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Figure 2: Emerging markets versus developed economies, GDP growth (%)

2002 2003 2004 2005 2006 2007 2008 2009 2010E 2011E 2015E

Africa 7.4 5.0 7.2 6.3 6.4 7.0 5.5 2.6 5.0 5.5 5.4
Ivory Coast -1.6 -1.7 1.6 1.9 0.7 1.6 2.3 3.8 3.0 4.0 6.0
Nigeria 21.2 10.3 10.6 5.4 6.2 7.0 6.0 7.0 7.4 7.4 6.0
South Africa 3.7 2.9 4.6 5.3 5.6 5.5 3.7 -1.8 3.0 3.5 4.5
Asia 6.9 8.2 8.6 9.5 10.4 1.4 7.7 6.9 9.4 8.4 8.5
China 9.1 10.1 10.1 1.3 12.7 14.2 9.6 9.1 10.5 9.6 9.5
India 4.6 6.9 8.1 9.2 9.7 9.9 6.4 5.7 9.7 8.4 8.1
Indonesia 4.5 4.8 5.0 5.7 5.5 6.3 6.0 4.5 6.0 6.2 7.0
Malaysia 5.4 5.8 6.8 5.3 5.8 6.5 4.7 -1.7 6.7 5.3 5.0
Pakistan 3.2 4.9 7.4 7.7 6.1 5.6 1.6 3.4 4.8 2.8 6.0
MENA 3.8 6.9 5.8 5.3 5.8 6.0 5.0 2.0 4.1 5.1 4.9
Bahrain 5.2 7.2 5.6 7.9 6.7 8.4 6.3 3.1 4.0 4.5 5.2
Saudi Arabia 0.1 7.7 5.3 5.6 3.2 2.0 4.2 0.6 3.4 4.5 4.7
UAE 2.6 1.9 9.7 8.2 8.7 6.1 5.1 -2.5 2.4 3.2 4.1
Emerging Europe 4.4 4.8 7.3 5.9 6.5 5.5 3.0 -3.6 3.7 3.1 4.1
Hungary 4.t 4.3 4.9 3.5 4.0 1.0 0.6 -6.3 0.6 2.0 3.0
Poland 1.4 3.9 5.3 3.6 6.2 6.8 5.0 1.7 3.4 3.7 4.3
Turkey 6.2 5.3 9.4 8.4 6.9 4.7 0.7 -4.7 7.8 3.6 4.0
Russia 4.7 7.3 7.2 6.4 8.2 8.5 5.2 -7.9 4.0 4.3 4.0
Latam 0.5 2.1 6.0 4.7 5.6 5.7 4.3 -1.7 5.7 4.0 3.9
Argentina -10.9 8.8 9.0 9.2 8.5 8.7 6.8 0.9 7.5 4.0 3.0
Brazil 2.7 1.1 5.7 3.2 4.0 6.1 5.1 -0.2 7.5 4.1 4.1
Mexico 0.8 1.7 4.0 3.2 4.9 3.3 1.5 -6.5 5.0 3.9 3.8
Developed Markets 1.7 1.9 3.2 2.7 3.0 2.7 0.2 -3.2 2.7 2.2 2.4
Emerging Markets 4.8 6.2 7.5 7.3 8.2 8.7 6.0 2.5 7.1 6.4 6.7
Global 2.9 3.6 4.9 4.6 5.2 5.3 2.8 -0.6 4.8 4.2 4.6

(Source: IMF, October 2010)

Short term, we accept there is a risk that emerging growth may be moderated by the need for tighter
economic policy in the face of rising inflation (fig 3). Over this period, it is possible that developed
economies will provide a less volatile investment opportunity. Investors must also be aware of the
inherent risks of investing in the typically more volatile emerging market space - namely political
and social risk. However, the relative pace of growth of emerging over emerged economies should
continue to encourage strong capital inflows in to these regions through the cycle.

Figure 3: Inflation - China versus UK and US
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Below, we highlight some of the key trends we are likely to see in emerging market regions over the

short and longer term.

