Russell Clark — Market Views August
2012

Sovereign Debt — Italy

Sovereign Debt - Italy

In my last note on Sovereign debt — sent out in October 2011 — | noted that in all the debt crises that | have
looked at, the turning point occurs when the troubled country can turn its current account deficit into surplus.
| noted that of the distressed peripheral countries in Europe only Ireland had achieved current account surplus,
and hence we were buyers of Irish bonds.
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Since then Irish bonds have recovered most of their losses of 2011, and the Irish government has been able to
return to the bond market. This is during a period of sustained instability in the far bigger bond markets of Spain
and ltaly.

Italy

Italy has one of the biggest bond markets in the world, and financial commentators quite rightly point out that its
size means that it would be difficult if not impossible to implement the same programs that have been used by
the European authorities in Portugal, Ireland and Greece. Hence, in my view the future of the Italian bond
market is probably a key determinant of the survival of the Euro in its current form.

Like the other troubled nations of Europe, Italy has been running a current account deficit for a prolonged period
of time. There have been recent signs of improvement, but not enough to move Italy to a current account
surplus. The Economist estimates that Italy will run a 2.4% current account deficit for 2012.

Italy Current Account (EUR mn)
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Russell Clark — Sovereign Debt — Italy (Continued)

Italy Trade Deficit With China (USD mn)

L= e v~
MA] ;

| .

_TTO0T/L0/TO
-TTO0T/TO/TO
-TLOZ/L0/T0
_TTOZ/T0/TO
-0T0T/L0/T0
- 0L0Z/T0/T0
- 6007/L0/T0
- 6007/T0/T0
- 800/L0/T0
- 8007/T0/T0
- A00T/L0/T0
- £007/T0/T0
-900¢//0/T0
- 9007/T0/T0
-G007/L0/T0
- S007/T0/T0
- ¥007/L0/T0
- ¥007/T0/T0
- €007/L0/T0
- £007/T0/T0
-T00T/L0/T0
- T00T/T0/T0
-T00T/L0/T0
T00Z/T0/T0

500
0
-500
-1000
-1500
-2000

-2500

A

i

n
\/ "\r"n

W

4

'Uh

- TTO0T/T0/TO
-TTOT/LO/TO
- OTOZ/TT/TO
-0T0Z/50/T0
-6007/0T/T0
-6007/€0/T0
-8007/80/T0
- 8007/T0/TO
- L00T/90/T0
-9007/TT/TO
-9007/v0/T0
- S002/60/T0
- S00T/T0/T0
-+007/£0/T0
- €007/TT/TO
- £007/50/T0
- 700T7/0T/TO
- 7007/€0/T0
- T00Z/80/T0

Italy Trade Balance with EU (EUR mn)
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Italy Trade Surplus with US (USD mn)
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showing signs of big improvements. Italy has shown a dramatic improvement in its trade deficit with China,

However, beneath the slowly improving current account numbers, Italy’s bilateral trade numbers are
the EU and the US.
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If Italy has improved the trade positions with three biggest economic regions of the world, why have we not

seen better improvement in the Italian current account? The answer is apparent when we look at the break
down of Italian trade by category. As can be seen below, Italy has improved its manufacturing trade balance
significantly, but all the gains in this area have been lost due to increasing commodity (mainly energy) trade

deficit.
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Trade Balance (EUR mn) Commaodity TB Manufacturing TB

Should we see lower energy costs, | believe we would see a significant fall in the Italian current account,
potentially pushing Italy to a current account surplus. For investors looking to play lower commaodity prices
via a long position in fixed income, Italian bonds look attractive in my view.
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Almost all of Italy’s energy needs are priced off the Brent oil price. In 2008, all energy sources were
comparably priced, but since then we have seen large divergences, which have put Italy at a disadvantage.
Should we see a convergence in energy prices, Italy should be a relative winner, and Italian bonds should
also prove to be relative winners.
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This newsletter has been prepared and issued by Horseman Capital Management Ltd, (the "Firm"), authorised and regulated by the Financial Services Authority. This newsletter has been approved as
a financial promotion by the Firm and as such is intended only for professional clients and eligible counterparties in the United Kingdom and it is not available for retail client use. It is not intended for
distribution to any other country where such distribution or use would be contrary to local law or regulation. This newsletter is provided for information purposes only and should not be regarded as
an offer to buy or sell any investments or related services that may be referenced herein. The views expressed in this newsletter are the views of the Firm at time of publication and may change over
time. Nothing in this newsletter constitutes investment, legal tax or other advice nor is it to be relied upon in making an investment decision. No recommendation is made positive or otherwise
regarding individual securities mentioned herein. No guarantee is made as to the accuracy of the information provided which has been obtained from sources believed to be reliable. Past
performance is not indicative of future performance. The price of shares can go up as well as down and can be affected by changes in the rates of exchange. The information contained in this
document is strictly confidential and is intended only for the use of the person who has been provided the newsletter by the Firm. No part of this newsletter may be divulged to any person,
distributed, resold and or reproduced without the prior written permission of the Firm.

The links provided in this document are maintained by third parties, the Firm makes no representations in regard to the content, suitability or sponsors of these internet sites.
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