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SLIDE 1 - Of Free Markets, Dead Parrots... and the Eternal Russia

Ladies and Gentlemen, good morning, I'm Eric Kraus — I’'m a Moscow-based fixed-income fund
manager, as well as Global advisor to Russia’s up-and-coming investment bank, Otkritie Finance.

| have been involved in the Russian financial sector continuously over the past 13 years —from
running the fixed income desk of Dresdner Bank, Moscow to serving as M.D. for a couple of major
Russian equity houses — and currently with miscellaneous advisory roles and managing fixed-
income assets — and for most of this time, one of my main jobs has been to try to explain Russia to
foreigners.

It can be a fairly frustrating task, going against a huge amount of disinformation in the Western
press — but in the process | have learned a lot about how our own mindset is manipulated — by the
media, by governments, by the Kommentariat, as well as the extraordinary similarities between
that creaky, clumsy old Soviet System of Mind Control and the shiny new one we enjoy in the West
—you know, the Washington Post, and the Economist and Fox News and all those videogames.

They have created a comfortable, contented world — a sort of parallel universe for us; we sleep
peacefully, certain that the world remains very much as we have known it — centred about the
absolute primacy of the West, and believing that our own specific ideology has universal
significance. The danger is, of course, that one day we wake up after a long sleep to find ourselves
totally lost in a strange and hostile world.

As a strategist, | would be wasting your time by standing here today validating what you think you
already know: the joys of free markets, the evils of government intervention, the universality of
Western democracy...apple pie and motherhood, God Save the Queen — widely beloved
orthodoxies - but do they really work as advertised?

At least as regards the emerging universe — they very clearly do not.

There is a certain degree of cognitive dissonance in the constant mantra that free-markets are the
only possible vehicle for economic growth — this despite the obvious fact that of the Asian countries
which have enjoyed the most spectacular increase in human wealth in record history: first Japan,
then the tigers — Singapore, Hong Kong, Taiwan and Korea, and finally, of course, China, none
engaged in anything remotely resembling Free-Market Fundamentalism — FFF for short.

Instead, the successful emerging countries —and | am not talking about the Mexicos and the
Thailands and the Philippines which fell by the wayside — ALL employed a mixed economy model —
a political system which you would probably term authoritarian, with predominantly private
ownership of the means of production, but accompanied by very strong state intervention as
regards the picking of favoured sectors, banking and allocation of capital, subsidies and penalties,
financial regulation, etc.

Most of the emerging countries which tried to apply free-market orthodoxy have suffered from
extreme disparities in living standards, essentially disenfranchising a large segment of the
population. Mexico boasts the world’s richest man, and literally, millions of starving children. The
results are there for all to see, most recently the rise in narco-terrorism.
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This is not about my going all caring-and-sharing — hell, I'm an emerging markets bond jockey and
self-respecting hyenas hesitate to associate with us — but the point is that if the locals are not
getting theirs, unless you are very lucky with the timing, you should not expect to come away with
yours. Sooner or later someone is going to come and take it away from you...

This is particularly germane to our experience in Russia. The well-intended attempt at free-market
shock-therapy following the break-up of the Soviet Union proved utterly catastrophic. We saw
criminal privatization, chaotic deregulation, and a misguided attempt to introduce free markets in
the absence of the strong legislative and regulatory frameworks necessary for their function.

This is not theoretical. It sent millions to an early grave. Perhaps not quite as many victims as
Marxism — but that’s no excuse!

The neoliberal experiment ended with a bang in 1998 — and so, after a false start, we saw the
introduction of a mixed, relatively statist economic model under President Vladimir Putin — this
signified the real beginning of the Russian renaissance — very imperfect, inefficient, and hesitant,
still facing a steep learning curve, but as someone who lived in Russia in the 1990s, | can tell you
that it is incomparably better than what preceded it.

And this experience is relevant to our strategy for picking winners among the various emerging
markets — and not just there...perhaps some of the lessons learned might prove relevant to future
trends in the developed markets, too.

As an emerging markets strategist and trader —these days | am forced to spend most of my time
worrying about not Argentina or Kazakhstan, but whether some of our safe, stable G7 countries are
just about to blow themselves out of the water!

As a result, | cast a somewhat jaundiced eye upon our orthodoxies...

Several of the speakers will have already reassured you about how great the American free-market
system is — and implicitly, how it will prevail for the next thousand years. I’'m sorry. There is no
reason to feel reassured.

Things are never gonna be quite the same again, and the new world, and our place in it, are going
to feel somewhat unfamiliar.

| have nothing to sell you today — | have no services to offer — no stocks to sell. | don’t even have to
be invited back. | am not here today to try to make you feel better about yourselves. My job is not
to reassure.

My fundamental point is that our old certainties are no longer operant, and this is going to have an
impact upon our investment styles. The 200-year hiatus of absolute precedence of the West,
something totally exceptional in world history — ended with the millennium. If you look back 500
years, China was far more advanced than the West. China had cities of more than a million
inhabitants when London was a miserable, muddy burgh of some 75,000 souls. 500 years before
that, while Europe was stuck in the Dark Ages, an appalling decadence after the glories of classical
civilization, Central Asia was seeing an extraordinary florescence of learning and culture, having
kept alive the flame of Greek and Roman learning. Our own Renaissance was largely an import from
the East. Then, of course, over the past two centuries, with the Industrial Revolution, the West left
the rest of the world standing in the dust. The pendulum is now swinging back.

We are living in a period of accelerating change, and as the classical economic models fail, we are
forced to make bets on which ones will prevail.
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SLIDE 2 - How can I offend you? A Few Simple Truths
First, a bit of disturbing news:

Free Enterprise! The topic of this conference... or at least, Free Market Fundamentalism (FFF for
short) is Dead!

Most of you probably know the Monty Python Dead Parrot skit.

