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M
anufacturers on the
mainland are
experiencing a hard
time amid the global
economic slowdown.

Industrial production growth last
month was the lowest in seven
years. Hit by weak orders and high
production costs, many factory
owners decided to scale back, close
down or suspend production
before the Lunar New Year.

Many workers have been laid
off. Construction workers may also
be hit as a result of the worsening
property market. Increasing
unemployment will gravely affect
consumption. Besides, savings
habits are not changed overnight.
There is not enough
comprehensive medical and
elderly welfare on the mainland,
which is why people feel the need
to save. Given the financial
turmoil, they can be expected to
save even more. So, will the
government’s stimulus plan help
domestic consumption? 

To boost the economy and
increase domestic demand, the
central government has pledged to
increase infrastructure spending
and farming subsidies, and cut
taxes further. On Wednesday,
Beijing increased tax rebates on 28
per cent of exports effective from
December 1. And last Sunday, the
State Council unveiled a 4 trillion
yuan (HK$4.54 trillion) stimulus
package, triggering a share market
rally. 

The package is definitely huge.
It demonstrates the central
government’s determination to
keep economic growth at above 8
per cent. Although the plan
includes 10 measures aimed at
expanding domestic consumption,
the money will mainly go towards
infrastructure. Together with post-
earthquake reconstruction in
Sichuan , the stage is set to
make infrastructure the main
driver of the mainland’s economic
growth in the coming years. 

Many local analysts, however,
believe the central government will
actually only inject 1trillion yuan.
The remaining 3 trillion yuan
would then be generated through a
so-called multiplier effect. 

Either way, in the short term, I
believe stock prices have already
reflected the impact of the
stimulus package. Its medium-
and long-term effects on the
economy will surely be beneficial
and could cover for the weakening
property market and exports. So
investors can take advantage of the
good news by selling those stocks
first and buying them later during
market corrections.

An editorial in the Financial
Times praised the launch of the
stimulus programme, but said the
focus was wrong. It said the
mainland should grab this
opportunity to redesign its
economic model and fire up
domestic consumption.

The mainland has been saving
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a quarter of its disposable income,
or nearly 60 per cent of its gross
domestic product. If these savings
were released into the economy,
the situation could be reversed.
However, Asians in general are
natural savers, and given the crisis,
it would be difficult for
governments in the region to
encourage people to spend more.
Therefore, I believe that an
infrastructure-driven stimulus
programme is the correct move. 

Although the mainland’s fixed-
asset investment is growing
rapidly, its infrastructure is still
lagging behind developed
countries. 

Being the third-largest country
with 20 per cent of the world’s
population, China’s highways,
railways and other transport
infrastructure are essential to
improving logistics. A better flow of
resources and people would
greatly enhance production
efficiency and help economic
development in the long term. 

Emerging markets with plenty
of capital should follow China’s

example by spending more on
infrastructure projects to
counteract the global economic
slowdown and maintain high GDP
growth. 

But it might not be a good plan
for developed countries. Taking
Japan as an example, the
government increased
expenditure on public facilities to
stimulate the economy in the ’90s.
The country already had well-
established infrastructure, with
solid land, sea and air transport
networks. And its Shinkansen was
the world’s first high-speed railway
system. Additional infrastructure
spending on “white elephant”
projects wasted a lot of money and
was not very effective in raising
productivity. 

Developing countries need
expertise in infrastructure and
project financing, which
developed countries could
provide. Ideally, this would create a
win-win situation for both. 

After the announcement of the
stimulus package, infrastructure
stocks soared by more than 20 per
cent. Although stock prices have
already reflected the news, the
effect on the economy will soon be
apparent and all sectors,
particularly resources, stand to
benefit.

Emerging markets
with plenty of
capital should
follow China’s
example by
spending more on
infrastructure 
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Equity markets have collapsed and
investors with both the means and
the mentality to take on volatility
have started to identify small- and
mid-cap stocks as extraordinary bar-
gains.

“[It’s] a once in 10- or 20-year buy-
ing opportunity,” said Himanshu
Shah, president and chief investment
officer at US-based Shah Capital
Management. “And actually we have
done nothing but buying in the last
two months and loading up the 
wagon even more.”

Smaller stocks have been
pulverised for much of the year as 
investors ditched them for traditional
safe-haven investments like blue
chips, government bonds or even
cash positions.

But the sell-off has been so exten-
sive that many small- and mid-caps
are now too cheap to ignore.

“From any matrix, whether you
are looking at price to earnings, price
to book, or price to cash flow, they are
trading at historically low valua-
tions,” Mr Shah said.

And in many cases, they are down
even as their fundamentals remain
strong. Global Bio-chem Holdings,
for example, increased its net profit in
the first half of this year from the pre-
vious period by more than 160 per
cent. Still, the producer of chemicals
used in animal feed has fallen 65.68
per cent so far this year and trades
close to just twice its earnings.

Shanghai Industrial Holdings 
recorded a 28.87 per cent profit 
increase in the first half, and even
after announcing a key increase in
dividend payments, the Shanghai-
based conglomerate has still fallen
56.65 per cent so far this year.

And Sinofert Holdings, whose
profit rose 135.90 per cent in the first
half, has seen its shares plummet
51.92 per cent this year despite being
well positioned to tap into robust
mainland demand.

But while attractive valuations
and strong earnings profiles may be
enough to convince intrepid inves-
tors to re-enter the market, others
may require more.

