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Introduction
The year 2003 should see the end of the bear market in equities. It will, however, be a rather
volatile year on the financial markets. While we expect a gradual strengthening of the US
and Eurozone economies in the course of the year, we nevertheless expect GDP and profit
growth for the year as a whole to fall short of current market expectations. Japan will see
higher GDP growth due to a turn in the inventory cycle, but reluctance to tackle structural
weaknesses will mean that the upside potential for the economy remains absent. The UK
will also surprise on the upside. Nevertheless, worries over consumer spending and the
housing market will surface as the Bank of England starts raising key rates. A turn in the
investment cycle in the US around mid year should lead to more optimism with respect to
economic and profit growth in 2004. Higher stock markets, higher government bond yields
and a stronger USD vis-à-vis the Euro and the JPY will be the result.

Despite, or perhaps because of our optimism, it is worth looking at the downside risks for
2003. There is obviously no guarantee that next year will turn out better than 2002. The
threat of terrorist attacks remains and it is not very likely that the free world will be able to
eliminate this effectively in a short time span. Then there is Iraq. Does the Iraqi acceptance
of the UN Resolution #1441 mean that war will be averted? Many remain sceptical and
expect that an armed conflict will erupt sooner or later.

Turning to business cycle topics, the low savings rate, high debt levels and a possible
correction of the US housing market mean that the risk of a lapse in spending by the much
vaunted American consumer should not be underestimated. Should the consumer give up
while business investment spending is still suffering from the downturn in the investment
cycle, then the probability of recession rises sharply. For the stock markets, a continuation
of slow investment spending would lead to disappointment with respect to earnings
performance.

A number of observers have argued that the US and/or German economies are now heading
for deflation. We disagree, as we see the weakness in the US economy in the second half of
2002 as a mid-cycle correction, although in the case of Germany we do see a worrisome
lack of structural reform that is slowly but surely taking its toll on the economy. To make
matters worse, the simple fact that the German political institutions refused to take
appropriate action in the days of relatively high economic growth means that the pain of
doing so now has become disproportionally higher.

Unfortunately, German public finances, once so sound, have been derailed. The country has
received an official warning from the European Commission over a breach of the 3%
ceiling for the budget deficit in the framework of the Stability & Growth Pact – which
(ironically) was German-inspired. The necessity to address the fiscal problems in the short
run will exert a deflationary drag on the economy for a number of years to come.

In the process, Germany’s once so solid financial reputation has suffered and, with it, its
political clout in European economic and financial affairs. This has given the other two
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large EMU constituents the necessary political latitude to give priority to internal financial-
political priorities. France and Italy have clearly given the impression that for them, the
Eurozone is solely judged by the benefits it yields to their own particular interests. The
European Commission has shown itself not to be a substitute for a strong Germany capable
of disciplining other member states. Therefore the absence of a fiscal and economic
watchdog provides France and Italy with the room to cut their deficits in a leisurely way.
One of the results of this is that a normal discussion about the strengths and weaknesses of
the Stability & Growth Pact between the Eurozone constituents, the European Commission
and the European Central Bank has been near to impossible. Although the ECB’s mandate
and the Stability & Growth Pact are not formally connected, they have a strong
interconnectivity. The ECB has been the only institution that has consistently tried to fulfill
its mission, whereas a number of countries have consistently refused to deliver their part.
Why enter into a discussion with governments that have demonstrated so much ill-will? It
was no coincidence that the press statement by the ECB on the Stability & Growth Pact,
issued in October, was revealing, far more in its anger than in its content. But at the same
time it highlights a serious problem in the Eurozone, namely a lack of credibility.

On the level of the G-7, it is much the same problem. As a rule, agreement on economic
issues is usually the result of a mere coincidence of national interests. Unsurprisingly, no
agreement on any major topic has been reached for many years. There is no way in which
governments can force each other to tackle domestic problems for the good of the entire
world economy. Hence the lack of structural reform in Japan and in the Eurozone, and the
persistence of a huge and growing current account deficit in the US. One of the implications
is that the industrialized world continues to turn to the US and to the Federal Reserve
System for deliverance from the threat of recession. This expectation should be viewed as
dangerous, considering the imbalances that the US economy still has not come to terms
with. Even if the global economy were to escape recession and attain moderate growth in
2003, this would not resolve the structural issues and imbalances that face it. Indeed,
without true policy co-ordination and, more importantly, the willingness of political leaders
to face up to these issues, the risk of a new downturn will hang as a sword of Damocles
above the world economy.
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Forecast Table

Interest Rates 11/29/02 Q1-03 Q2-03 Q3-03 End 03

United States

Fed Funds Rate 1.25 1.25 1.25 1.50 2.00

2Y Swap 2.44 2.65 2.91 3.41 4.18

10Y Swap 4.69 4.96 5.17 5.57 6.18

Eurozone

ECB Refi Rate 3.25 2.75 2.75 2.75 3.00

2Y Swap 3.31 3.26 3.41 3.72 4.29

10Y Swap 4.71 4.70 4.84 5.12 5.59

Japan

Overnight 0.00 0.00 0.00 0.01 0.03

2Y Swap 0.14 0.14 0.15 0.16 0.17

10Y Swap 0.93 1.00 1.05 1.10 1.16

United Kingdom

Base Rate 4.00 4.00 4.25 4.75 5.00

2Y Swap 4.51 4.51 4.83 5.17 5.69

10Y Swap 5.03 5.33 5.60 5.94 6.48

Stock Indices 11/29/02 Mid 2003 End 2003

S&P500 939 925 1050

Nasdaq 1488 1450 1750

DJ EuroStoxx 231 225 250

AEX 364 360 400

Foreign Exchange 11/29/02 Q1-03 Q2-03 Q3-03 End-03

EUR USD 0.99 0.94 0.92 0.90 0.90

EUR JPY 122 127 129 131 135

EUR GBP 0.64 0.62 0.61 0.61 0.61

Fundamentals GDP y/y% Inflation Unemployment

2002 2003 2004 2002 2003 2004 2002 2003 2004

United States 2.3 2.1 2.7 1.3 2.0 1.5 5.7 5.7 5.7

Euroland 0.6 1.4 2.0 2.3 1.7 1.7 8.2 8.6 8.4

Japan 0.0 1.5 0.2 -1.1 -0.7 -0.5 5.4 5.8 6.2

United Kingdom* 1.6 2.8 2.1 2.2 2.7 2.5 3.1 3.1 4.0

Source: Rabobank Research                          *) Inflation: Retail Price Index excluding mortgage interest payments



Financial markets outlook 2003: Fixed income and equity markets

6

Fixed Income and Equity Markets

Conclusions
Our expectations for 2003 with respect to fixed income and stock markets can be
summarised as follows:

§ We expect a gradual improvement in the fundamentals of the US and Eurozone
economies, but lower 2003 GDP growth than expected by the consensus. In addition,
we expect slower profit growth than the market seems to expect. Therefore, equity
markets will remain vulnerable as the flow of disappointing news limits the upside;

§ The turn in the investment cycle in the US will take place around the middle of 2003.
This should improve sentiments in the stock markets and create the basis for a start of
the tightening cycle by the Fed;

§ We expect a total of 100 bps in tightening by the Fed and the Bank of England and a 25
bps hike by the ECB. The BoJ will keep rates unchanged throughout 2003;

§ As a result we expect a positive year for stock markets – with both the S&P500 and the
DJ Euro Stoxx rising to 1,050 and 250 respectively at year end 2003. We expect a
negative year for government bond markets, where bearish flattening will be the trend;

§ The UK and Japan may stage higher-than-expected GDP growth, but downside risks to
both economies will increase. The higher base rate will hurt the UK consumer, while in
Japan, lack of government action to address the structural weaknesses of the economy
will increase the odds of a recession there in 2004.

Key questions
The global economy continues to be plagued by high uncertainty. In particular, the
uncertainty stems from:

§ The evolution of the business cycle in the OECD, in particular in the US. Data-releases
since the third quarter suggest that the business cycle upturn has been replaced by a
new downturn. Is this just a ‘weak spot’ which will be followed by a new recovery or is
this indeed the start of something more serious?

§ The profit cycle remains an important influence on stock market sentiments and
valuations. The third quarter of 2002 showed a clear improvement in year-over-year
comparisons and the final quarter should show further improvement. However, will
profits continue to grow in 2003 at a pace that satisfies investors? Will a turn for the
better in profit expectations, although it remains short of some hopes, increase
investment spending?

Bernard Walschots
+31 30 2169847
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Business cycle turned down in
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Profit growth disappointed in
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§ Will the UN arms inspectors be able to do their work uninterruptedly? Will their
findings satisfy the UN and, more importantly, the US? Will the threat of war remain –
and will war prove inevitable - or subside? Will the threat of terrorist attacks increase
further and will there be new attacks? We do not know the answers to these questions.
However, security risks are unlikely to vanish and the awareness that the world is not a
safe place will put a cap on (prospective) P/E’s.

§ Related to this is the development of oil prices. These have fallen strongly since mid-
October. At their 2002 peak – just shy of USD 30/barrel for Brent – the level of oil
prices was no big threat to the health of the global economy per se, although it was not
a help either. Alarm bells could, however, start ringing in the event of oil prices moving
to USD 40/barrel for a prolonged period.

We expect moderate growth in the US and the Eurozone in the coming year. Our forecasts
for these economies are below current consensus estimates. For the financial markets, this
means that there will be a flow of disappointing macro-economic news. On the face of it,
Japan is expected to surprise on the upside. The quality of growth, however, is low as it is
caused by a favourable inventory cycle. Thus, the market will have little reason to become
confident in a structural turn for the better in the Japanese economy.

Table 1: Comparison of forecasts for GDP growth

2002 2003 2004

Cons OECD Rabo Cons OECD Rabo Cons OECD Rabo

United States 2.3 2.3 2.3 2.7 2.6 2.1 3.5 3.6 2.7

Eurozone 0.8 0.8 0.6 1.7 1.8 1.4 2.5 2.7 2.0

United Kingdom 1.6 1.5 1.6 2.5 2.2 2.8 2.3 2.5 2.1

Japan -0.9 -0.7 0.0 0.8 0.8 1.5 0.7 0.9 0.2

Source: Rabobank Research , Bloomberg, Consensus Economics November  2002, except for 2004 numbers, where the October issue is used

Business cycles to turn slowly, growth to disappoint
We do not expect a double dip in the US, nor do we expect the Eurozone economy to fall
into recession. Instead, we expect a slow turn for the better in both economies.

Market participants are faced with an avalanche of data providing information on the
business cycle on a weekly, monthly and quarterly basis. Rabo Research’s favourite gauge
for the business cycle outlook is the direction of the 6-month moving average (6MMA) of
the PMI index of the manufacturing and service sectors. These moving averages give
reliable signals of cyclical turnarounds.

Charts 1 and 2 illustrate that the US and Eurozone economies saw their cycles turning down
after a brief recovery. We expect an improvement in the PMIs in coming months. However,
only when the 6MMA turns up will there be reason to state with any certainty that the cycle
has made a turn for the better. Currently, the US economy is going through a mid-cycle
lapse or, in Alan Greenspan’s words, it is going through a ‘weak spot’. In our view, the US
economy will slowly emerge from this temporary loss of growth dynamics1.

                                                       
1 See the chapter Economics for details on this topic.

Geo-political security factors.

Oil prices below USD 30/barrel
no problem

We expect moderate growth in
the US and the Eurozone in

2003

No ‘double dip’ or recession in
US and Eurozone

PMIs to improve, but test is in
6MMA
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Chart 1: US ISM Indices Chart 2: Eurozone PMI Indices
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However, while this should eliminate worries of a double dip and take away threats of
deflation, we do not have reason to expect a return to high growth rates until 2004 or
beyond. The main reasons for this view are that we think the US consumer is unlikely to
continue to spend strongly and that the US investment spending cycle will only turn slowly.

US investment spending cycle to bottom out in 2003
If entrepreneurs invest what they think they will earn, then entrepreneurs will earn what
they invest. Investment spending is not only key to the dynamism of an economy by way of
its impact on productivity growth, it is also key to the development of profits. The US
consumer may have prevented the US economy from falling into a recession, but ultimately
it is investment spending that will determine whether or not the US economy will again
become the high-growth miracle that it seemed to be just a few years ago.

Chart 3: US Juglar cycle Table 2: Statistics on US Juglar since 1960

Juglar cycle I/GDP (4QMA) # quarters

Trough Peak Trough Peak Up Down Total

Q2/61 Q2/66 16.1 17.3 20 19 39

Q1/71 Q3/73 16.0 17.1 10 9 19

Q4/75 Q1/80 15.0 17.5 17 12 29

Q1/83 Q3/85 15.7 18.1 10 24 34

Q3/91 Q3/00 16.0 21.7 36 ? ?
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Average *) 15.8 17.5 14 1/4 16 30 1/4

Source: Rabobank Research, Rabobank Research, EcoWin Source: Rabobank Research, Rabobank Research, EcoWin; *) excluding.

latest cycle

Turn in PMIs does not signal
strong growth

Kalecki’s Law
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The investment spending cycle has played a very important role in the past few years.
Engine of the growth surprise in the 1990s, the investment cycle made a turn in 2001 and
has lead the slump in the US economy since then. Looking back, it has been a big surprise
that the Juglar cycle – as the investment spending cycle is known in the economic literature
– had not turned earlier. Typically, the duration of a Juglar cycle is 7-10 years, either
comparing peaks or comparing troughs. Thus, upturns take an average 3.5-5 years and so do
downturns. In the 1990s, however, the upturn lasted from 1991 to 2001. During this upturn,
the investment-to-GDP ratio increased from 16% to almost 22%, the biggest rise since the
1960s (see table 2). The result was a situation of overcapacity.

The latest peak in the Juglar – based on the 4-quarter moving average of the fixed
investment to GDP ratio – occurred in the third quarter of 2000. The subsequent downturn
has already lasted seven quarters (up to and including Q3/2002), with the data in table 2
suggesting a minimum duration of this phase of nine quarters and an average duration of 16
quarters. In our view, the downturn in the Juglar cycle will continue to weigh on the US
economy for some time to come and will prevent the economy from quickly returning to
trend growth. Moreover, as long as investment spending continues to lag GDP growth,
profit growth will also remain subtrend.

On average, the fall in the investment-to-GDP ratio amounted to 1.8%-points during
downturns in the Juglar cycle. The smallest drop (1.3%-points) occurred in the late 1960s-
early 1970s, whereas the largest drops – each of 2.1%-points – occurred in the 1970s and
1980s. Since peaking in Q3/00, the (4QMA) investment-to-GDP ratio has fallen by 1.4%-
points to 20.3 in Q3/02. The speed of the decline seems to be falling, which may suggest
that the end of the downturn is coming in sight. A trough in the Juglar may therefore occur
around the mid 2003, after which investment spending should once again be able to boost
US GDP growth.

Eurozone follows US economy at lower growth level
The Eurozone economy traditionally follows the US economy with a lag of three to four
months. In our view, 2003 will be no exception to this rule. A turn for the better in the US
will result in a similar turn in the Eurozone economy, even if the latter economy again
underperforms the US economy in terms of growth level. The culprit is, again, Germany
which - having refused to implement structural reforms during the second half of the last
decade - is now paying the price of a deteriorating structure against the background of a
weak cycle. That price becomes apparent as a result of failure to adjust fiscal policy to meet
the provisions of the Stability & Growth Pact.

For the financial markets, the lag between the US and the Eurozone means that weakness in
the Eurozone economy will remain longer than in the US economy. This will result in
another year of profit growth underperformance of Europe vis-à-vis the US. In addition, it
should give the ECB more time to assess the situation with respect to inflation risks and
thus result in steady rates for most of the year, whereas the Bank of England and the Fed
have already started their tightening cycles.

Pattern of Juglar cycle

Juglar cycle peaked in 2000

...may bottom around mid
2003

As a rule of thumb, Eurozone
follows US with 3-4 months lag
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Inflation to remain moderate
Due to the disappointing growth performance, we expect US and Eurozone inflation to
remain low. US inflation will, however, rise somewhat on average vis-à-vis 2002, but the
increase should remain limited and be – in itself - of no consequence to monetary policy or
financial markets. The higher US inflation is not an expression of increased pricing power
and should therefore not boost stock markets per se. Eurozone average inflation should, for
the first year in four, remain below the ECB’s ceiling of 2%. Apart from the effects of the
positive output gap on prices, the lower oil prices, stronger Euro and disappearance of the
one-off effects of the introduction of Euro notes and coins on the price level should have a
favourable effect on inflation.

Profit growth to disappoint again....
The fundamental cause of the fall of equity markets in 2002 was the disappointing
performance of profits. Stock markets have been hurt in addition by what has been called
corporate malfeasance as well as by heightened geopolitical risks, a market euphemism for
the possibility of war between the US or UN and Iraq and of the threat of new terrorist
attacks. The last two forces may have been key in the drop of broader stock market indices
below the lows reached in September 2001 in early July 2002. From a chart-technical point
of view, the break below these levels meant that a multi-year ‘Head & Shoulders’ formation
had been completed and that the new targets for these broader stock market indices could be
defined. These targets were well below the September ’01 lows and may have triggered
further waves of sell orders in equity markets.

We have continuously emphasised the importance of investment spending as a leading
indicator of profit growth. Expected profits determine investment spending. In turn,
investment spending will determine economic growth which in turn determines profits. In
order to get a grip on investment spending going forward, it is important to get an idea
about investment spending plans. In the US, the New Orders sub-index in the ISM report
offers information on this key topic as it has proved to be a reliable indicator of actual
investment spending. Together with the capacity utilisation rate, this sub-index is a good
leading indicator for capital goods orders (ex defence), which in turn are a good proxy for
investment spending as a whole.

Chart 4: US New Orders suggests slow investment spending Chart 5: which in turn suggests slow profits
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Unfortunately, the New Orders index has weakened visibly in the second half of 2002. This
suggests that the recovery in the investment spending cycle – measured in chart 3 as the 3-
month moving average of the year-over-year change in non-defence capital goods orders -
will come to a stop in the first half of 2003. The fact that the recovery of investment
spending has been losing steam bodes ill for the recovery of corporate profits, at least in the
first half of 2003(see chart 4).

The same goes for the Eurozone. Here, one can detect a marked loss in upward momentum
with respect to investment plans in the third quarter of 2002. This augurs badly for
investment spending in the first half of 2003, as the PMI New orders index has a lead of
approximately 5 months over capital goods production. Some recovery may be expected on
a year-over-year basis, as in the US, and so the profit recovery – also on a year-on-year
basis - will continue for a while. However, the slowdown of the investment spending
recovery means that profits are unlikely to make much headway in 2003, if order plans
continue to remain moderate. Fortunately, the first two months of the fourth quarter saw the
New Orders index improve again. This suggests that the profit recovery may only encounter
a short dip and that the profit recovery will re-emerge in the second half of 2003.

