
Down but certainly not out!
The past is past, there is always the future
“Yes”, 2008 was ghastly. And “Yes”, most investors not 
only missed the significance of the crisis but also got badly 
burnt in the aftermath.  But, there is little use in crying over 
spilt milk. As investors, we must look forward and make 
decisions as to where we go from here.  

Now is the time for that assessment!

As the dust settles, there is little doubt that 2009’s 
economic outlook is poor. Nevertheless, few 
commentators anticipate economic activity to continue 
collapsing at last quarter’s frenetic pace. Equity markets 
often rally on this kind of news on the “perverse” logic that 
while events may still deteriorate, they will do so at a 
slower pace.  The intensity of the deterioration is often 
taken as a signal that the bottom may be in sight. 
Sustained rallies could begin in 2009, but not until several 
conditions are fulfilled, we believe.  

For the optimists, there are a few positive straws in the 
wind.  Some measure of comfort, for example, was found 
in the US December quarter economic decline of “only” 
3.8%, a fall that was less than anticipated owing to 
factories building stockpiles.  (These will likely be rundown 
in coming months, which will dampen activity then).  More 
recently, various shipping freight indices have rebounded 
as the supply/demand dynamics have swung into balance.  
Pressures in the financial markets appear to be easing.  
And, of course, waiting to impact are those massive 
government spending programs.  

The program on which most are focusing is Mr. Obama’s 
recent successor to TARP.  Investors are looking to this 
package to offset the chances of depression and set the 
grounds for a 2010 recovery.  

While its efficacy is in question (as witnessed by the initial 
poor equity market response), and the outlook remains 
murky, this does not equate necessarily with a lack of 
investment opportunities.  The financial markets, it must 
be remembered, are discounting mechanisms.  
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Where do the opportunities lie? Bonds for one
During the last four US recessions, for example, the US 
equity market stopped falling some 3-4 months on average 
before each recession “officially” ended.  The rub is that 
we can only determine this timing with hindsight.  Still 
there are opportunities appearing through the dust.

Corporate bonds, seem attractive.  While sovereign bonds 
have generally rallied towards record highs (as investors 
rushed for safety), the opposite is true for corporate bonds.  
As with equities, investors fled from the corporate sector 
pushing corporate bond prices down to levels that 
assumed bankruptcy and default rates that seem highly 
unlikely to eventuate.

US corporate bonds, for example, have discounted default 
rates that are higher than those seen at the peak of the 
Great Depression.  Unless one believes that today’s global 
economy is in worse shape than in the 1930s (and few say 
this), US corporate bonds seem to have more-than- 
adequately discounted a worst-case scenario.

Add to the story the fact that global inflation is not only 
falling but also seems likely to continue falling (coupled 
with government’s desires to get their economies moving 
again), then the case for falling interest rates also supports 
bond rallies (although this scenario does drive the final nail 
into the coffin of the commodity story).
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US High Yield Corporate Bonds look good value
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Prudential Asset Management’s fund managers see buying 
opportunities in selected areas. Within Asia, they are building 
defensive positions and generally avoiding exporters. China is on 
the radar screen once again while there is value to be found in UK, 
Russia, Singapore and US High Investment grade bonds. 

Do not ignore the dividend yield story
The high dividend yield story also seems to be gaining 
traction. High dividend stocks could not insulate 
themselves from the worst of last year’s selling, as 
investors feared that apparently high dividends would be 
cut. But, some stability is now returning.  Those 
companies with good dividend payout ratios well covered 
by cash flow will likely see increased investor interest as 
interest rates fall.  

Furthermore, as evidenced in the chart below, current 
three month deposit rates are much lower than the 
estimated 2009 dividend yields.  

An equity conundrum?
The real opportunities, however, may lie where investors 
most fear to tread – equities.  We hinted above at some 
skepticism as to the sustainability of any equity rally until 
two basic conditions are met.  

The first is that the cheapness in corporate bonds must
be priced out. The good news is that is already starting to 
happen. The second is that further reductions in the US 
2009 non-financial company profits forecasts must occur 
as the US analysts have been slow to slash.  As a result, 
US equities may not be as cheap as they look.  
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Low US valuations on low profits forecasts that seem 
“believable” is what we are looking for.  Once this 
situation has been reached, we suspect that US equities 
will have laid the grounds for a sustainable rally.  That 
should boost confidence globally.

The equity situation is thus frustrating; many equity 
markets have fallen to levels that appear cheap on profits 
forecasts that themselves have been slashed.  Some 
markets have gone further, discounting significantly 
larger falls in projected profits than seem likely to occur.  

Russian 2009 profits forecasts, for example, have been 
slashed some 44% over the past six months.  Yet the 
forward price earnings multiple is hovering above a 
record low of 3¾ times (verses a ten-year average of just 
under 8½ times).  This appears to be a case of 
discounting the worst ...... and then some more. 

Rewards await the patient investor  
Investors, however, will unlikely take this cheap valuation 
bait – the welter of bad news is still overwhelming. They 
will probably want to see how badly economic growth 
and earnings have been affected. Early releases, 
however, indicate that last quarter’s earnings are as bad 
as expected and mostly priced in by markets. Share 
prices also seem to be discounting, in fair measure, both 
additional corporate refinancing risk and a deterioration 
in asset values.

Many markets are looking attractive. Rewards are more 
commensurate with the risks. There are opportunities. 
But, a bottom is not synonymous with the next rally.  That 
could be some time away. Patience my friend.  Patience!
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Source: Bloomberg as at February 11, 2009 
3-mths Bank Deposit Rate Estimated Dividend Yields

2009 Forecast Dividend Yields Exceed Deposit Rates
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