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Overview

Year of the Dragon

The 2011 market sell-off has exposed medium-term value
in fundamentally attractive investments. We currently favour:

P Investment grade and emerging corporate bonds and
ermerging markets sovereign debt.

P Selective emerging currencies vs. developed market
currencies.

P Selective commodities (hard and soft) via outright exposure
or to stocks in the sector.

P Exposure to emerging consumption and infrastructure
themes via emerging and developed market stocks
exposed to them.

These are all powerful medium-term themes where the
valuations are currently attractive.

Market Focus on Brazil

b Macro advances paint to a positive long term trend for bath
the econormy and financial assets in Brazil, although in 2012
global developments will be the key driver.

b Brazil has exciting commodity and domestic consumption
investment themes.

P Interms of investment strategy, we are relatively cautious in
the short term but have a positive bias for the medium term.

Corporate bonds -
time to extend your credit?

b The difference in yield between bonds issued by companies
and safe haven government bonds is currently at extremely
wide levels. We believe strongly that these levels are simply
not justified by the relatively low risk in the underlying
companies.

b YWe see the best risk/reward in high quality non-investment
grade names and in lower rated investment grade credits. We
like this combination in Eurcpe, the US and emerging markets.

Year 2012: time to take the long view

P We expect 2012 to be a volatile year with high uncertainty but
we also see attractive opportunities for investors.

P Investors should adopt a long-term view, looking past the
short-term volatility and focusing on the long-term harizon
which characterises most investment goals.

b Diversification will be critical to successiul investing given the
volatility and uncertainty that surrounds the outlook for 2012,

1Qis part of a new suite of investment communications produced by the Macro and Investrent Strategy Unit of HSBC Global Asset
Management. The views expressed herein are as at January 2012 and subject to change, as the macroeconomic environment
evolves. Other short-term, thematic publications, such as Mew World Insight and events based communications are available from
our website. To be included in the distribution list for these communications, please contact your HSBC Global Asset Management

Relationship Manager.
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Year of the Dragon

Out with the Rabbit

China is playing a bigger and bigger role in the global economy.
And astrology plays a big role in the Chinese psyche. 2011 was
the "Year of the Rabbit." It was meant to usher in peace and
tranquility. Looking back on the wreckage of the market sell-off
this clearly did not prove to be the case, at least from a financial
rmarkets perspective. Policy makers, particularly in Europe,
found it impaossible to pull rabbits out of hats and investors

had a very rough ride along the way. According to the Chinese
zodiac, 2012 will be the "Year of the Dragen.” In Chinese
mythology, the dragon symbolises good fortune and power.

As omens go, that certainly sounds like a good start, but what
is the likelihood that the coming year will bring such good
fortune to investors? In the following article we setout a
baseline for economic fundamentals in 2012 and goon to
consider the main threats and opportunities for investors. Inline
with the Chinese theme we have included some guidance from
the enduring wisdom of Confucius, the Chinese philosopher.

Fundamentals matter

“Study the past if you would
define the future.”

Confucius, Chinese philosopher & reformer (551 BC - 479 BC)

In thinking about prospects for markets in 2012, the consensus
of economic forecasters’ expectations about macroeconomic
fundamentals narmally forms the baseline for views about
earnings and financial markets performance. Although there is
a lot of discussion about the possibility of recession in Europe
and a number of forecasters are now predicting it, for the larger
economies the majority of forecasters (the so-called
‘consensus’) are predicting an outright fall in Gross Domestic

Philip Poole

Global Head of Macra
and Investment
Strategy

Product (GDP) in 2012 only in Italy and Spain. As things stand
the expectation for the Eurozone averall is for virtually stable
output. Certainly, there is arisk that this consensus view is
lagging reality. But as we go to press, despite all the doom

and gloom, economic forecasters are expecting a much less
negative outcome for the Eurozone in 2012 than occurred in
2009 when output fell by 4.2%. Meanwhile, growth in the UK is
forecast 1o be in the region of 0.7%, slightly below the expected
outturn for 2011 and much better compared 1o a fall in GDP of
4.9% in 2009.

