NOMAURA

INVESTMENT STRATEGY &
MACRO
Geopolitics

Market
Commentary/Strategy

Alastair Newton

+44 20 7102 3940
C’.nveOn@nOmUrQ.COm
NI plc, London

Please see page 38
for other contributors

Analyst Certification

I, Alastair Newton, hereby certify (1)
that the views expressed in this
Industry Report accurately reflect my
personal views about any or all of
the subject securities or issuers
referred to in this Industry Report,
(2) no part of my compensation
was, is or will be directly or
indirectly related to the specific
recommendations or views
expressed in this Industry Report
and (3) no part of my compensation
is tied to any specific investment
banking transactions performed by
Nomura Securities International,
Inc., Nomura International plc or
any other Nomura Group company.

March 12, 2010

Nomura International plc

http://www.nomura.com

Global Equity Research
Global

The United Kingdom General
Election 2010

An "Issues Which Keep Me Awake At Night" Special Report

Key judgements

Despite the recent shift in opinion polls, we judge that the 2010 general election
will most likely result in a working maijority for the Conservative Party [60%
probability), triggering a sterling and gilt market rally.

In the event of a hung parliament (35% probability), we believe that the inevitable
uncertainty over the shape and sustainability of the next government would be
such that markets would see it as a negative, at least initially.

The key economic question is how quickly any new government will tighten fiscal
policy. We think that financial market perceptions exaggerate the likely differences
between the two main parties and that fiscal policy is likely to be very tight
whatever the election outcome.

Sterling may enjoy a nearferm bounce if a clear victor emerges from the election
as the political risk premium on the currency subsides; but the tough choices that
will confront the next government to put public finances on a sustainable path are
likely to remain a persistent headwind for sterling in the months ahead.

We believe that gilts are set to rally on a clear election outcome.

The best outcome for UK stocks would be a clear and decisive victory for either of
the two main parties. But we think the impact on the stock market will, in any
case, be muted and short-lived.

ANY AUTHORS NAMED ON THIS REPORT ARE RESEARCH ANALYSTS UNLESS OTHERWISE
INDICATED.

PLEASE SEE IMPORTANT DISCLOSURES BEGINNING ON PAGE 42

i I s i :f,.
i = = = - = -
|



March 12, 2010

Table of contents

1. The politics of the 2010 election ..............ccc.ooiiiii 3
An election in the balance? ... 3
Opinion polls — only part of the sfory...................oo 4
Our key judgment sfill stands ... 5
The campaign — more about style than substance?.................... 5
A Buropean divide? ... 6
A new factor in the election dynamic...................c. 7
NO CONCIUSIVE OUICOME ... 8
A hung parliament and the markefs ...................c. 10

2. The election’s economic implicalions. ... 11
Fiscal consolidation. ............ooiiiii i 11
Specific policy differences in fiscal policy measures .......................o 13
Policy framework ..o 14

3. The election and sferling: It's the policy, not the politics ..., 17

4. Gilt outlook = upside risks...............coii 19

5. UK equities and the elechion ... 23

6. The election and selected seCOrs..............cooiiiiiiiii 26
O T BANKING ..o 26
6.2 BUSINESS SEIVICES .....iiiiiiie i 28
CAPHA (BUY) oo, 29
WS ATKINS (INQUITAL) ... 29
.3 MEAI e 30
Commercial TV — Conservatives are good news for ITV ... 30
BSkyB: A new government does not want fo interfere in the pay TV review............... 30
BBC: Greater pressure likely on funding and the scope of acfivities......................... 31
Broadband — politically popular ..o 31
local Media & Other — more deregulation on the agenda........................co 32
Regulation — OFCOM: Conservatives as friend not foe ......................... 32
6.4 The refail sector — food for thought ... 33
6.5 Utiliies ... 35
We expect more intervention in energy markets from both parties .......................... 35
Conservative policy — low carbon and decenfralised...................cooo 35
labour policy — low carbon through wind and nuclear...................................... 36
National policy stafements ... 36
Low carbon transition plan ... 37

CONMIBUIOTS ... 38

2 Nomura Equity Research



March 12, 2010

1. The politics of the 2010 election

Alastair Newton
+44 20 7102 2135

alastair.newton@nomura.com

An election in the balance?

The United Kingdom's upcoming general election, which is likely to be on 6 May and must
be held no later than 3 June (see Figure 1), stands — in our view — to be a watershed
moment in financial market perceptions of the UK's short- to medium+erm prospects.
However, the key issue is not necessarily which party emerges as the winner, but that the
election results in a govemment with a working majority, which would therefore be
positioned fo push through measures consistent with addressing the UK's growing fiscal

deficit in the medium term.

Figure 1: Possible UK election timelines
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Source: The Guardian, Nomura research

As recently as the end of last year, opinion polls suggested that a working maijority was a
near cerfainty as they consistently pointed fo a clear majority for the rightof-centre main
opposition Conservative Party at the expense of the ruling centre-left Labour Party. However,
recent weeks have seen the Conservatives’ former double-digit opinion poll margin eroded,
with @ number of polls putting them below the seven percentage point lead, which is
widely seen as the threshold that they need to cross nationally to secure a simple majority
of 326 seafs in the 650 seat lower house of parliament, the House of Commons (see

Figure 2).?

This has raised the spectre of a "hung” parliament, ie no one party emerging with a simple
majority. A number of eminent commentators have suggested that this may be no bad thing
from a governance perspective, at least in the medium term.? However, for reasons we

explore in more defail below, we have long considered that markets would see a hung

! The general election is solely for seats in the lower house of the UK parliament, the House of Commons.
The upper house, the House of Lords, is a non-elected chamber.

2 The House of Commons currently comprises 646 seats but will increase to 650 dfter the next election in
line with proposals put forward by the UK's four national Boundary Commissions. Based on detailed studies
using data from the 2005 general election, in totality the Commissions’ changes are reckoned notionally to
reduce the number of seats currently held by the ruling Labour Party by nine; together with the four new
constituencies this notionally reduces Labour’s majority from 66 to 44.

® See, eg, “Britain can learn to love hung parliaments” by Martin Wolf, Financial Times, 11 February

2010.
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parliament as a significant negafive and react accordingly — and especially in the

prevailing economic and financial climate. Indeed, we believe that this concern was borne

out in currency and bond markefs on 1 March after one opinion poll suggested that the

Conservatives' lead had been reduced to just two percentage points.*

Figure 2: Recent opinion polls

Conservative
Date(s) Liberal lead over
Conducted Pollster Conservative |labour Democrat  [Other |labour
9-10 Mar YouGov,/The Sun 37%] 32% 17% 14% 5%
Harris
10-Mar] Inferative / Metro 37%] 29% 18% 16% 8%
8-9 Mar YouGov,/The Sun 36% 32% 20%| 12% 4%
7-8 Mar YouGov,/The Sun 39% 34% 16% 11% 5%
Opinium/Daily
5-8 Mar Express 37%] 30% 16%| 16% 7%
YouGov/Sunday
4-5 Mar Times 38% 33% 17%  12% 5%
ICM /News of the
3-4 Mar World 40%] 31% 18% 11% 9%
3-4 Mar YouGov,/The Sun 38% 32% 17% 13% 6%
2-3 Mar YouGov,/The Sun 38% 32% 19%  12% 6%
25 Feb-3 Mar  [TNSBMRB 39% 31% 19%  11% 8%
1-2 Mar YouGov,/The Sun 38%] 33% 16%  13% 5%
28 Feb-1 Mar  [YouGov/The Sun 39% 32% 17%  12% 7%
ComRes/The
2628 Feb Independent 37% 32% 19%  12% 5%
YouGov/Sunday
2526 Feb Times 37% 35% 7%  11% 2%
24-25 Feb YouGov/The Sun 39% 33% 16%  12% 6%
Angus Reid /Political
24-Feb Betting.com 3 8% 26% 19%  17% 12%
21-22 Feb YouGov,/The Sun 39% 33% 17%  12% 6%
lpsos Mori/Daily
1922 Feb Telegraph 37% 32% 19%|  12% 5%
Harris
1622 Feb Interative,/ Mefro 39%] 30% 22% 9% 9%

Source: ElectionWorld, Nomura research

Opinion polls - only part of the story

That said, fo extrapolate election outcomes directly from national opinion polls can, in our

view, be misleading both for a number of statisftical reasons inherent in polls and, even

more importantly, because:

4 The opinion poll in question (25-26 Feb YouGov/Sunday Times| does, in refrospect af least, appear fo be

something of an outlier. But it is sfill seen as being instrumental (but probably not the only factor) in a 3%
slide in sterling relative to the US dollar in a matter of hours and the yield on 10-year gilts moving out to
Q7 .6bp higher than for the German 10-year, ie around 25bp and 15bp higher than for the equivalent

Spanish and ltalian bonds respectively. See also footnote 7.
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B The UK's firstpastthe-post system means that the overall share of the national vote does
not translate directly info share of seats (indeed, the party with the largest share of the

popular vote will not even necessarily end up with the largest number of seats|.

B The UK's elecforal history tells us that the 2010 election will most likely be won and
lost in a relafively small number of marginal constituencies that require a significantly

lower swing than the national average fo change hands.®

In common with most political commentators, we expect the Conservative Party fo
outperform in a significant number of marginal seats that they are widely reported fo be
fargeting. If this proves to be the case, it follows that the Conservatives could be refurned to
power with a simple majority on the basis of a national lead over labour of somewhat less

than seven percentage points.

Our key judgment still stands

On this basis, and despite the recent shift in opinion polls, we stand by our key judgment
that the 2010 general election will most likely result in a majority for the Conservative
Party (albeit with at least one potentially non-negligible downside risk to that forecast, ie the
televised debates among the main party leaders, which we explore in more depth below).
Overall, we attach the following probabilities fo what we consider o be possible election

outcomes:

The campaign - more about style than substance?

Formally, campaigning does not start unfil the Prime Minister, Gordon Brown, asks the
Queen to dissolve parliament and calls the election.® However, the consensus among
commentators is that the UK has effectively been in pre-election mode since the party

annual conferences in the early autumn of last year.

For all that — and despite all their efforts to differentiate — as we consider in depth in
Section 2 of this report, policy differences between Conservative and labour on major
economic issues do not appear fo us fo be as greaf as the two parties would have the
electorate believe; this despite the fact that the economy has been — and is likely fo remain
— the main substantive focus of the campaign. Perhaps somewhat surprisingly given the
UK’s economic fravails of the past few months, recent polls suggest that the ruling Labour
Party has been closing the gap in public opinion that had opened up in early 2009 as to

which of the two main parties is more frusted over the economy.”

