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CORP. BALANCE SHEETS TEPRY  HUCH BrTih THN 2602,

BCA RESEARCH U.S. BOND STRATEGY - WEEKLY BULLETIN DECEMBER 1/, 2607 5

CHART 5

we recommend staying overweight highly rated
Two Catalysts For Default

spread product, including agency bonds, high-
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) o ) ~ CASH ON HAND* (Inverted - L§)
guality ABS and CMBS. We also maintain a slight [ T DEFAULT RATE(RS)

overweight in high quality investment grade : ;’

corporates, and this week upgrade junk bends to

neutral, largely based on valuation.
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High-vield carporate spreads have more than
doubled since mid-year, on concerns that the
credit crunch would lead to increased default

losses for low quality corporate bonds. Yet the T — NTEREST COVERAGE™ (Inverted - LS) % e Yy
default rate itself h tinued to drop. For th [T RATE ) v
efault rate itself has centinued to drop. Faor the _
P ,n /{{LL

12 months ended November 2007, the global 151 "'- & ﬁ -
speculative grade delault rate was 0.96%, its low- ;

est level since before the 1982 recession,
2.0

Last week we reviewed some of the factors that

drive ve corporate defaults and concluded that al- o b

though ' some INCrease s Probable, The Tevernt B L b

1977 1982 1987 1982 1997 2002 2007

*NONFINANCIAL CORPORATE SECTOR CASH AS A % OF SALES, ADVANCED 9 MONTHS
HSQURCE: MOODY'S INVESTORS SERVICE

patl or the default rate. We compiete thehs= “*NONFINANCIAL CORPORATE SECTOR CASH FLOW/INTEREST EXPENSE,
ADVANCED 9 MONTHS

jump in spreads is overdone given the most likely

cussion this week and finish with an estimate of

where the default rate is likely to be cne year out. . .
This week, we propose two other potential cata-

"

Moody's Investors Service provides a good ex- lysts that control the pace of corporate defaults:

ample of just how difficult it is to forecast corpo- interest coverage and solvency. Tlghtff_l_eﬂﬂg

rate defaults. Its latest forecast sees the global SE?P_dardS will only cr hid for leveraged

issuers when cash reserves are low and interest

default rate increasing to 3.7% in the next year.

However, this is not new. It has been calling for a expense is onerous relative to cash flow. These

financial ratios both remain near multi decade

highs {shown inverted in Chart 5). These ratios

reflect the underlying strength of nonfinancial

significant increase for more than two years, dur-

ing which time the default rate has actually been

cut in-half. '

corporate balance sheets, and thus shed some
To be fair, we too pointed to many of the same fac- light on why the default rate has remained well
tors in last week's Bulletin that have led to Moody's behaved (Chart 5).

overly pessimistic predictions: issuance, seasoning
Including these two parameters along with cash

and credit quality. Certainly these are important
flow, growth in industrial production and lending

factors, but they do not by themselves lead to an
standards creates a reasonable model of the default

rate (Chart 6). All of the variables enter the model
with a lag of nine months except for growth in in-

increase in defaults. A catalyst is needed. Lending
standards are one such important catalyst and the

sharp tightening in lending standards for commer-
dustrial production which is a more coincident pre-

S R |
[BR)

cial and industrial loans suggests that a sizable in-
& imoae WILII a Idg

Al P S ....-.d P
aictor UI uclduu: diy CItCia

of three months. (We assume industrial production

crease in the defauit rate Is imminent.

editor@BCAresearch.com ® TEL 514.499.9550 w FAX 514.843.1763 ® wvaw BCAresearch.com Copyright @ 2007 BCA Publications Ltd. All Rights Reserved. Refer to last page.



CHlEA = A GUL LLAeX, wesrly - BOTanoed bkl saddd Iraqing Jecnnigues, _nC.