Chart 6: Eurozone New Orders have peaked Chart 7: ...suggesting a shallow profit recovery
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Our top-down model predicts EPS growth of 6% for the S&P500 for 2003 as well as for
2004 after a rise of 5% in 2002. For the DJ Euro Stoxx, the model suggests EPS growth of
3% for 2003 and of 2% for 2004, after a drop by 1% in 2002. This is less optimistic than the
market – where we use I/B/E/S as a guide – which is predicting EPS growth for the S&P500
of 15% and 12% for 2003 and 2004 respectively and of 33% and 20% for the DJ Euro
Stoxx for 2003 and 2004 respectively (November 2002 expectations).

To the extent that equity investors are waiting for positive surprises with respect to the
profit cycle, our assessment of profit growth points to more disappointment in the pipeline.
This could weigh further on stock markets in 2003.

New Orders index weakened in
H2/02, now rising again

Eurozone investment plans
show temporary dip

We expect slower profit growth
than I/B/E/S

Disappointment over profit
growth could weigh on stock

market
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....but stocks are attractive relative to bonds
We do not think that either the US or Eurozone economies are headed for deflation. That is
the basic premise on which our fair value analysis rests. Despite our less optimistic forecast
for profit growth and our bearish view on government bond yields and swap rates (see
below) we think that stock markets are undervalued at present. In other words, the fair value
of stock markets – based on profit expectations and expected or forward interest rates - is
higher than the price level of these markets at present.

We use our own version of the well-known Fed-model to obtain a fair value for stock
markets. The differences between our model and the Fed model can be summarised as
follows:

§ The Fed-model uses cash interest rates on 10-year US Treasury notes as well as
consensus EPS expectations, e.g. as reported by I/B/E/S.

§ We use 12-month forward interest rates for 10-year US Treasury notes (or, in the case
of the DJ Euro Stoxx, 10-year swap rates) as well as long-term corporate bond rates.
Moreover we adjust consensus expectations for EPS for the ‘normal drift’ in these
expectations that occurs in the course of the year. These inputs are used to obtain our
assessment of the market perception of fair value.

§ In order to obtain our own estimate of fair value, we use our own assessment of EPS
growth for this year and the next two years as well as our own expectation for 10-year
government bond and corporate rates or swap rates in 12 months time.

Chart 8: We are less optimistic on EPS growth Chart 9: Actual price and fair values
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For the S&P500, fair value based on market expectations is approximately 1,150 at present.
Our own assessment points to a level of 1,000. This is almost 25% (market) and 7% (Rabo)
above closing levels on 29 November 2002. For the DJ Euro Stoxx, the deviation of
‘fundamental’ value according to the consensus versus ‘market’ value is roughly the same.
The market’s assessment points to a level of approximately 290 (i.e. approximately 25%
above the closing level of 229 on 29 November), whereas our own assessment points to a
level of 240 (i.e. some 4% above the close on 29 November).

A traditional measure for the valuation of equities vis-à-vis bonds is the ‘expected earnings
yield versus bond yield ratio’. This gauge uses market expectations for earnings-per-share
as well as current (cash) yields of government bonds. At present, equities are very cheap
relative to bonds as is illustrated in chart 10. In fact, equities have never before been so

Moderate growth and no
deflation means equities are

undervalued relative to bonds

Specification of our valuation
model

Market’s assessment of fair
value sees upside potential of

25%; Rabo sees 4-7%
undervaluation

Earnings yield/bond yield ratio
illustrates extreme situation in

late 2002
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much undervalued relative to bonds. Although the gauge can hardly be used as a timing
instrument, we note that previous peak values were quickly followed by a more or less
dramatic change in direction in which bond yields went up in line with equity prices.

Chart 10: Expected Earnings Yield to UST10Y  Yield Ratio Chart 11: Expected Earnings Yield to Corporate Yield Ratio
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Obviously, when using US treasury yields in an earnings yield versus bond yield
comparison, one compares a risky asset (an equity) with an asset without default risk. To
put things into perspective, chart 11 illustrates the expected earnings yield versus (a generic)
corporate yield ratio. Now, two risky assets are compared. It appears that the present
situation is not very far out of line with what has been seen around the middle of the 1990s.
Nevertheless, recent levels of this index belong to the historical highs and the observation
that turnarounds can be violent also holds for this gauge.

Of course, a dramatic reversal of the direction of this relative value gauge could stem from a
rise in stock markets and/or a rise in (government) bond yields. This would be a logical
scenario, when taking into account the fundamental undervaluation of stock markets at
present and the sensitivity of bond markets to weaker stock markets.

...allowing stock markets to rise moderately in 2003
We expect stock markets to rise moderately in 2003. The friction between the flow of
disappointing news on economic and profit growth on the one hand and the higher fair
value on the other hand may keep trading in stock markets rather volatile, especially in the
first half of the year when the disappointing news is expected to emerge.

We would not be surprised to see the stock markets on lower levels than those seen at
present as this news is absorbed. Nevertheless, the sooner the bad news is out of the way the
better. The return to trend rates of growth will take longer and the profit recovery will be far
slower than the market is hoping for. However,  trend growth will come into reach again in
2004 and a steady, if slow, improvement in earnings should boost stock markets
moderately.

Earnings yield/corporate bond
yield is also stretched

Reversal points to higher bond
yields, higher equity prices

Stock markets to rise
moderately in 2003

Markets may fall clearly below
present levels
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Table 3: Outlook for selected stock market indices

29 Nov. 2002 Upside potential Downside risk End 2003

S&P500 936 1200 750 1050

Nasdaq 1478 2100 1000 1750

DJ Euro Stoxx 228 300 180 250

AEX 362 475 280 400

Source: Rabobank Research

Although consensus expectations call for a more spectacular recovery, after the severe
blows since early 2000, in our view there is already reason for satisfaction if the stock
markets end the year 2004 in the black. Many investors may still want to lighten up on their
equity holdings as they wish (or have to) take account of the increased volatility of equity
prices. There are probably not many market participants that expect a quick return to the
roaring 1990s in the stock market. Therefore, for some time to come rallies may be faced
with waves of sellers.

Central bank policy in 2003: start of tightening cycle
With the exception of the bank of Japan, we expect all the other major central banks to start
a tightening cycle in the course of 2003. Exceptionally low levels of key rates in the US,
coupled with a somewhat brighter fundamental outlook and an improvement in stock
markets sentiments should create the room for the FOMC to start taking back some of the
easing of 2001 and 2002. The ECB is expected to tighten credit conditions in the Eurozone
area for much the same reason, be it that the refi rate has not come down nearly as much as
the US Fed funds target rate. The Bank of England is likely to start hiking even before the
other two central banks begin their tightening cycle as domestic conditions in the UK will
already be flashing red soon.

The extent of the easing cycle and the level of the Fed funds target rate can only be
understood in the context of the events of 2001 and 2002. As we have argued above, we
expect the deflationary effects of the combination of the burst of the stock market bubble
and the downturn in the investment spending cycle to ease slowly in the course of 2003.
Obviously, geopolitical and security issues may continue to exert an influence on macro-
economic and financial markets developments. However, at this point in time it is unclear
how these issues will evolve in the coming year and therefore we do not enter them into our
model, preferring to focus on ‘normal’ economic and profit issues only.

Equity markets may face strong
waves of sellers during rallies

With the exception of  BoJ,
central banks will start

tightening cycle in 2003

Historically low Fed funds
target in context of events of

2001 and 2002
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Chart 12: Current level of real Fed funds is accommodative Chart 13: US stock markets anticipate monetary policy action
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Placed into the context of the past 15 years, the level of real Fed funds is extraordinarily low
at present. In fact, the present and expected real rate of Fed funds corresponds with a
contraction in US GDP of between 2 and 3% in 2003, an expectation that is nowhere to be
found amongst economists. Present consensus expectations for growth and inflation are
compatible with a level of nominal Fed funds of between 4 and 5%. Our assumption that the
Fed will take 100 basispoints back from the 2001/2002 easing cycle in the second half of
2003 – to arrive at a nominal level of 2.25% at year-end - is therefore far from extreme.

Obviously, expectations with respect to monetary policy action will continue to be
influenced by developments on the stock markets. That stock markets have a strong
influence on the money market was illustrated clearly in late 2001 and in 2002, when the
money market started to price-in the start of a Fed tightening cycle as the stock market
surged, only to price-in another rate cut gradually when the stock market fell (see chart 13).
If stock markets do what we expect them to do, viz. to rise moderately between now and the
end of 2003, the money market will price-in a moderate increase in official rates.

The European Central Bank can remain relaxed for most of 2003 as inflation eases
markedly. Our basic scenario sees the ECB keeping the refi rate unchanged for most of
2003 on the level of 2.75%. The Council could hike the refi rate late in 2003 to 3.0% in
anticipation of higher growth and an end to the period of low inflation that lies in store for
2004. The expected level of the real refi rate for 2003 corresponds to the (relatively short)
historic experience of the ECB with the trade off between Eurozone GDP growth and the
level of the real refi rate (see chart 14). This suggests that, in sharp contrast to the situation
in the US, the ECB’s key rate is within a normal bandwidth as defined by historic business
cycle fluctuations.

Although we see the ECB tightening credit conditions later than the Fed, Eurozone money
markets will nevertheless closely follow trends in US markets in the sense that they will
start to price in rate hikes by the EC as well, be it to a differing degree as to the extent of the
rate hike.
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Expectations on Fed will be
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Chart 14: ...as do Eurozone stock markets Chart 15: ECB refi rate is accommodative
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The Bank of England will be the first major central bank to start the 2003 tightening cycle.
We expect the BoE to hike base rate in April, with more to come in the next four months.
All in all, we foresee a total tightening of 100 basispoints in 2003, which will take the base
rate from 4% to 5%. Higher interest rates are not without risk. The BoE declined to cut
interest rates in late 2002 not only because domestic developments made it unnecessary to
ease credit conditions, but also because of the increased risk to the stability of the UK
housing market once rates should be raised again. In fact, BoE policy may increasingly be
determined by the risks associated with a possible bubble in the housing market.

Though formally committed to end deflation, the Bank of Japan (BoJ) itself admits this is
unlikely to be achieved in the coming year. Even if we would assume the BoJ could manage
to overcome the persistent deflationary pressures that plague Japan, one may increasingly
wonder whether it is in the BoJ’s interest to create modest inflation. Deflationary
expectations are after all supporting Japanese bonds. We expect the BoJ to become
increasingly concerned with underpinning the bond market in order to protect the already
fragile banking sector from collapse. The 2002 theme has very much been how falling
Japanese stocks undermined the stability of the banking sector. We have to realize that a
falling bond market would be simply disastrous for Japanese banks’ balance sheets, as they
are loaded with JGBs. The implications for BoJ policy in the upcoming year are
straightforward.

Short-term interest rates will remain near zero, while the BoJ will further step up
quantitative easing if necessary to support the bond market and keep long-term rates
relatively stable at current levels. Such quantitative easing is likely to take the
unimaginative form of increased outright purchases of long-term JGBs and further
expansion of the reserve deposit target. In doing so the BoJ hopes to buy the banks time in
order to find a solution for the NPL problem first, before modest inflation materializes.

The US Treasury market
Main influences on the US Treasury market can be summarised as follows. First, the
disappointing performance of US economic growth that, combined with tax cuts and
increases in expenditures, increase government borrowing on the bond market. Second, the
risk of a double dip will slowly subside, which leads to a shift in perceptions with respect to

Bank of England starts
tightening cycle in April

Jan Lambregts
+65 230 6915

Short-term interest rates will
remain near zero.
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Fed policy going forward. Third, the (moderate) rise of stock market indices increases risk
appetite amongst investors and leads to an outperformance of credits over sovereign bonds.

Chart 16: Change in ISM-index and change in UST10Y Chart 17: UST 10Y and S&P500
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Factors that may restrain the foreseen rise in US Treasury yields are the possibility of a war
between the US and Iraq, the related development of oil prices, the continuing threat of
terrorist attacks and the volatility in the stock markets.

Developments since 1998 have illustrated that bond yields are very sensitive to
developments in the stock markets. Given the extreme valuation of bonds vis-à-vis equities
(see above) even a stabilisation of stock markets should exert upward pressure on bond
yields. We expect a moderate rise in stock market indices and this should have a marked
negative impact on bond prices. In addition, the approach of and start of the tightening cycle
usually has a negative influence on the government bond market. Unlike in 2002, when risk
aversion more than compensated for the increase in the US Treasury funding requirement,
higher supply of Treasury notes and bonds will mean a lower price if investors’ risk appetite
grows. All in all, we expect to see bearish flattening in the US Treasury market on balance.

Chart 18: 3-month Euro$ Chart 19:UST curve on a 12-month horizon
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The Eurozone bond market
The 10-year Bund-UST spread declined substantially during 2002. To some extent, the
Bund-UST spread can be explained by the gap between official interest rates in the US and
the Eurozone (formerly: Germany). Thus if the level of the Fed funds rate is lower than that
of the ECB’s refi-rate (the former Bundesbank’s repo-rate), the level of UST10Y yields
should be lower than the level of 10Y German yields. Other factors influence the direction
and size of this yield spread as well, however. Chart 20 plots the evolution of the official
interest rate differential and the German-US spread in 10-year government bonds that is a
direct consequence of the former. The difference between the official rate gap and the 10-
year spread is the residual, which can be explained by other factors. Chart 21 illustrates that
the evolution of the calendar spread between the 5th and the 1st contract for 3M Euro$ offers
an explanation for the residual. The development of this calendar spread in turn is
determined to a great extent by the direction of the US stock market. Thus, the direction of
US stock markets has a direct impact on the evolution of the 10-year Bund-UST spread.

With the Fed seen hiking rates earlier and by more than the ECB in 2003 and an expected
recovery on stock markets, the 10-year Bund-UST yield spread should head north further in
the next 12 months.

Chart 20: US-GE 10-year spread and official rate gap Chart 21: US Calendar spread and residual US-GE 10Y spread
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The Eurozone government bond market will flatten slightly with yields rising across the
curve in 2003. Although the UST-Bund spread will decrease, as explained above, the higher
yields in the US will result in higher yields in the Eurozone as well. Although our
expectation with respect to ECB tightening is more or less the same as the market’s, the
follow-through on the tightening in 2004 means there will be more upside pressure on bond
yields.

US Treasury – Bund spread
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Chart 22: 3-month Euribor Chart 23: Eurozone curve on a 12-month horizon
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The UK Gilt market
The start of a relatively aggressive monetary policy - 100 basispoints in tightening between
April and August 2003 - by the Bank of England is expected to weigh heavily on the UK
Gilt curve. In particular the short end of the curve, which is especially vulnerable to
domestic monetary policy action, is expected to suffer from the 100 basispoints in
tightening that we expect from the BoE. The longer end of the curve will fare less badly,
though it will not be immune. As we expect rates to be higher than the present forward rates
on a 12-month horizon, investors should switch to cash for the highest return.

Chart 24: 3-month GBP Libor Chart 25: The UK Gilt curve  on a 12-month horizon
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The Japanese bond market
In the recent policy show surrounding the government anti-deflation and banking reform
packages, the Bank of Japan (BoJ) awarded a prize up front in the form of an easing
measure, raising its reserve deposit target and increasing the purchase of long-term JGBs.
The government measures proved to be a disappointment, hence further easing is unlikely in
the near future, unless the bad loans package unexpectedly were to lead to backdoor
reforms. Meanwhile (expectations of) BoJ easing measures, combined with a discussion
over a solution for Japan’s structural problems, have firmly supported the bond market.

The government recently announced an extra budget to cover an estimated revenue shortfall
of 2.8 trillion yen for FY2002 and to pay for ‘safety net’ measures that are part of the anti-
deflation package. Tax cuts in FY2003 are unlikely to rise much beyond the baseline figure
of 1 trillion yen, as opposition within the LDP tax council is likely to be firm. The new
industrial revitalization agency that is supposed principally to help viable companies
restructure their debt is likely to become a politicized tool and may turn into industrial
support on a grand scale. This agency’s bill has a potential for growing out of control. The
recent bad loans debate seems to have convinced politicians that expansionary fiscal policy
is the key to revive the economy. In this type of environment, sizeable government deficits
will continue. Hence the supply of JGBs will continue to increase.

One may wonder how attractive inflation would really be for the BoJ at this moment, given
the increasingly large outstanding stock of JGBs. Deflationary expectations for the time
being provide a welcome anchor to the JGB market, as it increases the real yield on JGBs.
Exchange rate volatility, - the fear of a sudden appreciation of the yen - also helps to
underpin the JGB market, as it keeps Japanese investors from shifting into foreign bonds
rather than JGBs. Policy makers are trapped in a situation where they will have to
restructure zombie firms, recapitalize the banking sector and endure deflation, while
keeping the JGB market firmly underpinned until significant progress has been made. In
practice this means the BoJ is increasingly looking like the government’s wallet and can be
expected to approve further quantitative easing during the course of 2003, in order to absorb
the growing supply of JGBs. Although volatility will remain, the BoJ should be able to keep
the JGB market firmly underpinned in 2003.

Chart 26: 3-month EuroJPY Chart 27: JGB curve  on a 12-month horizon
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Interest rate forecast table
29/11/02 End Q1/03 End Q2/03 End Q3/03 End Q4/03

United States

Fed funds 1.25 1.25 1.25 1.75 2.25

3M EuroUSD 1.43 1.50 1.65 2.25 2.65

UST 2Y 2.09 2.25 2.50 3.25 4.00

UST 10Y 4.21 4.35 4.55 5.15 5.75

Eurozone

Refi rate 3.25 2.75 2.75 2.75 3.00

3M Euribor 3.05 2.90 2.85 3.00 3.25

Schatz 2Y 3.12 3.00 3.15 3.65 4.25

Bund 10Y 4.51 4.50 4.65 5.10 5.55

Japan

Overnight rate 0.00 0.00 0.00 0.01 0.03

3M EuroJPY 0.07 0.05 0.05 0.10 0.12

JGB 2Y 0.07 0.08 0.09 0.10 0.12

JGB 10Y 1.00 1.05 1.10 1.15 1.20

United Kingdom

Base rate 4.00 4.00 4.25 5.00 5.00

3M GBP Libor 4.03 4.30 4.75 5.10 5.05

Gilt 2Y 4.18 4.15 4.50 4.95 5.30

Gilt 10Y 4.70 4.80 5.05 5.45 5.75

Source: Rabobank Research
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Technical analysis (Martijn Prook, +31 30 2169647)

Euroland Chart  28: 10-year Bund yield
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8German interest rates have come down again in the year
2002. The 10-year Bund yield is, as a result, still in the
major downtrend that started in the beginning of the
nineties. Technically significant is the rebound from the
2001 low of 4.27% in the fourth quarter of the year. This
bounce from chart support could set the stage for a further
rise in yields in 2003, but a break through the major down
trendline is not anticipated. Upside potential is thus
supposed to be limited to approximately 5.15%. Despite the
greater likelihood of higher yields at the start of the year, a
break below the lows of 2001 and 2002 of 4.27% would
cancel this scenario, turning the focus on the 1998 low of
3.63%. Basically, 4.27% is the pivot level for next year.

