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Something notable happened over the last 2 monththe financial markets have finally priced in our dre view of the
European Monetary Union. Call it “The European Reality ShtwEU equities have underperformed the S&P 50Q &%
this year, following an additional 10% underperfamoe in 2010 . Debt markets price in 50%-60% poiities of default for
Portugal and Ireland and 100% for Greece, Frenok beedit default swap spreads have tripled as dBey market funds
reduce exposure, German equities trade at lesslthimes earnings, many European banks trade &bwmes book value
and 70% of fund managers are underweight Europaaksb During the last 2 years, an aggressiverwight to Europe has
been the right place to be, ignoring the wistfuldmns of policymakers, analysts, economistsyéto believed the EMU
could right itself through austerity-based lendamgl some structural reforms. However, now thatview has become
consensus, we need to start thinking about whetlset-it-and-forget-it underweight to Europe walep working from here.

Over the weekend, | was thinking about other situabns where it made sense to underweight or short seething, and
maintain that view until the position became rubble The US mortgage and municipal insurers showhaerfirst chart are
one example: 1% equity capitalization, a recesarmhterrible underwriting standards will do thaehman Brothers is
another; 3% equity capitalization, illiquid prinailgnvestments, reliance on wholesale funding, o, know the story.

Ambac, PMI, and Radian: no way out Same for Lehman Brothers
Common share price, USD Common share price, USD
100 $90 1

90 $80 -

80 1 $70 1

07 $60 -

%01 $50 -

50 A

40 A $40

30 1 $30 -

20 A $20 1

10 A
0

' $0 . : : . . . . .
Jan-07 Sep-07 May-08 Jan-09 Sep-09 May-10 Jan-11 Sep-11  jan.04 Aug-04 Mar-05 Oct-05 May-06 Dec-06 Jul-07 Feb-08 Sep-08
Source: Bloomberg.

$10 -

Source: Bloomberg.

Perhaps a better paradigm for EU banks would kigr@itp, due to its systemic risks. When the Trea8tst injected
preferred capital into Citigroup, the price to ba@ue on its common shares fell to 0.7. The ginioek ratio fell to 0.5 upon
the second injection, and eventually bottomedatithes book value in the spring of 2009. As shan the right, EU banks
are getting there, with price-to-book ratios clas2009 levels [note: EU bank pricetamgiblebook value is ~ 0.15 higher].

Systemic risk + governmgnt recapitaliz.ation = Citig roup EuroStoxx Banks Index: reality finally sets in
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The problem for Europe, of course, is that EU bankgare a lot bigger than US banks, making the problem harder to
solve As shown in the chart on the following page, yngBtJ banks dwarf their US counterparts. In additwhile 0.5 times
tangible book value has been thesragetrough level during severe banking crises, themevery wide range of outcomes,
including 0.15 in Korea (1997) and 0.30 in SwedE®9(). We have covered in prior notes the great@nce of EU banks
on volatile wholesale funding relative to US angal&se counterparts, and the shutdown in unseEuregean bank debt
markets this summer. On top of that, the latesbE&Iness, money and credit surveys point to gps$lawdown in growth,
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particularly in the periphery, where conditions taeible. As a result, it'sot just sovereign risk exposures that European
banks have to worry about, but EU corporate exmsstoo. Bottom line: there’s plenty to be worried about regrding EU
banks. The question now becomes, what (if anythifZdgeurope does about it. Various delays suggest the EFSF will not be
operational until November at the earliest. Budrgually, if Italy, Spain and other countries berrfsom the EFSF to
recapitalize banks, there could be a positive madaction to postponing the day of reckoning. Houch capital do EU
banks need? Depends whom you ask. The Committ&eropean Banking Supervisors said Eur 2.5 bhdqlight this was

just for Andorra and that they were going alphatadiy, but they meant the entire EU). Wall Strestimates range from 30-80
bn, and the IMF’s number is 200 bn. The Germatitirie DIW believes the 10 largest German baalksieneed 127 bn.

Europe: bigger banks, bigger problems How bad can banks get in a crisis?
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Until a few weeks ago, the reliable strategy was tssume European assets would underperform, sincelgymakers
would only react after a market riot. Now there has been one, and the range of ou@rerd to predict (default, ECB
debt monetization, turning EFSF into a bank to tyle its buying power, federalization through Ehonds or just a massive
muddle-through). We have no idea if, how or whearkets will ever look at Italy the same way agaie Appendix). We
still maintain large underweights to Europe giviea tincertainties, and our inability to figure oaththey can fix it. But
policy options remain, and given how consensus ourews now are, the risk of short squeezes and rdligllies is rising.

