
MELTDOWN IN ICELAND - HAVE THE DOMINOES STARTED TO FALL?

"All liquidity starts in Japan, the world's largest creditor country", says Jesper Koll, Chief Economist for Japan at Merrill Lynch. But what if this spring 
should dry up one day?

During the past decade, Japan has been used as a near limitless cash machine by banks and other market participants, who borrowed at near zero interest 
rates in Japan to re-lend to any place else in the world where they could gain higher yields, from Iceland to US mortgage securities, in what is commonly 
referred to as the "Yen carry-trade". But with interest rates now on the rise globally, and with the Bank of Japan signaling an end to the ultra-cheap 
credit that has flushed the global system for the past years, the tide might soon turn. Investors should take care not to get caught up in the game, particularly 
in countries where vast amounts of liquidity have concealed or even propelled the accumulation of unsustainable debts and deficits.

Iceland appears to be the first victim of the changing trend, and it is no longer just the geysers that are rumbling beneath the country's surface. The present 
crisis started in February this year, with a sudden downgrade of Iceland's sovereign debt by Fitch rating service, which cited an "unsustainable" current 
account deficit. This caused Iceland's currency, bond and stock markets to fall sharply and in turn forced the Central Bank to raise interest rates by 75 
basis points to 11.5 per cent on 30th of March "in an attempt to head off a crisis of confidence...", according to the Financial Times. But with large 
amounts of foreign-denominated debt falling due over the next 18 months we may not yet have seen the worst. In fact when studying the numbers, the 
possibility of Iceland defaulting on its sovereign debt cannot be ruled out.

But why should we worry about tiny Iceland, with a population of just 300,000? Our point is that Iceland's fundamental financial problems, which are 
the underlying reason for the present crisis - namely a large (relative to GDP) current account deficit, a large (relative to exports) external debt, an asset 
bubble in the housing sector, a fall in the private savings rate and an increase in the consumption to GDP rate - are quite typical of many other countries 
too, such as Turkey, Hungary, Australia, New Zealand, Spain, the United States.... the list is long. 

Now just have a look at the 2 charts below, one representing overall debt to GDP in the U.S. and the other one representing overall debt to GDP in Iceland. 
Can you guess which one is which?

Yes, you got that right, Iceland to the left, and the U.S. to the right... U.S. debts don't exactly look much more comforting than Iceland's, do they?

Unsustainable debts are clearly a global phenomenon, and it is only now that in all the countries cited above investors are slowly realising that the force 
of gravity of a large current account deficit eventually dominates interest rate differentials. It is true that large current account deficits, debts and housing 
bubbles in many countries have been known for a while and so far nothing much has happened. But one can play one's luck only for so long, especially 
when - as in the case of the U.S. - there is a large and growing fiscal deficit increasingly financed with new short term debt purchased by foreigners who 
are now subject to a serious currency risk. 

The recent developments in Iceland suggest that it is wishful thinking to believe that financial crises are a thing of the past. Yet a majority of economists 
and the investing public still appear to live in dream land, thinking that U.S. deficits do not matter, that such deficits are all caused by a "global savings 
glut" or are actually a "capital account surplus" as they allegedly represent the foreigners' desire to hold U.S. assets. They may soon wake up from their 
illusions and face a nightmare where the U.S. looks more like Iceland than anyone has ever imagined.

MAY 2006

BRIDGEWATER Suite 1902, Cheung Kong Center, 2 Queen's Road Central, Hong Kong
Tel: (852) 2525 3639   Fax: (852) 2525 3679   E-mail: contact@bridge-water.com   Website: www.bridge-water.com

A registered investment adviser with the SFC	 A member of the Hong Kong Confederation of Insurance BrokersCIB



BRIDGEWATER FORUMS - JUNE 2006

Tuesday 27 June 2006, 6.30pm to 7.30pm; and
Saturday 1 July 2006, 2.00pm to 3.00pm

Venue - Bridgewater Conference Centre
1902 Cheung Kong Center, 2 Queen's Road Central

LEGAL ALERT -- U.K. ESTATE PLANNING AND B.V.I. COMPANIES

There are changes proposed for UK trust legislation which are critical for anyone concerned with UK Inheritance Tax and estate planning. Also of importance 
for many Hong Kong residents is the new British Virgin Islands Business Companies Act ("BCA"), which will affect anyone who owns, manages or has an interest 
in a BVI company.

