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Welcome to Saxo Bank’s 2014 Outrageous Predictions

We are living through a critical phase of history, not only for humanity
but also in the markets. When the chapter on the global financial crisis
and its drawn-out aftermath is finally written, it will be deemed far
greater in importance than the Great Depression. The world’s central
banks and government policymakers are running on empty, avoiding
any accountability on what has transpired and avoiding real reforms
that will allow us to move forward. Instead, they have been reduced
to “talking the market higher” or simply going to church to pray for
better times ahead.

The world is as lopsided as it has ever been in terms of wealth and
income distribution. And the current policy mix means that 20
percent of the economy - listed companies and large banks — benefits
from quantitative easing, easy money and is going from strength to
strength. The remaining 80 percent — made up of SMEs and average
workers —is facing the lowest wage-to-GDP ratio in history, an increase
in austerity globally and a lack of access to credit.

2014 could and should be the year in which a mandate for change
not only becomes necessary, but is also implemented. However, the
change will come only through the failure of what has been tried thus
far — and not from some kind of proactive “enlightenment” among
policymakers. The big disappointment in 2014 will be that both the
US and German economies will fail to reach escape velocity and
slow to zero growth. This will force policy changes as the strategy of
“talking up the market” will no longer be enough. There is a need
and call for the real economy to have more focus, both economically
and politically.

A wake-up call is necessary as the alternatives would leave us with
a dire outlook indeed. Unemployment will eventually lead to social
tension, with the first major test in Europe, where there is a serious
risk that the European Union will see a massive vote against it in May.

This isn't meant to be a pessimistic outlook: looking back through
history, changes have always come as a result of the thorough failure of
the old way of doing things. The lesson we should have learnt from the
Great Depression was that allowing things to fail is part of accelerating
the path to a better future, even if the cost is a
large dose of short-term pain. Instead, we are
dangerously close to having an economic
model that, in the year of the 25th anniversary
of the fall of the Berlin Wall, reminds us more
of the failed experiment known as the Soviet
Union. Let’s stop running in circles, kicking

the can and pretending that quantitative

easing is anything but an economic
addiction and finally move forward.

Best wishes for 2014.

Steen Jakobsen
Chief Economist
Saxo Bank
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By Steen Jakobsen, Chief Economist

EU wealth tax heralds
return of Soviet-style economy

In 2014, deflation and a lack of growth will create panic among
policymakers, leading the EU Commission to table a working group that
will focus on different wealth taxes for anyone with savings in excess
of USD or EUR 100,000. The initiative will be in the name of removing
inequality and will see the richest 1 percent pay a “fairer” share to
ease society’s burden. Several research papers have established that
a wealth tax of 5 percent to 10 percent is needed to secure enough
funds to create a “crisis buffer” to bail-infout banks, governments
and other liabilities created in this financial and debt crisis.

Illustration: Chris Burke

It will be the final move towards a totalitarian European state and the
low point for individual and property rights. We have gone full circle
back to a Soviet Union model.

The obvious trade is to buy hard assets and sell inflated intangible
assets. We would buy the SPDR Gold Shares ETF (GLD:arcx), looking for
it to go as high as 180, and sell an equal-weighted basket of Hermes
International (HRMS:xpar), LVMH (MC:xpar) and Sotheby’s (BID:xnys),
expecting the basket to go from index 100 to 50.

full circle back
to a Soviet
Union model 5y
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Anti-EU alliance will become £ :
the largest group in parliament European Parliament...

must be taken into

From May 22-25 next year, European Parliamentary elections will be

conducted across Europe. Since the advent of the Lisbon Treaty in account when

2009, the European Parliament has not only become a powerful co-

legislator, but must be taken into account when choosing a nominee choosing a nominee

for the post of president of the European Commission (EC), the

executive arm of the European Union. for the pOSt of

European Parliamentary elections are contested by national political president of the

parties, but once MEPs are elected, most opt to become part of .
transnational political groups. European Commlssmn,
Following the May elections, a pan-European, anti-EU alliance, whose the executive

members will include the UK Independence Party, euro-currency
sceptic Alternative for Germany, the National Front in France and
Party for Freedom in the Netherlands, will become the largest group
in parliament with a majority of more than 275 seats. Sweeping
the traditional political groups out of power, the new European
Parliament chooses an anti-EU chairman and the European heads

of state and government fail to pick a president of the EC,
sending Europe back into political and economic turmoil. One

trade would be to long German Bunds versus short Spanish

Bonos — looking for a 300-basis-point spread again.