China: an afternoon with True Believers

Every week, we invite outside speakers to pregenston different topics. This week, we hostedhértKroeber from
Dragonomics in Hong Kong to talk about his view@ina's economic sustainability. Arthur is a thediever, and does not
see China as being ripe for a hard landing. | #encskeptical of research firms located in theadeping countries they cover,
since they can get a caseStbckholm Syndronmand miss the Reality Show happening around thenthe 1990’s, | recall
firms like Renaissance Capital and Troika Dialotnbeerma-bullish on Russia, which was the wroragelto be when Russia
defaulted. The same goes for many Argentina rekdams that believed that Peso-dollar conveiitipivould last forever.
However, Dragonomics strikes me as much more bathand less ideological, so we wanted to hear withtr had to say.

There are (at least) three fundamental arguments #t Chinese economic growth is unsustainahl¢hat consumption is
way too small as a % of GDP; that capital is maggimisallocated in favor of capital spending amfdastructure; and that
China is running out of workers, leading to thé § wage inflation that will soon erode China’'smgetitiveness. Since these
are essentially macro arguments at heart, | thotiglets reasonable for Arthur to offer macro argotago rebut them.

As per the first chart below, while consumptioffialling as a % of GDRyn an absolute basis retail sales are doing fine
growing at 15%-20% per year. Retail sales arertiafig flawed measure since thayludegovernment and business
purchases of consumer goods, ardludeconsumer purchases of services. But other meaBkeeurban household
consumption show the same trend. In the second, éréhur highlights how falling consumption a&@of GDP is not
abnormal for industrializing Asian economies; timdyaotable point is that China’s starting levelssvauch lower.

Regarding misallocation of capital, we have ofteted how capital spending to GDP in China exceedias measures during
industrialization in Japan, Korea and Germany. fi$ieof capital misallocation is a collapse inustrial profits, asset price
bubbles and a banking crisis. However, as Artlmimtg out,China’s starting point was much lower, since the Citural
Revolution and Great Leap Forward destroyed much ofZhina’s accumulated post-war capital stock The third chart
shows how low China'’s estimated capital stock gita is compared to the US, and compared in egails to the US of the
1930’s. Per capita measures can be misleadinggydarly in China’s case. But we think the oMepmint is a reasonable one.
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The more convincing point is that China’s capital-b-output ratio is lower than other countries in Asia, at least as of
2007. There has since been a construction boom, seilveeed to see how these ratios look when theyupdated. But they
do show that Chinese growth through 2007 was nmesstvely reliant on its capital stock, comparedtteer Asian countries.

Arthur’s last point was that China is not running of workers. The fifth chart shows Chinese urbation in context of other
countries in Asia. The pace of urbanization ditistow in these countries until the agriculturalrwéorce fell below 20%. To
be clear, the days of 11% GDP growth and 1% imftain China are over. A variety of factors hawt tie faster wage growth
for Chinese workers, andle should now think about 8%69% growth and 5% inflation instead. But Arthur believes this
paradigm can be sustained, without the inevitable Fanding that some China-watchers have beeingdand waiting) for.

Consumer spending: watch its level, not the share Consumption ratios in major Asian economies
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Capital stock per capita in China and US Capital-output ratios in Asia: China looks normal
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CEma: ?Ientli'f of urbanlz_atllon still to come The big risk: more and more credit needed to grow G~ DP
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Now the bad newshe Achilles heel in China is the increased reliamcon debt to generate growth The last chart is our
own, and looks at how much society-wide credit §edwld, corporate and sovereign) it takes to géme@minal growth. The
recent spike occurred due to a rapid rise in Ceishadow banking system. China has nowhere neaotrereign debt
problems the West has; its Federal debt is only 46@DP with another 27% from municipalities, wéhmost all of it funded
domestically. But increased use of debt to finagrosvth, and rising inflation, raise some red flag@ut sustainability.

All things considered, we are bullish on China regaling its contribution to Asian growth, rather than its contribution to
Chinese equity markets(which have been among the worst in the developiodd). We do not subscribe to tBdina is a
Mirage view that ghost citidsand unneeded infrastructure projects will resuli huge crash; China can probably survive the
moderate correction that will come when bank NR&s.r As China tightens monetary and credit pdiisyher (which they
need to do, even after recent increases in resequirements applied to margin accounts and otlesrsores), we will learn
more in 2012 and 2013 about who's right.

