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ALTERNATIVE VIEW

Popular Delusions

The bull case for safe havens

lan Gri - N . . .
('Zi;" 20 7762 5872 Government securities are the default safe haven in times of heightened risk aversion. But

en grcesgeb.com what happens when Government finances are the cause of the tension? Where are the safe
havens then? We offer some thoughts inside ... and more!

In a marked softening of the IMF’s former tone, its chief economist Olivier Blanchard, speaking in
Tokyo, earnestly pronounced that the prudent policy maker should now be “ready to adjust the
[budget] targets” if achieving those targets becomes too painful. Is the bitter medicine of the
IMF’s hitherto unshakable orthodoxy, once deemed cathartic to emerging market victims of
economic calamity past, too bitter a pill for more sensitive Western palates?

A harrowing BBC report suggests Greece is Balkanising once more. We are reminded that its
civil war only ended in 1949 and that harsh austerity is reopening deep social wounds. Yet
Spain’s civil war ended only a few years earlier, and a generation ago it was a fascist military
dictatorship. Couldn’t it go the same way if subject to the same stress?

Thus Nobel Prize winning clever clogs Paul Krugman says austerity is “fundamentally mad” and
all reasonable people agree with his diagnosis, it seems. Spain looks set to finally benefit from
the ECB’s printing press with only token conditionality. And poor Greece, close to being cut
loose earlier in the year, is once more nestling in the warm bosom of the Teutonic embrace ...
well ... it’s being given more time, at least, to pretend it is able to repay the unrepayabile ....

The rest of the watching world has learned the lesson too. BoE governor King, with a nudge and
a wink in the direction of the UK chancellor, says missing debt targets is fine “so long as there is
an excuse”. Meanwhile, Ben Bernanke urges Congress to “you know, work together to find a
solution” to the looming ‘fiscal cliff. The grim reaper of fiscal austerity has been banished, it
seems. Market relief is palpable.

But is it any different from the relief felt by a chronic alcoholic reaching for the booze once again,
convincing himself he’ll give it up tomorrow? The fundamental issue of balance sheet
unsustainability has not been addressed. The need to delever remains. Albert and | have always
felt that inflation would ultimately prove to be the path of least political resistance, and these

events have confirmed that assessment. Deflationary deleveraging is politically non-viable,
Global Strategy team

Albert Edwards leaving inflationary deleveraging as the only remaining option, as far as | can see. Economists the
2 T2 890 com world over seem very confident that such inflation can be generated in a controlled and non-
Dylan Grice disruptive fashion. There is a first time for everything, | suppose. But I’'m very sceptical. | wrote a
(44) 20 7762 5872 few weeks ago that | feared a Great Disorder and that | remain bullish on ‘safe havens’. But what
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exactly are suitable safe havens for such a circumstance?

Societe Generale (“SG”) does and seeks to do business with companies covered in its research reports. As a result, investors should be
aware that SG may have a conflict of interest that could affect the objectivity of this report. Investors should consider this report as only a
single factor in making their investment decision. PLEASE SEE APPENDIX AT THE END OF THIS REPORT FOR THE ANALYST(S)
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Generally, and especially over the last decade, government bonds have been the safe haven.
“Risk-on risk-off” might be the catchy nomenclature du jour, but the fact is that government
bonds have generally benefitted from their safe haven status throughout the past decade. The
following chart shows that status reflected in the negative correlation between Treasuries and
the S&P500 over this period.

Negative Treasury/S&P500 correlation (3y rolling correlation of monthly changes)
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Historically speaking, these last ten years are an outlier. Over time, what’s good for the
currency and for government finances (bonds) should be good for the rest of the economy
(equities) and vice versa. The correlation should be positive. Indeed, the following chart shows
that the correlation generally has been positive, averaging +0.2 between 1875 and 2002, but
-0.3 since 2002 (for the whole period, the average was +0.15).

It's worth pondering this for a few moments. To help, I’'ve arbitrarily separated the sample into
three periods. The period from 1875 to 1970 saw a number of monetary regimes, each
involving a peg to gold in a progressively less robust way. Yet overall inflation expectations
were stable during this period. Bonds were reliable safe havens. The correlation would briefly
turn negative during recessions or depressions as bond prices rose during stock market
declines, but the overriding correlation between them was positive.

