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= Markets bounced sharply while the
economy was still declining.

= The initial bounce reflected polarised
valuations and normalising credit markets.
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= Since July, the second bounce has
reflected improving forward economic
indicators.

= History suggests that an easing recession
is the most rewarding part of the cycle.

= The recovery may persist, but the longer-
term economic climate is uninspiring.

www.principalinvestment.co.uk

Recovery, x
what recovery?
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A question that we have often been
asked in recent months is: “Why is the
market recovering so strongly while
the economic news remains so bad?”

Even allowing for the fact that
markets anticipate events, the rally has
indeed sometimes seemed difficult to
reconcile with the news around us.
The market has risen by nearly 40%
since its low point on March 9, in the
face of a seemingly grim backdrop.
Moreover, the sharpest part of the
rally was in the first 8 weeks, yet
through the Spring many of the
economic indicators continued to be
worse than expected.

Official figures for UK Gross
Domestic Product (GDP) in the second
quarter of 2009, for instance, showed
a decline of 0.8% when most analysts
had been expecting a fall of about
half of that figure.

Meanwhile unemployment is rising
more rapidly than for many years
and company profits are falling.
Furthermore, the state of the national

budget has deteriorated sharply, with
the deficit now forecast to be up to
14% of GDP next year.

To answer the original question one
needs to bear in mind the context of
the bear market at the end of last year,
and also recognise how globalised
markets have become. Markets fell

in response to a banking crisis that
dislocated credit markets in a way
that had not happened for at least
a generation. In turn the global
descent into recession came with
unprecedented speed, and the shock
led to stock markets around the
world falling to levels which reflected
a rare crisis of confidence.

Share prices by the start of March
were reflecting the fear that parts of
the global financial system were on
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the verge of collapse. As the chart on
the previous page shows, the UK
market sold at levels not seen in recent
history. The initial bounce in March
and April chiefly reflected the
recognition that the worst fears were
not going to be realised. The banking
system was not going to need to be
fully nationalised, and credit
availability did steadily improve
through the Spring. Share prices were
already discounting an unusually
severe recession, so confirmation of
this fact did not prevent a ‘dead cat
bounce’.

That initial rally lasted until early
May. For two months there followed
a consolidation, in which the market
traded in a narrow range; but from
the second week of July, there has
been a renewed and sustained rally.
This was based on the hope that the
economy is recovering, and we thought
it would be helpful to explain why we
think this is happening when most of
the news remains so lacklustre.

International equity markets are
increasingly correlated, and most of
the UK’s largest quoted companies
actually derive a relatively small part
of their profits from their UK
operations.  GlaxoSmithKline and
Royal Dutch Shell, for instance, are
not much affected by UK demand; and
the likes of Rio Tinto and BHP Billiton
have an even more international focus.

So indications that the global
economy was at least contracting
more slowly than it had been was a
catalyst for an improvement in
sentiment. Chinese GDP, which is
particularly important because China
is responsible for at least a quarter of
global economic growth, never fell
below 6% and started to improve early
in the Spring. Preliminary figures
suggest that it is now growing at 8%
again. Hence the recovery in oil and
other commodity prices - and the UK
stocks which are reliant on them.

Certainly the UK economy
remains one of the most sluggish
among the main G7 economic powers.
A wide range of studies have all
concluded that we will be one of the
last to emerge from recession, but
even here many leading indicators
are now suggesting that things are
now improving. For instance the
Purchasing Managers Index (PMI),
which measures confidence in
different sectors and tends to give
a good indication of trends 6-9
months hence, suggests that the
services sector will grow
significantly next year. Even the
contraction in manufacturing, it
suggests, will soon come to an end.
Continental European and US leading
indicators usually paint a slightly
brighter picture.

Meanwhile retail sales were
actually 3.3% ahead of the same
month in 2008 at the last report, and
house prices in some parts of the
country are also showing tentative
signs of improvement. This is not to
suggest that the economy is bathing
in blazing sunshine, but the storm
clouds are receding.