® For a more detailed account of some of the vagaries of the UK election system see, eg, “Tories fall victim
to Britain's voting system” by Geoffrey Wheatcroft, Financial Times, 2 March 2010.

¢ The date of the general election is af the discretion of the prime minister of the day within the
constitutionally-determined five-year “term limit"; by convention, UK general elections are held on a Thursday.
6 May is favoured by commentators because there are in any case local elections in England on that date.

7 Some commentators have suggested that question marks may still persist in the minds of the electorate over
Conservative management of the economy from 1992 when a Conservative government presided over the
UK’s ejection from the European Exchange Rate Mechanism (ERM|. However, others believe that the
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So, it is not surprising fo us that — despite the UK's being a parliamentary rather than
presidential system — the campaign looks increasingly to be focused around the style and
personal qualities of the two main party leaders, ie the Conservative’s David Cameron and
labour's Gordon Brown.? Despite the recent narrowing of the gap between Conservative
and Labour overall, polls suggest that Mr Cameron still refains a significant lead in public

opinion when it comes fo choosing the next prime minister.

Furthermore, if it is indeed the case that the election will be won and lost in marginal seafs,
the two main parties need fo compete for “swing” voters in those seats [as well as securing
their own “core” vote). 1 It follows that an absence of profound policy differences is
common to a number of electorally sensitive policy areas (eg the National Health Service).
As The Economist recently opined, “The choice the electorate faces has recently seemed
less stark than it once appeared”, which tends to reinforce the leaning towards style over

substance in another way foo, ie a propensity for negative campaigning.'!

A European divide?

All that being said, if there is one policy area where there may be real differences between

at least the core supporters of the two main parties it is probably Europe.

Opinion polls suggest that many Conservative supporters believe that Mr Cameron has
reneged on a “commitment” if elected fo call a referendum on the EU’s Lisbon Treaty (which
was ratified by the current labour government); and they will likely want to see, af
minimum, an incoming Conservative government reopen negofiations on a number of ifs

provisions.'? But neither party seems inclined fo fry to make Europe an election issue.

narrowing of the public perception "gap” befween the two main parties when it comes fo economic
competence may have more to do with recent improvements in UK dafa and, as was highlighted by the
Financial Times leader article “Muddled Tories” on 2 March 2010, some apparent confusion over key
Conservative party policies, including on fiscal refrenchment.

8 One interesting “sub-plot” in this election is that the leaders of all three main parties — ie Gordon Brown,
David Cameron and the LibDems’ Nick Clegg — have all taken over the helm since the last election in
2005. The last time all three main parties went info an election with a new leader was in 1979 when
Margaret Thaicher's Conservative Party defeated the incumbent Labour Party led by James Callaghan, with
David Steel’s LibDems coming third.

? For a commentary on how important this could be in determining the election outcome see, eg, “Rope-a-

dope”, The Economist, 5 March 2010.

19 Political commentators broadly agree that, especially since the end of the Cold War in 1989, UK politics
has become significantly less polarised on economic issues in particular as well as, o a lesser extent, on
other key policy areas. This has encouraged an electoral focus on what have been seen as key groups of
“swing voters” usually (it seems) defined by some dlliterative sound-bite, eg "Worcester Woman", “Mondeo
Man". As the Bagehot column in the 19 February 2010 edition of The Economist pointed out, it is
questionable whether such groups do indeed exist in reality. But pollsters” apparent belief in their existence
does appear fo have encouraged a tendency for Conservative and Labour to try to occupy the same centre-
ish ground in many policy areas.

" "Hero, villain or victim of the global age?”, The Economist, 27 February 2010.

12 See, eg, "Europe s still a looming crisis for Cameron” by Max Hastings, Financial Times, 16 November

2009.
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This may simply be the consequence of a significant degree of ennui over the EU among
the majority of the electorate. But we believe that it also reflects a degree of pragmatism
over the EU on the part of Mr Cameron and his closest advisors, ie recognising that any
British government has litfle choice but to work closely with its European counterparts unless
it is seriously contemplating withdrawal from the Union, coupled with the acceptance of the
then US Ambassador Raymond Seitz famous plea in 1993 to: “Always remember that the

US is interested in Britain only insofar as Britain is a player in Europe”."?

For all that, commentafors agree that the next UK parliament is likely to be the most
eurosceptic since Britain first joined the then EEC in 1972. So a Prime Minister Cameron
may feel inclined to pick — and win — early battle with Europe to appease the eurosceptics
in his party ranks with (in our view| protecting elements of the UK's financial services
industry (eg hedge funds and private equity) from overly heavy-handed regulation by the EU

as a pofentially attractive opfion.

A new factor in the election dynamic

live televised debates between leading candidates have long been the norm in election
campaigns in many democracies. However, the 2010 general election is the first time that
these will be held in the UK, aodding a completely new dimension to the campaign
dynamic with potentially important, if somewhat unpredictable, consequences which we

believe could pose a non-negligible downside risk to our forecast.

The three debates will be conducted among the three main party leaders, ie Labour leader
Gordon Brown, Conservative leader David Cameron and Lliberal Democrat (LibDem)
leader Nick Clegg. We believe that, in principle at least, this could give the LibDems an
unaccustomed “edge” in that Mr Clegg will debate on equal terms with the Conservative
and the Labour leader, thereby having the opportunity to project the LibDems as one of the
three main parties rather than (as public opinion normally defines the LibDems| the “third
party”.'* Some commentators believe that the LibDems' 62 seats from the 2005 general
election (see Figure 3) was a peak (based in part on their opposition to the 2003 invasion
of Irag) which they will struggle to sustain, therefore expecting them fo lose seats overall this
year. However (and all other things being equal), if Mr Clegg performs well in the TV
debate, the LibDems may confound expectations — and the opinion polls = by hanging on
fo marginal seats which the Conservatives hope to win and maybe even winning some
marginals off Labour where the almost inevitable profest vote against the governing party is

not solidly Conservative.

Some commentators see the UK Independence Party (UKIP), which campaigns primarily on UK withdrawal
from the EU, as a potentially beneficiary of Mr Cameron’s rejection of a referendum at the expense of the
Conservatives.

" Ibid.

' The decision fo restrict the TV debates fo the leaders of just three parties is not uncontentious — with, eg,
both the Scottish Nationals (SNP) and the UK Independence Party (UKIP) profesting their non-inclusion.
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Figure 3: The division of seats arising from the 2005 general election

Net
Increase Increase
No of in No of % of in % of

Party Seats Seats %of Seats |Votes Total Vote
Labour 356 -47 55.2 35.3 -5.40%
Conservative 198 33 30.7 32.2 0.60%
Liberal Democrat 62 11 9.6 221 3.70%
Democratic Unionists 9 4 14 0.9 0.20%
Scottish Nationalists 6 2 0.9 1.5 -0.30%
Sinn Féin 5 1 0.8 0.6 -0.10%
Plaid Cymru 3 -1 0.5 0.6 -0.10%
Social Democratic &
Labour Party 3 0 0.5 0.5 -0.10%
Health Concern 1 0 0.2 0.1 0.00%
Independent 1 1 0.2 0.5 0.10%
Respect 1 1 0.2 0.3 N/A
Ulster Unionist 1 -5 0.2 0.5 -0.30%
Total 646 Turn-out 61.30%
Notes: (1] A total of 56 parties put up one or more candidate in the 2005 election, of which nine gained a larger

percentage of the fotal votes than at least one of the parties which won a seat/seats, most notably the UK Independence
Party (2.2%), the Green Party (1.0%) and the British National Party (0.7%) - all of which won seats in the 2009 European
Parliament  elections. (2) Elected members of Sinn Féin have declined to take their seats in parliament.
Source: ElectionWorld, Nomura research

No conclusive outcome

Despite the relatively low probability which we currently place on a hung parliament,
accepting that there are downside risks to that forecast we nevertheless feel obliged to

consider in some depth the possibility thereof in this report.
As Willem Buiter noted in a recent arficle:

"All bets are off...should there be a hung parliament. The British political classes would
have fo learn the art of codlition politics. Fiscal tightening could be postooned. The markets

would atfack both sterling and gilts, threatening the triple A rating. "'

Accepting the main thrust of Professor Buiter's argument, we nevertheless believe that there
are af least three variations on a hung parliament which have potentially different
implications — possibly including for immediate market reaction when the election outcome

is known — as follows.

B A Conservative plurality just short of a simple majority, ie fewer than ten seafs short,
may offer Mr Cameron the relatively easy option of forming a majority government
with the Northern Irish Democratic Unionist Party (DUP), which has nine seats in the

current parliament and sits with the Conservatives, and the Ulster Unionist Party (UUP),

13 "lack of fiscal credibility hurts sterling” by Willem Buiter, Financial Times, 2 March 2010.
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which has one seat and a formal electoral alliance with the Conservatives. '® The
narrow maijority that this would offer would not amount to a stable government over the
lifetime of the next parliament, but it should allow the incoming government to deliver

on its pledge fo announce an emergency budget within 50 days of the election.

B A Conservative plurality significantly short of a simple majority plays to the
conventional wisdom that the Liberal Democrats would be the principal “kingmakers”
in a hung parliament. However, the LibDems, while willing in principle fo form a
coaliion with whichever of the two main parties secures a plurality, appear firmly
committed to the principle of not forming a coalition with either of the two main parties
without an unambiguous commitment to introduce proportional representation. 7
Although the Conservatives might be prepared to make such a commitment, we
wonder whether Mr Cameron might prefer fo fry to form a minority government and
push through early measures, including an emergency budget, as de facto "no
confidence” votes, thereby daring the opposition parties fo vote down the government
and force another election. History suggests that an election called in such
circumstances would result in the Conservatives being refurned with an increased

number of seats.

B A labour plurality also throws up the prospect of a coalition with the LibDems which
might, in principle, be easier fo negotiate in terms of political philosophy at least; as
well as the possibility of Labour either looking fo go it alone or to form an alliance with

one or more of the smaller parties (see below).

