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The economy

The enormous fiscal stimulus packages, as well as the
life support provided by central banks to the financial
system, have worked. The ‘bottoming out’ of the global
economy is now behind us and the current situation can
be described as a financial ‘El Dorado’ for stock and credit
markets. Globally, growth is on the rise and around the
world we see very loose monetary and fiscal policies.
The Asian economies have been the first to turn around
and these are expected to contribute positively to global
growth in the time to come. In the beginning of October,
the IMF raised the outlook for the global economy. The
IMF now forecasts global growth of 3.1% in 2010, up
from its previous growth forecast of 2.5% posted in July.
However, the IMF still stresses that the crisis is not over
yet, and this is particularly the case for the Western
economies. The hard work of clearing out the banking
system is not yet over, but the process seems to be at a
more advanced stage in the US banking sector.

The table below shows the real returns for equities and
government bonds in different economic climates follow-
ing financial crises in the US economy since 1925. Low
growth and headline inflation means below-trend growth
and inflation. Quite surprisingly, it can be observed that
the scenario with low growth and low inflation actually is
the ‘best’ one for the financial markets in terms of returns.

Equities Long-term Short-term
bonds bonds

Low giowth 11.4% 10.1% 2.8%
and low inflation

High growth 10.6% 52% 13%
and low inflation

High growth ® o _REE
and high inflation S L s
Low growth -1.9% 5.0% 1.7%

and high inflation
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This is the reason why the current financial climate may
be described as an ‘El Dorado’, even though many people
do not experience the current situation as particularly
favourable.

Accordingly, high inflation stands out as the primary risk
for the financial markets. If inflation can be kept un-
der control, the outlook for the credit and stock markets
remains positive since low inflation will allow central
banks to keep interest rates low. Low short-term inter-
est rates dictated by central banks will also help banks
to rebuild their capital base following the credit crunch,
since the banks will also be able to borrow funds at a low
interest rate and then place the money in the bond mar-
ket to receive a higher yield. This is what happened in
the Japanese banking sector some 20 years ago.

When it comes to inflation, therefore, it is important to
note that the unemployment rate in the Western world
continues to rise. In the US, unemployment is expected
to break the 10% mark in 2009. In Europe, the forecast
is almost equally gloomy. However, high unemployment
means that salaries and wages will not add to the head-
line inflation in the near future. The areas were we may
see an inflationary pressure is within raw materials since
the lack of investment there during the credit crunch may
create bottle-neck problems going forward. All things be-
ing equal, however, we have low key lending rates in
store for us, which will help sustain the progress of credit
and stock markets.

Returns

The outlook for improved growth, the liquidity injections
provided by central banks, the recognition that credit
markets had substantially overrated the default risk
among companies and, finally, a huge amount of cash
on the sidelines are all factors that have contributed to
the normalization of the credit markets.
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Even though we have stated several times that credit
bonds were priced down too far during the last year,
we are surprised by the pace of the normalization.
Consequently, it is only natural to reflect on the situation
and ask the following questions:
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Why have credit bonds produced such high returns? Is
the performance based on rational factors or is it just a
new bubble? Have high-yield bonds gone from being
the bargain of a lifetime to being on the expensive side?

In the autumn of 2008, forced selling in the wake of
Lehman'’s collapse left the credit markets extremely over-
sold. When prices were at their lowest, the market had
already priced in default rates of more than 20% in the
coming years. In other words, the point of departure for
the calculation of the 2009 returns was extraordinarily
low. Consequently, one cannot conclude that high-yield
bonds have now become expensive or that we are see-
ing a new bubble in the market just because we have
witnessed a credit rally in 2009. Moreover, we have seen
many companies issue new shares/sell off activities in
order to reduce debt. Such initiatives have reduced the
default risk substantially, which also explains why high-
yield bonds have produced higher returns than equities
in 2009. The high returns of high-yield bonds are, in
other words, rooted in fundamentals and cannot just be
explained by improved liquidity conditions in the market.

When looking at the general market, high-yield bonds
now seem to be reasonably priced in terms of the default
risk. If the market is to gain further, we have to see lower
default rates. This is exactly what we should expect for
2010 and 2011 as the global economy returns to growth.

However, not everything is cheap. In our view, the CCC
segment now contains many examples of bonds that have
become too expensive considering the underlying credit
quality. Among the higher-rated bonds we do, however,
still find good value in terms of being compensated for
expected losses as a result of defaults. Accordingly, it is
still possible to find bonds in the BB-B segments offering
excess yields of 5-10% when compared with the risk-free
yield. These excess yields ought not to be more than 2-6%.

What should we expect of high-yield bonds in the future?

