Old Mutual UK mid & small cap investment update May 2009 For professional investors only

Head of Old Mutual UK Mid &
Small Cap team

Daniel has been the manager of
the Old Mutual UK Select Smaller
Companies Fund since 2004. He
was appointed head of OMAM’s
highly successful UK Mid & Small
Cap team and manager of the Old
Mutual (Dublin) UK Select Smaller
Companies Fund in January 2009.

Daniel was previously a smaller
companies manager at Gerrard
Investment Funds, which merged
with OMAM in 2001. Daniel has
over 13 years’ investment
experience of UK smaller
companies. He is IIMR qualified.

UK mid & small cap update

With developed world equity markets having rallied
around 30% from their March lows, we naturally find
ourselves trying to answer one fundamental question - is
what we have seen merely a bear market rally, or is this
rather the beginning of a new bull market?

Global macro economic data, while 'better' now than was the case six months ago,
still points only to activity declining at a slower rate across the developed world,
rather than to a resumption of global growth. In the near term, developed world
economies remain in a significant synchronized contraction. With the benefit of a
little hindsight, it is understandable that markets have reacted very positively to
signs of stabilization in economic conditions. At the recent nadir of the market, p/e
multiples for a range of indebted and cyclical UK mid and small cap companies
reflected the expectation that they would become insolvent. The evidence of
recent weeks is that conditions are stable enough and refinancing options exist for
such companies at least to trade through this downturn, and with the threat of
imminent failure lifted, riskier companies have been rerated up from distressed
levels. However, the path of any ongoing market appreciation from here will
depend increasingly on the timing and strength of the economic recovery.

Could economic growth surprise on the upside? While it is too early to be sure, it
is nonetheless interesting to note how many economists in recent days have been
revising upwards their forecasts for growth in 2010. Should we be particularly
surprised by this? The global financial system has been flooded with liquidity,
significant stimulus is being (or will soon be) applied directly to economies. Toxic
assets within the banking sector have been socialized, effectively deferring their
potential impact. Surely, the question should be what derails a return to growth in
the US and UK by the end of this year or the start of next? Reflation and an
ongoing rise in risk appetite look more likely than not.

All of this points, in our view, to the current equity market rally persisting, albeit at
a lesser pace. The issues that could weigh anew on markets, in particular the
existence of unprecedented large deficits across the developed world which
governments are unable to finance, can't be dismissed. However paradoxically,
should markets try and confront the root cause of these imbalances - too much
consumption in the developed (particularly Anglo Saxon) world and too little in the
developing world - then the outcome would be one which suits no-one.
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For the time being, the symbiosis at the heart of the global economy, whereby the
US consumer over-consumes and is financed by Chinese purchasers of US
Treasuries surely has to continue. As developing world economies mature, so a
more appropriate balance between consumption and production globally can arise
and structural imbalances be worked through. However, such a rebalancing is
likely to take place over a generation, rather than over a short term horizon.

If this thesis proves correct and policymakers have successfully established the
conditions across the developed world for a resumption of growth, then we should
not be surprised to see equity market leadership follow a conventional business
cycle path.

With this in mind, we have established overweight positions in a range of early
cycle consumer sensitive sectors such as retail, travel and leisure, housebuilders,
and in the consumer electronics subsector of IT Hardware, which benefit from the
impact on consumers' discretionary spending power of very low interest rates. If,
by way of example, we focus specifically on the retail sector, it has, in the early
stages of these sectors' recent outperformance, typically been the lower ticket,
less discretionary more defensive names such as WH Smith that have
outperformed. As risk appetite has grown, more indebted, higher ticket retailers
(such as Topps Tiles, Debenhams and Inchcape) have begun to lead the sector.
Our response has been to rotate out of the more defensive retailers into the more
cyclically sensitive names - if a reliable economic recovery is in train, then
companies which are trading on low multiples of their historic peak profits should
offer greater potential to outperform than those defensive names that have
nowhere in particular to recover to.

Conversely, later cycle sectors such as industrial engineers and electronics are
only now beginning to feel the effects of the downturn, and while the market will
attempt periodically to look through the cycle and place these companies on large
multiples of what it believes are trough earnings, the magnitude of ongoing
downgrades is likely to be such that it will outweigh any attempt by the market to
rerate these sectors.

As economic reflation across the developed world takes hold, and while the
developing world in general and China in particular continues to grow,
commodities prices look increasingly likely to continue their recent upwards move.
Accordingly, we have moved overweight both the oil production and mining
sectors.
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Given our growing belief in the economic recovery, as we have sought to identify
attractively valued cyclical stocks, so we have progressively sold down hitherto
overweight exposures in a range of defensive areas such as support services and
healthcare, which offer more limited recovery prospects. Moreover, these sectors
have benefited in recent years from significant growth in government spending. As
public finances are brought back under control as they will surely have to be after
the next election (whichever party wins), the environment is likely to become
considerably tougher for companies exposed to UK government spending.

We have to understand that this time round any economic recovery will be far from
'normal’, to the extent that both its genesis and sustainability depend critically on
successful action by policymakers. While there is significant spare capacity across
developed world economies, making the reassertion of inflationary forces unlikely
in the near term, the policies currently being pursued are ultimately inflationary.
Policymakers will have to reconcile the need to tighten liquidity early enough to
forestall the emergence of inflation without acting too soon, thus choking off any
recovery before it has had a chance to take hold.

While we can begin to feel more confident about the prospects for equity markets,
we are already through the phase of being able indiscriminately to buy risk assets.
Within economically sensitive sectors, the market is differentiating between those
stocks that retain the ability to recover and those where the likely extent of any
profits recovery is already priced in. Careful stock selection will therefore become
increasingly important from here.

Page 3 of 3

Contact details

+44 (0)20 7332 7500 §|% ?SLSDE-lMI\%‘JIz:E ERS

www.omam.co.uk

Past performance is no guarantee of future results. The value of an investment and the income from it can fall as well
as rise and investors may not get back the amount originally invested. Telephone calls may be recorded for security
purposes and to improve customer service. OMAM has no house market view and opinions expressed are the views
of individual fund manager(s) as at the time of writing. These views may no longer be current and may have already
been acted upon. Any underlying research or analysis has been procured by OMAM for its own purposes and may
have been acted on by OMAM or an associate for its or their own purposes. OMAM is the appointed investment
adviser for OMFM'’s in-house OEIC funds. Old Mutual Fund Managers Limited, 2 Lambeth Hill, London EC4V 4AD.
Authorised and regulated by the Financial Services Authority. A member of the IMA. Old Mutual Asset Managers (UK)
Limited, 2 Lambeth Hill, London EC4P 4WR. Authorised and regulated by the Financial Services Authority.
U4679/05/09




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


