confident about the health of the Swiss econ-
omy. The SNB predicts real GDP growth of 2.0% for
2010, compared with the previous forecast of 1.5%. The
SNB warns that the strong franc will act as a brake on
Swiss exports. «But export activity will be supported by
growing demand from abroad», says the SNB. The SNB
even adds that «the threat of deflation has more or less
vanished in Switzerland». We think it is still too early to
argue that the threat of inflation has passed. The real
reason for this bold statement is that the SNB is becom-
ing increasingly uncomfortable with the steep rise in its
own foreign currency reserves. After all, the fear of defla-
tion was the sole reason for the SNB to counter the ap-
preciation of the Swiss franc by purchasing foreign cur-
rency.

SNB balance sheet: Sharp rise in FX reserves
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Growing discomfort with high FX reserves

Since the start of its currency interventions, the SNB’s
foreign currency reserves have increased by approxi-
mately CHF 192 billion. This represents a five-fold in-
crease, and they now make up 77% of the total SNB bal-
ance sheet. In May almost 85 billion was required
(roughly equivalent to 16% of Swiss GDP) to halt the
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euro’s slide versus the franc. The foreign currency inter-
ventions threatened to become a bottomless pit. Such
high foreign currency reserves represent a significant cur-
rency risk, however. Furthermore, the SNB has a high
concentration of debtors, as its investments are concen-
trated on a handful of large countries. But the SNB was
keen not to expose itself to even further risks. Does this
mean that the Swiss franc will now be left to shoot up-
wards?

The franc remains strong

The EUR-CHF exchange rate will not go into freefall. The
acute panic over a possible break-up of the euro has
abated. Thus, the upward pressure on the Swiss franc
should also ease off. In addition, the SNB is keeping fur-
ther currency interventions on the backburner in case of
an emergency. If the strong franc threatened to throttle
economic growth in Switzerland, the SNB would intervene
again in the foreign exchange market. But in light of the
high foreign currency holdings and corresponding balance
sheet risks, we think the SNB would start to actively in-
tervene only when the EUR-CHF franc exchange rate
reached 1.25. The franc should not weaken substantially
until the end of the year. The leading economic indicators
for the global economy have now peaked. We expect the
current global growth spurt to peter out during the second
half of 2010. Concerns about the economy will resurface.
In this environment, there will be continuing demand for
the Swiss franc as a safe haven.

Chinese growth will drive the AUD in the short term
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Aussie dollar is not a free lunch

Given the debt problems experienced by the peripheral
eurozone nations, investors are being attracted to the
sovereign bonds of those countries with less debt. Aus-



tralia looks very appealing thanks to its rock-solid public
finances. Gross debt «down under» only amounts to 20%
of GDP. In addition, the yield on 10-year Australian gov-
ernment bonds is around 5.1%, making them more at-
tractive than the classic safe havens. In order to benefit
from higher interest rates, however, investors have to be
prepared to accept a substantial foreign currency risk.
While it is true that healthy public finances offer a struc-
tural advantage, other factors dictate future currency
trends in the short term. The Australian economy is heav-
ily geared towards the commodities sector. China is the
main driver of growth, given its huge demand. If China's
pace of economic growth starts to slow this could under-
mine commodity prices, which would in turn put pressure
on the Australian dollar.

Chinese renminbi will appreciate only slightly

The People’s Bank of China (PBoC) announced a reform
of its exchange rate mechanism to enhance the flexibility
of the Chinese renminbi. The Chinese currency has been
pegged to the US dollar since mid-2008. The USA has
accused the People’s Republic of China of keeping its
exchange rate artificially low in order to benefit from the
ensuing global trade advantages. Nonetheless, expecta-
tions of a strong renminbi appreciation against the
greenback are likely to be disappointed. The Chinese cur-
rency has barely changed against the US dollar since the
reform was announced. The PBoC even stated that there
was no scope for a bigger appreciation because the cur-
rent account surpluses were low. This is China’s way of
repelling any speculative capital inflows, so-called «hot
money inflows». If speculators who bet on a renminbi ap-
preciation were rewarded, the capital inflows could stoke
the danger of its economy overheating. The reform an-
nouncement was thus largely symbolic, designed to de-
fuse the tensions in the Sino-American currency dispute.
That said, a strong renminbi appreciation is not expected.
If global economic growth were to weaken in 2H10, China
would not want to additionally burden its export industry
with a stronger currency.

