
Issue 01
January 2006

Phases of globalization
Basics Infrastructure, real estate, energy
Enrichment Personal digital media
Switching Outsourcing, mobile telecom, valuation, Indonesia

Expert know-how for Credit Suisse investment clients

Global Investor





GI 1_06 | Editorial | 03

At the beginning of 2006, Credit Suisse integrated the various 
divisions of its banking business.

The combined know-how of our economists and investment 
specialists ensures that our clients benefit from comprehensive 
analyses and market assessments. In this issue of Global Investor, 
we outline key thematic investment categories currently available 
to investors.

Demographic developments, globalization and rapid advances 
in modern technology all point toward substantial potential for eco-
nomic growth in 2006.

“Basics,” which lay the fundament for prosperity in growth mar-
kets such as India and China, represent a major, future-oriented 
investment category, encompassing  infrastructure, logistics, trans-
port, oil services companies, commodities, real estate and so on. 
In addition, excellent investment opportunities are often available 
in regions where people’s requirements and desires have reached 
a higher level, and they look to “Enrichments” to boost their qual-
ity of life. Examples include on-demand TV and other  personal 
digital media, luxury goods, and cosmetic healthcare. Finally, the 
“Switching” category also offers first-rate investment possibilities. 
Over a period of forty years, outsourcing to low-wage countries 
has focused primarily on manufacturing and business processes. 
In recent times, however, there has been a pronounced increase 
in the outsourcing of intellectual services. This process enables 
such countries to narrow the gap on the developed world, given 
that the transfer of knowledge necessitates an innovative, interna-
tionally competitive corporate sector. Investments in these young 
and promising companies offer attractive returns in the medium 
term, underscoring a fundamental trend: profitable investments 
are no longer only to be found in one’s own back yard, but in 
diverse and often unexpected places around the globe.  

Walter Berchtold, Chief Executive Officer Private Banking



Capital flows
There are no borders when it comes to capital, unless 
they are politically imposed. Capital costs, risk and 
returns are what determine the flow of capital. Capital 
flows had a significant influence on industrial develop-
ments in the USA and Western Europe, and today 
large flows of capital are pouring into Asia and Latin 
America. Without private investment inflows, the lat-
ter regions would never have grown as fast as they 
have. 

Employment
Technological progress created a wide variety of new 
occupations in the industrialized world, while destroy-
ing traditional means of livelihood. Comparatively high 
labor costs, mainly in Western Europe but also in the 
USA, resulted in manufacturing operations for pro-
ducts with little value added being transferred to so-
called low-wage countries in South America and Asia 
and, more recently, Eastern Europe. The same is now 
taking place with standardized services and research 
and development activities. 

What moves the world 1

Mobile man
Mobility has shaped the world from the beginning. As the world population grew, the search for 
food and living space became imperative. Centuries-old migratory movements are testimony 
to this. Subsequent technological progress provided a means of livelihood and cleared the way 



World population
History shows that the world’s population has always 
been on the move. The rapid industrialization of the 
USA and Western Europe would not have even 
been possible without foreign laborers. Initially 
uprooted by force, increasing numbers of workers 
from Latin America, Africa and Asia later emigrated 
voluntarily, or rather out of economic necessity, and 
began to earn their livelihood in foreign countries or 
agglomerations. 



What moves the world 2

Mobile jobs
Today’s world is additionally exposed to special factors, as mentioned on the previous page. The world 
population is not the only driving force today – demographic change in certain countries or 
regions is also making a difference. Globalization is having a growing impact on where the jobs are. 
New technologies are attracting capital.

Globalization
Employment positions used to be more or less immo-
bile but, as various barriers fall to the wayside, they 
are now being moved to wherever production costs 
(labor, taxes, subsidies, etc.) are most favorable 
and to wherever there are new market opportuni-
ties. Globalization has generally been accompanied 
by the relocation of jobs from mature economies to 
emerging-market economies. 



Technology
Technological know-how no longer serves as a gua-
rantee that a job won’t be transferred somewhere 
else. Shorter product cycles are forcing companies 
to become more cost-conscious. Technology trans-
fer allows jobs to be moved to other countries, regi-
ons or agglomeration areas. Doing so brings busi-
nesses closer to their customers and/or their sales 
markets. Better overall conditions in emerging-mar-
ket regions can also have a beneficial impact on the 
technology itself. 

Demographics
The economic development of a country or region is 
clearly influenced by its population structure (demo-
graphics). Developing countries with a high number 
of young people have faster growth rates because 
consumption-related demand is comparatively high. 
This makes these countries more interesting as pro-
duction locations and as sales markets. China and 
India are prime examples of this. 



Asset allocation

Our main investment themes
Structural forces (demographics, globalization, technology) imply high global growth potential and underpin 
our key investment themes: “Basics,” “Enrichment” and “Switching.” We take a closer look at these 
key thematic investment areas in this issue of Global Investor and will follow up with more insights and 
analysis in future research publications.

Enrichment Page 30 onwardBasics Page 16 onward

As people enter the mainstream global economy and incomes 
rise, their aspirations increase and they look beyond the basics. 
Improving the quality of life becomes a major issue. And people 
in developed economies are always open to the possibilities of 
new products.

In this issue of Global Investor our specific focus is on:
Personal digital media > the rise of personalized, on-

demand TV, downloadable music and books, the impact this 
has on advertising, the rapid development of new mobile 
media like the video iPod, and even the link to services like 
on-line dating.

Other “Enrichment” themes we will explore during the 
course of the year are:

New consumers > emerging middle class in Asia 
focussed on luxury goods and jewelry; growing wealth world-
wide fuels demand for private banking, etc.

Healthcare, wellness and beauty > increasing propensity 
to spend on lifestyle services and therapies; unmet needs 
e.g. insomnia; functional food/education – but also some 
pharma firms hit by healthcare reform in the USA, Japan 
(and maybe Europe); 

Big events > The World Championships in Germany (2006),
the Winter Olympics in Torino (2006), and the Summer 
Olympics in Beijing (2008).

This area concerns issues and aspects related to fast-grow-
ing populations and migratory movements from rural to urban 
areas. Attention is given to sectors and companies that 
stand to benefit from these developments.

In this issue of Global Investor our specific focus is on:
Infrastructure > shortage of harbors, airports, refineries, 

power grids, generation, oil exploration/production, coal 
and gas, LNG;

Emerging market real estate > in India, Turkey, Mexico;
Energy and basic resources supercycle > where invest

ors may see entry opportunities in oil, commodities (soft and 
hard);

Other “Basics” themes we will touch upon during the 
course of the year are:

Demographics/aging > which products/services could 
benefit?

Water > water treatment: desalination, filtration and 
measurement, speciality chemicals; new infrastructure in 
emerging nations, replacement in developed countries;

Security > biometry, access control, computer software;
Emerging market healthcare > rising needs in basic 

medical treatment;
Microfinance > providing banking/insurance to people 

who currently have no access.



Switching Page 36 onward

The business revolution of the last three decades has seen 
changes like the switch from manufacturing into low-cost 
emerging nations and the rise of lean production. Now know-
ledge work is being outsourced, new global brands are 
emerging, and new countries are developing. These develop-
ments are causing many companies to redesign their business 
models.

In this issue of Global Investor our specific focus is on:
Knowledge-based outsourcing > with Indian companies 

such as Infosys as obvious potential gainers;
Emerging market frontiers > where will economic deve-

lopment spread next – might some African countries 
finally benefit? And will investors re-rate markets like Korea 
to developed status?

Other themes we will explore during the course of the 
year are:

New global leaders > Asian and other companies build/
buy global brands, enter the top 100;

New models for financial services > e.g. research 
unbundled; hedge funds assume banking services like trade 
finance;

More market liberalization >  Labor market reform in 
Japan and Germany, fewer “non-tarif” barriers in Swizerland;

More securitization > cat bonds, motor insurance, 
disability risk;

New software business models > open source; 
web-based applications, etc.

Conclusion

As emerging-market countries become better and better inte-
grated into the economic mainstream, the latest examples 
being China and India, an increasing amount of capital is flow-
ing into the democratic market economy and thus challenging 
the industrialized world in a way not seen since post-World 
War II. Adjusting to the new order of international specializa-
tion threatens to produce a high level of structural unemploy-
ment while putting established standards of living under con-
siderable pressure. Numerous new sources of income will 
become available to Western companies, be it in the form of 
higher sales and/or increased production in the new regions. 
The political risks for investments in the new regions will remain 
relatively high. This results in an explosive mix. We will exa-
mine the opportunities and risks involved in future issues of 
the Global Investor and other research products.
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Other topics



| Lead article | 10

The integration of developing countries into the global economy presents a wide range of investment 

areas: “Basics,” “Enrichment” and “Switching.”

Globalization
as a
long-term
investment
opportunity
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What are the expectations for the global
economy beyond 2006?
Giles Keating:
economy dominated by ongoing structural 

not just as sources of low-cost production, 
but also as areas of consumption where 

of expertise.

With this in mind, what are
the key areas on which investors
should focus?

Giles Keating: On a two- to five-year hori-

themes, all of which are related to the 
structural forces of globalization, demo-
graphics and technology. Of the  billion 
people in the world, three-quarters are still 
outside the mainstream economy, but many 
are moving into the cities, and into the 

there is an investment required in what is 
called “Basics,” or the provision of infra-
structure, water, housing, factories, offices, 

begin to move up the income scale, and as 

for new things to consume to boost quality 
of life, we have what is called “Enrichment.” 

changing of business models away from 
the old ways of operating, most recently 

-
cesses.

Burkhard Varnholt: The crucial question 

money from this ?” How can investors profit 
from the migration of people from rural into 
urban communities ? The crucial point is to 

mentioned in connection with the “Basics” 
theme, this migration that results from glo-
balization will result in a great deal of infra-
structure construction. Companies that 
produce technologies that cannot easily be 
produced in a Taiwanese sweatshop, and 
that face little competition, are the ones 

-

German medium-sized companies. Typi-

-
ing, the mortgages, and the consumer 
loans to families who want to build modest 
homes. The telecoms sector is also related 

good exposure in companies or funds that 
focus on energy and raw materials. The 
corporate names here range from global 
giants such as General Electric down to 

is that even Swiss-based investors can 
benefit from the trends of this global phe-
nomenon.