All three variations do, however, face challenges in terms of the absence of an established
procedure for coalition negotiations which exists in, say, Germany) and a parliamentary
culture which (the recent experience of the Scoftish parliament and the Welsh and Northern
Irish assemblies notwithstanding) fends fo run contrary fo coalition politics. The second and
third variations in parficular suggest that negofiations could be profracted and possibly
unsuccessful; and that even if they were successful, there would likely be a significant
degree of caution over the probable longevity of the resultant government. Similarly, a
minority government would likely fall victim to constant speculation that it would be
defeated in a crifical vote which would not be seen as consistent with pushing through

potentially unpopular measures, especially on tax and public spending.

1% |In addition fo the parties nofed in the main text, as Figure 3 shows, there are currently seven other parties
with elected representatives to the House of Commons. Furthermore, based on their performance in the
2005 general election and the 2009 European Parliamentary elections, at least three parties which are not
currently represented in the Commons are considered to be possible winners of at least one seat in 2010, ie
the UK Independence Party [UKIP), the Green Party and the British National Parly (BNP). Although some
of these smaller parties make unlikely coalition partners for either Conservative or Labour, others could yet
come fo play a disproportionately important role in the event of a hung parliament.

17 See, eg, "Clegg plays down hung parliament fears” by Jim Pickard and Alex Barker, Financial Times,
14 January 2010.

Nomura Equity Research



March 12, 2010

A hung parliament and the markets

In the event of a hung parliament, we believe that the inevitable uncertainty over the shape
and susfainability of the next government would be such that markets would see it as a
negative, at least initially (as considered further in Sections 3 and 4 below). VWhether that
view persisted or not would, in our view, likely depend on how quickly agreement was
reached on forming a new government and whether that government was strong enough to
vofe through an emergency budget which set out a credible programme for reining in the
UK's fiscal deficit while not risking choking off the recovery. If such a programme were
agreed and the incoming government looked capable of following it through, then we

would expect markes to stabilise and possibly rally.
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2, The election’s economic implications

Peter Westaway
+44 207 102 3991

peter.westaway@nomura.com

There are two aspects fo the economic effects of the general election outcome. First, how
different would the economic programmes be between the political parties? Second, how
will the market respond fo different political outcomes. If market perceptions of the
differences are great, then this can exaggerate economic effects even if the broad thrust of
macroeconomic policy is relafively similar, as we believe is really the case. In fact, part of
the reason they are similar is because of the severe discipline that financial markets require
of fiscal policy. So we expect that the Labour party or any codlition administration arising
from a hung Parliament might be forced by market pressure to implement a fairly similar

austerity package fo that being planned by the Conservatives, albeit with a potential short

lag.

Here we focus on the pure differences in policy proposals and their possible direct
implications for the economy. Figure 4 summarises what we see as the key differences
between the labour and Conservative party proposals across the range of economic
policies, focusing in particular on fiscal policy fightening measures, but also covering

proposed differences in the policy frameworks.

Fiscal consolidation

By for the most important economic policy issue in the upcoming general election
campaign is the choice over how the different political parties might embark on a process
of fiscal consolidation in ferms of the extent of the tightening and more importantly the

speed.

There would appear to be broad agreement that in the medium term the increase in net
public sector debt to GDP should be stabilised and reversed. On current government plans,
net debt to GDP should stabilise by 2015, but by this point, public sector net worth relative
to GDP will have declined by approximately 35% to negative 8%. The Conservative party
has stated that it wishes to bring fiscal consolidation about more quickly, so that the debt

ratio begins fo reverse during the next Parliament (see Figure 5).

B Most of the debate has taken place in flow rather than sfock terms, i.e. how quickly

the deficit will be cut.

B The government plans, first unveiled in the April 2009 Budget, aim to halve the deficit
in four years (see Figure 6 for a breakdown into projected cyclical and structural
deficits). Significantly, ratings agencies have indicated that this is not fast enough to
avoid a ratings downgrade for the UK, and they will review the rating once the new
government's plans have been revealed. Standard and Poor’s placed the UK's AAA
credit rating on negafive outlook last year in recognition of this. For that reason,
despite the Labour party rheforic about not wanting fo bow fo market pressure, we
would expect a new labour government — either as a majority or leading minority

party — to implement significantly tighter policy.
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B By confrast, the Conservatives have made it clear they would implement a fasfer
programme of fiscal consolidation, with shadow Chancellor George Osborne
promising fo remove the "bulk” of the structural deficit by the end of the first Parliament.
Figure 6 illustrates how much tighter than current government strategy fiscal policy
would need to be in order to eliminate the entire structural deficit by 2015 — requiring

roughly £11bn more tightening each year.

It is worth emphasising that whoever is in power, the magnitude of fiscal consolidation
necessary to rein back structural deficits depends crucially on macroeconomic assumptions,
in particular on the extent to which productive capacity has been destroyed during the
recession. If the hit to productive pofential has in fact been larger than the Treasury
estimates, then the structural deficit may be even worse. This would further inflate the
required structural tightening and boost the already sizable incentive to underestimate the
hit o potential GDP that the UK has sustained. Depending upon their mandate, the
Conservatives' proposed Office for Budget Responsibility may be able to mitigate this
incentive through independent assessment of the size of the output gap and thus the
structural deficit. Naturally, this would have significant implications for the burden of fiscal

consolidation.

The fiscal consolidation also differs in composition across political parties in terms of the
ratio of government spending cuts fo tax increases. The government plans to consolidate in
the ratio of twothirds to onethird. By contrast, the Conservatives have emphasised that they
would skew their tightening in favour of lower goverment spending rather than higher
faxes in the ratio 80-20; this is in line with best pracfice advocated in the academic

literature, including the wide-ranging international historical study by the OECD.

There is much debate over whether an earlier fiscal consolidation will abort the recovery in
private sector demand. The Llabour party claims that it would and that this justifies its
intention to delay their consolidation effort. But the Conservatives claim that these
conventional negative effects would be outweighed by a beneficial impact on private
sector expectations (via Ricardian expectations of lower future taxes) and from lower long-
ferm inferest rates caused by market approval of a tighter fiscal policy framework. We are
rather sceptical of the strength of the Ricardian expectations effect, but there could be
adverse effects if financial markets lose faith in the ability of the government to deliver a
credible medium-term programme. A further complication in quantifying the impact arises
through @ variable multiplier on government spending. This is probably inversely related to
the size of the fiscal deficit and may even by negative at high levels of debt. Although we
consider the multiplier to remain positive — and thus expect GDP growth to weaken with
govemnment spending — if spending cuts are appropriately targeted, any decline in private
sector demand should be significantly less than the corresponding fall in government

spending.
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Specific policy differences in fiscal policy measures

Current government spending: The current government plans to ringfence frontline
services in a fairly wide range of health and education services; as such, the implied
cufs to departmental spending (estimated by the IFS to refurn Departmental Expenditure
Limits back to their 2006-07 level by 2014-15) will fall hard on ofher services (e.g.
defence and higher education). The Conservatives only promise to maintain reakterm
spending on cerfain health services, so despite a tighter overall budget, cuts to other
public spending may not be so severe. Education and non-core health — two areas

which have grown particularly quickly under the Brown government — are still likely to

be hard hit though.

In the medium ferm, Figure 8 suggests that we would expect a Labour government to
aim for a higher share of government spending (and hence also tax burdens) than the

Conservatives.

Taxation and benefits: The current government’s plans fo increase faxes involve
higher national insurance (NI} contributions, the freezing of income tax and NI
thresholds and restrictions o pension relief. The lion’s share of the additional revenue is
fo be borne by high income eamers, especially those with incomes above £100,000
per year, who will experience an average decline in net income of 13%. The
Conservatives have been less explicit (mooted cuts involve child frusts and lower
income tfax credits], and indeed some of their plans involve tax cuts (corporation fax
and inheritance tax). Marginal tax rates are likely fo increase for high earners under
Labour with possible adverse effects on enterprise and productivity; but the tax burden
for those on middle-incomes could be higher under Conservative plans fo fighten

entitlement criteria for meanstested benefits and tax credits.

Public secfor pay and pensions: The Conservatives have said that they will fargef
generous public sector pensions, although this will only have effects in the medium term
given commitments to existing pensioners and the long lead time necessary for
implementing changes. Some reduction in public service benefits are necessary to
refurn competitiveness with the private secfor but there is a longterm risk of
undermining the quality of labour supplied to the public secfor if pension arrangements

are borne down on too hard.

Supply-side measures: All parties are emphasising the importance of various
measures fo stimulate productivity in different sectors but there is litile to suggest either
party is more capable of boosting long-run potential growth. The Conservatives’ plans
fo cut investment allowances (opposed by EEF) may damage growth in the capital
stock, while the higher tax burden under labour may boost the natural rate of

unemployment and thus weaken growth in the potential labour supply.

Education: The labour party has committed to defending frontline services. The
Conservatives are more inclined to cut back on recent strong growth areas, but have
emphasised (in the recent Mais lecture delivered by Mr Osbome) the importance of
improving the education system as part of their attempt to improve the supply side of
the economy. Fewer ringfenced departments by the Conservatives may also reduce

the burden that falls on the higher education budget.
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B Pensions: Current government plans have factored in grodual increases in the
refirement age as a measure fo cut pension costs; the Conservatives have proposed a
more aggressive change in refirement age that starts fo raise the retirement age up to
10 years earlier than previously planned. This is an important step towards ensuring
longerferm fiscal sustainability in the face of an ageing population. The current
government’s removal of demographic changes from the assumptions underlying the
recent longterm fiscal projections in the 2009 pre budget report is not an acceptable

solution, in our opinion.

B Privatisations: Relatively litle has been explicitly said about plans fo increase the pace
of privatisations fo help fund the current government's borrowing needs. The key point
here is that these activities have no real effect on the true balance sheet position of the
UK public sector (since it involves exchanging one asset, the firm to be privatised, for
another, the revenue). But it can have a potentially important effect on the gilt market

and the scale of the financing needs of the UK government.

Policy framework

Although there is broad agreement on the macroeconomic framework currently in place, a

number of inferesting but subtle differences emerge between the two main parties.

Both the current government and the Conservative party have proposed different types of
fiscal commitment mechanism to help add credibility to their fiscal consolidation
programmes and fo supersede the now discredited fiscal rules. The Conservatives have
proposed the establishment of an "Office for Budget Responsibility”, to be chaired by
Sir Alan Budd (former Chief Economic Adviser at HM Treasury and inougural MPC
member), which would “ensure that the public sector debt is sustainable”. This is in the
same vein as the government's “fiscal responsibility bill” that is infended to fie the
government's hands into following through on any announced austerity programme. But the
Conservatives' idea adds the additional ingredient of independent public scrutiny (though
the benefits of this can be exaggerated because HMT forecasts are already heavily

scrutinised by outside commentators).

