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A good quarter all round
The second quarter of 2003 was a good one for investors with equities leading the
way by staging a sharp recovery from their pre Iraqi War lows. It was also a good
quarter for bonds as interest rates continued to fall and even commodities, gold
and oil all appreciated. The Heritage Funds also all managed to produce positive
returns with the Managed Portfolio Fund having a particularly good quarter with a
gain of 11.5%.

Such a combination of positive returns across the board for all asset classes is
pretty unusual. In particular the equity and bond market rallies appear to be contra-
dictory, with equities rising on the prospects of an economic recovery whilst the
strength of the bond market is due to falling yields on the assumption that the
economy will remain weak. Clearly both views cannot be correct and the likelihood
is that this happy state of affairs with both markets rising will not be sustainable for
much longer. For cautious, long-term investors the sensible approach therefore
remains to have a portfolio diversified across the major asset classes.

Another milestone for the Heritage Funds
During the quarter the Heritage Investment Fund reached a significant milestone
when the total amount invested in the Fund passed the £50 million mark.

The past three years have been very difficult for markets generally with the MSCI
World Index falling by approximately 35% during this period. Against this back-
ground the Fund, which consists of the Enhanced Bond Funds, Diversified Hedge
Funds and the Managed Portfolio Fund, has managed to buck the general trend by
steadily growing from a total of £30 million three years ago, to the current total of
just over £50m.

The source of this progress can be attributed to a combination of new subscrip-
tions and good investment returns.

New subscriptions have come from both existing and new clients. For existing
clients our funds have proved a popular alternative to having a separately man-
aged portfolio consisting of numerous individual equity and bond holdings, and
the proportion of Heritage’s funds under management held within our own Funds
has recently increased to over 50% for the first time.  New investors have also been
attracted by the combination of performance, simplicity and below average charges
which our fund range offers in contrast to many other funds which have shrunk
due to the impact of falling markets and redemptions by disillusioned investors.

The steady performance derives from our conservative investment approach and
our disciplined investment processes, which are designed to produce consistent
positive returns in the Bond and Hedge Funds and long term capital growth at a
lower risk than pure equity alternatives in the Managed Portfolio Fund.

As ever it is difficult to predict exactly what will happen to the markets going
forward, but clients will hopefully be re-assured that the Heritage approach has
demonstrated its ability to continue to produce steady progress and growth dur-
ing what has been a very turbulent few years.
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Global equity markets had their best
quarter since the height of the last bull
market three years ago. In addition to
the double digit percentage gains
achieved across the major equity mar-
kets as shown in the table below, every
single one of the 50 country markets
which make up the MSCI equity indices
rose for the first time since they were
introduced in 1987.

Such a comprehensively positive per-
formance might reasonably be expected
to be accompanied by a fundamental
improvement in the global economy and
its prospects. However, in the real world
recent economic data and company re-
sults have not been that positive and
any economic recovery remains very
fragile. The rise in equity prices there-
fore probably has more to do with an
increased appetite for riskier invest-
ments, such as equities, following the
reasonably benign outcome to the Iraqi
War, coupled with the liquidity injected
into the financial markets by central
banks as they cut interest rates in an
attempt to counter the threat of defla-
tion.

The danger for the second half of 2003
is that equity markets have already re-
covered further and faster than can be
reasonably justified by the underlying
fundamentals. For this reason we remain
cautious about the sustainablity of the
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 Investment Statistics - 30/06/03

 Equity Markets                          Q2 2003      2003 ytd        2002             2001          2000
 Global - FTSE World ($)                16.59%         9.99%        -20.60%       -16.20%      -14.05%

 UK - FTSE 100                            11.57%         2.30%        -24.48%        -16.15%       -10.21%

 US - S&P 500                              14.90%         10.76%       -23.37%       -13.04%        -9.31%

 Europe - FTSE Eurotop 100         16.13%         0.73%        -33.51%      -18.64%        -3.82%

 Japan - Nikkei 225                        13.93%         5.88%         -18.63         -23.52%       -27.19%

 Other                                                 UK                 US                Europe               Japan

 PE Ratio                                               17                   32                   16                      42

