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» \Where are we now?

» Outlook for 2015

» Policy implications
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Seven years on, and there’s only a three-speed recovery...
Real GDP levels, rebased to Q1 2007...

Q1 2007 = 100. Grey denotes US recession
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Source: Thomson Reuters Datastream, based on national data.
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OE...cash went down the asset route...

This is how QE is supposed to work

Total wealth

Bank of England

Source: Hermes Fund Managers Ltd, adapted from BoE.
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...but, QE’s transmission mechanism has been imperfect

Velocity of money in US & UK...

US (GNP/M2) & UK (GDP/M4) ratios. Grey denotes US recession
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Source: Thomson Reuters Datastream, based on FRB, BEA, BoE, & ONS.
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Inflation expectations back to ‘square one’

US Fed’s 5-year forward breakeven inflation rate (%)
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Demand (‘core’) inflation has thus been slow to accelerate

US Japan Euro-zone
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Source (all charts): Thomson Reuters Datastream, & OECD.
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Chances of wage inflation are better in the US

US labour participation falls as UK’s rises...

UK & US participation rates (labour force as % of working age pop’n)

...deferring UK wage growth

UK unemploy’ rate (%), vs profit-margins proxy, & real earnings growth
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US & UK —the ‘cost’ of keeping the peak rate down...

Market | Currentpolicy Ourexpected *Rate needed |*Extratightening Implication
rate (%) peak rate to 'normalise’ required for QT?
US 0.25% max 4.0% circa 9.0% 100bp $800bn
(e.g. Plosser) (= 18% of QE stock)
UK 0.50% 3.0% circa 4.0% 80bp £107bn

(e.g. Carney)

*Derived from our Policy Looseness Analysis

Source: Derived from Hermes Investment Managers ‘Policy Looseness Analysis’, which is based on OECD data, & Bloomberg.

(= 29% of QE stock)
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But, euro-zone is still a monetary union bereft of economic union

Change since 2000 in a country’s relative unit labour costs (RULC), vs c/acc shift as % GDP. Grey
denotes shift since 2010 austerity

Improving competitiveness
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Source: Hermes Fund Managers Ltd, based on national sources & OECD. (*NB: Greece’s from 2001 when it joined the euro).
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Japan — even more aggressive monetary easing...

Personal consumption — front loading... JGBs outstanding, banks’ & BoJ
Synthetic & GDP-based real consumption, % yoy. ESRI recessions JGBs outstanding in ¥ m on LH Scale, & % shares on RH Scale
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Source: Economic & Social Research Institute. Source: Thomson Reuters Datastream, based on BoJ.
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China - soft landing, but disincentive to revalue currency

More slowing to come?...

Shows coincident indicator (lagged 9m), & M2 growth (%yoy)
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Source: National Bureau of Statistics, & People’s Bank of China
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The legacy Is debt build-up

Gross & net, as a % GDP. *¥98 data: **’00 data

1997 2015p

Moody's Gross Net Gross Net

local ccy
US Aaa 65 47 107 84
Japan Al 102 34 233 145
Euro-zone n/a 81 53 107 70
UK Aal 52 29 103 81
Greece Caal 101 75 188 128
Italy Baa2 130 104 147 118
Iceland Baa3 52* 17* 91 31
Ireland Baal 63* 43* 132 93
Latvia Baal 53** n/a 75 n/a
OECD av 73 43 111 71

Source: OECD, Thomson Reuters Datastream, OBR (UK), & Moody’s Investor Services.
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2015 — growth, but only ‘baby steps’ to the policy exits

Forecast summary from our ‘Looking into 2015’, Q1 2015 Economic outlook quarterly

us % yoy unless stated '09  '10 11 '12 '13 'lde | '15p  JAPAN % yoy unless stated 09 10 1 12 18 ‘lde | I5p
Real GDP 28 25 16 23 22 23 | 30 Real GDP 55 47 05 15 15 09 | 11
Personal consumption 16 20 23 18 24 23 | 29 Private consumption 07 28 03 21 20 03 | 05
Business investment 156 25 77 72 30 58 | 50 Business investment 142 07 41 36 14 50 | 23
Industrial production 113 57 33 38 29 38 | 36 Industrial production 216 156 26 02 -06 30 | 30
Consumer prices (nsa) 03 16 3.2 2.1 15 1.8 1.9 Consumer prices 13 07 03 00 04 26 1.3
Unemployment rate (%) 9.3 9.6 9.0 8.1 74 6.2 5.8 Unemployment rate (%) 5.1 5.1 46 4.4 4.0 37 35
Currentaccount (% GDP) 26 30 30 29 24 23 | 23 Current account (% GDP) 29 4.0 2.2 1.0 0.7 05 0.8