It’s the one where he goes into a pet shop complaining that the Parrot he bought a couple of hours
ago is, in fact, dead.

(project the first three minutes of the Monty Python ‘Dead Parrot’ skit, available on youtube
http.//www.youtube.com/watch?v=4vuW6tQ0218

NO, replies the shop keeper-h e * s n-ohte "dse ade st i ng. Having a wee
He' s pinning for the fjords.
He' s a fine, healt hsgparrof r ee mar ket , free ente

NO, our man replies.
This parrot is dead — deceased — gone to meet his maker — this is an ex-Parrot.

And so, alas, he is.

He was a lovely parrot — Free enterprise, Free Market orthodoxy and the absolute political and
economic primacy of the West. For a brief period after the end of the Soviet Union, he was
universally accepted as the ultimate in modernity.

God knows he was kind enough to anyone sufficiently wealthy to be in this room today — your
speaker included; for the last twenty or thirty years we have soaked up virtually all of the increase
in wealth in the developed countries, with a perfectly good conscience.

But, in fact, this is a very dead parrot... and if you came here to Vancouver this week expecting to
see him magically resuscitated — | am afraid that you are totally missing the plot.

This parrot — born in London in the 18 century, and trained by the classical economists of the
Chicago and Austrian schools — was already becoming increasingly imperilled by the competition of
the faster-growing and more adaptable Asian parrot species, and paradoxically, by the demise of
his erstwhile sole competitor, that dowdy, dysfunctional Soviet parrot-ski,

But, much like monotheistic religions, political ideologies are unitary and unquestioning — when the
observations don’t fit with the theory...the true believer changes the observations!

This is dangerous — his increasingly obvious loss of feathers passed almost unnoticed until the 2008
markets storm — which brutally revealed the failure of financial markets to self-regulate.

When the storm broke it was global, and while it initially threatened the entire aviary — a year later,
while this bird was still losing his feathers, unorthodox, dirigiste Emerging markets competitors —
from Argentina to China and Russia and Kazakhstan — were once again flying high.

The Chicago Free-Markets Orthodoxy that our bird represented was self-contained, internally
consistent, intellectually attractive, but, much like its close cousin Marxist dialectical materialism,
ultimately proved a failure.

Now, two important points:
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-The first point is that markets — free or otherwise, are not some pure entity standing outside of
time. They can function only in a stable, orderly socio-political context.

Go watch Mad Max and see how well markets function when society is turned upside down!
More to the point, anyone living in Russia during the catastrophic and chaotic 1990s — when the
State simply ceased to function and we saw the functional equivalent of anarchism and a total
absence of regulation or redistribution — enjoyed a vision of hell.

-A second point — somewhat more amusing — | think | see a sort of quaint parallel between the
tough, manly Chicago Boys and those wavy New Age worshippers of the Earth Goddess Gaia! —
what they share is a childlike faithinthe* nat ur al ”

Fundamentally — there is nothing natural about markets, but especially, nothing unnatural about
governments — which are a natural outgrowth of our need to live in increasingly large and complex
communities.

Over time, there has an entirely natural development of political systems, from the hunter-gatherer
tribes of Papua New Guinea to our English bicameral parliamentary system.

So, there is nothing unnatural about governments, nor, for that matter, is there anything
necessarily good about all that is natural — after all alfa-bungaro toxin, tetrodotoxin, botulism are
all natural substances — but a couple of milligrams of any of ‘em will reliably send you off into the
next world with this parrot!

His demise signals some very substantial changes in the ecosystem. We recently had that near-
death experience in the financial markets — and this led to some radical shifts in the ideology.

Senior bankers, especially the Americans, until recently such stalwart supporters of free,
unregulated markets, trashing Glass-Stiegel and arrogantly demanding that governments get the
hell out of the way and let them get on with their businesses which only they knew best — were
suddenly seen cap in hand, beseeching those same governments that massive public bailouts were
desperately needed, warning that otherwise we were all heading back into the stone age...

and they were right!

It's great to say markets should be allowed to work their magic and let the chips fall where they
may — but it is arguable that the common man would have been well served by the financial
equivalent of Chernobyl: a Great Depression, followed perhaps (like the previous one) by a another
world-war.

The vital point is that, in a crunch, the system proved to be desperately dependent upon
government support, and this will have consequences.

At least in North America, during the past decade the middle classes have grown poorer — not just
in relative but actually in absolute terms...while our classes grew fat.

This growing gap was disguised by the increasing use of credit and by the resultant house price
appreciation. | think we can all agree that this has now come to a sticky end.

Understandably, the middle class is going to be wanting revenge, and is likely to remain
unconvinced by the Laffer curve and similar convenient inventions.

The 2008 credit crisis will have implications going far beyond economics. It signals the coming of
age of a truly multipolar world — we are seeing free, competitive markets not just in commodities
and fast-moving consumer goods — but also in ideas and ideologies.
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The neoliberal model no longer reigns uncontested, spelling the end of the one-size-fits-all illusion
that the political and economic structures of every country in the world would gradually come to
resemble our own. Quite the opposite — we are moving into an age of multiple modernities.
Different societies are developing their own ideas of what is “modern”. They have some obvious
similarities with our own modernity, but vitally, some fundamental differences.

SLIDE 3 - Other Casualties: (Ir-) Rational Expectations

Probably, the best business book | ever read was St. Exupery’s Le Petit Prince — have your children
read it to you sometime!

We work in a business where people rush about in coats and ties and brilliantly polished shoes,
sounding very quantitative and rational and professional while frequently spouting total rubbish.

It is quite striking that over the past decade the rational markets fallacy was actually taken very
seriously...by grown-up men!

In fact, rational markets became the fundamental assumption in MBA programs and academic
research —the notion that markets were populated by rational actors independently assessing the
available information and scientifically, independently seeking to maximize their own returns.