S&P500/Treasury correlation through macro regimes (3y rolling correlation of monthly changes)
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Things changed following the collapse of the Bretton Woods regime in 1971 and the
embracing of an explicitly unanchored currency. In the 1970s, although the correlation
weakened during stock market declines as it had done previously, it didn’t turn negative. In
other words, government bond prices no longer rose during stock market declines, they just
didn’t fall by as much. Moreover, the overall correlation was positive. What was bad for bonds
was bad for equities too. Government securities consequently lost their safe haven status
because they were highly vulnerable to the prominent macro risk of the day, inflation

In the 1980s and 1990s the inflation dynamic was reversed. As ‘order’ was restored, inflation
was brought under control and a spectacular bull market in bonds ensued. What was now
very good for bonds was even better for stocks. Again, therefore, the correlation was strongly
positive overall. It would fall during equity market declines but it never went negative because
both the bond and equity bull markets were so powerful and the equity drawdowns so short-
lived that the three-year correlation never had a chance to go negative (even in the year of the
1987 crash, stocks finished the year higher than they started it). Ultimately, the bond bull
market helped to inflate equities to the unprecedented valuation bubble witnessed at the turn
of the century. When that bubble burst, the correlation turned negative, and has remained
there ever since. This is Albert’s ‘Ice Age’.

This little exercise gives us an appreciation of how unusual it is for the bond-equity correlation
to be negative for any period of time, i.e. for a macro regime to be good for bonds but bad for
equities over any medium to long-run period. It’s interesting to think about what sort of regime
that is too. | think one possibility has to do with the unwinding of extreme valuations, which
has certainly been the story in equity markets over the past decade. It has also been a huge
part of Japan’s story. There, the bond-equity correlation also turned, and stayed, negative
following the even more extreme equity overvaluation reached in the late 1980s. There is
much food for thought here.

Topix/JGB correlation through macro regimes (3y rolling correlation of monthly changes)
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Our second observation is what constitutes the ‘safe haven’ changes over time. It's important
to remember not only that government bonds aren’t always the market’s safe haven, but that
that there will always be a safe haven somewhere. For all the headlines about the billions
wiped off stock market values during market routs, that money had to go somewhere. It
doesn’t just disappear. It will go into whatever the safe haven is, which in normal times will be
bonds. But what happens when government bonds themselves fall victim to the primary ills of
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the day? In the 1970s, bonds were no place to seek refuge from the inflation and so the safe
haven mantle passed to gold (see following chart). This is one reason | remain a gold bull.

Gold was the safe haven from ‘risk’ in the 1970s (3y rolling correlation of monthly % gold and
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0.8 goldactsas gold/stocks
safe-haven fall together no correlation
0.6 frominflation e —
0.4 o N - goldfalls/ ~f \
'I stocksrise
0.2 r( A -
0 - T I T
-0.2
-0.4
-0.6
on o0 on (o] on o0 on o0
~ ~ (o] (o] D D o o
D D D D (o] (o] o o
i i i ~— i i o~ o~

Source: SG Cross Asset Research

But the eurozone threw up other interesting examples. Before the crisis, Spanish investors, for
example, would normally have considered their sovereign bonds a safe haven on “risk-off”
days. But that stopped working when their sovereigns became the source of risk rather than a
shelter from it. Bunds undoubtedly caught some of that safe haven bid, but did the very high
quality, zero debt, local-champion-made-good retailer Inditex catch a similar bid too?