The consensus forecast for the US is also much better than

in 2009 when the economy contracted by 3.5%. For now at
least the consensus of forecasters expects the US economy
to grow by around 2.0% in 2012. Moreover, recent activity data
has been coming in better than expected. While this growth
outiook could well be downgraded, if correct this would be an
encouraging outcome given the many headwinds to economic
growth. However, relative to the experience of 2009, on this
basis it looks to us like there is a risk that investors could end
up being disappointed by developed world growth.

In our viewv, there is a growing likelihood of technical recession
in the Eurozone (generally defined as two consecutive guarters
of GDP contraction) and the best we should expect is low 1o
vary low growth in most of the rest of the developed world as it
continues to struggle with debt constraints on consumers and
governments and the impact of bank de-leveraging in Eurcpe.
Indeed, analysis of the consensus global growth forecasts
suggests that forecasters have a consistent bias to be more
positive about developed world growth prospects than the
eventual outturn (see charts for the US and Eurozone on page
6). However, while we believe that growwth might end up

being lower than consensus we do not expect the difficulties
in Europe 1o lead to a full blown global recession.
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Market expectations for growth and inflation (%)

GDP Inflation
2011F 2010 201 F
MNorth America -2.6 3.0 1.8 21 -0.2 1.6 3.2 21
United States -3.5 30 1.7 21 -0.3 16 32 21
Canada 2.8 3.2 23 20 0.3 1.8 29 20
Western Europe -4.1 19 1.5 0.1 0.6 1.8 27 1.9
Eurozone -i}.2 13 16 0.1 0.3 1.6 27 1.8
France 26 1.4 16 01 0.1 i 21 17
Germary -6.1 3.7 3.0 0.5 0.4 1.1 23 17
Italy -5.2 1.2 0.6 -1.0 0.8 1.5 28 21
Spain -3.7 -01 07 -0.2 -0.3 1.8 31 16
UK -4.9 1.4 0.9 0.7 X2 33 45 257
Switzerland -1.9 27 1.7 0.2 -0.5 07 03 0.1
Sweden -5.3 54 4.3 1.2 -0.3 1.3 2.8 1.6
EEMEA -5.2 4.5 4.4 29 6.3 6.6 6.4 6.2
Czech Republic -41 22 18 0.3 1.0 1.4 19 3.0
Hungary -6.7 12 15 -0.3 4.2 49 29 4.8
Israel 0.8 4.8 4.5 28 33 27 35 2.4
Poland 1.6 38 4.1 24 35 26 42 31
Russia -7.8 4.0 42 3.5 8.8 8.8 6.8 6.6
South Africa -1.7 28 3.1 286 71 43 5.0 6.1
Turkey -4.8 9.0 18 i ) 6.3 8.6 6.4 89
Asia Pacific 1.9 7.0 4.4 5.0 0.8 2.6 36 26
Australia 1.4 27 1.9 35 1.8 28 35 28
China 9.2 10.4 92 8.3 -0.7 3.3 5.4 3.5
Hong Kong 2.7 70 5.0 3.4 06 23 53 43
India 8.0 85 72 75 12.4 104 82 71
Japan -6.3 4.0 -0.6 20 -1.3 -0.7 -0.2 -0.2
Mew Zealand 2.0 1.7 19 28 24 23 42 23
Singapore -0.8 14.5 5.0 3.0 0.6 28 5.1 3.0
South Korea 0.3 6.2 3.6 3.4 28 30 42 31
Talwan -1.9 10.9 44 31 -0.9 1.0 1.4 iz
Thailand 2.3 18 1.6 4.0 -0.9 33 39 35
Latin America -1.7 6.3 4.1 35 b 6.6 6.8 6.2
Brazil -0.6 Fi] 29 3.2 4.3 59 6.5 5.3
Chile -1.7 5.2 6.2 4.0 -1.4 3.0 38 3.0
Colomibia 1.5 4.3 5.2 4.5 2 32 36 35
Mexico -6.1 54 39 3 386 4.4 35 3.7
World -1.8 4.3 29 27 1.3 28 37 29