Many could be reluctant to take a
chance on smaller stocks until the
financial system has stabilised.

“You have to look at global macro-
issues, especially the deleveraging
and liquidity issues,” said Frank
Gong, chief China economist at JP
Morgan. “And when you are facing a
deleveraging issue and a liquidity
issue, sometimes fundamentals
don’t matter.”

Both large and small companies
have been cut down this year 
because of cash flow problems stem-
ming from a freeze in credit markets
and a global economic slowdown.

And with equity markets spiral-

ling downwards as a result, investors
seem less concerned with a com-
pany’s growth potential than its abil-
ity to withstand collapse.

That puts smaller companies that
usually run on tighter operating bud-
gets at a substantial disadvantage.

“In the market there is a huge pre-
mium on liquidity,” said Erwin Sanft,
head of China and Hong Kong Equi-
ties research at BNP Paribas.

“And so even though these small
caps may be good businesses, well
managed, have a good niche, or are a
leader in their segment, no one cares
because they are small,” he said.

But as many investors hunker
down and wait for the storm to pass,
others are taking stock of the poten-
tial bargains in the market and hop-
ing a contrarian attitude will pay divi-
dends soon.

“There are a lot of positives out
here that people have not been look-
ing at,” Mr Shah said.

“A year ago it was greed that was
driving investors, now it is sheer fear,
and that creates good buying 
opportunities.”

Other investors are also looking at
potential opportunities in the small-
and mid-cap arena but they are 

approaching with some caution.
“Business-wise these companies
could be doing well,” said Andy Man-
tel, managing director of Pacific Sun
Investment Management.

“But we’re not in a rush to load up
on some new ideas even though
prices are very low, because the over-
all financial crisis and its effect on
these stocks could last a while.”

Mr Mantel said that he was not
trying to time the market because
there were many hazards involved
with picking small-cap winners in a
bear market – chief among them
being the lack of analyst research 

reports written about the companies
available to the public, or sell-side
coverage.

Investors may also be waiting for
the tide to turn in the Hang Seng 
Index since small- and mid-caps usu-
ally lag a large-cap rally.

But traditional market wisdom
may be out of place in the current
environment.

“This has been a very dysfunc-
tional market worldwide and the car-
nage that has taken place in these
names is mind-boggling,” Mr Shah
said. “So this is not a typical bull and
bear market [situation].”

It could be a buying opportunity – for those brave enough 

Smaller stocks may prove
great bargains for investors
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Gold may climb above US$1,000 an
ounce in 2011 as global mine output
drops, mining costs rise and demand
increases, Morgan Stanley says.

“Mining production actually
peaked in 2001 and has since been
declining,” the bank’s commodity
analyst, Hussein Allidina, said.
“When I look at the demand side, as
income growth accelerates, the con-
sumption of gold for jewellery pur-
poses increases.”

Gold has more than doubled in
the past six years and reached a
record US$1,032.70 an ounce on
March 17 as the US dollar slumped
and oil advanced, adding to concern
inflation would accelerate. In the past
eight months, gold has plunged more
than 30 per cent as the US dollar ral-
lied, oil collapsed and the global
credit crisis pushed the world to-
wards a recession.

“The issue moving forward” now
is deflation, Mr Allidina said. “If
you’ve got concerns about deflation
you’ve lost the lustre that gold has.” 

Agricultural commodities will be
the least affected by slowing global

growth, as opposed to industrial met-
als and energy, and corn and soya
beans were “oversold by far”, he said.

“When you think about it from a
layman’s perspective, if your income
is curtailed maybe you forgo the pur-
chase of a condominium or a car, you
don’t really change your food con-
sumption,” Mr Allidina he said. 

Corn has plunged 54 per cent
from a record US$7.9925 in June
while soya beans have tumbled 46
per cent from their peak in July.

While Mr Allidina was cautious on
base metals, “you don’t necessarily
want to short any of these” as supply
disruptions would probably cause a
rally in prices. “Inventory levels with
the exception of aluminium are rela-
tively tight. They’ve improved over
the last six to 12 months but if you pull
back 10 years, inventories are much
lower today than they were in other
cycles.”

On Beijing’s 4 trillion yuan
(HK$4.54 trillion) stimulus package,
he said: “The plan is net positive but I
don’t know if it’ll necessarily prevent
aslowdown. Granted, a lot of the cop-
per used in China is in government-
sponsored infrastructure, so that

should continue, but the rest of the
space is such a mess – auto sales,
housing, it’s all down.”

Most metals have fallen below
their marginal cost of production and
some are trading near their cash cost,
which should limit the downside.

“If you look back … for a full year,
you never average below the cash
cost of production,” Mr Allidina said.
“This time we’ll probably spend even
less time below the cash cost because
who’s going to loan you money if
you’re cash negative?

“Definitely capital expenditure
for the future is being reduced. That’s
why I’m very concerned about what
happens three years from now, be-
cause the same time that growth
starts to recover is the time you don’t
have the supply that we should be in-
vesting in today.”

Oil was different because of de-
pletion. “Next year it’s going to be a
weaker scenario,” he said.“I don’t be-
lieve we will go down to US$30 or
US$40 [per barrel]. You could see
prices fall below US$50 in the short
term on a day-to-day basis, but I
don’t think you will average in that
range.”

Gold tipped to go above 
US$1,000 an ounce
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