 Dividend Yield                                    3.5%               1.9%               2.5%                 1.1%

 Interest rates - base                            3.75%             1.00%             2.00%                0.00%

 Interest rates - 10 year                        4.18%            3.57%              3.80%                0.81%

 Exchange rates ( vs GBP )                       -                 1.6502            1.4327             198.10

 Exchange rates ( vs USD )                   1.6502                 -                1.1484             120.10

 Gold ( $ per ozs )           $ 347.70

 Source : Financial Times

Heritage Capital Management Limited is authorised and regulated by the Financial Services Authority. Investors should be aware that past investment performance is not necessarily a guide to future
performance, and that the value of  investments may fall as well as rise. An investor may get back less than the original amount invested.

current equity market rally and await fur-
ther hard evidence of a genuine recov-
ery in the global economy and corpo-
rate profits before heralding the start of
a new bull market.

United Kingdom
The FTSE 100 index managed to break
back above the 4,000 mark ending the
quarter up 11.6% at 4,031. The perform-
ance of mid and small caps was even
more impressive, boosted by an increase
in take-over activity.

UK base rates remained at 3.75% and
are now significantly higher than rates
in the US and Eurozone, although there
is a distinct possibility that rates will
need to fall to counter the effect of tax
increases coupled with a slowing hous-
ing market and record levels of consumer
debt.

The UK government again deferred any
decision on possible entry to the Euro
when it announced that only one of the
five economic tests for convergence had
been passed.

United States
The rally in US markets has been led by
the technology stocks, with the Nasdaq
index now up by over 20% for the year-
to-date compared to a rise of 10.8% for
the wider market as represented by the
S&P 500 index.

Market Commentary
The Federal Reserve seems determined
to boost the sluggish US economy and
avoid the threat of deflation. Since 2000
it has cut interest rates on 13 occasions
taking them from 6.5% to their current
level of just 1%, and US Dollar bond
yields have fallen to their lowest levels
for 45 years.  There have been some
signs that the combination of lower in-
terest rates, tax cuts and a weaker Dollar
will help a recovery in corporate profits
this year but as the Fed Chairman, Alan
Greenspan, recently commented “the
economy has yet to exhibit sustainable
growth”.

Europe
Europe was the best performing major
regional market during the second quar-
ter with a gain of just over 16%, but this
was off a lower base and it has only just
managed to creep into positive territory
for the year-to-date.

The Euro has continued to recover and
against the US Dollar it has appreciated
from 0.82 at its low point in 2001 to its
recent high of 1.19 which is back to
where it started its life three and a half
years ago.  However, this currency
strength probably has more to do with
current Dollar weakness rather than en-
thusiasm for the Euro itself and as far as
Europe’s industry and exporters are con-
cerned the currency strength will be a
drag on corporate profits.

Japan
The Japanese market also recovered
strongly from the 20 year lows which it
reached in the first quarter. However, this
recent recovery has mainly been fuelled
by foreign buyers and the danger is that
it will reverse later this year as domestic
investors continue to sell stocks and the
attention returns to the underlying fun-
damentals which remain as weak as ever.

Emerging markets
Selective emerging markets continue to
offer some diversification away from the
sluggish major economies. In particular,
Asia could provide attractive investment
opportunities with the triple merits of
above average economic growth rates,
a favourable demographic profile and
attractive valuations.
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Performance
Enhanced  Bond Funds      Diversified Hedge Funds              Managed Portfolio

           Fund
Risk profile Low  Moderate          High / Moderate

Minimum investment horizon 1 year +  3 years+       5 years+

Target annual return Bank deposits + 1%   Bank deposits + 4%    10%+

Typical range of  returns 2% - 5%    0% - 8%        -9% - +12%

Price at 30 June 2003   £140.11                US$126.94  £115.39 US$114.04  £100.65                 MSCI Index

Return for quarter (net)       1.10%   1.00%      2.40%    2.21%     11.50%      11.53%

Return for year to date                         2.13%                    1.44%                      2.33%    1.26%       9.59%       7.27%

Year 2002 return (net)       5.19%   4.27%      7.95%    5.82%     -0.41%     -29.01%