Source: Rabobank Research, Rabobank Research, EcoWin

United States Chart  29: 10-year UST yield
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82002 proved to be really bullish for US bonds with interest
rates falling to 40-year lows. Despite these historically low
levels, bond yields are still most likely to fall. This is in
sharp contrast to the technical picture of German interest
rates. A decisive break back above the 1998 and 2001 lows,
however, would resolve this discrepancy. A move above the
resistance area 4.15% to 4.26% would trigger a further rise
in yields towards the downward sloping trendline drawn off
the 2000 high. Nevertheless, a failure to do so will keep the
focus on the downside with the lower boundary of the broad
descending trend channel as an ultimate target. In essence,
resistance around 4.26% is the focal point for next year. Source: Rabobank Research, Rabobank Research, EcoWin

Japan Chart 30: 10-year JGB yield
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Japanese bond yields have merely followed the general
downtrend in interest rates. The 10-year JGB yield has
come down during the year using the broken resistance line
as a slide. Interesting to note is the fact the 2001 lows have
been broken in the process. The penetration of these support
levels has opened the door for an extension of the slide
towards the 1998 low of 0.73% in the year 2003. Based on
the channel breakout, we don’t expect to see a convincing
break below these levels. It seems more likely that bond
yields are in the process of building a major base formation.
So, there is still potential for a further drop, but the risk of a
sharp bounce should not be underestimated. Source: Rabobank Research, Rabobank Research, EcoWin
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Bond portfolio allocation
For 2003, we advise shortening the duration of bond portfolios as being more important
than benchmark indices. Moreover, in contrast to 2002, credits are expected to outperform
govvies and Pfandbriefe. The rationale behind this view is threefold: our moderately
positive stock market forecast; the prospect of improvement in underlying fundamentals;
and the fact that current credit spread levels offer a considerable amount of protection.
Within the credit segment, we recommend an overweighting of lower-rated corporates at
the expense of Supras & Sovereigns and Financials. Finally, our Credit Sector Allocation
Model indicates that Basic Industry, Energy, Media & Telecoms and Transport should be
overweighted, while Utilities receive an underweight recommendation.

Short duration
As outlined in the previous chapter, our expectations with respect to economic growth and
with respect to corporate earnings for the US and Euroland in 2003 lie below that of the
consensus. However, notwithstanding our ‘pessimistic’ view and continuing geopolitical
risks, we expect yields to rise in the year ahead. First, even given our below-consensus
macro-economic forecasts, the current monetary policy stance of the Fed is accommodative.
Second, interest rates especially at the short end of the curves in the US and Euroland are
rather low compared to the level of official interest rates. Third, also from a valuation
perspective we foresee some upward pressure on yields as equities appear rather cheap
relative to bonds. It’s interesting to see that according to surveys by Stone & McCarthy the
duration of fixed income portfolios is above the respective benchmarks. In our view, this
too underscores the downside risk for bond prices, especially with respect to USTs. As our
interest rate forecasts are above the forwards across the curve, all maturity segments in
Euroland are expected to underperform cash. Therefore we recommend keeping the
duration of fixed income portfolios below that of the respective benchmarks. At the time of
writing, the average duration of the Maggie index – the index we use as a benchmark for the
Euroland bond market - was 4.92 years. Consequently, investors should overweight short-
dated bonds versus long bonds and/or hold part of their portfolios in cash.

Chart 31: Actual/target duration money managers Chart 32: Allocation across maturity brackets
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State-swap spread curve expected to become less inverted
Tight swap spreads were a result of worsening government balances.  After having shown
an impressive tightening in 2001, EUR state-swap spreads have traded sideways on balance
in 2002. The exception was the 30Y spread which even narrowed further to historical lows.
An important factor behind the tight spread levels has been the worsening government
balances in general and Germany’s breach of the 3% deficit/GDP limit of the Growth &
Stability Pact in particular. This has resulted in a lower scarcity premium for government
bonds. Our state-swap spread model indicates that no marked widening should be expected
in 2003. On the contrary, spreads might even tighten somewhat further. History shows that
spreads can indeed come down further. In February 1993, for instance, the 10Y Bund-swap
spread even turned negative for a short while (-1.5bp).

The rationale behind this outlook is that spreads between long fixed swap rates and floating
6M Euribor are expected to widen. As carry trades (receiving fixed versus paying floating)
will become even more attractive, the additional demand for receiving fixed swap rates
should push in state-swap spreads. Furthermore, a declining volatility on financial markets,
i.e. a lower risk aversion, could lead to additional downward pressure on spreads at the short
end of the curve.  Consequently, the EUR state-swap spread curve is expected to become
less inverted. Given the close correlation between state-swap spreads and Bund-Pfandbriefe
spreads, our outlook for state-swap spreads implies that we favour Pfandbriefe relative to
government bonds, especially short-dated Pfandbriefe.

Chart 33: Relative EUR state-swap spread movement Chart 34: 10-year spread development
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Credits expected to outperform
Credit spreads have soared in 2002 in line with the downturn on stock markets. Moreover,
credits came under pressure as the financial markets were confronted with numerous
fraudulent accountancy practices and default rates reached record highs –especially in dollar
weighted terms. At the time of writing, 9.0% (12M trailing) of the number of speculative-
grade (Moody’s) corporate bond issuers had defaulted. Such a peak has not been seen since
1991 and is well above the average since 1970 of 3.8%. Compared to the peak of 10.7% in
January, though, the default rate has come down moderately. According to Moody’s, to a
large extent the record number of defaults can be accounted for by the Telecom sector, and

Spreads between long fixed
swap rates and floating 6M

Euribor are expected to widen

Credit spreads have soared in
2002 in line with the downturn

on stock markets
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by the rising number of non-US defaults, especially in Europe and Argentina. Against this
background, the average asset swap (ASW) spread in the BBB-rated credit segment in
Euroland widened from 137bp to 202bp after reaching a high of 239bp in October. AAA-
rated issues were the exception as they benefited from a flight-to-quality and increased risk
aversion and even managed to richen versus Euribor on balance (current spread is +3.5bp).
All in all, Credits underperformed government bonds and Pfandbriefe.

Chart 35: Moody’s default rates in speculative grade segment Chart 36: EUR credit asset swap spreads by rating

0

2

4

6

8

10

12

14

16

18

20

Dec-70 Dec-75 Dec-80 Dec-85 Dec-90 Dec-95 Dec-00

Issuer-Weighted

Dollar-weighted

Issuer-Weighted forecast Moody's

%

-50

0

50

100

150

200

250

Sep-99 May-00 Jan-01 Sep-01 May-02

AAA
AA
A
BBB

bp

Source: Rabobank Research, Moody’s Source: Rabobank Research, Bloomberg, JP Morgan’s Maggie index

Surprisingly, however, as the general decline in yields outweighed the effect of wider
spreads, credits were still able to post a positive absolute return and outperform cash. 2003
could prove to be the mirror image of 2002 when it comes to credits, whereby higher yields
are expected to weigh on the absolute return of Credits, while a foreseen tightening of asset
swap spreads in combination with a positive carry will result in an outperformance of
Credits versus govvies and Pfandbriefe. As stated above, the rationale behind this view is
threefold: our moderately positive stock market outlook; improving underlying
fundamentals; and the fact that current spread levels offer a considerable amount of
protection. The first argument speaks for itself, given the strong correlation between the
relative performance of credits versus govvies on the one hand and that of equities on the
other. The other two are discussed below.

Chart 37: Wider spreads compensate for decline in yields Chart 38: 1Y total returns main bond categories
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Credit fundamentals are improving
The US economic recovery is still on track. Although the pace of growth is slow and below
trend, we do expect US GDP to rise by 2.1% in 2003. One of the most important leading
indicators of the US economy is the ISM index. Chart 39 shows that this index (previously
know as NAPM) also has a strong negative correlation with credit spreads.

Chart 39: Divergence economic  and credit spreads Chart 40: US companies are de-leveraging
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Since Q4 2001, however, the two have diverged. Whereas the spread between BBB- and
AAA-rated US corporates showed a marked widening, the ISM index has risen on balance.
This suggests that once financial markets calm down, credit spreads should tighten. After
reaching record highs in October 2002, the implied volatility index of the S&P 100 – the
VIX index - has already started to ease back. At the time of writing, though, credits spreads
are only slowly responding to the decline in volatility. Another positive for credits is that
US companies are de-leveraging, which should in theory reduce the default risk of
companies. For instance, net borrowing of US non-financial corporates in credit markets has
reached the lowest level since the mid nineties, while the net issuance of equities turned
positive in 2002 for the first time in many years. Furthermore, the ‘Senior Loan Officer
Opinion Survey on Bank Lending Practices’ surveys conducted by the Federal Reserve
showed that although the tightening of standards for commercial and industrial loans
continued in 2002, the percentage of banks that indicated that they are tightening their
standards has dropped. And it is this percentage that correlates well with credit spreads.
Chart 41 suggests that given the fact that the percentage has come down, the AAA-BBB
spread should have narrowed since the start of 2002 instead of soaring.

Once financial markets calm
down, credit spreads should

tighten
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Chart 41: Divergence banking conditions and credit spreads Chart  42: Volatility versus credit spreads
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Finally, it’s worth noting that Moody’s expect the default rate to come down again from
9.0% in October 2002 to 6.7% in October 2003. Another indication that credits might be in
for a rally and outperform government bonds is that -according to a survey by Stone &
McCarthy - most US fund managers are still overweight in USTs and underweight  in
corporates.

Chart 43: US money managers’ asset allocation Chart 44: Sharpe-ratios EUR credits by rating category
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Current credit spread levels offer considerable protection
At the start of Q4 2002, credit spreads have started to tighten in all rating categories. From a
historical perspective, though, spreads are still rather high, thereby offering a considerable
amount of protection. In order to quantify the amount of protection, we have developed a
risk/return measure, i.e. a so-called ‘sharpe’ ratio. Starting point is the asset swap spread of
each sector. This ‘carry’ - measured in basis points - can be seen as an annual ‘excess
return’ over swap should the spread remain unchanged. However, the asset swap spread of a
bond might rise which would result in a loss. Therefore, we have calculated by how much a
spread is allowed to rise further before the positive carry is cancelled out. This so-called
“break-even spread rise” equals the positive carry (i.e. the asset swap spread) divided by
duration, because the change in market value of a bond equals the basis points change in
yield multiplied by duration. To reflect the fact that not all rating categories have the same

Other reasons for our view

From a historical perspective
spreads are still rather high
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volatility, the ‘break-even spread rise’ is subsequently divided by the 12M standard
deviation of the respective asset swap spreads. The end result is a so-called ‘sharpe’ ratio
(ASW spread/duration/12M standard deviation). The higher the ‘sharpe’ ratio is, the more
attractive a rating category is from a risk/return perspective. BBB-rated issues have the
highest sharpe ratio at present, while AAA-rated credits have a ratio well below 1. This
underscores our recommendation to overweight lower rated credits versus high rated issues.

All in all, based on our outlook for equities, fundamentals and the so-called ‘sharpe’ ratios,
we advise to overweight Credits – especially lower rated issues - within the main bond
categories, assign a neutral rating to Pfandbriefe and put government bonds on
underweight.

Overweight corporates versus Financials
In line with credits versus government bonds and given our (moderately) bullish outlook for
equities, corporates are expected to outperform Financials and Supras & Sovereigns. This
implies that Financials should be underweighted, as these tend to underperform when
credits and equities show a healthy performance. It has to be brought forward, though, that
our Credit research team continues to view the outlook for the German banking system as
negative but believe that the very negative sentiments in the capital markets over the past
couple of months, partly fuelled by speculation, have been overdone. That’s why we in turn
recommend underweighting Supras & Sovereigns versus Financials. The overshooting has
resulted in asset swap spreads of Financials trading above that of Supras & Sovereigns,
which is rather exceptional.

Chart 45: ASW spreads within credit sector Chart 46: Allocation across Credits

0

20

40

60

80

100

120

140

160

180

Nov-99 Jul-00 Mar-01 Nov-01 Jul-02

Supra & Sov
Financials
Corporates

bp

-0.100

0.000

0.100

0.200

0.300

0.400

0.500

Sovs Financials Corporates

Maggie benchmark
Rabobank
deviation

Source: Rabobank Research, Bloomberg, JP Morgan’s Maggie index Source: Rabobank Research, Reuters, JP Morgan’s Maggie index

Sectors: Underweight Media & Telecoms
In 2002 YTD, the generic asset swap spread of all corporates in Euroland widened by no
less than 39bp to 136bp, after having reached a historical high of 167bp in October.
Nonetheless, all sectors - with the exception of the Technology sector - managed to show a
positive return. Furthermore, with the exception of the Media & Telecom sector, the high-
yielding sectors were the underperformers. At the other end of the spectrum, Transport - the
sector with the lowest ASW spread - showed the highest return.

Corporates are expected to
outperform Financials and

Supras & Sovereigns

Our sector recommendations
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Chart 47: ASW spreads 5 largest sectors Chart 48: Ranked 12M sector returns
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The sector recommendations for 2003 are based on our Credit Sector Allocation Model.
From five different perspectives, each sector receives an overweight (+) recommendation, a
neutral advice (=), or an underweight recommendation (-). The perspectives are: the macro-
economic environment, stock recommendation, valuation, momentum and technical
analysis. At present, the model indicates that Basic Industry, Energy, Media & Telecoms
and Transport should be overweighted, while Utilities receive an underweight
recommendation.

Table 4: Overall sector recommendations
Macro Stock advice Valuation 6M Momentum TA Overall advice

Financials = + - = = =
Basic Ind. + + + = = +
Capital Goods + = = - - =
Cons. Cycl. + = + - - =
Cons. Non-cycl. - + + = - =
Energy = = = + + +
Media&Telco = - = + + +
Property - = = = = =
Technology + = - - = =
Transport + + = + = +
Utilities - - - = - -

Source: Rabobank Research
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Eurozone supply outlook
The deteriorated economic conditions in the Eurozone are reflected by increased budget
deficits for most EMU countries. Although the trough in GDP growth appears to have been
touched in 2002, GDP growth is expected to remain below trend and thereby prevent budget
deficits from improving substantially in 2003 compared to 2002. In 2003, only Finland is
expected to have a budget surplus, while both Spain and Belgium will have an almost
balanced budget. All other countries will have a budget deficit. Moreover, Portugal and the
EMU-3 countries (Germany, France and Italy) will have a deficit close to or even above the
3% debt/GDP ratio of the Growth & Stability Pact. On top of that, redemption of
government bonds will rise from € 306bn in 2002 to € 399bn in 2003. Hence, with deficits
hardly improving and redemption increasing by almost 30%, bond supply will be markedly
higher in 2003 compared to 2002. The focus in the remainder of this chapter will be on the
supply in the EMU-6 countries individually, which together made up roughly 85% of the
government bond supply in the Eurozone in 2002.

Chart 49: Historical development of EMU budget deficits Chart 50: EMU-6 redemption profile for 2003
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Germany
German bond redemptions (including Bundespost and Bundesbahn) will increase from
€ 110bn in 2002 to € 122bn in 2003. Due to the disappointing economic recovery, the 2002
budget deficit deteriorated significantly. This forced the German Finance Agency (GFA) to
increase its 2002 bond issuance by € 6bn in the fourth quarter. With an expected 2003
budget deficit about € 5bn lower than the 2002 budget deficit but a € 12bn increase in
redemptions, we expect the GFA to issue € 145bn in bonds in 2003 and to increase the
issuance of Bubills by about € 10bn to cover their borrowing requirement of almost €
200bn. As in previous years, German bond issuance will be spread fairly equally over all
four quarters. The major exception will be the reopening of the 30Y Bund for € 5bn, which
will only take place at the start of the first quarter. The remaining 140bn will be used to
issue four new Schatzes (in March, June, September and December) for € 12bn each, two
new OBLs (in February and August) for € 20bn each and two new 10Y Bunds (in January
and July) for € 26bn each.

Job Piet
+31 30 216 9013

German bond redemptions will
increase in 2003.
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France
France has announced that it will have a budget deficit of € 44.6bn, which is just € 1.4bn
less than their 2002 budget deficit. At the same time bond redemptions increase from
€ 59.9bn to € 67.9bn. Including € 1bn for other liabilities the 2003 borrowing requirement
amounts to € 113.5bn. To cover this amount the Agency France Trésor (AFT) announced
that they intend to issue bonds (OATs and BTANs) for an amount of € 111.5bn and finance
the remainder by increasing the amount of BTFs (treasury bills). As the AFT still aims to
reduce the average maturity of its debt outstanding but has suspended the interest rate swap
programme we expect a relative increase in the issuance of short-dated BTANs at the
expense of longer-dated OATs in 2003 compared to 2002. Hence, we expect the AFT to
issue about € 60bn in BTANs versus € 51bn in OATs. The € 60bn in BTANs will be
distributed over the 2Y and 5Y segment. In the 2Y segment the AFT will reopen existing
BTANs. In the 5Y segment, the AFT will launch two new BTANs in January and July. We
expect the AFT to issue 11bn in inflation-linked OATs in 2003. The remaining € 40bn in
OATs will be financed mainly via two new 10Y bonds (about 16bn each, to be launched in
April and October). This leaves 8bn in OATs to top up the on-the-run 15Y and 30Y
benchmark bond. With a redemption profile very similar to that in 2002, we expect the
French issuance in 2003 to parallel that of 2002. This means that the AFT will issue about
65% of debt in the first half of 2003.

