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The second mouse

Maintaining allocations to commaodity currencies and
emerging market debt and currencies; looking to
re-establish Japanese yen position

There is one of those wonderful pithy phrases that goes around the financial markets: “the
early bird catches the worm, but the second mouse gets the cheese”, the implication being
that the first mouse will have triggered the trap. This can be applied to how you take risks -
it's best to be the second mouse.

The attraction of the emerging markets in the minds of investors is overwhelming and you
just start to think that, in rodent terms, some people might be the first mice. But it's easy to
rationalise why investors are so drawn to emerging markets - both debt and equities. Let’s
do a standard calculation on the potential returns from equities and bonds in the developed
and developing world. If you follow it through using market rates and consensus
expectations of growth, inflation and dividends then you end up with single digit returns (see
table 1). Given our expectations for declining bond yields in the west, the difference between
the total returns of equities and bonds is really not worth talking about.

Table 1
Developed Expected = Real + Expected= Expected— Real bond =Implied Expected Expected
World real GDP  earnings  dividend real return yield equity inflation  nominal
growth growth yield risk equity
premium return
us 3.0 3.0 2.4 5.4 0.2 5.2 1.5 6.9
Japan 1.9 1.9 1.8 3.7 1.5 2.2 -1.4 2.6
UK 1.2 1.2 4.8 6.0 -0.6 6.6 2.7 8.7
Europe ex UK 1.2 1.2 5.2 6.4 -0.9 7.4 1.7 8.1

Source: Bloomberg

Now let’s do the same calculation for the developing world and you begin to see that in all
cases the expected nominal equity return is somewhat higher than in the developed world
(see table 2).

Table 2
Developed Expected = Real + Expected=Expected —Real bond =Implied Expected Expected
World real GDP earnings dividend real return yield equity  inflation  nominal
growth growth yield risk equity
premium return
China 9.6 9.6 2.4 12.0 -1.2 13.2 3.2 15.2
Hong Kong 4.0 4.0 4.0 8.0 -1.6 9.6 2.3 10.2
South Korea 5.0 5.0 1.9 6.9 0.7 6.3 3.0 9.9
Singapore 5.5 5.5 1.9 7.4 2.0 5.5 1.7 9.1
India 5.6 5.6 1.5 71 1.3 5.8 4.9 12.0
South Africa 2.9 2.1 4.0 6.9 1.1 5.8 6.1 13.0
Brazil 5.1 5.1 4.5 9.6 7.2 2.5 4.6 14.2

Source: Bloomberg
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This type of analysis reveals a couple of things:

e Aslong as interest rates stay low in the west, investors will seek a home away from
near-zero interest rate policies and increasingly divert money to the developing nations

e The emerging market thesis is built upon high expected real GDP rates, a generous
dividend policy and inflation that is higher than in the developed nations

e Any disruption to the above will bring the whole edifice down

Clearly, by virtue of negative real interest rates alone, there is room for policy tightening in
China and Hong Kong, which can be achieved by a combination of interest rate increases,
lending restrictions and currency appreciation. Given the noises that the Chinese authorities
have been making recently, it's pretty clear they are preparing for a shift in policy through
adjusting their currency arrangements. They could announce this at any time. Interestingly,
as a proxy currency, the yen could benefit from the Chinese yuan rising against a basket of
currencies. Recently, we have taken short-term profits on the yen as it was one of the
strongest currencies in the world during the European debt debacle. However, as that worry
fades for the moment, we should look to re-establish a long yen position in the coming
weeks.

More to the point, in the free-floating currency emerging (and commodity currency) nations,
their very success may prove to be their downfall. You only have to look at the currency
appreciation of some of these nations to see that the flow of money from the developed
nations will cause trouble one day. A rising currency will choke off inflation, cool GDP and
cause expected equity returns to converge towards those of the developed world. In the
process the thrill will be gone for the emerging markets, with dramatic effects in the opposite
direction.

The weakness of currencies such as the US dollar and the euro is not good for the
developing nations as it will exaggerate and exacerbate the flow of money in a self-
reinforcing feedback loop. As things stand, because of our dire budget deficit positions, we
should expect this process to extend over the next few years, setting the scene for
developing/developed nation bond convergence and emerging market currency appreciation.
This can be useful in a portfolio context, but we should understand that in reality we are
dealing with the next bubble. And, at risk of mixing my metaphors, this time there will be a
case for being the first mouse; the first mouse out of the trap.

Old Mutual Asset Managers (UK) Limited www.omam.co.uk &I OLD MUTUAL

2 Lambeth Hill +44 (0)20 7332 7500
London, EC4P 4WR, UK ASSET MANAGERS

Important information: Past performance is no guarantee of future results. The value of an investment and the income from it can fall as well
as rise and investors may not get back the amount originally invested. OMAM has no house market view and opinions expressed are the views
of individual fund manager(s) as at the time of writing. These views may no longer be current and may have already been acted upon. Any
underlying research or analysis has been procured by OMAM for its own purposes and may have been acted on by OMAM or an associate for
its or their own purposes. OMAM is the appointed investment adviser for Old Mutual Fund Manager’s in-house OEIC funds. Old Mutual Asset
Managers is the trading name of Old Mutual Asset Managers (UK) Limited and Old Mutual Fund Managers Limited. Old Mutual Fund Managers
Limited, 2 Lambeth Hill, London EC4V 4AD. Authorised and regulated by the Financial Services Authority. A member of the IMA. Old Mutual
Asset Managers (UK) Limited, 2 Lambeth Hill, London EC4P 4WR. Authorised and regulated by the Financial Services Authority. Telephone calls
may be recorded for security purposes and to improve customer service. U5088/03/10




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