Year 2001 return (net)                          5.51%                    5.11%                      6.83%               5.38%                    -7.19%                 -15.11%

Year 2000 return (net)       9.59%   9.66%      6.53%    6.89%     -0.64% (1 mth)       -7.11%

Annual volatility       0.9%   1.1%      2.0%    2.3%       8.1%       24.7%

Size of Fund (millions)   £24.4                     US$10.0  £11.9 US$4.3    £6.1

The Enhanced Bond Funds are invested in a
diverse spread of high-quality investment grade
bonds, with not more than 5% allocated to any
one issuer.   The Sterling and US Dollar bond
portfolios currently yield 4.4% and 2.1% per
annum gross to maturity, and both have aver-
age durations of  2.8 years.

Both Sterling and US Dollar 5 to 10 year bond
yields fell by approximately 25 basis points
during the quarter on concerns about deflation
and anticipated further interest rate cuts. With
the economic outlook and equity markets re-
covering, bond prices look vulnerable to a pos-
sible correction. We continue to partially hedge
the interest rate exposure of the longer dura-
tion bonds, but not as tightly in order to en-
hance returns, which could lead to increased
short-term price volatility.

Both Enhanced Bond Funds produced posi-
tive returns for the quarter, with their year-to-
date returns running ahead of cash deposit rates,
particularly in the case of the US Dollar de-
nominated Fund.

Enhanced Bond Funds

The detailed composition of  the Fund portfolios is available to investors upon request.

This report is not an invitation to subscribe for shares in the Heritage Investment Funds and is for the information of  investors only. Investors should be aware that past investment
performance is not necessarily a guide to future performance, and that the value of  investments may fall as well as rise. An investor may get back less than the original amount invested.

The Diversified Hedge Funds seek to generate
consistent positive returns irrespective of mar-
ket direction by exposure to interest rates, cur-
rencies and equity indices employing futures
and options. The maximum gross exposure of
these derivatives positions is limited to the to-
tal funds under management. As these posi-
tions require limited margin outlay, the balance
of funds is invested in short-dated investment
grade bonds to provide underlying income for
the Funds.

In view of the difficulty of forecasting market
movements within the limited and specific time
frames dictated by our option expiries, we have
been focusing on generating returns from non-
directional equity index positions involving pre-
mium capture. We employ tight stop loss poli-
cies to contain losses on positions that move
against us. We did not hold any interest rate or
currency positions at the quarter-end in view
of their low implied volatility.

Both Diversified Hedge Funds generated pleas-
ing positive returns for the quarter ahead of
their benchmarks, but are still running behind
their target returns for the year to date.

Diversified Hedge Funds

The Managed Portfolio Fund had an exception-
ally good quarter, gaining 11.5% and it is now
up 9.6% for the year-to-date. Although the
Fund has a lower risk profile than pure equity
alternatives due to its sizeable holdings of cash
and bonds, it has nevertheless managed to out-
perform the MSCI World Index, which is up
7.3%, for the year-to-date.

The strong market rally and our overweight
position in small caps helped our equity hold-
ings, and our Far Eastern positions have begun
to recover from the recent SARs related set-
back.

Our zero dividend preference shares, which are
listed fixed interest securities backed by equity
portfolios, benefited from the combination of
rising equity markets, which improved asset
cover, and falling bond yields.

During the first half of the year we reduced the
large cash weighting which we started the year
with by investing in companies and zeros which
we considered good value. However, having
now experienced a sharp recovery we are cur-
rently returning the portfolio to a more defen-
sive positioning.

Managed Portfolio Fund
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We use both futures and options (col-
lectively referred to as derivatives as
they derive their value from underly-
ing assets) in managing the invest-
ments of both our Enhanced Bond and
Diversified Hedge Funds. Our more tra-
ditional long-only Managed Portfolio
Fund does not employ any derivatives
in its investment strategies.

A futures contract is an agreement to
buy or sell an asset at a certain time in
the future for a certain price. Options,
on the other hand, give the holder the
right to buy (ie a call option) or sell (ie
a put option) an asset by a certain date
for a certain price. A futures contract
imposes an obligation on the holder
and costs nothing aside from dealing
costs, whereas the holder must pay an
up-front premium for an options con-
tact which gives the right, but not the
obligation, to buy or sell an asset. We
only deal in financial, and not commod-
ity, derivatives for our mutual funds
which are quoted on recognised de-
rivatives exchanges, where the con-
tracts are highly liquid, the pricing is
transparent and there is no
counterparty risk.

