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. The recovery continues, driven by the strong peréorce of Asian economies and
expansionary public policies across advanced arst eroerging countries. The IMF has
just increased itkorecast for global real GDP growth by about half gpercentage point
to -1.1% in 2009 and +3.1% in 2010Commodity prices are thus well supported; | think
they are only sustainable, though, if output grokébps accelerating. The same holds for
stock markets most of which are now discountiny vegh rates of corporate earnings
growth for years to come.

. Meanwhile,resource utilization remains depressegdreflecting the unusual depth of the
recession that has just ended. If real GDP doe=ethéxpand by 3.1% next year, the output
gap would increase further, given that pre-recesgiowth has been in the order of 4 %:%.
Disinflation has therefore not yet come to an éntrest rates may be raised in some
commodity exporting countries such as Australia ldodwvay, but in general neither fiscal
nor monetary policies are about to be rever@miernment bond markets are thus

doing well, in spite of record high budget deficits

. The risk appetite of investors has visibly increask as evidence accumulates that growth
has become fairly robust. Spreads of corporatecametging market bonds over “risk free”
bonds are not quite back to normal, but they haaehed pre-Lehman Brothers levels
again, and seem to fall further. Even so, it isanfiiregone conclusion that the present
recovery will indeed lead to a self-sustaining exuit expansion. There are plenty of
stumbling blocks that have the potential to detsel process.

. For investors the maiquestion at this point is whether the expansionarjorces — the
reversal of the inventory cycle, pent-up demand, @ interest rates, fiscal stimuli - are
strong enough to compensate for the powerful forcebat pull in the opposite

direction. One of them is the deleveraging strategies of&balds in countries and

regions such as the US, Britain, Spain or CentrdlBastern Europe where collapsing real
estate prices and/or exchange rates have pushedhmoaseholds financially under water.

It forces them to cut back on consumption. Anothrez is the weakness of capital spending
caused by low rates of capacity utilization, freaflyecombined with financing constraints.

. A third stumbling block is the situation of banks They still need to write off hundreds of
billions of euros and dollars before their balaskeets can be considered to be healthy
again. In spite of the massive expansion of basgemdank lending in the US, the euro
area and Japan fails to catch on. Can the globaVesy really gain momentum without a
significant pick-up in borrowing? And what happéfscal policies must be tightened
one day? After all, budget deficits can not rise¥er. Or what, if central banks run out of
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ammunition? They will not cut rates below zerdh{hk they can, but that is another
matter).

6. Let me start with thenain conclusions of this Investment Outlook

- In the near term, positive signals from the real sle of the economy
will prevail ; but some countries are still struggling, espéctale Baltics,
Greece, Ireland and Spain; at the other end ofaihge are China, India
and the other newly industrialized Asian economibich are expanding
briskly. Their combined weight in global GDP nowcerds America’s
(says the IMF). Overall, annualized real GDP groistpresently in the
order of 3 to 4%. The volume of exports and worddlé has begun to
expand at about twice these rates (their 2009 gesrare still down
about 12% from 2008!).

- Output gaps remain very large — in the near teefiation is thus more
of a risk than inflation.

- One important imbalance, the US savings shortfllected in huge
balance on current account deficits, is rapidlappearing, butew
imbalancesare emerging, such as China’s rising trade surpaesrd
government budget deficits almost everywhere, pathaps, overvalued
stock and commodity markets.

- SinceChina and India are pegging their currencies to the dollar, threy a
pursuing extremely expansionary monetary policib&vwill probably
result innew asset price bubblesAs long as these don’t burst, emerging
Asia remains the world’s growth engine (German etgpio the region
have expanded at an annualized rate of almost @%otloe past six
months!).

- The burden of thaevitable dollar depreciationis carried by those
currencies which are floating freely: the euro, yea and the Swiss franc.

- In the medium ternmglobal growth will be slower than it used to be
caused by deleveraging and subdued credit growthportant advanced
countries; the world economy’s center of gravityshnoves to East Asia
at a faster pace than had previously been expected.

7. Following is a more detailed analysis. As usuastiarting point is the American
economy still the world’s largest. It is once again liginip to its reputation of resilience
and flexibility. Real GDP has responded to the nwasdose of fiscal and monetary
medication. After shrinking four quarters in a ritvieas begun to expand again, probably at
a rate in the order of 3 %2% annualized in Q3. B2 the IMF predicts an average year-
on-year growth rate of 1.5%.

