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Near term, global growth continues to strengthen wite inflation rates are rising —
deflation is not an issue at this point. Equitiessthus well supported, as are commodities,
but after their strong rebound in 2009 they aréonger cheap.

Bond markets might suffer from higher inflation rates, recormvgrnment deficits and
debt as well as from the coming end of monetaringasas it is, they are doing just fine.
Corporate bond markets in particular are boomingh\Wanks sidelined by their balance
sheet problems, borrowers have actually steppdteaifssuance of corporate bonds (by
about 50% between 2008 and 2009, to almost $3trgeShere is no lack of demand for
such securities, nor of liquidity, spreads overggoment bond yields have shrunk
considerably. Even the junk bond market is badlaghion. There is no lack of capital
looking for a decent return.

Moreover, investorare not yet convinced that central banks are indeederious about
reversing courseand launching exit strategies, at least for theetbeing: labor markets
are too distressed, and core inflation is stilirigl They may be more discriminating than
in the past with regard to sovereign borrowers areece, Ireland, Argentina, or Italy
and the UK, but in general they do not seem to yabout government bonds. This
includes sovereign issuers from emerging economiagy of which benefit from solid
public finances.

In its new Financial Stability review the ECB paint a fairly bright picture. It argues
that the resilience of financial systems aroundvitbdd has been greatly improved by the
determined provision of funding support to key fingl institutions and the bolstering of
their equity base, combined with an unprecedentecroeconomic policy stimulus. These
actions have made business more confident andadaystemic risks to fade. Risk premia
such as the difference between the earnings yfedtboks and the real yield of riskless
bonds, as well as prices of equity put optionsehdeclined significantly since last spring.
Investors are presently not afraid of another stoekket crash.

Medium term, things look different. For me, the ovewhelming evidence continues to
suggest that equities are only in a bear market ré}, if a very strong one, and that
inflation is not a serious risk given rising unempbyment and huge output gaps in
advanced economies and some emerging countries. Tdeleveraging process, ie debt
reduction, is still going on.
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6. Especially banks in OECD countries must further stengthen their capital baseSince

their price-to-book ratios are mostly less thaather than the more normal multiple of 2,
raising fresh capital is not only difficult but alexpensive. They must therefore improve
their return on assets. It helps that the very grrgeprovision of central bank money has
boosted asset prices, and that yield curves arsuaiy steep. But non-performing loans
are still increasing, for instance in commercialgarty. One strategy is to shrink balance
sheets by getting rid of the least-promising as3étsy are thus not keen on expanding
their loan portfolios - which in turn tends to prevent the transition to a self-sustaining,
long-lasting economic recovery.

. At the same timeéhouseholds which have seen the value of their homesllapse are
forced to cut back on spending in order to regainihancial health as debt levels often
exceed the reduced market value of their propertie’he countries most affected are the
US, Britain, Spain, France, Denmark, Ireland ardEmirates which together account for
41 per cent of global GDP at current exchange rétesnot easy to imagine that the world
economy can actually take off for good with consteme these countries staying on the
sidelines. There are also some other countrie$, asi¢tiong Kong, Australia, South Africa,
Italy, Sweden and Canada which | regard as ac@derttappen. Previous property booms
there have not yet been followed by noticeableepaidjustments — these countries account
for another 9.9 per cent of the world’s GDP.

. Apart from stimulus measures of OECD governmentscamtral bankghe main drivers

of global demand and thus of stock and commodity jixes have been a few Asian
countries. China, India and Vietnam (10.5% of world GDP arkefexchange rates,

16.5 % in purchasing power terms) kept growingKkbyisluring the global recession that
ended last summer, and seem to accelerate nowa'€lialustrial production has been up
19.2% yly recently, India’s 11.7%. South Korea diagéivan are catching up quickly as well,
with growth rates of industrial production of nes¢ethan 17.8% and 31.5% y/y. Output
gaps in these countries are about to disappean3agnd Germany’'s export orders and
actual exports already reflect the vigorous pickefigemand in this part of the world.