Our Enhanced Bond Funds utilise both
futures and options for hedging pur-
poses only and not for speculation.

Heritage Capital Management Limited
40 Broadway, London SW1H 0BT
Tel: +44 (0) 20 7799 2110  Fax: +44 (0) 20 7222 1599
General Email: info@heritage-capital.co.uk
Website  www.heritage-capital.co.uk

When the yield curve is positive-slop-
ing, we may hold longer duration
bonds in these Funds to earn higher
yields on these bonds than those ob-
tainable on short-dated bonds. The
prices of such longer-duration bonds
are more sensitive to changes in inter-
est rates and, where we wish to protect
the capital values of these investments
against a rise in bond yields, we may
either sell bond futures or buy put op-
tions on bond futures. Sometimes, we
may sell out-of-the money call options
to reduce the net premium payable on
the put option hedge. Where these
Funds hold bonds denominated in a
currency other than the reporting cur-
rency of the Fund, we use forward cur-
rency contracts arranged with our cus-
todian bank to hedge the currency ex-
posure of these bonds, rather than us-
ing currency futures where transaction
costs are higher.

Our Diversified Hedge Funds, on the
other hand, use options (and less fre-
quently futures) to establish positions
in equity index, bond and currency fu-
tures, in order to generate returns for
the Funds. Despite the fact that deriva-
tive instruments can provide signifi-
cant leverage, we strictly limit the gross
exposure under these contracts to the
funds under management in each Fund,

This newsletter is intended for general information only; consequently it is broad in its nature. The Heritage group does not provide any form of tax or legal advice. The implementation of any
investment decision or general strategy based upon comments made or implied within this newsletter is not the responsibility of the Heritage group and must be checked with professional advisers.
Whilst the information contained within this newsletter is believed to be accurate at the time of publication, the Heritage group accepts no responsibility whatsoever for any inaccuracies within the

newsletter or for any misunderstandings that may arise as a result of any reliance placed upon the contents of it.

Model risk-adjusted asset allocations for Heritage’s mutual funds:

                  Suggested asset allocation                 Last 12 months
Enhanced          Diversified   Managed     Target returns                 Actual return     Average

                                     Bond Fund       Hedge Fund       Portfolio Fund       £    US $                    £        US$     volatility

Model portfolios:
Defensive  100%     4.0%      2.0%               5.4%    4.3%        0.9%
Cautious    33%  67%     6.0%      4.0%        6.3%    4.6%        1.5%
Balanced    19%  50%       31%     8.0%      6.0%        7.1%    5.9%        3.6%
Growth  40%       60%              10.0%      8.0%        7.8%    7.0%        6.4%
Benchmarks:
3 month interest rate                              3.7%    1.3%        0.0%

to ensure than any losses are not mag-
nified. This does, understandably, limit
the gains that can be made from suc-
cessful trades. Stop loss levels are also
determined when each derivatives po-
sition is entered into in order to limit
the downside from any unexpected
losses. We tend to favour non-direc-
tional derivatives positions which
have a higher probability of success.
This could, for example, involve the si-
multaneous purchase of both call and
put options when market volatility is
historically low and a market move ei-
ther up or down is expected. From time
to time, we may also establish modest
directional trading positions, which
have a lower probability of success,
but which can boost returns if success-
ful. At its simplest, this could involve
purchasing a call option to establish a
bullish position and, perhaps, selling
another call option further out-of-the-
money to reduce the overall cost of
the position.

The above explanation of the use of
derivatives in our mutual funds is by
no means exhaustive, but seeks to pro-
vide investors with some limited un-
derstanding of how derivatives are
employed in our investment strategies
and to provide the reassurance that we
use derivatives responsibly in the man-
agement of our mutual funds.

MSCI World Equity Index                                                                                                                -10.2%   -2.8%                24.7%

The use of derivatives in managing our mutual funds


