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The second quarter of 2010 ended in a downbeat
mood, with fears of a double dip in both economies
and equity markets, amongst great uncertainty about
the economic and corporate environments. China is
feared to be slowing, Europe is feared to be bouncing
along the bottom and the United States is feared to
be just trundling along. We believe that markets
present one of the better opportunities of 2010 right
now, but don't disagree that the outlook remains
highly uncertain.

Equity markets in the second quarter were marked

by some sharp corrections, with the Eurozone crisis at
the heart of the enveloping negative sentiment. The
MSCI Europe Index was down 5.93% in euros and
14.84% in U.S. dollars.

Bond markets had a very varied quarter. Top-rated
AAA government bonds performed in a stable fashion
— the yield on 10-year U.S. treasuries fell from 3.9%
to 2.9% over the quarter. But the story in Europe was
of very different and contrasting country outcomes.

We do believe that the long term outlook for equities
is positive. Equities have lagged bonds since 2000.

Excluding financials, the corporate sector is in good
shape — cash positions and cash flows are strong.

It was quite remarkable that in the worst post-war
recession, profit margins troughed at a much higher
level than usual. What the corporate sector now
needs is stronger economic final demand.

We remain concerned that government bonds are
overvalued. Yields are too low in our view, given the
poor state of sovereign finances and the likelihood
of substantial issuance.

Our outlook is that economies will slow, but not have
a second recession. Profits will be moderately strong
and surprise on the upside in countries with weak
currencies. Given its recent underperformance and
the relative outlooks for regional currencies, Europe
looks attractive relative to North America, and equities
and corporate bonds look attractive relative to
government bonds. In Asia, Japan remains an
interesting contrarian play.
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