Asia - The region continues to lead the global economic recovery, propelled by the expansion of
BRIC constituents China and India. In China we expect growth to be in the high single digits this year.
Economic health will be driven by an increase in domestic demand as the economy continues to
move towards a more consumption-led growth model. Globally speaking, China’s contribution to the
economic recovery cannot be underestimated as the region’s demand for commodities continues - a
trend that looks set to remain over the ‘long term’. Shorter term, however, growth may moderate a
little as the Central Bank seeks to control inflation using a basket of tools, including the restraint

of credit growth by increasing the reserve requirements of its key banks. India, like China, is also

on course to deliver high single digit growth this year driven by robust domestic demand. However,

rising inflation once again presents some shorter term concerns.

In other Asian regions, such as the ASEAN-5 (Indonesia, Malaysia, Philippines, Thailand, Vietnam),
the IMF predict growth to exceed 5% in 2011, supported by increased trade and demand from larger
Asian nations.

Eastern Europe - According to recent IMF releases, GDP growth in Emerging Europe will reach
some 3.1% in 2011 versus advanced Europe’s predicted 1.6% expansion. A key driver of growth will
be improvements in public and private sector balance sheets as both camps continue to de-gear.
Furthermore, strong trade and production links with Germany could provide additional support given
a pick-up in German economic output. However, further downside risk might emanate from ongoing
European debt concerns. Specifically, Poland and Turkey experienced the mildest downturn and are,
hence, projected to rebound more strongly than their peers, assisted by the earlier resumption of
capital flows and the normalisation of global trade. However, Bulgaria, Latvia, Lithuania, Romania

and the Baltics are likely to recover more slowly, held back by limited room for policy manoeuvres.

Russia is the largest member of the Eastern European region, and is on course to achieve growth of
a little over 4% this year. Consumerism is expected to be bolstered by rising real wages and lower
unemployment. Meanwhile, a sustained global recovery should help elevate trade between Russia
and its energy importers through the cycle. However, consideration must be given to the vulnerability
of the nation to a sudden reversal in commodity prices (oil) or investor confidence. On balance, the
Russian economy appears positioned to provide more modest growth than its emerging market
peers over the short-term. Over the longer-term, however, Russia should benefit from a continued
move away from its state-influenced market and the implementation of much needed public, civil

and judicial reform.



Latin America - Having weathered the global downturn comparatively well, the region has hosted a
strong recovery. Accommodative government policies have helped underpin strong domestic demand
and good economic fundamentals have helped to attract foreign capital inflows. Higher commodity
prices are, of course, helping to support growth in many of the Latam economies given their
dependence on commodity related earnings - a trend which may calm near term.

Specifically, Brazil's GDP growth has been driven by increasing domestic demand. On the

positive side, unemployment has been falling. On a negative note, a strong Real has reduced the
competitiveness of the nation’s exports. Furthermore, as with its other BRIC peers, rising inflation
presents a near term concern. Brazil's government has stated the need for fiscal austerity, although
how this can be implemented while upgrading infrastructure and increasing social projects
remains to be seen. Meanwhile, the central bank is taking a very active role in trying to control the
appreciation of the Real.

Middle East and North Africa Region - The MENA region is growing out of its own downturn at a
reasonable pace helped by higher commodity prices (oil}, demand for its exports and supportive

government spending. Consequently, growth looks set to be at c.5% in the year ahead.

On the negative side, a vulnerable financial sector and property markets have been less kind to
Kuwait and the UAE. Whilst the risk of a collapse in the oil price poses significant risk implications
for the region, this is a modest risk in our view, especially with the OPEC nations presently unwilling
to meet requests to increase production. Of greater concern, is the impact of a European downturn
on the non-oil producing states of the MENA region (e.g. Tunisia, Morocco) as Europe accounts for

about half of these countries total exports.

Africa - Despite parts of the region being hit hard by the collapse in export and commodities
markets at the depth of the global recession, Africa still managed to return growth of over 2% in
2009 and Sub-Saharan Africa is likely to see at least mid-single digit growth in 2011. The relatively
low degree of exposure of the region’s low-income economies to international trade and financial
flows shielded them from the worst of the global downturn. Correspondingly, the acceleration of
growth in these sub regions is expected to be modest. The primary risk to the outlook for the region
is a faltering global recovery. For the wealthier oil-exporting countries, oil prices and demand thereof
remain key. For middle income economies, the success of Europe, to which these countries deliver
one third of their exports, continues to be an important factor.