Italy
So far, Italy mainly tried to comply with the Maastricht criteria by reducing its debt via one-
off measures. Lacking any structural change we think the 2003 budget deficit will be at least
as large as the € 27bn 2002 budget deficit. On top of that, bond redemptions will increase
by almost 50% in 2003 to € 106.8bn (BTPs only). Total redemption (excluding € 100bn in
BOTs, i.e. treasury bills) will be as large as € 208.9bn. Hence, we estimate the Italian
borrowing requirement for 2003 to be slightly less than € 240bn. We expect the Italian
Tesoro to raise € 140bn of the € 240bn large borrowing requirement by issuing BTPs. We
do not expect any significant change in the Tesoro’s issuance policy. We therefore expect
the Tesoro to issue € 63bn in 3Y bonds, € 28bn in 5Y bonds, € 33bn in 10Y bonds and
distribute the remaining € 16bn over their existing 15Y and 30Y benchmark bonds.
Considering the redemption profile of Italian debt in 2003, the Tesoro have no need for
using extensive frontloading as they did in 2002.

Spain
The Spanish 2003 borrowing requirement will be significantly larger than in 2002. The
almost 50% increase in bond redemptions in 2003 (from € 22.4bn to € 33.3bn) is the
primary reason for the rise. In the worst case the Spanish government will have a deficit of
€ 8.8bn, which is marginally higher than the € 6.8bn of 2002. Increasing the issuance of
bills will cover part of the budget deficit. We assume that bill issuance will rise by € 3bn. In
that case, bond issuance will be close to € 40bn in 2003. We do not foresee a change in the
Spanish Tesoro’s issuance policy. Therefore, in line with previous years, we expect Spain to
issue 6bn in the 3Y segment, 10bn in the 5Y segment and € 17bn in the 10Y segment,
which leaves € 7bn for the ultra-long segment (15Y and 30Y bonds).
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The Netherlands
The 2003 redemption in the Netherlands will be slightly lower than it was in 2002 (€ 24bn
in 2002 versus € 22.9bn in 2003). Furthermore the 2003 budget deficit will be € 4.4bn. As a
result the 2003 borrowing requirement will be as high as € 27.4bn. Of this amount, € 1bn
will be covered by internal funding and the other € 26.4bn will be raised by issuing DSLs.
For this purpose a new 3Y and 10Y benchmark bond will be launched in 2003. In order to
secure sufficient liquidity of its benchmark bonds, the Dutch State Treasury Agency
(DSTA) committed itself to ensuring a final market volume of at least € 10bn. We therefore
expect that the € 26.4bn will be divided almost equally over the two maturity segments.
Finally, all redemptions will take place in the first half of 2003. Frontloading by the DSTA
is therefore more than likely. Nevertheless, we do not expect the DSTA to issue all new
supply in the first half of the year, but spread the issuance more equally over the year and
cover the resulting temporary shortages in H1 by increasing the issuance of DTCs (treasury
bills).

Table5: Expected EMU-6 issuance per maturity segment Table 6: Expected quarterly EMU-6 issuance
  

short medium long ultra-long total
Germany 48 40 52 5 145
France 25 35 39 13 112
Italy 63 28 33 16 140
The Netherlands 13 0 13 0 26
Spain 6 10 17 7 40
Belgium 0 8 12 6 26
total 155 121 166 47 489
amounts in bn EUR

Q1 Q2 Q3 Q4 2003
Germany 47 30 35 34 146
France 39 32 21 20 112
Italy 40 35 35 30 140
The Netherlands 8 7 6 5 26
Spain 14 10 10 6 40
Belgium 10 8 5 3 26
total 158 122 112 98 490
amounts in bn EUR

Source: Rabobank Research Source: Rabobank Research

Belgium
We expect Belgium’s 2003 borrowing requirement to be very similar to its 2002 borrowing
requirement. This means that Belgium will need to borrow about € 26bn in 2003. Of the
€ 26bn, € 16.5bn is needed to cover bond redemptions (about 33% more than in 2002).
Belgium is expected to run only a small budget deficit in 2003 of about € 1-2bn. The
remaining issuance of roughly € 7bn will be used to finance its debt buy-back programme,
which is aimed at reducing the amount of debt maturing in 2004 and 2005. Should budget
conditions deteriorate, an increase in the 2003 budget deficit will, at least partially, be
covered at the expense of the buy-back programme. The Belgium redemption profile
indicates that most debt issued in H1 will be used to cover redemptions. This leaves H2 as
the most likely period for the buy-back operations. Hence, we do expect some frontloading
by the Belgium Treasury, but the existence of the debt buy-back programme will result in a
more equal distribution of bond supply over 2003.

We expect that the EUR 26.4bn
will be divided almost equally

over the two maturity
segments.

Belgium will need to borrow
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Equity sector positioning after the storm
Our modestly optimistic view on stock markets is reflected in our sector recommendations.
The horizon of our sector model is 3-6 months. We prefer the financial sectors and the
'traditional' offensive sectors like technology hardware, software and services and media,
but recommend overweighting the latter sectors only modestly. Our sector model now gives
underweight signals for the consumer-related sectors that showed a remarkable
outperformance during the first months of 2002. After the storm, we like a modestly
optimistic sector allocation.

Strong divergence and large swings in sector returns
The turmoil on stock markets in 2002 clearly left its traces in the relative performance of the
MSCI industry groups. They had one thing in common though: a ‘minus’ sign. The food
and household sectors acted as a sort of safe haven and lost ‘only’ 12.6% and 7.3%
respectively in the past twelve months. The technology hardware sector suffered a lot more,
declining as much as 44.0% in a year’s time. The tide on markets turned in October and
created for the last three months almost a mirror image of the performance chart of the past
twelve months. The offensive sectors outperformed, while consumer related sectors clearly
underperformed.

Chart 51: Performance of MSCI World industry groups in the past 12 months and 3 months
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Earnings momentum reflects too optimistic stance
During an average year, the earnings consensus among analysts tends to be reduced by
approximately 8%. 2002 year was not an average year. Up until the end of November, the
EPS expectations for the MSCI World index were reduced by 15%. This is more or less in
line with the average cut in estimates during recession years. Most of the disappointment on
earnings can be found in telecom and technology hardware, which saw 98.6% and 41.5%
cuts in estimates. Positive surprises can be found in the consumer-related sectors. During
the year, the consensus estimates for the autos sector were even lifted by 12.7%.

Chart 52: change in 12 months EPS estimates during the year
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In our view, the earnings momentum is a crucial element for stock prices. Stocks suffer
from downward revisions of earnings estimates. As a result, we have given earnings
revisions a relatively high weighting in our sector model. There is nothing wrong with a
bright sector outlook, but we like to see analysts taking an ‘underdog’ position, refraining
from too much optimism and opening the window for some positive surprises.

In previous paragraphs it was already shown that the 2003E consensus expectations for EPS
growth are on the high side. For 2003E, the expected EPS growth for the MSCI World
index amounts to 23.6%. For comparison, the year 2002 was entered with a 17.7% EPS
growth expectation. Historical EPS levels have been reduced, which will make it easier to
achieve this growth projection, but in our view current estimates still embed potential for
disappointment. In our sector model we look, amongst others, at revisions in twelve months
estimates during the past three months. These are shown in the figure below.

The technology hardware, telecommunications and (to a lesser extent) media sector are still
suffering from a negative earnings momentum. Remarkably enough, this does not pose a
problem for software and services stocks. The financial stocks have seen a reduction that is
in line with the market and consumer related sectors are still showing the last traces of their
positive earnings surprises.
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In our view, the earnings
momentum is a crucial element

for stock prices
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Chart 53: Change in 12 months EPS estimates during the past three months
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The decline in stock prices has outpaced the reduction in earnings estimates. As a result,
valuation levels have come down across the board. The World index FY2 P/E level has
declined from 19.9 to 16.1 in a year’s time and the ratio of the expected P/E versus its 5-
year average declined from by 19% from 95 to 76%. There is one exception to this rule: the
telecom sector actually saw a rise in the ratio, from 93 to 177%. Other sectors with a rise in
relative valuation are real estate, transportation and materials. These sectors were relatively
in favour and they all outperformed the World index during the past twelve months.

Chart 54: Year-to-date change in relative valuation level PE FY2/ 5-year average
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In our sector model we use the ranking of the expected versus historical expected P/E ratios,
to get a grip on relative valuation. Telecom stocks are currently trading at the highest ratio
(177%), followed by: Materials (90.2%), technology hardware (90.2%), transportation
(89.9%) and real estate (88.8%). The most attractive valuation levels can be found in the
insurance sector (PE 2003E 11.5, historical ratio at 61.0%), followed by: software and
services (61.7%), food retail (63.4%), diversified financials (66.5%) and commercial
services (71.8%).

An offensive portfolio with a focus on financials
As the US and European economies are in the initial upward phase of the business cycle, we
would recommend cyclical and offensive stocks from a macro-economic point of view.
However, our ‘macro vote’ counts for only 1/6 in Rabobank’s sector recommendation
model. After looking at industry specific developments, earnings momentum, valuation,
price momentum and technical analysis our preference for sectors is tilted towards
financials and offensive sectors. The software and services sector has the highest average
score in our model, but we are a bit reluctant to recommend very offensive bets on this
sector because of its high volatility. A combination of high volatility and unattractive
valuation results in only a modest ‘overweight’ of technology hardware stocks. We dare to
take larger bets on the media sector and on the financial sectors. Their valuation is much
more attractive and they are less depending on the momentum components of the model.
Our list of underweighted sectors consists of consumer-related sectors, utilities, real estate
and capital goods. Most of these sectors have actually outperformed at the start of 2002, but
almost all are now suffering from a negative price and earnings momentum. All in all, we
recommend a modestly offensive stance for the next 3-6 months.

Table 7: Results of Rabobank’s sector model and recommendations for relative weighting in portfolio
MSCI World industry group macro industry earnings valuation momentum technicals MSCI Rabo overweight
Media + + = = = + 3.7% 6.2% 2.5%
Banks = = - = + = 11.2% 12.4% 1.3%
Diversified Financials = = = + = = 5.5% 6.8% 1.3%
Insurance = + = + - = 4.6% 5.9% 1.3%
Transportation + - + - + = 1.7% 2.2% 0.5%
IT Software & Services + + + = + + 3.5% 4.0% 0.5%
Technology Hardware + + = - - + 8.1% 8.6% 0.5%
Energy + = - - = - 7.5% 7.5% 0.0%
Materials + = - - = - 4.3% 4.3% 0.0%
Commercial Services + = - + - - 1.7% 1.7% 0.0%
Durables and Apparel = = + = - - 2.0% 2.0% 0.0%
Retailing = = = - = = 4.1% 4.1% 0.0%
Food and Drug Retailing - = - + = - 1.6% 1.6% 0.0%
Food, Beverage and Tobacco - = = - + = 5.6% 5.6% 0.0%
Household and Personal - = = - + = 1.9% 1.9% 0.0%
Healthcare Equipment - = = - + = 2.5% 2.5% 0.0%
Pharmaceuticals and Biotech - = - = + + 10.9% 10.9% 0.0%
Telecommunications = - = - + + 5.6% 5.6% 0.0%
Capital Goods = = - = - - 6.4% 5.9% -0.5%
Real Estate - = - - + = 0.9% -0.4% -1.3%
Automobiles and Components = - = + - - 2.1% 0.3% -1.8%
Hotels, Restaurants and Leisure = + = - - - 1.1% -0.7% -1.8%
Utilities - - - = - - 3.7% 1.2% -2.5%
World index 100.0% 100.0% 0.0%

Source: Rabobank Research, I/B/E/S
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Foreign Exchange

Introduction
2002 has proven a tough year for the US Dollar, with it losing ground against the euro over
the course of a calendar year for the first time since the launch of the single currency in
January 1999. Although the Dollar’s losses can hardly be described as disastrous, the euro’s
gains are nevertheless being heralded by many as the start of a longer-term reversal in
fortunes for the fledgling currency. With this in mind, in this article, we shall examine the
major factors behind the rise in EUR US$ in 2002 and whether these are likely to continue
to boost the single currency in 2003. Euro bulls may not like our conclusions.

2002 – the Dollar’s annus horibilis
As chart 1 clearly shows, since the launch of the euro the US Dollar had, until this year,
been the undisputed king of the FX world. Despite running ever larger current account
deficits, the US currency had managed to gain consistently, because the US was basically
seen as by far the best major country in which to invest for the long term. This widely held
perception meant that even as the current account deficit grew, net long-term investment
inflows were more than sufficient to offset the trade shortfall and hence help the US to
enjoy a basic balance (current account balance plus net long-term investment flows)
surplus.

Chart 1: EUR US$ - a long term change? Chart 2: Into the red

 EUR US$ and annual % changes
Source: EcoWin
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As Chart 2 illustrates, however, since early 2001, the US basic balance picture has turned
decidedly less Dollar positive. As the US economy entered recession in H1 2001, net long-
term investment flows to the US slowed markedly. Hence, from the first part of last year the
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US has been running a basic balance deficit, i.e. it has not been fully funding its current
account shortfall through long-term investment flows. Apart from the Asian/Russian/LTCM
crisis of 1997/98, this is the first time since early 1995 that the US has endured a basic
balance deficit. It is no coincidence that in Q1/early Q2 of 1995 the Dollar hit its all time
lows against both the Yen and the DM at Y79.80 and DM1.3450 (euro = US$1.46).

Although we made the point earlier that 2002 was the first calendar year in which the Dollar
has lost ground to the euro, it actually started to weaken against the single currency from
mid-2001 onwards, i.e. around the same time as the US basic balance turned negative, a
trend that merely gathered pace in 2002.

For those who argue that the Dollar did not suffer during 1998, despite the basic balance
shortfall, we offer two explanations. Firstly, it did. Against the DM the Dollar fell from over
DM1.80 (euro = US$1.09) in August to a low of DM1.5875 (euro = US$1.23) in October. It
was this trend that caused the euro to be launched at the beginning of the following year at a
level of US$1.17, a level most now accept as inflated. Secondly, the Dollar was a grateful
beneficiary of safe-haven flows in 1998, as funds shipped aggressively out of emerging
markets and plumped for short-term investments in the most liquid market in the world (do
not forget, Japan was at the epicentre of the Asian crisis, while Europe was about to embark
on the brave new world of the euro).

Moving swiftly back to the present, we believe it is not overly taxing to work out why the
US basic balance has deteriorated so sharply in recent quarters. There are a number of not-
unrelated major factors that have damaged the US’ ability to pay for its trade excesses.
These are (in no particular order):

1) The slowdown in the US economy in 2001 and subsequent slow recovery in 2002

2) Geo-political concerns, initiated by the tragic events of September 11th 2001 and
exacerbated in 2002 by growing concern over Iraq

3) The Enron debacle and subsequent fears over US corporate governance

Even the most ardent of US Dollar bulls must admit that these three factors have made a
pretty powerful case against the US currency in 2001/02. In terms of the impact on actual
investment flows (these are, after all, what drive FX markets) we see these issues hurting
the Dollar in two broad areas:

1) Confidence (or lack thereof)

2) Relative interest rate moves/expectations

These two factors have been the crux of the EUR US$ equation in 2002 and will continue to
be so in 2003. Hence, we shall now focus on these factors and how specifically they hurt the
Dollar in 2002.

1) Confidence (or lack thereof)
When most have spoken about confidence issues in 2002, they have been discussing
sentiment amongst US consumers and whether it has suffered due to the economic
slowdown/geopolitical background. Although driven by many of the same factors, what we
are discussing here is investor confidence, not just in the US, but globally. What is more,
when we talk about investors, we are not merely discussing money managers (although they
do form the major part of the debate), but also global corporates.

Weaker USD against EUR
actually started in mid-2001

1998 saw weaker USD against
DEM, despite safe haven

support

Factors that have damaged US’
ability to pay for trade deficit

Confidence of money
managers and corporates
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The latter category is, of course, seen in the US Dollar equation via Foreign Direct
Investment decisions. Throughout the latter part of the 1990s, FDI flows were the major
surprise of the US deficit funding equation, as overseas corporates decided that the best way
to gain a part of the US economic miracle was to buy into it. As chart 3 illustrates, this led
to an unprecedented increase in net FDI flows to the US in the latter part of the last decade.

Chart 3: FDI flows turn dramatically… Chart 4: …  US slowdown to blame

 US net FDI flows, US$ bn
 US net FDI flows, 4q sum, US$ bn
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All good things come to an end, however, and as US growth plummeted in 2001 so FDI
flows also suffered. Furthermore, many of the previous inflows proved, in this slower
growth environment, to be less successful than the overseas corporates had hoped, leading
to a period of disinvestment (i.e. selling of US subsidiaries) over the past 18 months. What
is more, even normally insular looking US corporates had been bitten by the overseas
investment bug in the late 1990s and they continued to invest abroad even as the US
economy slowed. The result is that from record FDI surpluses only a couple of years ago,
the year to June 2002 has seen a record FDI outflow from the US.

The other major investment area driven by confidence (both on economic growth and geo-
politics) is, of course, equity investment. For data in this area, we shall turn away from the
US balance of payments release in favour of the monthly information provided by the US
Treasury TIC report (Treasury International Capital system).

As Chart 5 shows, the battering of international investor confidence over the past 18 months
has had a catastrophic impact on net equity inflows to the US. Having reached a peak of
US$171bn in the year to February 2000, in the 12 months to June of this year, net inflows to
the US totalled just US$45bn.

One advantage that the TIC information has over the US balance of payments report (apart
from its frequency) is that it also breaks capital flows down by country. Hence, we are able
to glean a picture of the direct flows impacting on EUR US$ from the release.

Not surprisingly, Chart 6 shows us that Euroland net equity flows show a similar pattern to
the global balance. As international investor confidence has been rocked first by the
bursting of the US stock market tech bubble, then the US economic recession and finally
the events of September 11th and consequent sharp rise in geo-political uncertainty, so
European investors have shied away from the US stock markets. Given such a background,
who can really blame them?

Record inflows of FDI turned to
record outflows in 2002

Net equity inflows into US
plummeted in past 18 months

European investors shied away
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Chart 5: Global equity investors shunning the US… Chart 6: … . as are those from Euroland
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One other interesting thing to note from Chart 6, is that even though the correlation between
EUR US$ and net stock flows to the US has been strong since the launch of the euro in
January 1999 (and even for a number of years prior to that), it has broken down quite
significantly over the past 18 months. Even after stock flows started to plummet, the Dollar
remained fairly resilient in 2001, before suffering in 2002. Indeed, if pure current economic
growth were the driving factor behind the exchange rate this pattern would again make little
sense. Stock flows if anything seem to have followed relative growth differentials, whereas
EUR US$ has not. This indicates to us that something other than stock market flows has
been the swing variable in EUR US$ over the past year and a half. We shall now hope to
explain what this is.