arm of the EU 5y
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Tech’s ‘Fat Five’ wake up to However, a small group of technology stocks trade at a huge premium
s of about 700 percent above market valuation, almost defying the

g naSty hangover In 2014 “Newtonian laws"” of financial markets. These stocks are what we call
. . / : the “Fat Five” of the technology sector — Amazon, Netflix, Twitter,

IS MSImson Achna o8y Seior s Mading sy 1 percent Pandora Media and Yelp. These stocks have very inflated valuations

below the current S&P 500 valuation, which is in sharp contrast to the
historical premium of approximately 160 percent during the dotcom
bubble. We like technology stocks in general as they are the main
driver of the necessary productivity growth the economy needs to
create long-term increases in wealth per capita.

based on a skewed valuation premium on growth that has evolved in
the aftermath of the financial crisis. Investors have trouble finding good
growth scenarios, so when some suddenly drop by the neighbourhood,
they get bid up to levels that present very poor risk/reward ratios. It is
like a new bubble within an old bubble.

Facebook’s USD 3 billion cash offer for Snapchat,
declined by its 23-year-old founder, is the ultimate
display of hubris that shows how exuberance has
grown to new levels in this part of the technology
sector. Snapchat has zero revenue and does not
have a business model, so the acquisition value
is not determined by incremental cash flow to
Facebook, but from the potential destruction
value to Facebook based on assumptions about
wider adoption of Snapchat.

>
on
<)
]
[y
o
fre)
(Vp)
>
=
=
o
(11]
Y
(=]
©
(1}
@
XL
=
c
fem
o
(&)
-
[«}}
]
)]
o
>
o

A, This creative destruction is exactly the “dark
f matter” that should make investors cautious
about the huge valuation premium that is
A currently being put on this small group within
%" the information technology sector. To trade this,

we would create a synthetic equal-weighted
index of the Fat Five, starting at 100 on the last

p’ trading day of 2013. Our Outrageous Prediction is
t

hat this index will go to 50 during 2014.

Illustration: Chris Burke
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By Peter Garnry, Head of Equity Strategy

4

Desperate BoJ to delete government
debt after USDJPY goes below 80

In 2014, the global recovery runs out of gas, sending risk assets down
and forcing investors back into the yen. USDJPY goes below 80 in a
déja vu of 2011, forcing a desperate Bank of Japan (BolJ) to delete its
government debt securities in a final bid to escape the deflation trap
the country has been in for the past two decades. As nobody knows
the outcome of this accounting manoeuvre inside the government
sector, the decision will see a nerve-wracking journey into complete
uncertainty and potentially a disaster with unknown side effects.
Sounds crazy right? Well, these days, everything is possible in the
name of a crisis.

Quantitative easing is essentially an unconventional back-door route
for a central bank to allow the government to maintain a large
dis-saving without putting upward pressure on interest rates and
downward pressure on government expenditure. Central banks are
indirectly buying government debt through their prime dealers,
increasing the percentage of government debt owned by the
government sector. Inflation has supposedly been low because the
massive debt purchases have been swapped with the prime dealers
flowing into what is called excessive reserves. These reserves, due
to very low credit demand from the private sector, have not been
multiplied and injected into the economy.

Have central banks invented the Holy Grail? Not quite. In fact, in
many developed economies, government debt is on an unsustainable
trajectory with growth hobbling along despite massive government
stimulus. Most notable is the situation in Japan, where government
debt to GDP is about 215 percent and forecast to rise. With strong
deflationary pressure still present in Japan due to demographics, the
debt burden could soon be highly unsustainable.

o

o
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1 These reserves, due to

a very low credit demand

from the private sector, have
not been multiplied and injected
into the economy. Have central
banks invented the Holy Grail?

Not quite 5y

However, in the inner circles of central banks, a neat and untested
trick in which one simply deletes its holdings of a government’s debt
is beginning to gain traction.

For Japan, it would mean that about 15 percent of government debt
would just disappear. It's a simple accounting trick that effectively
equates to “now you see it, now you don’t”.

Watch
Peter Garnry’s

video
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By Mads Koefoed, Head of Macro Strategy

US deflation: coming to a town near you

Indicators may suggest that the US economy is stronger, but the
Federal Open Market Committee (FOMC) remains hesitant and with
good reason. The fragility of the housing market has been underlined
by the modest increase in yields in mid-2013.

This sent sales of new homes to a year low in July, while sales remain
depressed compared with the first half of the year. Wage growth
remains non-existent despite higher employment due to abundant
capacity in all industries. With Congress scheduled to perform Act Il of
its “how to disrupt the US economy” charade in January, investment,
employment and consumer confidence will once again suffer.