. Market participants are currently betting that Asexpansion, in particular China’s, rests
on solid fundamentals and can therefore continuéhioforeseeable future. Sindsia is
increasingly less dependent on exports to the rialorld, ie the United Statesjt does

not matter so much any more that America’s conssrae¥ no longer the big spenders they
used to be: for ten months straight, outstandieditto US households has declined by
now.

10.Unnoticed by many analysts and commentatorsna’s strong growth is now fuelled by

domestic demand. Imports are therefore taking offin spite of the supposedly
undervalued exchange rateTechnically speaking: the income effect (of thereamic

boom) exceeds the price effect (of the artificiallgak exchange rate). In 2009, the US has
probably imported a total of $1,865bn of goods s@ices, or 26% less than in 2008,
while | estimate that China has imported $1,15504% y/y). More recently, the
discrepancy between the two economies has widéméiae fourth quarter China imported
22.3% more than one year ago, America imported%%ess in October and November

(no December data available yet).
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11. Within two years, China will be the world’s secondargest importer, behind the euro
area and ahead of the US, if present trends cartbepolated. It is already the world’s
growth locomotive. Incidentally, this is also refied in China’s rapidly shrinking trade
surplus.

12.So far, China’s economic model is delivering goodesults(not for the environment,
though). One argument for allowing the yuan to apgate is that this would put more
purchasing power into consumers’ pockets. Both Acaerand European politicians and
academics such as Paul Krugman argue (self-seyyitigit this is the way forward. As a
matter of fact, China’s real private consumptioalready rising faster than real GDP, a
trend that will continue in 2010. And real GDP vglow by 10% or more this year! No
other large country comes even near such a ragicomement of general welfare.

13.The national savings rate is gradually declining buis still at an unheard-of 55% of
GDP (IMF World Economic Outlook, Oct. 2009, p. 62).Mrew of this number it is not a
problem to accommodate fiscal stimulus programi0ofo 20% of GDP annually — which
China is doing -, and to simultaneously run a atreecount surplus, ie export capital in
the order of 6% of GDP (net). At the same time,ghgsical capital stock grows in leaps
and bounds which boosts productivity and incomelshavoid bottlenecks on the output
side andkeeps inflation down.

14.1s this too good to be tr@ds China overheating?The main risks are that (1) all this
capital spending will lead to overinvestment, fal by falling returns on capital, and
that (2) the strong monetary expansion, mainly edusy interventions in FX markets,
creates new asset price bubbles. Both trends ctaalforce each other. In December,
Chinese M2 has been about 30% higher than oneageawhile corporate borrowers are
charged only 5.3% to 6% for maturities between amefive years. Given that real GDP
grows by 10% or more, and that consumer pricetiofias 0.6% y/y, an appropriate
interest rate should be well in excess of 10%hiors money is cheap and plentiful, and
the government provides, presumably for fear ofatamrest, a sort of People’s Bank put,
comparable to the infamous Greenspan put, a gug@tiail-out and invitation for
borrowers and speculators.

15.For now, the risks appear limited: investors areyaed euphoric and valuations are fairly
reasonable. Price-to-earnings ratios on the bé&siaraings forecasts for 2010 are 19 for
Shanghai A-shares, 26 for Shenzhen A-shares abddr2Hong Kong's H-shares while
mainland house price indicators have been up ly famdest 8% last year, after 5.3% in
2008. There is no buying frenzy y8&ome elements of genuine bubbles are thus still
missing which suggests that the upside potential akset prices is not yet exhausted.
This is good news for the rest of the world. The gbal bear market rally in stocks and
commodities must not end in the near future. But 8ks of an eventual crash and
global collateral damage are clearly rising.