2) Relative Interest Rate Moves/Expectations
Turning to the other area that we earlier identified as the major driver of US Dollar flows in
recent times, it is here that we believe that the real swing variable of EUR US$ in 2002 is to
be found. It is, however, important to remember that when one talks about interest rates, one
is not merely discussing the level of official monetary policy, but also short-term market
rates as well as longer term bond yields. It is the latter to which we shall turn first.

As Chart 7 shows, the relationship between FX markets and long-term bond yields is hardly
a new phenomenon. Indeed, prior to the huge growth in cross-border equity investment and,
more recently, FDI activity, long-term bond yields were to the key to FX markets.
However, for the past few years, one can hardly call the relationship between the two
strong, whereas if we look at net bond flows and EUR US$ (Chart 9) the relationship is
even less satisfactory.

This picture is, however, a little misleading when it comes to EUR US$. Basically, the
sharp rise in net bond flows into the US in recent years has come primarily from China/HK
as well as, somewhat strangely, Caribbean banking centres, whereas as Chart 10 shows,
flows from Euroland have been much less supportive.
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Chart 7: Longer term yields less influential… Chart 8: …  usurped by short-term rates
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Even though the relationship between Euroland bond flows to (or more accurately out of)
the US and EUR US$ is more closely correlated in 2002, we believe that there is still more
to the EUR US$ equation this year, which brings us onto shorter-term interest rates.

We believe that the real swing variable in EUR US$ in 2002 has been short-term
speculative flows, otherwise termed ‘hot money’. Normally merely the makeweight in the
balance of payments (which by definition must balance) there are times, when longer term
investment flows are stymied by uncertainty (as has certainly been the case in 2002) that
shorter flows can have a significant bearing on foreign exchange markets. We believe that
much of 2002 has been one such a time.

Why should ‘hot money’ have proved such a Dollar negative in 2002 when, until recently,
official interest rates were stable? Particularly given the fact that it didn’t drive the market
in 2001, a time when the Fed was cutting aggressively? Essentially, because even though
the Fed was cutting aggressively last year, the market persistently believed that this would
prove a case of a ‘short, sharp shock’ for the US and that, over anything but the short term,
rates would remain relatively high, particularly when compared with Euroland.

Chart 9: Global bond flows to US holding up… Chart 10: …  but Euroland investors not so keen
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As Chart 8 illustrates, as recently as the beginning of this year, when US official rates stood
at 1.75% and those of Euroland stood at 3.25%, the differential in 2-year rates was less than
25bp. Basically, the aggressive action by the Fed was seen in sharp contrast to the
prevarication of the ECB and hence US rates were expected to begin rising again fairly
strongly, as the US economy recovered faster than Euroland. The slow state of the US
recovery and the the shock of Enron, rapidly caused these thoughts to be unwound in the
first half of this year and the Euroland-US 2-year rate spread shifted to reflect more closely
the differential in official interest rates. As one can see, this had major implications for the
Dollar.

Chart 11: Short rates rarely drive FX markets… Chart 12: …  but have done of late
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Chart 11 may, at first sight, appear to undermine our premise that relative short-term
interest rates (and hence ‘hot money’) have been a driving force behind the rise in EUR
US$ thus far in 2002. However, we believe it important to realise that the factors that have
driven the market this year (as illustrated clearly in Chart 2) are not the norm. Only when
longer-term capital flows are fairly sluggish do shorter-term assets become the market
driver. We believe that 2002 was just such a time.

Why 2003 will be different
 Earlier, we identified the two factors that we believe caused the Dollar damage in 2002,
namely investor confidence (or lack thereof) and relative interest rate moves. It is these
same two factors, working in reverse, which we suspect will lead the Dollar's recovery in
2003.

1) Relative interest rate moves
We have just discussed how short-term (i.e. 2-year) interest rates had been, somewhat
unusually, the major driving force for EUR US$ for much of 2002. We suspect that this will
remain the case for at least the early part of 2003. However, unlike 2002, we expect next
year’s interest rate shifts to prove largely Dollar positive.

Through its bold action in November, when it eased rates by 50bp and shifted back to a
neutral bias, the US Fed has once again got itself ahead of the market. By this, we mean that
the market is now reflecting what the Fed is telling it, rather that the other way around. As a

Expectations of quick US
recovery undone in early 2002

Next year’s interest rate shifts
should be largely USD positive



Financial markets outlook 2003: After the storm

43

result, the US yield curve has now reverted to a more normal shape and, as Chart 13
illustrates, 2-year US rates are now 80bp above official rates, having been broadly in line
before the Fed action.

We suspect that this is merely the start of a more prolonged period of rising market rates.
Although we expect the Fed to start hiking official rates only in the second half of 2003, the
market will, of course, move to discount this action prior to its actual delivery. Hence, we
expect US 2-year rates to rise consistently through 2003, with swap rates reaching 4.2% by
the end of the year. That compares to a level now of 2.4%. Although we only expect US
official rates to rise by a total of 1% next year, an ever steepening yield curve will ensure
that market rates move much more aggressively.

Turning to the Euroland side of the equation, as at the start of this year, the ECB is seen as
the lumbering laggard of the central bank world, when compared with its fleet-footed US
counterpart. While it has now followed the Fed in easing rates, the market hardly believes
that the Euroland economy is about to accelerate ahead. Uncertainty over the next move on
Euroland rates is likely to persist, at least in the early part of 2003 and, while we suspect
that the next move in ECB rates will be upwards, it will only materialise towards the end of
the year.

Uncertainty over the Euroland economy and interest rate direction, against a gradual pricing
in of Fed hikes will mean that the major characteristic of short-term interest rate markets in
2003 will be a substantial narrowing in the Euroland-US spread, reversing the widening
seen this year. As we further believe that this relationship will, at least for the first part of
next year, continue to prove the major EUR US$ driving force, this trend reversal should
help EUR U$ to drift lower in the early months of 2002.

Chart 13: US yield curve steepening Chart 14: Narrowing rate spread to boost US$ in 2003
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This narrowing in short-term Euroland-US rate differentials should be mirrored by rates at
the longer-end of the yield curve. From a current level of 20bp in favour of Euroland 10-
year yields, we expect the differential to switch to slightly favouring US rates by the end of
the year. Although unlikely to trigger an avalanche of money into US longer-term debt,
such a move should be sufficient to ensure that the trend for lower US bond purchases by
Euroland investors comes to an end in 2003 and, potentially, is even partially reversed.

Euroland-US short term interest
rate spread will narrow over

2003

Reversal of US-Eurozone spread
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2) Confidence
Having established that relative rate moves at both the short and long end of the yield curve
are likely to be Dollar supportive in 2003, we now come to the second factor that hurt the
US currency in 2002, but which we believe will prove supportive in 2003 - confidence.

On the economic side of the confidence equation, there are already signs that the world is
turning, at least as regards the US. While double-dip recession fears still linger amongst
some, the recent shift in the US yield curve discussed above can be taken as a sign of
increasing market confidence in the US recovery. We see little reason why this should not
continue to improve, alongside US economic data, in the months ahead. Furthermore,
something that we believe worth remembering about the US economic profile in 2002 is
that it was in fact fairly representative of a normal US recovery, as Chart 15 illustrates.

Chart 15: Just a normal recovery Chart 16: Stocks to further help in 2003
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What is more, those still concerned over the labour market should remember that
unemployment is a lagging economic indicator. When the US economy was recovering
from its early 1990s recession, the pick-up was termed 'the jobless recovery' and it cost
President Bush Sr. the White House in the 1992 Presidential election. That recovery
ultimately became the longest sustained growth period for 50 years and it caused
unemployment to fall to 30-year lows. So much for a ‘jobless recovery’.

Our point is simply that despite the market’s fears over double-dip in 2002, the pattern we
have seen in the US economy this year has been perfectly normal. That being the case, so
long as the recovery continues to prove ‘normal’, then 2003 should see concerns much
reduced as the data becomes more consistently upbeat.

In terms of FDI flows, there are also already tentative signs that more forward-looking
investors have started to turn a positive eye back to the US. Only recently, both HSBC and
Cadbury’s announced major US buy-outs, the first such announcements for some
considerable time. The vast majority accept that thanks to its more flexible economy in
general (and labour market in particular) the US will, of the world’s major economies, enjoy
the highest long-term growth rate. The major question has been when is the cyclical
slowdown likely to be over. As the view that the worst is passed (i.e. double-dip is no
longer a risk) becomes consensus, so funds will start to move back to the US. HSBC and
Cadbury’s are likely, we believe, to be the first of many such announcements in the coming
12 months.

US economy to strengthen in
2003

Concerns over unemployment
are misguided

No double dip in US economy

Tentative signs of an
improvement in confidence
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Moving on to the other area of confidence – geopolitical – even here we believe that 2003
could see a lessening of recent concerns. At the start of Q4, we published a scenario
analysis on the Iraqi situation and concluded that a UN-backed military action (probably
early in 2003), that would prove rapidly successful in securing regime change in Iraq, was
the most likely course of events for the situation dominating world thinking. Little has
occurred in recent weeks to make us amend this judgement.

If we are correct, while uncertainty in the build-up to and actual implementation of such
action will clearly heighten geopolitical concerns, once the conflict is over (we suspect it
could take as little as two weeks to enact a regime change) the geopolitical landscape would
obviously clear significantly.

The other, more optimistic, scenario for 2003 is that UN weapons inspectors are given full
access to sites in Iraq and they conclude that the UN resolutions have been fully complied
with. Hence, international tension towards Iraq would recede (even if US doubts take longer
to clear). As with the “quick-win” war scenario outlined above, if this turn of events did
materialise it should cause a lessening in global geo-political concerns in the early part of
the New Year.

Aside from the likely Iraqi developments outlined above, we suspect that the market is in
any case starting to become much more resilient towards geo-political developments. It has
been noticeable that since the anniversary of September 11th passed, without major
incident, the market has managed to shrug off other tragic events. The Bali bomb, Kenyan
killings and various incidents in the Middle East have had increasingly less impact on FX
markets over the past few weeks/months as terrorist activity, unfortunately, becomes the
norm rather than the exception. Having said this, a major incident in 2003 (i.e. on the scale
of September 11th) would, of course, shatter this fragile improvement in resilience.

Even with the Iraqi situation looming ever nearer, the gradual recovery in both economic
and geopolitical confidence in recent weeks is reflected by the Q4 pick-up in stock markets
generally and the US in particular. While these gains may yet turn out to be, as so many
seem to believe, merely a ‘year end rally’, the fact of the matter is that general confidence
must be on the up, for stocks to have gained so significantly. Since reaching its lows in
October, the S&P 500 has gained over 20%, while the NASDAQ rallied by 33% since its
October lows and is now at its highest level for 6-months. While we do expect these gains
to be tempered somewhat in 2003, US stocks should still enjoy their first positive calendar
year performance for 4 years. That can only be good news for a currency needing to fund
such a huge current account shortfall.

Conclusions
For the first calendar year since its launch the euro has actually a net gain against the US
Dollar in 2002. Even more surprisingly, US economic growth has proved positive
throughout this year, as opposed to 2001 when the economy was in recession. The major
reason for this anomaly has been the fact that this year has consistently seen US market
interest rates decline, despite official interest rates being on hold until early November. As it
became clear that 2001's short-sharp-shock by the Fed had not triggered a huge bounce back
in 2002, so US rates slipped below those in the rest of the world and yield-hungry investors
moved out overseas. At the same time, lack of confidence both in the economy and the
geopolitical background has deterred equity investors and corporates from investing in the

Geopolitical concerns should
ease in 2003

Market is becoming more
resilient towards geo-political

developments

In 2003, stock markets should
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US, meaning that the US’ huge and persistent current account deficit has proved impossible
to fund fully through long-term inflows.

We believe that 2003 will prove a vastly different story. While the same issues – relative
interest rates and confidence – are likely to remain the major FX drivers next year, the result
should be Dollar positive. The recent Fed rate cut and adoption of a neutral bias has already
seen the US yield curve adopt a more normal shape and, for rates of 1-year and above,
actually to rise. As US economic data pick up, so the market will start to price-in increases
in US rates, to the further benefit of the Dollar. In terms of confidence, we expect both
economic and geo-political concerns to lessen somewhat in 2003. A resolution to the Iraq
crisis early in the New Year and improving data should help stock flows once again to turn
Dollar positive and FDI (that great Dollar supporter of the late 1990s) to re-appear as a
significant Dollar positive.

We expect EUR US$ end next year around the US$0.9000 level although, if the Dollar does
manage to gather some momentum, its recovery may yet prove more spectacular.

Yen
Despite another lacklustre domestic economic performance and heightened levels of money
printing by the Bank of Japan, the Yen has managed to perform well again in 2002. At least,
that is the perception. Although it has outperformed the Dollar this year, this has to be seen
in the context of a Dollar that has suffered across the board. EUR JPY meanwhile is
currently trading at 3-year highs, while GBP JPY is close to similar milestones. The reason
we point this out is to illustrate that despite the fairly range-bound performance by US$ JPY
in 2002 the Bank of Japan’s expansive monetary policy and still non-existent domestic
investment returns are already damaging the Yen. For 2003 we merely expect more of the
same, although the Yen’s losses are likely to prove both more dramatic and concentrated
against different currencies, i.e. a resurgent Dollar. Nevertheless, the trend of Yen weakness
we anticipate is already well established.

Money printing hurting the Yen
2002 has seen a succession of additional monetary policy stimuli emerge from the Bank of
Japan. The policy of quantitative easing tentatively started in early 2001 has been extended
throughout this year and, as recently as its end-October gathering, the BoJ announced that
the current account holdings target was to be raised to Y15-20tr from the Y10-15tr level,
while it was upping its monthly bond purchases to Y1.2tr from Y1.0tr. Few believe, in the
absence of a meaningful domestic economic pick-up, that this will prove the end of the
monetary loosening programme.

We expect EUR US$ around
US$0.9000 at the end of 2003

USD JPY does not tell the whole
story of 2002

BoJ stepping up money
printing policy



Financial markets outlook 2003: After the storm

47

Chart 17: Yen already on the slippery slope… Chart 18: …  and the BoJ is greasing it further
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Although this huge monetary stimulus programme has thus far failed to impact upon wider
measures of Japanese money supply it has, as Chart 18 clearly illustrates, impacted
substantially on the Japanese monetary base. Also termed ‘high-powered money’, this is
basically the stock of notes and coins in circulation, plus current account holdings of the
central bank. In essence, this is the supply of money determined directly by the central
bank. Under normal circumstances, the money multiplier would mean that any growth in
high-powered money would be translated into growth in wider measures of money supply.
That has not happened in Japan, because of the breakdown of the domestic banking sector’s
desire to lend money (i.e. create credit) and hence this increased amount of high-powered
money is effectively being unused. Some, however, is inevitably finding its way overseas.

Chart 19: Monetary expansion hurting the Yen… Chart 20: …  as funds leak overseas
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This leakage of Yen overseas has, of course, had a major impact on Japanese external
accounts and even though Japan continues to enjoy a huge current account surplus, its basic
balance has deteriorated sharply in recent times. This deterioration alone is sufficient, we
believe, to justify our bearish Yen view for the coming months, particularly as we spotted
some time ago that if one lags US$ JPY by one year it shows a strong correlation to the
Japanese basic balance.

Growth of high-powered
money not translated into

growth of domestic money
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Why a basic balance deterioration should take 12 months to impact the FX market we
cannot explain, although we suspect that the active forward hedging undertaken by the
Japanese corporate sector (do not forget that real trade flows actually play a fairly
significant role in US$ JPY) may delay the impact of any basic balance trend. Nevertheless,
the relationship between the two, as Chart 20 illustrates, is unmistakable and again helps to
illustrate why a move to Y140 plus is our central case view for 2003.

Risks for a larger move
If there is a risk to our view for US$ JPY in 2003 we believe that it lies to the topside. More
specifically, it lies with domestic Japanese investors. We mentioned earlier how the huge
Yen printing operation enacted by the BoJ in recent times and resultant leakage overseas
had made a marked impact on the Japanese external balances. More accurately, it has
impacted on net equity market flows from Japan.

Chart 21: Japanese stock investors flee overseas… Chart 22: …  but bond investors stand pat

 Foreign inflows to Japanese stocks, 12m Sum, Y tr
 Japanese outflows to overseas stocks, 12m Sum, Ytr
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As Chart 21 illustrates, 2002 has seen a sharp rise in equity outflows from Japan. With
Japanese stocks hitting ever more multi-year lows and a surfeit of Yen domestically (with
still more being printed) this can hardly come as a major surprise to anyone. Even though
non-Japanese stock markets have hardly offered fantastic returns in 2002, the potential for
profit is clearly seen as greater than depositing funds domestically at 0%. Compounding this
move, not surprisingly, overseas investors, having finally given up on the ‘Nikkei recovery
story’ have also been net sellers of Japanese stocks in 2003. One would, quite rationally in
our view, expect to see a similar picture in Japanese bond market flows.

As Chart 22 shows, however, Japanese debt markets paint a much different picture, at least
as far as domestic investors are concerned. While overseas investors have been largely
neutral when it comes to Japanese debt in 2002 (we suspect that portfolio constraints have
prevented them from selling Yen bonds more aggressively), domestic investors have hardly
rushed to buy overseas paper, even with the pitiful returns available domestically. Indeed,
since 2000 the rate of domestic bond market outflows from Japan has actually slowed.

Hence, we see that it is overseas investors and domestic equity funds that have actually been
behind the deterioration in the Japanese basic balance in recent times while domestic bond
investors (the largest single sector in the Japanese portfolio flow world) have failed to join

Basic balance points to weaker
JPY with a lag of 12 months

Risks for US$ JPY are to the
topside

Equity investors disillusioned

...but Japanese bond investors
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denominated bonds
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the exodus overseas. Why this curious state of affairs? Here, we defer to the eminent US
economist Paul Krugman. He argues, and we agree, that because Japanese investors believe
that deflation is set to persist (Japan is, of course, in the grips of a deflationary spiral), then
they also believe that over time the Yen will appreciate. Hence, while domestic returns may
be almost non-existent, in a deflationary environment they are still positive (real rates in
Japan are, of course, higher than nominal rates) and the fear amongst investors is that any
extra returns on offer in overseas assets will be more than wiped out by the expected
deflation induced appreciation of the Yen. Bond investors, rather than equity market
players, are much more considerate of currency risk and that is why, we suspect, equity
flows abroad have risen inexorably in 2002, while bond flows overseas have merely
remained at previous levels.

