Thelssues February 2010
MARKET VOLATILITY--A SEPARATE RISK FACTOR
Once again, rising volatility has returned to hagtotk markets. Based on recent history, volatitgothing new.

Chart 1 shows many interim double-digit swings wittwo major market cycles in the S&P 500, MSCI East ex
Japan and MSCI World Emerging Market indexes fr@@8Lto 2009.
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In terms of the magnitude of volatility and freqagntwo record-breaking global stock market booms lausts occurred
within this 12-year period (for perspective on 8&P since 1970, see Chart 2, below). Note thabtiggns of the most
recent stock market crashes were excesses in loagitkets (the sky-high share valuation of IT bebinl 1999 and
securitization running amok 2004-GZdrove financial meltdown®economic downturns—a reverse of the patterns of
prior decades when real economic exce3sesdit crunch>economic recessiomsbear markets

Disconnect with the Real Economy

Cumulatively, the S&P was up a paltry +14#d the World Emerging Markets Index was up +1B&s€éd on records
from January 1999) during the 12 years from 1998088. The MSCI Far East x Japan doubled, thanitsetbase effect
from Asian bourses being in the depth of the Aditsancial crisis at end-1997.

In contrast, U.S. per capita income rose a cunudatb5%(Source: BEA, U.S. Dept. of Commerce.), and honep
nationwide, based on theCase-Shiller Index, wer€68%from1998 to 2008 (Chart 3). Clearly, the real exag made
good progress.
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What has been the utility (meaning usefulness oresbing useful such as a service to the public)feestors in
capital markets over the 12-year period? Nothingirvestor in an S&P-linked ETF (exchange-tradedljuand half
of all U.S. mutual funds benchmarked against tha@ex would have made less money than bank demy&tshat
period. In fact, factoring in the volatility expeniced, the risk-adjusted return has been decidedjgtive. 1



Reasonsfor Market Volatility

1. Increased use of leverage. Carried trades and the use of geared instrumestisatives and futures all offer final
exposure at a multiple of the invested sum. Anatled scale of buying exaggerates the rise in pfieesecurity. In a
downturn, the urgent reversal of gearing accelertie plunge. Instruments for shorting are alserieged products and
greatly increase the amount of selling. Investnbamiks would agree: at the depth of the 2008 firsdmeeltdown when
bank shares were under attack, they wanted sHbngsehe very instrument of their invention--baeth

2. Speculative capital in financial markets has grown to a size thatroajorly influence market directions. In
commodity as well as stock markets, it is the cleamigsupply/demand at the margin (of a few pergmfmoints) that
dictates prices for the 95%+ rest of the markediz& of a few billions to tens of billions of dakais sufficient to set
trends in most commodities and emerging stock niarke

Financial speculators were a major force behinchtige price spike in oil, metals and soft commaeditincluding grains,
during 1HO08 and the severe plunge thereafter. Vehamancial speculator buys futures in oil or geairsing ETFs or
commodity futures and options, the economic impadthat purchase is the same as hoarding. Why?® bBsgume the
seller is one of the commaodity producers. Onceodyrer sells part of his supply (spot or futurex tspeculator/buyer,
supply (spot or future) is reduced by that amoumil the buyer/speculator unloads their positiohud, the net economic
effect during the holding period is the same agding--prices are driven higher than otherwisea blownturn, shorts
accentuate the downtrend.

3. Structured products and derivatives, typically structured with put features, have bebannels of huge amounts of
speculative capital. Prime examples are CDS (coedéult swaps) and Accumulators (distributed taikévestors in
Hong Kong)--pure speculative bets undertaken byganties (on corporate defaults and stock pricespectively) with
zero economic utility, as the gain of one is the losthe other. Contrast that with a win-win situat&urch as the rise in
share price of a successful business, which berafareholders (buyers of the shares) and the(tfirrissuer/seller).

Various structured products were sold in globalkets, the common thread being their put featuraghodrt their
creation, the underlying holders (hedge funds, petgry traders, creators of securitized debts)ld/oever have built up
such overtly large, i.e., excessive, long positionstocks, CDOs and the like in the first plackug, the way these
instruments were used greatly contributed to then&ion of financial froth and the subsequent bust.

Human herding instincts are very susceptible to trends and momentum, rikerdhat causegreed and fear to self-feed
into upward or downward spirals. Leveraged denxastiand speculative bets are thus the steroidseefigand fear,
sharpening a market's uptrend and subsequent pl@rged drove AIG to underwrite CDS in such voluhet a
systemic financial bomb was created. Accumulat@sevdistributed in Hong Kong to retail investor$iondid not
understand the risks of writing puts at statedgzriand quantities with locked-in maturities of afgvto years. The
vicious cycle of forced selling by retail invest@aught by the triggering of successive puts asrithrket declined had
greatly steepened the 2008 fall, a plunge thatyrim heightened the fear factor that resultedainip selling.