8. Thisis, of course, considerably less than thedtgnowth rate of somewhat more than 3%.
Unemployment will therefore continue to riseand soon reach 10% of the labor force.
For the foreseeable future, households will be lenttbresume their profligate spending
habits. With house prices still down about 30% fitveir 2006 peak and mortgages
frequently 100% of the purchase price, many conssige forced to give debt reduction
top priority. Even if they tried to borrow more,rié@ would not readily lend to them - they
are not only keen to improve the quality of theisets but are also trying to shrink them in
order to improve balance sheet ratios.
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9. The drivers of the US recovery are, apart from thenventory cycle, government
spending and exportsThe budget deficit will reach 12% of GDP this yaad is thus
exerting a massive stimulus, given that real GD®$y” about 8% below trend. Exports
benefit from the weakness of domestic demand, ftwrlarge output gap and the
depreciation of the dollar.

10.It is somewhat of auzzle that the dollar is so weakUnusually, the swing in America’s
balance on current account from a deficit of 6%8fP not long ago to a deficit of less
than 3% has not impressed foreign exchange markie¢sdollar seems to have become a
borrowing currency in carry trades (where specusatovest in higher-yielding currencies)
because the Fed does not tire to assure the phhtid will keep the policy rate close to
zero well into 2010. This causes some selling piresdvioreover, institutional investors
and anybody who has some background in economiss lmetaware thalS money
printing presses are spinning fastsomething that is as plentiful as the dollar mosé
its value. If there were not so many countries Whice pegging their currencies to the US
currency, it would already have depreciated a lotemin any case, in the near term this
weakness is rather welcome from a US perspectigtabilizes growth and employment —
while inflation is still considerably below policpakers’ comfort levels.

11.1t is alsonot self-evident why US government bond yields argo low (5 years at 2.28%,
10 years at 3.33%). The prospect of exploding gowent debt (forecast to reach 100% of
GDP within five years, like in times of war) ancetiveak dollar could be a recipe for much
higher yields. The key point is low inflation. Tlees so much slack in the economy that it
is almost impossible to raise prices. In spitehaf commodity price rebound and the dollar
depreciation industrial producer prices are 4 ¥2#eflothan one year ago! As always, wage
inflation has come down only gradually during teegssion — wages are “sticky” — but this
is now changing, contributing to the disinflatioropess. If so-called discouraged workers
are included, ie those who have given up hopettiggtwill ever find a job again, the
unemployment rate would already exceed 15%. Workave no negotiating power
whatsoeverInflation will not accelerate as long as wages ardecelerating. Bond
markets are the beneficiaries. They also benefit &dm the fact that the Fed Funds rate
will remain just above zero for quite a long time.

12.Why are American stock markets so buoyant®n the basis of this year’s estimated
earnings the price-to-earnings ratio of the bro&8 S00 index is no less than 18 - which
translates into an earnings yield of 5.6% and coe®to a real yield on 10-year Treasuries
of 4.6% if the current consumer price inflationeraf -1.3% yl/y is subtracted from the
nominal yield. This means treguity risk premium is extraordinarily low . It reflects the
expectation that corporate earnings will rise sjpifor an extended period of time.

13. Steep earnings increases in the early stageseabaery are normal — because productivity
gains tend to be large — but to extrapolate themoedy be justified if GDP growth
accelerates significantly and then stays high. @beying consumers, cautious banks,
rising unemployment, the coming withdrawal of theedl stimulus, perhaps a secular
decline of potential GDP growth (following the Japae role model) make such an
outcome rather unlikely\5tocks are too expensive. The fact that average diend yields
are just 1.2% supports this view.

14.The euro area has been rebounding in Q3 at a raténsilar to America’s. Here the main
drivers are government and household consumptiapit& spending remains depressed,
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but it now seems that net exports are not declinmgmore — going by Germany’s foreign
orders and exports — and that inventories haveéligedh According to the IMF, real GDP
will still decline by an unprecedented average.8f4y/y in 2009, followed by a meager
0.3% expansion in 2010.

15. Even though the currency union has been spared aakestate crash of US
proportions — because Spain and Ireland where this happemedrsicfor just 10 per cent
of its GDP -the recession has been worsnd the predicted recovery slower than in
America. The main reasons are Europe’s greatemdigmee on exports and world trade
and the relatively muted reaction of fiscal polécte the crisis.