Chart 23: No end to deflation in sight Chart 24: Back to the 1980s?
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Recent weeks have seen a number of Japanese officials attempt to change this currency
expectation. MoF official Kuroda argued a few weeks ago that a ‘massive’ Yen selling
programme by the BoJ was perhaps the best policy that Japan could adopt in order to beat
deflation. As recently as this month, meanwhile, Finance Minister Shiokawa argued that a
more appropriate level for US$ JPY was Y150-160. However, we suspect that this is a case
of putting the cart before the horse. In order to weaken the Yen dramatically, the BoJ needs
to raise Japanese inflationary expectations and convince the public that it would allow
inflation to return. This would, by definition, lower domestic real interest rates (where real
interest rates are nominal rates minus inflationary expectations) and at the same time
remove the expectation of Yen-appreciation.

In order to achieve this, admittedly extremely tall order, we believe that a minimum
inflation target and a further huge expansion in the money supply would be required. The
latter, would, of course, cause a huge increase in Yen supply (dwarfing the increase in the
monetary base already witnessed) but, at the same time, the raising of inflationary
expectations would trigger a massive increase in the propensity of these funds to find their
way into overseas markets. Under such circumstances we believe that Mr Shiokawa would
indeed see the Y160 level that he feels more appropriate, but in this case US$ JPY’s visit
there would be brief, as it made its way inexorably towards Y200.

N.B. For a more in-depth article on Krugman’s theory and its likely impact on the Yen,
please see our October FX Quarterly Strategy article: ‘Yen – Storm Clouds Gathering’.
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Conclusions
While many may argue that the Yen performed relatively well in 2002, they are, we believe,
missing the fact that the US Dollar performed so poorly. In fact, the Yen underperformed
again last year and it is currently trading at 3-year lows against both the euro and Sterling.
The reasons for its general underperformance – the BoJ’s massive monetary printing
programme and the leakage of at least some of these funds overseas - is set to persist in
2003. What is more, the deterioration in the Japanese basic balance this year (Japan recently
endured its highest ever 12-month basic balance deficit) bodes extremely poorly for the Yen
in 2003.

We believe that the above two factors more than explain our US$ JPY forecast of Y145 for
next year. However, if there is a risk to this view, it is that the Yen proves even weaker.
Thus far, Japanese bond investors have failed to join the exodus into overseas markets
enacted by equity based funds. This is because, we believe, bonds investors are much more
mindful of currency adjusted returns and, with Japan gripped by deflation, most expect the
Yen to appreciate over the medium to longer term. If, however, the BoJ were to raise
inflationary expectations, which is after all its objective, this could lead to a significant bond
market outflow to the extreme detriment of the Yen. Under such circumstances, i.e. the BoJ
actually breaking the deflationary spiral, we would not be surprised to see US$ JPY rising
as high at Y200. This is not, we must point out, our central case for 2003 merely, we would
argue, a significant risk.

Sterling – Clouds Gathering?
Over the past year, Sterling has been primarily influenced by the movements of EUR US$.
The dramatic appreciation of the euro during the first half of the year saw Sterling climb to
2½ year highs against the US Dollar, but fall to near 3-year lows against the euro. With
EUR US$ remaining largely range bound in the second half of 2002, meanwhile, Sterling
has similarly lacked meaningful direction.

EUR US$ aside, Sterling has also been supported by its relatively good fundamentals, with
the UK remaining one of the strongest economies in the G7. Despite the protracted
weakening in the global economy, the UK has suffered only a mild and relatively short-
lived slowdown. An accommodative monetary and fiscal environment has enabled the
domestic economy to continue expanding at a solid pace, offsetting the weakening in
investment and exports. Also benefiting the currency has been an improvement in its basic
balance (current account plus long-term investment flows) and the unravelling of EMU
convergence trades. Looking ahead, however, while the Pound will continue to be
dominated by EUR USD, we believe that there are growing risks to its longer-term outlook,
arising from both a worsening trade position and the economy.

Our US$ JPY target for 2003 is
Y145

Sterling under threat from
growing risks in 2003
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Chart 25: EUR GBP and EUR USD Chart 26: UK continues to outperform
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EMU entry no longer a drag
A significant development for Sterling during 2002 has been the fading prospect of a
referendum on UK membership of EMU. In fact, the year began with increased optimism
over the UK’s chances of entry, when the unexpectedly smooth introduction of euro cash in
January was followed with an apparent warming in public sentiment towards the euro.
Buoyed by the belief that support would grow further during the summer, as British tourists
enjoyed the convenience of the single currency while holidaying in Europe, the Labour
government finally appeared prepared to endorse entry more strongly. This in turn fed
speculation that the results of Chancellor’s ‘5 economic tests’ would be announced well
ahead of the June 2003 deadline, possibly even as soon as the autumn. However, Sterling
quickly recovered as this initial optimism proved misplaced and successive polls showed
public opinion towards entry once again souring. Perhaps more importantly, the polls
indicated that even with the government’s wholehearted backing, there would still not be
sufficient support for the ‘Yes’ vote to prevail in a referendum (see Chart 27). Indeed, with
the political, business and media establishment remaining deeply split over the issue, any
government would clearly have its work cut out in shifting the long held scepticism. In
addition, with Iraq and domestic concerns (particularly, the recent public sector pay
disputes) taking increasing priority, the government appears to have lost its will to tackle
the euro issue. Given all of this, we expect that any referendum is likely to be postponed
until after the 2005/06 election. With most convergence trades now unwound, this should
not significantly impact EUR GBP, but it does mark the removal of an underlying upside
bias to the cross.

Fading prospect of referendum
on UK membership of EMU
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Chart 27: Public still wary of EMU Chart 28: Government popularity is slipping
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But basic balance concerns remain
Sterling’s ability to fund its substantial current account deficit remains a key factor in its
longer-term prospects. As the chart below shows, the UK’s basic balance improved (on an
annual basis) in 2002H1, but still remains in negative territory. This turnaround was due to
a modest narrowing in the current account deficit and, more importantly, a marked
improvement in net investment flows.

Chart 29: UK’s basic balance less of a drag… Chart 30: … but export orders are waning
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The current account benefited from a reduction in the trade deficit as exports rebounded in
Q2, as well as an improvement in the income account. However, available data indicate that
both the trade and income accounts deteriorated in the second half of 2002. Monthly trade
data shows the export recovery has lost momentum, while survey evidence and orders data
suggest the weakness will continue in the near term. At the same time, with still no sign of
any slowdown in the domestic spending spree, imports have remained strong. Alongside
this, the income account is expected to have suffered from the continued weakness in equity
markets in 2002H2.

Basic balance still remains in
negative territory

Current account deteriorated in
H2/02
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Looking ahead, we believe that the current account will come under renewed pressure in the
coming months, before recovering towards the end of 2003. Exports should begin to
strengthen through the course of next year due to a pick-up in external markets. However,
imports will continue to outpace exports until late 2003, when hikes in interest rates (which
we expect to commence as soon as April) finally begin to take the steam out of the rampant
consumer. Hence, as the UK’s twin-speed economy begins to rebalance in late 2003, this
should trigger a similar adjustment in the trade deficit. In the case of the income account,
much of the earlier improvement here was due to a drop in earnings of foreign companies
based in the UK. However, once global economic conditions improve and company
earnings begin to recover, then a revival in the outflow of repatriated earnings will once
again weigh on the UK current account.

Investment flows threatened
As for investment flows, despite the favourable turn in the first half of 2002, we remain
unsettled about investment prospects. Growing concern over the increase in UK business
regulation, the low level of businesses’ investment and productivity growth and, more
recently, the government’s worsening fiscal position, threaten to undermine overseas
investor confidence towards UK assets. The recently released Pre-Budget Report will also
not help matters. This confirmed that the government had been over-optimistic in its
previous assessment of the UK economy’s prospects and borrowing would need to be
increased by a total of £20bn in the coming 5 years to fund the resultant shortfall. More
worryingly, even the assumptions behind the revised figures appear questionable. Partly
compensating for the downward revision to growth in 2002/3, the figures for 2004 and 2005
have been revised (in our view unjustifiably) upwards. Should the economy fail to achieve
these higher growth forecasts, then borrowing or taxes will need to rise yet further. All the
aforementioned factors threaten the UK’s macro-economic framework and, ultimately, its
economic performance will begin to suffer, as will its ability to attract inward investment.

Growing economic imbalances also a risk
The increasingly unbalanced nature of the twin-speed UK economy is also a growing
concern. The resilience of UK households has been a key factor in cushioning the UK
economy from the weakening in the world economy. However, encouraged by the cuts in
interest rates in 2001, the consumer spending spree has been increasingly financed through
borrowing and debt levels have now reached unprecedented levels. At the same time, low
interest rates and a lack of property have triggered an unsustainable escalation in house
prices, posing an ever-increasing risk to the consumer. This growing property bubble and
the mountain of household debt is the key threat facing the UK economy and the longer it is
allowed to build, the greater the risk of a hard landing later on. Our baseline forecast is for
interest rates to begin rising in the first half of 2003 and, towards the end of the year, for the
bubble to begin to deflate. However, there is a growing risk of a crash, rather than a gradual
deflation. We currently place a 25% probability on the hard landing scenario, in which the
shock to consumer spending is severe enough to tilt the economy into recession by 2004.

Current account will weaken
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Conclusions
2003 looks set to be another year in which Sterling’s direction is largely determined by
EUR US$. Given that we expect the latter to drift lower throughout next year, then EUR
GBP should also fall. Having said this, we do expect domestic considerations to weigh on
the Pound in 2003, but these will show themselves primarily against the Dollar. Most
notably, an unfavourable turn in the UK basic balance in the first half of 2003, followed by
a slowdown in growth towards the end of the year, will act as a drag on the currency. With
this in mind, we expect GBP US$ to fall back below US$1.50 in the months ahead and, if
the UK economy slows more quickly than expected, its decline could well gather pace in
the latter months of 2003.

Table 1: Exchange rate forecasts

02/12 Q1/03 Q2/03 Q3/03 End 2003
EUR
EUR USD 1.00 0.97 0.94 0.92 0.90
EUR GBP 0.638 0.630 0.625 0.620 0.610
EUR JPY 124 124 127 129 131
EUR CHF 1.47 1.48 1.51 1.52 1.55
EUR SEK 9.04 9.10 8.90 8.80 8.70
EUR NOK 7.27 7.60 7.70 7.80 7.90
EUR CAD 1.56 1.49 1.44 1.41 1.40
EUR AUD 1.78 1.80 1.81 1.84 1.84
EUR NZD 2.00 2.02 2.04 2.11 2.14

USD
USD JPY 124 128 135 140 145
GBP USD 1.57 1.54 1.50 1.48 1.48
USD CAD 1.56 1.54 1.53 1.53 1.52
AUD USD 0.56 0.54 0.52 0.50 0.49
NZD USD 0.50 0.48 0.46 0.44 0.42

Source: Rabobank Research

We expect GBP US$ below US$
1.50, with risks to the downside
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SEK

Trouble on the way to the EMU . . . Chart 31: Euro sentiment under pressure
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The outlook for EMU participation remains a key theme for
the SEK and the consensus is that a stronger entry rate is
likely (around SKr 8.7). As a result, bumps on the road to
EMU translate into dips for the Swedish currency. The
ruling Social Democrats have called a referendum on the
subject in September 2003. Fears that the Swedes will reject
the euro, just like the Danes, were recently reawakened by a
slide in euro sentiment. The Swedes have high expectations
of their politicians and government. The wrangling over the
Growth and Stability Pact and EU expansion has thus
underlined Swedish concerns about the institutional
weakness of the EU and its politics. Source: Rabobank Research, EcoWin

. . . but participation still likely in the end Chart 32: Stocks still important

 MSCI equity index Sweden 60 day % change
 EUR SEK 60 day % change

Source: EcoWin
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The Swedish public is still, however, likely to approve
adopting the euro. Support has bounced back from previous
periods of doubts caused by EU politics. Indeed, the ‘yes’
camp has been leading for most of the last year. Moving
towards the referendum, the left-wing government can rely
on a team of allies across the political spectrum to spread
the EMU gospel. Keeping the unions on side will be key, as
80% of workers are members. Although not all the unions’
concerns about EMU have been addressed, the government
appears prepared to do what is needed to keep their support.
If successful, Sweden could probably enter EMU between
2005 and 2006 after having spent less than the officially
required 2 years in ERM II (similar to Italy and Finland). Source: Rabobank Research, EcoWin

Meanwhile stocks and rate hikes to help Krona Chart 33: Inflation pressures down but not quite out

 Underlying inflation yoy %
 Hourly earnings yoy %

Source: EcoWin
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6.0The Krona will still have as long as three years to converge
to its entry rate. During this time, equity markets and
monetary policy will play an important role in driving the
currency. The ups and downs of the local tech-laden bourse
are still an important factor for the Krona. Our equity
strategists are looking for mild gains on average for the
coming year, which should support the currency. Monetary
tightening in 2003 should also help, while export-oriented
Sweden should benefit disproportionately from a global
upturn. At the same time, the Riksbank is keeping its eye on
the risk of resurgent wage pressures. All in all we look for
EUR SEK to trade down to SKr 8.70 during 2003.

Source: Rabobank Research, EcoWin
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CHF

Tide turning for the Franc? Chart 34: Risk aversion easing

 S&P 100 volatility index (VIX)
 EUR CHF

Source: EcoWin
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Franc as a financial safe-haven. The country’s long track
record of low inflation, financial stability, neutrality and
discreet banking still attracts international investors. Its
generally defensive stocks help strengthen this position.
Rumours of war and falling equity markets have combined
to keep the SFr strong against the euro, despite monetary
easing. The tide, however, appears to be turning against the
SFr. Equity markets have regained their footing, while the
start of weapon’s inspections in Iraq has put the threat of
war in stasis. In particular, we expect a stabilisation of stock
markets over the coming year to ease risk aversion and
further reduce safe-haven demand for the Franc.

Source: Rabobank Research, EcoWin

SNB and Switzerland still struggling with strong Franc Chart 35: SNB trying to compensate for strong Franc

 EUR CHF
 1 month SFr libor

Source: EcoWin
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and the central bank. The small open economy has been
hard hit by the strength of its currency. Exports and total
GDP growth contracted last year and only reached 1.2%
annualised growth in the first half of 2002. Furthermore, the
reliable KOF leading indicator is already pointing to a
renewed slowdown. The SNB has tried to compensate for
the strength of the Franc by cutting rates by 250bp during
the downturn. Considering the state of the economy, it is
likely to keep policy easy for the time being. Low interest
rates in Switzerland will reinforce the effect from an easing
of risk aversion and further the depreciation of the Swiss
currency over the coming year. Source: Rabobank Research, EcoWin

Expect the unexpected Table 2: Swissie moves sharply on any global incidents
Period Cause

August 1990 Iraq invades Kuwait
September 1992 Pound leaves ERM
Febuary - August 1993 Franc and Lira ERM crises
February 1994 Fed hikes, bond market crash
March 1995 Dollar lows
October 1997 Stock market turmoil / Asia crisis
August 1998 Russian Rouble crisis
October 1998 LTCM
January 1999 Brazilian Real crisis
March, May 2000 Nasdaq crash begins
September 2000 Second leg Nasdaq crash
September 2001 World Trade Center / Pentagon Attacks
July, September 2002 Recent equity market bottoms

The currency’s decline is likely to be gradual, however, as
the market remains wary of shorting the Franc. Although
uncertainty should decrease as stock markets stabilise,
geopolitical risks still remain. Weapons inspections have
eased the threat of war, but even a slight violation could
lead to a rapid rise in tensions. At the same time the no one
knows when or where the next terrorist attack could take
place. Practically any incident may see a temporary sharp
rise in the Franc (see table), and no one wants to be caught
on the wrong side of such a move. As a result we think that
the Franc will gradually recover to pre-September 11 levels.

Source: Rabobank Research, EcoWin
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Dollar bloc

C$ : a hostage to the US Chart 36: CAD the main beneficiary of a US recovery

 US ISM Index
 USD CAD (inverted scale)

Source: EcoWin

98 99 00 01 02

1.40

1.45

1.50

1.55

1.60

1.6535.0

40.0

45.0

50.0

55.0

60.0Despite an impressive economic record over the past year
(Canadian growth was the strongest in the G7 over 2002H1)
and a yield premium over the US, the C$ has failed to make
a decisive break out of its C$1.55/1.60 range against the
US$. For this to happen, we believe that there has to be a
clear return in confidence towards US economic prospects.
The Canadian economy’s heavy dependence on its southern
neighbour (85% of exports go to the US) has meant that
both its economic and currency performance is closely tied
to developments in the US. We expect that this break will
come over the course of next year, as the US recovery
gathers momentum. Source: Rabobank Research, EcoWin

A$: Yen weakness the key risk Chart 37: Yield premium peaked?

 Policy Rate Differential (AU vs US)
Source: EcoWin
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52002 was a good year for the A$, with a combination of
strong economic fundamentals and a widening yield
premium helping it to gain 10% against the US$. For the
coming year, however, we suspect that these relative
advantages will be eroded. While Australian GDP growth
overtook that of the US in Q2, by Q3 the latter had regained
the upper hand and will, in our view, remain ahead. This
should lead to a narrowing in interest rates. In addition, we
expect the A$ will suffer significant downward pressure
from a weakening Yen. The A$ JPY cross is already close
to its Y70/71.50 unofficial ‘cap’ and should, as we expect,
the Yen continue to decline, then the A$ too will come
under pressure. Source: Rabobank Research, EcoWin

NZ$: from follower to outperformer Chart 38: NZD should hold on to gains against the AUD

 AUD NZD
Source: EcoWin
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1.7The reason’s for the NZD’s 20% rise against the US$ are
identical to those for the AUD, but the former’s
outperformance is more than just a case of low liquidity
equals bigger move. Over the past year, the NZ
fundamentals have surpassed those of the AUD, with its
higher growth (4% yoy v 3.8%), lower inflation (2.6% v
3.2%) and smaller current account deficit (2.5% of GDP v
3.2%). A 100bp yield premium has also helped. AUDNZD
is now at a 5 year low and we expect it to stay close to these
levels. The medium-term outlook for the NZD economy has
also improved following the regime change in the RBNZ
earlier this year, when it adopted a less hawkish stance. Source: Rabobank Research, EcoWin
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Fundamental background

US – The unfinished recession?
Market participants started 2002 expecting a strong rebound for the US economy. Although
the first quarter saw the expected boom with 5% annualised growth, concerns about a return
to recession gripped the markets for the rest of the year as additional growth remained tepid.
These double dip fears reached a crescendo around the beginning of the third quarter.
Market participants became unsettled as equity markets revisited their July lows, consumer
confidence fell to levels not seen for almost a decade, retail spending dropped (as the car
sale boom turned bust) and the ISM manufacturing PMI fell below the 50 level.

