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Reflation Means Central Bank Ease
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THE INVESTMENT CLOCK

The Investment Clock approach generates growth and inflation readings based on past trends and
the current momentum of lead indicators. These indicators are updated on a monthly basis to build
an expectation of how the global economy may perform over the coming three to six months.

The growth reading sets the relative weighting of cyclical and defensive assets (North-South axis).
The inflation reading sets the weighting of financial assets versus real assets (East-West axis).
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Source: Fidelity. For illustration only. The red dot marks the current position of the investment clock.

MACROECONOMIC HEADLINES

The Investment Clock is now firmly in Reflation, which favours bonds over equities and
commodities, and within equities, defensive sectors over economically sensitive areas.

Global growth indicators remain weak and inflation is peaking. This will encourage central
banks to ease monetary policy aggressively in an attempt to get things moving. The Fed and
Bank of England are implementing quantitative easing, the ECB is cutting interest rates and
China has started to ease curbs on lending.

Downside risk is concentrated in Europe where sovereign and banking stress remains intense
and a new recession is under way but there are tentative signs of recovery in the US.

ASSET ALLOCATION HEADLINES

We remain significantly underweight in stocks and commodities and significantly overweight in
bonds and cash. Real estate is a moderate underweight position.

Within equity markets, we continue to favour the US which is a large overweight within the
equity portfolio; economic data has been relatively resilient, the stock market has relatively
defensive attributes and, the US also has the most flexibility to stimulate its economy to protect
economic growth and jobs. Within sectors, we prefer defensive areas such as healthcare and
consumer stocks at the expense of cyclical areas like materials and industrials.
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Global growth

The global growth scorecard remains in
negative territory.

Global growth deteriorated in the second half
of 2011 H2 as business confidence
weakened and economists downgraded their
GDP forecasts. Global growth conditions
have improved a little over the last couple of
months, however, on the back of a rise in the
US ISM survey and initial monetary easing
moves by the European Central Bank (ECB)
and the Peoples Bank of China (PBOC).

There are clear signs of improvement in the
US economy. The ISM business survey hit a
low at the time of the S&P ratings downgrade
in August. It has been rising gradually ever
since and the OECD lead indicator for G7
industrial production may also be troughing.

Meanwhile, European economies are moving
into recession and unemployment rates are
rising. This marks the most significant
divergence between the world’s two largest
economic blocs since the early 1990s.

Inflation

The inflation scorecard remains in negative
territory.

Leading indicators of global inflation
continues to point downwards, suggesting
Consumer Price Inflation (CPI) rates have
peaked. Headline inflation appears to be
peaking. If this trend is sustained, fear of
deflation will once more become the prime
concern in the developed, debt-ridden
economies. As a result, central banks will
continue to ease monetary policy until growth
recovers but it is important not to position for
this too soon.

GLOBAL GROWTH SCORECARD LEAD INDICATOR AND G7 GDP GROWTH
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Source: Datastream, GDP to Q3.2011, scorecard projected to Q3 2012 (Fidleity ISG proprietary calculations). Note: the global growth
score is a diffusion index which level varies between +4 and -4. It takes into account central banks stance, OECD leading indicators,
business confidence and consensus GDP forecasts. It is pushed forward 6 months on this chart. This represents the opinion of the
portfolio manager.

GLOBAL INFLATION SCORECARD LEAD INDICATOR AND G7 HEADLINE CPI
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Source: Datastream, CPI to Q42011, scorecard projected to Q3 2012 (Fidelity ISG proprietary calculations). Note: the global inflation
score is a diffusion index which level varies from -4 and +4. It takes into account the output gap, the oil price, surveys and consensus CPI
forecasts. It is pushed forward 6 months on this chart. CPI: Consumer Price Index, a measure of inflation. This represents the opinion of
the portfolio manager.
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Will the US and

The major economies were rarely heading in
the same direction as each other in the early
1990s.

= The US was on its way into
recession during Germany's 1990
re-unification boom.

= German boom turned to bust in
1991-2 just as the US recovered.

Japan’s economy was also out of step with
the US. The peak of its asset price bubble in
1990 ushered in a slowdown that mirrored the
German experience.

A desynchronised world economy is not a
strong world economy. US and global stock
market indices moved sideways over the
period. Short term correlations between the
markets remained positive but there were
huge relative performance shifts.

The US equity market underperformed
Germany by 40% in 1989-90, outperformed
by 80% between 1990-2 and
underperformed by 25% in 1993-4. These
swings were explained by turning points in
the relative level of business confidence in
the two economies.

This analysis is consistent with our current
positioning: underweight global stocks
versus bonds but with US equities held at a
large overweight.

Europe Decouple?

DECOUPLING CALLS TO MIND THE EARLY 1990s
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The iInvestment clock

The growth and inflation readings feed into FIRMLY IN REFLATION

the Investment Clock model to determine a

probability for each of the four cycles of the Portfolio Positioning Trail

Clock prevailing in the coming three to six I :>
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By plotting indicators for growth and inflation
against each other in two dimensions, we
monitor the economic cycle as it evolves.
The investment clock trail remains in the
Reflation phase. This environment typically
favours government bonds. In recent years,
equities and commodities have performed
poorly at this stage of the cycle.
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Within equities, defensive sectors like
pharmaceuticals and consumer staples are
preferred to economically sensitive sectors,
such as industrials and basic materials.

GROWTH MOMENTUM RISING
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Reflation is characterised by aggressive
central bank action to get things moving, so
we will be keeping a look out for any sign of
recovery. Diversification across a range of
asset classes remains an attractive Source: Fidelity. The chart shows growth and inflation indicators plotted against each other over time (each blue dot is a monthly
proposition and there will be lots of outcome) with the yellow dot being the most recent Investment Clock outcome. The axes show the probability between 0-100% of being

opportunities to add value through a sensible in a rising inflationary scenario and in a rising growth above long term trend scenario. For illustrative purposes only: this represents the
opinion of the portfolio manager.
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tactical asset allocation policy.
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