Source: Consensus Economics, as at December 2011, ' Emerging Europe, Middle East and Africa






US GDP expectations proved too positive
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Eurozone GDP forecasts also disappointed
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The consensus view of the emerging economies is more
optimistic than that for the developed world. Chinese economic
growth is forecast to slow in 2012 but a sharp deceleration

in growth, or so-called hard landing, is not expected. The
consensus forecast is for 8.3% economic growth in China in
2012. China's dependence on foreign demand is now lower
than in the past, with an export to GDP ratio of less than 30%.
S0 unless domestic investment slows sharply, which we do
not expect, a hard landing in China looks unlikely. The Indian
economy is expected to grow in 2012 at a level broadly in line
with 2011 {7.5% growth) while the Brazilian economy, the
largest in Latin America, is expected to grow by 3.2%, again
largely in line with the expected outturn in 2011.

The consensus view for inflation is that it is unlikely tobe a
problem in the developed world, with inflation forecast to be
lowver virtually across the board. Inflation is also expected to

fall in many emerging economies including China in 2012 where
it has already turned lower. Forecasts suggest that Japan will
continue to struggle with mild deflationary pressure.

Should we fear the dragon?
Investment risks for 2012

"“Real knowledge is to know the extent
of one's own ignorance.”

Confucius

Information and analysis has never been mare readily available,
yet we are still callectively constantly surprised by events. 2011
was punctuated by events that investors mostly did not expect.
At the beginning of 2011 no one was forecasting wholesale
political change in the Middle East, rating agency Standard &
Poor's downgrade of the long-term US sovereign debt rating or
the Japanese earthquake and its debilitating after effects. Yet,
they all had a material negative impact on financial asset prices.
By contrast, additional shocks from the Eurczone debt crisis
always looked likely and, like a train wreck in slow maotion, it
moved down a fairly predictable path of financial contagion.

So what should we be prepared for in 20127 It looks likely that a
number of the concerns that have dogged markets in 2017 will
spill over into 2012. No doubt there will also be additional shocks
along the way. It seems pretty certain that the Eurozone crisis
will rumble on, particularly if Italy and Spain fail to re-establish
the confidence of the markets. Even if they do there will remain
an overhang of implementation risks for economic austerity
programmes. In addition, further focus on the US sovereign
debt rating and the need to curb the growth in indebtedness
seems likely to impact investors’ risk appetite at some point
in2012.

US activity "surprise" index turns up
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Recession may not be fully baked into economic forecasts for
much of the developed world but in our view low grade growth
is the best we should expect and recession risks are unlikely to
be far away. The sell-off in 2011 was partly on the back of very
weak economic data relative to market expectations. The good
news here is that market expectations regarding growth are
now much more realistic. This should help to reduce the risk
that weak data continually disappoints, something that was very
negative for financial markets for much of 2011. This can be seen
very clearly for the US market where the broad base of activity
data (please see page 6) disappointed relative to expectations
from March until end September — and US and global equities
sold off — but has since been surprising positively, partly as a
result of expectations having been driven lower.

Eurozone surprise index has also turned
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A full political calendar

There are some key political events scheduled for 2012 with

US presidential elections due in Novermnber. In the interim,

the risk in the US is political paralysis. It locks highly unlikely

that the government will make progress on its debt problem
until elections are out of the way and this has the potential to
unnerve markets, just as it did in July and August last year. In the
Eurozone, presidential elections are also due in France in April
and will provide a gauge of how damaging the Eurozone crisis has
been for core Eurozone politicians closely associated with it. The
political ramifications of the crisis could end up creating anather
negative element in the feedback loop.