The Conservatives also intend to conduct a “review of the books” upon assuming office.
Realistically, the notion that hitherfo unknown peculiarities will be revealed seems unlikely,
but there may be scope for the unveiling of various off-balance sheet items, perhaps
associated with the student loan book or various public/private financing initiatives, for

example.

On monetary policy and the Bank of England, no major changes are proposed by either
party fo the basic framework. For now, the Conservatives are likely to continue to support
the policy of QE, although it is possible that if further stimulus was needed they might
consider the use of Fed-style credit easing through explicit purchases of risky private secfor
assets. So far, the BoE has ruled this out mainly because Mervyn King considers (rightly, in
our view| that this is a fiscal issue. So if this were to be done, it would be done by HMT

(though this does not sit easily with shrinking the size of the public sector’s liabilities).
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It is in the area of financial regulation that the biggest institutional differences exist between
the parties. VWhile a Labour government would stick with a beefed up version of the current
fripartite system (between the BoE, the FSA and HMT), the Conservatives are proposing to
abolish the FSA and reallocate ifs functions back to the BoE. Both parties agree with the
international consensus that some form of macro-prudential regulation is necessary o avoid
credit bubbles in future. But under the Conservative proposals, those macro-prudential rules
would be deployed within the same institution as the MPC-setfting monetary policy and the
bank regulators supervising the individual banks. It is unclear whether these different
institutional arrangements have markedly different implications for the banking system

(considered below).

Figure 4: Who wants what Figure 5: Why does it matter — public sector net debt to
GDP
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Figure 6: What is the damage

% GDP

14

12

10

B Cyclical deficit
B Structural defidt

Figure 7: Why does it matter — projected gilt issuance
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Figure 8:How did we get there
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3. The election and sterling: It's the policy, not the politics

Ned Rumpeltin
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ned. rumpeliin@nomura.com

Typically, election cycles in the advanced economies do not have durable effects on the
exchange rate. Indeed, one of the hallmarks of a mature, stable government is some
degree of continuity from one administration to the next. In this particular case, however,
the outcome of the next UK election may have a profound and long-lasting effect on
sterling’s fafe. This election represents an outlier, in our view, because its outcome will have
clear implications for fiscal policy over the medium term at precisely the time that currency
market participants have become acutely sensitive fo such issues. In the case of sterling, it is

not the politics that matters most; it is the policy adjustments that come out of it.

With fiscal policy issues looming large in currency markets, it is important fo first have a
grounding in what effects changes on that front tend to exert on exchange rafes. Generally
speaking, changes to government spending and revenue patterns have a very complex
impact on a currency over time. As discussed above, the key questions are: what shape the
necessary fiscal consolidation will take in the months ahead; how will it be implemented;
and how credible will the programme be. The ultimate result can be difficult to assess ex-
ante, but we decompose the issue info two components. The first component is what
impact we think a credible fiscal consolidation will have on sferling’s risk premium. The
second is to consider how the macroeconomic outcomes that result from fiscal policy

decisions will feed through to the pound.

The rapid expansion of government deficits and public borrowing in the last year have
seen risk premia rise for several of the G10 currencies. In some cases, this increase has
been substantial. The UK has experienced one of the most rapid deferiorations in its fiscal
profile, with net debt expanding from less than 40% of GDP in mid-2007 to over 60% by
the end of 2009. Similarly, our economists estimate that the government's budget deficit
will rise from around 2% of GDP before the crisis to nearly 13% this year. Accompanying
this deterioration has been an increase of concerns over the UK's sovereign risk profile and
whether it will refain its AAA credit rating. These concerns have sfarted to feed through to
sterling, in our view, and we think at least some of sterling’s near-10% decline against the
US dollar since early December can be attributed to increasing fiscal stability risks in the
UK economy. We think that a credible commitment fo consolidate the government's
finances and put the budget on a more sustainable footing should reduce this vulnerability
and ensure that sterling enjoys a reduction in the risk premium that the market has placed

on it. Sterling should therefore rise, in our opinion.

From a macroeconomic perspective, however, the picture is less clear cut, and the ultimate
impact on the exchange rate of fiscal policy changes over the medium term will depend
much on the Bank of England’s monefary policy seftings. Assuming the BoE mainfains a
[very) loose policy stance over the foreseeable future, economic theory and practical
experience fells us that fiscal consolidation tends to be a negative factor for a currency. In
contrast, fiscal expansions tend to encourage exchange rate appreciation. The fransmission
mechanisms are complex, but higher domestic demand that results from a loose fiscal
stance requires tighter monetary policy as well as an equilibrating weaker contribution from
net frade, both factors implying a stronger exchange rate. The pace, fiming, and
composition of fiscal tightening may also have a significant impact on sterling. Experience

suggests that fiscal consolidation that is achieved mostly through significant expenditure cuts
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rather than tax increases tends to weigh less on a currency, as it may encourage greater
productivity growth, a higher longerterm potential growth rate, and lower future taxes. In
confrast, when the balance is shifted in favour of raising taxes, the resulting depreciation

may be more pronounced.

With these dynamics in mind and looking ohead to the upcoming UK election, we can
assess the outcomes that may result from various postballot scenarios. In our view, the core
of the currency market's reaction on the risk premium front will derive from the degree to
which there is a decisive victor. A vote that produces a clear victory for one of the parties is
likely to see sferling’s risk premia compress considerably. In our judgement, currency market
participants would probably prefer a Conservative victory over a continuation of the current
government, and risk premia would accordingly compress faster and further. However, we
think that even an upset by the present occupants of No. 10 would eventually result in an
improvement in sterling’s risk profile: the government would have a legislative mandate and
its leadership would have eamed some legitimacy by winning a popular election. This

would lend it some credibility, but expectations to deliver decisive action would be high.

In the hung parliament or minority government scenarios however, the investor community is
likely to judge the resultant cabinet as a temporary carefaker administration that would be
unable to demonstrate the resolve to put public finances on a sustainable footing. In this
case, we think the risk premium on sferling could rise substantially and see considerable
scope for market focus fo shift to concerns of a possible future UK sovereign default. This
would be highly negative for sterling — the government would be considered “guilty untfil
proven innocent” and could demonstrate an ability fo push through difficult and contentious
spending cuts and revenue enhancements. In this environment, we cannot dismiss the
possibility of a sterling crisis, although we are hopeful that cooler heads will prevail and the

UK will find a way to muddle through.

From the macroeconomic perspective, the devil is very much in the detail when it comes fo
how sterling may react to various policy changes. Indeed, these effects are likely to take
place relatively slowly and over a protracted period and be offset to varying degrees by
other factors affecting the exchange rate. While we have seen several proposals for fiscal
consolidation by the major parties, we are cautious in taking these programmes foo far;
good politics and sound policy are seldom the same and we will reserve judgement on
how we perceive consolidation plans until they are enacfed in detail and implemented. In
any event, however, it appears that a significant fiscal refrenchment is in train and we
expect this to exert a notable — perhaps substanfial — negative effect on sferling.
Interestingly, we think this could encourage the UK's nascent economic recovery as
additional sterling depreciation is likely to be a key confributor to growth in the months

ahead.

In conclusion, we think sferling is likely to remain on a difficult road in the months ahead.
Sterling may enjoy a postelection bounce if a clear winner emerges from the election, but
this gain may fade once the difficult task of governing begins. With the UK at the limits of
its fiscal flexibility, some beltHightening is clearly in store. We think this is likely to remain a

significant headwind for sterling for some time fo come.
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4, Gilt outlook - upside risks
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The performance of UK gilts in response fo the developments in opinion polls has been
illuminating. As the perceived probability of a hung parliament increases, the risk premium
associated with all UK asset classes increases with i, helping to ensure gilts
underperformed vs other bond markets and likewise significantly increasing the term
premium in the curve, pushing the 2/10s curve slope above 300bp. This, if anything,

gives us a 'faster’ of the uncertainty surrounding the election and potential market outcomes.

To dissect the impact of the election outcome in the short run, we have decided to take
three clear scenarios: namely that of a clear and workable conservative majority, a hung
parliament (which has several permutations) and a clear Labour victory. The defining aspect
here will be the certainty presented by a majority government and we suspect that either @
Conservative or labour majority would be supportive for most asset classes, although
equally we suspect that a Conservative victory would be more supportive than a Labour

victory. We outline the scenarios in Figure 9.

Figure 9: Short-run effects from election scenarios

Conservative Majority  "Hung" Parliament Labour Majority
Ten year GiltYields lower higher lower
2510s Curve bull flattening bear steepening neutral flattening
Short B/Evens lower b/e higherb/e unchanged
Currency Positive Negative Small positive
Equities Positive Negative Small positive
Cross Market Outperfrom Neutral Outperfrom

Source: Nomura research

Our analysis is driven largely by the expectation that whichever party is elected with a
clear majority it will be expected to embark on a fairly severe austerity programme, which
in turn will provide a degree of comfort to the debt markets that have been plagued by
concerns about fiscal deterioration and possible downgrades from the rafings agencies.
The primary risk associated with a minority government or hung parlioment is that the
expectation would be for an inability fo make progress with a suitable austerity package,
even though all parties af this point seem to be singing from the same song sheet with

respect fo fiscal prudence in the longer term.

The central scenario from our political analyst remains one where the most likely outcome is
a workable Conservative majority and no doubt, given a fresh mandate and a clear period
to allow some inifial pain (in terms of policy measures), we could see a fairly strong positive
initial reaction from debt markets to such news, and likewise this would lower the perceived
risk premium needed in the curve and should allow something of a shortrun flattening
episode. The combination of debt market performance, along with a likely positive
currency response, could make sferling-denominated assefs the strongest performer of Q2

compared with other developed markets.
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However, the trickier question is how the gilt market will respond in the longer term. If we

have a hung parliament, then we would see a steep curve maintained for some time and

we would suspect a degree of underperformance vs other debt markets to be maintained

until there is some form of political resolution. However, in the more likely scenario of a

stable conservative majority, we have fo then dissect what a severe austerity package

would mean for the gilt curve.

