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Agenda for this afternoon

o The current fiscal regime, sustainability and investment strategy
o Equity and bonds

» Investment strategy

» Evolution of the Fund and current asset allocation

e Bonds
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The current fiscal regime, sustainability and investment strategy
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Turning oil into dollars

Petroleum Fund
$ extracted out of the ground + investment earnings — withdrawals

Today's Value of Future Production

Present value of revenues from future production

Median Oil Price. Low production case
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How the Fund grows In size over time

Investment Earnings

Production Revenue

Previous Balance

Today's Value of Future Production

Present value of revenues from future production
towerswatson.com 5
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Components of Petroleum Fund

Petroleum Fund

“ Investment Earnings

Production Revenue
| EE—

Previous Balance

Petroleu

3

Today's Value of Future Production

Present value of revenues from future production

towerswatson.com 6
© 2012 Towers Watson. All rights reserved. Proprietary and Confidential. For Towers Watson and Towers Watson client use only.




Components of Petroleum Wealth

Petroleum Wealth

Petroleum Fund

ﬁ Investment Earnings

Production Revenue

Previous Balance

Petroleu

3

Today's Value of Future Production
Present value of revenues from future production
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From Oil to Financial Assets

Investment

Earnings
N

Production
Revenue v . »
ﬁ Previous
Balance
\ /
Petroleum Today's Value of Future Production
Present value of revenues from future production
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Investing in companies

« S0, you want to invest in a company?
« Buy the assets.....buy the debt...buy the equity....

Company XYZ
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Talking about valuations

« The “value” (or price) of a company is the present value of the expected

future cash flows earned by equity
* So0, if the company makes (or is expected to make) more money, then the
value of the company should go up — that is the share price will go up.

Company XYZ
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From sales to profit

sales - expenses - interest = profit
payment
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What happens to profit?

 When a company makes profits these can be;
* Re-invested in the business
» Distributed to owners as dividends or share buy backs

Company XYZ
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Recap — Risk and Return

Expected
Investment
return

Investment

ISK
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The investment return distribution
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How returns from equities, bonds and cash tend to differ

Example investment return distribution

Some positive skew
since cash rates cannot
be negative

Distribution “negatively  :
skewed” — default / tail risks :

[—

Equities

Distribution “positively skewed”
reflecting unlimited potential “upside”

R

0% Average
return return
17
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The trade-off between risk and return

Equity
Expected

investment
return

Bonds

Cash

Investment
risk
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Investment strategy — a balance of risk and return

o An allocation to equities of at least 40% is required to achieve a long-term real return of 3% per annum,
with a reasonable probability, according to historical experience and our modelling framework.

o There are reduced benefits from increasing the allocation to equities beyond 50%.

Forward-looking risk-return trade-off for different investment
strategies (Normative assumptions, no alpha)
6.0%

100% Equities

5.0% ®
60% Equities

50% Equities o

4.0% 40% Equities @

[

3.0%

2.0%

@ 100%0 O-5 Year US
Govt bonds

1.0%

Expected annualised return over the period to 2030 (% pa)

0.0%
0.0% -5.0% -10.0% -15.0% -20.0% -25.0%

5% Tail Conditional Expectation (average for one-year periods over the period to 2030)
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Cumulative performance

180 -
= 100% bonds
0 .
100% equities 60% bonds 40% equities,
== 60% bonds 40% equities 143.85
160 -
100% bonds, 143.04
100% equities, 135.96
140 +
120 -
100 -
80 -
60 . ; ;

Dec-04 Jun-05 Dec-05 Jun-06 Dec-06 Jun-07 Dec-07 Jun-08 Dec-08 Jun-09 Dec-09 Jun-10 Dec-10 Jun-11 Dec-11 Jun-12

Bonds: Barclays Global Agg USD unhedged
Equities: MSCI ACWI World index
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Government bond 10-year yields

12 -
—JS Govt 10-Year Yield
10 -
- Japan Govt 10-Year Yield
g . - Korea Govt 10-Year Yield
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Source: Bloomberg
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Comparison of volatility — equity vs bonds

25% -~

20% -

15% -
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Historical rolling 20-year annualised real returns

-10% -

Historical rolling 10-year annualised real returns
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Year Year
——100% US Govtbonds - ——100% US equities ——100% US Govtbonds ~ ——100% US equities
Real returns over the period from 1900 to 2012 (% pa) US Treasury Bonds US Equities
Annualised real return over full sample (% pa) 1.8% 6.1%
Highest 20-year annualised real return (% pa) 7.1% 13.9%
Lowest 20-year annualised real return (% pa) -2.1% -0.6%

Source: Datastream, Bloomberg LP, Towers Watson
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Evolution of TLPF 2005 — present

Conservative management of the
investment portfolio to preserve
capital. Investments 100% in U.S.