Giles Keating:
another crucial part of this development 
process, and therefore an obvious area to 

-
sion of cities through migration automati-
cally translates into building homes and 

this trend of moving to cities in China and 

the migration of people from the emerging 

countries into the developed countries, 
particularly the US and other English-

series of real estate hotspots moving pro-
gressively around the world. We are also 

Dubai, where both temporary and perma-
nent immigrants from the Middle East, 

-
ing in grand scale a high-end financial, 

this continuing globalization process, these 
real estate hotspots will tend to shift as 
prices move up.

It sounds like investors will have to
find the right tools to profit from this.

Burkhard Varnholt:
is in finding the right vehicles. Real estate 

Malaysia, for example, and hold onto it for 

there are some very well developed real 
estate investments trusts ( ), both lo-
cal and regional, with more clout. There are 
also some interesting proxies for real es-
tate in the whole of Central Europe and 
even in parts of Eastern Europe. Those are 
exciting instruments in particular for inves-
tors based outside of these so-called 

find it difficult to access this investment op-

distinct allocation in their portfolios to natu-
ral resources, such as oil, energy, water, or 

-
nign scenario, natural resources become 
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scenario, they can become dearer because 
of unintended side effects of globalization. 

allocation to this asset class as a long-term 
portfolio builder and diversification tool. 

How exactly should an investor go
about investing in natural resources?

Burkhard Varnholt: The good news is that 
there is a vast array of very liquid financial 
products offering investors access to sec-
tors and sub-sectors in various currencies, 
with capital protection and without, in both 
a conservative and also a more aggressive 
fashion. This is great progress that inves-

Mr. Keating, you mention “Enrichment”
as the second phase of globalization.
Can you provide more details on this?

Giles Keating: -
stream global economy and their income 
rises, their aspirations increase and they 

This leads to demand for a range of goods, 
including those at the higher end. Often 
those with newly acquired higher incomes 
want to signal that through some luxury 
brands. This also includes established Euro-

US luxury brands, but 

luxury brands. The prospects within the 

consumers in the developed nations get 
richer, they also become hungry for new 
technologies, and we see a mushrooming 
of web-based services as broadband pen-
etration spreads in the US and particularly 
in Europe. Our current focus is on “Digital 

on-demand , downloadable music and 

the rapid development of new mobile de-

revolution creates lots of opportunities in 
terms of specialist companies that provide 
the software and distributors.

Burkhard Varnholt: The potential con-
sumption by all of these people who have 
rapid income growth is staggering. Their 
income might be modest compared with 
ours, but if you multiply them by the sheer 
numbers of people who migrate from rural 
areas into cities, it creates enormous con-
sumption opportunities for Western compa-
nies with strong and attractive brand names. 
This includes everything from textiles, such 

Swiss watches and German sports cars.

trends, and what they all have in common 
is they are all very short-lived, fast-paced 

-
ness next year because these companies 

scenario, there will be clear winners and 
losers. This illustrates the excitement in the 

not an industry for buy-and-hold investors. 
You have to actively monitor and manage 

investors be prudent and invest in this seg-
ment only through actively managed instru-
ments. 

Burkhard Varnholt
Burkhard Varnholt is Head of
Financial Products & Investment
Advisory and a member of the
Global Executive Council of Credit
Suisse. Prior to joining Credit
Suisse, he held various investment
banking positions with Morgan
Stanley.

Mr. Varnholt holds a PhD from the
University of St. Gallen (HSG)
where he also lectured on Finance
and Investments. He has also
lectured at the Massachusetts Insti-
tute of Technology (MIT), Massa-
chusetts and Stern School of Busi-
ness, New York University, New
York. He has published extensively
and authored four books.
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The crucial question for investors is obviously:
“How do I make money from this?”
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As people enter the mainstream global
economy and their income rises, they look
to enjoy the fruits beyond the basics. Giles Keating
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Let’s move on to the third theme,
“Switching.” What exactly does that
mean?

Giles Keating: We mean a switching of 

past, companies shifted physical manufac-
turing processes out of the high-cost coun-

This physical shifting, which has been go-
ing on for the past  years, was followed 
by the more recent business process out-

-
sumers in the US -
tricity company to say the bill was too high 
and they are put through to a call center in 

and other locations. 
Now, we are in the third stage of shift-

-

companies have begun to outsource some 
of the research and development into new 

 applications, not just low-
end processing, but also the development 

analytics being outsourced. This means that 

the scale. Highly educated people, once 

more difficult and complicated research.The 
jobs they were doing under business pro-
cess outsourcing are shifting to other coun-
tries.

Which countries are the ones to
watch in this theme?

Giles Keating: -
most, but many other areas are involved 

-

is also moving into parts of Eastern Europe, 

What does this mean for investors?
Burkhard Varnholt:
some countries in particular stand to profit 
from this type of switching. With this in 

right way to go. The troubling thing about 
this is that it is a very long-term theme, 
which is typically the most profitable. How-
ever, some of the companies that stand to 

very wealthy investors who can afford to 
-

uities, this is an area where very attractive 
-

my preferred recommendation of translat-
ing this into investments. 

Giles Keating:
the real estate theme, which is a good way 

beneficiary countries.

Burkhard Varnholt:
example of where valuations have gone 
very high, partly because of a very small 

comes to mind and that is some emerging 

term emerging implies that it will eventually 
join the economic mainstream and become 
part of the developed, industrialized world. 
This is a trend on its own with much poten-
tial. One example is South Korea, which is 
a leading technology provider and highly 
developed economy that is still suffering 

on switching because South Korean com-
panies heavily tilted toward the tax sector 

comparison to some very developed mar-
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Christian Gattiker-Ericsson, Head of Global Equity Strategy

Thomas Rauch, Equity Strategist

Global transportation volumes are steadily growing, while invest-
ments in infrastructure have not increased correspondingly and are 
still lagging the effective needs. A perfect example illustrating this 
lack of sufficient infrastructure is the congestion level at major 
ports, limiting effective growth of container shipping to a modest 
2%–3% in the near future. Daily traffic jams in major cities are 
another obvious sign, pointing clearly to the need for further im-
provements in capacity and infrastructure. We expect the world-
wide transportation industry to deliver sustainable growth going 
forward, with volume growth roughly in line or – depending on the 
segment – clearly above GDP growth. Besides economic growth, 
however, several structural factors affect global trade patterns, so 
volume can remain at high levels even during an economic slow-
down. The main reason for this is the ongoing globalization pro-
cess, with manufacturing moving away from high-cost production 
areas to regions with a much lower cost base. All in all, higher 
volume requirements (for goods and passengers) and new trade 
patterns depend on investments in infrastructure. 

We tried to identify three key areas of transportation – air, sea 
and land – facing structural changes, based on further passenger 
growth (e.g. airports), global port congestion (drivers are liberaliza-
tion, globalization and the shift toward container shipping), and new 
financing structures (e.g. toll roads, public/private partnerships) 

due to increasing budget deficits. Returns on capital employed 
(ROCE) are expected to pick up in the near future and make invest-
ments in the aforementioned areas much more attractive going 
forward. Sustainable passenger growth, combined with expected 
industry concentration and consolidation also forced by new tech-
nologies (e.g. Airbus A380), will have an impact on the airline in-
dustry. Overall increasing cross-border trade and the ongoing rising 
importance of China, India and Brazil will affect worldwide growth 
rates positively and increase demand in these areas even further. 

Based on new wealth in the emerging markets and further global-
ization trends, worldwide passenger numbers ( travel and business )
will undergo an acceleration of overall growth. This situation is a 
key driver behind increasing intercontinental flights. Recent devel-
opments in Eastern Europe show, on a smaller scale, what we can 
expect on a global scale going forward. New types of aircraft, such 
as the Airbus A380, will accelerate the concentration process for 
the entire industry, causing huge shifts in infrastructure needs and 
repositioning of major airports and airlines (no more national air-
lines) in Continental Europe. Furthermore, the new low-cost car-
riers have created a new client segment in addition to the charter 
industry, with ongoing high growth rates. For 2004, market growth 

Globalization is resulting in increased transportation to low-cost countries like China, India and Brazil. Volumes 
are growing steadily, but the infrastructure is sagging. We believe that congested roads, ports, rail- and 
airways represent an attractive investment opportunity because of the mounting need for structural changes.



was 20% in this segment, with European growth estimates at 12%
per annum until 2010 (source: A.D. Little Consulting). There is cur-
rently also a segmentation process discernable at the high-end 
side, indicating further changes in the airline business and opera-
tions at airports ( e.g. baggage handling, first-class services ). All 
in all, these structural changes (concentration) and increasing 
segmentation (charter, low-cost carriers, first-class airlines) will 
affect the future of the entire industry.

Low-cost carriers in Europe have shown impressive growth 
rates. Based on passenger development, their growth rates 
amounted to 67% in the period 1998 to 2001 and 40% between 
2001 and 2004, clearly above total market growth of around 15%
in the same period. The market share of charter and regular air-
lines decreased in the same period, from 23% to 18% and from 
75% to 66%, respectively. Overall, the airline market is expected 
to show sustained high growth rates in the coming years: 22.8%
for 2004–2007E and 14.8% for 2007–2010E (source: McKinsey 
2005). Low-cost carriers are expected to grow below market aver-
age in Europe going forward. 