Cyclical recovery in the pound sterling to continue

Political uncertainties have put sterling under heavy pres-
sure. But the urgent need to bring Britain's public fi-
nances back on track seems to be uniting the new coali-
tion government. An independent monetary policy and a
separate currency give the UK unique advantages. This
allows the Bank of England to carry on purchasing UK

Currencies

gilts. This solution will prevent speculators from betting
on UK plc going bankrupt. But that’s not the long-term
driver for sterling, which has proven to be an extremely
cyclical currency in the past. This can be seen in the
close correlation between the British currency and the UK
business climate index. This correlation explains the
hefty drop in 2008. At the moment the external value of
sterling is much weaker than would be expected at this
stage of the cycle, however. Sterling should benefit from
this.

Sterling is a cyclical currency

20 110
10 A\ 105
o o / \
Wh-J] 100
-10 A AN
o5
-20 |

-30

\ | 90
-40 \ 8%
-50 \WM 80

-60 75
98 99 00 01 02 03 o4 05 ' 06 07 08 09 10
UK industrial confidence
— UK real effective exchange rate(R.H.SCALE)

Source: Datastream

Exchange rate forecasts

30/06 3Q10 4Q10 1Q11 2Qi1
EUR-USD 1.22 1.20 1.15 1.13 1.10
EUR-CHF 1.31 1.35 1.32 1.30 1.40
USD-CHF 1.08 1.12 1.15 1.15 1.27
EUR-GBP 0.82 0.80 0.76 0.74 0.76
GBP-USD 1.49 1.50 1.51 1.53 1.45
AUD-USD 0.84 0.86 0.81 0.78 0.80
USD-JPY 88.4 90.0 90.0 90.0 95.0
USD-CNY 6.78 6.71 6.65 6.58 6.50

Quelle: Sarasin

Ursina Kubli
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Equity strategy: Summer rally looks likely

The uptrend on the equity markets in Q2 2010 came to an abrupt halt due to the debt crisis in the Euroland. How-
ever, the stock market correction appears overdone in the short term and there are good reasons to expect a
countermovement at the beginning of the third quarter. But when the expected summer rally ends, the equity mar-
kets are likely to resume the downward trend that began in April. Since the global leading indicators passed their
peak in Q2 2010, growth fears will increasingly dampen investor sentiment in autumn.

Rising risk aversion leads to a sharp correction

The escalation of the Greek debt crisis and the potential
risks of contagion for the remaining euro countries were
the true catalysts for the stock market correction in Q2
2010. At first, it looked as if the massive bailout pack-
age, which the European Union (EU) and the International
Monetary Fund (IMF) had cobbled together at the begin-
ning of May, would calm the markets and lead to a recov-
ery. The fireworks in the European equity markets and the
recovery in Greek bond prices were short-lived, however.
In May, risk aversion ratcheted upward to its highest level
since March 2009 and by the end of Q2 2010, it was still
much higher than the level recorded at the beginning of
the quarter.

Significant rise in risk aversion in Q2 2010
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Debt crisis sparks growth fears

As the EU/IMF bailout virtually rules out any possibility of
a Greek sovereign bankruptcy at least for the next three
years (see special topic on the euro crisis), investors’ at-
tention is gradually shifting toward the medium-term rami-
fications of the high level of government debt. The proc-
ess of fiscal consolidation will certainly affect growth in
Europe over the next three to five years. Nonetheless, the

crucial factor that shapes the equity markets’ outlook lies
elsewhere: before the euro debt crisis escalated,
clear that the economic cycle was near its peak. The lat-
est macro data, such as the European Purchasing Man-
agers’ Index (PMI), indicate the rise in risk aversion could
speed up the trend reversal. Historically, a decline in
leading indicators means a below-average equity market
performance.

it was

Global leading indicators and the equity markets
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Downtrend is not over...