16. Support for equities and commodities is also provied by the simple fact that — at
market exchange rates rather than purchasing poweparities - the world economy is
growing at annualized rates of 3% to 3%% this yearnot significantly slower than
before the crisis inventories are being re-stocked, governmentdipgrplans and
widespread tax cuts are catching on, as are exjgoAtsia and commodity producing
countries.
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17. At the same time, though, tigéobal output gapthat resulted from the slow-down of
growth and the recession of 2008/09 is not shropKiigrowth continues at those rates.
Under the assumption that trend growth has be&?@per annum, as in the four years
before, the gap between actual and potential ougmltout 8.6%, a post-war record, |
think. Even if the growth rate of potential GDP Isémved to less than 3.75% — because
the decline of the auto industry, of financial seeg and construction is permanent and
will not be compensated by faster growth in ottemtsrs — the remains huge. To it and
thus cut average costs, firms will go to some lemgtheir pricing policies. Price wars in
manufacturing, in construction but also in servieage only just begun.

18. From this perspective alone, the inflation outloolkcould hardly be better. Add that
unemployment is high, if not rising,being a late-cycle indicator. Wage inflation is
therefore likely to be very subdudd.the US, the unemployment rate is 10% and total
employment has fallen 6% from the cyclical high tyears ago — to accommodate the
steady increase of the labor force, the numbestaf should actually rise by about 1.1%
annually. In the three months to December, totglleyment has still been declining at an
annualized rate of 2.8% seasonally adjusted (haldetata). No relief in sight there.

19.In terms of the unemployment rate, theo areais just as bad off as the US (10%) but
employment has “only” fallen by about 3% from theltal peak in Q2 of 2008. ldapan,
5.2% of the labor force is out of a job, up frori%. at the last low in early 2008;
employment has declined by 2.8% over the past &aosy

20.1n light of such numbersyages have held up surprisingly wellAmerica’s hourly
earnings are still +2.2% y/y while Europe’s mostera indicator of negotiated wages has
been +2.3% yly. In both economies, wage trendéiranéy pointing south. Japan is still in
deep deflation territory: an indicator called “sage monthly cash earnings” has averaged
minus 3.1% yl/y over the twelve months to Novemlkengumer prices were probably
minus 2.0% yly in December). So it is more or lemssensus that there is no wage
inflation to speak of in the main OECD economied #rat unit labor costs, ie wages
adjusted for productivity gains, will be fallinlo wage inflation, no underlying
inflation .

21.Headline inflation has been picking up quite a bitthough, mostly because commodity
prices have risen so much over the past yed he rebound of the world economy has
mostly been driven by energy and raw material-isitenindustrial production. The oil
price has moved from a low of $34 a barrel in Deloen2008 to $79 now, with
corresponding increases of gasoline, heating @$edl and kerosene prices for the end-
consumer. The total impact of this price increaaetbeen a loss of purchasing power for
consumers in the order of $1.4tr annually, or al28atof global GDP. So there has been a
rather negative effect on household incomes, reften a quickened pace of inflation.

22.0ther commodities and basic materials have also beme rather expensive compared
to the lows reached in the fourth quarter of 2008Just two examples: copper is up 160%
and is now just 15% below its all-time high, st@&r East) has gained 73% but remains
64% below its peak. Grains have also become vargresive. Commodity markets are thus
heavily betting on a sustainable global recovehysTs confirmed by the international
transportation cost “Baltic Dry” index which hasirased 376% from the bottom in
December 2008.
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23.Overall, the effects of this commodity boom are nedive, in the sense that it will slow
the growth of global demand and real GDP- the importers of commodities have a much
lower savings ratio (higher absorption ratio) titfae producers (OPEC, Canada, Australia,
Russia). Since this new trend raises headlinetioflaates, the probability of an early exit
from expansionary monetary policies is increasoggeris paribus, which is also negative.
The bottom line is that core inflation will fall filner, though.