2012 Calendar of political events

Date Country Events

January Taiwan Presidential election
February Finland Presidential election
March Russia Presidential election
March Slovakia Parliamentary election
April South Korea Parliamentary election
April France Presidential election
{1st round)

June France Legislative election
July Mexico Presidential and
Legislative election

July India Presidential election
Septermber Hong Kong Legislative elections
October China 18th party congress
October Turkey Presidential election
October Venezuela Presidential election
MNevember us Legislative election
MNowvember us Presidential election
December South Korea Presidential election

Source: HEBC Global Asset Management, as at January 2012

While there is a presidential election in Russia in March, the key
political event in the emerging world is likely to be the change

in China's leadership at the Communist Party’s 18th party
congress which is most likely to be held in October. We expect
the transition of power to be relatively smooth given that both
president-in-waiting Xi and the next premier Li have been active
within the top echelons of the party since 2007. The latest

Five Year Plan, which is already finalised befare the personnel
changes, should also help to provide policy continuity.

More problems for the Eurozone

“The hardest thing of all isto find a
black cat in a dark room, especially
if there is no cat.”

Confucius

The Eurczane crisis has been dogging markets for two years
nowy as politicians have half-heartedly sought a solution ina
process that increasingly resembled Confucius’s search fora
black cat ina dark room. A cat that might not be there. It seems
set to remain an overhang for market sentiment throughout
2012. The experience of debt work outs, including in emerging
rmarkets during the 1990s and Japan over a period of getting on
for 20 years, is that they take a long time and rarely end up

~d



with a sustainable solution at the first cut. There is noreason

to suppose that the Eurozone debt crisis will be different and
certainly we expect solving this to be a multi-year problem.
Mareover, this crisis is unlikely to be solved by a single decision
or policy measure. More likely as a result of a series of half
measures that eventually turn sentiment around. To quote our
Chinese philosopher again, “The man who moves a mountain
begins by carrying away small stones.’

There is no doubt that the Eurozone debt problemis a
rmountain and that early atternpts to fix the problern were far
too small in scale. As a result of a hardening of resclve a more
comprehensive plan did eventually emerge from summits in
October and December but did not prevent contagion through
to Italy and Spain and even to the banking sector and bond
rmarkets in core Eurozone countries. In all this, ltaly is the
really big nurmber. The ltalian bond market is the third largest
in the world after the US treasury market and the Japanese
government bond market and other Eurozone countries are
exposed to potential sovereign debt problerns there via their
banks, a key consideration that contributed to a slew

of sovereign credit downgrades.

Italian, Spanish and French bond yields remain elevated

Bond yields (%)
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What will it take to solve the problem? As a pre-condition,
dealing with this risk will necessitate credible fiscal
consolidation. A key element in 2012 is for Italy, in particular,
to convince markets that it is doing enough to ensure debt
sustainability. The stakes are very high: failure to reassure and
so reduce bond yields will likely lead to on-going contagion
through banking sector exposure, including to core Eurcpean
countries. Encouragingly, liquidity provisions from the European
Central Bank (ECB) announced last December are a move in
the right direction. This is an essential element in buying time
for the improvements to government finances to work and for
market confidence to be re-established.

At its core, the problem is still that monetary union exists
without fiscal union. Put simply, the ECB controls interest
rates for the whole of the Eurczone but budgets and debt
management are controlled at the individual country level and
budgetary discipline had been weak in peripheral markets.
We believe that a break-up of the Eurozone is still an unlikely
event but the risk has been nsing and now markets are
looking for credible progress toward fiscal union, including the
potential for joint Eurozone eurobond issuance. The December
agreement to implement a so-called ‘fiscal compact’ is an
important initiative but we still need ta see the detail and more
political brinkmanship cannot be ruled out along the way.

In terms of potential positive surprises, a decisive resolution to
the problems in the Eurozone early in the year would certainly
qualify, but for now it looks like a relatively low probability event.

Don’t forget the US

"He who will not economise
will have to agonise.”