Now, anyone who has ever spent a day on a trading desk knows this to be nonsense. We are
emotional, intuitive, and prone to fits of fear and greed. We move in a herd. Financial markets tend
toward the irrational, at least in the short-to-medium term.

This would all be very entertaining and not terribly relevant except for the fact that financial
markets have essentially broken loose from their theoretical function, the rational distribution of
capital to the areas of highest marginal returns, as they become increasingly decorrelated with the
underlying economies.

If you think back to the 1960s — and this was a good time in the Western world — steady,
incremental growth, the middle-class growing wealthy and self-assured, with people assuming that
the future could only be better than the present.

In those simpler days the financial system accounted for only about 3 %% of US GPD —in Europe,
considerably less. It was a bit slow, and stodgy, and old-fashioned — but it did its job reasonably
well.

Now, a few decades later and it is consuming fully 8% of GDP — these are GMQ’s numbers, not
mine —and remember, it provides no useful goods and services — it is — we are — a cost-centre. And
some people think that governments are inefficient?

The immediate problem is that the extreme volatility and irrational hyper-correlation are nullifying
what was supposed to be the ultimate economic function of the financial system —i.e. the rational
allocation of capital. God knows how you run a non-financial business actually making stuff with
this kind of volatility in the prices of credit, and currencies, and inputs!

The wild volatility appears to be largely due to the gap between liquidity and valuation. The Central
Banks pour in cash and asset prices respond, surging until the gap between price and valuation
becomes unsustainable, leading to a sharp correction; this scares the authorities — more support is
poured in, and we start over again.
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But | think a second, more fundamental factor is also at work — and that is the deep tectonic shifts
taking place as the global centre of financial gravity moves East away from the Atlantic to Asia.

SLIDE 4 - Other Casualties: Decline of the West, and the “New Normal”
Now, besides the free-market parrot, there have been a few more casualties.
The sovereign debt crisis will be THE major theme of the next decade.

| am amazed to still hear supposedly sane people tellingme =" y 0 u—Asearien growth is
strengthening—y ou’ r e way t oo pessimistic”

Absolutely — except they are running a 10% annual budget deficit!

Pump a trillion-and-a-half dollars of deficit spending into this parrot and he will fly again — high up
into the clouds!

The question — of course — is what happens when you remove the needle.

| don’t give a damn what Krugman says — you will have to pay the piper and the West is almost
certainly facing a second dip of the Great Recession.

The press has done such a wonderful job of brain washing us about how free and objective it is —
when | start bashing the press, people are are naturally a bit sceptical. But caveat emptor —the
Anglo-Saxon press seems intent upon demonstrating that, while yes, things may be bad at home —
they are so much worse everywhere else. This spells some great opportunities for us traders.

During one of the recent irrational panics about a near-term Greek default — we made about six
months profits in a week, trading Greek bonds from the long side — and recently, we started
cautiously buying Euros at around 1.21.

Yes, the consensus view is that Greece will default —and the consensus is not ALWAYS wrong, but
what remains to be seen is whether or not it will be the FIRST to default.

Europe is bad — but the fiscal and monetary situations in Japan and the US are worse —and
infinitely more dangerous.

| think | know how to trade a Greek default — | have absolutely no idea how to trade a default by
the US... not that that is likely to happen, but the waves of volatility generated by the huge
imbalances guarantee that we will have a really interesting time of it in the financial markets.

Whatever you may read in the press, reports of the Euro’s demise are vastly exaggerated. The Euro
is not dead. It is damaged, yes. And there is indeed a fundamental flaw —a common currency
without a common economic policy. However be not misled. The Europeans spent fifty years
building the EU, and they are not going to give up without a fight...a long fight. | do not know how it
will end, and if ultimately the will be successful —but | do know that anyone currently trading for a
near-term break-up of the Eurozone is going to lose money — a lot of money.

If there is one time that the consensus is right, it is that Benchmark rates are going to stay low. The
West is stuck in a deep, long recession, or a depression, or whatever you wish to call it. Central
Banks are in no hurry to hike, and that means that the carry trades have a few good years in front
of them.
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The Buddha taught us the inevitability of Suffering. Alas, the governments of the Developed
Countries have generally failed to learn the lesson. They are stuck in the Christian vision where
there is room for repentance and forgiveness. On a less theological note, the willingness to make
sacrifices for long-term goals is conspicuous for its absence — and this is China’s secret weapon!

SLIDE 5 - The Survivors: Decoupling not Dead
Well — so there has been some damage, but also some great survivors.
Take, for instance “Decoupling”.

A decade ago, a number of strategists, myself included, began to hypothesize that growth in the
developing world had become autonomous — that they were no longer simply a second derivative
of activity in the old industrial economies — that New York could sneeze without China and Russia
and India catching pneumonia.

The cynics — of course — faithful to their belief that nothing ever changes, continued to argue that
growth in the emergings was possible only because of rapid, debt-fuelled growth in America and its
appendages — and that the emergings would be crushed in case of any slowdown in the West.

Well, when we hit that spot of turbulence back in 2008, while the Dow sold off pretty violently, the
BRICs markets — China, and Brazil, and especially Russia absolutely tanked — we got killed — so
initially it looked like the cynics were right...

They weren’t. Just a year later, with the US desperately seeking to somehow forestall the second
dip of its recession, China was again growing by the accustomed 10% per annum, India and Russia
by about 6%, Brazil by about the same. So what we see is that the emerging economies have
decoupled very nicely, while yes, the equities markets are still stuck in the old paradigm.

As investors, what we really need to think about is when will the financial markets reconverge with
the real economy.

Of course, as residents of the old world, we have something else to worry about — the relative
decline in our own place in the world, and whether this hand-off will be peaceable — like the end of

the USSR—oO r turbul ent, |l i ke the falll of the Tur k
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SLIDE 6 - The Survivors: The BRIC-Yard

There has been a lot of pointless discussion about who does and does not actually “deserves” to be
in the BRICs club, especially as regards Russia.

