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1. The global economy may not be as robust as it appears

At year end, the global economy appears to be moving on a strong trajectory. Business
confidence is improving. Orders and inventories are in support of sustained activity. North
America and most of Asia continue to move forward without any loss of speed. Japan has picked
up momentum. The larger economies on the European continent are recovering from long
lingering bouts of weakness on the strength of strong exports and domestic orders. Labor market
conditions are slowly improving, and inflation, while differing across regions, continues to be

moderate.

The key word is resilience. Global growth is surprisingly vigorous despite large increases in oil and
commodity prices. The US economy has absorbed the shock of exceptionally severe natural cata-
strophes, and global financial markets have barely blinked in the face of the monetary tightening
administered by the Federal Reserve. The resilience displayed by our tightly integrated global eco-
nomy lends plausibility to the argument that the current expansion will last for some time to
come. Moreover, the widely anticipated acceleration of growth in Japan and Europe could support
a gradual unwinding of the current account imbalances, thereby slowly mitigating one big

downside risk to any global forecast.

However, there are considerable risks to this benign scenario. First, central bankers in Europe
and the US are quite bluntly warning that inflation may be around the corner, and they have
begun, or will continue, a course of monetary tightening. Such policies always entail the risk of

over-reaction, which could negatively impact asset prices and generate an unnecessary recession.

Second, there are also more complex arguments why the world, led by the US economy, may be in
for an endogenous (as opposed to policy-induced) slowdown in the second half of 2006 and
perhaps even a recession beginning in 2007. The more pessimistic view draws its arguments from
the expectation that US corporate earnings have peaked and that capital spending will be slowing
markedly in 2006. The drivers of this development will be higher interest rates and signs to watch
include an inversion of the US yield curve, a widening of corporate spreads, and a decline in US

asset prices (mainly real estate).

Third, there is a distinct probability that the global imbalances will force an abrupt correction.
The US current account deficit is expected to exceed 7% of GDP in 2007, which in light of past

experience is considered not sustainable. While the disorderly unwinding of current account
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imbalances would primarily be forced through a sizeable exchange rate adjustments (i.e. dollar
weakening), we could also observe a dramatic shift in financial market preferences away from
dollar-denominated assets. The consequences would be unpalatable: an increase in long-term
interest rates, declining asset prices, and deflation in areas such as Japan and the Eurozone where

inflation is low or already negative, resulting in weak global growth or an outright recession.

The forecast presented below is pursuing a middle course. Contrary to the consensus and to
official forecasts such as the one just presented by the OECD, we expect a slowdown in the US to
begin in the second half of 2006 and continue into 2007, but we abstain from the pessimistic view
of a hard landing caused by an abrupt current account adjustment. The slowdown in the United
States is likely to stifle the strong momentum seen currently in Japan and the nascent expansion in
Europe. Since much of the economic activity in Asia is export-driven, we should also expect a

concomitant slowdown in this region.

Outlook for Main Regions (A in %)

GDP, real Inflation (CPI or HPCI) Interest Rates
3 month libor 10-year bond
04 | O5E | O6F O7F | 04 | O5E | 06F @ O7F | Actu | 3mF  12mF| Actu | 3mF | 12mF
al al
USA 42| 38 | 3.2 28 | 27 | 35 | 35 30 | 393 | 440 | 525 | 452 | 480 | 5.50
EMU-12 18 14 1.8 14 | 2.1 2.2 2.4 20 | 245 | 250 | 3.00 | 3.43 | 3.60 | 4.00
Japan 27| 25 | 23 20 | 00 | -03 | 05 0.5 021 | 0.20 | 0.20 | 1.52 | 1.60 | 1.90
UK 32 18 | 24 | 25 1.3 | 2.1 2.0 20 | 456 | 445 | 420 | 429 | 430 | 4.40
CH 211 14 1.8 1.4 0.8 1.2 1.5 1.2 1.04 | 1.25 150 | 2.10 | 2.20 | 2.50
China 95 9.0 | 80 75 1 65 | 55 | 45 | 45 E = Estimate
i F= Forecast
India 7.0 7.0 | 65 60 | 47 50 50 50 Asia 5= Indonesia, Malaysia,
Asia 5 61| 60 50 50 | 37 | 34 34 | 34 Philippines, South Korea,
C-Amer = Thailand
Mercosur 48 | 40 | 35 | 3.0 | 58 | 6.0 | 6.0 | 6.0 EU AC = Central America incl.
Mexico
C-Amer 36 30 | 25 25 1 6.7 | 50 | 50 5.0 EU Accession Countries
EU AC 49 | 50 | 40 | 40 53 | 40 | 5.0 5.0

Sources: IMF, OECD; Zurich Financial Services
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Financial sector data

Market Price-Earnings-Ratio
(12 mths forward earnings; excl. Japan)

Yield Curve
(10yrs - 3mths)
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3.

Real Sector Data

Values for USA, UK, and European Unio.

Values for Japan and Switzerlanc

Industrial Production Capacity Utilization Indices
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DISCLAIMER & CAUTIONARY STATEMENT

This document has been prepared by and the opinions expressed therein are those of the Chief
Economist of Zurich Financial Services Group as of the date of writing and are subject to change
without notice.

This document has been produced solely for informational purposes and for the use of the recipient.
The analysis contained and opinions expressed herein are based on numerous assumptions. Different
assumptions could result in materially different conclusions. All information contained in this document
have been compiled and obtained from sources believed to be reliable and credible but no
representation or warranty, express or implied, is made by Zurich Financial Services Ltd or any of its
subsidiaries (the 'Group’) as to their accuracy or completeness. Opinions expressed and analyses
contained herein may differ from or be contrary to those expressed by other Group functions or
contained in other documents of the Group, as a result of using different assumptions and/or criteria.
This material is not intended to be legal, underwriting, financial or any other type of professional
advice. The Group disclaims any and all liability whatsoever resulting from the use of or reliance upon
this material.

Certain statements in this document are forward-looking statements, including, but not limited to,
statements that are predictions of or indicate future events, trends, plans, developments or objectives.
Undue reliance should not be placed on such statements because, by their nature, they are subject to
known and unknown risks and uncertainties and can be affected by other factors that could cause
actual results, developments and plans and objectives to differ materially from those expressed or
implied in the forward-looking statements.

This document may not be reproduced either in whole, or in part, without prior written permission of
Zurich Financial Services Ltd. Zurich Financial Services Ltd expressly prohibits the distribution of this
document to third parties for any reason. Neither Zurich Financial Services Ltd nor any of its subsidiaries
accept liability for any loss arising from the use or distribution of this document. This document is for
distribution only under such circumstances as may be permitted by applicable law and regulations.

This communication does not constitute an offer or an invitation for the sale or purchase of securities
in any jurisdiction.
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