Frankfurt’s airport, Fraport, is regarded as a clear winner in Con-
tinental Europe if expected industry changes take place. Dubai 
International Airport and BAA’s Heathrow Airport are in a compa-
rable situation and should thus also benefit from expected changes 
in the future. Fraport will mainly benefit from ongoing airport con-
centration and high growth rates for intercontinental flights. Com-
petitors, such as Brussels’ Airport Zaventem, Unique Zürich, Flug-
hafen München, and Amsterdam’s Schiphol Airport, will have much 
greater difficulty positioning themselves favorably in the key grow-
th segment of intercontinental flights. In part, the success of an 
airport also depends on the market positioning of the local carrier, 
whereby Lufthansa is one of the most successful airlines in Euro-
pe. Compared with the Charles de Gaulle Airport in Paris, Fraport 
will also benefit from an attractive shopping mall for transfer pas-
sengers, which will additionally boost revenues in the future. Ac-
cess to new client segments served by low-cost carriers and the 
new Airbus A380 ( Fraport is currently the only airport to operate 
this plane in Continental Europe ) should deliver sustainable grow-
th rates going forward. Passenger development since 1980 shows 
a long-term growth rate of 4.5% per annum. Fraport expects 3%
growth in the number of passengers in 2005 compared with 5.7%
in 2004. Fraport’s current free float of just 29.3% (or roughly EUR 
840 million) is definitely too small for some investors. The public 
sector holds an absolute majority via the state and city alone, in 
addition to the federal government’s stake. Given the continuing 
strained budgetary situation in Germany, we expect further share 
placements in the future, which would be a highly positive step, 
increasing demand for investments in Fraport AG sharply. 
Lufthansa’s recently acquired 5% stake in Fraport points to further 
possible developments in the industry (vertical integration) and 
underpins the airlines’ awareness of their dependency on in-
frastructure. 

The boom in container shipping and sea freight goes on, but over-
all growth rates will clearly decelerate in 2006. The demand ema-
nating from China and further liberalization have driven the extraor-
dinary acceleration of international trade. China’s volume demand 
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accounts for approximately 19% of total global shipping on freight-
ers and 22% of global container shipping (source: Drewry shipping 
consultants). Based on AP Moeller-Maersk estimates, China is 
expected to have generated more than 26% of total global con-
tainer port throughput in 2005, which is expected to increase to 
32% by 2010.

Positive volume development depends on more than just eco-
nomic growth due to the overall change in international trade pat-
terns. While we expect a downswing in the overall container ship-
ping cycle because of a container capacity overhang, we think that 
the most limiting factor is global port congestion, which clearly 
requires further infrastructure improvements. According to Drewry 
shipping consultants, the congestion hotspots in 2004 were South-
ern California in the USA, Benelux and the UK in Northern Europe, 
Gioia Tauro, Piraeus and Marsaxlokk in the Mediterranean area, 
India, West Africa, Durban in South Africa and in Brazil – espe-
cially the southern ports of Sao Francisco do Sul and Santos. Sta-
tistics for selected West Coast North American and Northern Eu-
ropean ports show an average capacity utilization of around 85%
( e.g. Le Havre 89.6%, Antwerp 92.9%, Rotterdam 92.5%, 
Bremerhaven 95.5%, Hamburg 93.2%, Southampton 99.3%), with 
some individual ports showing a capacity utilization rate at clearly 
above 100%. In most cases, congestion at major ports occurred 
because the amount of Chinese exports has been severely under-
estimated. Rotterdam, Los Angeles and Long Beach have been  
affected the most. Volume growth toward Asia is the main driving 
factor for the expected volume expansion. Hence, for the three 
major head-haul trades, aggregate volume increased 13.5% in 
2004 and is estimated to rise by more than 12% in 2005 and 10%
in 2006.

In Brazil, the cause for congestion was the systematic under-
investment in ports, combined with an explosion in exports. Over-
all, several ports or terminal operators – in most cases ocean 
carriers – appear not to have satisfactorily geared themselves 
toward handling the increased number of containers. This is clear 
evidence that increasing the number of containers is a much eas-
ier decision than planning infrastructure needs. Besides pressure 
from the general scarcity of berth and yard space, infrastructure 
planning depends on environmental aspects and government reg-
ulations. While congestion in Europe was largely attributable to 
infrastructure problems, the shortage of labor was an additional 
issue in the USA. Overall, extended stays at berth and slower 
turnaround times were the final result. Hence, we think that port 
operators, equipment providers and engineering companies that 
provide infrastructure improvements represent an interesting in-
vestment opportunity, because container shipping by sea has main-
ly been negatively affected by problems such as ports with limited 
gate capacity, insufficient rail capacity, crowded highways, etc. 

World trade grew 9% from 2003 to 2004. Oil-price rises during 
2005 dampened growth rates to an estimated 6.5%. The forecast 
for underlying world trade in 2006 is 7%, while the shortage of 
port capacity should increase based on the fact that port capacity 
will increase only 4.7% per annum. We conclude that port capac-
ity is indeed short (source: LCB Container Terminal 1 Ltd.). Based 
on the estimates of Drewry Shipping Consultants Ltd., global con-
tainer port handling will grow by 12.1% in 2005 and 8.5% in 2006.
In the period from 2007 to 2009, growth rates are expected to 
decline to around 6%–7% due to a slower rate of container pen-
etration and a reduction in additional outsourcing to China. Further 

shifts toward the container trade will lead to an estimated volume 
of 399 million teu (twenty feet equivalent units) in 2005 and 433
million teu in 2006. By 2014, the estimated volume will have rough-
ly doubled versus the effectively realized 2004 figure, to reach a 
level of around 700 million teu. The fastest growth in trade and 
container handling will take place in the Far East and Southeast 
Asia, with corresponding capacity constraints. The situation will be 
similar in India, with utilization levels already experiencing very high 
capacity at several ports. 

The obvious answer would be to build new container terminals to 
increase capacity, especially in North America and Europe. Develop-
ing additional terminals or increasing existing port capacity is a com-

-
ronmental aspects, regulation) and will therefore remain the most 
limiting factor in sea freight shipping. In addition, ports need to in-
vest in new technology and information systems to increase short-
term productivity of existing terminals. In addition to the aforemen-
tioned point, there are multiple causes of port congestion:

Lack of sufficient port gates: Port authorities and terminal opera-
tors refuse to provide an appropriate number of gates for entry 
into and exit from the ports. 

Lack of sufficient space in the ports: Port authorities and termi-
nal operators also fail to provide adequate space for chassis stor-
age yards and chassis maintenance and repair within the port.

Inadequately staffed port gates: Port authorities, terminal operat-
ors, and/or steamship lines sometimes fail to adequately staff port 
gates.  

Source: World Shipping Council, partners in America’s trade

14.3% growth 16.5% growth 3.1% growth
11–12% growth 15–16.5% growth 1.5–3% growth
10% growth 13.5% growth 2.5% growth



 1 Singapore Singapore FT 347,694  1 Hong Kong China 20,499
 2 Rotterdam Netherlands MT 326,958  2 Singapore Singapore 18,411
 3 Shanghai China MT 316,210  3 Shanghai China 11,280
 4 Hong Kong China MT 207,612  4 Shenzhen China 10,615
 5 South Louisiana United States MT 180,493  5 Busan South Korea 10,408
 6 Houston United States MT 173,320  6 Kaohsiung Taiwan  8,843
 7 Chiba Japan FT 169,000  7 Los Angeles United States  7,149
 8 Nagoya Japan FT 168,378  8 Rotterdam Netherlands  7,107
 9 Guangzhou China MT 167,720  9 Hamburg Germany  6,138
10 Kwangyang South Korea RT 165,089 10 Antwerp Belgium  5,445

Sources: Shipping Statistics Yearbook 2004; Containerisation International Yearbook.
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Insufficient gate hours: Port authorities and terminal operators 
often refuse to keep gates open beyond the traditional 8 a.m. to 5
p.m. timeframe.  

Vessel bunching: Although ports operate seven days a week, the 
fixed schedules maintained by shipping lines result in slow days 
followed by very busy days at ports and thus causing vessel bunch-
ing. 

Container stacking: Vessels arrive at ports within a two- or three-
day period, with a resulting crush of vessel unloading, truck move-
ments and rail departures.  Due to the volume, terminal operators 
stack containers three or four rows high in order to conserve 
space. 

Insufficient longshore labor: During peak season (June through 
November) and as a result of vessel bunching, stevedore compa-
nies are often unable to obtain a full complement of labor to handle 
the glut of vessels arriving and seeking to unload at the same 
time.

Increasing pressure to limit budget deficits, coupled with aging 
highways, are encouraging states in the USA and European coun-
tries to privatize their toll roads in order to find a new source of 
revenue and/or reduce costs. Based on the conviction of many 
governments that private companies are often more efficient and 
better run than bureaucratic public bodies, the expansion of pri-
vate/public partnerships should increase massively going forward. 
One could argue that governments have no real choice and infra-
structure sales or concession allocations come from the necessity 
to reduce governmental debt or to find ways of increasing trans-
portation revenues. While we expect the German government to 

start privatizing its highways step by step, the process is already 
underway in Italy, Spain and France. In the USA, this new trend 
was set in motion by the city of Chicago, which received USD1.8
billion for leasing about eight miles of toll roads to private compa-
nies for 99 years. Following this example, privatization projects are 
flourishing in the USA, especially in states with heavy vehicle traf-
fic, such as New Jersey and Virginia. Engineering companies, such 
as Fluor Corp. and Jacobs Engineering Group, as well as earth-
moving equipment makers like Caterpillar, should benefit from this 
trend.

US states are considering using tolls to finance the expansion 
or rebuilding of highways and urban expressways. A study sug-
gests that 22 toll projects, totaling nearly 2000 miles, with a price 
tag of USD13.7 billion are in the pipeline. Following the Chicago 
example, state officials are also considering the privatization of toll 
roads as a source of financing for other projects. For instance, the 
city of Chicago has chosen the Cintra-Macquarie bid for its Sky-
way toll road. The Chicago Skyway, a 7.8-mile stretch of toll road 
running from Chicago to Indiana, registers 50,000 daily tolls and 
USD 43 million in annual revenues.

While it is common for companies to lease, operate, and main-
tain toll roads in Europe, Australia, and Canada, this was the first 
in the USA, and it raised the possibilities of leasing roads to private 
entities, such as the 157-mile toll road in Indiana and the 118-mile 
New Jersey Turnpike. In exchange for collecting toll revenues, 
private companies would modernize, improve and maintain the in-
frastructure during the lease.

