
Time for Cautious Optimism?
Fear pushes valuations towards attractive levels
Many investors had hoped that October’s meltdown would 
signal an end to the global stock market rout. Alas, they 
were proven wrong. Equities sold off again not only as 
investors fretted that the US “recession” would prove to be 
a “depression” but also as renewed deflation fears flared. 
Worries as to the effectiveness of the US government's 
bailout plans rippled across the globe.

In the US, this selling seemed justified as key macro data 
appear consistent with the worst recession since 1945. US 
analysts had also lagged in slashing their profits forecasts. 
Today, even US equities are moving towards oversold 
territory on sharply reduced 2009 profits forecasts.  But 
US bonds have been even more aggressive in discounting 
a depression, which may unnerve investors expecting 
equities to follow.

Apart from the US, most equity valuations now seem 
commensurate with the risks. Worst-case depression 
fears also seem unlikely to be met. There is little doubt 
now that the UK, Europe and Japan are also in for a rough 
passage, but many equity and bond valuations suggest 
these fears, too, are adequately discounted. The 
reward/risk ratio is in investors’ favour, we think. 

Given the fears and large uncertainties that exist still 
(“How long will it take before the banks clean their balance 
sheets and start lending again?”), stock markets will likely 
remain volatile.  The answer to the question, “Is a bottom 
in sight?” remains clouded given the bleak economic 
picture.  Equities could get cheaper!

But one must not forget that equity markets are 
discounting mechanisms; they often overshoot as fear and 
greed run amok.  It is this that gives equity markets a bad 
name. If investors have discounted a depression, and 
there is “only” a deep recession, equities will rally. It is a 
matter of when and the trigger.

So against this background, we see three key reasons to 
be cautiously optimistic about equities. 
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Rapid government responses are positive
For a start, after a spotty beginning, there has been a 
rapid global government response to the crisis. That many 
now recognize the core problem – that this is a leverage 
and economic crisis not just liquidity – is encouraging. The 
series of coordinated and unprecedented policy actions, 
suggest that a repeat of the 1930’s Great Depression (the 
real underlying fear affecting market sentiment, we 
suspect) should be avoided. 

Policies aimed at restoring banking system confidence 
have a fighting chance of ending the disorderly de- 
leveraging of both financial institutions and households. 
Instead, this process could be much longer but should be 
more orderly (one hopes). The rapid fall in the rates at 
which the banks lend to each other also suggests that we 
have progressed beyond the blind panic flight towards 
government bonds.  So, room for measured confidence.

While investors may find comfort in these policy advances, 
their underlying concerns quickly focus on whether the 
moves are enough to prevent another sharp fall in the 
2009 profits growth forecasts. With credit still scarce, 
profits will likely be weak next year.  And this is the hub.  
Investors have been highly skeptical of the analysts’ profits 
forecasts; they sold aggressively in anticipation of the 
forecasts being slashed. The analysts have since obliged. 
Unless analysts slash their forecasts more than that 
discounted, the risk reward balance seems favourable.

Source: IBES on Datastream as at December 12, 2008. 

Profits forecasts have been slashed!  Is it enough?
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Some unresolved issues complicate the picture
A major issue for Asia is the thorny topic of “decoupling”, 
the extent to which Asian economies are dependent on 
the US. In the 1980s, Asia was highly reliant; it is not so 
clear today. The relevance for equities is simple; if Asian 
growth is more independent, profits may be better than 
feared; Asian equities may have discounted too much.  

Despite market skepticism, the November consensus 
forecasts suggest 2009 Asian growth (albeit slowing) 
even as the US moves into recession. In Singapore, 
where a recession is forecast, low equity valuations on 
slashed 2009 profits forecasts suggest adequate 
discounting. Singapore is attractive on these grounds.

Moreover, Asian banking systems today are in a strong 
position experiencing few of the “leveraging: problems 
plaguing the US, UK and other banks; they learnt their 
lesson in the 1997 Asian financial crisis. Today, Asia’s 
banks are well capitalized. Asia enjoys some of the 
worlds lowest household borrowing and highest savings 
rates.  Net corporate gearing levels are low.

Automatic stabilizers come to the rescue
Oil and commodity prices have been plunging, lowering 
costs and inflation. This should open the door for interest 
rate cuts which would support both equities and bonds.
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Equities rally before recessions end historically
Even in bad recessions, equity prices recover before the 
economy and earnings. In the recession of the early 
1980s, equity prices rallied 14 months before profits 
stopped falling. With the major exception of the US, 
many equity markets today look attractive.  But the 
speed with which the US profits forecasts are being 
slashed, suggests that this market too is on the road to 
being adequately discounted.

Equities could still fall further
We are not saying that equities have bottomed.  We are 
arguing that today’s valuations are attractive and more 
than compensate for the risks.  A bottom is being formed, 
we think, but we are in unchartered territory; it is difficult 
to spot an upturn. Equities may wait some time before 
they take the low-valuation bait. But for investors who 
want to lock in some good, high quality value, and are 
prepared to wait, today’s valuations look tempting.

Prudential Asset Management’s fund managers see good value 
appearing. Within Asia they are building defensive positions 
focusing on domestic stocks and generally avoiding the exporters. 
China is again on the buy list.  Our international fund sees value in 
UK, German, Turkey, Singapore and US high investment grade 
bonds. They remain cautious towards the US until bond yields fall.
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You don’t believe the profits forecasts? Take a look at 
the low price to book ratios.

Source: DataStream  as at December 12, 2008
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Braced for more downgrades and Asia “de-linking” queries
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Source: Source: Consensus Economics (London) Survey, as at December 15, 2008.  The chart 
shows the average country forecast +/- 2 standard deviations i.e. 95% of forecasts removing the 
“outliers”.

Some unresolved issues complicate the picture
A major issue for Asia is the thorny topic of “decoupling”, 
the extent to which Asian economies are dependent on 
the US. In the 1980s, Asia was highly reliant; it is not so 
clear today. The relevance for equities is simple; if Asian 
growth is more independent, profits may be better than 
feared; Asian equities may have discounted too much.  

Despite market skepticism, the November consensus 
forecasts suggest 2009 Asian growth (albeit slowing) 
even as the US moves into recession. In Singapore, 
where a recession is forecast, low equity valuations on 
slashed 2009 profits forecasts suggest adequate 
discounting. Singapore is attractive on these grounds.

Moreover, Asian banking systems today are in a strong 
position experiencing few of the “leveraging: problems 
plaguing the US, UK and other banks; they learnt their 
lesson in the 1997 Asian financial crisis. Today, Asia’s 
banks are well capitalized. Asia enjoys some of the 
worlds lowest household borrowing and highest savings 
rates.  Net corporate gearing levels are low.

Automatic stabilizers come to the rescue
Oil and commodity prices have been plunging, lowering 
costs and inflation. This should open the door for interest 
rate cuts which would support both equities and bonds.