Inditex as a safe haven from the Spanish sovereign storm

600 0.014
LT 0 T TR v [ F— - 0.013
Y0 ] 0 T T &> 4 . 0.012
450 - 0.011
- 0.01
400
0.009
350
- 0.008
300 - 0.007
250 ; PENST e Inditexrelative (RHS)t+ 0.006
200 - 0.005
150 - T T T T T T T T T T T T T T 0.004
o o o o o o — — — — — — o~ ~ o~ o~ o~
< < 39 94 9 F 9 ¢ AT 77
f e = > = o => f e = > = o = f = > = o
fE g 22 8 282 &=282=35:z2 =23

Source: SG Cross Asset Research

A similar picture emerges with the standard quality equity names in countries afflicted by the
eurozone sovereign crisis. For example, Hellenic Bottling (Greece), Luxoticca (ltaly) and Kerry
Group (Ireland) all followed a similar pattern, outperforming their domestic equity indices and
performing the safe haven role vacated by their government bonds (see below).
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Hellenic Bottling as a safe haven from Greece’s sovereign bust
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Luxottica as a safe haven from the Italian sovereign storm
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We see the same effect more generally when we look at Quality Income equities through the
same lens. The following chart shows how the relative performance of the SG Quality Income
Index relative to the MSCI World has moved with confidence in Italy’s government.

Quality Income equities as a safe haven
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So besides gold, another candidate for safe haven status in the event government bonds
become unreliable in that department are equity securities in high quality and robust
businesses. | therefore remain very bullish of these too. In recent months, some of you have
voiced concern that the time might not be right to buy such names because they have
become very overvalued. The following chart suggests otherwise. It compares the forward PE
ratios on Quality Income equities (shown here using the SGQI) with those of the overall
market. While the overall market is arguably attractively priced (certainly more attractively
priced than it has been for some time), the SGQI is priced in line with its historical average.
That implies that expected returns from here should be consistent with its long-run average

return, which has been around 6-7%.

That’s hardly a once in a lifetime return, but for now, and for a potential safe haven | find it
quite attractive because it comes with an embedded robustness. Suppose I’'m all wrong in my
fears. Suppose that we go all Japanese and the next decades are low-growth muddle-
throughs. A 6-7% return isn’t a bad prospect at all. But now suppose | am right, and
government bonds cease acting as safe havens. Owning such equities implies owning the
new safe havens (especially if the rest of the portfolio is made up of cash and gold). So we’re
on high ground with this strategy, and have a degree of robustness to the reality that we just
don’t know what the future holds. That doesn’t guarantee survival from the worst case

scenario, but it gives a better chance.

Valuation of the SGQI compared to the MSCI World (1y forward PE ratios)
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APPENDIX

ANALYST CERTIFICATION

The following named research analyst(s) hereby certifies or certify that (i) the views expressed in the research report accurately reflect his or
her or their personal views about any and all of the subject securities or issuers and (ii) no part of his or her or their compensation was, is, or
will be related, directly or indirectly, to the specific recommendations or views expressed in this report: Dylan Grice

The analyst(s) who author research are employed by SG and its affiliates in locations, including but not limited to, Paris, London, New York,
Hong Kong, Tokyo, Bangalore, Madrid, Milan, Warsaw and Moscow.

MSCI DISCLAIMER: The MSCI sourced information is the exclusive property of Morgan Stanley Capital International Inc. (MSCI). Without
prior written permission of MSCI, this information and any other MSCI intellectual property may not be reproduced, redisseminated or
used to create any financial products, including any indices. This information is provided on an “as is” basis. The user assumes the entire
risk of any use made of this information. MSCI, its affiliates and any third party involved in, or related to, computing or compiling the
information hereby expressly disclaim all warranties of originality, accuracy, completeness, merchantability or fitness for a particular
purpose with respect to any of this information. Without limiting any of the foregoing, in no event shall MSCI, any of its affiliates or any
third party involved in, or related to, computing or compiling the information have any liability for any damages of any kind. MSCI, Morgan
Stanley Capital International and the MSCI indexes are service marks of MSCI and its affiliates or such similar language as may be
provided by or approved in advance by MSCI.

IMPORTANT DISCLOSURES

SG or its affiliates act as market maker or liquidity provider in the equities securities of Inditex.

SG or its affiliates expect to receive or intend to seek compensation for investment banking services in the next 3 months from Hellenic
Petroleum.

SG received compensation for products and services other than investment banking services in the past 12 months from Hellenic Petroleum,
Inditex, Kerry.