Frankly, the term is itself something of a misnomer —as much as it may wound my Russophilic
pride, the BRICs are really China +3; no one else comes close to combining China’s sheer size and
dynamism.

On the other hand, that does NOT mean that you are necessarily going to make more money
trading China than the others.

Russia is by far the wealthiest of the BRICs countries, and while the growth in its GDP per capita
more or less parallels that of China, in fact, it is starting from a far higher level.

Now, if you look at the chart on the left — you will see that, since 2001 (and that is more than two
years after the end of the 1998 crisis, so | am not intentionally picking a low baseline — if | had
chosen late 1998 we would be up three times as much!) Russia has been the world’s best
performing major equity market. China was well back in second place — for comparison, you see
India and Brazil — who performed pretty respectably — and if we look at the markets of the old
economies: America, Europe and Japan, they actually declined.

| would not expect appreciation on quite this scale over the coming decade, but the emerging
equity markets will still see a continued and very substantial rerating.

SLIDE 7- The Survivors: DON'T BLAME KEYNES!

We have recently been hearing an awful lot of complaints about the supposedly* Key nesi an”
stimulatory policies we are seeing throughout the developed world — frankly, | think John Maynard
has been getting a bum rap!

Everyone conveniently ignores the fact that Keynes called for restrictive monetary/fiscal policy
during times of expansion — balanced by expansionary policy to counteract the inevitable
recessions.

If anyone in the audience saw even a hint of Keynesian restrictive policy during the boom at the
early part of the last decade, please raise you hand — | must have missed it!

What we saw instead were central banks pushing money into the system while the Bush
administration happily turned a small surplus into a gargantuan deficit — while the Europeans
pretended to respect the Maastricht criteria.

So, what we had was not Keynesian economics but that plague of fat democracies — hedonistic,
feel-good, faith-based economic solutions primarily suitable for getting sitting governments re-
elected — well, in this case it failed — but that was their intention.

It has been credibly argued that expecting politicians to run surpluses is like expecting dogs to
horde sausages. Well, perhaps, but quite strikingly, several of the emerging countries — most
prominently Russia and China — despite great social needs — ran very conservative fiscal policies
accumulating huge reserves. They can now spend these reserves on properly Keynesian stimulus.
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SLIDE 8 - The (Long-Term) Survivor: Malthus’ Revenge - I:
A world confronted with its physical limits

Here’s another unexpected survivor.

Malthus, an 18" English Century clergyman with a uniquely turgid writing style, predicted that
agricultural production could never keep up with the growth in population, and that famine and
strife were the inevitable consequences of demographic growth.

Well, predictions are hazardous, especially as regards the future, and the West enjoyed huge
growth both in population and in living standards over the ensuing 200 years — and so it is now
widely held that Malthus was simply wrong.

Not so fast!

To provide some perspective here, in 2004 | made a bet with the then Chief Strategist of a major US
investment bank in Moscow that the US economy was about to go into a tail-spin. Credit growth
was unsustainable, the twin deficits were madness, the mortgage market a suicide note, the whole
financial system a rigged casino — we were going to see the mother of all crises, with banks
collapsing and unemployment skyrocketing and waves of default... and... and the sky was going to
falll And he just laughed.

And six month later what happened?
Nothing happened! Growth continued. Markets held up.

| capitulated, paid up, acknowledging that | had obviously missed something — though God knows
what...

And then, 3 years later - WHAMOO: out of left field — a couple of hedge funds investing in CDOs go
belly-up, and its Apocalypse now!

Pretty much everything | had predicted...and quite frankly a great deal that | had not.

Fanny, and Freddie, the entire global banking sector in intensive care, the US automotive sector
nationalized, real estate markets collapsed and collapsing...and we’re still counting.

So, there you have it Cthe problem is_timing.
Malthus missed it by about 200 years.
| missed by less than 4 years...so, who wins the stuffed bear?

| am sorry to say that | am not talking here about theory. Peak oil belongs amidst the mathematical
certainties:

Exponential growth processes, be them bacteria growing on a plate, or rabbits feeding in Australia
— eventually run up against the physical limitations of their environment which cannot expand
infinitely.

We are now seeing a billion new consumers! About 300 million in China alone, another, say 200 in
India, and then there Russia and Brazil and Indonesia...

We are already seeing peak oil — not in the sense that we are just about to run out of the
stuff..(d a mn t he +va'relgonng haee towdlky) — but because you have to drill
increasingly deep and more difficult fields, and in places where no sane person would venture, in
order to find whatever is left. The easy oil has been drilled. And this is pushing up the prices.
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And its not just oil — grades of copper, and nickel and bauxite ores are now being mined which no
one would have bothered digging up a couple of decades ago...

Peak water! A lot of places are running dry, and this will have scary effects upon agricultural prices,
and if you can find a way to trade that one without getting killed by the forwardation in the futures
market, you will do well, my son....

And | don’t even wantlcohsaqueges— i Nt o t he envi

Well, except to say that given some very generous — if covert — funding by the oil companies, it has
recently become fashionable to debunk global warming.

People who don’t believe in man-made climate change are like those guys in the Deep South who
don’t believe in Darwinian evolution — | don’t think it has much to do with their rational, scientific
assessment of the available evidence. They have a whole different agendal!

| just left Moscow and it was 38 degrees in the shade — it has never, in all of man’s recorded history
— been 38 degrees in Moscow...

When | have talked about this, the response tends to be a credo — absolute faith that technology
solutions will cure all of our problems. The ultimate deus ex-machina.

Well maybe — but | am not entirely reassured.

When | was a young dog it was common knowledge that by the end of the millennium there would
be no more traffic jams since we would all be flying through the air with our own jetpacks, and
cancer would be cured, and men would live on the moon, and fusion power would provide cheap,
limitless energy.

