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olitical events in Europe dominated news in financial
Pmarkets over the past couple of weeks. At the start of
May the United Kingdom had a general election and for the
first time since the end of the Second World War the county is
being run by a coalition government. After some deliberation
Gordon Brown stepped down as prime minister and gave
the leader of the Conservative Party, David Cameron, the
opportunity to form a new government after the latter failed to
win an outright majority. Together with the Liberal Democrats
they formed a proper coalition in a move that has been
welcomed by markets. Seeing that nearly 60% of the voters
supported these two parties (36% Conservatives and 23%
Liberal Democrats) the new government has a clear mandate
to implement the changes on which the two parties agreed
at the outset. It also seems as if both parties are willing to
reach a sensible compromise on matters where their party
policies differ in timing more than philosophy, and markets
reacted well to the higher level of certainty with respect to
the British parliamentary leadership. This may indeed herald
a watershed moment for British politics as Cameron has
undertaken to take power away from politicians and give it to

the people of the UK.

In continental Europe the European Central Bank (ECB)
and European Union came to the rescue of Greece when it
undertook to provide a near trillion euro rescue package in
an attempt to prevent the Greek (and other) governments
from defaulting on their debt, and ultimately trying to keep
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their financial system from collapsing. The proposals include,
amongst others, a EUR750 billion European Financial
Stabilisation mechanism and government bond purchases by
the ECB. In contrast to the new government in the Untied
Kingdom markets did not react kindly to this plan as it seems
more and more likely that Greece will have to eventually
restructure some of their near term debt. It is likely that
the actual impact could be contained as the biggest losers
in such a restructure would be the European banks who
hold the majority of Greek debt. The expectation of a debt
restructuring could potentially weigh heavily on global market
sentiment and would have a subsequent knock-on effect on
risk asset prices. A restructuring is in many ways similar to
default, with the exception that it happens in a more orderly

way and losses are possibly not as pronounced.

During May equity markets gave back all of the gains (and
then some) from the start of this year. Across the globe
markets fell by around 5% to 10% in local currency terms,
with the general weakness in pan European currencies further
crippling global returns measured in US Dollars. The chart
alongside clearly illustrates the inverse relationship between
Treasuries and equities (in the US, from the start of the year)
when the decline in equity markets was mirrored by a reduction
in government bond yields as investors fled to the safe haven

Source: RMB Asset Management / Bloomberg / Lipper Hindsight. June 2010.
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known as the US government. How long Uncle Sam will retain
this title of borrower of last resort will be anyone’s guess,
as Obama’s administration still needs to make a start with
respect to cutting their fiscal deficit and addressing the high
levels of government debt that the Americans have amassed
in the last two years. It seemed as if during May equity and
bond markets were in agreement that it was a time to look
for safety rather than to add risk within investment portfolios.
Whereas many assets at the start of the year seemed to
be fairly priced, or even somewhat expensive, the recent
pullback has perhaps created a buying opportunity for the
brave. With sovereign risk being identified across more and
more regions it is hard to argue holding anything but the
best quality governments’ bonds in portfolios, but this is
countered from a valuation point of view as German bunds
and US Treasuries already seem to be priced on the expensive
side. The one scenario where the current yield (circa 3.2%) on
the benchmark 10 year Treasury may look attractive is if the
world moved into a state of prolonged deflation. Under most
other (more likely) scenarios it does not seem like the best
investment to lend money to the US Government for 10 years
at a rate which is barely higher than the long term average
inflation rate in the States. The chart alongside shows the US
Consumer Price Index dating as far back as 1950, with the 5
and 10-year moving averages staying above 2% since the 60’s.
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An argument that may support the case for deflation over the
longer term is that US growth (and inflation) has been fuelled
by the extension of credit and increasing real wages over the
last half a century, and that the age of austerity may severely
impact the availability of debt, employment and wage levels

and subsequently consumer demand.