The correction in Q2 has already consumed the lion's
share of the stock markets’ setback potential, expected
by us for 2010. Provided the global economy does not
slip into a new recession but instead — as we expect —
experiences a mild slowdown in growth towards the end
of the year, the equity market indices at year-end should
be at a similar level as today. The equity markets rarely
move sideways for an extended period of time, however.
Rather, major countermovements take place in upward as
well as downward-trending markets. Given that the up-
trend in the equity market lasted from March 2009 until
April 2010, the current downtrend should come to an end
only in H1 2011, together with a stabilisation of the
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global leading indicators. Nonetheless, a number of fac-
tors suggest that a countermovement will take place in
Q3 2010.

...but there are good reasons to expect a summer rally

First, corporate earnings should continue to spring posi-
tive surprises. The macro data, especially in the manu-
facturing industry, were extremely robust in Q2 2010. The
global purchasing managers’ indices are well above 50
and signal strong expansion. In the USA, new orders have
even surpassed a level of 60 (see chart below). During
this phase of the economic cycle, analysts tend to under-
estimate the recovery in earnings, which means strong
upward earnings revisions are on the cards. We expect to
see significant upward earnings revisions also in the Q2
reporting season, i.e. from mid-July till the end of August.

USA: ISM new orders and earnings revisions
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Negative news situation is exaggerated

Second, investor attention should shift from negative to
positive news - especially in connection with the favour-
able corporate results. The newsworthiness of sovereign
debt fears will recede over time and positive economic
growth, particularly in the emerging markets, should
make positive headlines again. Since investors’ expecta-
tions adjust quickly, a two to three-month period of worse-
than-expected macro data is generally followed by a pe-
riod of better-than-expected data.

Market sentiment indicators are no longer optimistic
Third, market sentiment indicators, which investors
should watch very closely in a volatile environment, have
entered neutral territory and are no longer as optimistic
as they were at the beginning of Q2 2010.
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Several indicators, such as the put/call ratio, which we
regularly monitor, sent a buy signal at the end of May,
whereupon it staged an immediate interim recovery.

Ratio of the traded volume of put to call options
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We will carefully monitor our various market sentiment
indicators in Q3 2010 as well. The time to sell equities to
protect the portfolio against the next downward phase on
the equity markets will be at the latest when optimism
gains currency among investors.

Philipp Béartschi, CFA
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Regional strategy: Attractive emerging markets

We upgraded our emerging market equities weighting to neutral after the setback in the second quarter. Emerging
market equities are inexpensive and should profit the most from a decline in risk aversion. Moreover, the earnings
risks compared to US equities are lower. Within Europe, we continue to focus on core countries, including Switzer-

land and the UK, while avoiding the Euroland periphery.

Europe: Core Europe profits from a weak euro

The impact of the euro crisis (see Special Topic) on the
individual regions of the Euroland differs greatly. While
the equity markets on the periphery have already suffered
greatly due to the rise in risk aversion, core countries and
Germany, in particular, have even profited - at least in
relative terms.

Performance of the Eurostoxx and the DAX vs. the IBEX
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The weak euro in the medium term should even accentu-
ate the relative performance discrepancies. We continue
to favour core Europe and avoid equities on the Euroland
periphery. With a rise in risk appetite, which we expect to
take place at the beginning of Q3 2010, the performance
of the more defensive markets of the UK and Switzerland
should lag that of the Euroland.

Emerging markets (EM): Relatively well positioned

Our cautious assessment of the emerging equity markets
at the outset of the year was mainly based on the ex-
pected slowdown in global economic growth in the sec-
ond half of 2010. Historically, emerging market equities
have always tended to underperform in these correction
phases. But in recent weeks, the emerging markets have
held up well and outperformed the developed countries.

Many indicators suggest that global investors are steadily
building up their emerging market weighting and are al-
ready using small setbacks to enter the market.

EM equities are relatively robust despite weak growth
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Since the Asian emerging markets, in particular, are not
plagued by high government deficits, they have con-
trasted favourably with the euro crisis. Also, the emerging
markets should profit from their relatively higher growth
trajectory in the next global economic downturn.