This depends on both the macroeconomic trends and on
the focus of companies. As for the economy, we have
reason to be optimistic in the short to medium term. In
terms of companies’ focus, investors should be cautious
(see the illustration below of the credit market cycle)
when it comes to companies with a high credit rating,
hunting for target companies to buy up and/or under
pressure from shareholders to stimulate the share price
by paying out dividends etc. From time to time, we see
examples of companies going to the credit markets to
raise capital in order to distribute dividends to sharehol-
ders and management. We do not invest in these kinds
of bond issues. Or, to put it in another way: we do not
give loans to companies just for management to fill their
pockets.



REPAIR (2H08-09)

Balance sheet repair, rights issues to repay debt,
focus on cash generation/survival. A new bull
market underway.

Credit Better than Equity
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(2010 onwards) RECOVERY

Broader M&A cycle starts gradual upswing.

mahrket is Central banks begin to take back policy stimulus.
ere
Both Equity and Credit UP
2

Clock

Both Equity and Credit DOWN 4
DOWNTURN (2H07, 1H08)

Recession. Attempts to delever foiled by falling
asset prices. Continued bear market for credit.
Equities enter bear market.

Relative returns

The fund has made it out of the crisis on top and, when
looking back on previous years, the net asset value has
never been higher than here at the beginning of the
fourth quarter. We have been able to post high rela-
tive and absolute returns because the fund has had no
defaults and because many of the portfolio companies
that were heavily oversold - either because they were
small caps or because they belonged to the wrong sec-
tor — have now returned to favour. In our Q1 Letter to
Shareholders we stated that this catching up for the fund
would occur when we reached the bottom of the busi-
ness cycle. However, we are determined not the rest on
our laurels and we still see many interesting opportuni-
ties in the market. Our yield-to-maturity of 12% is still
very attractive, both in absolute terms and relative to
other asset classes.

The future

The global yield curves are very steep. We define the
yield curve as the difference between a 10-year bond
and the three-month interest rate. Historically, steep yield
curves have signalled significant earnings growth in the
companies — which is not unlikely considering the extent
to which companies have cut costs to the bone, com-
bined with the extent to which demand is increasing.

Higher-rated, less
X cyclicals names
he Debt- " might be here
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Equity Better than Credit
(2006, 2007) EXPANSION

Margins peak, leverage rising,
FCF falling, volatility rising,
M&A/LBOs more speculative.
Credit bear market starts,
equities still in bull market.

A steep yield curve signals high earnings growth ...
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As earnings rise in companies, we should expect to see
merger and acquisition activity pick up. This will be in line
with the observations of the past 20 years. Another fac-
tor in favour of increased activity is the re-opening of the
credit market. Large-cap companies with high credit rat-
ings can achieve long-term financing at very low interest
rates in today’s credit markets (the risk-free yield is very
low). When they are able to raise capital at interest rates
of 4-5%, some of these companies may be tempted to
engage in buy-out activities. We have already seen Kraft
placing a bid for Cadbury.

... Higher M&A activity in the wake of increasing
earnings - grist to the mill for investors.
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When it comes to returns, increased M&A activity will
benefit owners of cheap companies since we can as-
sume that the acquisition interest will primarily be di-
rected at cheap companies. This expected trend argues
for investing in either value equities or high-yield bonds,
depending on the preferences of the individual. For 2010,
we expect a positive return of about 10%. High Yield
Value Bonds will still focus on companies with relative-
ly strong balance sheets and with a strong focus on
deleveraging. We will not end up chasing the most risky
credits simply in order to look good in performance charts.

Yours sincerely,

Klaus Blaabjerg
Senior Portfolio Manager
8 October 2009

Sparinvest Value Bonds-Team

Klaus Blaabjerg Sune Hgjholt Jensen
Senior Portfolio Manager Senior Portfolio Manager

Toke Hjortshagj
Analyst

The mentioned sub-fund is part of Sparinvest SICAV, a Luxembourg-based, open-ended investment company. For further information we refer to the
full and/or simplified prospectus and the current annual / semi-annual report of Sparinvest SICAV which can be obtained free of charge at the offices
of Sparinvest or of appointed distributors together with the initial statutes of the funds and any subsequent changes to such statutes. Investments
are only made on the basis of these documents. Past performance is no guarantee for future returns. Investors may not get back the full amount
invested. Investments may be subject to foreign exchange risks. The investor bears a higher risk for investments into emerging markets. The indicated
performance is calculated Net Asset Value to Net Asset Value in the fund’s base currency, without consideration of subscription fees. For investors in
Switzerland the funds’ representative and paying agent is RBC Dexia Services Bank S.A, Zurich Branch, Badenerstrasse 567, P.0. Box 101, CH-8066
Zurich. Published by Sparinvest, 28, Boulevard Royal, L-2449 Luxembourg.
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