This soft spot, as the Fed has labelled it, is typical for this part of the economic cycle.
Following the initial rebound from recession the economy tends to pull back before starting
the second leg of its recovery. It is also not unusual for consumer confidence to reach its
lowest point well after the depth of the recession. It was actually consumer spending that led
confidence higher after the previous two recessions (not the other way around) and appears
to be doing so again.

Against this background it appears that the US economy would have survived without a
further easing of already very loose monetary policy. Nevertheless, the Fed thought it
prudent to take out some ‘insurance’ against a possible double-dip. Considering the subdued
inflation outlook, the premium on this insurance policy is not too expensive. So far it seems
that the Fed cut has helped the equity market regain its balance and thus shored up teetering
consumer confidence. As a result, the risk that the transient lapse in the real economy would
snowball into a new recession has been contained.

Chart 1: ISM pulling back . . . just like in 1991 Chart 2: Real rates relatively low vs. consumption growth

 1991 ISM manufacturing
 2001 ISM manufacturing

Source: EcoWin
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Nevertheless, moving forward the Fed’s skills in managing the economic recovery will be
vital. The Fed must contend with the aftermath of an unusual recession. Typically the risk
of rising inflation leads the Fed to tighten policy at the end of the economic upturn, thus
precipitating a recession in consumption which is accompanied by a downturn in
investment spending. Prior to the 2001 recession the economy did not become overheated.
Instead, a correction of over-investment was what caused the recession. Thanks to the
limited inflation risks the Fed was able to cushion consumer spending by cutting rates.
Now, though, the central bank is steering the economy between Scylla and Charybdis. On
the one hand, keeping rates low encourages further consumer lending and perpetuates the
low savings rates, thus increasing the risk that any initial sharp recovery will be followed by
a consumption recession later on. On the other hand, hiking rates too fast would lead to
those imbalances already present being unwound quickly and a new recession now.

The Fed is likely to hike rates carefully in the course of 2003. With total debt-service
burdens already close to their mid 80’s records, despite secular lows in interest rates,
consumers will quickly feel the impact of these rate hikes. This will stimulate the building
down of debt. This will play a role in a broader normalization of the savings rate, which we
expect to be the main theme for consumption over the next few years. As a result we
forecast low consumption growth during 2003 and 2004, which would allow the savings
rate to rise back to levels not seen since 1995.

In our scenario, the end of the boom in the housing market will accelerate this adjustment.
The strong housing market has helped compensate for the negative effect from falling
equities. Should housing prices start declining, however, the resulting drag on consumption
would be substantial. Are house prices at risk? We feel they are. Even after adjusting for the
effects of declining interest rates, prices should not be rising as fast they are (Chart 3).
Housing valuations are out of line with historical relationships with income and
unemployment. Once interest rates start rising this should result in a clear cooling of the
housing market. Actual price declines in the housing market are historically rare, but even a
sharp reduction in the pace of house price rises should have an impact on consumption.
We’ve used academic research and our own estimates of the wealth effect from home equity
to gauge this effect. A halt in the rise of house prices means that the positive effect of the
circa trillion dollar rise in real estate value would translate into the dissipation of its ½% to
¾% impulse to consumption.

Chart 3: America is too house proud Chart 4: Capacity utilisation still low
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We find it difficult to predict a strong rebound in investment spending when the principal
source of demand in the economy, consumption, is growing only slowly. Combine this with
the low level of industrial utilization and it is hard to see the need for companies to expand
their production capacity. In high tech industries production is barely 64% of capacity
(lower than during any previous recession) while in other industries it is also not
particularly high at just 77%, which is comparable with the sharp recessions of 1980/82 or
1975. Interestingly, during the boom, utilisation remained well below the highs of any
previous cycle. Indeed, capacity utilization actually declined on average between 1995 and
2000. This is due to the unusual nature of the previous recovery, during which businesses
increased investment spending before they actually experienced any bottlenecks. Indeed this
spending was based on expectations of increasing demand which, in the end, did not
materialise. Much of the new capacity created in the boom thus still remains unutilized.
Considering that the economy is growing again and that a number of (more traditional)
industries have higher utilization rates, some investment growth is to be expected. At the
same time the march of technology continues, and high tech capital goods still become
outdated fast, meaning companies still have to update them in order to remain competitive.
On balance, we feel that investment growth will remain relatively subdued during the
coming two years until consumption growth really gets under way.

Our basic outlook for the US economy continues to be characterized by sub-trend growth as
imbalances are worked off gradually. Over-investment during the late ’90s led to the
recession of 2001. The downturn went far in removing imbalances in this area. Yet the low-
inflation environment gave the Fed the room it needed to cut interest rates and protect
consumers from the effects of the downturn in business demand. In doing so it helped
maintain the imbalances in household finances (low savings rates and high debt levels). The
main challenge for the Fed now is to manage the unwinding of these imbalances without
causing a consumer recession soon (by hiking rates too fast) or later (by over-stimulating
demand and causing a boom that will eventually turn to bust). Already Fed policy has
contributed to an overpriced housing market that forms an important risk to consumption
moving forward. We feel that the Fed will take care in tightening policy slowly, thus
allowing for slow consumption growth. This growth will also allow investment spending to
regain its footing. Nevertheless, growth overall will remain relatively subdued by historical
standards.

Table 1: US Fundamental Outlook

% 2002 2003 2004 Q1/03 Q2/03 Q3/03 Q4/03 Q1/04 Q2/04
GDP growth 2.4 2.1 2.7 0.4 0.6 0.3 0.9 0.6 0.5
Consumer spending 3.2 2.3 2.4 0.6 0.5 0.5 0.7 0.6 0.5
Business investment -4.7 2.3 5.7 0.0 0.5 1.3 1.2 1.7 1.1
Residential investm. 3.2 0.6 -3.5 0.4 0.8 -0.8 -0.4 -0.5 -2.3
Government spend. 4.2 2.8 2.5 0.8 0.7 0.6 0.7 0.6 0.6
Trade balance*) -0.7 -0.5 -0.1 -0.1 -0.2 -0.2 0.0 -0.2 0.0
Stocks*) 0.6 0.1 0.1 -0.2 0..2 -0.2 0.1 0.0 0.0

Averages
Unemployment 5.7 5.7 5.7
Inflation (CPI) 1.3 2.0 1.5

Source: Rabobank Research                     *) contribution to GDP growth

Investment to grow only slowly
until consumer spending gains

momentum

Economic growth to remain
below trend
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EMU – The same old song
The Eurozone economy has barely grown in 2002 despite a substantial positive contribution
of net trade. The continuation of the downturn in the investment cycle and a slowing in
consumer spending resulted in weak domestic demand. That caused import volumes to
shrink. The decline in export growth was smaller and hence 2002 witnessed a substantial
positive contribution of foreign demand to GDP growth. For 2003 we expect a gradual
bottoming out of the investment cycle and a positive contribution from the inventory cycle.
Domestic demand growth will, however, remain sub-trend as a result of political inertia to
tackle structural economic issues in the past and lack of fiscal room for manoeuvre given
the boundaries of the Stability and Growth Pact. Foreign demand will once again support
economic growth, albeit somewhat less than in 2002. Import growth is likely to turn
positive in 2003 but remain at a lower growth level than exports. The latter will expand
following a global economic recovery. Finally, in 2004 trend growth can be reached due to
the upswing in the investment cycle. EMU continues to under-perform the US (chart 5) and
follows up- and down-swings of the US business cycle with a lag of several months (chart
6). Bear in mind that geopolitical risk stemming from terrorist attacks and a possible second
Gulf War could hurt business and consumer confidence, and hence business investments
and consumer spending.

Chart 5: EMU economy lags US, Germany weakest link of EMU Chart 6: EMU PMI leading indicator lags US by several months
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The big picture of leading indicators points to a slight improvement in economic activity in
the coming months. Although the purchasing managers index (PMI) remains below 50,
indicating a contraction in the industry sector, it has risen for two months in a row (October
and November). Further signs of hope stem from the Italian and French business confidence
indices for November, which both rose slightly. Our expectation that the US will avoid a
double dip, and the fact that the Eurozone business cycle follows the US with a lag of
several months (chart 6), strengthens our forecast of an EMU recovery.

Taking a closer look at economic activity we can make an assessment of the inventory
cycle. Normally business inventories are built up in roughly 6 quarters and built down in the
subsequent 6 quarters. Most countries have seen the bottom in their inventory cycles around
the middle of 2002 and hence this cycle will add to GDP growth during 2003. That positive
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contribution will disappear again in 2004, as most countries’ cycles are likely to turn
downwards again.

The investment cycle (business investments excluding the construction sector as percentage
of GDP) in the 5 largest EMU-constituents had an average duration of 10.5 years and
peaked in the middle of 2000 (chart 7). The downswing of the cycle is on average 16
quarters, which is 10 quarters less than the upswing. As a result we expect the investment
cycle to continue to weigh on GDP growth in 2003, bottom out at the end of the year and
then post a positive contribution to economic growth in 2004.

Private consumption is likely to remain subdued in 2003, as the rise in unemployment is
probably not over yet. Business surveys show that purchasing managers do not expect to
increase hiring soon. However, consumption could rise versus 2002, supported by the
expected fall in inflation following the continuation of the negative output gap and the
disappearance of the one-off inflationary effects of the introduction of euro notes and coins
at the start of 2002.

Chart 7: Investment cycle to bottom in 2003 and rise in 2004 Chart 8: Fiscal policy is restricted by SGP rules
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All in all, we expect a modest economic recovery. Apart from the factors mentioned above,
EMU economic activity is not supported by a pro-growth monetary policy, unlike the US
economy. That is indicated by the Taylor rule, which indicates rates that are appropriate
given the current inflation and economic environment. Furthermore, the 3% budget deficit-
to-GDP boundary of the Stability and Growth Pact limits the fiscal room to boost the three
largest EMU economies by fiscal policy (chart 8). Finally, structural problems in Germany
will continue to be responsible for a German under-performance in EMU over the next
couple of years, thereby exerting a drag on EMU growth. The reunification of Germany was
accompanied by a wage shock and a boom and bust in the construction sector. The resulting
slowing of the economy affects the profitability of the banking sector, which is, apart from
the country’s structural problems, vulnerable to a downturn in the business sector as
businesses are predominantly financed through the local banking industry. The unfunded
pension system leads to a rise in already high labour costs to pay for the ageing of the
population. A weakening economy and rising labour costs lead to a rise in unemployment,
aggravated by labour market rigidities, and hence higher government spending and funding
requirements. On top of that the government has opted to restore fiscal discipline by raising
taxes, thereby increasing the negative effect on economic growth of an already complex tax
system that weighs heavily on investment spending and thereby growth potential. Although

Investment cycle bottoms in
2003, supports GDP growth in

2004

Consumption hurt by rise in
unemployment, but helped by

falling inflation

Structural problems in
Germany continue to be drag
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the German problems are the most profound, and their government the least likely to
address them, problems in the pension system and labour market rigidities are to a certain
extend also applicable to Italy and France.

Table 2: EMU Fundamental Outlook

2002 2003 2004 Q3/02 Q4/02 Q1/03 Q2/03 Q3/03 Q4/03
GDP growth 0.6 1.4 2.0 0.3 0.2 0.4 0.4 0.3 0.4
Consumer spending 0.4 1.0 1.7 0.4 0.1 0.2 0.3 0.3 0.4
Investment spend. -3.1 -1.0 2.0 -0.9 -0.7 -0.2 0.2 0.4 0.4
Government spend. 2.2 1.5 1.5 0.5 0.3 0.4 0.4 0.4 0.4
Trade balance*) 0.6 0.4 0.3 0.2 0.1 0.1 0.1 0.1 0.1
Stocks*) 0.1 0.3 0.0 -0.1 0.2 0.2 0.1 -0.1 -0.1

Averages
Unemployment 8.2 8.6 8.4
Inflation (HICP) 2.3 1.7 1.7

Source: Rabobank Research                    *) contribution to GDP growth

Japan – Poor quality growth
After experiencing a deep recession in 2001, Japan has been enjoying a modest recovery
since the beginning of 2002. Strengthening global demand led the way in the first half of
2002, while domestic demand followed. Global demand has weakened in the second half of
2002 though, and the recovery looks like it will come close to a halt in 02Q4. We do not
believe Japan is heading into another recession in 2003. The global demand environment is
likely to remain weak, yet modest export growth still seems feasible. Moreover, a reduced
pace in the build-off of inventories as well as a positive spill-over from the previous year
should all help growth in 2003. We are looking at 0% real GDP growth in 2002 and 1.5% in
2003. Our 2003 forecast may seem overtly optimistic, but we would like to stress that the
underlying quality of growth is poor and that we do not expect the government to take
painful measures to deal with Japan’s structural problems anywhere soon. We expect the
Japanese economy to slow significantly in 2004 and possibly enter another recession.

Chart 9: Contribution of components to y-o-y GDP growth Chart 10: Consumer confidence and private consumption
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Consumption growth will remain weak in 2003. Though we see a year-on-year
improvement due to a positive spill-over effect, the quarter-on-quarter forecasts show an
actual slow-down in 2003. A recovery in consumer confidence has been leading the upturn
in consumer spending, but the latest survey reading suggests the pace of spending growth is
likely to slow in 02Q4. To the surprise of many, the unemployment rate has stayed roughly
the same in 2002, at an average of 5.4% of the labour force. This must not be interpreted as
a sign of strength, as employment has continued its decline in 2002, rather it’s the result of
the labour force falling to an equal extent. This in turn is the result of the large share of
elderly people moving out of the labour force and the ‘discouraged worker effect’. The
latter are jobless people who do not register as unemployed because they estimate their job-
finding chances to be too low to bother. Income growth was weak at best over 2002, and the
ongoing fall in employment will continue to weigh on income growth in 2003.

Year-on-year industrial production, business conditions according to the Tankan survey and
capacity utilization all bottomed in 01Q4, and have seen a marked recovery in 2002. But
industrial production is coming from depressed levels and is still significantly below levels
seen in 2000. Plenty of excess capacity remains within manufacturing industry. In addition,
the rise of the business conditions index lost considerable pace in Q3, while the index
remains in the contraction zone. With global demand likely to remain modest at best and
domestic spending likely to stay weak, the manufacturing sector can easily service demand
growth with existing capacity. Even if firms would like to employ new business initiatives,
the abysmal situation in the stock markets, weak profitability and unwillingness of banks to
provide new loans for fear of them turning bad, all act to make it hard to finance such plans.
Taking all of the above into account, we are looking at a mild contraction of investment
spending in 2003. The build-off in inventories, which started in the second half of 1998,
bottomed in 02Q1. We expect the slowdown in the pace of inventory build-off to continue
in 2003. This in turn should contribute significantly to GDP growth.

The weak global economic outlook limits the potential for export growth to Euroland and
the US. We expect the upward trend of exports to North-East Asia, in particular mainland
China, to continue, though. Modest export growth is therefore still possible, especially as
we expect poor economic fundamentals to be reflected in a weaker yen next year. Import
growth should meanwhile stay subdued, further adding to the contribution of net exports to
economic growth.

The strong political opposition against a recently proposed radical plan to deal with the bad
loan problem and the subsequent disappointing changes made to this plan leaves us very
pessimistic with regard to reform momentum. Japanese policy-makers have shown time and
time again they are unwilling to take the necessary painful measures to restructure the
zombie firms that are behind the bad loans problem and in a parallel process recapitalize
Japanese banks. Recent disappointments only act to confirm that the political lobby of those
who stand to lose from those much-needed reforms is simply too powerful right now. Short
of a major crisis, we expect the government to muddle through. This is bad news for
Japan’s long-term growth prospects, but avoids short-term pain and hence partially explains
our relatively high growth forecast for 2003.

Despite the modest economic recovery in 2002, deflation continued to be the scourge of
Japan. There were several reasons for the ongoing deflation, such as abundant excess
capacity in the manufacturing sector, competition from cheaper imports, an overvalued yen
compared to economic fundamentals and ongoing downward pressure on land and property
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prices. We do not expect these deflationary pressures to disappear in the foreseeable future,
hence we are looking at a 0.7% decline in consumer prices for 2003.

Table 3: Japan Fundamental Outlook

% 2002 2003 2004 Q1/03 Q2/03 Q3/03 Q4/03 Q1/04 Q2/04
GDP growth 0.0 1.5 0.2 0.4 0.4 0.3 0.2 -0.2 0.4
Consumer spending 1.3 1.6 0.2 0.4 0.3 0.3 0.2 -0.1 0.3
Investment spend. -5.7 -1.2 -0.6 -0.3 0.1 0.0 -0.2 -0.3 0.2
Government spend. 2.4 2.2 2.0 0.5 0.5 0.5 0.5 0.5 0.5
Trade balance*) 0.6 0.2 0.1 0.1 0.1 0.0 0.0 0.0 0.0
Stocks*) -0.2 0.5 0.0 0.1 0..1 0.0 0.1 -0.1 0.0

Averages
Unemployment 5.4 5.8 6.2
Inflation -1.1 -0.7 -0.5

Source: Rabobank Research                     *) contribution to GDP growth

UK Economy – Can the consumer party last?
The UK remains one of the best performing of the G7 economies, enduring a relatively
shallow and short-lived slowdown despite the two-year-long global downturn. The
resilience of UK households has been a key factor in cushioning the economy from the
weakening external environment. This has, however, come at the price of increasing the
economy’s imbalances. Encouraged by cuts in interest rates in 2001, the consumer spending
spree has been increasingly financed through borrowing and, debt levels have now reached
unprecedented levels. At the same time, low interest rates and a shortage of property has
triggered an unsustainable escalation in house prices, raising fears that a repeat of the late-
1980s housing crash is now a real danger. We share these concerns and believe that this
growing property bubble and the mountain of household debt pose an ever increasing threat
to the consumer and, ultimately, the entire economy. We will, therefore, focus on the risks
to the consumer and their implications for the economic outlook.