The history of previous bear
markets shows quite clearly that the
economy does not need to be growing
again for the market to recover.
Indeed the most profitable part of the
cycle for investors is usually around
the time that the speed of decline starts
to abate but the economy is still
contracting. Obviously, this Summer
seems a classic case in point.

There is an obvious danger that the
process of travelling will be more
enjoyable than arriving. UK house
prices remain high by international
standards. They may be vulnerable
when interest rates eventually rise,
the more so since consumer debt as a
proportion of net worth is at an all
time high. Surely also, our continuing
heavy reliance on financial services is
not the positive it seemed to be earlier
in the decade. Meanwhile the level
of Government debt will inevitably be
a constraint on economic growth,
whatever mixture of spending cuts and
tax rises is chosen to address it.

So the UK’s economic growth in the
medium term may not sustain the rise
in company profits and dividends that
we have been used to for many years.
However the optimism that lies
behind the current recovery in the
market does have a coherent basis to
it for now. History suggests that
these rallies wusually persist for
rather longer than the life of this one
thus far; and that investors should, for
now, stay on for the ride.
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Corporate
bonds

During 2009 private investors have
poured tens of billions of pounds
into a market that had hitherto
largely been the preserve of
institutional investors: corporate
bonds. These bonds have indeed
been rewarding; many have
produced capital returns well into
double digits this year, without
anything like the volatility inherent
in equities. They also offer annual
yields much higher than can be
obtained from most shares. So we
thought it is timely to explain the
reason for their appeal, and what the
risks are.

Corporate bonds have many
similarities with the more familiar
Government bonds, better known as
‘gilts’. They are debts on which the
issuer generally pays a fixed rate of
annual interest and they nearly always
mature at 100% (par) at a specific date
in the future.

private investors this year.

5 specific risks.

e Corporate bonds have provided excellent returns for many

e They carry less volatility than equities.
= Spreads have been at historically unprecedented levels.

= Value still seems present, but investors need to understand
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Owners of the debt are not
shareholders, but they rank before the
shareholders both in the event of
default and for annual interest and
dividend payments. Issuers vary from
public utilities and multi-national
institutions to industrial and financial
companies. The market is a highly
international one, and the Sterling
market is by no means restricted to
UK-based companies. Many leading
American and European companies
have a wide range of Sterling-
denominated corporate bonds, and
many UK ones have Dollar or
Euro-denominated bonds, as well as
Sterling ones. HSBC, for instance,
has no fewer than 6800 different
international bond issues alone!

Investors almost always assume
implicitly that the risk of the UK
Government defaulting on its debt is
essentially non-existent. This absence
of covenant risk means that the yields

on gilts are less generous than for
riskier assets; indeed most investors
use gilt yields as the benchmark for
‘risk-free’ returns. Because corporate
bond payments are unsecured and
dependent on the ability of the
company to pay, they carry covenant
risk. This is reflected in their yields,
which are always at a premium to gilt
yields - often modestly so for the
strongest companies, but markedly for
those with lots of debt.

The reason for the recent interest
is that those yield premiums over
gilts, or ‘spreads’, rose last year in an
almost unprecedented way. Risk
aversion affected not only the stock
market, but all asset classes. At one
point spreads seemed to be assuming
default rates far in excess even of
what happened in the Great
Depression of the 1930s. Just as
perversely, several corporate bonds
have offered yields higher than the
dividend yields on the same
companies’ shares, when the
dividends were under threat from
falling profits. This obviously made
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no sense, as interest payments would
be made before dividends.

So far in 2009 returns have duly
been excellent. Those that lack the
expertise or the trading platforms to
buy individual bonds can avail
themselves of a number of funds
managed by expert fund managers. As
one would expect, they have also
generally performed well this year.