In summary, over the longer term we expect emerging markets to continue to benefit from ongoing
structural reform, continued demand for commodities and the rise of the lowly geared consumer.
Whilst we accept that we might see some shorter term inflationary driven pressure, we nevertheless,
expect emerging growth to continue to outpace developed economy growth in both the near and
longer term. In the year ahead the outlook is for emerging growth in the mid to high single digit
percentage points versus lower single digit growth in developed economies. Specifically, China and
India look set to continue to lead global recovery even if some of the heat is diminished in the form of
inflation busting policies. In a similar vein to its Asian peers, Latam will also benefit from domestic
demand albeit with similar inflationary risks. MENA looks set to continue to benefit from elevated

oil prices for now, whilst Europe overall, looks set to present mixed investment opportunities, albeit
with Russia staging a useful recovery. As for Africa, the three speed economy looks set to stay

comfortably in positive territory.



Emerging investment markets

The question is, how can we benefit from the longer term positive trends of the emerging economies,
whilst insulating ourselves against (and indeed benefiting from) increased shorter term volatility
in these markets? The answer is to take a long/short strategy across multiple asset classes, i.e.

equities, fixed income, currencies and interest rates.

Our general proposition is that higher levels of inflation will prompt appropriate policy reactions from
emerging market governments over the near term, which, in turn, may act as a break on corporate
earnings. This could feed through to a slower emerging equity market relative to developed peers
over the short term, before the inflationary issue settles. Meanwhile, corporate credit may pause for
breath following a solid run. Coupled with this, central bank and government intervention should
herald opportunities in rates and currency markets. Reviewing each asset class in turn:

Rising interest rates - Inflation from several rounds of quantitative easing in developed markets is
now making its way through to developing economies. Supply pressures in developing nations are
becoming more serious, and there are even signs of wage inflation pressure in parts of China and
Brazil. That is before we take account of rising commodity prices. Example trades: With inflation
picking up across many emerging market regions there are significant opportunities to benefit from
potential rate hikes, e.g. Mexico, Turkey and China [fig 4). By way of comparison, the strength of the
Brazilian Real and relatively stable inflation presents an opportunity to short interest rates there (fig 5).

Figure 4: China inflation and interest rates (%)
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Figure 5: Brazil inflation and interest rates (%)
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Continued emerging market forex appreciation - Capital inflows are strong and inflation rising.
With many emerging currencies (including Yuan) still undervalued, emerging market banks will need
to tolerate more currency appreciation. Example trades: It is hard to see the downside in Chinese
Yuan here given the need for the Chinese government to manage its inflationary position and trade
relations. The Korean Won also appears fundamentally undervalued (fig é). On the other side of the
coin, the highly valued Brazilian Real looks set to retrench (fig 7).

Figure 6: Emerging markets currency trends - Korean Won versus US Dollar
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Figure 7: Brazilian Real versus US Dollar
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Equities. Figures 8 and 9 below, show the performance of the MSCI Emerging Markets index over
time versus the same for key developed economies. Whilst we remain structurally long in the
emerging market space, we recognise that there may be some short term underperformance
versus its developed peers given (a) a meteoric rise since its 2008 lows and (b) a heightened
inflationary environment with resulting policies that stand to slow growth. However, as inflation
concerns inevitably subside, the long term relative overweight case should once again gain traction.
Indeed, figure 10 shows that there is still value in Emerging Markets today, when compared against
developed nation peers on a price to earnings basis, even after their recent strong performance.
Example trades: Geographically, we would be reducing weightings in countries that face appreciating
currencies and inflationary driven margin compression (e.g. Chinal, or those countries that risk a
slowdown in growth emanating from stabilising commodity prices (e.g. Brazil). On the industry front,
we suggest focusing on industries and companies that have an exposure to and stand to benefit

from, the continued net migration of workers from rural to city locations, e.g. financial services.

