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RAINIER GROUP INVESTMENT ADVISORY LLC
500-108th Avenue N.E., Suite 2000, Bellevue, WA 98004

Telephone  (425) 463-3000 Fax  (425) 463-3044

Memo

Date: August 9, 2009
To:  Investment Clients



From:  Mark J. Pellegrino, Chief Investment Officer

Subject:  The ABCs of Economic Recovery What Letter Takes Us Out of Recession?

The ABCs of Economic Recovery 

What Letter Takes Us Out of Recession?
Perhaps more than any other argument raging among economists and market strategists today is the one around the shape of an eventual economic recovery. To make their theories more understandable to many of us who are visually oriented, they’ve given these theories 

letters – letters that identify the shape of the move. This is important stuff, for to sustain the current stock market rally into the future now requires signs of real economic recovery, and that requires a surge in consumer spending, business investment and home buying. Let’s take a look at the various theories, and the letters (and signs) given to them:

The “V”

This is the most common type of recovery and the one that represents the best-case scenario. In this case, the economy surges about as sharply as it plunged, quickly returning to the economic growth rates that preceded the crash. The most recent example of this type of recovery was the expansion phase that followed the Dot-Com Bust, driven of course by what got us into the current mess – the Greenspan Fed’s posture of “easy money”. 
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The "U"
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Our take: Unlikely…
as the Fed, the Treasury, and the Administration must “thread the needle” in order for this scenario to become a reality. The Fed must continue to encourage economic growth (by keeping interest rates low and injecting capital into various sectors of the credit markets), but keep inflationary pressures at bay (by eventually raising interest rates). The Treasury must maintain solvency in the banking sector, while encouraging these banks to begin lending again, so that this lending can spur economic growth. The Administration must throw just enough stimuli at the economy to get it growing again, but do so without horrendous consequences to the budget deficit and the U.S. dollar. What I’ve described is the “just right” scene from Goldilocks and the 3 Bears. Unfortunately, evidence to date of these government bodies’ ability to work together to make the best decisions, along with the enormity of the issues, does not leave us in a “thread the needle” fairy tale kind of place. 

The “U”

This type of recovery is defined by the time it takes to get growth back on track. It offers a stark contrast to the rapid recovery thesis in the “V”. This pattern is most often associated with the expansion phase that followed the 1970s oil crisis, which was a nasty period of stagflation (negative economic growth accompanied by hyperinflation). It was a scenario where key economic indicators kept bouncing along the bottom until a real recovery finally kicked in.
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Our take: More likely than the “V”…
since we believe it will take a good amount of time to repair the damage to the housing, credit and banking sectors. However, it still requires that our various government bodies “thread the needle”.  

The “W”

The last time we had a recovery of this type was in the Great Depression. In fact, some have described the Depression as a series of W’s – partial recoveries followed by cascading declines, all of which ate up a good chunk of the 1930s. It took World War II to get the economy growing at a consistent expansionary clip again. NYU economist Nouriel Roubini (nickname: Dr. Doom) describes his forecast as “a double dip, W-shaped recession with the wings of a tentative recovery of growth in 2010 at risk of being clipped toward the end of that year or in 2011 by a perfect storm of rising oil prices, rising taxes and rising nominal and real interest rates”.   




Our take: Feasible…
as it would be reasonable to see near-term growth triggered by positive influences (stimulus package, low interest rates) and then tripped up by negative ones (like those offered by Mr. Roubini). What doesn’t work for us in this conclusion is the idea of returning to normal expansionary growth as early as this prediction seems to imply.

The “L”

Economic historians claim there has been only one recovery in the U.S. in this 

shape – 1945-46. This was a postwar period defined by a rapid shift from a wartime-based economy to a civilian-based economy, where increases in spending and productivity were hard to come by. Even so, the better comparison is to the Lost Decade of the 1990s in Japan… and, some would argue, continuing on to the present day – an incredible 2 lost decades. This kind of L-shaped recovery suggests a drawn out period of sub-par economic growth, with GDP growing maybe 1-1.5% versus the 3-4% growth normally found in an expansionary phase.




Our take: Quite possible…
but it’s a matter of degree. Given the competing headwinds now facing this 

recovery – housing and credit crises, banking instability, potential inflationary pressures, weakness in the dollar – it wouldn’t be at all surprising to see the repair of these issues take some time, which plays to a drawn-out, subpar recovery.   