Confucius

Following the compromise pelitical agreement to raise the US
debt ceiling last July, the US Congressional 'super committee’
tasked with reaching a deal to cut the US government deficit
failed to reach agreement. This failure reinforces the obvious
conclusion from the debacle over raising the debt ceiling: on-
going polarisation between Democrats and Republicans on
how to restore fiscal sustainability. It sets the stage for partisan
political clashes aver budgetary policy ahead of presidential
elections. The debate will likely focus on the choice between
cutting defence spending vs. cutting entitlements and the
noise that is generated will, as a minimum, add to investor
angst. Fiscal paralysis looks increasingly likely in the run up

to elections. Rating agencies had already concluded that they
would not immediately downgrade the US in the event that
the super committee failed to deliver an agreement, given
that there is an automatic ‘sequestering’ process scheduled
to kick in to cut expenditures, particularly in the area of defence.
This said it is clearly not a supportive event and there remains
a sizable risk of additional downgrades to the US sovereign
rating in 2012 from one or more of the credit agencies, a risk
that would increase materially if Congress back tracks

on sequestration.
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Could emerging markets trip up?

Our sceptical view of debt progress in the US in a presidential
election year sits alongside the problems in Europe and rising
indebtedness in Japan. Our strategic view is that the woarld is
re-shaping. There is a broad deterioration in developed world
sovereign debt ratios relative to much of the emerging world,
where debt indicators continue to improve. Relative sovereign
credit quality has diverged and the rating agencies and markets
are still playing catch-up - downgrading the developed world

and, on balance, continuing to upgrade the emerging world.

This process has added to the positive view of emerging
rmarkets’ economic growth prospects. But are investors too
positive on emerging markets 'decoupling’ from developed world
weakness? While there was certainly evidence of such economic
decoupling in 2008 and 2009 (please see the first chart below)

it could always end up being different this time around.

Economic decoupling of emerging markets...
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...but not of financial decoupling
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Emerging economies have very different structures
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Sa far emerging economies have held up reasonably well
although exports have suffered. Relatively ‘closed’ economies
li.e. those that are less reliant on exports to drive economic
growth} should be less impacted by weak developed market
growth, although in Brazil's case poor Q3 GDP data shows that
these economies are far from immune to global weakness.

Most Asian economies are more open than economies in Latin
America with the exception of India, as the graph above shows.
While relatively closed, Mexico has a particularly concentrated
export exposure to the US given its geographic proximity.
China's geographic export exposure is more diversified.

The ability to ease budgetary policy will also be important as
will the opportunity to cut rates and ease restrictions on credit
growth, reversing the tightening cycle that we have seen in
rmany emerging markets over the last two years. On this front
it is encouraging that inflation now seems to have peaked in
much of the emerging world including China. In China's case
policy easing is likely to include substantial cuts in bank reserve
reguirements as well as interest rates over the course of 2012,

However, markets that have been dependent on investment
flows from the developed world could be vulnerable to
developed world woes. European banks are likely to shrink their
loan books in a bid to meet the higher capital-to-loan-book ratios
required by regulators. This could impact emerging markets that
are credit dependent. This includes Asia where growth is now
more credit-intensive than in the past and emerging Europe
which was particularly vulnerable in 2008/2009.
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Emerging markets vulnerability to European bank de-leveraging (USD bn)

All countries

Africa and the Middle East
Asiaand Pacific

Emerging Europe

Latin America and the Caribbean

June 11

December 2007 June 2011 as % of end 2007
23,608 19,639 832

433 514 118.9

1,014 1,340 132.2

1,248 1,366 109.4

643 8h8 133.4

Bank for International Settlements (BIS) reporting European banks consolidated cleims. European banks exposure is the total of Austna, Belgium, Finland, France,

Germany, Greece, Ireland, Italy, Netherlands, Morway, Portugal, Spain, Sweden, Switzerland, Turkey and the United Kingdom. Source: BIS, as at December 2011

Irrespective of the issue of contagion many have argued that
China's economic model cannot continue to deliver consistently
strong growth. In 2011 it was in vogue to suggest that problems
in the banking sector combined with a need to curb inflation
would lead to a sharp slowdown. While there are risks, China
and other emerging economies seem to be much better placed
to prosper in 2012 (and beyond) than the developed world. Again
Confucius was on the mark when he wrote 'better

a diamond with a flaw than a pebble without."

