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Old Mutual UK Select Equity Fund

Simon Murphy, manager of the Old Mutual UK
Select Equity Fund reflects on the equity market
rally and outlines some of the latest investment
opportunities

The UK equity market has rallied strongly from its March lows and we believe that share
prices can move higher still if economic indicators continue to improve over the course of
the summer. The global slowdown has been so severe that the subsequent initial recovery
is likely to be stronger than expected. The UK economy typically reacts well to interest rate
cuts and the recent period of monetary easing has left interest rates at their lowest level in
the Bank of England's 315 year history.

The improvement in sentiment has not been just an equity market phenomenon, but reflects
a sharp increase in risk appetite globally. This has led to a major rally in commodity prices,
with crude oil breaching $70 a barrel for the first time this year, while the US dollar has given
up some of its risk aversion-inspired gains in the currency markets. Meanwhile in fixed
interest markets, credit spreads have narrowed significantly.

The best performing areas during the recent rally have included some of the most
economically sensitive, or early cycle, stocks, including many consumer-related companies.
Although we believe that they have largely run their course for the time being, investment
opportunities are still to be found in those areas where volumes have been extremely
depressed and are expected to exhibit a degree of recovery, such as within automobiles &
components and housebuilders. The decline in car production in May was the smallest so
far this year, while Taylor Wimpey, the UK's largest housebuilder by volume, reported a rise
of over 70% in its order book from the end of 2008.

Another top performing sector has been financials, where many stocks have bounced back
from very depressed levels following the government's recapitalisation of major banks in the
UK and the subsequent return to profitability of a number of leading international financial
groups in the first quarter of 2009. This suggests to us that although the banking system is
not yet out of the woods, it is much further along the road to stability. We are generally
more positive towards the sector, albeit that we are being very selective. Our favoured
companies are those with strong franchises, such as Standard Chartered and Prudential,
two internationally diversified groups with a focus on Asian markets.

A key move for us at the sector level during the past few months has been to increase
exposure to resources stocks, which are benefiting from a strong recovery across emerging
markets and a positive outlook for future infrastructure spending. Here we favour large
international mining groups, such as Rio Tinto, BHP Billiton and Xstrata, oil exploration &
production stocks including Tullow Qil and Premier QOil, and steel industry supplier Cookson.
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In contrast, we continue to avoid traditional defensive sectors, such as utilities, food
producers, beverages and food retailers. While their premium valuations have come down
after a period of underperformance, we believe they still offer limited value relative to the
wider equity market. In addition, we are also cautious on sectors heavily dependent on
government spending, such as aerospace & defence and support services, as the difficult
economic environment is likely to result in significant constraints on public spending for
several years to come.

On balance, we believe that mid-March marked the low point for UK equities and that they
will continue their recovery over the coming months. Given that the market rarely rises or
falls in a straight line, the strength of the advance so far suggests that it may well pause for
breath before moving higher. However, given attractive equity valuations relative to other
assets such as cash and gilts, and high levels of cash on the sidelines, we do not anticipate
a significant pullback as any weakness here is likely to tempt investors back into the market.
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