Emerging market equities’ attractive valuation
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EM equities: Valuation with a significant discount

The surprisingly strong growth rates recorded in recent
quarters in the emerging market countries have led to
clear upward earnings estimate revisions. Since the be-
ginning of the year, estimates for 2010 have been re-
vised upward by 7% and those for 2011 by 4%. Projected
earnings estimates for the next 12 months rose by 16%
in the same period. Based on these earnings, emerging
market equities after the latest correction are about 30%
cheaper than they were at the beginning of Q4 2009.
With a price/earnings (P/E) ratio of 10, investors now
even have an opportunity to buy into the emerging mar-
kets cheaper than they did at the end of March 2009.
Emerging market equities have an attractive valuation,
both in relative terms, i.e. compared to equities in the
developed markets, and in absolute terms, i.e. compared
to their own historical performance (see above chart). The
emerging markets are currently trading at a clear discount
to their historical valuation.

EM equities come with smaller earnings risks than US
equities

Investors should always tread cautiously when valuations
are based on forward-looking earnings estimates. These
estimates tend to be overly optimistic because they never
include a slowdown in growth. Despite the robust growth
rates at the moment, emerging markets will not be ex-
empt from earnings risks next year. In our models for
2011, we forecast an earnings level that is 10% below
the consensus estimate. But even with this conservative
estimate, earnings generated by companies in the emerg-
ing market countries in 2011 should still surpass the
previous record set in 2008.

Index earnings for the USA and emerging markets
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In our opinion, the earnings estimates for US companies,
which we estimate to be 20% too high in 2011 due to the
slowdown in growth expected by us, pose the biggest
earnings risk. We think earnings in 2011 are likely to
ease back to the level from 2010. Earnings are expected
to reach the record earnings level of 2007 only in 2012.
US equities, especially in the technology sector, look in-
teresting due to the growth momentum; however, the
valuation in relation to other markets is rather ambitious.

Price targets and valuation

Market Index 30-Jun Dec-10 Jun-11
us S&P 500 1031 1100 1150
Trailing P/E ratio 14.7 13.8 14.4
JP Nikkei 225 9383 9500 10 000
Trailing P/E ratio 17.1 15.8 16.0
EM MSCI EM$ 918 1000 1100
Trailing P/E ratio 13.1 12.5 13.1
Euroland DJ E Stoxx 246 270 280
Trailing P/E ratio 11.2 11.3 11.9
GE DAX 5966 6300 6600
Trailing P/E ratio 15.7 12.1 12.9
UK FTSE 100 4917 5300 5500
Trailing P/E ratio 12.3 10.6 10.8
CH SMI 6128 6600 6800
Trailing P/E ratio 14.6 12.2 12.5

Source: Sarasin

Regional strategy for Q3 2010 close to neutral

We remain underweight in Japanese equities since his-
torically these shares tend to underperform in phases of
global economic weakness. We have offset the Japan
underweighting in our equity strategy with a slight over-
weighting of European equities. For the US equity market
and emerging market equities, we have a neutral weight-
ing. The upside potential for emerging market equities is
significant, both in the short term and the medium term.
After the expected summer rally, the equity markets are
likely to resume their downtrend, which began in April, in
autumn. The emerging market countries will also suffer
as a result. But in light of the attractive valuation, we see
only a limited downside risk for emerging market equities
at the present level.

Philipp Béartschi, CFA
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Sector strategy: cyclical bias

The upcoming reporting season will follow on from a strong first quarter in 2010. It is difficult to judge exactly how
currency movements will affect corporate results. With investors showing a stronger appetite for risk and sector
valuations looking attractive, we build up positions in cyclical sectors at the expense of defensive sectors. The

crucial point, however, is to carefully scrutinise the business models of individual companies.

Review of sector performance in 2Q 2010

The difference in the performance of the various sectors
during the second quarter was relatively minor compared
with the year-to-date performance 2010. The best per-
formance came from the defensive Consumer Staples
sector, posting a decline of -8.8%. The Energy sector re-
treated -17% following the oil catastrophe in the Gulf of
Mexico and its aftermath. The Financials sector, which
was dragged down by the discussions about financial
market reforms and the negative fall-out from the Greek
crisis, dropped by -16.3% in the second quarter 2010.
Industrials (-4.7%) and Consumer Discretionary (-5.0%)
posted the best performance in the year-to-date.