Apart from government bonds (and even then only in local
currency terms) and gold (+2.4%) most major asset classes
produced negative returns in May. Investment grade corporate
bonds posted slight losses for the month in both the United
States (-0.6%) and in Europe (-0.5%), but high yield and
convertible bonds were not spared as their higher correlation
with equity markets sent them south as well. Most currencies

struggled against the US Dollar during the month, and in fact

Jan-78

Source: RMB Asset Management / Bloomberg / Lipper Hindsight. June 2010.
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it is only the Japanese yen (amongst the major currencies)
that has gained against the greenback so far this year, as
clearly illustrated by the chart below. It is this volatility, more
than asset class performance, that has greatly detracted from

multi-currency, multi asset class fund performance in 2010.
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Asset Class Performances
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Asset Class/Region Currency May 2010 YTD 2010

Equities

United States S&P 500 NR usD -8.1 -1.7
United Kingdom FTSE All Share TR GBP -6.2 -1.6
Continental Europe MSCI Europe ex UK NR EUR -5.5 -3.9
Japan Topix TR JPY -10.8 -2.1
Australia S&P/ASX 300 TR AUD -7.5 -7.6
Global MSCI World NR usSD -9.6 -6.6
Global Emerging Markets MSCI World Emerging Markets TR uUSsD -8.8 -5.5

Bonds

JP Morgan United States

US Treasuries Government Bond Index TR UsbD 1.8 4.0
US Treasuries (inflation protected) (Biztz;?r}:zg:ﬁﬁlaﬁfn. Linked TR USD 0.0 2.9
US Corporate (investment grade) ﬁn?/fsltarﬁseriag:ég% Corporate UsbD -0.6 3.6
. . Barclays Capital U.S. High Yield )
Us High Yield 2% lIssuer Cap TR UsbD 3.6 3.2
. JP Morgan United Kingdom
el Government Bond Index TR GBP 2.4 4.3
UK Corporate (investment grade) Merrill Lynch Sterling Non Gilts TR GBP 0.0 4.8
Euro Government Bonds Citigroup EMU GBI TR EUR 1.5 3.1
Euro Corporate (investment grade) CB)z:c;)lg?/;feC_T_gtal Euro Aggregate EUR -0.5 3.3
. . ) o
Euro High Yield Merrill I_.ynch Euro High Yield 3% EUR 45 57
constrained TR
Australian Government éi:gﬁ;gf:xd-?gan Government AUD 0.3 1.0
Japanese Government ‘ézr?gﬁ;g;:xd'?gan Government JPY 2.1 3.4
Global Government Bonds JP Morgan Global GBI UsbD -0.7 -1.7
Citigroup World Broad . .
ellalesl [t S Investment Grade (WBIG) TR usb 1.4 23
Global Convertible Bonds UBS Global Convertible Bond UsbD -6.6 -3.8
Global Emerging Market Bonds JP Morgan Global EMBI+ UsbD -1.2 3.0

Page 4 of 10




www.financial-partners.biz | Vol. 44 | June 2010

Asset Class/Region Currency May 2010 YTD 2010
Property
US Property securities MSCI US REIT TR UsbD -5.5 11.0
UK Property securities ELZ%EE%NAREIT United GBP 6.8 9.2
Europe ex UK Property securities ZI%E(E_F;‘RA/NAREIT Europe EUR -5.5 -4.8
Asia Property securities FTSE EPRA/NAREIT Asia TR uUsb -10.0 -8.1
Australian Property securities FTSE EPRA/NAREIT Australia TR AUD -18.4 -8.0
Global Property securities FTSE EPRA/NAREIT Global TR usD -8.8 -4.0
Currencies
Euro uUSsD -7.7 -14.5
Sterling uUsD -5.1 -10.0
Yen usD 3.3 2.3
Australian Dollar uUsD -9.9 -6.7
Rand usD -4.3 -4.2

Commodities

Commodities RICI TR uUsD -10.3 -9.9
Agricultural Commodities RICI Agriculture TR uUsD -6.0 -12.5
Oil ICE Crude Oil CR usD -14.3 -3.9
Gold Gold index usD 24 7.3
Interest rates Last meeting Current rate c;zggi:t
United States 28 April 2010 uUSD 0.25% No change
United Kingdom 10 May 2010 GBP 0.50% No change
Eurozone 6 May 2010 EUR 1.00% No change
Japan 30 April 2010 JPY 0.10% No change
Australia 1 June 2010 AUD 4.50% No change
South Africa 13 May 2010 ZAR 6.50% No change

Source: Lipper Hindsight, June 2010

Source: RMB Asset Management / Bloomberg. June 2010
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FOCUS — An update on Europe

