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Economic Review
WILL RMB AND RINGGIT FLOAT???

Many investors are asking us how we think the Euro will perform over the coming months and
years, the British Pound or the Australian and Canadian Dollars, but we quite seldom find investors
inquiring as to how they could position their portfolio in order to profit from a potential risein
the currency of the fastest growing economy in the world, the Chinese RMB. Nor does anyone
seem to be interested in the Malaysian Ringgit. Yet while most Western non-USD currencies have
aready appreciated by approximately 50% against the USD over the past 3 years, the Chinese
RMB and the Malaysian Ringgit have fallen in line with the USD due to their currency pegs and
are now considered to be undervalued. Although European economies have stagnated while the
Chinese economy has boomed, the RMB has steadily lost value against other currencies such as
the Euro dueto its USD peg, asillustrated in the chart below. The same holdstrue for the Malaysian
Ringgit.
Euro against RM B 2001 -2004

China has already become the world’s largest manufacturer/producer of textiles, garments,
footwear, stedl, refrigerators, TV'’s, radios, toys, office products as well as cereals, meat, fruits,
vegetables, rice, zinc, tin and cotton, it has become the world’s second-largest producer of
aluminium and energy (measured in million tonnes of coal equivalent) and ranks between fourth
and sixth in the production of sugar, copper, precious metals and rubber — all of which, taken
together, makes up a nicely diversified basket that can lend strength to a currency.
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Against this background, is the currency trend illustrated above likely to be sustainable or could
the Chinese and Malaysian currencies be allowed to appreciate in the near future, reflecting the
strength of their economies?

We believe that instead of only focusing our hard-earned cash towards Euro, GBP, AUD or CAD,
currencies which have aready rallied substantially over the last few years while their respective
economies have stagnated, it is now time to have a closer look at which currencies presently offer
the best value and potential for appreciation. Such an analysis should then lead us to consider
gaining exposure to assets expected to benefit from arevaluation of the RMB or Ringgit. According
to market estimates, the RMB and Ringgit are now significantly undervalued based on Purchasing
Power Parity. Purchasing Power Parity (PPP) is a theory that over the long term the exchange
rate between two currencies adjusts according to their relative purchasing power, or the amount
of goods or services that one unit of the currency can buy. Increasing current account surpluses
and foreign reserves also suggest that the RMB and Ringgit have the potential to appreciate
considerably if revalued.

But what about the peg? True, both RMB and Ringgit are still pegged to the USD as for now.
But history tells usthat ultimately a currency of any country will alwaystend to reflect the strength
of its underlying economy. Even if currencies are fixed and artificially supported or suppressed
by governments and central banks, such measures can only be sustained temporarily and will
ultimately succumb to market forces, once market pressures become too strong.

In fact, not only are market forces and international calls for a revaluation such as from US
Congress exerting a growing pressure on China - and to asmaller extent on Malaysia - to revalue
their currencies but perhaps much more importantly Chinese and Malaysian top economists and
officials themselves seem to be rapidly losing trust in the USD. Rhetoric arguing for arevaluation
on thisground is becoming increasingly strong as can be seen from the following quotes we have
selected for your reference:;

“The Issue for Chinaisn’'t whether to [revalue] the yuan but to limit it from the U.S. dollar” (Fan Gang, director
of the National Economic Research Institute, China Reform Foundation, January 2005).

“China haslost faith in the stability of the U.S. dollar and its first priority is to broaden the exchange rate for its
currency” (Top Chinese Economist at World Economic Forum, January 2005).

“China could accelerate its plan to reform its controversial currency regime...” (Zhou Xiaochuan, governor of the
People’'s Bank of China, April 2005)

“The weak US dollar has caused the ringgit to depreciate against major currencies. | feel the time has come for us
to review because we have lost alot as the value of our currency has fallen.” (Former Malaysian Prime Minister
Mahathir Mohamad, January 2005. - Mahathir, who famously ignored International Monetary Fund (IMF) advice
and instead chose to peg his country’s ringgit at 3.8 to the USdollar during the Asian financial crisis of 1997-1998,
has since won plaudits from economists and the IMF itself for his handling of the crisis.)

“Malaysia’sringgit peg is not cast in stone” (Malaysian Prime Minister Abdullah Ahmad Badawi, January 2005)

“The US dollar is facing an imminent collapse... The dollar is [only still] retaining some value because of fears
of aglobal economic catastrophe if it was rejected. But the catastrophe will come one day because even the most
powerful country in the world cannot repay loans amounting to US$7 trillion...” (Former Malaysian Prime Minister
Mahathir Mohamad addressing a conference of 650 chief executives from 30 countries at a conference in Kota
Kinabalu, Borneo Island in March 2005).

For the record, if China or Malaysia should indeed revalue their currencies, thereby effectively
dumping the USD, this action would put enormous pressure on the USD and USD bond markets.

www.bridge-water.com contact@bridge-water.com




Gold and silver would most likely appreciate sharply in this scenario, possibly outperforming
any other asset class, even afloating RMB or Ringgit.

