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Patience during political season

Global Asset Allecation
12 Octiober 2012

Asset allocation — Mo changes m our medmm-term, value-focused strategy to
be long assets wath hagh sk premea, equihes, aredit, and camry trades, even as
upconung political events wall likely create shorter-term volatility.

+ Economics — No major forecast changes, although increasmg uncertainty
around US fiscal chif posturmg creates downsade nisk on US Q4 and Q1

L]

Fixed Income — We prefer German Bunds to US Treasunes

Equities —US eamings season favors domestically-onented stocks and TS
Financaals.

Credit — We expect further spread tightemng m US HG as the lack of credst
supply brought about by QE3 15 not fully pnced an.

+ Currencies — We launch a Chinese Ecomontic Swrprise Index.

+ Commodities — Stay long Brent time spreads on Middle East uncertainty.

Equity markets are trading heavy, and are grving back most of thewr gams of
the past 1-2 weeks, despite no clear change m fundamentals. Other risk markets,
such as credat, conmmodities, and the suro penphery. are not followmig eqintes
thos time, indicatmg we are largely seemng profit takmg after the hefry rally in
stocks over the last four months.

+ There are no meaningful changes in growth forecasts this week. except for
movmg 1% m growth from Q4 to Q3 m the Euro area, due to better [P data m
Q3 winch we do not think wall Last. But as a result, global growth m Q4 at 2% 15
now barely different from the previous two quarters. In GDP terms, there 15 not
as much sagn of a rebound as we had hoped, even as the underlying PMI orders
and mwventory data do hant at thus conung rebound.

+ We are cnly at the beginning of the Q3 earnings season, but what we have 15 in
line with subdued expectations for small ova drops. Profit margins then it new
highs and world growth has smce fallen below potential. But global equities are
up 108 Why? We have argued that equities and other nsk markets can mlly
despute lackluster prowth as they offer hugh nsk premma agamnst events that wall
not all come through. Hence, if the world tums out less ugly and volatle than
what most feared, as 15 our view, then mvestors will over tume gradually swaich
some of their defensive holdmgs mio better-retum, but nskoer asset classes.

+ This risk-premmm-focused strategy info equities, credit and camy assumes
volatility will remain subdued and markets will be buffeted by only modest
adverse shocks We don't see Inge volanlity from data of exmings surprises,
with macro volanlity having collapsed over the past 2 wears, and aggregate
earings now also showmng almost no movement anymore. Thas leaves us with
the political surprise facior. Here we have to tread more czeﬁ.'ll}}- a5 the next
few weeks will see another ELT Summt, US electons, and Choness leadershp
change, each of which with potentially momentous mmpact
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