Sector performance 2Q 2010 and year to date

2Q 2010 2010
Energy -16.8 -18.1
Commodities & Basic Materials -16.1 -14.5
Industrials -12.1 4.7
Cons. Discretionary -10.8 -5.0
Consumer Staples -8.8 5.7
Healthcare -11.4 -10.7
Financials -16.3 -13.0
Information Technology -13.4 -10.3
Telecoms -9.9 -13.7
Utilities -10.9 -14.7
MSCI World -13.3 -10.9

Source: Datastream, Sarasin; data as of 30.06.10

Brighter earnings outlook - focus on currencies

Companies are about to report their trading results for
Q2. Based on the pre-announcements, figures will come
in higher than market expectations for the most part. The
earnings outlook for Q2 2010 and for the full year for the
entire market as represented by the MSCI World has
steadily improved since the start of the year. It is difficult
to assess the impact of currency movements. Overall we
expect European companies to meet or even beat expec-

tations. Swiss companies, which export a high quota of
goods and services to the euro zone in particular, are suf-
fering from the current weakness of the euro and strength
of the dollar, while exporters based in the euro zone are
benefiting from current exchange rate trends (see our
Special Topic for more details).

Improving environment for Industrials

The situation for industrial companies is developing much
better than expected. Industry in Europe has seen a
sharp rise in new orders. As capacity utilisation improves,
so too does the earnings outlook for companies. Euro-
pean industrial companies are the main beneficiaries,
thanks to the weakness of the euro. With industrial com-
panies, the cost of materials, as well as the currency in
which the raw materials are purchased, plays an impor-
tant role. The situation in late cyclical industries such as
Construction is still very difficult at the moment. The
gradual pickup in new orders shows that the climate is
improving, however. Having cut costs significantly, com-
panies should see a sharp improvement in their profitabil-
ity once the level of business activity starts to pick up.
Budget deficits present a threat in our opinion, as they
will lead to spending cuts in the area of infrastructure
(see the Special Topic «Companies affected differently by
austerity programmes»).

Technology — Broading support

Inventory levels have normalised again in the semicon-
ductor industry. There may be some positive surprises
due to higher demand from end buyers in the areas of
communications and hardware. Recently all the end buy-
ers have surprised the markets with good news. We also
expect the forthcoming quarterly figures to provide some
support to the positive sentiment. The boom in the e-
quipment manufacturing business will continue until
2011. In the first quarter of 2010, global PC sales were
23% higher than the previous year. Fears that IT budgets
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could be slashed as part of the European austerity
measures are unfounded in our opinion. Company take-
overs and share buybacks are still an interesting theme
given companies’ solid balance sheets and financial re-
sources.

Financials — Risks reflected in the valuation

There is a high degree of uncertainty in the financial sec-
tor. Global initiatives to (over)regulate the industry have
received fresh momentum from the euro crisis. The asso-
ciated competitive disadvantages would result in higher
costs and ultimately have a negative impact on the econ-
omy as a whole (see our Special Topic «Banks in the fo-
cus of the euro crisis»). Current discussions are over-
shadowing the general conditions, which are still intact
overall. The insurance industry is also exposed to a
higher loss potential from natural catastrophe claims.
These factors are likely to have a negative impact on
earnings forecasts for 2Q10, although they remain at a
solid level in absolute terms. Many of the risks being dis-
cussed are already known and therefore factored into
share prices. In our view the proposals in the banking in-
dustry represent a worst-case scenario. Forthcoming
modifications will have a positive impact on sentiment.
Within the sector we favour banks over insurance compa-
nies. Due to the diversity of business models, the impact
of the regulatory changes will differ as well. Careful stock
selection is therefore crucial.

Consumer stocks

Given our more positive stance on the market, defensive
consumer stocks are unlikely to be popular with inves-
tors. By contrast, Consumer Discretionary offers upside
potential due to their attractive valuation.

Energy & Utilities

The announcement by the European Commission of plans
to introduce a new carbon tax on fossil energy sources
such as coal and other fuels has put pressure on Utili-
ties. In many countries, especially Germany, the new car-
bon tax is seen as a covert tax increase. Earnings fore-
casts are being revised due to the possibility of a carbon
tax, as well as the unquantifiable costs of environmental
catastrophes. Within the Energy sector, the focus is on
service companies. They should benefit from the immi-
nent changes brought about by events in the Gulf of Mex-
ico, while drilling companies will remain under pressure.
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Telecoms - Limited growth prospects

The mobile business is still unable to fully compensate
for the falling revenues in the fixed-line business. Growth
in data traffic volumes will only trigger infrastructure in-
vestments in the mid-term. Spectrum costs, lower prices
as result of more regulation and competition all mean
that earnings prospects are limited.