FOR DISCLOSURES PERTAINING TO COMPENDIUM REPORTS OR RECOMMENDATIONS OR ESTIMATES MADE ON SECURITIES
OTHER THAN THE PRIMARY SUBJECT OF THIS RESEARCH REPORT, PLEASE VISIT OUR GLOBAL RESEARCH DISCLOSURE
WEBSITE AT http://www.sgresearch.com/compliance.rha or call +1 (212).278.6000 in the U.S.

The analyst(s) responsible for preparing this report receive compensation that is based on various factors including SG’s total revenues, a
portion of which are generated by investment banking activities.

Non-U.S. Analyst Disclosure: The name(s) of any non-U.S. analysts who contributed to this report and their SG legal entity are listed below.
U.S. analysts are employed by SG Americas Securities LLC. The non-U.S. analysts are not registered/qualified with FINRA, may not be
associated persons of SGAS and may not be subject to the FINRA restrictions on communications with a subject company, public
appearances and trading securities held in the research analyst(s)’ account(s): Dylan Grice, Société Générale London

IMPORTANT DISCLAIMER: The information herein is not intended to be an offer to buy or sell, or a solicitation of an offer to buy or sell, any
securities and has been obtained from, or is based upon, sources believed to be reliable but is not guaranteed as to accuracy or completeness.
Material contained in this report satisfies the regulatory provisions concerning independent investment research as defined in MiFID. Information
concerning conflicts of interest and SG’s management of such conflicts is contained in the SG’s Policies for Managing Conflicts of Interests in
Connection with Investment Research which is available at https://www.sgresearch.com/Content/Compliance/Compliance.aspx SG does, from
time to time, deal, trade in, profit from, hold, act as market-makers or advisers, brokers or bankers in relation to the securities, or derivatives
thereof, of persons, firms or entities mentioned in this document and may be represented on the board of such persons, firms or entities. SG
does, from time to time, act as a principal trader in equities or debt securities that may be referred to in this report and may hold equity or
debt securities positions. Employees of SG, or individuals connected to them, may from time to time have a position in or hold any of the
investments or related investments mentioned in this document. SG is under no obligation to disclose or take account of this document when
advising or dealing with or on behalf of customers. The views of SG reflected in this document may change without notice. In addition, SG
may issue other reports that are inconsistent with, and reach different conclusions from, the information presented in this report and is under
no obligation to ensure that such other reports are brought to the attention of any recipient of this report. To the maximum extent possible at
law, SG does not accept any liability whatsoever arising from the use of the material or information contained herein. This research document
is not intended for use by or targeted to retail customers. Should a retail customer obtain a copy of this report he/she should not base his/her
investment decisions solely on the basis of this document and must seek independent financial advice.

The financial instrument discussed in this report may not be suitable for all investors and investors must make their own informed decisions
and seek their own advice regarding the appropriateness of investing in financial instruments or implementing strategies discussed herein.
The value of securities and financial instruments is subject to currency exchange rate fluctuation that may have a positive or negative effect on
the price of such securities or financial instruments, and investors in securities such as ADRs effectively assume this risk. SG does not provide
any tax advice. Past performance is not necessarily a guide to future performance. Estimates of future performance are based on
assumptions that may not be realized. Investments in general, and derivatives in particular, involve numerous risks, including, among others,
market, counterparty default and liquidity risk. Trading in options involves additional risks and is not suitable for all investors. An option may
become worthless by its expiration date, as it is a depreciating asset. Option ownership could result in significant loss or gain, especially for
options of unhedged positions. Prior to buying or selling an option, investors must review the "Characteristics and Risks of Standardized
Options" at http://www.optionsclearing.com/publications/risks/riskchap.1.jsp.
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Notice to French Investors: This publication is issued in France by or through Société Générale ("SG") which is authorised and supervised
by the Autorité de Contréle Prudentiel and regulated by the Autorite des Marches Financiers.