Figure 8: MSCI emerging market equities versus developed equities (annual returns)
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Figure 9: MSCI select emerging market equities versus developed equities (annual returns)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2000/10 _ YTD

MSCI Emerging Market  -26% 5% 9%  42% 13% 32% 25% 30% -47% 59% 12% 128% 1%
MSCI USA 3% 13%  24%  27% 9% 4%  13% 4% 39% 4%  13% 7% 3%
Relative T 2% 18%  15% 16% 4% _ 28%  13% _ 26% 9% 3% _ A% 145% A%
MSCI Brazil 5% -T% 1%  65% 20% 32% 28% 6% -45%  65% 1%  289% 0%
MSC Russia 4% 53% 14% T0% 4% 72% 52% 21% 73% 81%  18%  295% 1%
MSCI India 6% -19% 5% B5% 11%  42% 48% 52% 57% 92% 15% 287% €%
MSCI China__ 1%  26% -16%  80% 1% 16% 78% 64% 52% 59% 3% 99% 0%

Source: FactSet

Figure 10: MSCI emerging market equities versus developed equities (Price Earnings Ratio)
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Fixed income: Credit trades have fared well, but now look increasingly fair valued. In figure 11 we
look at the performance [yield] of emerging market government debt. With this in mind, we see
increasing opportunities to lock in profits and potentially benefit from a retrenchment in credit
valuations [particularly if rising inflation now drives interest rates higher). Example trades: Short

Korean and Mexican government debt where yields have fallen sharply.

Figure 11: Emerging market government bond yields (Mexico and Korea) %
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Added benefit of currency overlay

In addition to playing currencies through a long/short strategy, we believe investors also stand to
benefit from investing in Yuan denominated units. The Chinese government is under continued
pressure to manage the revaluation of its currency as concerns surrounding global trade
competitiveness remain abundant and inflation rises. Furthermore, the Chinese economy has built
up significant US Dollar reserves from its trading partners. Unsurprisingly perhaps, the holders of
these Dollars may now be questioning why they should continue to hold the US currency against

a backdrop of significant quantitative easing which threatens to devalue those holdings. Viewed
together, these scenarios suggest that the balance of probabilities lies on the upside for the Yuan.
Hence, as the Yuan sees relative strength against the US Dollar, the Yuan denominated investor will

potentially achieve further upside on top of the underlying fund performance (figure 12).

Figure 12: Yuan versus US Dollar
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Summary and conclusion

To summarise and conclude, we continue to see the positive long term benefits of investing in
emerging markets spurred on by a continued structural revolution and a growing business and
consumer appetite. Shorter term, we acknowledge that ‘long-only’ emerging market investment
strategies may under perform those of their developed peers. This follows short recent performance
coupled with the need for certain emerging markets to respond to inflationary pressures. However,
the structural case for a long position in emerging markets remains and should regain relative
traction as the inflationary issue subsides. With this in mind, we are proposing a long/short strategy
across multiple asset classes (including currencies and interest rates, as well as equities and debt].
Given our view that the Yuan will continue to strengthen against the US Dollar, we recommend that
clients invest in Yuan denominated units thereby benefiting from an additional layer of currency

related return.

For more information on how to access this proposed trade, please contact your Investment Manager.

Important information

e Thevalue of your investments and any income from them may fall as well as rise and may fall
below the amount originally invested. This may also happen as a result of changes in the rate of

exchange where securities are held in foreign currencies.

e Past performance is not necessarily a guide to future performance. Figures, including

percentage returns, are quoted gross of all charges unless stated.

e Arjent does not advise on any personal income tax requirements or issues. All figures are
quoted gross of tax unless stated. You are encouraged to seek professional advice for your

individual tax circumstances.

e While the information contained within this document is believed to be reliable, no warranty
or representation, expressed or implied, is given as to its accuracy or completeness. Neither
Arjent, nor any of its directors or employees, accepts any responsibility in respect of the

information contained herein which is subject to change without notice.

e This material is confidential and may not be reproduced or provided to others without the express
written permission of Arjent. This material has been prepared solely for information purposes
and does not constitute an offer, or a solicitation of an offer, to buy or sell participating shares in

any fund, or any security or financial instrument, or to participate in any investment strategy.
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