Healthcare - Price cuts have a negative impact

In Europe, enforced government savings measures are
acting as a drag on the Healthcare sector. As govern-
ments struggle to cut spending, they are forcing down
drug prices - quite substantially in some cases. The de-
bate on health care reform in Germany is still a sword of
Damocles. The general assumption is that state-
controlled prices for medication will fall by 8%. Additional
cuts cannot be ruled out, partly in a bid to bring soaring
healthcare costs back under control.

Sector allocation - Increase cyclical sectors exposure
We are increasing the weighting of sectors with a higher
risk profile at the expense of the defensive sectors. Be-
cause of the falling risk premium, which should increase
investors’ appetite for risk, cyclical sectors have greater
upside potential during Q3 2010. We remain cautious
about the prospects for the fourth quarter and the full
year 2011. We now give Financials an overweighting, with
a focus on banks. Consumer Discretionary and Industri-
als are now given a higher rating, at the expense of Utili-
ties and Telecoms. Utilities are downgraded to under-
weight.

Sector allocation Q3 2010

Financials
Information Technology

Overweight

Consumer Discretionary
Consumer Staples
Energy

Health Care

Industrials

Materials

Neutral

Telecom. Services
Utilities

Underweight

Source: Sarasin

Rainer Mannle, CFA
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Hope of commodities recovery

The greater risk aversion in Q2 2010 has triggered a price correction in commodities and real estate investments.
All categories of risk-carrying investments should recover once the crisis surrounding the euro calms down, as ex-
pected. Commodity investments are more attractive than real estate investments in relative terms, since they
should benefit from the steady rise in demand in emerging markets. When the recovery does take shape, the com-
modities that suffered most in the past - i.e. industrial metals in particular — will perform the best. By autumn at
the latest, however, concerns about a slowdown in global economic growth are likely to have a negative impact on

commodity prices and real estate investments.

Commodities: Commodity prices under pressure

The last three months have been overshadowed by a se-
ries of negative factors (Greece, austerity programs in
Europe, tightening of China's economic policy). Another
factor acting as a drag on commodity prices (see chart)
and on the share price of mining companies was the an-
nouncement of a special tax to help finance the budget
deficit in several countries. Especially in Australia, the
battle lines have been drawn up between the government
and corporations. At present, projects worth USD 20 bil-
lion have been put on hold or cancelled.

Industrial metals: Price trends since 2009
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Weaker demand from China

The Chinese economy’s exceptional rate of growth was
once again in evidence, posting a yoy increase of 11.9%
in 1Q 2010. One trend that has drawn attention in recent
weeks, however, has been the decline in commodity im-
ports. Two possible interpretations are currently being put
forward for this. 1) State measures to prevent the econ-
omy from overheating are starting to bite, causing de-
mand to weaken. 2) With commodity prices so high,

China is resorting to his own reserves. This means that
the government expects commodity prices to fall in the
months ahead and will wait until then to step up its activ-
ity in the market. In the short term, both factors suggest
that demand will grow more slowly, but in the mid-term
they have different implications for commodity prices.

New price model brings greater volatility

Commodity groups have changed the price model for iron
ore from an annual to a quarterly tariff-fixing schedule.
This new model allows mining companies to respond
more quickly than in the past to spot prices rising (as
they end to do). This reduces the planning certainty for
purchasers, who in most cases are contractually obliged
to pass on the price corrections to their customers. There
is therefore likely to be greater price volatility not just for
iron ore, but also for the other commaodities.

Precious metals: Price trends since 2009
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Precious metal trends
Precious metals have performed significantly better than
industrial metals, contrary to our expectations. They have
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once again benefited from their safe haven status. This
decoupling has been accentuated by developments on
the foreign currency front. In addition, concerns about in-
flation have boosted demand for precious metals and for
gold in particular. We are generally less pessimistic than
the market as a whole, both as regards inflation and the
future performance of PIGS economies.