Well, the millennium is 10 years past — the traffic is still pretty appalling where | live, more people
than ever are dying of cancer (mostly because they are not dying of other diseases), and fusion
power is still just twenty years in the future... and it has been twenty years in the future for the
past 75 years! Beware the easy fixes.

But back to my main theme — if you look at these charts — and these are charts for two very
different commodities — copper and oil — you will see that early in the decade we were still seeing a
continuation of a century-long secular trend of declining resource costs —and then here, around
the beginning of the decade, the effect of Asian growth started to really kick in — not just the rate of
growth, but the cumulative absolute magnitude — and prices started to go ballistic. They blow out
first because of the fundamental supply-demand equation, but then financial speculation drives
them skywards as everyone tries to jump on the same train. And here they correct. But the story is
a long way from over. The trend is obvious.

It is fiendishly difficult to differentiate between the underlying trend and the wild volatility caused
by financial speculation.

This is a real danger to us as investors.

You know how it goes — you predict that oil prices will rise because of consumption pressures. And
you cautiously buy some barrels forward and prices do rise.

And you conclude “Go d , | ' rhandyou by some niore, and prices rise some more, and so
you remove your shoes and jump into the market with both feet —and you promptly get blown up
in a correction... you were right about the fundamental drivers, but you want to watch the 200 day
moving averages and beware of getting sucked in by momentum.
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SLIDE 9 - Malthus’ Revenge - II:
Peak or No-Peak, it’s the Consumption to Worry About!

Now, considering likely future trends —and sorry, these were the best charts | could find on rather
short notice — but what they show is simply that as very poor countries start to develop, you see a
sinusoidal response of energy consumption to increases in GDP per capita. Early on, as very poor
countries grow most of the money gets spent on food, and oil consumption increases only very
slowly — but then they reach a tipping point — as people trade up from bicycles to motor cycles, to
cars, to SUVs...here, oil consumption for each unit of GDP increases hugely until you get to the end
of the curve, where everyone has a car already, and energy consumption no longer responds to
GDP growth. You could double the GDP of Sweden, and they would spend more on nursing homes
and internet protocols, but not buy many new cars...

You see this phenomenon for Japan, then South Korean, then Taiwan — and here at the bottom of
the chart — there are two little countries — China and India, which are just getting to the point
where their oil consumption is going to rocket... good luck!

SLIDE 10 - Brave New World: The New Chinese Century

What is extraordinary about our modern world is the acceleration in the pace of change. It took
several hundred years for the Roman Empire to collapse, more than a century for Britain to lose her
predominant place in the world, but in just the past decade a major fundamental shift has been
felt: The Rise of China.

When | used to talk about China the rejoinder would be: sure, it's growing fast, but 10% growth on
almost nothing is still almost nothing — | don’t hear that so much anymore...

According to Goldman'’s, within 15 years China will be as large an economy as the US, and by 2050
twice as large.

Scoff if you will — though | would give Goldman’s credit for having spotted the housing bubble... just
in time to offload the risk onto some clients and free up their own book...they’re smart boys.

Anyway, we don’t have to gaze into the future. It just hit the wires: China is now the world’s largest
consumer of energy — it is the world’s largest automobile market —it’s the worlds largest market for
numerous metals and commodities where it is the price setter. It displaced Japan as the world’s
second-largest economy years ago, at least in real terms....that leave just one country up in front...

This has political implications — while, a couple of decades ago for virtually every country on earth
the one fundamental economic determinant was its bilateral relationship with the United States
now, for an increasing number of countries and even continents: Africa, Australia, Brazil, Argentina,
Venezuela, Kazakhstan, Uzbekistan etc., it is CHINA.
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SLIDE 11 - Brave NewWorld:“4 EEO 4 EIl A E’(Mag¢be BiK'YFAFA OAT (

Mainstream analysts are really skilled at predicting continuous, gradual change. They are utterly
catastrophic at spotting fundamental paradigm shifts. They always err on the side of continuity.
There is no penalty for being wrong when everyone else was wrong, too, so conservatism helps
them stay in their jobs.

Beware the mean-reversion assumption. Again, it works really well 90% of the time — but the other
10% it is an utter catastrophe. The world changes — and the changes are discontinuous. And beware
Western opinion leaders with a huge stake in the continuation of Yesterday’s world... the very
notion that things could change fundamentally they dismiss as absurd.

SLIDE 12 - Brave New World: The “Chinese Model”

In the West, especially following the fall of the Soviet Union, everyone hailed the comforting notion
that as countries develop, they will necessarily become more like us — more “Westernized.”

This is dangerously complacent.

China has had the poor taste of applying an economic and political model fundamentally different
from the one that we in the West claim as universal — and seeing their model prove hugely
successful. And perhaps for that reason you will hear a lot of guys going around muttering that
China is just about to collapse — and they have been doing so for the past 25 years, and God forbid
that you traded on their advice!

| can tell you that — perhaps not in Canada or the United States — but in the developing countries
where | work, the Chinese model is attracting increasing interest as a basis for accelerated
economic development.

Since the French Revolution, the fundamental assumption in the West was that sovereignty springs
from the popular will. And most of you here in the audience will take this for granted. This is indeed
one possible assumption, and it is potentially valid — but there are other options, and it is a
dangerous mistake to imagine our personal biases to be universal.

For China, the State transcends the shifting opinions of the populace. China saw numerous
governments and dynasties rise and fall over the past two millennia, but the STATE endured —a
State based upon a Confucian bureaucracy, and taken to encompass not just the current populace,
but generations past and to come. What takes precedence — in their perception —is the
fundamental greatness of Chinese civilization, not the occasional electoral opinion polls.

China is frighteningly nationalistic and has a notion of race profoundly different from our own —and
while China never had an empire in the European sense, Beijing demanded tribute and
unquestioned homage from any foreign barbarians whom it honoured with alliance — and this will
increasingly render political accommodation with the West difficult as a richer China become
increasingly assertive.

