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Over the past few weeks,
France, Germany and Japan
reported GDP growth for the
second quarter, which appears
to indicate that they are now
emerging out of recession.
Unsurprisingly, media atten-
tion has been focused on whether
the ‘green shoots’ of the elu-
sive economic recovery are real
or imaginary. From our field
work, we would offer the fol-
lowing observations. In most
sectors, the economy appears to
have stopped getting worse, but
many businesses remain reluc-
tant to take any risk yet, and as
a result, inventories of all sorts of
goods are still very low. Pricing,
however, is beginning to firm in
some important industrial goods,
notably steel, and, when business
psychology reverses, the turn in
activity, pricing, and incremental
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margins for the average indus-
trial cyclical could be surprisingly
good.

Now that earnings season has
passed and the fears of a com-
plete economic meltdown have
abated, America’s economic
debate has turned to the nature
of the recovery. Optimists point to
the government stimulus and its
ability to jumpstart the confidence
of the American consumer. Other
observers are less sanguine. They
are bracing for an extended period
of slow to moderate growth, as
debt-laden consumers rebuild
their savings at the expense of an
economy built on spending.

Both camps can find a sta-
tistic or chart that supports their
current view of the world. Either
way, our view is that the market
is not expensive on a forward
price/earnings basis, but it has
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rebounded from its ‘cheap’ lows. A
lot of stocks are fairly valued, and
consequently, there is a need to be
mindful of actively managing risk
in today’s market environment.
As more venturesome ‘animal
spirits’ return, and activity levels
and money velocity improve, we
believe inflation will become a
significant issue given the moun-
tain of money created to solve the
credit crisis. This development
will have the effect of improving
nominal asset prices and reducing
the weight of liabilities, but it has
implications for currency, interest
rates and the valuation of assets.
Leveraged by huge monetary
and fiscal stimulus, the growth in
absolute profits could provide the
mirror image of what corporate
profits experienced over the last
18 months. We are working hard
to position our portfolio for such a
climate, and therefore its composi-
tion is as cyclically sensitive as it
has been in many years.
Notwithstanding the market’s
advance from the depressed days
of early March, we continue to
work on intriguing ideas across
a broad spectrum of industries.
We are generally focused on high-
quality companies and since the
rally so far has been concentrated
in lower quality names, we remain
optimistic a return to quality is on
the cards for the future recovery.
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