As to be expected, the states with heavy traffic, especially from 
trucks, appear to be leading the move, with privatization projects 
in Virginia, New Jersey and Indiana. The state of New York could 
be the next on the list, in our view.

Source: Drewry Shipping Consultants Ltd.

North America 1.3 9.6 9.5 7.7 5.5 4.7 3.7 2.6 2.9
Western Europe 2.1 8.6 9.3 10.8 8.1 6.4 4.8 4.3 4.6
North Europe 1 7.5 8.5 10.6 7.6 6.5 4.6 3.9 4.2
South Europe 3.8 10.2 10.5 11 8.7 6.3 5.2 4.9 5.3
Far East 5.7 16.5 18 17.4 19 11.5 8.8 7.8 8.2
South East Asia 7.5 11.4 10.5 14.7 9.1 9.2 9.2 9.1 7.3
Middle East 11.1 10.7 18.2 20.2 7.7 6.3 6.3 6.2 6.2
Latin America 5.6 2.2 10.9 15.3 15.5 7.3 7.3 7.3 7.3
Carib/C. Am 4.5 0.9 9.8 8.5 7.7 5 4.9 4.9 4.9
South America 6.9 3.9 12.2 23.2 23.6 9.4 9.3 9.3 9.2
Oceania 5.8 13.4 7.6 8.5 4.2 4 3.6 3.4 3.8
South Asia 6.4 13 8.7 6.8 11.6 9.2 9.2 9.2 9.2
Africa 6.5 11 14.3 16.7 6.5 5.4 5.3 5.3 5.2
Eastern Europe 33.2 20 20.3 21.5 9.3 8.8 8.7 8.7 8.3
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Changes in the structure of the global economy over the last few years
should have an impact on real estate markets. Economic expansion, greater
presence of foreign companies and the growth of domestic companies
should increase the need for office retail and industrial space in Asia, Eastern
Europe and Latin America.
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Real estate investments have delivered attractive returns over the 
past few years. While real estate markets in some countries are 
already at a very advanced stage in the real estate cycle, other 
regions and sectors still have considerable potential (for a detailed 
analysis of real estate markets, see our Research Monthly: Global 
Real Estate publication).

In many respects, we believe that real estate sectors in emerg-
ing markets still have untapped potential. The global attractiveness 
of many emerging markets will further help them to expand and 
strengthen their weightings in the world market. Economic expan-
sion, greater presence of foreign companies and the growth of 
domestic companies should increase the need for office, retail and 
industrial space in emerging markets. Real estate investors should 
find it worthwhile taking a closer look at emerging markets. Since 
these real estate markets are not very developed, property yields
are still at a high level. Property yields show how much an investor 
is prepared to pay for a future income stream. A lower property 
yield means that the investor receives a higher price for a future 
stream of revenues. With the development of real estate sectors 
in emerging markets, however, investor interest should increase 
substantially, thus increasing the value of real estate assets. This 
expected development is not just confined to specific emerging 
markets, but should also spread across a number of continents. 
We expect to see investment opportunities in real estate crop up 
in Asia, Eastern Europe and Latin America in the coming years. 

Asia: Strong trend toward urbanization
The Asian economies have recovered well from the Asian crisis 
over the last few years, with China and India as the growth drivers. 

Producers in China have all benefited from the country’s high level 
of international competitiveness, and have built up a significant 
position in the global market. India has developed into a top out-
sourcing location for services and has been able to attract large 
foreign investment flows. The positive growth momentum of these 
two economies has also spilled over into other Asian countries as

shown in Figure 1, with real estate markets clearly influenced by this 
trend. The positive Asian economic dynamic has led to a marked 
increase in the demand for office, retail and industrial space. While 
some places like Shanghai, for example, have seen enormous 
growth in the number of skyscrapers, many smaller and medium-
sized cities are only just beginning to grow. Many Asian cities were 
unable to meet the growing demand for office properties in 2005,
which led to high increases in rental prices. 

Consequently, office property yields remain at a high level see

Table 1. To better judge the appeal of real estate investments, it is 
helpful to calculate the spread between property yields and bond 
yields. This figure shows a different picture for each market. As 
also shown in Table 1

India, Taiwan and Seoul all favor real estate investments, meaning 
that properties in these countries are fairly reasonably valued.

In fact, the retail real estate segment in Asia harbors even 
greater potential than the office property segment. Investors are 
currently receiving significantly higher property yields for retail 
properties than for office space. Until now, the low market matu-
rity of this asset class and the still-low level of per capita consump-
tion have been factors reflecting in a higher risk premium for retail 
properties in these countries. However, we now see significant 
upside potential for this investment category in the coming years, 

Real estate investments in emerging markets offer considerable potential. Strong urbanization trends in Asia, 
the economic and political convergence of Eastern European countries with the EU and the current 
favorable interest rate outlook in Latin America should bolster real estate investments in emerging markets 
over the next few years.

Time to consider taking positions in
emerging market real estate

Zoltan Szelyes, Global Real Estate Analyst

Arjuna Mahendran, Head of Asian Research

Cédric Spahr, Equity Strategist
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as economic progress and rising incomes lead to a marked in-
crease in per capita consumption. Another factor is that urbaniza-
tion is likely to proceed at a rapid pace in China, India, Malaysia, 
Thailand and Indonesia. In Figure 2, the projections up to 2030 show 
how the number of cities in Asia is increasing. As the rising urban 
population increases consumption, retail sales are likely to take off. 
This potential consumption should result in a dramatic increase in 
the number of international retailers in these emerging markets, 
which should boost growth rates in the retail real estate segment 
substantially. This expected trend is likely to cause an increase in 
investment volumes, which could result in pressure on property 
yields. However, the rise in Asian consumption should have a pos-
itive impact on the developed regions. We expect retail properties 
in, for example, Singapore and Hong Kong to experience an up-
swing in the next few years.

Asia as a possible investment vehicle
Although gaining access to the real estate markets in China and 
India is still fairly difficult today, there are a number of investment 
tools that provide exposure to the Asian real estate markets, inclu-
ding real estate stocks in Hong Kong, real estate companies and 
Real Estate Investment Trusts in Singapore and Japan (REITS are 
the up-and-coming investment vehicle in Asia).

Eastern Europe: Economic convergence with the EU
In the emerging economies of Central and Eastern Europe, for 
example, the economic convergence to the euro zone is in full 
swing. Per capita GDP growth rates there have noticeably sur-
passed those in the euro zone for years. While economic growth 
in Poland, Hungary and the Czech Republic was fairly subdued at 
the start of 2005, there has been a noticeable improvement since 
the second quarter. Real GDP rates were 4.5% in Hungary and 
3.7% in Poland in the third quarter, and 5.1% in the Czech Repub-
lic in the second quarter of this year. Economic growth in Eastern 
Europe has been driven by investments and exports. In this re-
spect, most of the investments were in infrastructure, which in turn 
should have a long-term positive effect on foreign trade. In 2006,
domestic consumption should be stronger and also play a key role. 
The rise in investments and exports in the three countries relates 
to their membership in the EU. At the moment, this positive eco-
nomic momentum is also reflected in their real estate markets.  
One can also observe a strong convergence in property yields for 
Budapest, Prague and Warsaw see Figure 3. In light of the better 
supply/demand momentum, we continue to favor the Warsaw mar-
ket next year too. While Bucharest, Sofia, Moscow, Kiev and 
Istanbul currently have higher property yields, the latter have de-
clined considerably, and we expect this trend to continue next year. 
We think investments in the real estate sector in Istanbul will be a 
top investment story in 2006, as Turkey should benefit from its 
success in cementing ties with the EU. Following the currency 
crisis in 2001, the Turkish economy experienced strong growth. 
We expect more moderate growth rates around 5% in 2005 and 
2006.  Inflation in Turkey hit a record low level in 2005 and should 
continue declining in 2006. This has enabled the Turkish central 
bank to lower its key rate drastically to the current level of 13.75%, 
which should in turn have a positive effect on the national budget. 
In view of the central bank’s ambitious inflation target of 5%, we 
expect to see further slight rate cuts in the coming year. The priva-

Real estate sectors in emerging markets have untapped potential.
Urbanization is likely to proceed at a rapid pace in China, India,
Malaysia, Thailand and Indonesia. Economic expansion should in-
crease the need for office, retail and industrial space.
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Table 1 Source: JLL, Credit Suisse

Property yields in Eastern Europe falling sharply
In Central and Eastern Europe, the economic convergence to the euro zone is in full swing. Rising GDP rates are reflecting 
in the real estate markets there. Investments and exports in Eastern Europe have driven economic growth to the point that 
property yields are now on the decline, and should continue to fall in 2006.

Data for 
3Q 2005
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Figure 1 Source: CSIB, Credit Suisse 

China and India as growth drivers in Asia
The Asian crisis is over. Producers in China and India have become highly competitive and have built up market share in the 
global market. Both countries, especially China, are attracting foreign investors. The positive economic momentum has 
spilled into other Asian countries.
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Figure 2 Source: UNITED NATIONS, Credit Suisse

Rising urban population
Some Asian cities have seen enormous growth, while many smaller and medium-sized cities are just beginning 
to grow. Economic progress and rising incomes are leading to a marked increase in consumption. The effects of rising 
urban populations have raised the potential demand for office and retail properties dramatically.
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Figure 3 Source: Cushman and Wakefield, Credit Suisse

Property yields in Eastern Europe falling sharply
In Central and Eastern Europe, the economic convergence to the euro zone is in full swing. Rising GDP rates are 
reflecting in the real estate markets there. Investments and exports in Eastern Europe have driven economic growth to 
the point that property yields are now on the decline, and should continue to fall in 2006.
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tization process is picking up speed and should help Turkey to 
finance its balance of payments deficit more easily in the next few 
years.  This positive trend should not only manifest itself in higher 
demand for office and retail space, but also lead to a stronger 
presence from international real estate investors.

Eastern Europe as a possible investment vehicle
There are various ways of investing in Eastern Europe. Meinl Eu-
ropean Land and IMMOEAST offer diversified exposure to the real 
estate markets of Eastern Europe.