Finally, and this will sound controversial, but by comparison with, say, India, the absence of
democracy has been a major plus for economic development: explosive Chinese growth was
rendered possible only by the massive engineered shift of very limited resources away from poorer
central regions towards the relatively richer coast — something which would have been impossible
in a democracy.
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SLIDE 13 - When China Rules the World

If you read just one book this year —and if you have any interest in what tomorrow’s world is going
to look like — I would urge you to read Jacques’ provocatively entitled — When China Rules the
World.

SLIDE 14 - Beware the Western Press -1

Most of the Kraus dynasty has passed on into well-deserved obscurity, but | do have one illustrious
ancestor — the Viennese philosopher/polemicist and provocateur Karl Kraus. Kraus, a publisher and
journalist himself, spent his career doing battle with the press, whom he felt was corrupting
language and thought.

Certainly, anyone who experienced the run-up to the invasion of Iraq will enjoy his comments on
how wars start:

Wars Start when Politicians lie to
Journalists... then they Believe what

they Read in the Press!
Karl Kraus, 1917

SLIDE 15 - Beware the Western Press - 11

My own personal buggabear is The Economist. Always authoritative, almost always wrong! You
may remember their famous “drowning in oil” cover page. In 1998, as oil prices plunged towards
10$ a barrel, the Economist — as always, authoritatively — predicted that prices would keep falling,
to below S5 a barrel; it would hardly even be worth drilling the stuff...

Well, in a long career in finance, | have never seen quite such amazing market timing!

The very same week they published, oil prices dropped just below $10 to bottom out at 9.93,
turned around, never looked back, and soon enough crude hit not $5 — but $150!

Now, the important point here is that they got it wrong not because they are particularly stupid —
they aren’t, but because they are almost uniquely ideology-driven.

Among other queer notions, they remain stuck with the outmoded belief that resources are a
curse, and that the research-rich countries are somehow unworthy, and that mankind should
graduate into a pure technology-driven world... so oil commodity price SHOULD collapse.
Fine, if you want, but | wouldn’t recommend you to try trading on it!

Similarly, in 1998, their then-Moscow bureau chief — Eduard Lucas, authoritatively warned me that
Russia would see inflation hit 10,000%, GDP would collapse, hunger would spread and the
communist rioters would storm the Kremlin... Russia was going to break down into warring regions
— it was certainly NOT going to be an investor’s paradise!
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Well, the actual outcome was somewhat different — ten years later GDP growth had averaged 7.5%

per annum, Forex reserves reached $600bn, there was a 15-fold increase in pensions, a sharp

decrease in poverty, the beginnings of demographic stabilization, and especially, unprecedented

political and economic stability — as a result of which we enjoyed thew2 NI RQ&a o6Said LISN
debt and equity markets!

And that is my point — for the general public, opinions are cheap. For those of use in financial

markets, they can be really, really expensive!

SLIDE 16 - Beware the Western Press - 111
FT & The Economistz The Million -Dollar Subscriptions!

So, why should you care?
You should care because ideologically driven disinformation can cost you a fortune.

| used to go around London and Geneva warning my hedge-fund clients that their subscriptions to
the FT and especially to The Economist were costing them a few million dollars a year —the cost of
their having missed a truly extraordinary trading opportunity due to systematic and intentional
disinformation!

Or, as one of my Russian friends put it to me: she said that the real difference between you
Westerners and us Russiansisthat WE don’ t Dbel i eve youddl own propa

SLIDE 17 - Through Western Eyes: Western Perceptions/Russian Realities:
So, this brings us to little Russia

Russia constitutes an exceptional trading opportunity, not because it is so perfect — it is a long way
from perfect — but because | can find few places where foreign perceptions deviate quite as far
from the reality.

We Russia jockeys grew used to it being either the world’s best-, or its worst-performing market.
By now, it is neither. Russia is a middle-income, moderately high-growth country which happens to
be endowed with by far the world’s largest resource base — oil and gas, mining and minerals, but
also abundant farmland, and fresh water and hydropower, with skyrocketing agricultural
production — what was previously one of the world’s largest grain importers is now a top exporter.

In a world where the economies of the G7 countries seem dangerously unsustainable, vitally — and
as counterintuitive as this may sound — Russia offers an almost uniquely good risk profile, both
economic and political.

The problem is that the Russian equity market is currently little more than a high-beta option on
global markets. Fundamentals just don’t make much difference. So the question is your time
horizon — if six months, then currently, | would be wary of pretty much any equity market on the
planet. There are some good trading opportunities, but | would look at them as relative value
opportunities, and would hedge against the US and European financial sectors — on the other hand,
if you are looking out five or ten years, then it’s pretty much a no-brainer. Russia will ultimately
continue to rerate.
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SLIDE 18 - The Eternal Russia: From Yeltsin - To Putin

Now, | could go on talking about Russia for a week or two — once | really get the bit in my teeth
they’d have to drag me kicking and screaming off the stage — so instead | will limit myself to a
couple of the most glaring misconceptions which | encounter when on the road.

Who is Vladimir Putin?

In my personal opinion, he is the man who saved Russia. Without Putin, things could have taken a
dramatic turn for the worse —and not just for Russia, but for all of us. And | will always be grateful.
That’s just my personal view.

Boris Yeltsin was a great revolutionary — but not much of an administrator.

His people were well-intentioned — and sought above all to make certain that the Soviet System
could not crawl back from the grave — they felt that time was working against them, and they had
to move fast — adopting the Washington consensus pretty-much wholesale.

In Russia — this spelled Deregulation —* D e mo c—amrd Oisuster.

The Free Market Fundamentalism proved to be so catastrophic because there was simply no
counterweight to the Oligarchy — that small coterie of men who became fabulously rich by grabbing
control over Soviet assets, especially the resources sector, often by brutally criminal means. They
could buy or kill off any regulation, and happily impoverished the vast majority of the population.