With European sovereign risk dominating financial headlines
since the end of 2009 we thought it appropriate to focus
on Europe and the effect that sovereign fiscal policies may
have on the region and its trading partners. In the FOCUS
section of November 2009’s Viewpoint we highlighted the
risks contained in Greece and similar governments within
the European Union. It now seems largely inevitable that the
Greeks will have to restructure their debt, and this is largely
priced into Greek government bond prices at the moment.
This edition of FOCUS concentrates on the economic and
fiscal situation that politicians in Europe will have to face in

months and years to come.
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In order to appreciate the extent of Europe’s sovereign risk issues

it is perhaps best to compare and contrast a number of European

Union members’ fiscal positions to other countries around the

world. The chart below show sovereign risk on four metrics:

e Fiscal deficit as a % of GDP (vertical axis) — the ability to
service debt from current accounts

e Total debt as a % of GDP (horizontal axis) — the total
quantum of debt that needs to be repaid

e Government funding requirement (bubble size) —indication
of the total fiscal deficit and maturing debt that needs to
be repaid

e Current account balance (colour of bubble) — indication of
whether the country is a net borrower or lender of foreign

currency
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Source: RMB Asset Management / Bloomberg. June 2010
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Based on the four criteria above Europe (with the exception of
Greece and perhaps Portugal) is in no worse a fiscal position
than many of the major governments around the world. What
is missing in each individual European country’s arsenal of
monetary policy instruments is the ability to try and influence
their currencies’ exchange rate to appreciate / depreciate
on the back of central bank interest rate changes. With
the assumption that one monetary policy will prevail for all
members of the European Monetary Union, it stands to reason
that a very similar fiscal policy will have to be implemented
as well. This was of course the intention of the Maastricht
treaty, but in the good times when economies were booming
and it was cheap to finance fiscal deficits in bond markets
this requirement was conveniently brushed aside. It is now
that the chickens have come home to roost that not only the
peripheral European states but also the main members such
as Germany and France will have to bear the brunt of the

rescue packages required to stabilise the system.

Economists forecast that European budget deficits would
become steadily less expansionary through the course of this
year, but would only start to contract in 2011. By then the
euro could have weakened significantly enough to support
European exporters and the broader European economy.
From the Sovereign Risk bubble map above it is clear
that Europe’s fiscal deficits as a percentage of GDP are at

Source: RMB Asset Management / Bloomberg. June 2010
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much lower levels than in the United States and the United
Kingdom, so the need for draconian cuts outside of Portugal
and Spain is not evident. There should also not be funding
requirements for eurozone bonds, as the debt maturity profile

is not onerous when viewed against current debt levels.

The health of the European banking system is coming more
and more under the spotlight with the news in the latest
ECB Financial Stability Review that banks in the eurozone
could be forced to write off nearly 200 billion euros in the
next two years on top of the almost 240 billion euros already
accounted for. This has caused a severe spike in European
interbank rates, with some regulators suspending the mark
to market accounting requirements on government debt
holdings. European banks would also be the main recipients
of any haircuts applied during a Greece debt restructuring
which could spell further woes for the banking sector. In the
United States most major banks have already cleared up their
uncertainties following the recent credit crisis, but in Europe
authorities have only recently acknowledged that there is a
problem. In order to steer these financial institutions through
the current troubled waters the political will of European

authorities to grow the ECBs balance sheet will be tested.

Another factor that will weigh heavily on an economic
recovery in Europe (in essence lead by a strong recovery in
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Germany) is, not surprisingly, the rate at which the Chinese
economy grows. In April 2010’s FOCUS we highlighted the
risks associated with a slowdown in the Chinese economy,
and with 5.4% of China’s imports coming from Germany
Chancellor Merkel and company are certainly exposed to
Chinese economic policy. German exports to China have
steadily increased over the last ten years, and are up 60%
from a year ago. The cyclical slowdown in China may be more
damaging to the performance of risk assets than the success
or failure of Europe’s own housekeeping. Current matters on
the fiscal agenda in Europe can be addressed through political
will, but issues in China may be left to the speed at which
consumer confidence in China can be restored. The chart
above shows how consumer confidence has recently turned,
following the implementation of stricter lending conditions
which negatively impacted the property market.

In summary there are three main requirements for a sustained

economic recovery in Europe:

www.financial-partners.biz | Vol. 44 | June 2010

e The continued strong growth of the Chinese economy and

specifically property sector

e Thesuccessfulimplementation of fiscal austerity packages

in the peripheral eurozone members: Portugal, Ireland,

Greece and Spain, and

e Not only the acknowledgement that the European banking

system is in a spot of bother, but also the action that is

required to restore confidence in the financial industry.

On the assumption that at least two of the three issues are under
European control the danger exists that investors who are short
European risk assets may be caught with their pants down on
the return of any type of risk appetite to European markets.
German bunds certainly seem very expensive at the moment
(see chart below), and on the reversal of the current consensus
risk aversion trade a short squeeze could leave investors who
are too defensively positioned in the lurch. The one sector of
the European equity markets that investors could however

comfortably remain underweight in is the European banks.
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Disclaimer:

Simply click on the link of the company that you are interested
in. By clicking on any external links provided on this website,
you will leave the Financial Partners site and be re-directed to

an external organisation’s website.

