F LATE, negative social news
like thefts and murders has

- hogged the headlines. of local

papers. Many would probably

be wondering why criminal cases and social
illnesses seem to be rising in recent years

despite the country seeing fairly good
economic growth. The government has
even recently announced quite a good set
of second-quarter gross domestic product
(GDP) growth numbers. So, what gives?
Many blame thes¢rime phenomenon on
higher interest rates and petrol prices that
have resulted more in a'gpike in the cost of
living for ordinary people rather than big
corporations. Interestingly, the increasing
crime rate is actually 6ne of the syndromes
that may signalithat the economic
environment is slowly“turning to the .
autumn or winter season under the. Based on certain characteristics that the Malaysian economy is

economic K-Wave analysis. If this is true, displaying, it would seem that the nation is in the throes of an
then there may be more négative news . . ' ~
economic winter’ as propagated by the K-Wave theory. The

ahead for the ordlnary house
country. remedy? B By James S

K-WAVE DEFINED
The Kondratieff Wavé;or mosgeommonly
known as the ‘K-Wave”, i 60-year  When néw production fails to keep up with
economiic cycle (averagi years in  consumption due to relatively high prices,
duration) suggested by’ a Russian  the economy begins to decline to anothern
economist - Nicolai Kondratleff inithe  period of cheap prices, and anew growth‘ theory have stiggested thatthe current war
cycle’ begins. on terrorism and the geo=political tension
The theory states, tl t one cycle of :oflate seem to fit well into the characteristic
aceumulation and consumption process - of a winter (or summer to a certain extent)
s"of the afore-mentioned four - “period under the K-Wave.

; periods of ‘atitumn’ were normally
characterised by massive debt growth and
speculative bubbles. Some advocates of this

WHERE IS MALAYSIA IN THIS

The past and present of the
Kondratieff (long) wave cycles )
ve theory is  Notethat successive K-Waves tend to trend The basic assumptions
higher. This indicates that despite periodic ~ i...: It ‘takes five major i
declines; capitalist economies should (three bulls. and tw g
become more and more prosperous as corrective waves. (two.in.
ices inicrease, the . witnessed by history. The table shows the and one in bear pi 0
is necessary to ~K-Wave cycles that the United States (or cycle, 7
i the world) has gone through. Note thatthe  ii. The bull cycle is longer tha
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1 The Past and Present of Kondratieff (Long) Wave Cycles

Spring (expansion) Summer (recession)
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SourceIWww kwaves.com

cycle (assuming a ratio 0f 1.000:0.618),
and

iii. The number of periods are rounded up
to the nearest Fibonacei numbers (such
as five, eight, 21, 34 and 55) whenever
possible.

The outcome under the above
assumptions is as follows:

1 Spring and summer (bull phase — three
impulsive.up-legs and two corrective
down-legs) last 34 years.

Autumn and winter (beat phase — two
impulsive.down-legs and one corrective
up-leg) last 21 years:
| Fach impulsive leg lasts eight years
while the'corrective legs last five years
« each.
Assuming 1997 as the peakiof the bull
phase, the result suggests that Malaysia
could probably be in atransition period
of autumn and winter, with a counter
trendrally on the market likely to start
from 2006 and ending in 2010.

To try to check the validity of the above;

estimate, one can go through some of the

characteristics of the K-Wave
ecall that under the theory, in the

Autumn (plateau)

1816-1835

1920-1929
{'Roaring 20's")

Winter (depression)

1835-1844
[Mexican American Wat)

1929-1949
(World War 2)

v. economic growth mainly driven from
consumption, and thus
vi. arapid increase in debt.

Further, the notable characteristics of
winter are:

i. 2 low profit margin era as a result of [
_products made cheaper and more

 widely distributed due to keen

. competition, leading to industry &

. consglidation,
ii. lower employment opportunities and
hence an inerease in sogial problems;
iii. changes'm the political sense, and
iv. social issués being played out.

At a glance; these characteristics do look
familiar in the current environment in the
country, don’t they?

Some observers suggest that the events
unfolding in Malaysia currently, such: as
that listed below, fit into the criteria of the
winter period highlighted above:

I pricewarin industriegsuch as banking,
the inability to pass down rises in
operating costs and hence a margin
squeeze, o

I the focus of ban Sen consumer
lending, hence higher household debt,

I A Rough Estimation of the K-Wave In Malay{%sla"
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vertical and horizontal mergers and
acquisitions (M&As) to maintain
‘profitability and growth,

"< a two-tier equity market, wh
the blue chips perform w,
performance of the lower hn s are
disappointing, .
organic growth is seen only in selectlve
seetors such as oil and gas, and
therecent hostile developments in the
social ‘and political landscapes of the
country.

In short, these observers conclude that
the above events collectively suggest an
autumn period, if not a winter, under the
K-Wave theory and hence point to
potentially tougher times ahead.