Latin America: Favorable point in the interest rate cycle
We foresee new opportunities next year in the residential and of-
fice real estate markets in South and Central America. Mexico, 
Brazil and Argentina have shown favorable progress in recent years 
in overcoming both economic and political crises. Not only have 
these countries’ economies picked up in past years, but also their 
monetary policies aimed at curbing inflation have become more 
credible.

In Argentina, the residential real estate market appears to have 
undergone a sharp downward correction in the wake of the coun-
try’s currency crisis, and property values currently look exception-
ally attractive by international comparison. When Argentina’s eco-
nomic situation improves, residential real estate should have signi-
ficant potential for rising prices. 

Brazil and Mexico have now arrived at a favorable point in the 
interest rate cycle. As Figure 4 shows, both of these countries started 
to lower their interest rates at the end of 2005. We believe now is 
a good time to enter the office real estate market in these coun-
tries, as falling interest rates should put downward pressure on 
office property yields. Office property yields are now at 11.5% in 
Mexico City and close to 14% in Rio de Janeiro and Sao Paolo. 
However, the higher yields for Brazilian real estate should be 
viewed in context with the country’s higher interest rates.

In our view, the office real estate market in Mexico City has the 
most potential, at least in the near term. Office rental prices in 
Mexico City are currently in a bottoming-out phase. Thus we ex-
pect to see office rental prices increase again in the next few 
years. In the long term, Mexico’s younger population is not only 
likely to benefit the country’s economy on the supply side, but 
should also support residential investments in the coming years. 
Mexico is one of the few countries in the world that still benefits 
from its population pyramid. In addition, repatriated income from 
the USA and rising demand from US citizens should increase inter-
est for residential objects in Mexico.

Latin America as a possible investment vehicle
Although investors are currently only able to gain exposure to the 
Mexican real estate market via direct acquisitions and privately 
structured investments, other Latin American countries offer the 
possibility of investing indirectly in real estate via companies such 
as Cyrela Brazil Realty and La Fonte Participacoes SA-PR in  Brazil, 
Irsa SA and Euromayer SA in Argentina, Parque Arauco SA in Chile, 
and Gazit Inc. in Panama. 

Figure 4 Source: L.E.K. Consulting

Interest rates falling again in Brazil and 
Mexico
Brazil and Mexico have now arrived at a favorable point in the 
interest-rate cycle. Current downward pressure from interest rates 
on office property yields makes it a good time to enter the office 
market in Mexico in particular.

Conclusion
Changes in the structure of the global economy over the last few 
years should have an impact on real estate markets. The rise in 
economic growth of emerging markets in different continents 
should provide impetus to real estate markets in the coming years. 
The extensive trend toward urbanization in Asia, as well as increas-
ing budgetary and monetary discipline in Latin America and pro-
cesses such as the economic convergence of Eastern European 
countries will be key investment topics for the next few years. Inves-
tors looking ahead for opportunities in real estate would be well 
advised to position themselves in these markets now in order to 
benefit from the potential offered by these long-term trends. 
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André Frick, Equity Analyst, Oil and Basic Resources

With underlying demand strong and supply tight, the fundamental 
data for the overall energy sector remain attractive, even though 
renewed phases of temporary weakness may occur. The oil price 
will probably occasionally exceed last year’s high, and we also 
expect refining margins to be robust. This, in turn, will enable en-
ergy companies to generate high cash flows and pay attractive 
dividend yields. Owing to the infrastructure bottleneck and the 
consequent pricing power of companies, we especially recommend 
taking positions in the oil service segment. Thanks to their leading 
position in the sector, their global presence and their pioneering 
role in the rapidly growing emerging markets, Schlumberger and 

Halliburton are extremely well poised to benefit from any upside 
potential. Moreover, from spring onward, oil refining stocks such 
as Valero and Tesoro should become attractive investments due to 
a bottleneck in refined oil products. Owing to the high correlation 
between the share prices of companies active in exploration and 
production and oil prices, we expect these companies to perform 
well; for example, Apache, Anadarko or CNOOC. Integrated oil 
companies do not generate earnings from only one division; they 
are broadly diversified. ConocoPhillips, Total and BG Group are 
among our favorites. Petrobras and Lukoil are very interesting 
companies for risk-oriented investors. Based on the attractive fun-

Energy sector

still

The fundamentals for the overall energy sector remain attractive. Strong demand and high prices should ben-

energy stocks should continue to gain momentum, so that in general the outlook for 
energy in 2006 is still good.

up-
beat!
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Figure 2  Source: BP statistics

High demand from Asia and North America
Worldwide demand for energy is rising, especially in Asia, where
countries are growing and developing their infrastructures to further
develop industry and trade.

Figure 1  Source: Datastream

Performance of the oil price since 1987
Since oil prices are likely to remain high for many years, overall mo-
mentum in the energy sector should benefit from strong underlying
demand and tight supply.
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damentals, we advise investors to make selected investments in, 
or to increase exposure to, the oil sector during any phases of 
weakness. The strong momentum in oil is likely to be coupled with 
continued momentum in alternative energies on the back of sus-
tained high oil prices, the development of emission trading rights 
launched in Europe in accordance with the Kyoto Protocol and the 
implementation of large-scale projects, often with government 
support. The three main alternative traditional fossil fuel producers 
are likely to benefit from this situation. Natural gas prices should 
follow oil prices, as usual, due to their substitution properties. This 
is likely to boost the revenues of natural gas exploration and pro-
duction companies like British Gas. Coal is also likely to benefit 
from high oil prices and sustained demand from China (coal rep-
resents 2/3 of Chinese energy demand). We are taking exposure 
to US coal through companies like Peabody. Nuclear energy has 
entered a long recovery trend in our eyes on the back of its low 
CO2 emission quality and its price competitiveness. Areva is the 
largest quoted nuclear company in the world and should be con-
sidered as a long-term investment. Besides fossil fuel producers, 
producers of hybrid vehicles will probably continue to benefit from 
high oil prices. Toyota is our favorite in this field: it will likely keep 
its solid momentum on the back of the Japanese market recovery, 
the introduction of new hybrid vehicles, and the persisting produc-
tion problems at US car manufacturers. Finally, new energies are 
also likely to remain on an upward path in the long term, as grow-
ing public awareness of oil scarcity will lead to an increase in cor-
responding demand. Solar remains a long-term investment, helped 
by its convenience ( i.e. it can be used for small-scale projects like 
single homes or large industrial complexes) yet some volatility in 
stocks like Tokuyama and Evergreen Solar might be experienced 
in the short term after their strong performance in 2005. Wind 
remains a strong investment case on the back of the expected 
deployment of several offshore wind farms in the coming years, 
more powerful than inland farms; we would remain exposed to 
Gamesa. Finally, biomass is expected to gain thanks to the ag-
gressive new ethanol plan in Brazil and bio-ethanol plans in sev-
eral European countries. Archer Daniels Midland remains the world 
leader in biomass and is increasing its investments in this field. To 
summarize, we remain positive on energy stocks going into 2006
and would recommend that investors complement their invest-
ments in energy stocks with a small allocation to selected alterna-
tive energy companies. For a detailed review of the alternative 
energy theme, please refer to the Global Investor Focus on “En-
ergy,” which we published in November 2005.
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Personal digital media: Any content in 
any device, at any time in any place

The technology sector is picking up steam; telecom and media companies are positioning themselves for 
the battle over value creation. The potential for new, individually tailored information and media services 

trying to sort out the winners from the losers and which newcomers to back.

panding utilization of digital transmission technology – as well as the 
increasing convergence of services that previously were offered 
separately via telecom, cable and information technology (i.e. the 

the basis for personal digital media (PDM

in the technology sector. In particular, the battle waged by telecom 
and media companies over high cash flows is intensifying through 

vantageous for consumers since they can determine the timing 

desired medium, in addition to the interactivity. For technology 
companies, these trends represent a challenge. From the investor 
perspective, the focus is increasingly on banking on the winner or 
loser (see Figure 2).

Flexible network opens door to opportunities

vices. In the USA,
reached the threshold of one video download per household per 

sumption in Europe will nearly triple, from the current EUR 4.4
billion to more than EUR 12 billion, by the year 2008 (see Figure 1).

just as we will be able to have global access to our own home TV,

creasingly interesting to have our own individual profile accessible 
on the network via video messaging or greeting card. This could 

sic, during our leisure time or as we travel. In 2005, an online 
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believe should be closely watched. Another company (already 
listed since 2000
bling its monthly subscribers to 285,000 last year, and Meetic 
followed suit, boosting its sales twofold in 2005 compared with the 
previous year. In view of the increasing globalization of such local 

dous growth potential. 

Competitive pressure in telecom business driving PDM
On the one hand, the digitalization of media transmission has led 

operators. Hence, telecom service providers have been confronted 

in mobile network operations. In order to boost the access service, 
companies will be compelled to carry out considerable investment 
in the near term. In this regard, the service providers also have a 
view toward reaping rewards in the long term from the trend toward 
personalized distribution of media and other content and are thus 

football matches or video libraries. So the advancing PDM trend 

Media companies battling for customers and revenues
In our opinion, personalized digital media essentially gives media 
companies merely a new form with which to distribute their content. 

independence in the course of this trend and be taken over by 

ceivable as well: for instance, in Germany, where Deutsche 
Telekom bid for the rights to national football matches competing 

tors attempting to acquire content (e.g. the rights to football games, 

fuse the unpleasant debate over who the customer really belongs 
to: the distributor, which can provide services to customers via its 
distribution network, or the media company, which can distribute 

bate, we should see an emerging battle for customers. 

PDM is a rewarding growth driver for consumer electronics 
The success of PDM as well as the pace of dissemination will also 
have a noticeable impact on the hardware industry. This, in turn, 

since PDM

name equipment will have difficulty keeping their profit margins 
stable due to the highly heterogeneous manufacturer’s market in 

this industry and not a sustained impact on earnings. Big players 

Figure 1 

Digital content distribution is growing fast
According to a study by Jupiter Research, digital media consumption 
in Europe will nearly triple from the current EUR 4.4 billion to more 
than EUR 12 billion by the year 2008.