16. As mentioned before, in 2009 the volume of globadé will be about 12% less than last
year. The situation is exacerbated for the eura bygherelentless rise of the real euro
exchange rate against dollar, sterling as well aggainst east European and all those
currencies which are pegged to the dollarSince China, India and Russia, among other
emerging economies, continue to intervene, theedgtion of the dollar will mostly be
against the euro which is now once again well snvity to the previous peak of almost
$1.60. The comparatively high ECB policy rate of fifévents the euro from becoming a
funding currency in international carry trades, evhis an additional source of strength.

17.With regard tdiscal policies the euro area’s actual government deficit isiigantly
smaller than America’s this year: 6.2% of GDP ver$R2.5% (IMF estimates). This is in
spite of the steeper decline of GDP. The Stalslitg Growth Pact which sets the rules for
fiscal policies restrains the 16 member countmes crisis like this one. Countries are less
autonomous than before joining the currency urdonl less autonomous than, for instance,
the US or the UK.

18.The open economy of tleuro area now benefits from the rebound of world tade
which, according to the IMF, will expand by an age of 2.5% y/y in 2010, and by much
more on a quarter-to-quarter basis. Such a biggssia compensation for the appreciation
of the euro. A second supporting factor for theneecoy next year will be the further
increase in the fiscal deficit to 6.6% of GDP (Ainais is forecast to shrink to 10.0%).

19.1f I look at the strong growth of Germany’s incomiarders to the manufacturing industry
over the past six months (+37.2% seas. adj. arradiland the brisk rise of sentiment
indicatorsl have my doubts that the euro area will indeed undrperform the US so
significantly from here on. Another growth-suppogiargument is employment: for
various institutional reasons, euro area lay-offgehbeen rather moderate, and significantly
less than in the US. Households are still finahcsdund and are not forced to increase
their savings rate in order get out of some delpt, tat least on average. In other words,
real GDP growth will be at least one percentage poi higher than those 0.3%
predicted by the IMF.

20. A full-scale run on the dollar would be a major rik. European politicians are already
getting increasingly nervous about the exchange fdte ECB sounds rather alarmed as
well, given that the economic recovery is not yehly established, and may soon be
forced to do something. Before it starts to inteevéouy dollars) it will use its option to cut
the refinancing rate to close to zero. | gues<tthieal point is reached once the euro
touches $1.60. For the time being, tough statementgerbal interventions, will have to do,
though.
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21.

22.

Inflation is not raising its head again if the saeo outlined above is about right: the
output gap is still extremely large, unemploymeiit probably rise for some time, and the
exchange rate is super strong. Industrial prodpgees are down 7.5% from a year ago.
Even a significant increase in commaodity prices Moot change the picture decisively. It
helps that the ECB is rather skeptical about ttstesnability of the recovery and will not
consider tightening the reins any time soon: bankedit portfolios continue to deteriorate
and the state of the banking sector remains prearirhe room for maneuver is very
limited. Government bond yields, presently 3.23% for German4.08% for Italian 10-
years, have thus not yet bottomed out; the triggefor the next leg down will be rate
cuts, aimed at stopping the euro from rising.

Euro area stock marketstrade in a p/e range of 13 % (France, EuroStoxi®bQp %2
(Germany) on estimated 2009 earnings. The dividezld is presently no less than 4.0%.
These are more reasonable valuations than in thélt$hey also reflect the expectation
that the economic recovery is on track. The maiksrare that lending continues to stall
because banks are still struggling with their bsgkts, that governments prematurely
decide it is time for an exit from (moderately) argionary policies, that the global
economy begins to stutter again and, of coursereagn exchange crisis. On the other hand,
European stock prices are still 28% (DAX) and 3@%817% (EuroStoxx50 and CAC40)
below their previous peakRisks and rewards are reasonably well balanced, geems

to me.

23. After more than a decadégpan is still stuck in deflation The IMF expects consumer

prices to decline by another 0.8% y/y in 2010;dhalysts of JPMorgan believe the
inflation rate will actually be more like -1.9% y/M®eflation is no longer a catastrophe,
though; once market participants have adjusted éxgiectations it is compatible with
positive output growth. According to the IMF, ré&aDP is forecast to expand by 1.7% next
year, after a decline of 5.4% y/y in 2009.