01/18i08 O: 1402.90 H: 141790 L: 1364.25 C:1373.20

~ - - B - R4 v

e N THE PHST  DIONTH THE SrP HHS Lo

 BROKEN TS Lone TER BULL~ i RRECT fHT7EEN
LA H Begpad A OCT AOCD 207

-+ -1800.00
- |-1600:00

- -1400:00

: = —i}isoo.eo
S 3 Ve : :
il i mu e o
T} I‘ll !% I.i": ; A I? ?1200")0
'/ o “ ! - . . ?-11ou.on
v W |
\\ : T e B . [-1606,001
R, L2 Mcyof res) staey /ff/uz.x ) :
,.ﬁj, U S SR oo
| -] 2500.00
. ?—mum
)sc:ﬂ,?o ‘I“ - ; — = - - b ]I “ = = j
. Hesamsi (inmis il T T g
LTS 7

Jsc 535

o 2002 \06/27103 2004 N 2005 12008 ; J2007 }2008 | a1z
tooDy - 5 & I o500 Ipdex, Daily - Advancea GEY ¢2306 Traging Technigaes, Inc.
01H6/08 0:1377.40 H' 1392.00 L 136425 C: 137320 EET
- : v VTS - TR Y v T ¥ L
Sy - ] ; e — - 3
UBERE pIpRRET" IS BN HisnRuatST TR, B %ﬂ o
B NEW RESISTAEE L AN noLd BE o
LLns e s o e . B -3 - F1s0020
- Fhowt  THE CCT. HSEH o e o
. e . e 1650.00
- Emusou.up

- =1400.00

145000

~-1380.00

- [-1300.00

~1250.00

E1200.00

E1450.00

INov 1Dec %008

U faug_oviwge__Joet [Ny [boe” 07 [reh  ar Apr Way . [dun__ [Jul __ JAug  Sep  Joct



’

LA A LAY b #5907 F? LIATHE,, h
A Y2 Aoy 24 ﬂm:m&:\: PN T

RGN Zolovivo. | JeW]. sl Zopgr oG] AON[ 0]

Booz[  sed]  soN|

00°0522- -

oooorz w72 AAAIHE TN

00°05¥2-

00°0562-

— i 7 /ﬂ/ N :ﬁ w\ 5. VW ; m Lﬁw\\\x\
wome| g b A

A
R T Lt oL

PO

080892 ‘ .
HE 88'LY0Z ‘D ¥E'6E0C ST ZTL'E80Z ‘H 2E'T80C 10 wEm_.:ﬁ
“OUl ‘senbruyoe]l burpell g00ze LUD PedUBAPY - ATTed ‘BUTT Sn{eA - dTix

r : oA S L m Al Do Do : Y -~ : : PSS




FROFIT FICTURE &677.0M8 Clodil,,,

THE OUTLOOK | By Timothy Aeppel

Profit Slump Deepens Recession Worries

.5. CORPORATE PROFITS are being

hammered by the slowing econ-
omy and credit-market turmoil, intensi-
fying concerns that the nafion may be
hedded Tor recession.

Banks and other financial compa-
nies, which have taken huge write-
downs on soured bets on subprime
mortgages, have been among the most
visible casualties. But businesses rang-
ing from makers of artificial hips to
surf-wear retailers to overnight-deliv-
ery services are also feeling the pinch.

If profits fall far enough, it could dis-
courage capital spending and make com-
panies less willing to hire or retain
workers. A hiring slowdown could mag-
nify the downturn and hasten a reces-
sion. That’s bad news for wage earners
as well as those who own stocks.

Weaker profits ultimately translate
into lower stock prices, which could fur-
ther erode the confidence of American
consumers, who are already feeling less
wealthy as fuel costs rise and their home
values decline.

“The recession in reported earnings
has already begun,” says David Rosen-

_berg, chief U.5. Econotst at Mertl
“Tynch & Co. “The underlying cause is.a
combination of painfully high energy
prices and the general lack of pricing

power in many businesses, which is
starting to crimp margins.” ‘

Mr. Rosenberg estimates profits@
measured by the operating earnings per
share of companies in the Standard &
Poor’s 500-stock index, fell 8.4% in the

Spreading Chill
Operating earnings at S&P 500 companies,
change from a year earlier

JO% sovorrvmmemnnan

Source: Merril! Lynch

the fourth quarter of 2006, earnings
grew at a double-digit pace.