Government Securities.

Principal
preservation

[

2005 |

U.S. Govt. bonds only

A simple and prudent
investment strategy.
This strategy reflected
the lack of resources,
skill set and investment
experience at the time of
inception.

Investment objective of
preserving the capital of
the Fund and to avoid
exposure to risk and
volatility in the first
stage.

towerswatson.com

First steps taken to
broaden the
investment universe.

Minimal
diversification

[

2009 |

Govt. Bond
Diversification

BIS hired as an
external manager with
an allocation of 4-5%
of Fund assets,
growing to 20%.
Invest in non-USD
instruments by adding
AUD, JPY, EUR &
GBP Government
bonds.

Also invested into USD
denominated AAA and
AA international
government bonds.

Investment universe

broadened further to include

some equity exposure

Slight increase of
diversification

[ 2000 |

Global Equity

e Appointment of
Schroder as global
equity manager in
October 2010.

e Allocation of 4-5% of
Fund assets.

PF Law fully
Exploited

e Further diversification
is constrained by old
Petroleum Fund Law.

e Desire to increase
exposure to equities
and further
diversification as
soon as the PF Law
is amended.

PF law amendment enables the Fund to invest
more of its assets into equity

SAA roadmap:
Move to greater
diversification

Continuation of
SAA roadmap

[

2011 )

PF Law ammended

Increase Global Equity

Desire to further
increase exposure to
equities in 2012 as per
agreed “phasing in”
strategy.

Global Bonds adjusted

Bond portfolio adjusted
with changes to existing
investment mandates.
BIS mandate
restructured with focus
on US Treasuries only —
PF no longer invests in
international bonds.
Duration of bond
portfolio increased via
adjustment to BCTL
benchmarks.

2012 |

Increase Global Equity

20% global equity by
June 2012.

Desire to explore
greater diversification
into equity

Global Bonds

Desire to diversify bond
portfolio
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Petroleum Fund balance, USD millions

Evolution of TLPF 2005 — present

Petroleum Fund balance
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Source: Petroleum Fund of Timor-Leste quarterly reports and Petroleum Fund Directorate, as of end June 2012
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SAA roadmap and current asset allocation

Now current Key target asset Original_tim_eline_ f_or pond
asset allocation allocation u{ieet 3% ES| portfolio diversification
\
Current
Bonds 96 80 70 50-60 50-60 50-60 50-60 50-60 50-60 50-60
US Treasuries 96 80 70 50-60 55-60 50-60 50-60 50-60 50-60 50-60
Global Bonds 0-5 0-10 0-10 0-10 0-10 0-10
Equity 4 20 30 40-50 40-50 40-50 40-50 40-50 40-50 40-50
Global 4 20 30 40-50 40-50 38-40 35-40 35-40 32-40 30
US Small Cap 0-2 0-2 0-2 0-2 0-2
Global Emerging Markets 3 0-3 0-3 0-3
Private Equity 3 3
Other 0-2 0-2 0-4
Hedge Funds 0-2 0-2 0-2
Non energy Commodities 2
towerswatson.com 27
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Current asset allocation

e Based on the current structure of the mandates in the Petroleum Fund

®m Equity ®Bonds
Asset Benchmark Weight
Equity MSCI World Index 20%
Bonds Merrill Lynch 1-3 Years US Treasury Bond Index 20%
Merrill Lynch 3-5 Years US Treasury Bond Index 40%
Merrill Lynch 5-10 Years US Treasury Bond Index 20%
Data as of 6/30/2012

B ML 5-10 yrs US Trsy = ML 1-3 yrs US Trsy
m ML 3-5 yrs US Trsy
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Key issues going forward

Bond
40% equity portfolio Currency
construction numeraire

Performance Risk
monitoring management

towerswatson.com 29
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Simple 1 year bond

$105

$100

Interest rate = 5% $5 coupon

$100
Principal

Today 1 year later
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Introduction to bonds

A bondis aloan to
a government or
Company

Investor lends
money at the
beginning of
the bond term

towerswatson.com

When a government (e.g. US) or business (e.g. Coca-Cola) needs to raise money
to finance some kind of expenditure they may decide to borrow from a bank or look
to issue a bond.

