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Global Perspective – n°40

Investors  are  worried  about  the  possibility  of  a  US  economic
slowdown.

The US economy is indeed slowing down, but that is GOOD news !

It is GOOD news for stocks and bonds.

1. The economy and corporate profits

If you look at the broad picture, for the last three years, the world economy has systematically
performed better than generally expected. 

Admittedly, three years ago, just before the Iraq war got going, the economic picture was bleak and
expectations were low. So, the sceptics would say, from such a low base, beating expectations was not
a hard thing to do.
Nevertheless, with the exception of the Eurozone, the world's economic performance over the last
three years has been impressive. 
Even  more  important  for  us,  corporate  profitablity,  the  result  of  growth  and  spectacular
productivity improvements, has been nothing short of phenomenal.

If you go back and read our Global Perspectives over the last four years, this is exactly what we had
been expecting and what we had based our investment strategy on.

As from last year, we have been very vocal about the, until then, disappointing Eurozone, which we
expected to start improving. 

The picture which is emerging today is the following:
 
– the US economy is bound to slow down, as it is facing higher interest rates, higher energy

prices, overleveraged consumers, some major imbalances (budget & trade) and as main suspect, a
weakening housing market.

– the European economy is picking up nicely,  as it  is  still  basking in  low interest rates,  an
improving and increasingly flexible labour market, eager and underleveraged consumers, a pick-up
in  capital  expenditures.  European companies  are still  increasing  productivity,  they are export-
oriented and cash-rich.

– Emerging markets like Russia, China, India, Brazil  are in much better shape than the recent
volatility  might  suggest.  Strength  in  commodity  prices,  including  oil,  has  led  to  some  great
improvements in their public and private finances.

A slowing US economy and a strengthening Euro economy is EXACTLY WHAT THE DOCTOR ORDERED !

In typical  contrarian style we think that as soon as signs of  a slowdown in  the US economy will
materialize, interest rates will stabilize (possibly decline) and stockmarkets will react very positively.
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2. Inflation and Interest Rates

Again the broad picture: as you can see from the below graphs, we have been in bear market in bonds
(higher rates, lower bonds) for nearly three years in the US and for one year in Europe, which is
exactly what we warned against, as interest rates had reached their lowest levels since WWII. 
 

10yr Us Govt bond yield  - last 5 years 10yr Euro Govt bond yield  - last 5 years

We saw not much value in bonds, except very selectively in corporates and, of course, in inflation-
linked bonds as a fundamental and structural hedge against our eternal enemy: inflation.

Much has been said about the (possible, probable, certain, hidden, delayed, ...) resurgence in inflation
and inflation expectations. Combined with the worries about an economic slowdown, investors are said
to be afraid of stagflation.

Reality is somewhat different, as you can see from the table below, inflation expectations in Europe are
barely above 2,25% and around 2,75% in the US (which is obviously too high for the FED's liking).
These expectations have gone up, but by no more than 0,25% over the last six months, certainly not
indicative of a renewed inflation scare.

Europe - Euro 

Nominal Bond
Yields

Real Infl.-linked
Yields

Discounted
Inflation

5 years 3,85% 1,71% 2,14%

10 years 4,10% 1,91% 2,19%

30 years 4,37% 2,03% 2,34%

USA - USD

5 years 5,23% 2,62% 2,61%

10 years 5,24% 2,67% 2,57%

30 years 5,28% 2,53% 2,75%
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You will not be surprised to hear that we stick with our long-term low-inflation view of the world.

We are convinced the FED is not happy (nor should they be) with inflation expectations above 2,5%.
A US economic slowdown should bring these expectations back to the 2% levels. This is very clearly
what Mr Bernanke is and should be working on !

Nor should the ECB be satisfied with expectations above 2%. They should and will continue to tighten
monetary policy till expectations go back below 2%.

As such, we think the creeping bear market in bonds, has slowly but surely reintroduced value in
bonds, especially in the US with long government rates at or above the 5,25% level.
Our Bonds at Work fixed-income fund currently yields 5,60% (before management fees and taxes) till
an average maturity of 7 years (5,8 yrs duration).

3. Asset Valuations

“Everything we do and don't do at Capital at Work, has to do with VALUATIONS”. That, by the way, is
why we are VALUE INVESTORS.
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This is obviously a very important illustration as it shows the basic “asset allocation” choices
investors are confronted with,

– the blue area is the “real” return from inflation-linked bonds, currently at 2% in the Euro
zone,

– the red area is the nominal return on classical government bonds, currently at 4% in Euro,
– the  yellow area  is  the  “expected”  return  on European equities,  based  on expectations  of

current and future earnings. Our current best estimate stands at 12%.

The above macro-data are completely in line with the valuation work we perform on individual
stocks, where we see a lot of stocks which are substantially undervalued.

We see clear and present value in equities !
The continued boom in merger and acquisition activity shows we are not alone in seeing value
here.

We see little value in bonds !
We see merit (not much value either) in owning inflation-linked bonds, as a hedge against our
eternal enemy: inflation. 

4. We don't invest in the economy, we invest in businesses!

The  businesses  we  invest  in  for  you  did  quite  well  (we  are  talking  about  their  operations,  not
necessarily about their stockprices) since the beginning of the year.

Here is a summary of our investment cases and most recent corporate news of our biggest holdings: 

VINCI – 80 Euro: The share price has been supported by speculation and Veolia's attempt to merge
with this leading European construction company. After the integration of ASF, Vinci's value is mostly
dependent on concession activities offering strong  visibility and stable cash flows. Although predators
might be attracted by this cash cow, we consider Vinci as one of the most successful business models.
Construction activities continue to be helped by a solid order book.

