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The global economy has been deleveraging in the aftermath of the global

financial crisis (GFC)

> Before the GFC household, government and financial balance sheets were levered up

massively in Developed Markets

> Some progress has been made in paying down debt, but a lot more still to do
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Falling potential GDP growth has led to a downgrading of consensus GDP

forecasts over time

»  The decline in potential growth rates is likely to have been one of the factors behind the secular

decline in bond yields

> More recently the financial crisis damaged UK and to a lesser extent US potential growth rates
»  Repeat pattern of the consensus overestimating the pace of the global recovery

Real potential GDP growth (yoy, %)
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The fiscal drag in 2015 for both the US and Europe is expected to be similar
to that in 2014 but less than in 2013

»  Fiscal drag will remain a small headwind to growth in 2015, but less than earlier this

decade

OECD, US and Euro Area fiscal drag (% of GDP)
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Monetary policy is diverging, but Fed tightening will be gradual and
aggregate liquidity is not expected to peak until the end of 2016

> Interest rates expected to remain very low for the time being, although monetary policy
measures are diverging causing volatiity in the FX market in particular

Major central bank policy rates Aggregate liquidity stock of major central banks
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Commodity prices have fallen sharply, adding to global deflationary
pressures but also likely to boost growth

»  Spot oil prices have fallen over 50%, or $55 per barrel, since the end of June
»  Arecent IMF simulation suggests that a 20% fall in the oil price will boost world GDP by about
0.5%

»  Each $10 fall in the oil price takes 0.4% off US CPI, 0.2% off Eurozone CPI and 0.1% off UK CPI
»  That equates to 2.2%, 1.1% and 0.55% respectively
Commodity prices have fallen over the past few
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I Key global risks

1. Eurozone deflation risk

— With headline inflation in the Eurozone just above zero, there is a risk

that the region could slip into sustained deflation if the ECB does not

act aggressively enough

N

. China ‘hard landing’ risk
— There is a danger that what currently is a policy engineered

slowdown in the Chinese housing market becomes much worse and
negatively impacts the banking system. This represents a risk to our

macroeconomic outlook and will need to be monitored closely

w

. US monetary policy risk

— There is uncertainty over both the pace and scale of US monetary
policy tightening that will take place in 2015 and its likely impact on
asset prices. The process of asset prices adjusting to tighter policy
after six years of near zero interest rates is likely to result in market

volatility and concerns over whether the economy can sustain higher

interest rates
7
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I Volatility started to increase in Q4 2014

»  Fixed income total return close to that of equities with US Treasuries returning 8.8% and
Developed Market equities 10.4%

»  Developed market equities outperformed emerging market equities in 2014 by over 4% in total
return terms,

»  Commodities have fallen sharply, with WTI Crude Oil falling over 40%

> Volatility has generally been low throughout the year, though it spiked sharply in October and
December of last year and early January of this year

2014 asset class performance VIX Index and S&P 500 Index
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I Equity market valuation is a significant driver of long-term returns

»  The relationship between Shiller's cyclically-adjusted PE ratio and the price return on the S&P
500 index becomes stronger as the holding period lengthens

> Over one year, just 4% of the variation in prices can be explained by the Shiller PE ratio at the
start of the period. However, over ten years, over half of the price return is attributable to
valuation at the start of the holding period

S&P 500 CAPE and S&P Price Return (1946 - 2014)
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US equity valuations appear attractive relative to developed market
government bonds

»  The S&P 500 forward earnings yield relative to the yield on US 10-year TIPS is above its historical
average and close to the upper one standard deviation band

On this metric, although this valuation gap has narrowed over the last two years as the S&P 500
index has re-rated, US equities still appear attractive relative to perceived ‘safe-haven’ government
bonds in real terms

S&P 500 earnings yield relative to US 10-year TIPS yield

wmmm
N

2l
9 % 00 01 02 03 04 05 06 O7 08 09 10 11 12 13 14 15
———S4P 500 Forward Earmings Yiskd minus US TIPS 10-Year Yiekd, % = fyerage

Dotted ines idicate +/- 1 standard deviaton from the historcal average

‘Source: Bloomberg, DataSiream as of January 2015

26/01/2015

I In addition, the cyclical outlook is also attractive for equities

> US equities tend to outperform US Treasuries as long as the unemployment rate is continuing to
fall

This suggests that equities could continue to outperform unless the Fed kills the recovery by
tightening interest rates aggressively, or some other external shock damages the economy

MSCI US relative to 10Y UST versus the US unemployment rate

Source: Bloomberg, as of January 2015

I Investment Implications

»  Equity valuations do not yet look stretched and are at levels that have historically been
consistent with moderate but positive long-term returns

»  Developed market government bond yields likely to rise modestly as investors accept that
the global recovery is sustainable and that the Fed is in the process of shifting its
monetary policy stance