And before you go tsk-tsking about how dodgy the Russians are, | would point out that we see
precisely the same phenomenon in countries from Mexico to the Philippines — in Mexico, you have
the world’s richest man, Carlos Slim, and literally — millions of hungry children. Free market
capitalism is a decidedly mixed blessing in the emerging countries!

Needless to say, the alternative is NOT a return to Marxism. That proved to be quite enough of a
disaster in Russia. Once was enough. So some sort of mixed economic and political model is
imperative.

Under Vladimir Putin, we have seen a return of authority, and a consolidation of power of the
State, with a corresponding weakening of the oligarchy. This proved unpopular with the West — |
mean, the orthodoxy clearly states that markets must be free of government intervention, so if
they are not — the system just cannot work... and to hell with the actual outturn!

While Western journalists cut-and-paste each other about how “Soviet” Putin is, in actual fact, he is
“Soviet” precisely like he is Episcopalian!

Simply, any Russian government is going to resemble any other Russian government, be it Tsarist or
Soviet or whatever, rather more than it resembles the governments of Canada or Monaco.

From an investment standpoint — under Putin Russia became eminently investable, going from
chronic deficit and decline to the fastest sustainable growth in the region (and | say “sustainable” in
order to exclude countries like the Baltics which enjoyed double-digit growth rates for several years —
due entirely to generous credit from the Europeans — when that credit was withdrawn, they crashed
and burned). Putin also implemented a more independent foreign policy, centred upon furthering
Russia’s own self-interests — and cautious re: the West, especially the Americans.

Of course, the Western media hated it!
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SLIDE 19 - The Eternal Russia: Khodorkovsky - Yukos

| assume that you have all been adequately misinformed about the jailed oligarch — Mikhail
Khodorkovsky, the former owner of Yukos.

When Vladimir Putin came to power, if you remember the press coverage of the time, all we heard
was how he was going to be the puppet of the oligarchs, just like Boris Yeltsin....well, he thought
otherwise.

While Putin didn’t particularly like the men he saw as a pack of criminals and thugs, most of whom
had simply appropriated the assets of the Soviet Union without having actually created anything
themselves (and some of them were fairly savage — Khodorkovsky has a lot of innocents’ blood on
his hands) but Putin knew that you cannot turn a country around by getting into a fight with the
entire ruling class.

So instead, he made the oligarchs a better offer than they would have expected:

QVhat you stole, you stole fair and squareg
accordingto the rules of the time. But the game
has now changed. Pay your taxes, you can steal
from each other but stop stealing from the State,
and especially, you do the businegsktake care

. A o~ o=

Now, I’'ve worked at various times for a couple of the oligarchs, and | can tell you that the oligarchs
are carnivores. Carnivores are rational beast — leopards don’t go around attacking elephants.

So, most of them decided that this was the best deal they were going to get, and settled down to
growing their fortunes and took rather less of an interest in politics which came to be seen as an
unhealthy pastime.

Only one guy thought that he was bigger than the State — that was Khodorkovsky, who thought that
the brutal and corrupt means by which he and his friends became so fabulously rich under Yeltsin
could continue, or that he could gradually change his game, while still retaining absolute control
over the political process.

Push came to shove when the new Putin administration tried to push through the oil export
taxation bill —the fundamental transformation in Russian macroeconomics which allowed the state
to balance the budget by grabbing the lion’s share of export revenues. Khodorkovsky’s Menatep
group had outright ownership of a block of about 25% of deputies in the Gosduma —the Russian
parliament — they were literally on the payroll — and by joining these votes with those of the
Communists and the Liberals and the splinter parties they could effectively block any legislation he
did not like. And he certainly did not like the oil taxation bill.

Warned by the Kremlin, Khodorkovsky chose to up the ante, ultimately trying to sell half of Yukos —
which he had privatized for $200 Million dollars — to an American oil company, Exxon at a total
valuation of $60 billion dollars. That’s about a 300-fold upside in just a couple of years.

The rest is history. Pride, before the fall.

Yes, it was handled very badly by the Russian government, and several of my clients were hurt —
though they soon enough made it up again — but if you are worried about property rights, you
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might contrast this with what happened to BP in the Gulf of Mexico: when an oil well blew out that
they had contracted to drill under US law capping their liability at $75million dollars, the Federal
government simply ripped up the rules book — without even a hint of due process — leaving BP out
of pocket for $20 bn, and crippled by a potential liability limited only by the imagination of US torts
attorneys.

And the worst thing is that — terrified of Washington — the company didn’t even try to fight back!
The $75m cap was never even referred to. No outraged press releases, no appeals to the European
Court of Human Rights... They just rolled over. Imagine if it had been the Russian government
crippling Exxon!

The essential point is that, when they consider it to be a matter of overriding policy interest, or are
just scared of losing an election — governments will do as they damned well choose, and then
justify it any way they can.

Russia at least offered a simulacrum of due process — Washington, not even that!

SLIDE 20, 21 - How to trade it: Theory z 1, Il
Flight to Safety

How do we make money? Few men are smart enough to make much money in a rationally priced,
fully-arbed market.

We make money by trading against misinformation/misconceptions/bias.

Emerging markets — Russia in particular — are rich in all of the above.

Most especially, do not seek to avoid risk.

Risk is everywhere.

But make sure you understand the risks you are taking, and especially, that you are getting
adequately paid to take that risk.

Now, some of my learned colleagues will probably have scared the wits out of you about the
coming apocalypse, and they may well be right. The problem is, and it’s painful for a trader like me
to admit, but there is some stuff you just can’t hedge. | mean, a quick thought experiment:
Tomorrow, an Asteroid is going to slam into earth ¢ what do | buy?

| don’t buy anything... except maybe a ticket to another planet (and there is going to be a long
gueue...). This is simply not an outcome that | can hedge out.