Positive stance on industrial metals — cautious towards
precious metals

The austerity measures introduced by governments
should help to restore calm in commodity markets. We
believe the current nervousness of investors, as reflected
in the prices for industrial and precious metals, will start
to ease in the coming quarter. Companies are likely to
exploit the sharp falls in the price of metals such as cop-
per and aluminium to build up their stocks. Precious
metals, on the other hand, will become less attractive.
Concerns about inflation, along with the general uncer-
tainty caused by the Greek crisis, should gradually ease
in the third quarter of 2010.

Rainer Mannle, CFA

Energy commodities: unspectacular trend despite Gulf
of Mexico disaster

For over two months now, the negative sentiment in the
oil and gas sector has been dominated by the disastrous
oil spill in the Gulf of Mexico (GoM). Nevertheless, the
price of oil and especially gas has held up relatively well
in an overall nervous investment environment. During
2Q10 the average price for the most important oil types,
Brent and West Texas Intermediate (WTI, the US bench-
mark) settled around USD 78 per barrel (1 barrel = 159
litres). This equates to a year-on-year hike of over 30%.
Nevertheless, in a qoq comparison, oil prices remained
almost flat and were less dynamic as the crisis in Europe
and the Euro in particular led to relative US dollar
strength. This made oil for consumers outside the USD
regions more expensive, which weighed on their oil de-
mand and therefore on oil prices. In 2Q10 the price of
Henry Hub natural gas averaged around USD 4 per MBtu
(million British thermal units). After the decoupling of the
price of natural gas from oil, the former improved sub-
stantially in expectation of one of the most intense hurri-
cane seasons for late summer in a multi-year comparison
(see chart below).
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Limited Gulf of Mexico effect on global suppl

The GoM oil spill will have wider and probably more nega-
tive implications on the supply side in the western hemi-
sphere than expected. The six month drilling moratorium
on new deepwater projects in the GoM imposed by the
US administration following the April 20 oil spill has left
rigs idling as regulators craft new rules for drilling. The
GoM region represents one third of America’s own oil &
gas production, and the USA is in turn responsible for
roughly 10% of global production. The negative impact of
the GoM disaster on the global supply is in the low single-
digit percentage. It is therefore hardly surprising that the
legally disputed drilling moratorium will not significantly
cut global investment in exploration and production (E&P)
projects according to market estimates. Overall global
spending is still expected to rise by 12% in 2010 despite
an expected drop in US spending. Another supportive fac-
tor is that the Organisation of Petroleum Exporting Coun-
tries (OPEC), the world’s largest oil producer, still has
room to defend its preferred USD 70 to USD 80 price
range as its compliance rate is historically low. It can
therefore raise its actual crude output and improve com-
pliance with the current quotas.

Demand side impacted by Chinese thirst for energy?
On the global oil demand side, consumption at the start

of the summer driving season in the northern hemisphere
has not risen above seasonal patterns and crude invento-
ries in the US, the world's biggest energy consumer still
show signs of substantial reduction. The question will be
what impact on demand will come from China's an-
nouncement of a more flexible currency policy that allows
the Yuan to appreciate. The world’s most populous na-
tion consumes more oil than any other country except the



US and is therefore a swing factor on the demand side.
Unsurprisingly, Chinese demand has been seen as the
most important trigger for the substantial oil price recov-
ery since the beginning of 2009. So far this year, Chinese
oil demand is at a high level in a yoy comparison and has
continuously exceeded market expectations. According to
the latest data available in May, the total demand of
8.6m barrels per day (b/d) represents a 10% yoy in-
crease (see chart below). As the baseline for comparison
strengthens, yoy growth should also lose momentum as
the year progresses. However, demand for oil and oil-
derived products will not get an extra boost from a poten-
tial strengthening of the Yuan because the appreciation
will be only gradual.

