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In the wake of hurricane Katrina, there has recently been much discussion about whether or not thisterrible tragedy would prompt the Federal Reserve
to put interest rate increases on hold for the time being, and what the implications would be for the US$, the US economy and the world at large. Our
take isthat US interest rate movements simply don't matter much. Maintaining low interest rates would result in renewed US$ weakness and foreign
capital potentially exiting the market, which the US can't really afford at this point. On the other hand, higher interest rates may attract foreign capital
in the very short term. However, it would also result in higher interest payment obligations for the highly indebted US consumers, corporations and
the US government, which in turn may lead to a debt crisis ultimately resulting in, yet again, renewed US$ weakness and foreign capital exiting the
market, which the US can't really afford at this point. Thereisjust no easy way out.

MAKING SENSE OF KATRINA, INTEREST RATESAND HOUSING

Thus, of much moreimportance than the interest rate debate, should be Greenspan's recent comments on housing, the full significance and ramifications
of which still seem to be little understood, or at least underestimated, by the public at large. If house prices collapsed, the US would have very little
fiscal or monetary ammunition left to support its economy.

Representing a combined financial asset value of roughly
$50 trillion in the OECD countries - compared with $30
trillion in global equities - the housing market certainly
has the potential to bring down the whole system. And
everybody, including Mr. Greenspan, knows it might
happen soon; no-one missed his remarks two weeks ago
that "the U.S. housing boom is sure to end”. "asset prices
may fall" and that "those that haven't yet prepared for
higher rates must wish to incur losses". It is curious to
note though that this is the same Alan Greenspan who,
only in February this year, actually recommended the
home-owning public to switch from fixed-rate mortgages
to adjustable rate mortgages (ARM's), where payments
fluctuate along with interest rates, which is obviously
completely contrary to home-owners' interestsin arising
rate environment and may well turn into a nightmare for
anyone who did follow his advice.

One might argue that housing, unlike paper assets, is real

tangible wealth one can live in and that a fixed supply of

land and arising population means that prices should rise steadily over time, and there is certainly a degree of truth in this point. However, at times
of such extreme speculation in the housing sector asis the case today, the possibility cannot be ruled out that prices may crash by 90% from current
levels, as suggested by Sir John Templeton, founder of the legendary Templeton Fund (July 2003).

The ratio of house pricesto average income is now at record highsin the United States, Australia and Britain, and the household debt is unprecedented,
fuelled by borrowing and housing equity withdrawal on the back of historically low rates. Thisiswhy, according to the economics editor of London's
Economist magazine, Pam Woodall, large interest rate hikes, as in the late 1980s, wouldn't even be required today to trigger a sharp fal in house
prices ("House of Cards, March 2003). And once the global housing boom runs into trouble, we could not just see trillions of dollars of financial
asset value disappearing - though that would suffice to bankrupt millions of private households - but it could also sink some of the world's largest
banking institutions, followed by a domino-like collapse of smaller banks. Of particular concern are Fannie Mae and Freddie Mac, the multi-trillion-
dollar-asset institutions known as government-sponsored enterprises (GSES).

Given that current valuations and debt ratios clearly indicate property, particularly in most Western markets, to be one of the most speculative and
risky bubblesin the world today, it is thus beyond my understanding why it is considered 'normal’ to leverage (take out a mortgage) investment property
while, at the same time, leveraging any other type of asset class, such as an equity portfolio, is rightly recognised as being risky and speculative.
Imagine what could happen to the many people who now consider themselves to be rich based on their properties, if prices did drop by 90%? Why
take such incredible risk of leveraging up your investment property with a mortgage at this point in time? And what will be the effect of all the
'innovative' no-money-down mortgages, interest-only loans and 'liar's loans, that require no proof of a borrower's income, if - contrary to current
consensus - interest rates did actually continue to rise or even spike, a scenario which is not unlikely, because the US needs to attract ever more capital
ever faster to be able to service the interest on its government debt of 7.95 trillion, and in order to keep attracting sufficient new capital for this purpose
it needs to offer ever more attractive interest rates.