SCHNEIDER – 80 Euro: The French engineering group is a worldwide leader in low and medium
voltage  products and automation. Thanks to a solid  business model,  Schneider has been able to
absorb the adverse currency and raw material price volatility. Beside its rock-solid balance sheet and
strong FCF generation, the group offers attractive exposure to emerging markets and new attractive
businesses.

E.ON – 90 Euro: E.On is a high-quality, focused energy company with leading market positions in
Europe. It is one of the cheapest in its industry, has ample nuclear provisions, relatively young nuclear
assets, easy access to emerging European markets, and unmatched financial flexibility, helped by a
strong and stable FCF generation. Significant upside remains from nuclear life extensions and a re-
leveraging of the balance sheet.
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SIEMENS – 68 Euro: The German conglomerate  has been accelerating its portfolio reshuffle: after
the disposal of its mobile business, Siemens will de-consolidate its COM carrier unit through a 50-05 JV
with Nokia, under very appealing terms. We now expect a final solution for the loss-making Enterprise
Networks and SBS. The group is focused on core promising businesses: Medical (acquisition of Bayer
Diagnostics), Automation and  Energy. 

COMCAST – 32 Usd: Despite increased competition, the largest US cable operator in Q1, reported the
best quarter in the company's history, increasing sales and EBITDA by 10%, and FCF by 30%. With the
recent  launch  of  their  triple-play  offering  and their  superior  product  offering,  differentiation  from
competitors by adding content  and value added features,  Comcast is  set to grow by double-digit
numbers over the next few years. The strong FCF generation will be used to continue investments in
content and to increase shareholder remuneration. 

UNITED TECHNOLOGIES – 64 Usd: This diversified, industrial company is poised to deliver mid-to-
high  single  digit  top-line  growth driven  by  exposure to  strong  aerospace markets  and  increasing
demand  for  infrastructure  in  emerging  markets.  There  is  still  room for  margin  expansion  as  the
company continues to focus on reducing costs. 

SANOFI AVENTIS – 75 Euro: Despite the recent positive newsflow on Lovenox, Plavix and Acomplia
and the strong Q1 figures, the French pharmaceutical group still  has a low valuation. On one hand,
following the recent amical agreement signed with the generic drugmaker Apotex on Plavix and the
new patent on Lovenox, the generic risk of those two products has been substantially reduced. On the
other hand, Acomplia, a potential blockbuster, has been recently approved in Europe. The market's
skepticism about the stock seems therefore unwarranted. Moreover, we believe that the FDA green
light for Acomplia, which we expect in H2 2006, will provide a strong catalyst for the group. 

LVMH – 77 Euro: The French luxury goods company reported strong Q1 sales. All divisions performed
well and trends were positive in most regions. Following this strong start to the year, LVMH reiterated
its confident message and its objective of a very significant increase in profit for FY06. We believe that
the market has not yet fully  valued those attractive medium term prospects, attributable to three
major  drivers:  high  exposure  to  Asia,  strong  innovation  and  pricing  power,  and  leverage  from
restructuring in the Retail. 

LAGARDERE – 58 Euro: Over the past few years, the French media and high technology group has
done a great  job in  restructuring the business and in  simplifying  the group structure.  The recent
monetization  of  7.5% of  their  15% stake in  EADS at  a  price  of  €32.6,  should  further  lower  the
company's  holding  discount.  In their  core media  businesses there is  still  ample  room to  improve
margins, which will drive FCF growth going forward. 
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5. Our Funds at Work

Capital@Work - Equity Funds Asset Class Return  H1 2006
in Euro

European Equities@Work European Equities Euro 5,49%

American Equities@Work American Equities Euro -5,44% (2,07% in Usd) 

Asian Equities@Work Asian Equities Euro -4,68%

Contrarian Equities@Work Global Value Stocks Euro 3,21%

Growth Equities@Work Global Growth Stocks Euro -3,18%

Capital@Work  –  Fixed  Income
Funds

Bonds@Work Global Bonds Euro -2,90%

Inflation@Work Global Inflation-Linked
Bonds Euro -3,80%

Capital@Work – Mixed Funds

Global Markets@Work Global Equities, Bonds and 
Derivatives Strategies. Euro -2,45%

Global Opportunities@Work *
Global Equities, Bonds, 
Derivatives  and  Long  /
Short strategies

Euro -0,89%

*  The  Global  Opportunities  Fund  is  only  registered  in  Luxembourg.  For  Belgium  a  minimum
investment of 50.000 Euro is required. For other countries, local regulations are applicable.

Confidently Yours,

Ivan Nyssen

Capital@Work Group – July 2006

Dow Jones Ind Avg: 11.150 S&P500: 1.270          Nasdaq: 2.172
DJ Euro Stoxx50: 3.378 CAC40: 4.965                               DAX: 5.683
Nikkei225: 15.505 Hang Seng: 16.267          MSCI World TR €: 3.079
1,271 Usd / Euro 10Yr Usd Govt: 5,17%          10Yr Euro Govt: 4,01%

Disclaimer : This research document has been created by Capital@Work Group for the information/use of its clients. It may not be reproduced or
further distributed, in whole or in part, for any purpose, without our prior permission. This research report is not an offer to sell, or a sollicitation to
buy.  No  representation  has  been  made  as  to  its  accuracy  or  completeness.  All  opinions  and  estimates  therein  reflect  the  judgement  of
Capital@Work Group on the date thereof and are subject to change. Further information on the securities referred to therein may be obtained at
Capital@Work Group.
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