> We believe that the global economy is gradually healing but that the monetary policy
backdrop remains biased towards being supportive

»  Consequently, we continue to favour corporate assets in our multi-asset portfolios over
perceived “safe-haven” developed market government bonds

> However, key risks to this outlook remain, including a sharper than expected slowdown in
China and deflation in the Eurozone

»

These risks and the volatility experienced in recent months serve as a reminder of the
need to have a long time horizon when investing in risk assets and the benefits of holding
a diversified multi-asset portfolio, including government bonds, and not one concentrated
in just one or two assets or markets
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I Introduction
Capturing Equity Beta
The objective of investing in equities is to capture “equity beta”
» Investors continue to believe that an equity risk premium exists and has value

» In aworld of “market efficiency,” cap-weighting is the optimal approach, either as a low cost passive
strategy or s a risk-measurement template for active management

» Given a belief that markets are “inefficient,” alternative weighting schemes and active management
are attractive

» Rebalancing, whether “passive” or “active,” harvests market noise and adds value

We believe Alpha and Beta equity investment objectives are best achieved through capabilities that have

conceptual clarity and use an process that is by design and with
discipline
15




I Capturing Equity Beta
How ‘efficient markets’ changed investment management

Efficient Market Hypothesis

All information on all
investments
is known

Returns are proportional to
systematic risk, not knowledge

Cap — weighted index optimal
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I Capturing Equity Beta — adding excess returns?
Does market inefficiency = traditional active management
» Active products seek to manage idiosyncratic risk with judgment and fundamental analysis

» However they bundle together the style exposure and stock selection, often resulting in
disappointing returns relative to a passive benchmark

— The median manager struggles to outperform the cap weighted benchmark (Malkie! (1995). Gruber (2000,2003))
— Those that do often only sustain this alpha over short periods

» Factors are important in explaining manager returns+

Cap-weighted Index  Alternative Index  Traditional Active

“Manager alpha”

Factor Factor Tilts
a Tilts.
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Capturing Equity Beta
Alternative weighting strategies

... and to add a rebalancing
mechanism to capture

If cap-weighted indices are ... it is better to calculate
not efficient ... index weights without linking

to security prices .. pricing errors

» Excess volatility driven by » Creating stable weights » Proportional to pricing errors
macro events, market noise
» Different » C de to pricing errors
» Risk can be mispriced g and momentum
» Efficient market hypothesis ~ Risk weighting » Frequency matters
does not hold ~ Fundamental weighting

» May underperform when pricing
Has less attractive errors persist
characteristics and risks

‘Source: HSBC Global Asset Management, as of June 2014,
For ilustrative purposes oy




Alternative Indexation — differing factors, differing returns and risks
Performance - Supplemental Information

Returns for Worldwide Returns for Emerging Markets
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I Alternative weighting strategies
Rebalancing can be your friend

(WSS Capture the equity risk premium and use rebalancing to harvest short-term
objective: pricing errors in cap-weighted indices

» Pure play on rebalancing
» Tempered factor exposures
» Cost-efficient proprietary index avoids index licensing fees

Market cap-weighted index HSBC Economic Scale Indexation
Stock A Stock A
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I Fundamental indexation
Tempered style exposures

» Fundamental indexing is not simply an alternative way of obtaining exposures to systematic factors
that have historically contributed to outperformance

» In the case of fundamental indexation, especially as it relates to HSBC Economic Scale Indexation,
there is a tempered exposure to value and small cap factors, but these are small in comparison to
the strategy’s alpha

out-

Index performance  Marketbeta  Small-capbeta  Valuebeta  Tracking error

1 HSBCESI Worldwide 2.22% 0995 0235 0260 267%
HSBC ES| Emerging

8 5o 2.24% 0975 0055 0286 372%

3 HSBCESIWorld 1.68% 0.997 0211 0262 2.77%

HSBC ES! Indices can generate ‘Alpha’ through avoiding the biases inherent in cap weighting
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I HSBC Economic Scale Indexation
Index methodology comparison
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HSBC ESI Worldwide

FTSE RAFI AW 3000

MSCI Value Weighted

Weighting basis

Stock universe

Index constituents

Rebalance frequency

Rebalancing timing

Value-Added

Average of weights.
+ Sales

oo
gz

Book Value

Listed company universe across  FTSE Global All Cap Index
Developed and Emerging Markets

~50,000 names

~7,400stocks

availabiliy,liquidity, availabilty  fundamental weights
and size to enable full replication  ~3,000 names

~2,300 names

Twice yearly

June
December

Annually

March

Average of weights
+ Sales

+ Cash Eamings
« Eamings

+ BookValue

MSCI AC World cap-weighted index

2,400 stocks

2,400 stocks

Twice yearly

Last business day of May
Last business day of November

. HSBC Global Asset Management. For lLstatie purposes ony. Duersiicaton
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