Square-Root-Shaped Recovery

I guess the economists forecasting this type of recovery got tired of letters and instead starting using signs. We’ll resist the temptation to call it the “SRS” form of recovery, as that’s the ticker symbol for an ETF that shorts commercial real estate… but, I digress.

This recovery profile has the economy bottoming, bouncing back about halfway to the previous peak, and then leveling off in much the same L-shape as discussed above, and at a level of GDP growth inferior to normal expansion phases. 




Our take: Most likely outcome
This potential scenario plays out as follows: 

The government’s stimulus package kicks in and sparks an immediate bounce off the bottom in the economy. However, there is a realization that global consumers’ net 

worth – in terms of their home prices and the value of their investment portfolios -- is still badly bruised. Unemployment heads higher (maybe meaningfully higher) and stays at elevated levels for some time. In fact, a new paper from the Federal Reserve Bank of Kansas City shows unemployment breaching 10% and staying there through 2011, slowly drifting down to 8% by 2014, 7% by 2016, and even remaining above 6% a decade down the road. Those who have jobs are worried about losing them, which continues to push the savings rate up in dramatic fashion. This means that consumers don’t spend their dollars, but instead hoard them, lending little support to a true consumer-led economic recovery. Credit remains difficult to get, leaving a housing-led recovery off the table as well. Given that consumers make up 70% of the economy, their lack of participation compromises the revenue growth necessary to hold earnings estimates up in the out quarters, as Corporate America is left without any more cost cutting and asset sale opportunities (the only real reasons earnings have held up so far).

What does this mean for the stock market? Simply put, we believe the rally off the March 9th low is ultimately unsustainable – that this is a classic retrenchment rally within a secular bear market that started in 2000, rather than the start of a new secular (multi-year) bull. We further believe that a significant pullback is in the offing, likely triggered by the eventual downward adjustment of earnings estimates as economic reality sets in. Whether we see a retest of the March 9th low (S&P 500 at 666) or a break below it is an open question, but well within the realm of possibility. In fact, when you look at the chart below, which shows an overlay of the recent rally against the same moment in time during the market of the Great Depression, there is an eerily similar quality to the two rallies. Back then, what happened after the rally is something none of us wants or needs to experience. While we’re not predicting a 90% decline from peak to trough, as was true in the 1930s, even a proportion of such a decline would represent a meaningful hit to portfolio value. With that possibility in mind, and given the economic headwinds still pushing against a true recovery, we’ll choose a defensive posture in equities every time.
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That said, it appears that investors’ perception of the systemic risk so prevalent in the markets leading up to this past March has now dissipated. Additionally, the market has breached previous resistance levels on the upside, which now may provide support to a big decline. For the clients who joined us during the course of this bear market, we have made no new commitments to equities. In others’ portfolios, equity levels have come down to very low levels of exposure. In these two groups’ portfolios, it’s our intention to guide a small amount of “sidelined” dollars (on the order of 5% of total portfolio value) into the equity markets.  That way, if we’re wrong in our prediction of another serious pullback before the bear market ends, there will be some participation in the move higher.

Across the remainder of each client’s portfolio structure, we’ll continue to feature the debt investments that have served us so well during 2009, as we expect these positions have more return to give. Additionally, we’ll keep watching for opportunistic investments that may present themselves due to the dislocations caused by a difficult bear market. One such investment is a potential short position in oil. In our view, current supply/demand dynamics point to a decline in the price of oil in the near-term, as we believe the oil markets are over-estimating demand. Additionally, we believe the greater risk right now is to deflation rather than inflation, which also caters to lower oil prices.

In summary, we continue to play defense in equities, maintaining equity exposures well below long-term strategic targets, while tactically hedging our bets in select portfolios. We also continue to play offense in the debt markets, favoring the risk/reward trade-offs that still exist across these markets’ various sectors. We’ll keep rebuilding our hedge fund exposure, with the knowledge that these managers are in a great position to take advantage of market dislocations. As always, we remain on the lookout for opportunistic investments that are too difficult to ignore, with the next specific opportunity coming in a short oil position.

We’d love to tell you that everything is wonderful again, as has often been the case of late in the financial media. However, we fear that this is nothing more than a hope rally; that it is coming without much in the way of economic substance; and that investors are once again being sucked into a bear trap rally that will knock the wind out of their portfolios once the hope melts away. Therefore, until hope turns into reality and follow-through, we’ll remain defensive.

We look forward to sharing more of our thoughts with you during upcoming reviews.

In the meantime, enjoy the rest of your summer.            




