Rate of change in Chinese demand for oil products (in
USD m barrel per day) already at a high level
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Outlook: minimal upside potential in the short term

Viewed as a whole, the European debt crisis, the fragile
recovery of the US economy and the question marks over
the US supply and demand side for oil will not allow en-
ergy commodity prices to rise substantially in a quarterly
perspective. On the back of current fundamental demand
and supply factors, oil prices should settle around current
levels in the short term. In the long term, we expect the
GoM disaster to push oil prices upwards as producers
shy away from what has so far been a reliable source of
production (deepwater). For 2010, we confirm our oil
price forecast of USD 75-85 per barrel as long as the
uncertainty about the economic cycle remains. As for
natural gas, our reduced price expectations for 2Q10 in
March have been confirmed. For the rest of the year, we
believe the current level of around USD 5 per MBtu re-
flects the current supply and demand picture. We there-

Alternative Investments

fore confirm our average 2010 forecast for natural gas at
this level.

Michael Romer

Real estate: weak economy likely to delay the recovery

Since the global financial crisis erupted, real estate
markets — or residential properties at least - have
generally bottomed out (with the exception of Spain,
Portugal, the Netherlands and Ireland), and some have
even started to stage a recovery again. The UK is already
seeing sharp rises in the price of housing in prime
locations. In Hong Kong, the price of residential property
has climbed to record highs, and the picture is the same
in the boom cities of China, where state measures to
contain the real estate bubble are slowly starting to have
an effect. In the commercial property market (offices,
shops) there is however a glut on the supply side while
demand is still weak. Given the persistently fragile state
of the global economy and the associated risks, we
believe that the current upturn in the real estate market
is unlikely to continue for very long, since demand from
private consumption and corporate investment activity are
being constrained in a climate characterised by high
consumer debt and unemployment. This in turn sends out
negative signals for real estate markets. Low interest
rates could also turn out to be an Achilles heel at a later
point in time, if central banks decide to tighten their
monetary policy in a bid to contain inflation, although we
do not expect this to happen until 2011 at the earliest.

Swiss housing market about to switch direction?
The resilient domestic property market, which has been

relatively free of price exaggerations so far, has been one
of the reasons why Switzerland has managed to
withstand the latest financial and economic crisis more
successfully than most other industrialised countries. As
a result, Switzerland has not only been spared any price
slump, but has benefited from substantial price hikes in
residential property, depending on the region in question,
as can be seen in the table below. Recently however,
doubts have arisen about how sustainable this positive
trend is, and whether Switzerland - given the construction
boom in individual regions coupled with the simultaneous
decline of immigration - will be able to effortlessly absorb
the generous supply of property flooding on to the market
in the next few years. According to various research, the
ratio between property prices and household income is
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also higher than the long-term average, which indicates a
high price level overall. Another factor at play is the
typical fear about a property bubble forming and prices
eventually imploding. The Financial Stability Report
published in June 2010 by the Swiss National Bank
(SNB) provides some interesting insights in this respect.

Increase in Swiss property prices since 102000

in % Up to 1Q2005 Up to 1Q2010
Geneva 54 169
Zurich 35 102
Oberengadine 27 97
Lugano 43 91
Zug 30 71
Basel 27 54
Lucerne 24 50
Berne 22 46
Switzerland 24 61

Source: NZZaS (20.6.2010); Wiest and Partner

Despite prices rising in 2009, the SNB does not detect
any general overheating, although there are signs of
occasional price spikes in owner-occupied property and in
specific regions, especially Geneva.
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The authors of the SNB report conclude that a bubble is
unlikely to form unless the recent price hikes continue.
The results of an SNB survey of 30 banks on their
mortgage business are rather more worrying. Although
the formal standards for granting credit have not
essentially being relaxed in the last five years under
increasing competitive pressure, the rules for exemptions
have actually been increased. This is the case, for
example, when it comes to the calculation of affordability,
which is usually based on an imputed mortgage interest
rate of 5% for the property being financed and assumed
maintenance costs of an additional 1% per year. In fact
the situation in the property market would certainly justify
raising interest rates, were it not for the persistent
weakness of the economy and above all the upward
pressure on the Swiss franc caused by the weak euro.
But the SNB has made it absolutely clear that it will be
monitoring events on the Swiss property market and will
not hesitate to intervene to counteract any threat of
overheating. We think this is both positive and stabilising
for the future development of the Swiss property market.
Given this backdrop, our overall stance on the Swiss
property market remains Neutral.

Rainer Skierka
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Investors sometimes prefer to play a waiting game and only
jump on the bandwagon after everyone else already has.
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And no one is more competent to help you than Bank Sarasin, where
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