Figure 10: UK gilt issuance profile
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Figure 11: 2010 issuance breakdown
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The real issue here would be the issuance dynamics faced into FY 10/11 and beyond.
Current budget plans suggest issuance in FY 10/11 will be £213bn compared with
£225bn in FY 09/10. However, in the absence of further quantitative easing from the
MPC, this represents a significant jump in net supply for the market to absorb on a year
overyear basis and partly explains the defensive performance from the gilt curve in recent

weeks.

However, on the presumption a credible and relatively severe austerity plan is announced
post election, there would likely be minimal ratings risk (as the agencies would be likely to
give a stay of execution on any potential downgrade) and as such one of the main risks to
susfaining demand for gilts would be removed. Equally, there is the potential positive fiscal
effect from the austerity measures, which our economists estimate at around £25bn. This
could reduce issuance needs by around 10% in FY 10/11, but would also be presented
with potential further positive surprises if asset sales were undertaken (government holdings
in Lloyds Bank have a current market value of just above £14bn and around £18bn in

RBS).

The bottom line is that if there is litfle impact on issuance needs, the positive effects of a
stable conservative government would likely fade. If a credible plan cuts 10% or more off
the issuance schedule in FY 10/11, we would expect a more sustained outperformance

from gilts vs their peers and a flatter ferm structure to prevail.

Figure 12: Gilt redemption schedule
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Figure 13: Gilt roll-over risk
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5. UK equities and the election
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The impact of the upcoming UK election on the UK stock market is likely to be rather short
ferm in nature and muted compared with some past reactions, in our opinion. VWe think that
it will be muted for the following reasons: interest rate policy is in the hands of the Bank of
England, not the politicians, and none of the major parties have any intention of altering
the current arrangements; 76% of sales of the FTSE 100 are now sourced overseas; and
stock market performance is more highly correlated internationally. All the major political
parties appreciate the feedback loop from policy to markets and then ultimately back to
policy, something that in practice is likely to provide a greater constraint upon them than
has arguably existed in the past. Perhaps related to this, the economic policies of the two

maijor parties are not as differentiated as in the past.

Figure 14: UK stock market reaction following past elections (one month total
return)

1 Month total Return following election

-18.3

Feb 74 Oct 74 May 79 Jun 83 Jun 87 Apr 92 May 97 Jun 01 May 05

UK Election Dates

Source: FTSE, Nomura Strategy Research

As Figure 14 shows, the markef's reaction to general election results has on occasions
been very large indeed. The February 1974 election produced the only indecisive, or
"hung parliament”, result in the post war era. UK equities promptly fell by 18% in the month
following that result. Conversely, the surprise Conservative election victory in 199218 led to
a 13% rally in the month following the result. For all of the reasons outlined above,

however, we view these two responses as the very limits of potential impact this time.

18 Opinion polls had consistently suggested a (narrow) Labour Party victory
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Figure 15: UK stock market reaction following past elections - one month relative”
return

1 Month Total Common Currency Relative'
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UK Election Dates

*Relative to Global index
Source: FTSE, Nomura Strategy Research

Figure 15 describes the UK markets past election performance on a relative basis. VWhile
there are some large movements historically, the past three elections have not been
followed by any meaningful under/outperformance. This more muted reaction may reflect
the fact that the results were largely as expected, but possibly also the more “cenfrist”
policies of the two protagonists, the infernational nature of the UK market and (for the past

two elections) the independence of inferest rate policy.

There is more uncerfainty about the outcome of this year's election than in any of the past
three. Hence, while we do not anticipate such a large move in the UK market in either
absolute or relafive terms as occurred after the 1974 hung parlioment, or, following the
"surprise” Conservative vicfory in 1992, that does not mean the result is irrelevant for the
UK equity market.

To this point, investors had a fleeting glimpse of the potential impact of a minority Labour
government/indecisive result on 1 March as one opinion poll indicated a sharply reduced
Conservative lead. Sterling declined by 1% against the euro, and 1%2% against the US
dollar. Although the FTSE 100 closed up 1% on the day, this was less than the 1.6% gain
for the broad Euro STOXX index (inspired as it was on that day by a reduction in concerns
over the Greek fiscal situation), and in line with a 1% gain by the S& 500. So the
electoral “news” in the UK contributed fo a common currency underperformance of 1%2%.
This may not sound much, but it is the largest daily relative performance move of the year

so far.

Moreover, as Figure 16 shows, sovereign fiscal positions are currently having a particularly
significant impact on the valuations attached o European stock markets (Russia excepted).
Those countries with low government debt/GDP rafios are currently trading with high
price/book multiples compared with their more indebted peers. So, although interest rate
policy is now out of political hands in the UK (and most other European countries), investors

are very focused on fiscal policy as a key differentiating factor across countries.
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Figure 16: Stock market valuation and government debt/GDP ratios
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On current projections, the UK's public debt/GDP ratio is expected fo reach 91% by
2015 Although other countries are also expected to see deferiorations, such a large rise
in public debt could well have a damaging impact on both valuation and performance.
So, fiscal plans do matter, with low debt levels consistent with higher equity valuations. The
UK market frades on a premium rafing relafive to others with similar current government
debt/GDP rafios such as Germany and France. This suggests that, without a credible
programme for fiscal consolidation, the UK equity market might be vulnerable to a de-

rafing.

With this in mind, the best outcome for the UK market would be a clear and decisive
victory for either of the two main parties. At this stage, the most likely outright winner is the
Conservative Party, and therefore we judge that outcome to be consistent with a modest
rally and common currency outperformance. An incoming Conservative government would
be likely to tighten fiscal policy; probably more aggressively than would be the case were
the current Llabour government fo be re-elected, and with a greater focus on spending cufs
compared with tax increases. We expect sterling to rally somewhat in the short term, while
the current 90 basis point premium for gilts over German Bunds would be likely to narrow.
Overseas invesfors would therefore gain from both the rise in sterling and a modestly higher
stock market. Our best estimate would be a common currency outperformance of 4% or so

in the month following the election result.

We think that the next most likely outcome is a hung parliament, and we would expect this
fo send sterling lower, and given the behaviour of the market on 1 March, lead to common
currency  underperformance.  Qur  best esfimate would be o common currency

underperformance of 7% or so in the month following a hung parliament.

19 UK Governments 2009 Budget projection
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6.1 Banking

For banks, we think the key judgement for markets is whether investors are too
sanguine over the potential increased funding costs for the sector of higher public
borrowing, and the economic prospects from likely fiscal tightening and the
associated implications for credit impairment. For these reasons we are negative
towards domestic UK banking groups.

The banking system has been central to the fundamentals of economies since the onset of
the credit crisis. Consequently, bank shares have been leveraged to the overall market
during this time, underperforming selloffs and leading rallies. We expect this pattern to

continue.

In our view, the key fundamental driver of bank shares will be the prospects for a UK
economic recovery. In this sense, we would argue that political factors and the outcome of
the election are likely to have limited impact on the sector and the market as a whole, as
the authorities’ room for manoeuvre is relatively limited. Whichever government is returned,
it is likely that the UK will require considerable fiscal tightening. It is unclear that there are
real differences of substance here; only over timing and arguably on the mix between tax

increases and spending cufs.

In this sense, a positive outcome for markets and banks would be a clear victory for
whichever side commentators believe has better policies for longterm deficit reduction,
while also involving sustaining economic activity in the process. In our view, markets are
likely to be more positively disposed towards a Conservative victory, with a hung
Parliament (and the associated risk of political paralysis) the least attractive outcome.
However, we are unconvinced that there would be major shifts in markets whatever the

result.

Our view is that the UK faces a long period of subdrend economic growth as it reduces the
leverage incurred in the run-up fo the crisis in the case of the private secfor, and post the
crisis in the case of the public secfor. This runs the risk of confinuing high levels of
unemployment, corporate failures and pressure on household incomes. Economic recovery
will therefore likely be slower than after previous downturns. We consequently believe that
banking sector impairments are likely to remain high for a more extended period than has
been the case in previous downturns; the peak in credit charges may have been lower in

this cycle, but we are concemed that the fail will also be longer.

This analysis supports our negative sfance towards the UK domestic banks and our

preference for the Far Eastern names.
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linked to economic prospects is the issue of sovereign risk. Markets have begun to price in
increased sovereign risk in countries where there are perceptions of high levels of debt
and/or fiscal deficits. Although refaining its AAA status so far, UK government bond yields
have risen and the UK has been one of the markets affected by these concerns, if not one

of the most extreme.

The banking sysfem is directly affected by any rise in sovereign borrowing costs. This is
because rises in funding rates either affect banking margins |(if they are not passed on to
cusfomers) or if they are, there is likely to be a risk to impairments. This is particularly true
for markets where there is a significant reliance on wholesale markets for funding, which
there is in the UK; the system loans/deposits ratio is ¢140%. Furthermore, the govemment is
providing substantial funding assistance to the banking system in addition to the capital that

it has injecfed.

The potential for sovereign risk premiums to widen is a further argument supporting our view
that the banking sector will be geared to the market's judgement over the credibility of the

future government's economic policy, particularly towards government finances.

A secondary consideration, in our view, concems government policy towards banking
sector regulation. Regulation looks set fo remain an important influence on the bank secfor.
Regulafory pressure is sef fo increase in terms of capital, liquidity, limits on acfivity,/business
behaviour and the overall level of regulatory scrutiny. However, it is not clear that there are
major differences between the parties on this issue. The Conservatives have committed
themselves to unifying the regulator and returning responsibility for banking supervision to
the Bank of England. However, again it is not clear that this would necessarily lead to
regulatory changes that would not have happened in any case. The Conservatives have
also made some comments conceming reducing market shares of the largest banks and are
also more open to US ideas conceming proprietary frading. If adopted, this would be
negative for the large UK banks with the biggest domestic market shares, in our view, with

Lloyds being the most obvious example.

Companies covered: Barclays — Buy (closing price 10 March: 348p), lloyds — Reduce
(57p), RBS — Reduce (41p), HSBC — Buy (694p), Standard Chartered — Buy (1723p).
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6.2 Business Services

A solid Conservative majority should be positive for Business Services companies who
could help drive public sector cost savings through outsourcing (eg Capita, Serco and
MITIE). However, we think that it could be negative for companies who have
benefitted from the expansion of the public sector over the last decade (eg Hays and

WS Atkins).

Within the Business Services sector we creafe two baskets of shares. In the first basket are
the Business Process Operators and Facilities management companies that should benefit
from a rise in costcuttingbased outsourcing of the UK public sector. We think that this
should be more likely under a stable Conservative maijority. In the second basket are two
businesses that have benefitied from steady expansion of the UK public sector over the last
decade and so would lose most from the Conservatives' likely fiscal restraint. Our view is
that a hung parliament or Labour maijority would carry broadly the opposite implications for
each of the two baskets.

