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On a recent trip to China, we were told by an economist we met that he was seeing a trend of Western immigrants moving into Beijing. In particular, he told us of the opening of an authentic new Greek restaurant in the suburb where he lives.

This anecdote provides an interesting symbol of trends at the global economic level.

Three months after the US Federal Reserve’s $600 billion QE2 stimulus program, financial markets are volatile and, as we expected, emerging market currencies and

commodity prices have weakened as this flow ended.

US money is easy

Nevertheless, monetary policy in the world’s largest economy, the US, remains accommodative in the extreme, with:
· interest rates at (effectively) zero for almost three years now and a commitment to maintain this level well into 2013, 

· a commitment to re-invest the proceeds of maturing bonds owned by the Fed, ie maintain the base load stock of QE support and 

· the introduction of a new program, ‘Operation Twist’, which will pull down long-term interest rates (and in particular home loan rates, which are predominantly fixed in the US).

Despite this unprecedented monetary stimulus, the US is still not creating sufficient jobs to dent the unemployment rate, their housing market remains moribund and consumer

confidence is ebbing.

Headwinds are strong

Strong economic headwinds, mostly consequences of the excesses leading up to the 2008/2009 financial crisis, are continuing to blow in the developed countries.

The first headwind remains very high levels of government (ie taxpayer) debt. Washington DC and the southern Eurozone alternate for the headlines in this regard. These governments face the unenviable task of taming their fiscal deficits, while avoiding default, damaging their fragile economies and political backlash from their voters. 

The second headwind remains an ageing population - an increasingly large body of voters, who have been promised a level of social security support in retirement that is perhaps unaffordable for future taxpayers.

The third headwind is a dysfunctional banking system, with a number of problems including residual toxic loans, regulatory uncertainty, a seeming inability to manage risk and some banks being so large that they pose systemic risk.

Emerging countries are growing

In positive contrast, lesser developed countries, where the bulk of the world’s people reside, do not directly face these headwinds. These countries may, however, feel the headwinds indirectly via reduced trade flows and perhaps reduced capital flows, especially in the short term. 
Particularly important are the BRIC countries, the CIVETS (Columbia, Indonesia, Vietnam, Egypt, Turkey and South Africa) countries, and many other non-acronymed countries in South America, Eastern Europe, Asia and Africa. In these countries, populations are generally younger, government finances are healthy and economies are growing rapidly - driven by productivity gains, improved infrastructure and favourable demographic shifts.
Our view is that the emergence of the emerging markets - the development of the developing nations - is a structural phenomenon that has strong and accelerating momentum. We see many decades ahead of self-reinforcing growth in household incomes in these countries.
Where to invest?

We are mindful of the need to apply our contrarian, valuation-based investment philosophy and process with discipline. Great opportunities will arise when our detailed fundamental research and analysis uncovers investments at prices well

below the intrinsic value of their expected future cash flows.

Mispricings we uncover may be companies exposed to strong emerging market growth, but still available at an attractive price. Mispricings may also be found in companies exposed to economies facing the above mentioned economic headwinds, where their prospects are better than what is implied by their share price. We should be wary not to have our objectivity influenced by the natural human tendency towards excessive

optimism, given a favourable backdrop, and over-pessimism when the news is bad.

Importantly, it is not enough to merely identify macro trends and invest according to themes without consideration for what is already reflected in market prices. Therefore, our client portfolios may follow the Greek restaurateur to China because of the increasing consumer demand over there, or they may seek exposure to his troubled home country if the price is right.
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