A bond is essentially a loan with certain terms and conditions attached to it
whereby the borrower promises to pay back the loan to the lender at some agreed
point in time.

The lender, which tends to be an investor (i.e. the Petroleum Fund), in return,
receives:

e Periodic payment called a Coupon (or interest payments), and

e Principal (capital repayment)

Bond cashflow illustration At end of the
150 bond the bond
Each year the investor receives interest holder receives
100 “Osan-funan” original amount
/ lent and final
50 // / \ \\\ interest
payment
0 I I I I I I
2012 2013 2014 2015 2016 2017 2018
-50
-100

® Principal m Coupon

-150

© Towers Watson. All rights reserved.
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The relationship between a bond’s yield and its price

Bond yields and
price have an

inverse $100
relationship

5%

1. A bond pays a 5% coupon
2. Market yields (interest rates) are 5%
3. Therefore:

- bond pays interest of $5 pa

- market price of bond is $100

Summary:
e As yields rise, bond prices decrease

e As yields fall, bond prices increase

towerswatson.com

6%

Bond
price

. Interest rates rise to 6%

. If bond still pays an interest of $5 pa

- demand for the bond falls

- market price of bond falls until
the total return of the bond is 6%

Price

v

Yield
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Default

o A defaultis simply the failure to pay back a loan as promised.

» Default occurs when a debtor has not met its legal obligations according to the debt contract, e.g. has
not made a scheduled payment, or has violated certain condition of the debt contract.

» Default may occur if the debtor is either unwilling or unable to pay his or her debt. This can occur with
all debt obligations including bonds, mortgages, loans, and promissory notes.

 Investors face a potential downside return of 100% in the event of an issuer defaulting (i.e. not paying
coupons or paying back principal), assuming no recovery

» However, the upside return for bonds held to maturity is fixed and known.

When holding bonds to maturity the greatest risk is

default risk

towerswatson.com 34
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S&P global credit ratings

a

Standard and Poor's Credit Rating

M Prime .

i g AAA, AA & A in shades of blue
pper medium grade

[ Lower medium grade .

(] : =

B odie BBB in yellow

[ No data

Year: July 2012

lowerswatson com Sub-investment grade in shades of red .
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Credit rating spectrum

Investment
grade

towerswatson.com

—

Moody's

S&P
Short-term Long-term Short-term Long-term Short-term
AAA AAA Prime
AA+ AA+
AA AA
AA- A-1+ AA- Fl+ High grade
A+ A+
P-1 A A-1 A F1
A- A- Upper medium grade
pP-2 BBB+ A-2 BBB+ F2
BBB BBB
P-3 BBB- A-3 BBB- F3 Lower medium grade
BB+ BB+ Non-investment grade
BB BB speculative
BB- BB-
B+ B+
B B
B- B B- B Highly speculative
CCC+ Substantial risks
CCcC Extremely speculative
CCcC- In default with little
CC prospect for recovery
C C CCC C
DDD
DD
Not prime D / D / In default
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The Bond Universe

There are many different types

of bonds to choose from. | : :
nvestmen
Grade market debt Asian Bonds

2 broad categories Sovereign
« Government
« Non-government

us
Some bonds are Treasuries /

fundamentally more complex
than others Global

Recovery —/— Fixed

Income
Each bond grouping will have /_/
a different set of risk
exposures and investment

characteristics — investors

must understand these, and

decide whether they are willing

to accept them in the portfolio

Beyond US Treasuries and Global sovereign bonds, investment complexity and
the amount of governance resources required increases quite rapidly.
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Emerging market debt (EMD)

2 very different universes exist
o Hard currency EMD — bonds issued in USD

o Local currency EMD — bonds issued in domestic currency of the issuer

Emerging Market Debt Local Currency Emerging Market Debt Hard Currency
As of December 2011 Other 2% As of December 2011 Africa 3%
Africa 8% Other 4%

Europe

33% Asia &
Pacific
Rim 13% .
Asia & Latin
Pacific America
Rim 27% 49%
) Europe
Latin 31%
America
30%
Source: Barclays Capital Source: Barclays Capital
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The spectrum of bond risk and return

High Yield/
Emerging Market Debt

= ABS/MBS/

% convertibles

; High Alpha/

% Core Aggregate Core Plus with Government,
(<} Bonds Aggregate or Credit

o benchmarks/

|.>|J< Core Credit Multi Sector

Bonds

Core Cash
Core

Nominal/Index
Linked
Government
Bonds

v

Expected risk
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What makes up the return on a bond?

Bond yields and subsequent market returns are affected by changes in the market’s perception

of the risks surrounding that bond.