24.As in Germany, the neaxpansion began already in the second quartedriven by a

huge increase of public investment and a fairlgkbaxpansion of government
consumption. Since nominal bond yields (now 1.34%4lD years) hardly budge, no matter
how high the deficits, policy makers are not afr@ichdding further debt. In 2010, gross
debt will hit 227% of GDP (Germany: 85%, US: 94#l-according to the IMF). But the
main swing factor in the present economic reboundds been exportsmostly to
emerging Asia, which are increasing at annualizéelsrof about 30%, after the 64%
collapse in the first quarter. Not only that, imigaare expanding only very modestly
because domestic demand remains in the doldrunesteBult is that net trade has been
making a strong contribution to growth.

25.Japan’s economy is clearly very competitiveToday’s exchange rate to the dollar of 90.7

yen does not pose any big problems: taking intoactinflation differentials since April
1995, the previous high, generates a comparableexge rate of less than 60 yen to the
dollar. Such a level is a long way off. Anotheredps that there is a lot of slack in the
economy which enables exporters to deliver verynmtty. It also seems that Japan
manages structural change very well and is suadassfiefending its place at the top of
the global value added chain. The country useate lhe right products for American and
European consumers, it now has the products timasuwecessfully be sold into neighboring
Asia, especially capital goods.



page 6 October 20, 2009 Dieter Wermuth

26.

27.

28.

The stock market is still 73% below the end-198%hhé3 % below the most recent high of
July 2007 (just before the beginning of the gldbancial crisis), but in the meantime up
47% from the March 2009 lovirirms are making money againand pay a dividend of
1.5% on today’s stock market valuation, ie morentthee government pays on its debt. This
is attractive considering that dividends are uguading after the end of a recession.
Average price-to earnings ratios are elevatedsaaluwhich means investors must focus
not on the index but on sectors that can be expgectdo well, such as exporters and
providers of infrastructurdlapanese bonds are not as expensive as they looHiest

glance: in real terms they are about the best onen get, while the likely further
appreciation of the yen provides an additional kicler.

For the world economy as a whole, China plays a caial role now. With a population
four times that of the US and ten times that odg@ share in global GDP of some 8.0%
(US 24.7%, euro area 23.4%, Japan 9.1%, Russia) 2a8%te current exchange rate and of
11.4% in purchasing power terms, its economic dgraknt has to be monitored closely.
Especially for commodity markets, China’s rate aiwgth as well as the structure of the
growth rate is decisive. It is not an exaggeratmsatate that China has replaced the US as
the world’s engine of growth.

The IMF predicts that iteeal GDP will exceed last year’s by 8.5%Since, according to
my estimates, nominal GDP will be up just 4% y/\2009, the GDP deflator will average -
4.1% yly. This makes for a combination of recorovgh (not by Chinese standards,
though) and near-record deflation. The latter pobbeeflects a low rate of capacity
utilization: gross fixed capital formation has catpd real GDP in nine of the last ten
years; in 2009, it will be up 14.8% yly in realrtes. It accounts for 42.0% of GDP this year
which is about twice as high a number than in t&eddthe euro area. In other words, the
capital stock continues to grow so rapidly that dachcannot catch up. While consumer
demand and government spending are expandingYrfskéign demand has weakened
considerably — exports will probably decline by 29@&r-on-year in 2009 (this is in
nominal terms, in real terms the decline will berlarger). In such an environment, firms
have a hard time raising prices.

29.China is once again trying to promote exports in atder to improve the rate of capacity

utilization and boost employment.For more than a year, the yuan has successfudly be
pegged to the dollar at a rate of 6.83. Becausdeh®and for the Chinese currency is so
strong, foreign exchange reserves are once agploding; by now they have reached
$2.3tr which is more than twice the amount Japandtaumulated.

30. This export promotion is highly risky from a global point of view. The US and the UK

are trying to increase their savings rate by impgriess and exporting more, Japan and
Germany bank on exports to pull their economiesobtite recession, for most east
European countries exports are the only way toaeduoeir foreign currency debt — it
simply does not add up. Someone must be willingb®orb all these exports. Not everyone
can be an exporter — the guys from Mars have ratigaaled that they stand by to become
the importers of last resort.

31.Chinese domestic demand expands already at rateshege that of overall GDP, but it

must accelerate even more to keep everybody Bussate consumption accounts for
just 36.1% of GDP, half the rate America used to hee. The country is still extremely
poor and has thus a huge potential for spendingpbasumer goods. In view of a national
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32.

33.

34.

35.