24.Bond investors are not visibly impressed by the pikcup of headline inflation — they
correctly anticipate that it is only a transitory phenomenon.Recall that the commodity
price boom that lasted until the summer of 2008d®en a major reason for the steep
decline of real GDP in the OECD area during th®Wing year. Something similar, if on a
smaller scale, is happening again. For bond investioe prospect of bursting bubbles,
followed by disinflation or deflation, is actuallyrather pleasant one.

25.As an aside, the policies which had created theeedlooms and bubbles are at work
again: easy money, implicit promises to underwthegambling losses of financial
institutions if they are only big enough, light-thuregulation and expansionary fiscal
policies. Hire the devil to drive out Lucifer.

26.For commodity producing countries, be they RussiaCanada, Norway, Australia or
OPEC, the economic outlook has considerably brighteed. The price rally will
probably not last much longer, but for the moment hese economies are reaping large
windfall gains. They gain what the others have to give up in tesfrurchasing power (to
be sure, from a global perspective it is still aa@ero-sum game but rather a negative-sum
game, mostly because the number of winners is raociler than the number of losers).

27.Russia is now recovering from a very deep recessioon average, its real GDP had
declined by 8.5% year-on-year in 2009The preceding boom of raw materials had the
unpleasant side effect that the production of g@odbsservices not related to commodities
had become very unattractive, leading to de-indalstation and imports of goods which
used to be produced domestically.

28.The mechanism at work is called thatch diseaselt unfolded like this: in the first round,
the explosion of export prices led to a large trsuiglus (up to 10% of GDP),
accompanied by a surplus demand for roubles, areejggion of the exchange rate, steeply
rising output, productivity, profits and wages e tcommodity producing sector, followed,
via an arbitrage process, by wage inflation inrtkst of the economy (of about 25%,
several years in a row), a steep increase of gendedion (up to 15%), a serious loss of
international competitiveness of the non-commondignufacturing sector, an import boom
on the back of the strong currency and briskiynggiousehold incomes, and the shut-down
of many if not most firms that were exposed to gldbade.

29.When the commaodity bubbles finally burst Russia suffered from lower export prices
and smaller export volumes. The trade surplus mdike snow in the sun — and the rouble
crashed, despite large-scale interventions. Whitewas good for competitiveness, the
problem was that not many firms had been left toefiefrom it. Unemployment shot up,
real wages and real disposable incomes droppeplt& did household consumption.
Capital flows into the private sector stopped drahtreversed; spending on capital goods
fell, including construction. The government budgent from surplus to large deficit (8%
of GDP). The stock market dropped 80% between M@82nd January 2009.
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30.

31.

32.

33.

34.

35.

In the meantimethe one year long recovery of commaodity prices hddted Russians’
spirits again. Because the blows to the economy had been soeselrere ar@o signs of

the old exuberance, thoughBanks are still struggling to get rid of mountaof foreign

debt and non-performing loans, the constructiotosés forced to deleverage as real estate
prices have plummeted and show no signs of risind,the labor market is still depressed.

On the other hand, the rouble has appreciated agairency reserves are up, the trade
surplus is getting larger, the government has mueey to spend, foreign private capital
is rediscovering Russia, and the stock market ¢éfasunded by 213%Real GDP will rise
by about 5% y/y in 2010, but inflation will nevertheless falto an average rate of 6 or
7%. In such an environment the central bank can affail to keep lowering interest
rates — which it actually must because banks badly rzegldot in the arm, just as the
majority of their borrowers who are still payingerest rates in the upper tens.

Rouble bondsof sovereign issuers and state or quasi-statecatgs are thus good bets at
this point.Russian equitieswill also do well as long as the world economysunts
commodity prices — the average 2010 p/e ratio @B stocks in the main index is only
9.25 (note that stock markets dominated by commoditnes must have low valuations!).