As Financial Partners is not responsible for any content or
activities associated with any external website accessed by
hypertext links appearing on this website, and as such content
has been independently developed by third parties and is
outside of our control and subject to change without notice,
Financial Partners hereby disclaims any representations,

warranties, or guarantees made on external websites.

mphony Funds ~ (Oncerto Funds

Further, Financial Partners does not guarantee the correctness
or suitability of such information or of any other linked
information presented, referenced, or implied. Any hyperlink
from this website leading to another website should not be
interpreted as an endorsement by Financial Partners of that

website, its organisation, or of its products or services.

Financial Partners does not accept responsibility for any
loss, harm, or damage, however caused, for information by
third party organisations with links appearing on this website.
Clicking on any of the following external links constitutes
a signature of your consent to the above disclaimer. If you
disagree with all, or part of this disclaimer, use of the external

links provided below is strictly prohibited.
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Important Notes

RMB Asset Management is the trading name for RMB Asset
Management International Limited. This document does not
constitute an offer or solicitation to any personin any jurisdiction
in which it is not authorised or permitted, or to anyone who
would be an unlawful recipient, and is only intended for use
by original recipients and addressees. The original recipient
is solely responsible for any actions in further distributing this
document, and should be satisfied in doing so that there is
no breach of local legislation or regulation. The information is
intended solely for use by our clients or prospective clients,
and should not be reproduced or distributed except via
original recipients acting as professional intermediaries. This

document is not for distribution in the United States.

Prospective investors should inform themselves and if
need be take appropriate advice regarding applicable legal,
taxation and exchange control regulations in countries of their
citizenship, residence or domicile which may be relevant to
the acquisition, holding, transfer, redemption or disposal of

any investments herein solicited.

Any opinions expressed herein are those at the date this material
is issued. Data, models and other statistics are sourced from
our own records, unless otherwise stated herein. We believe
that the information contained is from reliable sources, but we
do not guarantee the relevance, accuracy or completeness
thereof. Unless otherwise provided under UK law, RMB Asset
Management does not accept liability for irrelevant, inaccurate
or incomplete information contained, or for the correctness of

opinions expressed.

We caution that the value of investments in discretionary
accounts, and the income derived, may fluctuate and an
investor may incur losses, including a loss of the principal
invested. Past performance is not generally indicative of future

performance. Investors whose reference currency differs

from that in which the underlying assets are invested may be
subject to exchange rate movements that alter the value of

their investments.

Our investment mandates in alternative strategies and hedge
funds permit us to invest in unregulated funds that may be
highly volatile. Although alternative strategies funds will seek
to follow a wide diversification policy, these funds may be
subjectto suddenand/orlargefallsin value. Theilliquid nature
of the underlying funds is such that alternative strategies
funds deal infrequently and require longer notice periods for
redemptions. These Investments are therefore not readily
realisable. If an alternative strategies fund fails to perform, it
may not be possible to realise the investment without further
loss in value. These unregulated funds may engage in the
short selling of securities or may use a greater degree of
gearing than is permitted for regulated funds (including the
ability to borrow for a leverage strategy). A relatively small
price movement may result in a disproportionately large
movement in the investment value. The purpose of gearing is
to achieve higher returns associated with larger investment
exposures, but has concomitant exposure to loss if positive
performance is not achieved. Reliable information about
the value of an investment in an alternative strategies fund
may not be available (other than at the fund’s infrequent

valuation points).

Under our multi-management arrangements, we selectively
appoint underlying sub-investment managers and funds
to actively manage underlying asset holdings in the pursuit
of achieving mandated performance objectives. Annual
investment management fees are payable both to the
multimanager and the manager of the underlying assets at
rates contained in the offering documents of the relevant
portfolios (and may involve performance fees where expressly

indicated therein).

RMB Asset Management International Limited (Company Registration No. 3733094) is a member of the FirstRand Group, and
has its registered office at 20 Gracechurch Street, London, EC3V 0BG.

RMB Asset Management International Limited is authorised and regulated by the Financial Services Authority in the United
Kingdom, and is an authorised Financial Services Provider pursuant to the Financial Advisory
and Intermediary Services Act 37 of 2002 in South Africa.

© RMB Asset Management International Limited 2008
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