Obama Deficit Reduction Plan: tax increases (a lot)egislated spending cuts (less) and entitlemengfiorm (even less)

A larger-than-expected deficit reduction plan cdadbullish for US P/E multiples. At first reatietPresident’s proposal
seemed to be exactly that: $4.4 trillion in defieiuction over 10 years. However, two caveatsst,khe $4.4 trillion headline
number includes $1.2 trillion from spending capeady passed during Phase 1 of the Budget Conttol 8econd, another
$1.1 trillion is based on projected troop withdrésyaavings determined as much by circumstanceeaogenous forces as by
the Congress. As a result, tangible incrementggsed legislative changes amount to $2.1 trilfroat $4.4 trillion), 75% of
which are tax increases rather than spending antspnly 10% of the overall deficit reduction plarentitlement reform.

The details. The rhetoric behind the President’s proposedegorm refers to raising taxes by $1.5 trillion‘onillionaires and
billionaires”. Upon closer review, “hundred-thousandaires” seems ore accurate The foundations of the President’s
proposed reform are an end to the Bush tax cutaxgrayers earning more than $200,000-$250,000g=er (ywhich raises $800
billion over 10 years), and limitations on itemiz#eductions and exclusions applied to this sameodeaphic (which raises
$400 billion). As shown in the charts below, ragstaxes on income and reducing deductions willdaleast as hard, if not
harder, on those earning $200k-$1 million as oséhmarning more than $1 million. Is this reallyalvBuffett had in mind?

Who would pay more taxes? Hundred-Thousandaires, mo stly
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Finally, there was a Republican letter to the FedHhis week asking it to refrain from Qe3. To wit: “It is our understanding
that the Board Members of the Federal Reservermgkbt later this week to consider additional monetimulus proposals.
We write to express our reservations about any saehsures. Respectfully, we submit that the bdawdld resist further
extraordinary intervention in the U.S. economy, tigatarly without a clear articulation of the goats$ such a policy, direction
for success, ample data proving a case for econagtion and quantifiable benefits to the Americaope”

As a reminder, politicizing the Fed goes back a l@nhway, though in the past, Republicans favoredasier money. In the
1970’s, when Fed Chairman Arthur Burns resistedgqanee to guarantee full employment through lowqgyalates, the White
House planted negative stories about him in thesptacking his competence and compensationonigippeople also floated
stories about diluting the Fed Chairman’s powedbybling the number of Federal Reserve Board mesnkgixon wrote to
Burns: “There is no doubt in my mind that if the Fed cargsto keep the lid on with regard to increasesiamey supply and
if the economy does not expand, the blame willdeed squarely on the Fédn 1971, H.R. Haldeman spoke about the
effectiveness of Nixon's strategyVe have Arthur Burns by the b*lls on the money supply’. Sometimes, US politics are the
best Reality Show of all. No comment Operation Twistsince a few basis points at the end of the cdoasn’t mean much.

Michael Cembalest, Chief Investment Officer

! For every ghost town example (e.g. Ordos in Invengolia), there are others (Pudong, Linyi, ZhemazKunming, Dachang) where
urban populations have, over time, absorbed vagaatte and created viable commercial and residemstimeérs.
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Will the markets ever look at Italy the same way agin? Solvibilita € negli occhi di chi guarda

The charts below show ltaly’s elevated debt leviesddyond yields versus its potential growth rgtese of the largest gaps |
have ever seen), the lack of internal devaluatiareduce its competitiveness gap with Germanyethgceration of Italian
industrial production that began like clockwork lwihe inception of the European Monetary Union tloest production time
per unit in the EU, and the need for a lot of fgrecapital (e.g, a large current account defidf)ill the markets ever finance
Italy at 30 basis points over Germany again, ag dig from 2004 to 2009? And how will a balancediet bill solve any of
these problems? Translation of header: “solveady the eye of the beholder”.

Italy's debt/GDP: highest since unification other t han

wartime, Total gross general governmentdebt/GDP, Percent
160% A

140%
120%
100%
80%
60%

40%

20% - T T T T
1861 1886 1936 1961 1986

Source: Reinhart, Camen M. and Kenneth S. Rogoff, “FromFinancial
Crash to Debt Crisis,” NBER Working Paper 15795, March 2010.

2011

1911

Internal devaluation? So far, only in Ireland
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Italy sovereign bond yield vs. potential GDP
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EMU European Monetary Union

EU European Union

EFSF European Financial Stability Facility
ECB European Central Bank

CP Commercial paper

NPL Non-performing loans

Sources includeSecrets of the Temple: How the Federal Reserve RarSountry by William Greider, ‘Before the Fall: An
Inside View of the Pre-Watergate White HSusgWilliam Safire; and Monetary Policy and the Great Inflation in the Ut
States: The Federal Reserve System and the Faifuviacroeconomic Policy 1965-7By Thomas Mayer. Picture of
disgruntled Arthur Burns from Corbis Images.
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