2002: Recovery still reliant on the overstretched consumer
2002 has been a year in which the UK economy successfully weathered the severe global
slowdown, thanks to the vibrancy of the consumer. After GDP growth bottomed at 0.1%
qoq in Q1, the economy bounced back sharply to grow by 0.6% in Q2 and 0.8% in Q3.
Households contributed an average 0.6% to the quarterly growth rate in each of the first
three quarters of the year, with the favourable backdrop of low unemployment, inflation and
interest rates continuing to encourage consumer spending. A significant part of this,
however, continues to be funded through borrowing, with household debt reaching record
levels this year. The contribution from public spending has also increased, in line with the
generous social services spending pledges. In contrast, the pick-up in manufacturing activity
seen earlier in the year appears to have lost some momentum since the late summer,
following a renewed slowdown in key export markets. With industry surveys pointing to
considerable excess capacity and weak profitability, manufacturing investment has also
remained in decline. This has, however, been partly offset by a rapid rise in government
investment and the ongoing construction boom.
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Chart 11: Consumer still spending Chart 12: Industry still in the doldrums
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2003: Risks to the consumer have risen
Looking ahead, growth in the early part of 2003 is likely to remain heavily dependent on the
domestic sector, but a turnaround is expected in exports during the course of the year as
external markets begin to strengthen. Once the Iraqi situation has been resolved, the boost to
global confidence and activity should reinvigorate the still only gradual recovery in the US
and the lacklustre Eurozone economy. The improvement in exports should, in turn, also
stimulate industry output and, ultimately, business investment. However, with latest
industry surveys indicating that many firms continue to operate below capacity, while
profitability is still under pressure, the pick-up in manufacturing investment will only be
gradual. Nonetheless, evidence of a healthier global economy, which should trigger a pick-
up in commodity prices, and concern over domestic inflationary pressures, particularly from
public sector wage deals, will prompt the Bank of England to begin raising rates in the first
half of 2003. We expect the Bank will start hiking rates in April, with 3 further moves
following in quick succession, leaving rates at 5% by the end of Q3. This increase in
interest rates will be the trigger that deflates the housing/debt bubble. Under this baseline
scenario, households are expected to continue spending at a brisk pace for much of the year,
but will begin to retrench towards the end of 2003 as the rate hikes begin to bite and the
housing bubble finally starts to deflate. The big uncertainty here is whether this correction
will occur in an orderly fashion (our baseline scenario) or if there is a more dramatic
bursting of the consumer borrowing/housing bubble. This depends on how vulnerable the
indebted consumer has become to a rise in interest rates or any other shock (eg a rise in
unemployment).

The consumer debt / housing bubble
So how bad is the problem? According to the Bank of England, household debt reached
£800 bn in October 2002, equivalent to 111% of annual disposable income. This surpasses
the late 1980s surge in indebtedness (which peaked at 95%) ahead of the housing crash.
This run-up in borrowing began in 1998, encouraged by declining interest rates and low
inflation. These conditions fostered growth with the unemployment rate falling to 25-year
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lows. Alongside the boost to consumer’s incomes and spending power, the prolonged boom
years brought about an increased willingness to accumulate debt.

Chart 13: Consumer debt burden at record levels Chart 14: Housing market on the boil

 Total household debt as % of disposable income
Source: EcoWin
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The low level of interest rates has also fuelled a steep escalation in UK house prices. The
Halifax survey showed annual house price inflation rising above 30% in October 2002, for
the first time since the late 1980s. The phenomenal rise in house values has been possible
due to the unique structure of the UK housing market, which has suffered from an
increasing supply/demand mismatch. On the one hand, the demand for housing has risen
rapidly due to increased household wealth, low interest rates (improving the affordability of
mortgages) and demographics (shift from family to single person households). The UK has
always had a strong home ownership culture, with owner-occupation at around 68%,
compared to 41% in Germany and 54% in France. Meanwhile, the supply of properties has
failed to keep pace due to geographical limitations. According to the House Builders’
Federation, not only were housing completions in 2001 at the lowest peacetime level since
1924, but for the first time on record there were more households than dwellings. With
household growth at 220k per annum far outstripping the 160k rise in housing completions,
the situation can only go from bad to worse. While this deficit in housing supply has
underpinned the rise in house values, the recent escalation is clearly unsustainable, with the
relationship between house prices and incomes out of line with historic norms.

The wealth effect is also feeding consumption
This surge in house values has produced a substantial wealth effect for homeowners, further
feeding consumption. As low interest rates have made mortgages more affordable than ever,
not only has the demand for homes risen, but remortgaging by homeowners has grown
substantially too. In 2002, remortgaging accounted for almost 40% of total housing loans,
up from with 24% in 1999. The impact of this on increasing households’ spending power is
not insignificant. The Bank of England offers an estimate of the additional income from
remortgaging, or mortgage equity withdrawal (MEW). Their calculations show that
mortgage equity withdrawal accounted for almost 6% of disposable income (or 7% of
consumption) in Q2 2002. As recently as 1998, this figure was close to zero. With mortgage
lending reaching record levels in October 2002, this figure can only have risen further in the
second half of 2002. Hence, should house prices slow sharply, or worse still fall, such
activity would be undermined, which in turn would impact on consumption.
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In addition, with property values so inflated, borrowing multiples (both for remortgagees
and first time buyers) have grown substantially in recent months, with talk of borrowings as
high as 6 times earnings becoming more common. Such multiples clearly leave borrowers
highly exposed to even a small increase in interest rates, while an increased propensity for
100% mortgages (or borrowing close to the full market value of the property) also leave
them exposed to even a small fall in property values.

Chart 15: Remortgaging is on the rise … Chart16: … and feeding the spending habit
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The problem is not just the huge level of debt but also who is borrowing. There is
increasing evidence that much of the burden is being taken up by those most vulnerable to
any deterioration in the economy.  A recent IFS survey revealed that amongst the bottom
fifth of earners (those with an annual income of £8,730 or less), 34% now have debts
averaging £3,337. Also, younger people were more likely to be borrowers, with 70% of
those aged 30-34 holding debt averaging £5,301. Within the housing context, there are
increasing signs that first time buyers are being priced out of the market. According to the
Council of Mortgage Lenders, while half of new home loans were secured by first time
buyers in early 1999, by October 2002 this figure had fallen to 37%. Those who are buying
are likely to be amongst the most stretched debtors and hence the most vulnerable to any
change in circumstances. Also, with almost 75% of new mortgages secured on variable
rather than fixed rates (compared with less than half in 1998), the impact of any changes in
interest rates will be felt with less of a time lag than before. Due to the aforementioned
factors, once interest rates begin to rise we do not believe it will take many increases to take
the steam out of the market. Back in 2000, it took just 100bp of hikes in rates to 6% to
reduce house price inflation from 15% down to barely 1%. Since then households have
become even more extended and therefore even more sensitive to such rises.

The scenarios
In our baseline scenario, interest rates are raised by a total 100bp to 5% during 2003. We
believe that even such a modest rise in rates should be sufficient to begin deflating the
housing bubble towards the end of the year and slow consumption growth to more
sustainable levels. However, should the pick-up in global growth (and hence inflationary
pressures) be stronger than expected in the year ahead, then a more aggressive response
from the MPC cannot be ruled out. Given the vulnerability of a significant number of
debtors, however, we believe that interest rates need only return to the 6-7% range for both

Borrowing multiples pose risk
to consumer

...as is the distribution of
borrowing amongst

households

A more aggressive tightening
cycle than our base scenario

would increase risks to the UK
economy



Financial markets outlook 2003: After the storm

69

the housing market and the consumer to suffer a more severe retrenchment. In this case,
there is obviously a greater threat that the drop in consumer spending would be sharp
enough to tilt the economy into recession. The consumer’s ability to continue spending has
been the economy’s key pillar of strength, cushioning the country from the impact of the
manufacturing recession. Should the consumer falter, then the knock-on effect on the
service industry, the nation’s largest employer, would be severe. Rising job losses would set
in motion a dangerous cycle of income declines, forcing the consumer to reduce spending
yet further. So far the Bank of England has opted to postpone the inevitable, hoping that the
bubble would over time deflate of its own accord. However, the past year has proved that
this is clearly not going to happen without some prompting from policymakers. The
substantial stimulus from fiscal policy already underway has placed the onus for this on
monetary policy. However, the longer the Bank stalls the greater the risk of a hard landing
for both the consumer and the economy.

Table 4: UK Fundamental Outlook

2002 2003 2004 2002 QoQ growth 2003 QoQ growth

Q3/02 Q4/02 Q1/03 Q2/03 Q3/03 Q4/03

GDP growth 1.6 2.8 2.1 0.8 0.8 0.7 0.7 0.4 0.5
Cons. spending 3.7 2.7 1.1 0.8 0.8 0.7 0.6 0.3 0.2
Investm. spending -5.5 0.8 2.9 -2.0 0.1 0.5 0.8 1.0 0.9
Governm. Spending 4.4 5.0 6.0 1.3 1.9 1.5 1.5 1.1 1.4
Exports -1.8 2.3 3.1 -1.7 0.2 0.7 1.0 0.9 0.9
Imports 0.2 2.8 3.4 -0.7 0.5 1.0 1.2 1.0 1.0
Trade balance*) -0.1 -0.5 -0.2 -0.2 -0.1 -0.2 -0.1 -0.1 -0.1
Change in Stocks*) -0.1 0.1 0.0 0.4 0.0 0.0 0.0 0.0 0.1

Averages:
Unemployment 3.1 3.1 4.0
CPI 2.2 2.7 2.5

Source: Rabobank Research  *) contribution to GDP growth
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Technical Strategy

Introduction
The year 2002 has brought lots of volatility on the financial markets. Stocks have again lost
considerable ground, producing the third consecutive year with a negative performance.
Interest rates have come down across the board with UST yields even hitting levels not seen
in more than forty years. Last but not least, the greenback has experienced a dramatic year.

The past is the past, however. The purpose of this chapter is not to look back at history, but
to look forward. The next sections will therefore deal with our expectations concerning the
financial markets in the year 2003.

All eyes on the stock market
Although stocks are classified as the last link in the intermarket chain, they have again been
in the centre of attention. A grip on the future direction of the stock market, thus, should
form a solid base for the analysis of the other financial markets.

Grounds for optimism
After three consecutive years with a negative return on stocks, evidence is mounting that an
important low in stock markets is being formed. This could set the stage for a good start of
the year 2003.

Basic chart analysis provides some of the arguments of a trend reversal in progress. The
S&P500 index could be in the process of bottoming out. The major lows formed in July and
October have been set within striking distance of each other, thereby opening the possibility
of a double bottom under construction. The likelihood of an impending trend reversal is
greatly increased by the positive divergence in the RSI indicator accompanying the October
low, as well as the recent violation of a downward sloping trendline defining the major
downtrend of 2002.

Nevertheless, final confirmation should still come from a break above the August high of
965, which is necessary to complete the bottom formation. This level not only corresponds
to the high of the summer of 2002, but also to the broken neckline of the H&S formation
drawn under the major lows of 1998 and 2001. This raises the importance of the technical
resistance barrier.

The Nasdaq, which tends to lead the overall market, has already been able to regain a
comparable wall of resistance. The penetration of this crucial resistance barrier could signal
a significant shift in investor sentiment. And a willingness to invest in more risky assets is
often a good sign for the market as a whole.
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Chart 1: S&P500 approaching critical levels Chart 2: Nasdaq leading the way up
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Besides these constructive technical developments, there are a number of other measures
supporting a further recovery in the equity markets.

First of all, the lows were accompanied by extreme volatility, which reflects a lot of fear in
the market. This raises the chances of an important low in place, since fear is characteristic
for the final stages of a major trend. Moreover, the VIX index has still room to decline
further towards the lows of the past five years although volatility has already come down
considerably. And decreasing volatility never goes hand in hand with falling prices, which
can be seen as positive for the market.

Second, the last low in stock markets was set in October. This is a big plus, because this
month has a historic reliance with respect to major market lows. In addition, the 4-year
market cycle, which has defined 10 out of 14 bottoms since the early forties, is set to bottom
in the year 2002. Such a bottom should set the stage for a further recovery in the coming
year.

Finally, the bear market has reached historic proportions, both in maximum drawdown and
time. The average stock, represented by the S&P500 index, has lost about half of its value
in just more than 2½ years. This has not been seen since the Great Depression, which puts
this bear market in second place with respect to both measures. Table 1 displays the five
worst bear markets based on an analysis of the S&P500 index from the beginning of the
twentieth century.

Table 1: Bear markets in historical perspective

Top Maximum drawdown Length in months

Sep 1929 86% 33
Mar 2000 50% 31
Jan 1973 48% 21
Sep 1906 38% 14
Nov 1968 36% 18

Source: IRIS Technical Analysis
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Grounds for pessimism
All these arguments are quite bullish in nature, but this does not necessarily mean that the
stock market really is in the early stages of an upswing, not to speak about a new bull
market. There are still good arguments working against this possibility.

Look at chart 3, which depicts the monthly chart of the S&P500 index on a closing basis.
The breakout of the 20-year-old rising trend channel represents a significant change in the
primary trend of the stock market, which does not bode well for the long run. Basically, the
stock market is now in a major bear market, which is underlined by the gradual shift from
rising peaks and troughs to declining peaks and troughs (chart 4).

Chart 4 also shows the completion of a major top formation with the break below the
market lows of 1998 and 2001, which can have triggered an extension of the losses to the
same extent as the distance between the head and the neckline. A percentage decline
comparable to the decline to the September 2001 low, which was close to 40% lower than
the March 2000 peak, leaves a target of 575. That level was last seen in 1995.

The bearish implications of this major reversal pattern are still in force. As a matter of fact,
the stock market will have to regain the former support zone to negate the signal. As long as
this is not the case, stocks remain vulnerable for new weakness in the coming quarters.

Chart 3: Structural change in investor sentiment Chart 4: Completion of major top formation
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Putting it together
The stock market is again at a critical juncture. Basically, the future direction of the stock
market depends on the ability of the S&P500 index to regain its key resistance barrier.

The focus of the market should be on the August high of 965, which also coincides to the
broken neckline of the major reversal pattern. A convincing break above this level would be
a bullish sign creating room for a substantial move higher with the highs of 2002 set around
1,175 as a likely target. Failure, on the other hand, leaves the stock market vulnerable for a
test of the 2002 lows with breaks instilling further liquidation towards the target of the
major reversal pattern.

The majority of evidence is in favour of a good start of the year 2003, which implicitly
suggests a break higher. However, it is still advisable to wait for the actual break to emerge.

Evidence in favour of the bear
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Big dilemma for bonds
After the discussion of the stock market, it is only a small step to bonds. Both asset classes
have had a strong correlation over time, with bonds and stocks normally trending in the
same direction. The past four to five years, however, have seen exactly the opposite with
stocks following the direction of bond yields instead of bond prices.

Unsurprisingly, the problem dominating the technical outlook for stocks is also present in
the bond market outlook. At the moment of writing, the 10-year UST government bond
yield is up against its crucial resistance area ranging from 4.15% to 4.26%. These major
lows of 1998 and 2001 gave way at the same time the stock market completed its major top
formation, which give them the same weight as the resistance barrier in the stock market.

These levels have to be regained in order to see bond yields rising further from historically
low levels. Such a break based on a weekly close would give scope for a move towards the
downward sloping trendline connecting the highs of 2000 and 2002. This resistance line
currently intervenes at about the 5% level. As long as this is not the case, however, interest
rates are more likely to fall further in the coming year. The lower boundary of the broad
descending trend channel around the 3% level could then act as an ultimate target.

Chart 5: 10-Year UST yield testing key resistance Chart 6: 10-Year Bund yield testing key support
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Including a study of German interest rates makes the picture even more complicated. The
10-year Bund yield has just bounced off support thereby leaving the door closed for a test of
the early 1999 low of 3.63%, at least for now. In this case, a further rise in yields toward the
major down trendline at about 5% seems to be the most likely scenario for the beginning of
2003. This, however, is in sharp contrast with the technical conditions of the US market.

The bond market is thus dealing with a big dilemma. On the one hand, UST yields are still
leaning to a further decline with crucial resistance hanging above current levels. On the
other hand, the technical structure of Bund yields has a bias to the upside after the rebound
from critical support. This discrepancy between interest rates in the US and Germany must
be resolved, either by a break higher in UST yields or a break lower in Bund yields. The
focus of the US Treasury market should thus be on resistance at about 4.26%, while support
at 4.27% is the focal point in German interest rates.
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US dollar regaining its footing

After losing considerable ground to the benefit of most major currencies during the first half
of 2002, the US dollar has been fairly stable in the second half of the year. The question
now is whether this period of relative price stability is just a pause in the existing trend or
the prelude for a recovery rally.

The monthly chart of the USD Index, which is portrayed in chart 7, demonstrates the value
of technical levels. The dive of the greenback has come to a standstill on double support
coming from a rising trendline, extending back to 1995, and a number of peaks set in the
period between 1989 and 1999. This only adds to the significance of the support area, which
will probably prevent a further weakening in the coming quarter. The proximity of reliable
support, thus, favours a recovery of the US dollar to follow the current phase of relative
price stability.

More evidence in favour of some new dollar strength in 2003 can be found in the weekly
chart of the index, which is depicted in chart 8. The recent rebound from the summer low
has opened the possibility of a double bottom being formed. The likelihood of this option is
further increased by the fact that the weekly MACD indicator has remained bullish since its
positive crossing back in September. Nonetheless, final confirmation should come from a
clear break above the resistance area at US$109.00 / 25, which is determined by the highs of
August and October. Such a break will complete the bottom formation giving scope for a
further move up.

Chart 7: Monthly chart of USD Index Chart 8: Weekly chart of USD Index
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Unfortunately, the exchange rate involving the euro does only partly resemble this story.
The weekly chart of the single currency may be in the process of forming a double top,
which would imply new weakness in the beginning of 2003. It is really early, though, to
suggest a reversal in trend. A break below the rising trendline would increase the likelihood
of this possibility, but final confirmation only comes from a drop below the September low
of US$0.96. Such a break would complete the double top with potential for a move towards
the trendline connecting the major lows of 2000, 2001, and 2002 around the 90 figure.
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This is not very different, however, from the message above. The big difference is in the
monthly charts. The US Dollar Index has still respected its trend from 1995 (chart 7), while
the exchange rate involving the euro has already been able to break out a comparable trend
(chart 9). This divergence between the two markets must be solved. Probably, it suggests
that a potential recovery of the US dollar will be corrective in nature, leading up to the next
wave of dollar weakness.

Chart 9: Monthly chart of EUR USD Chart 10: Weekly chart of EUR USD
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All things considered, we must conclude that the US dollar is most likely warming up for a
recovery. Final confirmation of this bullish view should come from the completion of the
weekly reversal patterns. Key levels thereby reside at US$109.25 for the USD Index and at
the 96 figure for the euro.

Nonetheless, the bullish view on the US dollar may be wrong. If the USD index would drop
below the July low of US$104.10, the likelihood of a rise in the currency fades away. In
terms of the euro, a convincing break above the summer highs at US$1.02 would greatly
reduce the chances of corrective dollar strength showing up in the beginning of 2003. Given
the importance of those levels in the big picture, it would be a major drag on the US dollar.

Conclusion
Having examined the various financial markets, we must conclude that at the end of 2002
they are at a crucial crossroad. The direction that the markets choose from this point will
largely determine the trend for 2003 as a whole.
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