While the best of the opportunity
may have passed, many bonds do still
look attractive. Spreads remain at the
top end of their normal range;
historically, the spread of the corporate
bond index over the gilt index has
been a little over 1%, but even after the
recent recovery it remains around 3%.
For so-called ‘junk bonds’ spreads are
very much higher still. The chart
below shows the spreads over gilts of
‘investment grade’ bonds of different
ratings over the last ten years.

Interest rates are at their lowest
level since the Bank of England
was formed in 1694 and the most
widely used measure of inflation, the
Retail Price Index, is lower than it has
been since the 1950s. So yields on
gilts of short maturity are almost
paltry, but it is quite easy to find
yields of around 6% in corporate
bonds of longer duration without
seemingly assuming undue covenant
risk. Indeed, especially in financial
sectors, yields are often significantly
higher than this.

However investors do need to be
aware that there are five particular
risks involved in investing in
corporate bonds, the first three of
which do not really apply to gilts.

First, there is the most obvious and
fundamental risk that the issuing
company is unable to pay the interest

on its bonds or ultimately repay the
principal sum. In normal economic
times this is, thankfully, quite rare for
investment grade companies. Default
rates for even the most lowly rated
‘investment grade’ bonds rarely
exceed 5%, and are of course
normally very much lower for AA
and AAA-rated bonds. But the likes
of Northern Rock, Woolworth and
Lehman Brothers show it must not
be taken for granted that household
names can be always relied upon.

The second, much more frequent
but less serious, risk is credit rating
risk. There are three agencies that

analyse and rate the financial
strength of all significant bond
issuers - including governments.

While governments’ ratings change
quite rarely, it is common for
corporate issuers’ ratings to change.
This often has an immediate effect
on the yield that investors require.
So a downgrade results in a fall in
the value of the bond. This will not
by itself affect the ultimate
repayment, but in the short term it
can significantly erode returns.

The third pitfall, which is currently
much more significant than those
new to this market will expect, is
liquidity. Many corporate bonds can
only be traded in blocks of £10,000
or even £50,000. More importantly,
throughout 2009 it has frequently
been difficult to trade even well
known bonds at all, at least without
taking prices which negate the surplus

Bond Yields - to 31 August 2009

return over a gilt. While liquidity
may improve as financial markets
continue to stabilise, bid-offer spreads
will never contract to the level of gilts.
Certainly, at the moment this is an
issue that investors absolutely must
not ignore.

The other two risks also apply to
gilts, although the volatility of
corporate bonds will tend to magnify
them. These are known as term risk
and interest rate risk. Term risk can
be compared to the power of a
magnet; a bond with a sound covenant
in the last year or two of its life will
trade in a narrow range around par,
whatever happens to markets: but if
many years remain to maturity the
bond may be volatile, irrespective of
the security of the covenant. A whole
range of economic and corporate
factors can affect its valuation. Last
Autumn showed luridly how severe
the volatility can be.

The most likely culprit for that
volatility is the final risk: interest
rate risk. The level of interest rates
is the single most important
determinant of the price of a bond
with a sound covenant, for there is
no absolute level at which a bond
offers value. Clearly, if one can
obtain 10% on a bank deposit, no-one
is going to buy a bond yielding 6%:
but if, as now, interest rates and
inflation are almost nil, a 6% yield is
most appealing. Bond prices will
adjust, sometimes sharply, to reflect
those parameters.
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It is emphatically not true that two

bonds issued by the same company

Finally, there are a number of offering the same coupon and
practical considerations that private
investors also need to be aware of.
One is tax: most directly held
corporate bonds are exempt from
Capital Gains Tax, making the recent
rally all the more attractive for
taxpayers. But there can be Income
Tax traps for the unwary, especially
where the issuer or fund provider
has overseas domicile. = Another
consideration is that the small print
of a bond’s terms can sometimes have
a significant impact on its valuation.

Recent events in markets have obviously caused many people great
concern about their savings. Not only have capital values fallen, but yields

i n a C h an g ed from cash have for now virtually disappeared as well.

