It’s the Consumer, Stupid!
… and a whole lot of liquidity.

I’m sorry to have dredged up an old presidential campaign line and applied it to the current economic scenario. It was just too tempting… for on the heels of arguably the worst housing and credit crises of our lifetimes and a near meltdown of the banking sector, 2009 witnessed a powerful equity market rally off the March 9th lows. But what’s really changed? There are still 15.7 million Americans out of work and the housing market is still on its knees. Banks still have a bunch of toxic assets on their balance sheets, more small and mid-sized banks are going out of business every day, nobody’s lending yet, and the Obama Administration through regulation is proposing to change how the big banks do business (and not in a positive way, if the market’s reaction to the news is any barometer).

Even though unemployment is a lagging indicator, meaning it doesn’t typically peak until months after a recession has ended, at 10% (17.5% if you count the “underemployed”) it still has the consumer in a precarious position. If it remains stubbornly high for a prolonged period, as many economists project, it becomes even more of a problem for future economic growth. When you look behind the numbers, the picture seems even more bleak, and offers evidence that this was not a “garden variety” recession. During the course of the recession, employment declined by 8 million people, a record in the post-WWII era. The U.S. now produces fewer private sector jobs than it did a decade ago – 1 million fewer than in October of 1999. We don’t think this is cyclical or short-term in nature either, as many of the jobs created between the 2001 and 2008 recessions were related either directly or indirectly to the parabolic extension of credit. There have been 11 million full-time jobs lost. A normal recession sees about 3 million. There are also a record 9.3 million Americans working part-time because they have no choice. In past recessions, that number rarely got above 6 million. The number of permanent job losses increased by a record 6.2 million, while a record 5.6 million have been unemployed for at least 6 months. In previous recessions, this number almost never got above 2 million. The youth unemployment rate is now a record 20%! On top of that, the longer it takes those unemployed to find employment the more difficult it is to retrain them when demand finally picks up and employers start adding to payrolls again.       