This will push inflation down, not up, next year and deflation will
again top the FOMC agenda. The trade for this would be-to go

long on 10-year US government bonds, which we see at 1.5 percent.

in 2014.

Illustration: Chris Burke

T Congress is scheduled to perform
Act Il of its ‘how to disrupt the US
economy’ in January 1,
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Quantitative easing goes
all-in on mortgages

A quick glance and you would think that the US economy is about
to pick up speed, but this is merely an illusion fuelled by the Federal
Open Market Committee’s (FOMC) third round of quantitative easing,
which amounts to USD 85 billion per month.

These purchases have pushed interest expenses down and sent risky
assets to the moon, hence creating an artificial sense of improvement
in the economy. Grave challenges remain, however, with private sector
deleveraging ongoing, a housing market that struggles whenever
rates rise, continuous declines in public sector spending and weak
private sector employment; all of which the FOMC is keenly aware.

Housing, in particular, is on life support and the FOMC will therefore
go all-in on mortgages in 2014. This will transform QE3 to a 100
percent mortgage bond purchase programme and increase — forget
talk of tapering — the scope of the programme to more than
USD 100bn per month.

Renewed weakness in the housing market will send the
Vanguard REIT ETF down substantially, touching USD 30,
the lowest level since 2009.
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1 Housing, in particular, is on
life support and the FOMC
will therefore go all-in on
mortgages in 2014. This
will transform QE3 to a
100 percent mortgage
bond purchase
programme... j§
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By Ole Hansen, Head of Commodity Strategy

Illustration: Chris Burke

Brent crude drops to USD 80/barrel
as producers fail to respond

Global oil markets are going through a period of transition, in which
rising production from non-conventional methods (especially in the
US and Canada) and an increase in Saudi Arabian production have
helped to ensure stable prices despite numerous disruptions. Brent
crude oil has therefore averaged about USD 110/barrel over the past
three years with the consensus forecast for 2014 pointing towards an
average price of USD 105/barrel.

With non-Opec supply expected to rise by more than 1.5 million
barrels per day and the potential for another two million arising
as disruptions in Libya and sanctions against Iran ease, the global
market will become awash with oil. Producers will have to make a

concerted effort to cut output. Hedge funds will react to the altered
dynamics by building a major short position in the market for the
first time in years. This will help to drive Brent crude oil down to USD
80/barrel, especially as almost all producers, which are in desperate
need of high oil prices, will only react slowly. Russia and most Opec
producers will delay to balance their budgets, while the US will drag
its feet because of the need for high prices to ensure the economic
viability of shale oil.

Once producers finally get around to reducing production, oil will
respond with a strong bounce and the industry will conclude that high
prices are not a foregone conclusion.

The global market will
become awash with ail
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By Ole Hansen, Head of Commodity Strategy

Germany in recession

The German economy has outperformed the rest of the euro area in
the four years following the global recession, but this outperformance
will end in 2014 and consensus, which expects growth of 1.7 percent,
will be deeply disappointed. Years of excess thrift in Germany have
seen even the US turn on the euro area’s largest economy and a
coordinated plan by other key economies to reduce the excessive trade
surplus cannot be ruled out. Add to this falling energy prices in the US,
which induces German companies to move production to the West,
lower competitiveness due to rising real wages, potential demands
from the SPD, the new coalition partner, to improve the well-being of
the lower and middle classes in Germany, and an emerging China that
will focus more on domestic consumption following its recent Third
Plenum. The fusion of these issues will mean a case for a surprise drop
in economic activity. The economy will therefore see output decline,
not rise, next year against all expectations, while the German 10-year
government bond yield will decline to 1 percent.

Years of excess thrift in
Germany have seen even the
US turn on the euro area’s
largest economy...
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By John J. Hardy, Head of Forex Strategy

CAC 40 drops 40% on French malaise

The quantitative easing-driven equity bubble spills into 2014, but
then equities hit a wall and tumble sharply on the realisation that
the only driver for the market is the greater fool theory. Meanwhile,
the malaise in France only deepens under the mismanagement of the
Francois Hollande government as the president and his team fail to
come up with answers for the country’s lack of competitiveness or to
provide any spark for growth.

Housing prices, which never really corrected after the crisis, finally
make like their Dutch counterparts did in 2012 and execute a swan
dive, pummelling consumption and confidence. The CAC 40 Index
falls by more than 40 percent from its 2013 highs by the end of the
year as investors head for the exits.