Richard Berner, chief U.S. economist
at Morgan Stanley, expects a “signifi-
cant and Jengthv” contraction in earn-
ings, even if the U.S. economy avoids a
recession next year. That’s because U.S.

spread far beyond. FedEx Corp. last
month lowered its profit forecast for
the current quarter and full year, mark-
ing the second time since September
that the Memphis, Tenn., overnight
shipper has cut its outlook.

FedEx said the weakening economy
and cutbacks in consumer spending
were making for a weaker-than-ex-
pected holiday shipping season. Tal-
bots Inc., the Hingham, Mass., women’s
clothing retailer, also blamed tighter-
fisted consumers for a downward revi-
sion in its outlook for the fall.

Until recently, strong foreign sales
were a saving grace for many U.S. mul-

tinationals, offsetfing softening rmar-

_third quarter from a year earlier, He ex-
pects those earnings to be flat orTower
for the next five quarters.

Companies with most of their busi-
ness inside the U.S. are hurting most.
Merrill estimates “domestic earnings,”
or profits derived from activities inside

kets at honte and bolstering overall
profits. The weaker dollar played a
role by making American goods mor
attractive to foreign buyers and help-
ing boost the bottom lines of U.S. com-
panies when earnings in stronger for-
eign currencies were translated back

the U8, havé contracted in three of the . into dollars at the end of each quarter.

past four guarters and have shrunk
more than 4% for the year, the worst

But the downdraft in the U.S, econ-
omy-is now overwhelming those bene-

reading in that gauge since the fourth

fits, economists say.

guarter of 2001
Most economists expect things to get

In 2007’s first two quarters, S&P
500 operating earnings rose at a high

worse before they get better. ‘W&’rﬂ?z ingle-digit pace from a year earlier,

ing a tsunami of earnings downgrade 9

next year,” says Mr. Rosenberg.
The downturn in earnings started in
sectors linked to housing but has

efore dropping into negative territory
In the third period. That weakness fol-
lowed a remarkable growth run:
Through the 14 guarters ended with

companies have far more operating le-
verage now than at any time in the past.

OMPANIES WITH high operating le-

verage have relatively high fixed
costs, such as retail chains that must pay
rent on dozens of stores regardless of
how much is sold at each location or a
manufacturer with factories full of expen-
sive machines that must be maintained
even if they aren’t churning out products.

“Because of operating leverage,
when the economy really slows down
you get a much more pronounced im-
pact on profifs and earnings,” says Mr.
Berner, because company results are
hurt simultaneously by lower sales and
thinner profit margins. He says if the
1.S. economy grows only 1% or 2% next
year, overall earnings might slip 2% to
5%. But if growth is lower, say flat to
1%, earnings could fall by 5% to 15%.

Meanwhile, more companies are
warning investors of dark clouds.
ahead. Zimmer Holdings Inc., a War-
saw, Ind,, maker of artificia! joints, re-
cently cut its projected range for
fourth-quarter earnings by nearly 10%,
citing “lower anticipated sequential
growth rates in the Americas.”

The U.S. accounts for about 95% of
Zimmer’s sales in this region. Volcom
Inc,, a Costa Mesa, Calif., maker of surf-
ing and skating clothes, warned fourth-
quarter profit would be lower hecause of
the weakening U.S. retail environment.

Overseas firms with U.S. operations
also are being hurt. Neopost Group of
France, the world’s second-largest
maker of mailroom equipment after Pit-
ney Bowes Inc,, recently cut its profit
target and cited problems in the U.S.

Pitney Bowes, of Stamford, Conn,,
also cut its outlock. “We do a lot of
printing and copying for financial com-
panies, so to the extent that they're be-
ing hit by subprime and other factors,
we’re seeing some echo of that in their
work with us,” says Matt Broder, a
company spokesman,
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