Figure 17: Business services winners and losers from a stable conservative
majority

Basket 1 - Likely beneficiares from stable Conservative majority

Company Rating Comments

Capita Buy, 725p No 1 UK BPO operator (27% mkt share) with trackrecord and
scale fo drive whitecollar outsourcing efficiencies

Serco Buy, 576p c60% exposure to UK public secfor BPO and so should benefit

from outsourcing of many areas including prisons, waste
management and defence

MITIE Buy, 231p c40% exposure to UK public secfor and as a lowestcost provider
should benefit from shift towards umbrella FM contracts

Basket 2 - Likely losers from siable Conservative majority

Company Rating Comments

Hays Neutral, 103p Temporary and permanent recruitment for UK public sector is a
quarter of group profits and likely fo suffer under spending
constraint

WS Atkins Neutral, 580p Design and management of UK public secfor infrasfructure is

around half group profits and likely to suffer under spending
constraint

Source: Nomura research

Within these two baskets, the two most sensitive sfocks are probably Capita and WS
Atkins.
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Capita (Buy)

Capifa’s shares have underperformed the market by 24% over the past 12 months owing
fo a slowdown in outsourcing confract wins and now sit around absolute and relative cycle
lows. They have 10-15% exposure to the UK cenfral government, which is well behind
local government and the private sector in the costcutting-based-outsourcing stakes. Several
official reviews (eg Gershon 2004 and Deanne Julius 2008) have recommended an
acceleration of central government outsourcing but as vet litle has happened. We think that
a government comprising a solid Conservative majority would be likely to use this as a tool

to drive down the deficit.

The scale of the potential opportunity could be very large. A stafistic often quoted by
Capita (with which we agree) is that the UK spends c£120bn pa on benefits with an
associated administrative cost of c£7bn. This c£7bn potential opportunity alone dwarfs
Capita’s 2009 sales of £2.7bn. Commencement of central govemnment outsourcing,
coupled with an active local government tendering pipeline and likely recommencement of
private secfor confract issuance, should underpin a revival of Capita’s longterm double

digit organic growth. In this scenario we see plenty of relative re-rating opportunity.

WS Atkins (Neutral)

WS Atkins is the UK's largest engineering consultancy and one its largest architectural
practices, with around half of ifs sales to the UK public sector. It has benefitted during the
2000s from a pronounced upswing in UK public secfor infrasfructure investment, which has
continued with the recent fiscal stimulus. Its key areas of strength include road, rail,
defence, water and schools. If a stable Conservative maijority is most likely to focus on
fiscal restraint, a quieter period of infrastructure investment seems possible. Atkins has shed
c15% of its workforce over the past 18 months, similar o the rest of the industry. With clear
overcapacity and potentially further lurches down in demand, Atkins' margin pressure could

be exacerbated.

Nomura Equity Research

29



March 12, 2010

Colin Tennant
+44 20 7102 1105

colin.tennant@nomura.com

6.3 Media

A Conservative majority would likely be of most benefit to ITV who the party sees as
too highly regulated and under pressure from a lightly regulated Google. BSkyB may
get some help on broadband but probably not as much as investors hope for on pay-
TV regulation.

Commercial TV - Conservatives are good news for ITV

The Conservatives are currently strong supporters of commercially funded TV and believe
that it should be freed of as much restrictive regulation as possible in order for it to compete
with lightly regulated infernet companies such as Google. As things stand, the
Conservatives would like to infroduce a Communications Bill in Q3 2010, or by
November 2010 at the latest, to be enacted by the summer of 2011. They have said that
they expect such a bill would include a provision to abolish Contract Rights Renewal (CRR),
which would be taken well by investors who look at [TV, although this riding roughshod
over the conclusion of the Competition Commissions three-year review would have to be
justified on public interest grounds. OFCOM is currently conducting a review of advertising
limits and the Conservatives are supportive of maximum flexibility. The Conservatives have
already indicated that they do not believe the financial situation of Channel4 is as perilous
as their former management was claiming, and they would not press for Channel4
privatisation. They are also supportive of a merger between Channel4 and Five, but have
not gone as far as sanctioning the formation of one single large commercial entity

comprising [TV, Channel4 and Five.

BSkyB: A new government does not want to interfere in the pay TV
review

Most investors appear to assume that a Conservative government would be helpful for
BSkyB in its ongoing regulatory review on the wholesale of its premium sport and movie
channels. This was given further credence by the attack on the Conservatives by the current
Secretary of State for Business Peter Mandelson both in the press and in a speech tfo the
House of Lords in December 2010 in which he claimed that the Conservatives had formed
"a confract” according to which The Sun switched support away from Labour so that News
Corporation could “commandeer more space and income for themselves and because they
want fo maintain their iron grip on pay TV...They also want fo erode the commitment to
impartiality. In other words to fill British airwaves with more Fox-style news” (Guardian
12 January 2010). This accusation was later rejected by John Ryley, the head of Sky
News. However, Ed Vaizey [Shadow Minister for Culture with responsibility for Arts &
Broadcasting) has said the Conservatives do not infend to intervene in the regulatory
process in any way, parily because it would be politically too sensitive and partly because
affer the election the process is likely to have become a judicial one via a BSkyB appeal to
the Competition Appeals Tribunal. Therefore a change in government may have less effect

than expected on BSkyB.
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BBC: Greater pressure likely on funding and the scope of activities

The Conservative Party’s spats with the BBC and in particular with the BBC Trust Chairman
Sir Michael Lyons are well documented. A change of government could have significant
repercussions for the BBC in ferms of its income, the way it is funded, the way it is
regulated and the services it provides. Statements by David Cameron, Jeremy Hunt
(Shadow Culture Secretary] and Ed Vaizey have variously suggested that the BBC Trust will
be abolished and replaced by a licencefee payers Trust headed by a nonexecutive
Chairman rather than be regulated by OFCOM (“Tory Government would move fo scrap
BBC Trust” — Guardian 3 February 2010) and that the licence fee would be frozen or cut
("Tories put BBC on notice of licencefee cut” — The Times 15 November 2009). The
Conservatives had discussed abandoning the BBC's Royal Charter before the end of its life

in 2016 but have now retfreated from this position.

However, a former BBC Director General, Greg Dyke, has been conducting a review of
the BBC for the Conservative Party and his report is believed to include an option to fund
the BBC through general taxation and abolish the licence fee. It is also true that the licence
fee could become harder to collect if households give up the TV set and consume TV
online. This has been strenuously resisted by the BBC, which has argued that abolishing the
licence fee would be to sever the historic link between the population and the BBC and

open up the BBC fo further political pressure, something that we agree is likely.

Other fundamental changes that could follow the election of a Conservative government
are greafer fransparency on salaries for management and top falent (the BBC has been
heavily crificised for having around 40 managers earning more than the prime minister and
not revealing the scale of use of public money for broadcasting talent such as Jonathan
Ross). The Conservatives have also said they would like to restrict the scale of the BBC's
activities o give more space to commercial media, for example by restricting the BBC in
local video and education, closing some of the BBC digital channels and partially
privatising BBC Worldwide. Paradoxically, the BBC management's own plan to pre-empt
these cutbacks would result in an extra £600m per year being spent on high quality
programming, not something that [TV or Channel4 are welcoming. In any event we are
likely to see a slimmed down BBC whoever wins the election, but undoubtedly the scale of

the change would likely be greater under the Conservatives.

Broadband - politically popular

A new govermment would be likely to oversee a policy shift towards wider distribution of
faster broadband, on the grounds that this is seen as good for jobs ("hundreds of
thousands” according to Shadow Chancellor George Osbourne — “Tories could use BBC
licence fee to fund broadband”, Press Gazette 1 February 2010) and would be polifically
popular. In addition to diverting the BBC “switch-over cash” of £130m per year from local
news consortia fo broadband [vs Labour's 50p per month tax on telephone lines), the
Conservatives are proposing support for a marketbased provision of an average of
100MB  per household broadband. The most concrete expression of this ambition is
support for BT's offer of the use of its ducts to rival fixed line names. BT is already
committed to spending £1.5bn and providing 40MBs (its Infinity offer) to 4m homes by
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YE2010 and to 10m by 2012 and has priced a limited offer at £20 and an unlimited
offer at £25 per month. In return, BT is asking for access fo the cable network of Virgin
Media, something OFCOM have said that there is no mandate for and Ed Vaizey has said
would be “politically difficult” given that it was built with private capital. The main upshot of
a Conservative victory for broadband is likely to be slightly quicker build-out and perhaps
more rural distribution for which financial incentives may be offered in the medium term.
The conditions for Talk Talk (CPW) and BSkyB to invest in building their own fibre using the
BT ducts could become slightly more compelling, but the composition of the government is

not likely to have a considerable impact on their approaches to broadband.

Local Media & Other - more deregulation on the agenda

To address a deficit in the provision of local news post 2012 when the public service
broadcasting obligations of ITV in particular will have been significantly reduced under their
digital licences, the cument goverment has proposed (in the Digital Economy Bill)
independently funded news consortia, and bidders (mostly existing newspaper groups)
have submitted applications for pilot schemes. The Conservatives are opposed fo the
consortia idea and would like fo infroduce local media companies instead. These
companies would use spare DTT spectrum and work with content created for all types of
media including online and print and exist in over 70 localities. The idea is that these
enfities would generate commercial revenues and not be reliant on government funding or
cross-subsidy from existing media companies. However, there have been numerous
examples of local TV station efforts in the UK that have remained stubborly unprofitable.
Both the current government and the Conservatives are supportive of further consolidation
among regional media and so regardless of the outcome of the election we are likely o
see more combinations of radio, newspapers and TV on a local and regional basis. The
Conservatives have talked about maintaining film tax credits and helping the video games
industry. Video games gets surprisingly litle attention from politicians or regulators and yet
are one of the leading creative industries in the UK, employing over 30,000 people and

valued at over £1.3bn.

Regulation - OFCOM: Conservatives as friend not foe?

Inifially, the Conservatives claimed that OFCOM would be significantly scaled back and
all policy making aspects of media and telecom policy would be taken infto DCMS. They
have since moderated this language and insisted that they get on well with Ed Richards
who heads OFCOM and would keep OFCOM roughly in its current shape but with some
savings programmes being implemented and the number of reviews cut back. Regulation of

the BBC is likely to take place via a licencefee payers frust, as described above.