Why has unemployment been so deep this time? Two reasons come to mind. First, there have been 2 recessions during the past decade – one short and mild and the other long and 
brutal – but the two have combined for what has been a lost decade for private sector jobs. Additionally, we’ve seen a big burst of productivity growth during this stretch, with productivity jumping 9.5% in last year’s third quarter alone!
Unfortunately, we need explosive economic (GDP) growth to drive the unemployment rate down. By example, the economy soared by nearly 8% in 1983 after a deep recession, lowering the unemployment rate by 2.5 percentage points. But we’re not getting that kind of growth! GDP in the third quarter was originally reported to be up 3.5%, revised to 2.8% in the first revision, with the final revision coming in at 2.2%. The fourth quarter number, when it’s reported, is predicted to come in higher, but not in the 6-8% range normally seen when coming out of recession and into a new business expansion. With the consumer comprising 70% of the economy, it’s difficult to see where such growth can be had. For an interactive look at the unemployment picture, click on http://cohort11.americanobserver.net/latoyaegwuekwe/multimediafinal.html.
The economy’s not getting much help from the housing market either. For one, housing starts are weak, with single-family starts leveling off and multi-family starts even weaker. Additionally, foreclosures have hit record numbers, which has flooded the market with fresh supply and kept prices weak, with the average home price being down about 30% since April of 2006. And think how bad those numbers would be without concerted government and lender workout efforts! Most predictions have foreclosures over 1 million homes if not for such efforts. Beyond that, 3.4% of U.S. households – 1.9 million homeowners – are 120 days or more past due on their payments, but not yet in foreclosure. That’s up from 1.5% a year ago. Amherst Securities Group has estimated that 7 million homes are headed for foreclosure in the next few years. That’s more than a year’s worth of home sales at the current rate. To complicate matters more, banks are reeling from mortgage losses, which means they aren’t comfortable lending yet and keep raising loan loss provisions in anticipation of even more problems. On top of that, we’re about to get a new wave of option adjustable rate mortgage (ARM) resets, as noted in the chart below. Remember what happened in the last wave? With many homeowners owing more than the current value of their home, new rounds of foreclosures are sure to come. The few signs of hope we have seen in the housing market have surely been provided by the government’s tax credit program, but that program (if not extended for a second time) will end soon. With unemployment still elevated and banks not lending, what props up housing then?
[image: image1.png]Subprime resets crushed the housing market in ‘07 and '08. Now a new
wave of adjustable rate mortgage resets is just around the corner.
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There are other signs that this shrinking economy may take longer to recover than is currently being priced into the capital markets. Most are coming from the credit markets, as many households and companies – especially small businesses – lack easy access to borrowing. In fact, the corporate and consumer credit markets have shrunk in size by 7%, or $1.5 trillion, over the past 2 years. The financial markets that support credit card lending, auto loans and home mortgages not backed by the government are between 10% and 40% smaller than they were in the second half of 2007. In 2005, over 6 billion credit card offers flooded consumers’ mailboxes. This past year just 1.4 billion were sent. The size of the market for securities backed by loans tied to homeowners’ equity has shrunk more than 40% since the second half of 2007; the market for securities backed by auto loans has shrunk 33%; and for securities backed by riskier mortgages the shrinkage is 35%. These securitization markets provided as much as 50% of consumer lending leading up to the credit crisis. On the business side, commercial paper sold by businesses to finance payroll and other short-term cash needs has slumped by 35%. On top of that, household debt now stands at 122% of total disposable income, up from just 60% 25 years ago. The result of this tighter lending scenario? Consumers spend less and businesses are more reluctant to hire and invest. 
This, obviously, is not a pretty picture of economic growth. In fact, we’re of the opinion that the economy is likely to experience a prolonged period of sub-par growth relative to what would normally be the case in a new business expansion. So why then did the equity markets see such a powerful rally during 2009? In a word, liquidity. The stimulus package pumped $787 billion into the system. The Fed’s quantitative easing program – meant to prop up the mortgage-backed securities markets and keep mortgage rates low, in hopes of spurring housing 
activity – threw $1.75 trillion into those markets. That caused a 21% expansion in the market for securities backed by mortgages. Additionally, the Treasury tossed a lot of money to the banks, insurance and auto companies to maintain their solvency. This tremendous liquidity came in conjunction with the Fed’s decision to keep interest rates at near zero, as they attempted to drag the economy out of recession. That drove money market yields to near zero, as well. With so little return to be had by “sitting on the sidelines” in money market funds, investors were “forced” to invest in risk-based assets to achieve meaningful returns in their portfolios. And they did – in a big way!! The question that keeps occurring to us: If such a huge stimulus program has actually created a jobless recovery (such as it is), and if the Fed’s massive easing program has not done much in the way of sparking a housing recovery, what can the government do from here to drive a real business expansion? It would seem to us they’re running out of tricks. 
As we turned the corner from 2008 into 2009, we began to see the kind of stability in the debt markets we had hoped and waited for. The worst credit crisis of our lifetimes had left in its wake uncommonly attractive valuations across the debt sectors. The risk-reward trade-offs were truly compelling – the opportunity to earn equity-like returns, but at very low levels of risk exposure. With these risk-reward trade-offs in front of us, we featured debt securities in our portfolios throughout the year. As we’ve now turned the corner into 2010, we feel strongly that the “easy money” has been made in these positions that served us so well in 2009. While current yields on these securities are still attractive on an historical basis, we’re convinced that we’ll not see the kind of appreciation in these vehicles we were granted last year. In addition, we’re concerned the Fed will have to start raising interest rates in the not-too-distant future, which will have a modest negative impact on these positions. Therefore, it’s our intention to begin moving dollars out of the debt markets. However, we don’t feel compelled to begin an across-the-board re-entry throughout the equity markets, for all the reasons noted regarding the headwinds pushing against a real economic recovery. Instead, we prefer to guide dollars toward more targeted managers that are well-diversified, hedged, have the ability to get defensive as needed, or represent pockets of long-term strength across the globe. Specifically, we wish to move toward our long-term strategic targets in Hedge Strategies, and even within this asset type to be well-diversified, featuring an equity-biased, a debt-biased and an arbitrage-biased manager. We also wish to move to our strategic targets in Commodities, featuring a talented long/short manager that can position the portfolio in front of the powerful momentum –upside and downside – that pervades the Commodities markets. We’re also adding to our opportunistic positions, featuring a Pacific Tiger equities manager, an Asian Technology manager (with a small cap bias), and 2 unconstrained managers that have performed well in up markets, but can get defensive quickly if the markets should turn south dramatically. Tactically, we’re continuing to re-build our positions in both Emerging Market Debt and Equities, as we are strong believers in the long-term prospects for the growth in Emerging Market economies. However, we want to be careful about our re-entry points, using orderly pullbacks to establish new positions. Finally, we intend to be more selective as to the remaining debt positions in the portfolio, since there are now clear “haves” and “have-nots” in the debt markets as we glance forward to a rising interest rate environment. We’ll look forward to sharing additional color on these tactical maneuvers during our upcoming review meetings and calls.
As we view the outlook for the economy and financial markets, uncertainty is still the name of the game. As always, we’ll look to navigate that uncertainty with prudence and forethought.

Most of all, we wish you and your family a happy, healthy and prosperous 2010!

Until next time,

Mark Pellegrino

Managing Principal & CIO

Rainier Group Investment Advisory, LLC