Mr Stephen Gollop, C.E.O of Bridgewater Ltd, will be explaining the proposed changes to UK trust legislation announced in the recent budget and how they 
may adversely affect the estate plans of millions of UK citizens worldwide. 

Mr Jamie Williams, Director of Portcullis Trustnet (Hong Kong) Ltd, will then discuss the BVI Business Companies Act which will apply to all BVI companies 
as from 1 January 2007.  The discussion will highlight some of the key points and implications of the new law.

Please register your attendance by e-mailing forum@bridge-water.com, calling us on 2525 3639 or faxing a copy of this page, with your 
details below, to our office on 2525 3679.  All information received by us is private and confidential. 

Please register me for your June 2006 Investment Forum on (please tick):

Name:                                                                Phone:                                                E-Mail:

UK BUDGET 2006: A BETRAYAL OF TRUSTS - In late March, UK Chancellor Gordon Brown delivered his tenth annual budget.  Whilst the bulk 
of the budget was typically unexciting, hidden away in the fine print were some controversial changes to trust legislation that legal experts have described 
as "cataclysmic" and "the biggest shake-up in trust law for a generation".

The Government stated that the new rules were intended to affect "only a small number of very wealthy people', however the UK Law Society claims 
that the measures will affect millions of ordinary people who will be forced to re-write their wills.  Solicitors in the UK have been swamped by calls 
from members of the public wanting to know where they stand.

Prior to the budget announcement, the UK inheritance tax system afforded favourable treatment to certain kinds of trusts.  Following the proposed changes, 
all trusts set up after 21 March 2006 will immediately be liable for an inheritance tax charge of up to 20% of the value of the assets transferred in. These 
trusts will also be subject to further tax of 6% of value, charged every 10 years and on a pro-rata basis when the assets leave the trust. This "periodic" 
tax will also be applied retrospectively to all existing trusts.

The proposed changes will affect millions of wills, which commonly provide for a trust to be established upon the Settlor's death to provide for payment 
of the children's school and university fees and to prevent them from inheriting the remaining capital until older - usually age 25. These previously exempt 
trusts will now become liable to inheritance tax.

The proposed changes have not been finalised, and many UK MPs have challenged the Government to defend its claim that fewer than 20,000 people 
would be affected.  The UK Law Society is also writing to all of its members, urging them to complain to their MP about the changes. 

For the time being, we would advise clients not to set up any new trusts until the proposed changes are clarified.  For those with existing trusts, or with 
wills which create a trust upon death, please feel free to contact us for further information.

DON'T GIVE IT AWAY TO A STRANGER.

Following last month's initial thoughts on the areas so often missed when investing or carrying out general financial planning, this month we give you 
two examples which are so easy to initiate but so often overlooked in the process of putting those plans into operation. 

1. Life cover should always be calculated to cover the financial need; too low and your loved ones are not going to be secure, too high and chances are 
you are simply throwing money away on excess cover which will probably never be paid out. 

Having ascertained the correct amount, make sure the policy is owned by your spouse or by a free and very simple trust.  Owning the policy yourself 
will delay payment of the cover to those who need it and without a legal will, payment could possibly be made to the wrong people. Worse still, for a 
number of nationalities (incl. British domiciles), the payment will be subject to Estate Duty which could mean that the Taxman receives nearly half of 
the carefully calculated amount, rather than your loved ones. 

2. The Isle of Man (IOM) is home to many insurance companies, and for very good reasons. Many Hong Kong residents have lump sum investments or 
savings plans with IOM insurance companies, as they offer very cost effective access to many global mutual funds. However, these investments are held 
in "bonds", which are actually whole of life insurance plans.  

If the owner predeceases the plan (they are whole of life), a legal will that is recognised in the IOM will be required to release the assets, although it may 
take months to gain probate.  Without a legal will, it may take years for the assets to be released, and the court will decide who receives them. Once 
again a simple nomination form should be prepared at outset, which is free and takes approximately 3 minutes to complete. This form enables the insurer 
to pay directly to the named beneficiaries regardless of whether or not a will is prepared. 

So simple, but so often missed and potentially so costly.
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