Companies covered: [TV — Neutral (closing price 10 March: 52p), BT — Neutral (119p),
BSkyB — Neutral (565p).
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6.4 The retail sector - food for thought
VAT on food remains the elephant in the room

The risk politically for whichever government obtains a majority is that VAT on food will be
increasingly seen as a "tax on the poor". Therefore, at present we consider it politically
more likely that we see compartmentalised VAT increases rather than a broad change to

the food industry.

Under the worstcase scenario, a VAT hike would affect volumes in the medium term while
having an initially positive effect in absolute terms on topline revenue growth owing to
inflation. It is worth remembering that revenue is reported excluding both fuel and VAT; so
for analysis purposes the effect is nullified except to say that the pressure on volumes will

rise as a by-product.

A key factor in assessing the magnitude of a volume decline from the VAT hike is how
many would actually “eat less” and also what the net migration figures may exhibit as a
result of an unfriendly tax situation in Britain. VWe remain unsure on the magnitude of these
questions, but it will likely be negative. Whatever volume levels remain may further the
recession-led frend of frading down fo more price competitive names such as Tesco or
Asda and away from Waitrose, M&S and Sainsbury as the supermarkets themselves do not
boast either EBIT or FCF margins capable of swallowing the charge outright while

remaining solvent.

Most likely is targeted VAT increases in categories where the price elasticity is inelastic such
as luxury brands, premium products and the wider nonfood market such as children’s
clothing. Given the drive for "a healthier Britain", a “leftfield” argument could be to target
various forms of "junk food" and "binge-related alcohol" products for increased VAT from

existing rates to reduce their mix in society, again with inflationary consequences.

Nonfood has been a key growth prong for the UK supermarkets and we do not anticipate
this slowing in the medium term in space growth terms. VAT on children's clothing in
particular is a risk but on a relative basis we expect the supermarkets to outperform the high
street if either VAT hikes from 17.5% to 20% or newly VAT-able categories were to emerge
across nonfood as a whole. Simply put, the supermarket is guaranteed consumer fraffic —
in Tesco's case 20 million people a week in the UK alone — and this guarantees an

audience for nonfood.

Complementing this is the discount based offer that the supermarkets currently range vs the

high street peers. This follows the trading-down argument on food discussed above.

As we point out in our outlook for general retail, the cost of fuel and loss of income growth
may further contribute to this relative outperformance in deferring people from making more
than one trip. Structurally, it would appear more favourable to own a supermarket with

extensionfocused space growth ambitions over an incumbent high street name for this
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reason as returns should continue to progress, albeit relatively. Both are likely to suffer in
absolute ferms, as laid out in more defail on our general refail outlook. It is worth noting
that by owning the stores themselves (which the maijority of supermarkefs do), negative
leverage is less of an issue given the upward only rent reviews in the UK for the general

refailers.

The general theme of inflation has brought substantial debate in the market place and, on
the face of if, history tells us CPl inflation has a strong relationship with the food retail
relative outperformance. The constituent parts of underlying inflation are broadly split one-
third commodities, one-hird oil and one-hird labour. Both commodities and oil are up
markedly y-oy in Q1 2010 and we do not expect this fo change. Most supermarkets’
CEOs believe inflation will return during 2010 although timing is difficult: we continue to
believe the end of Q1 into the early part of Q2. Sustainable growth through inflation and
volume is only relevant when inflation is mild. Inflation may become more marked in the UK
owing to the ongoing deferioration of sterling, only amplified by the threat of o hung
parliament. Much of sourced product in food is sourced in euros and any euro area
weakness may well stave off material volatility in food inflation. In non food with US dollar
sourcing, inflation throughout the supply chain and therefore gross margin compression may
become more visible, particularly if gross margin faces top line price cufs in order to

stimulate volume growth and market share gain.

In conclusion, on the basis of nearterm inflation, the unlikely risk of sweeping VAT hikes on
food and what we anticipate to be a cautious market stance generally, we consider the UK
food retailers as good value at these levels. Positive relafive revisions in January and
February have driven outperformance and we do not necessarily expect this to slow into the

election.

Companies covered: Tesco — Buy (closing price 10 March: 439p), Sainsbury — Reduce
(336p], M&S — Buy (349p).
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6.5 Utilities

There is considerable overlap on energy policy as both the main parties support
security of supply, renewables, nuclear and efficiency. Both are likely to turn more
interventionist, but neither has yet outlined how companies will be incentivised nor
have they highlighted to consumers the impact on bills.

We expect more intervention in energy markets from both parties

Energy policy is shaping up fo be a major cornerstone of government policy in the next
parliament, but it is unlikely to be a differentiating foctor in the run-up to elections, in our
view. Neither party has yet been fully explicit on policy defails, with the Conservatives
expected fo launch their mandate in the coming weeks. However, it is clear that, whatever
the election outcome, it is likely that the next parliament will be increasingly hands-on with
regard fo energy policy and that the previous belief that the ‘market will deliver” is not likely
fo be supported by either party. In summary, there is considerable overlap in policies and
both parties are likely to be increasingly interventionist to make sure that the lights stay on

and that environmental targefs are met (or af least fargeted).

It is also clear that Energy Policy is going to increasingly impinge on the consumer, with
end user energy prices having fo rise to pay for the significant investment needed in UK
energy infrastructure. Ofgem and Emst and Young estimate that the investment needed in
the UK power and gas markets will tofal up to £200bn by 2020 (Ofgem) or by 2025
(E&Y) and customer bills could rise by up to 60% to fund this. The next government
therefore has an important role to play to ensure the frameworks are in place to deliver this
investment, but also to educate the electorate that all this investment needs fo be paid for.
However, while we expect energy policy will be part of the debate in the runup to
elections, we doubt if politicians are ready fo explain to voters that there will be a further
drag on the pound in their pockets. In fact, it is more likely that both parties look to launch
an enquiry info refail margins, which we would regard as counterproductive in ferms of

aftracting investment into energy assefs.

Conservative policy - low carbon and decentralised

The Conservatives are expected fo publish new defails of the party’s energy policy in the
coming weeks and for the most relevant document outlining the current polices we need to
look at the Policy Green Paper called ‘The low Carbon Economy’ that was published af

the start of last year. The policy document highlights the three priorities:

B Job creation by being a world leader in green technologies, including carbon capture

and storage (CCS) and offshore wind.
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B Energy security by moving away from reliance on imported fossil fuels. They aim fo
take the politics out of new nuclear and like Labour, the Conservatives are clear
supporters of the development of new nuclear. There will be a requirement, like
Labour, that there will be no public subsidy for nuclear (although a carbon floor is
arguably a subsidy). There could be a focus on gas sforage and the Conservatives
may mandate minimum storage levels for all gas generators and limit exports af certain

fimes of the year.

B Protecting the environment. The Conservatives plan a £6,500 entiflement per
household for energy efficiency improvements, which will be paid back through bills

over a 25-year period.

In order to achieve these priorities the Conservatives have four policy initiatives:

B Smart grids and Smart meters — smart grids will be needed to cope with the
changing energy mix in the UK, which will enable supply to be failored to demand.
This will be an investiment opportunity for National Grid, while the introduction of smart
mefers is an opportunity for suppliers to offer enhanced energy and services products

fo customers and we expect Centrica fo be the major beneficiary.

B Feed in fariffs — this will allow more decentralised (and potential in home) generation.

In particular, the Conservatives target biogas and anaerobic digestion.

B Offshore wind generation and transmission — both the Conservatives and Labour are
supporters of offshore wind through the banded ROC scheme (2 ROCs for offshore
wind) but the Conservatives also want the transmission network for offshore generation
fo be centrally constructed by National Grid rather than the current system of

fragmented competitive tenders.

B Electric cars — the Conservatives want to establish a national charging network and to

provide incentives for network operators fo help with the transition to electric vehicles.

Labour policy - low carbon through wind and nuclear

As with the Conservatives, the Labour party is yet fo outline definitive plans on Energy
policy ahead of upcoming elections and instead we have referred fo the six draft National
Policy Statements that were issued in November last year and are currently under

consuliation, and also the UK Low Carbon Transition plan published in July of last year.

National policy statements

The draft statements are currently under consultation and include an overarching one for
energy and one each for fossil fuels, nuclear, renewables, power fransmission networks
and oil and gas pipelines alongside the a further NPS on the development of clean coal.
As part of the proposals, a new Infrastructure Planning Commission is to be set up to help

streamline the planning process and which will use the NPS as blueprints.
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Low carbon transition plan

The UK, under Labour, was the first country fo set legally binding ‘carbon budgets’. The
Climate Change Act 2008 includes a target to cut emissions by 34% on 1990 levels by
2020, and a further farget of an 80% cut by 2050. The government estimates that a 21%
reduction has already been delivered. The maijority of the carbon abatement burden sits
with the electricity secfor, with the result that emissions from electricity will have fo be cut
40% by 2020 to meet the national targets. Key priorities for Labour, as identified in the

low Carbon Transition plan, are as follows:

B Support for offshore wind and CCS - labour believes that the UK has a natural

competitive advantage in offshore wind and CCS.

B Renewables — launch of the new Office for Renewable Energy Deployment in DECC
fo speed up the growth of renewables. A consultation covering the changes to
banding the Renewables Obligation, and the extension to at least 2037. Feed in
fariffs to be in place by April 2010.

B Nuclear — Llabour wants to establish a new nuclear research centre, and views nuclear
as a crucial part of the UK's low-carbon energy mix. Labour has been less explicit than
the Conservatives on the potential for a carbon floor, having previously commented
that nuclear invesiments will need to be made without government support or

intervention.

B Smart grids — Up to £6m to start development of a ‘smart grid’, including a policy

road map next spring.

B Energy efficiency — 'Pay as you save’ pilots using the savings made by consumers on
energy bills to repay the upfront costs, backed by up to £4m from low carbon

investment funding.

B CERT - Extending the current CERT energy efficiency programme by a year to 2012.
Alongside an uplift of 20%, total help under the scheme will fotal £3.2bn.

B Electric cars — Potential consumer incentives of £2-5k and a requirement for the

vehicle fo have maximum tailpipe emissions of 75g CO2/km.

Companies covered: Cenfrica — Buy (closing price 10 March: 287p), National Grid — Buy
1658p).