Getting it Right
HALFRIGHT ISSTILL HALF WRONG

Last month Mr Roberts finally found a suitable savings plan, having obtained advice and created
ashortlist of key factorsto consider in making the decision (refer April issue of this newsletter).

He returned to the friendliest adviser and picked up the application form. The adviser was not
registered with the Securities and Futures Commission (SFC), so could not give investment advice.

Mr Roberts, thinking that charges and flexibility were far more important, chose the default “in-
house” global managed fund. Dollar cost averaging evensit all out anyway!

Does he really need to consider investment strategy? Of course we are going to say YES, and
below we list factors which Mr Roberts should take into account when trying to decide how to
invest:-

i. Currency of Investment. The currency in which he contributesis not so important, but the
currency of the assets purchased is. Heis off to Australiain 3 years and will be there when
the plan matures. The in-house option is predominantly USD denominated and whilst the
fund appears to be up 15% in the last 3 years, it is actually DOWN by 35% in Australian
dollar terms. Performance must be measured in your base currency. That is, the currency
in which you will spend the proceeds. The investment strategy must take this into account.

ii. 60% of FundsUnderperform thelIndex They arelnvesting In! You have to access the
top 40% of funds and ideally the top 20%. One of the best managed funds over the last 5
years produced +205%, one of the worst produced -16%. Carefully research the fund and
compare its performance with others in the same sector. If it costs you an additional 1%
more per annum to access the best funds, it's worth it!

iii. Don't Accept the Default Fund. It will operate on the long term buy and hold principle that
everything recovers.... eventualy. Remember, after 16 years the Japanese index is still down
by over 70%.

iv. Dollar Cost Averaging is For Risk Control, Not Creating Stellar Growth. Its effects are
limited. After two years you should have substantial capital in the plan, and if the fund values
drop dramatically, the plan value will follow. Although your next contribution will be buying
the same assets cheaper, this will have little impact on recovery of your plan value. You
can take morerisk early on, but as capital builds up, reduce the risk of your strategy.

Finally unless you will actively manage the strategy yourself, go to an investment adviser.
Opportunities and disasters come and go in the markets, only those registered with the SFC can
manage investments for their clients and endeavour to maximize the first and avoid the | atter.

In comparison to a 30 year old, a45 year old needs to increase his’her monthly contribution by
584%, to achieve the same payout at age 60. Time to produce some excess income? Cancel
the gym membership last used 9 months ago!
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Investment Focus

CHINESE MAINLAND FOCUS — Established in 1993, Value Partners has grown to become
one of Hong Kong's most successful fund management operations, with US$2.4 billion under
management. Value Partners was awarded Fund Management Team of the Year 2004 (Asia
Pacific) by Global Money Management in London, and its funds have won numerous awards
for their performance and low volatility.

Asits name implies, Value Partners adopts a value investing strategy - a style of investing often
associated with Warren Buffett. Value investors seek to identify stocks which they believe are
undervalued by the market. Typically, value investors will look for stocks with low price-to-
earning ratios and high dividend yields.

Value investors do not attempt to predict the direction of the market or the overall economy, and
instead focus only on astock’s intrinsic value compared to its current market price. Vaue Partners
strength liesin its fundamental analysis and ability to leverage itsrelationshipsin Mainland China.

In November 2003 Value Partners launched The Chinese Mainland Focus Fund to provide investors
with exposure to assets whose value may appreciate if the RMB is revalued. Its investments
include fixed income securities and equitieslisted in Hong Kong and on the Shanghai and Shenzhen
“B” share exchanges.

The Chinese Mainland Focus Fund's portfolio provides a good example of value investing, with
an average price-to-earnings ratio of 10.6 and adividend yield of 3.8%, compared to an average
price-to-earningsratio of 15.3 and dividend yield of 3.4% for all stocksin the Hang Seng Index.

Value Partners does not chase performance or follow the flow of “hot” money speculating on
RMB revaluation, and is not afraid to hold a high level of cash if it cannot identify any cheap
assets. At timesthis may cause Vaue Partners’ funds to under perform their peers; however when
market sentiment turns sour, the funds retain their value well and are better positioned to purchase
stocks at more attractive prices.

Over time this strategy allows the Value Partners’ funds to outperform their benchmarks. Its
longest running fund, the “A” Fund, has produced a compound annual return of 19.7% since 1993
compared to a compound annual return of 6.4% for the Hang Seng index over that period.

Given the uncertainties surrounding its financial and legal system, stock picking in Chinais often
best left to professional investors who visit the companies and have local relationships. Value
Partners' conservative investment approach and focus on fundamental value isidea for those
seeking well managed, long term exposure to the China growth and revaluation story.

Disclaimer:

The views and suggestions expressed in this newsletter are purely those of Bridgewater and should not be taken
as advice or recommendations. We take no responsibility for action taken as aresult of reading our newsletter. If
you would like to receive more information regarding our total range of services, or receive the newsletter and
other updates directly (including English and Chinese seminars), please register on our website www.bridge-
water.com or e-mail contact@bridge-water.com.
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