In terms of nisks, the discussion so far has been to identify
negative surprises. There is of course also the potential for positive
surprises. There is a lot of liquidity ‘trapped’ in so-called risk free
assets suchas US treasuries and gilts as well as on deposit with
central banks. If it were to move back into risk assets it could spark
amajor upward correction in equities and ather risk assets. VWhat
could be the catalyst for such a 'risk on' move? A quick and positive
solution ta the Eurazone crisis is possible but, as discussed

above, seems unlikely to us and the same conclusion stands

for developed growth prospects surprising positively. The most
obvious such positive surprise seems to be the possibility that

the US Federal Reserve will instigate a third round of ‘quantitative
easing’, further reducing real interest rates. In a sense though,

this quantitative easing is potentially a double-edged sword. The
market could take such a move as a welcome positive surprise

or see it as a sign of desperation on the part of palicy makers that
hawe run out of ammunition. Inwhich case it could fail to impress
investors and could even backfire.

Investing in a highly uncertain world

“He who knows all the answers
has not been asked all the questions.”

Confucius

We certainly do not believe we know all the answers but in
what follows we try to interpret the investment outlook for 2012
in light of the underlying fundamentals and the sell-off in most
risk assets in 2011. One of the characteristics of markets since
the Lehman crisis has been the high degree of price correlation
between risky assets. This binary 'risk on/ risk of ' behaviour
looks likely to continue to dominate market moves in the months
ahead. In our view, it is a reflection of the very uncertain world

in which investors are forced to cperate. Key aspects that
investors took for granted in the pre-crisis period — such as the
stability of the Eurczone or the credit quality of the US —are now
being questioned. This uncertain world has been additionally
complicated by changes in the structure of financial markets.

In general, trading books have shrunk and the ability of
investrment banks and brokers to smooth volatility is vastly
reduced. The shock absorbers have been removed from the
system. Unsurprisingly, the ride for investors is likely to

continue to be bumpy.



Risk on - risk-off has dominated markets
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The high correlation between assets such as equities, corporate
bonds and commaodities makes finding diversification difficult.
In fact it seems to reduce asset allocation to a stark and simple
choice between risky and safe haven assets. This pattern
probably has lenger to run but such correlated volatility also
provides opportunities and entry points for investors. Sell-offs
tend to be indiscriminate and investors able to pursue long-term
thernes should consider seizing these opportunities to buy

on weakness. In addition, they should look for anchors in this
volatility — positive longer term thermes around which to build
portfolios, particularly when investing in equity markets.

We believe that the correlated market sell-off in 2011 has
exposed medium-term value in a number of fundamentally
attractive investrnents. In many respects it has been a classic
‘risk-off' move that has been indiscriminate of fundamentals.
For the medium to long-term investor, we see significant value
in a number of areas and highlight the following in particular:
corporate credit in developed and emerging markets relative
to developed market government debt; selective cormmaodity
trades via equity market exposure and selective high yielding

Emerging markets currencies look undervalued

emerging markets currencies. In addition, consideration should
be given to exposure to emerging markets consumption and
infrastructure spending, via a combination of emerging and
developed world stocks exposed to this theme.

Currencies

The market sell-off in 2011 was a classic risk-off move with
investors dumping risky’ assets including equities, corporate
bonds and high yielding currencies and buying safe and
liquidity haven assets like US treasuries, UK gilts and Japanese
government bonds. This safe haven buying has supported the
asscciated currencies including the US dollar, the Japanese
yen and the Swiss franc. As a result these currencies now look
expensive on fundamentals, particularly in real purchasing
powver terms (see purchasing powver parity estimates in

the table below). If Eurazone worries do ease it should be
supportive of the euro against these currencies as safe haven
flows would likely partially reverse. In contrast to the conclusion
on developed currencies, many emerging markets currency
valuations look cheap on such real purchasing power measures
and also have attractive interest rate differentials relative to the
developed world where yields are likely to remain very low.

The currencies that potentially stand cut to us include those

of China, Indonesia, Korea, Malaysia, Singapore, Mexico and
Chile. As the table on page 12 shows, many of these currencies
depreciated markedly in nominal terms in 2011. In addition to
getting currency exposure to play this directly, we believe that
over the longer-term emerging markets currency appreciation
should be a key compaonent of investment returns for equity and
local currency bonds and undervaluation of emerging markets
currencies provides an important reason to consider emerging
markets exposure more generally.