Worl d Many of you are telling us that you feel worried about achieving the

returns on your capital that you need, and have come to expect, if you are to
live comfortably in the future. Indeed this seems to have become the
prime concern for most people, in a way that it has never been in the
past. It seems clear that once recession fades economic growth will be
slower than we have been used to, and confidence is not helped by the
many stories in the press about rising taxes, and the behaviour of politicians
and bankers.

Supporting you

There is now a greater focus on recovering and protecting capital than in
taking risk to maximise growth opportunities. We are acutely aware that
you will be looking to us more than ever to come up with solutions to this.
Those close to retirement are especially concerned about the state of their
pensions, however well funded they seemed a couple of years ago.

There are no easy solutions, but we have been working hard in the
last year to address the most pressing part of the problem. We have
significantly enhanced our expertise in fixed interest markets by
recruitment. Partly as a result we have been able to pay more attention to
corporate bonds, which still often yield 5-6%, and can now base portfolios
around these assets.

We are also in the process of developing a new “Defensive Portfolio”.
This will invest primarily in low risk fixed interest assets, but will also be
diversified into other assets with low volatility and correlation to stock
markets, such as gold. While there is no value in holding cash at the
moment, we would of course consider it again when interest rates recover.
More radically, we have also developed a new “Targeted Return” service,
which aims to provide specific long-term returns without the volatility
inherent in equities, by investing in a much wider range of assets than
we have invested in before. This includes gold, other commodities,
“alternative” assets and property.

You may rest assured that we continue to look pressingly into other
ways in which we can provide for your needs in the more difficult
environment in which we find ourselves.



in finance and investing following a
series of free Financial Literacy
seminars put on by Principal for LOT
students. He was inspired and took an
interest in wanting to work in the City.”

It’s a refreshing change to hear

@ | positive stories about the young people

Principal in the
community

Regular readers may recall that our
staff have worked with the Leaders of
Tomorrow in Peckham since 2007.
We were delighted to hear from Vallin
Miller, the programme leader, who told
us: “We have been working with
Monsuru Alasi and Micheal Williams
since they were 14. Monsuru has won
one of 30 places to Brazil under the
Prime Minister’s Global Fellowship
programme... for a 6 week work
placement with international firms.
Micheal Williams has been offered an
internship with the Royal Bank of
Canada, working with Traders and
Stockbrokers in the City, during the
Summer. Micheal first got interested

# | in that tough part of London, and

rewarding to think we have played
some small part in it.

We are very grateful to all those
who took part in a satisfaction survey
earlier this year. Overall the results
expressed were very encouraging.

Our clients rated our staff very
highly on a number of key factors,
including:  knowledgeable  and
professional  staff; approachable
portfolio managers; responsive and
easy to contact; keeping errors to a
minimum.

As you might expect, given the
timing of the survey, a number of
clients expressed some concerns
about the impact of markets on their
portfolios. As a result we are looking
at ways to keep clients better
informed in the future. We are very
proud of Principal’s service ethos and
are keen to improve your ratings of
our performance still further.

As our London office is a close
neighbour to St Paul’s, we have become
a corporate partner of the Cathedral

Foundation. This contribution to the
building’s future means we can
sometimes obtain special access for
clients to Cathedral events. If you

would like to be kept informed of any
such opportunities, please contact your
Investment Manager.

St Paul's images courtesy of Peter Smith/St Paul's Cathedral

In the last Bulletin, we announced
Principal’s sponsorship of a couple
of student places in the Summer
workshop of the youth production of
‘Footloose the Musical’ at The Stag
Theatre in Sevenoaks. We are
pleased to report that our support has
paid dividends. As Jill McGrogan, the
producer, commented: “It was a huge
critical and box office success and
due to sponsorship obtained from
yourselves we were able to offer
scholarships to the most talented
students who would otherwise have
been unable to afford to attend.”
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