Notice to U.K. Investors: This publication is issued in the United Kingdom by or through Société Générale ("SG"), London Branch . Société
Générale is a French credit institution (bank) authorised and supervised by the Autorité de Controle Prudentiel (the French Prudential Control
Authority). Société Générale is subject to limited regulation by the Financial Services Authority (“FSA”) in the U.K. Details of the extent of SG's
regulation by the FSA are available from SG on request. The information and any advice contained herein is directed only at, and made
available only to, professional clients and eligible counterparties (as defined in the FSA rules) and should not be relied upon by any other
person or party.

Notice to Polish Investors: this document has been issued in Poland by Societe Generale S.A. Oddzial w Polsce (“the Branch”) with its
registered office in Warsaw (Poland) at 111 Marszatkowska St. The Branch is supervised by the Polish Financial Supervision Authority and the
French "Autorité de Contrdle Prudentiel”. This report is addressed to financial institutions only, as defined in the Act on trading in financial
instruments. The Branch certifies that this document has been elaborated with due dilligence and care.

Notice to U.S. Investors: For purposes of SEC Rule 15a-6, SG Americas Securities LLC (“SGAS”) takes responsibility for this research report.
This report is intended for institutional investors only. Any U.S. person wishing to discuss this report or effect transactions in any security
discussed herein should do so with or through SGAS, a broker-dealer registered with the SEC and a member of FINRA, with its registered
address at 1221 Avenue of the Americas, New York, NY 10020. (212)-278-6000.

Notice to Canadian Investors: This document is for information purposes only and is intended for use by Permitted Clients, as defined under
National Instrument 31-103, Accredited Investors, as defined under National Instrument 45-106, Accredited Counterparties as defined under
the Derivatives Act (Québec) and "Qualified Parties" as defined under the ASC, BCSC, SFSC and NBSC Orders

Notice to Singapore Investors: This document is provided in Singapore by or through Société Générale ("SG"), Singapore Branch and is
provided only to accredited investors, expert investors and institutional investors, as defined in Section 4A of the Securities and Futures Act,
Cap. 289. Recipients of this document are to contact Société Générale, Singapore Branch in respect of any matters arising from, or in
connection with, the document. If you are an accredited investor or expert investor, please be informed that in SG's dealings with you, SG is
relying on the following exemptions to the Financial Advisers Act, Cap. 110 (“FAA”): (1) the exemption in Regulation 33 of the Financial
Advisers Regulations (“FAR”), which exempts SG from complying with Section 25 of the FAA on disclosure of product information to clients;
(2) the exemption set out in Regulation 34 of the FAR, which exempts SG from complying with Section 27 of the FAA on recommendations;
and (3) the exemption set out in Regulation 35 of the FAR, which exempts SG from complying with Section 36 of the FAA on disclosure of
certain interests in securities.

Notice to Hong Kong Investors: This report is distributed in Hong Kong by Société Générale, Hong Kong Branch which is licensed by the
Securities and Futures Commission of Hong Kong under the Securities and Futures Ordinance (Chapter 571 of the Laws of Hong Kong)
("SFO"). This document does not constitute a solicitation or an offer of securities or an invitation to the public within the meaning of the SFO.
This report is to be circulated only to "professional investors" as defined in the SFO.

Notice to Japanese Investors: This publication is distributed in Japan by Societe Generale Securities (North Pacific) Ltd., Tokyo Branch,
which is regulated by the Financial Services Agency of Japan. This document is intended only for the Specified Investors, as defined by the
Financial Instruments and Exchange Law in Japan and only for those people to whom it is sent directly by Societe Generale Securities (North
Pacific) Ltd., Tokyo Branch, and under no circumstances should it be forwarded to any third party. The products mentioned in this report may
not be eligible for sale in Japan and they may not be suitable for all types of investors.

Notice to Australian Investors: This document is issued in Australia by Société Générale (ABN 71 092 516 286) ("SG"). SG is regulated by
APRA and ASIC and holds an AFSL no. 236651 issued under the Corporations Act 2001 (Cth) ("Act"). The information contained in this
document is only directed to recipients who are wholesale clients as defined under the Act.

http://www.sgcib.com. Copyright: The Société Générale Group 2012. All rights reserved.
This publication may not be reproduced or redistributed in whole in part without the prior consent of SG or its affiliates.
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