Fed budget balance (% GDP) -10.2 -85 -8.1 6.6 -3.3 -3.0 2.8 Gen budget balance (¢ GDP) -88 -83 88 87 93 83 | -70
Funds target (yr-end, %) 025 025 025 025 025 025 | 0.75 BoJ target rate (yr-end,%) 010 040 010 010 010 0.10 | 0.10
EURO % yoy unless stated '09 '10 11 12 '13 'l4e | '15p UK % yoy unless stated '09 '10 '11 12 '13 'l4e | '15p
Real GDP 4.5 20 1.7 -0.7 -0.4 0.7 0.9 Real GDP 4.2 1.9 1.7 0.7 1.7 3.0 25
Private consumption 09 08 02 13 06 04 05 Household consumption 33 05  -01 1.5 1.6 25 23

Fixed investment 127 06 15 32 24 08 | 12 Fixed investment 143 62 24 08 32 76 | 53
Industrial production 451 73 35 24 07 08 | 20 Manufacturing production  -9.3 4.7 8 43 04 33 | 22
Consumer prices (HICP) 0.3 1.6 2.7 25 1.3 05 0.8 Retail prices index 05 4.6 52 32 34 24 1.9
Unemployment rate (%) 96 104 101 113 120 117 | 119 E;’Z:n”pmiroprrzis(sm - jz j; :? jz jz ;2 ;2
Current account (% GDP) 0.2 0.0 0.1 14 2.2 24 25 Current’account o GD’P) -2..8 -2'.6 _1'.7 _3"7 42 _4"1 -3'.6

Gen budget balance (% GDP) -6.4 -6.2 -4.1 -3.6 -2.9 -2.5 -2.5 Gen budget balance (% GDP) 412  -10.1 79 51 56 50 40
ECB refi' rate (yr-end, %) 1.00 1.00 1.00 0.75 0.25 0.05 0.05 BOE Bank rate (yr-end, %) 050 0.50 0.50 0.50 0.50 0.50 100

Source: National data, Hermes Fund Managers Ltd, OECD, & Consensus Economics.
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Summary

» US is leading a three-speed recovery, with UK in the middle, & euro-
zone/Japan in the slow lane. Inflation driven more by cost than demand

» US & UK rate hikes from H2 2015 - but gradual as central banks await final
piece (real wage growth). ECB to capitulate on sovereign QE

» Peak rates after 2015 will turn out lower than before, capped by central bank
bond sales (‘QT’)

» Conventional government bonds may no longer be a ‘low-risk’ asset, but
correction will be slow
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The views and opinions contained herein are those of Neil Williams, Group Chief Economist & Strategist, and may not necessarily represent views expressed or reflected in other
Hermes communications, strategies or products. The information herein is believed to be reliable but Hermes Investment Management does not warrant its completeness or
accuracy. No responsibility can be accepted for errors of fact or opinion. This material is not intended to provide and should not be relied on for accounting, legal or tax advice, or
investment recommendations. This document has no regard to the specific investment objectives, financial situation or particular needs of any specific recipient. This document is
published solely for informational purposes and is not to be construed as a solicitation or an offer to buy or sell any securities or related financial instruments. This communication
is directed only at recipients who are eligible counterparties or professional clients, as defined in the Glossary to the Financial Conduct Authority’s Handbook of Rules and
Guidance. This communication is issued and approved only for the purposes of section 21 of the Financial Services and Markets Act 2000 by Hermes Investment Management
Limited. (“HIML”). Hermes Investment Management Limited has its registered office at Lloyds Chambers, 1 Portsoken Street, London E1 8HZ. Hermes is a multi-boutique asset
manager, independent of any broader financial services organisation. Each Hermes operating company is either a subsidiary of, or is otherwise affiliated to, Hermes Investment
Management Limited. Figures, unless otherwise indicated, are sourced from Hermes.
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Hermes Investment Management
Hermes Investment Management is focused on delivering superior, sustainable, risk-adjusted returns — responsibly.

Hermes aims to deliver long-term outperformance through active management. Our investment professionals manage equity, fixed income, real estate and alternative portfolios
on behalf of a global clientele of institutions and wholesale investors. We are also one of the market leaders in responsible investment advisory services.

Our investment solutions include:

Private markets
International Real Estate, Pooled funds, Segregated mandates, UK Real Estate, UK Real Estate Debt, Infrastructure, Private Equity.

High active share equities
Asia, Global Emerging Markets, Greater China, Europe, Global and Small & Mid Cap.

Specialist fixed income
Global High Yield Bonds, llliquid Credit, Multi Strategy Credit, UK Government Bonds and UK & Global Inflation-Linked Bonds.

Multi asset
Multi Asset Inflation

Responsible Investment Services
Corporate Engagement, Intelligent Voting, Public Policy Engagement and PRI.

Offices
London | Singapore | Sydney

Contact information m m u

United Kingdom  +44 (0)20 7680 2121 Africa +44 (0)20 7680 2205 Asia Pacific ~ +65 6808 5858 Canada +44 (0)20 7680 2136
Europe +44 (0)20 7680 2121 Middle East +44 (0)20 7680 2205 United States +44 (0)20 7680 2136

Enquiries marketing@hermes-investment.com