And "if the US falsit would be the first global property bust in history" warns Pam Woodall (Economist). Caution, above everything else, should
thus be the guiding principle in global property markets today, not greed.
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ASSET OR LIABILITY? - Talking about houses being overpriced, all too often we find that peopl€'s assets are vastly overpriced and regularly we
see clients adding up liabilities, not assets.

Gaining aclear picture of your "net worth" iscrucial in financia planning. Thisfigureisthe starting point for retirement planning, school fees funding,
tax & estate planning, right down to levels of income protection and life cover required.

For such an important figure, it's incredible how far out calculations often are. The problem is that many people don't know the difference between
an asset and aliability.

Debt isaliability and gold bullion is an asset, easy!
So what is so difficult?

Most people would put their primary residence in their asset column, we would not. Take the price you pay and deduct it 15 years later from the
price you sell and there is the gain your asset made. However, add up the mortgage payments, cost of the carpets, sofas, TV, beds, cutlery, washing
machines, Hifis, tables, etc, etc, etc. Add that figure to all the maintenances and refurnishment costs. Then add that figure to the electricity bills,
water hills, insurance hills, bills, bills, bills, and | would be amazed if the gain hasn't turned into aloss. Not much of an asset!

Compare the above scenario to an investment property where bills are paid by the tenants, and furniture, mortgage, etc. are covered by rent, then you
should see excess rent in your pocket and the gain on sale, pure gain. That's an asset.

Other liabilities in your asset column might include your car (a new one loses 30% once driven 10 meters from the dealer). Jewellery and artwork,
even if it appreciates, would you ever sell it?

In summary we are not suggesting that you don't live in anice home with nice car, but don't put them in your asset column. They can't be used efficiently
to produce income, capital gains are unlikely and even if again can be realized on your home, it will almost certainly be when it's become too big for
you and adownsize isin order.

If you are out to invest and make real gains, buy atrue asset, not aliability.

COMMODITY TRADING ADVISORS (" CTAS") - Our recent newsletters have discussed some of the ways in which investors can profit from
the ongoing commodities bull market, such as equities and index funds. Another meansis by use of a CTA - a professional money manager who will
construct and actively manage a portfolio of commaodity futures contracts in which each investor owns a share, similar to amutual fund. These types
of funds are commonly referred to as Managed Futures funds.

CTAs manage their portfolios using either a discretionary approach, a systematic model or a combination of both.

Discretionary CTAs are rare and tend to trade exclusively in a specific market or sector, with al investment decisions made based on the manager's
own skill, judgement and personal experience.

The most common trading strategy employed by CTAs is a systematic, trend following approach, which uses technical analysis of prices, volumes
and other market data to generate buy and sell signals. With the emergence of electronic trading, many of these systems are now fully automated and
powerful enough to monitor and trade over 100 different markets worldwide, covering not only commaodities but al so financial sectors such as interest
rates, stock indices and currencies.

Because futures contracts represent an obligation to either buy or sell a specific asset at a future point in time, CTAs have the ability to generate
profitsin both rising and falling markets. The use of atrading system also ensures that a strict discipline is followed in managing the portfolio, asthe
system (usually computerised) will make all decisions as to when to enter the market, how much money to invest and when to exit an unprofitable
trade.

The key to success of these trading programs
liesin their ability to "cut losses early and let
profits run". The adjacent chart shows the
performance of the Barclay CTA Index (a
composite of nearly 400 CTAS) against and
index of World stock returns (MSCI). Thischart
also illustrates an important characteristic of
CTAs, being their low to negative correlation
to stock market returns and ability to provide
protection during stock market corrections (e.g.
October 1987) and during periods of declining
global equity markets (e.g. 2000 to 2003).

The ability of CTAs to perform well during
times of market instability is one of their main
strengths, which can enhance diversification
and improve the overall risk and reward
characteristics of atraditiona portfolio mix of
bonds and equities.
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