36.

savings rate of almost 50% there is no risk whatsothat a consumer boom cannot be
financed. For reasons | do not understand the Ghigevernment relies once again on
foreign trade and thus a strategy which is dooroddit It is obviously afraid to let the
yuan float, ie stop interventions, because theegation might become so large that
export demand would collapse. The necessary stalathanges inside China would
simply not be manageable. Deflation would also dedprther.

Another development that may not have a happy outene is the simultaneity of
explosively expanding money and credjtpresently in the order of 30 to 35% yly, and a
declining general price level. Where is all theuidity to go? By now, we know the

answer quite well — there will be asset price bebbStock markets are booming once
again. They are up 81% from the recent low in Ndven2008. While they are still about
50% below the peak of October 2007, they are wetheir way back to those levels, and
beyond. Compared to what we have seen in Jap&e ilate eighties — average p/e ratios in
the order of 80 - valuations are still modest; dase estimates for 2009, the multiple for
the Shanghai market is “only” 22.8. We have no nreginl data on real estate prices, but
it would not come as a surprise if they would bertg off as well.

Even so, China may only be in the early stages oéw asset price bubbledn the case

of Japan, prices really took off once capital actswvere fully liberalized in the eighties.
There is a lot of money that craves to be investéthina, and it would come flooding in
the moment the gates are flung open. Since the woaid appreciate for a long time,
investments in China would be seen as one-way bets inflation rates, sound public
finances, current account surpluses, high growtgssraery low interest rates (perhaps, via
swaps, even negative ones) would be other positgredients. If China does indeed
follow Japan’s route — so far it has — investons da little wrong by hooking onto the story
of the next decade, or, as it may become, to thbenof all bubbles. The challenge is to
get out in time. This has rarely worked, as we Haaened.

For the foreseeable future, China will be the drviecommodity markets, including oil.
Prices have nicely recovered from their lows ety year but are still far away from top
levels reached in the spring of 2008. In the wak@&lona, the world economy is expanding
moderately to briskly, especially manufacturing\att is back with a vengeance. How
long this can last is another question — | assumaethere is not much underlying and
lasting strength in a global recovery that laclksdemand of American consumers and
sound banks. Moreover, stimulative fiscal and marygbolicies can only be effective for a
while.

But I also know that it usually pays not to go agaist the market, suggesting that
commodity prices will probably rise some morelndustrial metals such as aluminum,
nickel or copper have gained between 45% and 127&é the days when the global
economic situation was bleakest, ie not long agoth@ other hand, prices are still well
below previous bubbly highs: aluminum by 40%, nidike63%, copper by 25%. Keep in
mind that the global economy is not expected tagslwell as back in the spring of 2008, so
the upside potential is more limited than back tiMareover, inventories are well filled,
and price levels are once again between 100% &bfth 3ove those prevailing in the
twenty-year period before 2004, the year when tmernodity price bubble began took off.

Oil prices have also been driven to the skies rectyn Today, a barrel of West Texas
Intermediate costs $79.60 and thus 153% more #wrblecember. Bullish analysts will
argue that this is still 45% below the level reatheJuly 2008. For thrm, it has to move
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37.

back there, or higher, because the long term to¢iod demand is up (just think China)

and there is only a finite supply. | would arguattthe average oil price in the twenty years
before 2004 has been just $22, and fairly stalderat this level most of the time — why
should it now be 260% higher? Global real GDP hasvg strongly since, but not by more
than 17.4% (2004 to 2009). Such a discrepancy doesiake sense. Further, oil prices as
high as today will trigger all sorts of reactiosavings, substitution, more exploration.
Market forces workThe time has come to buy oil puts again.

The gold price is another puzzleYes, it reacts positively to falling interest igtand to
some extent it makes up for the depreciation ofithiar. But this does not explain why it
has risen fairly steadily from its last low in Auggul999 of $254. Since then it has gained
on average 15.0% a year. Gold is supposed to baortant hedge against inflation — but
inflation expectations continue to fall, as evidethdy the decline of government bond
yields in the face of ballooning government deficttold is also an asset of choice in times
of political uncertainty? As far as | can see,wuw#ld is not a riskier place than it used to
be, to the contrary, global per capita incomes maxer been so high, both on the basis of
medians and arithmetic meahsuggest to short gold — but this would be very neth
against strong market momentum.