POSITIONING FOR TOUGH TIMES
AND UNCERTAINTIES AHEAD
Fortunately, even if the country is stuck in
a K-Wave autumn or wmterw;)emod there
are ways to lessen its.efféets, such as
through some of the ways:;:bgf ows

The Keynesian Theory

of the Keynesian Theory. Essentially, this
traditional’economictheory states that the
primary caiise of hjisinessicycles is due to
the wide fluctuati te

crease spending and

tofull employment.

Judging from the recently announced
Budget 2007, the government appearstobe

onthe right path to address the issue witha

planned budget deficit at 3.4%, and with
almost every sector getting some incentives.
In line withthe o Malaysia Plan (9MP), the
government hag also encouraged more

people’s needs to help reduce their burden
of expenditure owing to the rising cost of
living. On the political front, the Prime
Minister also said that it was the Barisan
Nasional's tradition to thrash out and'solve.
any misunderstandings among the

private investmen
initiatives (PFT) apart
‘pump-priming
corporate tax by 1%
another 1%thereafterto 2
without a doubt, a counter cyclical strategy.

Ahmad Badawi said in Budget 2007 that
the proposals were tailored to meet the

a private finance
the converitional
The cut'in

in 2007 and
n2008is also,

period highlighted above.

Positioning, positionin
positioning ~

It is also fortunate that the ‘
also suggests that even during the autumn
and winter seasons, selective sectors in the

Piime Minister Datuk’Seri Abdullah

The Four Seasons
of the K-Wave Cycle

Spring - Inflationary Growth Phase

According to Kondratieff, in thisphase, inflation is an inevitable part of growth; and governments,
atthe same time, are passive participants in the inflation cycle. Growth begins from a:depressed
economic base and expands in-an ever-increasing spiral. The interaction of the participants
within the economy causes wealth,-as represented by savings;-and the production.of capital
equipment to be accamulated for the future.

The expansion of production and affluence causes prices torise; and the increased volume of
goods requires.a higher velocity of money, thiis creating a higher price structure, During this
phase, unemployment falls, wages and produetivity rise-and prices remain relatively stable.
Historically, the growth phase requires 25 years to comiplete.

The mood of the growth phase is one of accumulation and the desire for new product
manufacture: Accompanying growth is a shift in social demands. As wealth is accumulated and
new innovation introduced, great upheavals and displacements take place.

Summer - Stagflation (Recession)

Eventually, the continuation of exponential growth reaches itslimit. Excess capital produces a
shortage of key resources and the economy enters a period where growth creates a shortage of
resources: An economy will only support expansion to the limits of its resources, both human
and material.

The mood of affluence also brings a change in attitude towards work. As an economy gets
closer to its limits; inefficiencies build up. Theimbalances of this period have been historically
exaggerated by what can be labelled as a ‘peak war’. “ Examples of this are apparently World
War I and the Vietnam War, which came at the end of a very affluent period:

Thesewars produced strains on the economy andincreased the impact of inflation. A dramati¢
drop in output, rapid rise in unemployment and unusually severe recession characterise this
period. Although the primary recession is short-lived, lasting only three to five years; it is the

Source:Subtracted from the article entitled 'The Kondratie#f Theory:.




economy will still be able to see growth. The
pertinent question to investors is, of course;
‘Which are these ‘still growing’ sectors
-amidstthe winter scenario in the economy?

~Some clues could be drawn from the
government’s plans and thrusts itself. The
government has identified sectors.sueh as

agriculture, biotechnology and /za/al food

as future growth drivers in the ec nomy.
The government is also promoting tourism
and Islamic finance in a big way with
various .spending and tax incentives as
outlined in the recent budget proposal:
Apart from the sectors that are being
promoted by the government, selective
sectors such as plantations and oil and gas

- employed in other sectors have been foreed

should also be resilient. Peaple who are
employed in these sectors should begeeing:
good times even while .other people

to tighten their belts because of increases
in expenditure brought about by rising
prices.

To quote from a recent Press report: ‘/n
northern Sarawak, the otl and gas caprtal
of Sarawak and the top producer for
Malaysia, employees working for otl
giants Shell and Petronas here continue
to ltve the good life. Their strong
purchasing power has in_fact helped to
sustain the local economy through the past
two years when the price increases of fiel

key in altering perceptions and the structure of the economy. The economy could then go into

consolidation and tight bounds for the next 20-25 years.

Autumn - Deflationary Growth (Plateau Period)

The change in price structure, along with. the mood of a population used to consumption
accompanied by the vast aceumulation of wealth from the past 30 years, causes the.economy to
enter a period of relatively flat growth and mild prosperity. Due to structural changes.and the
limits of the existing paradigm; the economy becomes consumption=oriented.

