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A long bottomed U-shaped recovery

The short bottomed 'V’ is wishful thinking given the magnitude of the crisis, KEVIN ScuLLY contends

WE'VE all heard about the alphabet econom-
ics of the Global economy — from short bot-
tomed “V” in 2009 to a double dip “W” in
2010 - but I think it’s been a long bottomed
“U” since early 2009.

Since April 2010, starting with the sover-
eign debt crisis in Greece and the PIGS (Portu-
gal, Ireland, Greece and Spain) and subse-
quently growing signs of weak and benign
economic growth in the US and slower
growth in China, there has emerged a grow-
ing view that the global economy could be fac-
ing a double dip or “W” recovery.

Let’s look back at the late 2008/2009 glo-
bal financial crisis which almost led to the col-
lapse of the global financial sector. The first
thing to note is that these events - the col-
lapse of Lehman and near collapse of AIG,
Fannie Mae and Freddie Mac, the near finan-
cial collapse of the PIGS are unprecedented
and resulted in significant falls in stock mar-
kets around the world. In early 2009, the al-
phabet being banded around ranged from a
long bottomed “L", a long bottemed “U”, to
the most optimistic short bottomed “V".

What followed seemed like a short bot-
tomed “V” with many stock markets especial-
ly those in Asia (China) rising more than 70
per cent in 2009 while most Asian stock mar-
kets rebounded between 50 and 60 per cent.
This rebound can be attributed to a number
of factors:

& an unprecedented coordinated policy re-
sponse by most of the major economies in the
world which undertook massive fiscal spend-
ing to bolster the sudden collapse in private
consumption;

« the printing of money and a pressing down
of global interest rates to near zero levels.
This liquidity caused the sharp rebound in
most asset classes from property, commodi-
ties and stocks;

& governments’ guaranteeing the deposits of
banks, underwriting new loans and in the
case of Singapore, special payments to compa-
nies to help them avert retrenchment.

These government responses had to stop
or be curtailed and this was the major risk fac-
tor in 2010, that is, when would governments
start to raise interest rates and curb fiscal
stimulus.

The weakness in global economies in mid-
2010 is not unexpected as it is the result of
the end of a number of fiscal policies without
an offsetting or rise in private consumption.
The huge fiscal stimulus packages have also
drained national balance sheets especially in
Europe, forcing many to curb fiscal spending
even before a broad-based private consump-
tion recovery can take place. This could be a
double whammy.

Fortunately for Europe, a weak euro has
improved exports and tourism/services and
helped their economies to recover even as pri-
vate consumption remains fragile.
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Something to think about: Sentiment today is becoming more cautious but this is b

“V” shaped recovery

Unemployment figures especially in the
US have remain sticky to firm despite the im-
provement in GDP. This has recently prompt-
ed the US Federal Reserve to signal the
launch of new fiscal packages to stimulate
growth. The Fed has also signalled its inten-
tion to keep interest rates low for an extended
period of time.

1 think the short bottomed “V” was wishful
thinking given the magnitude of the crisis. To
me it's always been a long bottomed “U” be-
cause of the damage that this crisis has done
to wealth and savings in the US and Europe
and while China is an emerging consumption
economy, it will take a few years before Chi-
na’s domestic consumption can offset the de-
cline in consumption in the US and EU.

Unemployment is never a leading indica-
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tor in an economic recovery. The US reces-
sion of 1973-75 actually saw unemployment
continue to rise by 2 per cent six months into
the economic recovery as more under-em-
ployed individuals returned to the labour
force when economic activity started to im-
prove. Companies were also slow to increase
full time headcount during that period, prefer-
ring to use over-time or contract workers.

Sentiment today is becoming more cau-
tious but this is because of inflated expecta-
tions and unwarranted optimism of a “V”
shaped recovery. We are actually coming
back down to Earth and accepting a long bot-
tomed “U”. | am encouraged by the growth in
capital formation which to me is a better sign
that economic recovery is on the way, albeit
modestly.

of inflated exp

I am bullish on stocks mainly because the
quality of corporate sarnings growth in 2010
is from both top and bottom line compared to
a decline in top line but better bottom line in
2009, that is, cost cutting.

PER valuations of most stock markets
around the world from the Dow,
Shanghai/Shenzhen, Hong Kong, Tokyo and
even Singapore are at the low end of their his-
toric PER ranges (low teens) giving earnings
yields of 8-9 per cent.

This is extremely attractive compared to
short term interest rates at near 0 per cent
and with central banks forced to keep interest
rates low for another six to nine months, I be-
lieve we could be looking at another strong li-
quidity driven re-rating rally towards the end
of 2010.

The
weakness in
global
economies in
mid-2010 is
not
unexpected
as it is the
result of the
end of a
number of
fiscal policies
without an
offsetting or
rise in
private
consumption.
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and unwarranted optimism of a

The catalyst for this re-rating must be
some stability in the pace of the economic re-
covery which I believe the monthly economic
data will show, that is positive GDP growth
for the US and Europe but at a more modest
pace of recovery.

What can investors do during the uncer-
tain period as we wait for confirmation that
it'sa “U” not a “W”"?

You cannot hold cash . . . so the conserva-
tive money is going defensive, that is, into
bonds and high-yield currencies. The more
aggressive would be in equities on low PERs,
with strong balance sheets and having attrac-
tive dividend yields in excess of 5 per cent. I
am in the latter camp.

Kevin Scully is executive chairman
of NRA Capital Pte Ltd