Figure 2 

PDM evolution path
The digital revolution will compel companies to invest considerably 
in hardware and equipment in the near term. But the battle for 
customers will put pressure on prices, forcing business models to 
adapt.

Phase 1: 2006–2007 Phase 2: 2007–2010
 Investment into network quality 
and ubiquitous connectivity

 New business models arise
 Replacement cycle of electronic 
devices persists at a high level
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 Saturation of the replacement 
cycle in consumer 
electronics
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Who has not experienced such a situation: An important match featuring your 
own national football team will be broadcast live on television that evening. 
But you cannot watch it because you are traveling abroad. The hotel’s televi-
sion only offers local channels. Wouldn’t it be nice to beam yourself home 
and comfortably watch the game live on your local channel from your own sofa? 
The age of personal digital media (PDM) has dawned, allowing individuals 
access to tailor-made digital media and communications.
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like Samsung El. and Philips seem to be best positioned. The 

TV
which are also called PVRs, or personal video recorders. A PVR is 
a video recorder equipped with a hard disk instead of the original 
standard band (VCR DVD drives. The PVR recognizes the 
attributes of the user’s favorite programs and offers a selected 
program stored on the hard disk that matches his/her personal 

delayed viewing of broadcast programs. 

PDM sparks boom in NAND flash technology

equipment are benefiting from the investment boom in NAND flash 
memory technology. This latest development has paved the way for 

or mobile telephone ( NAND flash is already incorporated 
into the iPod nano and, in just a few years, will replace larger disk 
drives, for instance, in laptops (see Figure 3). Like in the consumer 
electronic space Samsung again is a leading player here. Hence, 

electronics industry – namely, the semiconductor companies – will 
likely discover that personal digital media will not be realized without 
new silicon content. This feeds through to stationary as well as 

com equipment manufacturers require new chips for new routers 
and servers. Thanks to this development, the semiconductor sector 
will be able to reduce its dependency on PC

greater production utilization, thereby joining the ranks of the few 

Telecom equipment manufacturers on convergence course
While telecom service providers and cable network operators are 

sary to remain competitive, telecom equipment manufacturers are 

panies plan to boost investment in the coming year by an average 
of 20%
and Cisco, are set to benefit the most. There will be demand for 
comprehensive solutions, in particular, which should simplify and 
optimize the use of PDM
turers such as Nokia will likely hit the market for the first time in 
2006

tic WLAN, 3G, or WiFi/WiM
move freely at will without much effort. This not only presents a 

tion. Niche players such as Tandberg TV (compromising software 

should reap rewards from this trend. 

Figure 3 Source: Samsung Electronics

Rapid rise in NAND flash storage capacity
In just a few years, NAND flash will replace larger disk drives. This 
will decrease the semiconductor industry’s dependency on PCs and 
peripheral equipment.
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Software and services: Extending the seamless mobility vision
PDM
viduals no matter where they are, what they are doing, or what 

tors, including software. Microsoft‘s efforts in the digital home are 
360, Vista, and IPTV/TelcoTV infrastructure 

software. Less well known is how Vista will serve as the glue in 
Microsoft‘s digital home strategy, enabling seamless links between 
television, PC and mobile devices. Combined with semiconductor 
advances, we believe home computers late in 2006 could make 

10 years. 

net and 3.5G mobiles in Flash, and a leading personal digital media 

segments of Internet Advertising (see our report from 22 June 
2005

The commoditization of voice/data/video
Yahoo, Google and others are rapidly commoditizing voice/data/
video services by introducing virtually free telephone capabilities, 
rapidly increasing the computing power available over the Internet, 

moditize these very large and lucrative markets – traditionally the 
home of telecommunications conglomerates? We believe Internet 

ated by lower information and transaction costs, while also seeking 

to redefine established markets in ways that direct income streams 
their way. Strong demographic and technological trends are driving 
more people to shape their opinions by online social interaction – 
something we call social networking. Whether by word of mouth or 

valuable form of advertising; they help shape trends and fads. 

working technologies help people determine what they want. Yahoo 
is tying its shopping mall of Internet services together in ways that 

tion social networking on sites such as MySpace and Facebook 

pany attention. This enhanced economic value is a major reason 
why companies such as Yahoo, Google, and eBay are rolling out 
technologies that make communication virtually costless. Enhanced 
economic transaction volumes result from lower information and 

PDM world, communication and the 

place, have been significant costs in that equation.  

Table 1 Source: Credit Suisse/IBES consensus

Tech stocks benefiting from the PDM trend
The trend in personal digital media is having an impact on nearly all value-creation chains in the technology sector, including hardware 
equipment, consumer electronics, telecom and Internet providers, software and services.

1) Hardware
Name Bloomberg Currency Price as of 

17/01/06
EPS 06E P/E 06E EPS 07E P/E 07E

Samsung 005930 KS KRW 697,000 56,000 12.45 65,000 10.72
Royal Philips Electr. PHIA NA EUR 25.9 1.6 16.19 2 12.95
Micronas MASN SW CHF 45.6 1.6 28.50 3 15.2
Alcatel CGE FP EUR 10.99 0.85 12.93 0.95 11.57

TXN US USD 32.42 1.7 19.07 1.78 18.21

2) Software

Tandberg TV TAT NO NOK 90.5 5.2 17.40 5.8 15.60
Esmertec ESMN SW CHF 25.8 1.46 17.67 2.41 10.71
Yahoo YHOO US USD 40.27  0.76 52.99 0.95 42.39
Adobe ADBE US USD 39.13 1.28 30.57 1.5 26.09

3) Special investments

Meetic MEET FP EUR 31.4 0.64 49.06 0.86 36.51
Spark Networks MHJG GR EUR 5.7 0.64 142.50 0.08 71.25
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Companies began years ago by outsourcing manufacturing processes and later outsourcing business processes 

Forty years ago, companies in the USA, Europe and Japan started 
to outsource physical production to cheaper locations, beginning 

-
sively graduating to more complex manufacturing in electronics, 

15
starting to outsource business processes, initially telephone call 
centers and later more demanding functions such as bank back 

-
tical R & D, automotive design and financial analysis (see Figure 1)

and then as these locations moved up the value ladder, it moved, 
and moved again to Malaysia, to China’s seaboard cities, to Mexico, 

is seeing Indian cities such as Bangalore finding far more produc-
tive use for their finite pools of graduates, moving them from call 
centers into, for example, high-end IT -
er-end tasks migrate to other Indian states, to China, the Philip-

-
26% 2003 and 2010

KPO
staggering 45%
through sectors and geographies offers great potential for inves-

US,

based outsourcing such as Continental, or in local suppliers and 

New wave of outsourcing
as companies grow more ambitious

The healthcare sector is just beginning to grasp the potential of the 

Service ( UK ships blood and urine samples to India for 
-

other common field to utilize Indian-based experience for reading 

been benefiting from global outsourcing for quite some time, the 

Contract research organizations (CROs -
sources are increasingly playing important roles in pharma’s R & D

 Reducing SG & A and R & D

can curb SG & A, outsourcing a greater percentage of its R & D budget 

productivity in big pharma (see Figure 1)

to bring a drug to the market have increased significantly during 

USD 400 million in 1990 to about USD 1 
-

cialization stage increased from  years in the 1970s to 
years in the 1980 -
vancements in genomics, the time to market has remained at the 



Figure 1: Physical production, business processes and knowledge processes
Labor intensive Skill intensive Knowledge content

R&D (India)

Call centers (Ireland)

Electronics (Taiwan)

Apparel (Philippines)

Textiles (Korea)

1960s 1970s 1980s 1990s 2000 2010
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Furthermore, gaining time to market can optimize a product’s po-

pharmaceuticals and biotech companies in particular tend to have 

companies often rely on outsourcing preclinical and early-stage 

Outsourcing to CROs

facility’s fixed costs ( land, buildings, equipment, a full-time highly 
-

biopharmaceuticals, CROs convert these fixed costs into flexible 
20% of big pharma’s 

-
-

USD 120 million 
-

CRO USD 11 billion (or 14% of the global life 
science R & D 14%

Outsourcing to India

country combines a sizeable population of medical professionals 
-
-
-

cient IT
execute certain steps in R & D cost effectively, particularly in data 

Multinational pharmaceutical companies are expanding R & D

100 scientists, by in-
vesting USD 10 million in a process facility to play a crucial role in 

-
Kline and Delhi-based Ranbaxy have a drug discovery and clinical 

-

-
2005

Other models for the healthcare industry
There are many other examples of services being outsourced, hos-
pital services, for instance, due to the complexity involved and the 

the USA have been relying on outsourcing their emergency depart-
ments to Pediatrix Medical Group (a US -
ing to JP Morgan, 67% of all US 
already relying on outsourcing in 2004
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R & D activity has been declining
Outsourcing saves money, boosts productivity, helps companies to
focus on core competencies and reduce the time to market. All
these are key factors for success in developing and launching new
products.
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Cost of delivering a drug
The development cost for a new drug has grown from around
USD 400 million in 1990 to about USD 1 billion today.
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Financial services: Knowledge Process Outsourcing, the next
step in mature banking to fight cost levels
Investing more in the functions that drive market success and less 
in non-distinctive areas that can be executed better and cheaper 

in the USA and Europe and customers are becoming more selec-

Deloitte estimates that the global financial industry could reduce 
its annual cost base by up to USD 16 billion – trebling current sav-
ings of around USD 5 
currently  of global headcount – far less than the  average 

-
-

high-

JPMorgan – leading in knowledge process outsourcing
in investment banking
JPMorgan currently employs 4500 JPM
Global Service Center is a typical business process-outsourcing 

JP
India to 9000 30% university degrees headquar-

-
tions, foreign exchange trading, credit derivatives and structured 

sophisticated jobs, formerly focused in the USA or good old Eu-
JP

35
In comparison to the USA, salary costs are 70% to 80%

exceptionally high and, according to some studies, staff loyalty is 
better than in the USA,
US investment banks currently employ 6000 staff in India accord-
ing to AT
2010 – in 5

 Amro is one of the most aggressive banks in business 
-

vices (GSS  Amro is targeting cost reductions of 
EUR 600 million in 2007 and EUR 750 million in 2008 -

IBM Infosys, Tata Consultancy Services, 
EUR 

IT 1500 FTE
or 30% of IT staff over the next 18 -
proach increases the cost efficiency of the bank and significantly 

Citigroup is pursuing a different strategy and has recently 
bought control of one of its major outsourcing partners, e-Serve 
International, for USD 126

4500 employees and provides 
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Time needed to deliver a drug
The average time from the pre-clinic to the commercialization stage
has increased from 11.6 years in the 1970 s to 14.2 years in the 1980 s,
and is still high today.