Coupled'with fiscal liberalism, individuals in this period 100k for stability or iormalcy. The
plateau period generallylasts seven to ten yearsand is characterised by selectiveindustry growth;
development. of new ideas (both technological and social) and strong feelings-of affluence,

culminating in a feeling of euphoria.

The inflated price stricture from the primary recession; along with the desire for consumption,
produces a rapid increase in debt. Eventually, wealth consumption expands beyond all practical
limits, and the economy slips into a severe and protracted depression.

Winter - Depression

Excesses of the plateai period lead to a collapse of the price structure. This exhaustion of

accumulated wealth forces the economy into a period of sharp retrenchment. Generally, the
secondary depression entails a three-year collapse; followed by a 15-year deflationary workout
period. Kondratieffviewed depressions as cleansing periods that allowed the economy+to readjust
from the previotis éxcesses and begin a base for future growth. This is a period of incremental

innovation where technologies of the past period of growth are refined, made: cheaper and
more widely distributed. Also; one will see an inéremental increase in the innovation of

consolidating industries, which could narrow profits and increase costs — a low profit margin

era.

the framework for social integration as well:

Within this phase, one also sees’a.consolidation of social valugs or goals. Often, these social
changes are supported by shifts in technology and the period of ineremeiital innovation provides

Political sense faces changes in this period too. Contrary to the growth period when one
witnesses political stability,” during the tough: times; old alliances become challenged.
Through the process, old alliances fail and new alliances are formed.The final stages of the

of growth.

cycle is a period of coalescing or ‘quickening’ of the allianees that will govern the next period

and consumer goods have forced the rest
af the citizenry to cut back.on spending.’

In other words, the country and its
eitizens can still keep ‘warm’ by identifying
the right sectors and thrustseven during a
cold ‘winter’ economy:.

Going global
Some K-Wave experts suggest that markets
have a tendency to return to where they
started. In other words, gains of the
previous period-are normally wiped out
following a . speculative bubble
phenomenon. For instance, in the US,
some stocks have fallen by more than 95%
while other big names such as Enron and
WorldCom have collapsed. Some K-Wave
winter bears even suspect that the Nasdaq
market will ultimately lose at least 90% of
its value from the top, or fall to at least 500
points over the next deeade. For the Dow
Jones Industrial inde , in theory, this
suggests that it could fall back to around
5,000 points as well. "
While the bear camip could be right about
nt1a1 of Nasdaq, they




revenue ;contributions of the Dow
component companies with the bottom
30 component stocks of the S&P506¢

Index. The results (as shown in the table

below) reveal that Dow component stocks
have a much higher overseas contribition
2 to their business vis-a-vis other smaller
.+ local S&P companies. '
The following chart also clearly
suggests that the Dow Jones index has

been far more resilient than the S&P500
index, Based on the findings;:it would
seern:that going global is definitely one
of the most effective ways of mitigating
the risk of an'econemiic slowdown in a
home countrywhen itis stuekin a winter
period. -

Interestingly, the government seems to
be on the right trackb
local big boys, incly

I Percentage of Overseas Revenue Contribution to Companies
(Based on the Latest Information Available From Bloomberg)
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Pr’octer&Gamb[e’CO '
Jnited Technologies

A <
El Du'Pont de Nemoirs & Co
. Honeywell nternation
Mc‘Donald's

33.9%

40.7%

AVERAGE 42.8%

Source:Bloombery

YSIAN BUSINESS

66,200

13.7%

American Power Conversion Cor
A o

AVERAGE 32.0%

September 16, 2006

Nasional Bhd and Petroliam Nasional

Bhd; to‘invest overseas. More emphasis 0

has also been‘put on the recent 2007
Budget to. promote . Malaysian
investments abroad,/Thus far; among the
local-banking groups; Bumiputra-
Commerce: Holdings Bhd, Malayan
Banking Bhd and Public Bank Bhid have
invested substantially or about 20%
~their assets opverseas; In fact, int
) previous Malaysian Busiiies:
issue on ‘Global Malaysians'|
1,20061ssue), oneshould no
most of the successfu
businessmen and éntreprene
have taken the initiative to invest
overseas.

CONCLUSION

Malaysia and most of the world’s big
economies like the US may actually
be .in a 1tong ‘winter’ economy
stretehing 10-20years ahead if one
believes in the K-Wave economic
_ftheory. Fortunately, its effects can
~bemitigated by remedial measures.
he government - and local
. companies should recognise the
“potential:dewnside risk of the K-
Waye cycle and draw up long-term
, gency plans to.deal with
its"consequences. As for investors,
« they should recognise by now that
compéanies (eitherbig or small-cap)
that have taken the initiative to
expand overseas and with profitable
rack records would probably be

fer bets going forward:
In addition, inivestors should
te that even during the autumn

accumulate down-beaten st
investors despite the.lon
winter effects.
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