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Update Finding the ‘sweet spot’ in 2012
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Global, real economy businesses are in a strong
financial position — and paying high absolute yields.
If you are looking for an attractive, lower risk return
in 2012... follow the money

Every economic cycle is different. A characteristic of the developed world as we now know it
is huge state debt. A significant proportion of this was accumulated bailing out banks, which
had become bloated through a prolonged episode of expanding credit to consumers and to
small and medium-sized businesses.

States and banks have become locked into an uneasy but apparently inescapable patron-
client relationship, struggling to cope with debt on one side and inadequate capitalisation on
the other. Their own clients, individuals and small and medium-sized enterprises, are being
forced to bear the cost through higher taxes, as governments seek to raise revenues, and
stringent credit conditions, as banks cut back lending, whether for mortgages or business
finance.

The only segment of the economy outside the vicious circle is large corporations, which have
been able to shift their operations to economies with the lowest costs and their sales to
regions with the highest growth. In many cases, they are in command of significant free
cash-flows and increasing accumulations of retained earnings.

In the past, investors looking for safety moved first to financials and, when things got really
weird, into governments. Is it time to stop rushing for refuge into burning houses? Should we
not reverse our thinking and follow the money? The evidence would suggest that it is the
‘real economy’ — large businesses with a manufacturing base or a meaningful service offering
— that is most likely to provide reliable real returns over the medium to longer term.

One example, from a corporate bond point of view, might be GE Capital. One of its current
bonds is A+/Aa3 rated, callable in September 2017. Denominated in sterling, its current yield
is 9.7% which, discounting the latest CPI figure of 4.8%, leaves a real yield of 4.9%. This is a
company with a net income in 2010 of USD11.6 billion and an earnings to interest cover of
nearly 10 times. Compare that to a 10-year gilt yield of 2%, which on the same discount for
inflation gives you a real loss of 2.8%.

Where will it end?

It is possible that we will move to a deep global recession and that the benign conditions
being seen by global corporates will reverse. It is possible, but unlikely. At a macro level, the
two key current issues are developed world government debt and developing world inflation,
especially in China, of which inflation in the UK and US is in some measure a knock-on
effect. On this basis, the most probable medium-term future will be a variation on one of two
scenarios:

° Limited recession in the eurozone or more broadly through western Europe, with a
slowdown in recovery in the US and Japan but continued higher rates of growth in
emerging markets
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e More generalised global slowdown — but not recession — again with the US less affected
and emerging markets relatively robust

In almost any scenario — other than a rapid return to global recovery — there is likely to be a
degree of disinflation (that is, low or falling inflation) through the short to medium term. If
there was a serious recession, the current strong financial position of global non-financial
companies would provide a meaningful shield, quite probably more effective than anything
available to our vastly-indebted governments.

In either of the more likely scenarios, large corporations could be expected to prosper — as
they would in a rapid recovery — and by historical measures the real return on their bonds
would be among the best-performing assets. Given they are already in good financial form,
even a low level of growth should keep down default rates, while disinflation means that, in
real terms, each coupon is worth a little more than the last.
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