So, here is the key question, not only for investsrin Russian equities: will the world
economy maintain its momentum? According to the caensus, it will. | think,
however, that this is by no means a foregone coneion. | find myself in the company
of most fixed income investors and the ECB, amahgrs, in suspecting that thkances
of a double-dip global recession are not negligible

America’s real GDP has probably expanded at an impgssive annualized rate of

about 5% in Q4, after 2.2% in Q3.The re-stocking of inventories and the massiveafis
and monetary stimulus argue for a continuationrsikiogrowth in the first half of this year.
After that, some negatives kick in: the weaknedsoafsehold consumption (because of
ongoing deleveraging and the commodity-relatedratetgion of the terms-of-trade), of
capital spending (low rate of capacity utilizati@md, presumably, exports (because the
dollar has not depreciated enough), plus the emglanftitative easing. Neither the Fed nor
the government can step up their expansionaryipslimuch more. | would therefore guess
that GDP growth will fall back to less than 2% aalzed in the second half.

In the euro area, fourth quarter growth is now geneally expected to be only 0.3% or
0.4% g/q in Q4, more or less the same as in Q3. Peripheral cesrdgrich as Spain,
Greece, Portugal and Ireland are in deep troulde #feir property busts; on the other
hand, Germany will get a contribution to Q4 quadeer-quarter growth of perhaps no less
than 2.6 percentage points — which makes the He8tatistics Bureau’s estimate that
growth between Q3 and Q4 has been more or lessdtdtto believe. In any case, the ECB
expects an average real GDP growth rate for theeay union as a whole of just 0.8% yly,
and 1.2% in 2011. Output gaps will widen furthethis is the case, unemployment will be
heading toward 11%, inflation will be far below 2#%.April, the ECB will also start its
juggling act of withdrawing liquidity — how can thbe done without pushing up money
market rates? The euro area also suffers from ativegerms-of-trade effect (though

much smaller than America’s, because of the exahaaig), and a loss of competitiveness
caused by the euro appreciation. The euro areaerihinly not be the world’s growth
engine.
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36.The same is true dlapan. The country is still in the grip of deflation. Both wages and

37.

38.

employment are declining, so consumer demand hasr@ogth whatsoever. Monetary and
fiscal policy makers have about emptied their tatd — the only instrument left is the
exchange rate. The new government seems determaimedvent a new round of yen
appreciations since foreign demand is the onlye®af strength left. Exports are
rebounding strongly from their lows of Q1 last y@aut were still down 17% yly in

Oct/Nov) while imports are also recovering, bua@lower pace - they are 29% lower than
one year ago (also Oct/Nov). China has becomeatigest trading partner: the sun may rise
in the east, but for Japan it is more importarkrtow what happens in the west - where it
sets.

How about China then? As | have shown above, the @inonment there is mildly

bubbly — but getting more so.Listening to a Chinese analyst earlier this weskinded

me of Japanese brokers in the eighties: strongthras/far as the eye could see, this is the
Chinese century, everything is how it should bey'doe timid, we tell you when it is time
to get off. The following risks must certainly b@nitored, though: a trade war with the
OECD, especially the US, negative terms-of-tradenfrising commodity prices, ie a loss
of purchasing power, an acceleration of inflatiod a tightening of the monetary reins
(because inflation is politically dangerous), anérinvestment 19 century style. What it
will be in the end can not really be predicted vatmfidence — for now it is smooth sailing,
as it always is before a bubble bursts.

For investors who share this view of the world ecamy, the best strategy is to
diversify risk across asset classes, markets androencies. Bonds of highly rated
governments and corporates should be a significaiart of any portfolio. High-
dividend conservative stocks should be preferred @v cyclicals which have had a
good run already. It is tempting to increase leverge but only for those with a very
disciplined risk management. Be prepared to increasthe relative size of cash (short-
term interest rates may go up after all, not leasbecause they cannot go much lower).
| always counsel against holding gold, and | do &gain, even though this has been
rather embarrassing in the past.