International Bond
Investor

FX
return

Return
A
Domestic
Bond Investor
Nominal yield
— y
Expected inflation — Real yield
Inflation Country and political A
uncertainty (IRP) risk
Credit risk Economic grqwth and >
uncertainty
Local cash rates p,
Capital
loss
A 4

towerswatson.com

FX
loss
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Bond portfolio management

o A portfolio of bonds may consist of
many many bonds issued by different

governments and / or companies and /

or other institutions.

o The time over which the money is

repaid for each of these bonds may vary

from (say) 1 to 30 years.

o The bond portfolio itself will be
characterised by the type of bonds
owned in the portfolio.

o A bond portfolio can have an ‘average’
duration, yield, maturity, credit rating,
currency exposure etc.

« The bond portfolio may have certain
concentrated region or sectoral
exposure, such as to US or Treasuries

towerswatson.com

Interest rate risk
Yield
Maturity
Credit rating
Currency exposure
Country exposure
Sector exposure
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Some initial considerations...

Role of bonds Investment
Universe
Governance
Regional
Differences
Returns Better
Bonds
s Quality
Tail risk

Exposure to risk premia
Concentration

towerswatson.com
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d Disclaimer
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Confidentiality and Disclaimer

The comments included in this document should be considered in conjunction with the supporting and amplifying verbal comments and background
provided by Towers Watson prior to any action or decisions being taken. Past performance data shown in this publication is for the periods stated
and should not be used as a basis for projecting future returns of asset classes, investment managers or investment funds or products.

The analysis in this paper is based on a range of assumptions which influence the output and our recommendations. The assumptions have been
derived by Towers Watson through a blend of economic theory, historical analysis and the views of investment managers. The assumptions
inevitably contain an element of subjective judgement. The assumptions included in the analysis cover the likely future behaviour of the investment
markets. These include expected future returns from different asset classes, the likely volatility of those returns, and their inter-relationship. The
key component of an asset allocation study is the way in which the assets are modelled. The structure of the Towers Watson asset model is based
on historical analysis of investment returns, although Towers Watson has incorporated its subjective judgement to complement the information
provided by historical returns. The model is designed to illustrate the future range of returns stemming from different asset classes and their inter-
relationship. In particular it should be noted that our timeframe in establishing our asset model and the assumptions used in this study is long-term,
and as such it is not intended to be precisely reflective of the likely course of the investment markets in the short-term. Furthermore, our opinions
and return forecasts are not intended to imply, nor should be interpreted as conveying, any form of guarantee or assurance by Towers Watson,
either to the recipient or any third party, of the future performance of the asset classes in question, either favourable or unfavourable. Past
performance should not be taken as representing any particular guide to future performance.

The advice contained in this document should be taken as investment advice only, and is not intended to be actuarial advice. Where relevant, we
would encourage you to consider professional actuarial advice in relation to any conclusions that might arise from this document.

This document is provided to the intended recipient solely for its use, for the specific purpose indicated. This document is based on information
available to Towers Watson on the document’s creation date and takes no account of subsequent developments.

This document may not be modified or provided by the intended recipient to any other party without Towers Watson’s prior written permission. The
contents of this document, whether in whole or in part, may not be disclosed by the recipient to any other party without Towers Watson’s prior
written consent except as may be required by law. In the absence of our express written permission to the contrary, Towers Watson accepts no
responsibility for any consequences arising from any third party relying on these documents or the opinions we have expressed. These documents
are not intended by Towers Watson to form a basis of any decision by a third party to do or omit to do anything.
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Towers Watson About Towers Watson
36/F Sun Hung Kai Centre,

30 Harbour Road, Hong Kong Towers Watson is a leading global professional services company that helps

organisations improve performance through effective people, risk and financial

T (852) 2827 8833 management.

F (852) 2827 8899

About Towers Watson Investment

Towers Watson Investment is a market leader in investment consulting and
solutions. We offer independent, research-driven investment advisory services to
help institutional investors adapt and succeed in the ever-changing investment
landscape.

In the conduct of investment advisory activities in Hong Kong, Towers Watson
Investment is registered under the name ‘Towers Watson Investment Services Hong
Kong Limited’ with the Securities and Futures Commission as a licensed corporation
for Type 4 regulated activity (Advising on Securities) and also registered with the
Mandatory Provident Fund Schemes Authority as an MPF corporate intermediary.

The information contained in this presentation is of general interest and guidance. Action should not be
taken without seeking specific advice from the consultant that normally advises you.
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