Disconnect with Real Economic Performance: Higher Volatility = Greater Risks

The greater the volatility of stock markets, theager the risks for investors being caught withviineng timing. Higher
risks require a higher discount rate on potentiare returns in compensation. In PER terms, thestma derating, the
source of the disconnect and overall lack of pregfer stock market indexes over the 12-year pesiodied. Market
volatility has become a significant type of risktitannot be ignorea risk different from risks associated with
economic and political fundamentals.

Current Market Conditions

Of late, markets are back in a jittery period. Wirerestors cite known negative news to justifyieglthat was ignored
when markets were going up, that’s the fear faetking charge. Major surfacing concerns have raffiged China’s
tightening loan growth and rising CPI to the crddibof Bernanke and Geithner being under firejethhas cast a
shadow over the economic policy stewardship ofQbama administration when the U.S. economy isssiling in
stormy waters.

All of the above concerns are valid. Will credintmls derail economic growth in China? In the Ucan the Obama
administration maintain public confidence to satgs right or will it become tangled in a politiagaipasse?

Loan Growth in China

Runaway loan growth in China reflects the strudtdediciency of the system. Bankers at local leveisd to entertain
the credit needs of large, local business/polifioagsted interest groups. The networking and &llege of these groups
are to relationships in their local areas, noh®top management of banks with headquarters imBair Shanghai.
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Banks in China therefore have a tendency to ovet-l€he central bank sets overall lending targetmally, and at the
start of every year a new accounting period begihss, for years, more loans are made during teeHalf of a year, as
by the second half, the system is usually already-tbaned, and the central bank may step in withtas.

When loan flood gates are initially opened, bornsagrab what they can because if they don’t, otivilfsand if enough
borrowers think that way, the bigger the rush | eventually forcing the gates to close, whigbpesmed in 2009. This
year is again the start of a new accounting peaitd] sure enough, the rush is on. Over Rmb1,000rbih loans were
made in the first three weeks of January (vs. R6@8®billion net loan growth for the whole of 2009 jtself a record).

The problem, therefore, is not about credit tightgnwhich is the market's current (wrong) intetfat®n. So much has
already been loaned that even if no loans are rimaidie rest of 1Q10 (an unlikely event), the ecogavould still be
flush with liquidity. The problem is structural: how to reform bank agement so that credit extension is based on
economic terms rather than on social/politicaltrefeships. The stock market fall has already disted a rise in CPI to
3% to 4% over coming months, including a modest insinterest rates. CPI pressure should abateidhyear (low base
effect from the plunge in commodity prices in 1HO8pvernment policy in China is definitely very niugro-growth,
and domestic consumption (especially in the ruzatar) will be the key engine

U.S. Politics

We cannot discount the risk of a policy vacuum saglan Obama administration rendered inept byigallfighting. For
this reason, our investment policy has continudokteautious. Since 4Q09 we have reduced portietia, focusing
only on “safety island” sectors and bottom-up sfickAsia Pacific that can maintain double-digitrélags growth in the
face of very sluggish global growth. We view thereat stock market correction as a healthy probesause it will
dampen overly optimistic investors and presentiioygipportunities in sectors and stocks we like.

Our Investment Policy

Using a mix of sector and bottom-up stock situaiftgpically, non-major index stocks that produme index
correlations) driven by their own fundamentalsrig of the ways we manage market volatility riskttvi this mix, we
maintain an appropriate exposure to marketablé&st@hould the fear factor escalate, we activedyaash to hedge
across-the-board decline risks. Chart 4 showslgteand beta readings of various periods overeHdsyfor our GSI
Asian Capital Growth Fund. Consistently, the fuagd the lowest beta versus a selected universengetitors, and its
alpha is among the top-ranking funds.
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Currently, our regional funds have already raiseshmf nearly 10%--the fire-power to bargain huhew sentiment
stabilizes. We see the current setback as a musthedeconsolidation of the hefty gains in 2009. Ruyilicies in China
and the U.S. will likely stay pro-growth, and ligitiy conditions in Asia-Pacific remain plentifuh the U.S., it will be a
long time before the Fed can really undertake asitypelicy. Private sector debt in the U.S. islsfirinking, and
economic activities over coming quarters will tliemain very sluggish. The Fed will likely keep lidity conditions
easy well into 2010, which is positive for equitiésd in an election year, politicians will go fpro-growth, populist
policies.

The Net Asset Values GSI Asia Capital Growth—US$23.64 & the Long/ShoaunB—US$21.96 (Jan 28, 2010)