Nomura Equity Research

37



March 12, 2010

Contributors

Alastair Newton Senior Political Analyst +44 20 7102 3940 alastair.newton@nomura.com
Charles Diebel Senior Rates Strategist +44 207103 1111 charles.diebel@nomura.com
Robert Law Banks Analyst +44 20 7102 2715 robert.law@nomura.com
John Musk Utilities Analyst +44 207 102 4138 john.musk@nomura.com
Ned Rumpeltin Senior G10 Strategist +44 20 7103 5710 ned.rumpeltin@nomura.com
Philip Rush UK Economist +44 20 710 29595 philip.rush@nomura.com

lan Scott Chief Global Equity Strategist +44 20 7102 2959 ian.scott@nomura.com

Ed Steele Business Services Analyst +44 20 7102 0255 ed.steele@nomura.com

Matthew Truman
Matthew Walker

Peter Westaway

Retail Analyst
Media Analyst

Chief Economist Europe

+44 20 7102 1154

+44 20 7102 4459

+44 20 7102 3991

matthew.truman@nomura.com

matthew.walker@nomura.com

peter.westaway@nomura.com

38

Nomura Equity Research



March 12, 2010

Nomura Equity Research

39



March 12, 2010

40 Nomura Equity Research



March 12, 2010

Nomura Equity Research 41



March 12, 2010

Important Disclosures:

Other Material Conflicts

Nomura International plc or an affiliate in the global Nomura group has a corporate broking relationship with Tesco.

All share prices mentioned are closing prices unless otherwise stated.

ISSUER SPECIFIC REGULATORY DISCLOSURES
Online availability of research and additional conflict-of-inferest disclosures:

Nomura Japanese Equity Research is available electronically for clients in the US on NOMURA.COM, REUTERS, BLOOMBERG and THOMSON ONE ANALYTICS. For clients in Europe, Japan and elsewhere in
Asia it is available on NOMURA.COM, REUTERS and BLOOMBERG.

Important disclosures may be accessed through the left hand side of the Nomura Disclosure web page http: / /www.nomura.com /research or requested from Nomura Securities Inferational, Inc., on 1-
877-865-5752. If you have any difficulties with the website, please email researchportal@nomura.co.uk for technical assistance.

The analysts responsible for preparing this report have received compensation based upon various factors including the firm's total revenues, a portion of which is generated by Investment Banking
activities.

Distribution of Ratings:

Nomura Global Equity Research has 1818 companies under coverage.

44% Iluve been assigned a Buy rating which, for purposes of mandatory disclosures, are classified as a Buy rating; 31% of companies with this rating are investment banking clients of the Nomura
ggz’zpll*dve been assigned a Neutral rating which, for purposes of mandatory disclosures, is clussified as a Hold rating; 44% of companies with this rating are investment banking clients of the Nomura
??’zplltive been assigned a Reduce rating which, for purposes of mandatory disclosures, are classified as a Sell ratings; 11% of companies with this rating are investment banking clients of the Nomura
oot 31 Dener 209

*The Nomura Group as defined in the Disclaimer section at the end of this report.

Explanation of Nomura's equity research rating system in Europe, Middle East and Africa, US and Latin America for ratings published from 27 October 2008:

The rating system is a relafive system indicating expected performance against a specific benchmark identified for each individual stock. Analysts may also indicate absolute upside to price target defined
as (fair value - current price) /current price, subject to limited management discretion. In most cases, the fair value will equal the analyst's assessment of the current intrinsic fair value of the stock using
an appropriate valuation methodology such as discounted cash flow or multiple analysis, efc.

Stocks:

o A rating of "1", or “Buy”, indicates that the analyst expects the stock to outperform the Benchmark over the next 12 months.

* Arating of "2", or “Neutral”, indicates that the analyst expects the stock to perform in ling with the Benchmark over the next 12 months.

o A rating of "3", or “Reduce”, indicates that the analyst expects the stock to underperform the Benchmark over the next 12 months.

* A rafing of “RS-Rating Suspended” indicates that the rating and target price have been suspended temporarily fo comply with applicable regulations and /or firm policies in certain circumstances
induding when Nomura is acting in an advisory capacity in a merger or strategic transaction involving the company.

Benchmarks are os follows: United States/Europe: Please see valuation methodologies for explanations of relevant benchmarks for stocks (accessible through the left hand side of the Nomura
Disclosure web page: http: //www.nomura.com /research); Global Emerging Markets (ex-Asia): MSCI Emerging Markets ex-Asia, unless otherwise stated in the valuation methodology.

Sectors:

A "Bullish™ stance, indicates that the analyst expects the sector to outperform the Benchmark during the next 12 months.
A "Neutral" stance, indicates that the analyst expects the sector to perform in line with the Benchmark during the next 12 months.
A "Bearish" stance, indicates that the analyst expects the sector to underperform the Benchmark during the next 12 months.

Benchmarks are os follows: United States: S&P 500; Europe: Dow Jones STOXX® 600; Global Emerging Markets (ex-Asia): MSCI Emerging Markets ex-Asia.

42 Nomura Equity Research



March 12, 2010

Explanation of Nomura’s equity research rating system for Asian companies under coverage ex Japan published from 30 October 2008 and in Japan from 6 January 2009:
Stocks:

Stock recommendations are based on absolute valuation upside (downside), which is defined as (Price Target — Current Price) / Current Price, subject to limited management discretion. In most cases,
the Price Target will equal the analyst’s 12-month intrinsic valuation of the stock, based on an appropriate valuation methodology such as discounted cash flow, multiple analysis, efc.

® Arating of "1", or "Buy" recommendation indicates that potential upside is 15% or more.

® Arating of "2", or "Neutral" recommendation indicates that potential upside is less than 15% or downside is less than 5%.

o A rating of "3", or "Reduce” recommendation indicates that potential downside is 5% or more.

* A rating of "RS" or "Rating Suspended” indicates that the rating and target price have been suspended temporarily to comply with applicable regulations and /or firm policies in certain circumstances
including when Nomura is acting in an advisory capacity in a merger or strategic transaction involving the subject company.

© Stocks labeled as "Not rated" or shown as "No rating" are not in Nomura's regular research coverage.

Sectors:

A "Bullish" rating means most stocks in the sector have (or the weighted average recommendation of the stocks under coverage is) a positive absolute recommendation.
A "Neutral” rating means most stocks in the sector have (or the weighted average recommendation of the stocks under coverage is) a neutral absolute recommendation.
A "Bearish” rating means most stocks in the sector have (or the weighted average recommendation of the sfocks under coverage is) a negative absolute recommendation.

Explanation of Nomura's equity research rating system in Japan published prior to 6 January 2009 (and ratings in Europe, Middle East and Africa, US and Latin America published prior
to 27 October 2008):

Stocks:

® Arating of "1", or "Strong buy", indicates that the analyst expects the stock to outperform the Benchmark by 15% or more over the next six months.

o A rating of "2", or "Buy", indicates that the analyst expects the stock to outperform the Benchmark by 5% or more but less than 15% over the next six months.

* Arating of "3", or "Neutral”, indicates that the analyst expects the stock to either outperform or underperform the Benchmark by less than 5% over the next six months.

* Arating of "4", or "Reduce", indicates that the analyst expects the stock to underperform the Benchmark by 5% or more but less than 15% over the next six months.

o A rating of "5", or "Sell", indicates that the analyst expects the stock to underperform the Benchmark by 15% or more over the next six months.

® Stocks labeled "Not rated” or shown as "No rating” are not in Nomura's regular research coverage. Nomura might not publish additional research reports concerning this company, and it undertakes
no obligation to update the analysis, estimates, projections, conclusions or other information contained herein.

Sectors:

A "Bullish™ stance, indicates that the analyst expects the sector to outperform the Benchmark during the next six months.
A "Neutral" stance, indicates that the analyst expects the sector to perform in line with the Benchmark during the next six months.
A "Bearish" stance, indicates that the analyst expects the sector to underperform the Benchmark during the next six months.

Benchmarks are os follows: Japan: TOPIX; United States: S&P 500, MSCI World Technology Hardware & Equipment; Europe, by sector — Hardware,/Semiconductors: FTSE W Europe IT Hardware;
Telecoms: FTSE W Europe Business Services; Business Services: FTSE W Europe; Auto & Components: FTSE W Europe Auto & Parts; Communications equipment. FTSE W Europe IT Hardware; Ecology
Focus: Bloomberg World Energy Alternate Sources; Global Emerging Markets: MSCI Emerging Markets ex-Asia.

Explanation of Nomura's equity research rating system for Asian companies under coverage ex Japan published prior to 30 October 2008:
Stocks:

Stock recommendations are based on absolute valuation upside (downside), which is defined as (Fair Value - Current Price) /Current Price, subject to limited management discrefion. In most cases, the
Fair Value will equal the analyst's assessment of the current infrinsic fair value of the stock using an appropriate valuation methodology such as Discounted Cash Flow or Multiple analysis efc. However, if
the analyst doesn't think the market will revalue the stock over the specified time horizon due to a lack of events or catalysts, then the fair value may differ from the intrinsic fair value. In most cases,
therefore, our recommendation is an assessment of the difference between current market price and our esfimate of current intrinsic fair value. Recommendations are set with a 6-12 month horizon
unless specified otherwise. Accordingly, within this horizon, price volatility may cause the actual upside or downside based on the prevailing market price to differ from the upside or downside implied by
the recommendation.

® Arating of "1", or "Strong buy" recommendation indicates that upside is more than 20%.

® A rating of "2", or "Buy" recommendation indicates that upside is between 10% and 20%.

* Arating of "3", or "Neutral" recommendation indicates that upside or downside is less than 10%.
® Arating of "4", or "Reduce" recommendation indicates that downside is between 10% and 20%.
® Arating of "5", or "Sell" recommendation indicates that downside is more than 20%.

Sectors:

A "Bullish" rating means most stocks in the sector have (or the weighted average recommendation of the sfocks under coverage is) a positive absolute recommendation.
A "Neutral" rating means most stocks in the sector have (or the weighted average recommendation of the stocks under coverage is) a neutral absolute recommendation.
A "Bearish" rating means most stocks in the sector have (or the weighted average recommendation of the stocks under coverage is) @ negative absolute recommendation.

Price targets

Price targets, if discussed, reflect in part the analyst's estimates for the company's earnings. The achievement of any price target may be impeded by general market and macrogconomic trends, and by
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