Japan 106.82
Switzerland 1.66
Brazil 1.75
China 4.05
India 19.57
Indonesia 6434
Mexico 8.48
Russia 2253
Turkey 1.19

Current FX? PPP/Current FX Interest rate
rate (%) differential (%)
7719 138.39 -0.16
092 181.03 -0.25
1.78 98.54 10.75
6.32 64.07 6.31
51.40 38.06 7.25
9200 69.93 5.75
13.54 6264 4.25
31.72 71.02 7.75
1.856 64.32 5.60

MNB: 'PPP is purchasing power parity International Monetary Fund (IMF) estimates, Expressed in national currency per current international doliar.

Interest rate differential ve US Fed funds rate. *Foreign exchange rate vs USD.

Source: IMF, Bloomberg, as at December 2011



versus USD
% change

31-Dec-10  31-Dec-11 in 2011
Asia
China 6.61 6.39 3%
India 44.7 52.0 -14%
Indonesia 8996 9118 -1%
Malaysia 3.06 3.18 -4%
Taiwan 293 304 4%
Thailand 301 31.3 4%
Latin America
Argentina 3.90 4.26 -8%
Brazil 1.66 1.87 -11%
Chile 468 522 -10%
Mexico 12.4 14.0 -12%
Emerging Europe
Hungary 208 Py | -10%
Poland 296 3.38 =12%
Russia 305 313 -2%
Turkey 1.54 1.87 -17%

Source: Bloomberg, as at December 2011

Bonds

Inflation dynamics should be positive for developed market
government bonds in 2012 —we really see little in the way of
sustainable inflation risks in the developed world. However,
developed market government bonds look expensive on
fundarmentals. This points to higher yields in the future. They

have been supported by safe haven flows and we see little
fundamental value in this asset class beyond support fromrisk
aversion, believing that developed government bonds will need to
sell off once market sentiment improves. US treasuries (see chart
to the right) are also vulnerable to continued positive surprises in
US activity data. Differentiation between issuers has increasingly
reflected the fiscal outlook and this has led to a flight to quality in
Europe which has favoured German and UK sovereign issuance at
the expense of Italian, Spanish and French debt.

Unsurprisingly, German government bonds (bunds) have

been the asset of choice as the safe haven trade in Continental
Europe. As investors have sold risk assets and government
bonds fram the peripheral European countries they have

moved into bunds which have outperformed the bonds of other
Eurczone countries as a result. However, the decision of rating
agency Standard & Poor's to downgrade nine Eurozone countries
earlier this month, including removing France and Austria’s

AAA rating, highlights the problems for the bloc. Overall we

are cautious on German bunds due to the low level of vield. UK
gilt yields also have a safe haven premium which leaves them
vulnerable to improved sentiment if the market starts to believe in
animpending solution to the Eurozone problems.

versus Yen

% change

31-Dec-10  31-Dec-11 in 2011
Asia
China 12.3 12.2 -1%
India 1.82 1.49 -18%
Indonesia 0.90 0.85 -5%
Malaysia 264 24.4 -7%
Taiwan 237 255 B%
Thailand 270 248 8%
Latin America
Argentina 204 18.2 -11%
Brazil 490 41.8 -15%
Chile 017 0.15 -12%
Mexico 6.57 5.55 -15%
Emerging Europe
Hungary 0.39 0.34 -13%
Poland 270 23.0 -15%
Russia 2.66 249 6%
Turkey E2.7 41.9 =21%

US treasury yields at historical lows
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Source: Bloomberg, as at December 2011

In contrast to developed world bonds we believe that the
sovereign debt of emerging markets looks attractive. Over last
summer the relative yield spread of these instruments over
the underlying treasury yield widened out sharply. Given that
fundamentals remain sound for the most part in emerging
rmarkets and that yields on developed world sovereign debt
look unattractive beyond risk aversion - we believe this asset
class to be a good place to invest.