So, | am not sure that, in the Mad Max Scenario, gold is going to be all that useful.

If you really believe that things are going to get that bad, you can default back to my 2004 missed-
melt-down buy-list:

Canned food, firearms, and land in New Zealand.
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SLIDE 22 - How to Trade it: Theory z Il :
Beware The Limits of Predictability

Let me come back to one of my basic themes. Call it “the poverty of strategy”, i.e. even if you get it
right, you might still lose money...

As we all know, markets can remain irrational for longer than you can remain solvent. You get the
trend right, but miss the volatility and you get carried out in a bloodied heap — sure, you are
ultimately vindicated, but by then you are selling donuts to less insightful traders on their way to
work...

Like my Russian girlfriend, financial markets do not feel any particular compulsion to behave in a
fashion we would deem rational. Near-term performance can be driven by parameters totally
irrelevant to the economic reality...but drive it they do!

By way of example, the short-term volatility in oil prices is still driven by minor fluctuations in high-
frequency US economic releases — housing numbers come out, and oil prices move by $2-4 dollars,
this despite the fact that the US is no longer the main global driver of marginal oil consumption.

Another example:

At the turn of the millennium, China was already growing by 11% per annum, one-third faster than
Russia. That said, the Chinese equity market was going nowhere — | used to go around telling my
clients that the best way to trade Chinese growth was to buy Russian stocks... and for several years
it was. Then, suddenly, the Chinese market headed north —and these are log scales — it got a bit
carried away, and then it corrected pretty violently, and is now bouncing. It is likely to continue to
trend higher, at least once the rubble settles in the West.

Timing is always tricky.

SLIDE 23, 24 - How To Trade it: Practice z 1, Il

Fixed Income

The global macros are currently pretty dreadful — | think it obvious that we are going to see a
second dip of the recession, slow growth if any, and extremely volatile markets — personally |
intend to keep my fingers well out of the way of the machinery.

On the other hand, | think it a very safe call that G7 benchmark interest rates are going to stay very
low, so | would be very overweight in Emerging market debt. Both as a carry trade and for price
appreciation.

For the carry trades, | would stick mostly to the Russian fixed income space, though | would make
some room for a couple of foreign-owned Kazakh banks.

You can still make just shy of 10% yield, so if you can find someone to provide you with reasonable
leverage, then 15-20% - which these days is pretty damned good.

Here, | have graphed a few of my favourite assets for yield — not price (for price performance just
turn them upside down)

We have on the top left ATF, which is a Kazakh bank but owned by Unicredito and | think that the
default risk for ATF and also BCCRD, owned by the Korean Kokomin bank, are very limited.
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Then we have Russia’s top private bank — Alfa, which is a lot safer than some of the big European
and American banks — TNK-BP, the Russian sub of BP, which ironically is now trading well inside of
BP itself — and finally another Russian bank | really like — Promsvyaz. These all provide a compelling
spread to treasuries or Libor.

Now, we don’t get paid to just clip coupons, so these are some riskier assets but where we think
that the spread amply compensates for the risk — well, most of them, anyway.

Here | have graphed not yield but price — KKB we are already out of — at 10% we can find better
places for our money.

Petroleos de Venezuela — Hell, if Goldman’s and The Street hate it, it is probably very oversold;

| suspect that Venezuela, like Russia, may suffer from some bad press, and in my limited
experience, oil companies don’t default — they have attachable assets, and in default their creditors
will have an easy time of seizing their oil at the border.

Provincia de Buenos Aires should enjoy the current boom in Argentina —its not one that | would
want to hold for maturity — but this year, it should do well, and City of Kiev — capital of Ukraine —
they recently muttered something about restructuring — we suspect they were simply trying to
panic a few investors so as to buy the bonds back, cheap. This business takes steady nerves... we
couldn’t find any bonds at the bottom during the short, sharp drop in prices, but have stayed in...

SLIDE 25 - How To Trade It: Practice z lll
Equities and Inequities

The equity market is a whole other presentation, and we don’t really have time to go into the
details today.

Being a fixed income guy, | like high dividend yields, so three of the mid-cap Russian oil companies
strike me as cheap and very attractive. Especially, with the preferred shares your dividend yield will
be 15-20% in a currency likely to appreciate modestly. These are Bashneft, Tatneft, and especially
TNK-BP...

© Eric Kraus krausmoscow@yahoo.com & OTKRITIE Financial Corporation www.open.ru 30 July 2010

-19 -



AGORA Financial Investment Symposium 2010, Vancouver, BC Canada

SLIDE 26 - Can I go home now? Summary
What | Learned this Week Lifetime:
+0AO006 U C 201 A0 T &£ )1 OAOOET ¢

So, in summary — here’s what | try to do...its working, so far:

A seek out mispricings

Get paid for taking risk ¢ and understand the risks you are taking

Always ask yourself ¢ What if | am wrong?

Weight trading calls for degree of conviction

Be sure to understand implications of fundamental changes in the global context
Beware the consensus — but it is not always wrong

Beware the assumption of continuity

Distrust one’s own side — and especially, anything you read in the press

Beware of all Ideology

Smart is Good, but Lucky is better!

T T T T To T> I T T

SLIDE 27 - Everybody’s got something to plug
El Aleph

And finally, if you agree with the Doom and Gloom school, then you might want to think about the
“’Noah trade —i.e. chartering an ark to ride out the flood.

Anyway, Jim Rogers goes around boring us with pictures of his daughter... so | thought | would
show you mine — minee weighs 350 tonnes, and especially, unlike Mr. Rogers’, she is available for
charter...

Website is at the bottom...

So, thank you for your attention — if anyone wishes to shoot me for attacking free enterprise, the
organizers have set up an orderly queue in the coffee area...
And do be careful with these markets — or as my friend Bernie Sucher always says — BE LUCKY!
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