38.Finally, some words abothe investment environment in RussiaThe country is the

main producer and exporter of commodities, inclgdénergy, and thus benefits greatly
from the reversal of their prices. As a result, ihigble has appreciated from almost 41

units to the dollar-euro basket (0.55 rouble per@45 rouble per €) in February 2009 to
35.66 units today, as the trade surplus and witheitdemand for rouble have bounced back.
One side effect of this new-found strength is tineg of positive surprises from the

inflation front, even though consumer prices aileX.7% higher than a year ago. Foreign
exchange reserves which the central bank reporésveeekly basis have increased by more
than $40bn since the low in March and have reaehmaimfortable $419bn. The trade
surplus will be 2 %2% of GDP this year.

39.Russia has gone through a very difficult periodiroe and is still only at the early stages of

a recoveryThe IMF estimates that real GDP has fallen by 7.5%rom 2008 — and will
only gain 1 ¥2% in 2010which is far below the new medium-term growth r@itd% to

5%. After eight years with average growth rate§ &% the sudden decline of commodity
prices had caused a deep recession.

40.The economic term for what has happenéikeisns of trade shock”. In the years since

2004, when commodity prices began to take off, deglosable income and real wages had
increased by five or six percentage points a yeaerthan real GDP. Export prices rose
much faster than import prices which means the iRagspulation could spend more than
it produced. This caused a general euphoria, ngtasnong consumers but also in
business. When export prices suddenly collapseyribmess goes into reverse — household
incomes and corporate profits increase by less@R. As it was, both GDP and national
income declined, the latter by much more than éhmér, beginning in late spring 2009. In
dollar terms nominal GDP shrank by about 22% betv&3¥8 and 2009. To be sure, even
at this depressed level it was more than twicegis than in 2004, five years ago.

41.TheRussian banking sectowas not only faced with a steep rise in non-penfog loans,

it also was trapped by its borrowings in euro aolthd - a rouble depreciation had not been
regarded as a genuine risk which made borrowithgwagr foreign interest rates a very
profitable proposition for some years. This strate@s based on the, in retrospect, naive
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assumption that commodity prices were on a onestragt. It was all wishful thinking:
between November 2008 and February 2009 the rdelbley no less than 35% against its
dual-currency basket. In rouble terms, foreigneuncy-denominated debt almost exploded
and banks were mostly unable to lend, at a timenflieding needs were greatest. These
were the recipes for the deep recession that ysrmw coming to an end.

42.Banks and large corporations are gradually recoveng. The strength of commodity
prices is a god-sent — the terms of trade are ngawifiRussia’s favor and strengthen the
purchasing power of consumers, if only at the mmarBieal incomes are still less than a
year ago, and unemployment, at 7.6% is 1.4 pergergaints higher; seasonally adjusted it
seems to come down, though. All this makes thefalepairing balance sheets easier than
expected. It helps that households are not overiedg(for the simple reason that the
market for mortgages is still in its infancy).

43.But it is still a long haulFinancial conditions will remain tight, not only because it takes
time to clear bad debts from domestic banks’ loaokis but also because access to
external capital markets has been impaired. Urite=et circumstances there will be no
quick return to those 6 %2% growth rates of real GBbther element holding back
medium term growth is the fact that the governnvahitlikely continue to favor social
spending at the expense of infrastructure prograthss slows productivity growth.

44.The crisis has been a reminder that the Russian eocomy must be put on a broader
base A large country should not be hostage to volatiienmodity markets, or succumb to
the so-called Dutch disease where large revenaasdommodity exports lead not only to
an appreciation but an overvaluation of the reaharge rate which in turn makes
domestic production of non-commodities uncompaeditimport-competing industries
close down as a result - and may never come bdekgdvernment is quite aware of these
problems but can not do much in the near term:yias the budget deficit will be no less
than 8% of GDP.

45.The stock market has responded enthusiastically tine recovery of the global
economy and commodity prices and the improvement dhe economic outlook for
Russia.ln spite of the recent rally, the main index dtifldes 42% below its all-time high
of May 2008. But it is not really cheap at a p/goraf 13, based on 2009 earnings
estimates. Analysts expect that profits will riseskly (about 40%) between this year and
next which may be realistic, provided that commygitices hold up; a large further
increase of energy and metals prices is generatlpmong the key assumptions. We
presently favor the electricity sector where thfenma process is picking up speed again.

46.As toRussian sovereign and corporate bondshe return of risk appetite, lower inflation
rates and the likely further appreciation of thelrle make for an attractive mix. It helps
that the central bank will probably continue toeegeadually. In the wake of exchange
market interventions the liquidity situation withprove further; right now money supply
M2 is still 8.4% below last year’s level. It canlpget better.



