
The “green shoots”.  Will they take root?
Sentiment shifts to positive gear 
The whiff of optimism is undeniable. Recent stock market 
rallies are proof of this. That some top US banks booked 
profits in the first quarter undoubtedly boosted confidence. 
Mr. Geithner’s plan to rid the US financial system of "toxic 
assets" also inspired market confidence in the days that 
followed. But the fact that this momentum has continued 
has come as a surprise to many. The major economies 
are still grappling with recession. Corporate earnings 
remain under pressure. 

What is behind this newfound resilience? Is it sustainable?

First and foremost, fears of a total economic collapse have 
dissipated. Even in the US, the epicenter of today’s crisis, 
recent data seems encouraging. March’s data, for 
example, showed that  the pending home sales index rose 
for a second month in a row after falling for nearly 3 years. 
Construction spending too rose, the first increase after five 
straight months of declines. The US Federal Reserve is 
also sounding more optimistic especially since the pace of 
economic contraction appears to be declining (the March 
quarter’s 6.1%1 decline compares “favourably” with the 
December quarter’s 6.3%1 dip).

In Europe, better-than-estimated results from BNP Paribas 
and BMW cheered the markets. Over in Asia, equities 
rallied after China’s manufacturing output expanded in 
April, the first time in nine months. Around the globe, new 
orders and trade are also signaling a pick up in activity. 

But is it sustainable?
These scattered signs of good news do not necessarily 
imply that a sustainable recovery is underway. At best one 
can assume that the worst of the downturn is over. In fact 
recent data could easily represent a temporary bounce. 
After all, one has to remember that following the Lehman 
collapse, the slump in global production far exceeded that 
in actual final demand. Many declines were knee-jerk 
reactions to the extreme fears that gripped the markets. 
These production overshoots are reversing, resulting in 
improved global trade data.
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The US: A glass half full or half empty?
The US economy too continues to face many challenges. 
Business investment and commercial real estate have yet 
to pick up.  Retail sales, a key barometer of the nation’s 
economic health, rose slightly in January and February, 
but slid in March as household incomes fell. 

This implies that we are not out of the woods. Historical 
experience (Japan, the post-Asian crisis and the 1930s) 
suggests that a banking crisis recovery can take several 
years.  History too indicates that equities can enjoy sharp 
bear rallies, when the rate of economic collapse eases.  
This looks like the case in March and April.

Furthermore, March's horrid jobs numbers and high debt 
levels suggest that U.S. consumers still face powerful 
headwinds. With the US household net wealth to income 
ratio on a declining path, the US consumer will likely 
repay debt for some time yet. A strong rebound in final 
demand, we believe, is needed for a sustainable recovery. 

But there are many who argue that Chinese consumers 
hold the key.  That China, and not the US, will lead the 
world out of this recession. Yes, there is no denying that 
China is again showing signs of robust growth, having 
averted much of the growth slowdown, thanks to the 
government’s stimulus package. But given that the 
economies of Europe and Japan are still contracting, it is 
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Rising US savings could crimp consumption
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a tad ambitious to expect China alone to do the job. The 
Chinese consumer has the potential, we think, to replace 
the American household as an engine of world growth, but 
that is what it is – potential (and we like the China 
consumer story).  For now, the US remains the world’s 
largest consumer story by far. 

Bulls and Bears slug it out!
As discussed above, it is far too early to call a recovery. 
Yet judging by the strong market upturn, many investors 
have been doing just that – calling a recovery, their 
appetites whetted by some very cheap markets.  Many 
had fallen to levels that appeared cheap on profits 
forecasts that themselves had been slashed – cheap 
markets on slashed forecasts! With a welter of attractive 
opportunities on offer, little wonder these bulls piled into 
the market at the first glimmers of hope.

The bears on the other hand have stood firm. Their refusal 
to get too carried away with recovery expectations hinges 
on a more sober assessment of economic conditions. For 
one, another sharp downturn in economic activity cannot 
be ruled out (as argued above). Second any economy 
takes time to recover even when growth stabilizes. The 
same holds true for corporate profits.
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The easy money has been made.
As the chart below (left) indicates, recent rallies have 
raised valuations to fair levels, particularly in Asia. Higher 
valuations should eventually dent sentiment (unless the 
trickle of positive data turns into a stream). Profit 
upgrades, for instance, could trigger the next rally. 

Will the “green shoots” take root?
Markets may appear to have turned a corner, but 
sentiment could still take a few hits, we suspect. Given 
that the economic and corporate fundamentals remain 
suspect, very little may be needed to derail the positive 
momentum.  On the other hand, the level of savings 
locked up in the banks is so high, the potential for liquidity 
driven rallies to appear cannot be denied.

One must not forget that equity markets are discounting 
mechanisms; they often rally well before the economy 
improves. (During the last four recessions, for example, 
US equities stopped falling some 3-4 months on average 
before each recession “officially” ended). 

So, are today’s rallies a reflection of better times ahead?  
It is possible.  But the fundamentals supporting a 
sustained rally have yet to fall into place, we think.  For 
the moment, we are keeping our powder dry!

(Strictly for Prudential internal circulation only.)

Prudential Asset Management (Singapore) Limited
30 Cecil Street  #20-01 Prudential Tower  Singapore 049712
Company Reg 199407631H

Tel (65) 6317 9618  Fax (65) 6536 7020
www.prudential.com.sg

PAMS’ Views on Asset Class Valuations
BONDS EQUITY

• High Investment Grade:
Very Cheap

• High Yield:
Good value still, but not as cheap   
as they were following April’s rally

• Asian Local Bonds:
Selectively attractive

• G7 Sovereigns:
Expensive 

• Asian Equity:
Short-term: up with events.
On any other view: mostly      
good value.

• Europe Equity:
Probably some of the cheapest 
around, but that could be for a  
reason.

• US Equity:
Cheaper than they were and   
look attractive - if  the profits  
forecasts are not cut again.
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Asian valuations are up with events