Low High

 High

Low

Intellectual property usage

Innovation degree

KPO: No predefined mode of reaching a solution
(e.g. FX trading, derivative accounting, sales activity, data analytics,
legal services, research)

BPO: Planned method of solving a problem issue
(e.g. data processing, call centers, IT applications …)

Figure 5 Source: Credit Suisse

From BPO to KPO in banking
The trend today is for banks to outsource knowledge work as well
as business processes, including a number of highly sophisticated
jobs that were previously done in Europe or the USA.
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EU banks’ motives for outsourcing
Competition in banking is intense, and customers are becoming
more selective and price-sensitive. Banks need to be more flexible,
provide more information services and sophisticated products –
all at a low cost.

The possible winners and losers
-

sourcing jobs, such as India or Czech Republic, due to the ensuing 

Automotive: KPO is a worry, but still needed to survive

1984,

50% to less than 20%

Jetta and Santana, is unlikely to start selling before 2009
it at a clear disadvantage to its competitors, although this should 

-

Republic and the Philippines to provide a development platform for 

There is an undefined number of small companies in emerging 
markets doing research and development that have serious poten-

2004, at the Chal-
43 Chinese-developed 

gas but hydrogen peroxide and developed by Habo Chemical Tech-

-
Habo

several registered patents for sale that might even interest compa-

Becoming specialists to defend technology leadership
-

core activities to third parties in order to increase efficiency and 

technology to their suppliers, since the regulations and specifica-

Figure 6 Source: Deloitte

Pure captive outsourcing is losing ground
Companies are tending not to use wholly owned subsidiaries,
known as “captives,” as much to outsource knowledge and business
processes. Instead, they are turning it over increasingly to local
providers in emerging markets.
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In our August 2005 issue of Global Investor, we had already alluded to the fact that investors are increasingly 
directing their focus toward the telecommunications sector in the emerging-market countries, particularly 
the growth opportunities in Africa. Especially amid a generally favorable stock-market environment, interest in 
telecom companies is also likely to prevail in 2006, with the emerging nations as the focal point of business. 
There are several reasons that speak in favor of this premise.

It is common knowledge that market penetration in the emerging 
countries is still generally very low (see Figure 1) and, as such, growth 
in the customer base is disproportionately high compared with the 
regions of Europe, Japan and the USA. In view of the low income 
levels, however, doubt could arise as to whether market penetra-
tion can continue at the same pace as in the past. In this regard, 
the trend in sales prices for mobile phones plays a decisive role. In 
the emerging countries, for example, telecom companies do not 
usually pay subsidies to customers for mobile phones when enter-
ing into service contracts. Normally, 95% of the customer base has 
service contracts with prepaid cards. But this is an aspect that 
offers promise. In our opinion, the potential for decreasing mobile 
handset prices has been underestimated. While in Europe, the 
average price of a mobile phone is EUR 150, the competition, 
process optimization and economies of scale among handset man-
ufacturers could push the price of standard mobile phones in the 

low-end business down from USD 40 to USD 30 this year. More-
over, the secondhand market should not be underestimated, where 
downward pressure on prices will likely continue. This trend should 
pave the way for access to mobile telecommunications for even 
broader segments of the population in the emerging countries.

Mobile handsets as a means of transacting payments
A second, less-recognized aspect that could accelerate market 
penetration and provide additional revenues for telecom companies 
operating in the emerging countries is the growing function of 
utilizing a mobile phone as a “digital wallet,” as well as the fact that 
SIM cards can be loaded with ever-smaller amounts of money. 
Since the banking and payment systems in many emerging nations 
are just rudimentary, new telecom product offers – for example, 
ePIN and micro-prepayment services (e.g. a service called “Tigo 
cash” ) offered by mobile phone maker Millicom – are sparking the 

Mobile telecom in the emerging
countries – the success story continues
in 2006

Uwe Neumann, Equity Analyst, Technology
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interest of more and more customers. Users can effect day-to-day 
payment transactions in small amounts simply with the correspond-
ing value of the call time loaded on a mobile handset: the buyer 
transmits the amount to the seller via SMS and/or vice versa.

Mobile people move North and “mobile money” moves South
In the USA, transmitting money via mobile phone could become 
especially popular with foreign workers there, preferring this service 
to send funds to their relatives abroad in Central and South Amer-
ica, instead of through the more expensive bank payment system. 
In 2004, the average cost of remitting USD 200 to Central or South 
America was USD 7.90 (see Figure 2). The transaction via mobile 
networks for small amounts like this is by far cheaper. Meanwhile, 
according to statements from network operators in these regions,  
“substantial” amounts of money have already been transmitted via 
mobile phone networks. However, compared with the total amount 
of remittances of USD 45 billion from the USA to Central and South 
America (source: Inter-American Development Bank ), these amounts 
still seem to be very low. In addition, since for the time being third-
party services are managing the transactions and the “Airtime cred-
it” is used for day-to-day shopping rather than for telephone calls, 
this does not generate greater revenues for telecom service opera-

handsets as a medium and the importance of telecom contracts. 
Mobile service providers could come to a point where they act like 

Investors are increasingly seeking alternatives
The lack of alternative investments in the developed countries 
could constitute a third reason for the continuation of the success 
story with respect to investments in mobile telecom stocks in the 
emerging-market nations. In the wake of the strong consolidation 
of the mobile telephone markets in the USA and Europe, as well 
as the wave of mergers and acquisitions, pure mobile telecom 
shares that are still trading on stock exchanges are now quite 
scarce in these regions. This is exemplified by the acquisition of 
O2 plc by Telefonica, in addition to the buybacks carried out by the 
parent companies Telecom Italia and France Telecom of their re-
spective mobile telecom subsidiaries Telecom Italia Mobile and 
Orange. Hence, investors are increasingly seeking alternatives 
outside the US and European regions. 

Takeover speculation spills over to emerging countries too
In particular, the search for growth by established European tele-
com companies also indicates that they will attempt to expand 
operations in the emerging countries. In October 2005, Vodafone 
boosted its stake in Vodacom (South Africa ), which led to a reva-
luation of African mobile telecom assets. As a result, the share 
prices of companies such as South Africa-based MTN or Telekom 
South Africa, which hold strong market positions throughout the 
entire African continent, have advanced by up to 20%. We expect 
further activities along these same lines in 2006, particularly in the 
Middle East, South America or Africa. The stock prices of newly 

Figure 1 Source: Orascom

Market penetration in selected emerging markets
Since market penetration in the emerging countries is still generally weak, established telecom companies are
likely to look toward these countries in an attempt to increase their customer bases. Growth and earnings prospects
for local operators are still strong.
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listed telecom companies such as Investcom ( IPO in October 2005)
or Millicom (already established as a listed company for some 
time ) will likely be driven not only by speculation surrounding 
growth, but by acquisitions as well.

Valuations high but growth prospects strong
The growth story of these telecom operators in the emerging mar-
kets is not a new one. In 2005, average share prices were up 20%
to 100% at the peak level. Therefore, compared with European or 
US peers, valuations are not cheap. The average enterprise value 
of indexed companies is 3 times sales compared with 2 times sales 
for European peers. However, due to relative benign competition 
and to the fact that 93% of the mobile customer base are pre-paid 
customers (no subsidies for handsets), EBITDA margins are on 
average 10% higher than in Europe. Taking the higher profitability 
into account, which should remain at a high level, average P/E
ratios of 18.5 for 2006E and 14.7 for 2007E are justifiable (see Table

1). Especially when valuations are adjusted for growth expectations 
(CAGR 05 – 08E), we see further upside potential for these stocks. 
In terms of PEG ratios, Investcom seems to be the cheapest stock, 
followed by Vodafone Egypt, Mobinil, Orascom and America Mov-
iles. With a PEG ratio of 1.41, Millicom seems to be the most ex-
pensive among our selected stocks. However, due to its very at-
tractive mobile asset portfolio in Latin America, Africa, the Middle 
East and Asia (Pakistan) the company should attract the most 
suitors.

Figure 2 Source:  Inter-American Development Bank

Cost of sending remittances to Latin America
Transmitting money via mobile phone could become especially
popular with foreign workers in the USA when they send funds to
their relatives in Latin America, instead of through the more
expensive bank payment system.

Table 1 Source: Inter-American Development Bank

Selected telecom stocks in emerging markets
The growth story of telecom operators in emerging markets is not new. Valuations are not cheap, but profitability is higher than
in Europe. In view of the growth expectations, we see further upside potential for these stocks.

Bloomberg Currency Price on
16/01/06

EPS 06E P/E 06E EPS 07E P/E 07E EBITDA CAGR
05–08E

PEG ratio

America Moviles AMXL MM MXN  17.72 0.62 28.58 0.82 21.61 26.4 0.82
Millicom MICC US USD 29.54 1.02 28.96 1.695 17.43 12.4 1.41
Orascom ORAT EY EGP 712 42.59 16.72 49.21 14.47 18.8 0.77

MTN Group MTN SJ ZAR 5760 435 13.24 518 11.12 14.5 0.77
Investcom INVT LI USD 15.6 0.84 18.57 1.06 14.72 26 0.57
Maroc Telecom IAM MC MAD 109.7 7.68 14.28 8.16 13.44 14 0.96
Mobinil* EMOB EY EGP 214 17.53 12.21 20.53 10.42 15.4 0.68
Vodafone Egypt VODE EY EGP 214 7.32 14.48 9.81 10.81 17.6 0.61
Telkom South Africa TKG SJ ZAR 141.5 15.67 9.03 16.24 8.71 10.5 0.83

* 36.3 % owned by Orange and 31.3% owned by Orascom
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Some countries labeled as emerging markets present characteristics more similar to developed markets, but 
are still valued at steep discounts. For example, South Korea trades at a discount of 25% to the euro zone. 
Its market has risen strongly in 2005, which we see as the starting phase of a medium-term re-rating, helped 
by higher economic growth and solid fundamentals.