1 Meanwhile, the malaise in
France only deepens under the
mismanagement of the Francois
Hollande government 5y

Illustration: Chris Burke
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‘Fragile Five’ to fall 25% against the USD
fé Time has run out for them and

The normalisation of global rates, which is expected to be started by

tapering of quantitative easing in the US, will lead to higher marginal they are left with jLISt one p0|IC\/
costs of capital from rising interest rates. This will leave countries with
expanding current account deficits exposed to a deteriorating risk tool — a weaker currency ,,

appetite on the part of global investors, which could ultimately force
a move lower in their currencies, especially against the US dollar. We
have put five countries into this category — Brazil, India, South Africa,
Indonesia and Turkey.

The “Fragile Five” have seen dramatic growth over the past decade,
which has attracted billions of dollars in foreign direct investment
(FDI). But as the flow of cheap and easy money begins to dry out,
these countries will find themselves exposed as their current
account deficits climb. The positive FDI flows removed their focus

from creating quality growth through long-term spending

plans with positive returns. But with expenditure rising

because of increasing labour costs and a general rise in
labour-related entitlements, the five countries will face

downward pressure on their currencies.

Elections in India in May and in Indonesia in mid-
July may delay the introduction of reforms to halt
the deterioration, leaving these countries even
more exposed to risk. Time has run out for
them and they are left with just one policy

tool — a weaker currency. Sell an equal-

weighted basket of the Fragile Five and .
look for a plus 10 percent return. IOhI"I l Hardy S
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NON-INDEPENDENT INVESTMENT RESEARCH DISCLAIMER

This investment research has not been prepared in accordance with legal requirements
designed to promote the independence of investment research. Further it is not subject
to any prohibition on dealing ahead of the dissemination of investment research.
Saxo Bank, its affiliates or staff, may perform services for, solicit business from, hold
long or short positions in, or otherwise be interested in the investments (including
derivatives), of any

issuer mentioned herein.

None of the information contained herein constitutes an offer (or solicitation of
an offer) to buy or sell any currency, product or financial instrument, to make any
investment, or to participate in any particular trading strategy.

This material is produced for marketing and/or informational purposes only and
Saxo Bank A/S and its owners, subsidiaries and affiliates whether acting directly
or through branch offices (“Saxo Bank”) make no representation or warranty, and
assume no liability, for the accuracy or completeness of the information provided
herein. In providing this material Saxo Bank has not taken into account any particular
recipient’s investment objectives, special investment goals, financial situation, and
specific needs and demands and nothing herein is intended as a recommendation
for any recipient to invest or divest in a particular manner and Saxo Bank assumes no
liability for any recipient sustaining a loss from trading in accordance with a perceived
recommendation. All investments entail a risk and may result in both profits and
losses. In particular investments in leveraged products, such as but not limited to
foreign exchange, derivates and commodities can be very speculative and profits and
losses may fluctuate both violently and rapidly. Speculative trading is not suitable for
all investors and all recipients should carefully consider their financial situation and
consult financial advisor(s) in order to understand the risks involved and ensure the
suitability of thei situation prior to making any investment, divestment or entering into
any transaction. Any mentioning herein, if any, of any risk may not be, and should not
be considered to be, neither a comprehensive disclosure or risks nor a comprehensive
description such risks. Any expression of opinion may be personal to the author and
may not reflect the opinion of Saxo Bank and all expressions of opinion are subject to
change without notice (neither prior nor subsequent).

This communication refers to past performance. Past performance is not a reliable
indicator of future performance. Indications of past performance displayed on this
communication will not necessarily be repeated in the future. No representation is
being made that any investment will or is likely to achieve profits or losses similar to
those achieved in the past, or that significant losses will be avoided.

Statements contained on this communication that are not historical facts and which
may be simulated past performance or future performance data are based on current
expectations, estimates, projections, opinions and beliefs of the Saxo Bank Group. Such
statements involve known and unknown risks, uncertainties and other factors, and
undue reliance should not be placed thereon. Additionally, this communication may
contain ‘forward-looking statements’. Actual events or results or actual performance
may differ materially from those reflected or contemplated in such forward-looking
statements.

This material is confidential and should not be copied, distributed, published or
reproduced in whole or in part or disclosed by recipients to any other person.

Any information or opinions in this material are not intended for distribution to, or
use by, any person in any jurisdiction or country where such distribution or use would
be unlawful. The information in this document is not directed at or intended for “US
Persons” within the meaning of the United States Securities Act of 1993, as amended
and the United States Securities Exchange Act of 1934, as amended.

This disclaimer is subject to Saxo Bank's Full Disclaimer available at
www.saxobank.com/disclaimer
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