Investors tend to think in established boxes. One of these boxes 
applies to emerging markets. However, things change over time, 
and the boxes should change as well. If one takes a fresh look at 
the countries in the emerging market box, one needs to ask why 
some countries like South Korea and Taiwan are still placed in it, 
when they could arguably be placed in the developed market box. 
This is even more so, since South Korea joined the OECD in 1996.
Let’s take a closer look at South Korea, which is still part of the 
MSCI emerging market index. While many investors still consider 
South Korea to be an emerging market, the structure of the econ-
omy shows a different picture. There are more computers per inhab-
itant in South Korea than in Italy, the per capita mobile phone 
usage is higher than in Germany, and the percentage of the popu-
lation employed in the service sector is in line with the European 
average. Moreover, the average literacy level is as high as in Europe, 
while more people are living in cities and benefit from higher edu-
cation. From the macroeconomic point of view, South Korea fares 
very well compared to major developed countries. Its GDP per 
capita is higher than that of Greece or Portugal, which are both 
included in the MSCI developed market index (see Figure 1).

Moreover, South Korea’s economy is showing strong momen-
tum, and has surpassed the performance of the euro zone econo-

mies, growing at more than double the pace of the euro zone in 
2005 and expected to grow twice as fast in 2006, thus starting to 
close the wealth gap to major euro zone countries such as Germany 
and France, as highlighted in Figure 1. South Korea‘s finances are 
also in better shape than those of more established economies. 
Foreign debt to GDP is currently at 19.3% versus 66% for Germany 
and 108% for Italy. Moreover, unlike countries such as France, South 
Korea’s current account shows a healthy surplus. Finally, South 
Korea has much more favorable demographics compared to major 
European economies. Indeed, the demographic time bomb that is 
about to hit the euro zone is less of an issue in South Korea, where 
the population is younger and still growing (see Figure 3).

Possible re-rating of South Korea and others
All this points to a possible re-rating of South Korea and other 
candidates from emerging markets into the developed market indi-
ces in the medium term. A re-rating is likely to provide a strong 
boost to Korea’s stock market, as the amount of global funds al-
located to developed markets is substantially larger than the 
amount allocated to emerging markets. Historically, countries leav-
ing the emerging market indices and switching into developed market 
indices have strongly outperformed in the process. For instance, 

Fine line between some emerging and
developed markets
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Portugal became one of the best-performing markets worldwide 
in the year it left the MSCI Emerging Market Index to join the 
MSCI Developed Market Index (see Figure 2).

South Korea’s strong economic fundamentals have already led 
to a re-rating of its debt. S & P has recently upgraded South Korean 
debt to A from A– in July, and Fitch put the country on positive 
watch in September. However, when one takes a look at the equity 
market valuations of these countries, one wonders why they are 
still trading at a discount to developed markets. For instance, in 
South Korea, the market trades at a discount of 25% on a forward 
P/E level versus the euro zone (see Figure 4), despite its similar eco-
nomic structure and stronger economic performance.

As investors start re-rating emerging markets like South Korea, 
the higher risk premium incorporated in valuations is likely to disap-
pear. We believe this has begun and will continue to unfold over 
the next 2–3 years. 

Another important point is that the establishment of a local 
base of institutional and retail investors constitutes an important 
characteristic of most converging stock markets. 

-
ence of the middle class allows the creation of a structural demand 
for investment products such as mutual funds.

This phenomenon is still at a very early stage in many countries 
– Koreans still keep more than half their wealth in bank deposits.

Countries introducing or extending pension systems for a large 
share of the population are creating the base for an institutional 
asset management industry, which tends to dampen the volatility 
of the local market. 

Professional asset management usually leads to a larger equity 
allocation in investment portfolios.

Corporate pensions for all company employees
Anecdotal evidence from countries, which have successfully estab-
lished a pension system such as Chile, Poland and the Czech 
Republic suggest that strong institutional demand for equities sup-
ports higher market valuations. Those three markets have traded 
on balance at a premium to global emerging markets since 2002.
In Korea, the National Pension Fund will raise its allocation to 
equities and foreign securities from 10% to 22%. Based on current 
assumptions, the Korean National Pension fund should own 7% of 
domestic equities by 2009, from 2% now. In terms of corporate 
pensions, Korea has now extended corporate pensions to all com-
pany employees.

Figure 6, which illustrates the relationship between investment 
assets as a share of GDP and stock market valuation strongly sug-
gests that both factors are positively related. Korea looks espe-
cially inexpensive on this metric, probably due to the fact that the 
allocation of total assets to equities remains quite modest. Hence, 
the development of Korea’s pension system combined with the 
attractive valuation of Korea’s market, are likely to provide a further 
boost to Korea’s stock market. On the back of all the above fac-
tors, we would advise investors to gain exposure to selected 
emerging markets that are likely to benefit from a re-rating in the 
medium term. South Korea is a good example. Other emerging mar-
ket countries like Taiwan are also likely to benefit from a re-rating 
from emerging market status to developed market status.

Figure 1 Source: Datastream

Annual GDP per capita
South Korea›s economy is showing strong momentum, and has
surpassed the performance of the euro-zone economies, growing at
more than double the pace of the euro zone in 2005.
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Performance of Portugal after joining the MSCI
Developed Market Index
Portugal became one of the best-performing markets worldwide
in the year it left the MSCI Emerging Market Index to join the MSCI
Developed Market Index.
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Figure 5 Source: Datastream

South Korea versus Portugal and Greece
in terms of relative P/E
Comparing the price-earnings ratios of different countries, one
can’t help wondering why South Korea is trading at a discount to
some developed markets.

Figure 4 Source: Bloomberg

Performance growth and 12-month forward P/E
In South Korea, the market trades at a discount of 25% on a forward
P/E level versus the euro zone, despite its similar economic struc-
ture and stronger economic performance.

Figure 6 Source: Datastream, IBES, HSBC

Market P/E in relation to domestic investment
The relationship between investment assets as a share of GDP and
stock market valuation strongly suggests that both factors are
positively related. The allocation of total assets to equities in South
Korea is fairly modest.

Figure 3 Source: The Economist

Demographics
Increasing population and urbanization is leading to greater
consumption and economic growth, helping South Korea to close
the wealth gap to countries such as Germany and France.
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President Yudhoyono’s policies have helped to stabilize the political situation in Indonesia, and are 

are on the rise, and the economy is becoming consumption-driven.

Over the last five years, Indonesia has gone through an IMF struc-
tural adjustment program (1998 – 2003), entailing a big decline in 
its public debt to GDP

of the exchange rate. Financial sector reforms have enabled the 
banking system to start functioning again. By 2004, the economy 
started recovering on a sustained basis through consumption-led 

-
sumers, in contrast to the corporate sector lending that dominated 
in the pre-Asian-crisis era. Investment spending started to recover 
firmly in 2005, primarily for replacement capital spending and ex-

stiff competition from China and other emerging markets and is 

the pre-Asian-crisis era, exports drove investment spending and job 

2006

catalyzing inflation hitting both consumer and investment spending, 
as nominal interest rates remain high. Defensive sectors such as 

2006
2007

services, consumer durables and public infrastructure spending. 

Recent political developments are steps in the right direction
In December 2005, 13

-

-
ther victory in the president’s battle against Indonesia’s old prob-
lems: corruption, high unemployment, and separatist violence. 
Most of these problems have their roots in the General Suharto era 
and the General’s immediate successors did not really manage to 

1998. President Yud-
-

50%, although some of the measures Yudhoyono has put in place 
are far from popular. His government, furthermore, is intensifying 
the campaign against extremism in the most populous Muslim coun-
try. So, the questions that come up are: is this the turnaround of a 

220 million citizens, representing a great investment 
opportunity? Is it time to get back into Indonesia? 

FDI flows have picked up
Foreign direct investment (FDI USD 2.6

Asian crisis era and compares to USD 1 billion in 2004 and USD – 
597 million in 2003. Prospects in the medium term are unclear. 

FDI -
-

ident’s policy reforms designed to improve the investment climate and 
1H

2006; if momentum doesn’t pick up, then the prospects for FDI
may not be that encouraging. 

Indonesia: Are we looking at a
turnaround?
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Catalysts for growth in 2006: Sector beneficiaries
2006 evolve around (1) increased infra-

structure spending; (2) seeing headline CPI inflation brought rap-
idly under control; (3) interest rates peaking soon; (4) the ex-

being able to begin to rapidly improve the investment climate; (6) 
subsidies for education and health; (7) continuation of the cash 
transfer scheme to the poor; (8) increased bank lending to SMEs;  
and (9) investment in rural infrastructure. 

After the economy fully absorbs the negative impact from higher 

to the latest cycle):

energy such as coal and natural gas should go up. It is more than 

Construction and building materials: Public spending should 

cement). Better infrastructure may also boost property prices to 
some extent.

numbers may mean higher net interest margins.

spending.

investment activities in the second half of 2006
on sectors like telecoms, automobiles and food.

Time to get back in? We would wait a bit longer
So the question remains – is this a good time for a re-entry into 

there could still be some macroeconomic volatility to come, so 

could be via Indonesian local currency bonds. 

P/E of 9.1
18 months, having 

period. It is true that this P/E attractiveness is still subject to mac-

Indonesia’s P/B -
ly during 2005, taking it back to the five-year average. 

pushing the economy and tackling security issues. If the presi-
dent’s measures do not actually succeed in addressing Indonesia’s 
major problems, an investment in this huge country might not be 

investors should be ready to jump in if the turnaround proves sus-
tainable. So, keep an eye on Indonesia!

The foundations for growth have been laid. Can Indonesia sustain
political reform and increase economic momentum?
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