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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: May 7, 2009

To:  Investment Clients



From:  Mark J. Pellegrino, Chief Investment Officer

Subject:  Is the Train Leaving the Station?

Is the Train Leaving the Station?

Which train? Which station?

At this stage of every bear market, these are the questions that occupy our minds. That’s especially true given the market has rallied almost 30% off its March 9th low. Such a vibrant rally has the bullish and bearish prognosticators battling it out, with the bulls claiming that this is the start of a new sustainable bull market, while the bears believe it to be a retrenchment rally within a continuing bear cycle.

Let’s take a closer look at the two sides of the argument.

Reviving the phrase “green shoots”, the bulls say that the worst is over for the economy. They point to a surge in mortgage refinancing, increasing numbers of tax refunds, government stimulus programs and a rash of central bank initiatives. 

The bears cite an avalanche of catastrophe, including continuing credit restrictions, a crushing decline in consumer net worth, accelerating home price declines, an unemployment rate that is heading higher before it improves, and a consumer whose mountain of debt and weakened spending intentions will keep Corporate America bound up. 

Our conclusion: One month of a few “less bad” economic numbers does not a trend make. Given the severity of the financial crisis, the depth of the global recession and the market’s meltdown, we’d prefer to see some follow-through to convince us that the worst is truly over for the economy. Additionally, we’ve believed for some time that the central issues of the day are now too big for the various government bodies of the world to do anything other than put a band-aid on them. Proving this point, take a look at the chart below. There have been more than two dozen government intervention programs announced through mid-February. The market has ticked down after each successive announcement! If the markets don’t believe these programs will be wholly successful, how can we?
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The bulls say investors are now willing to take more risks, having pulled nearly $100 billion out of money market mutual funds since the rally began. They back this up by reminding us that there still exists $3.8 trillion of cash in money market funds, which can fuel the market’s move to higher levels.

The bears counter that only $10 billion of the $100 billion coming out of money market funds has actually gone into stock funds, hardly a strong risk-taking signal.

Our conclusion: $3.8 trillion in cash reserves is a powerful weapon to an upside move should the market find its bottom. However, the majority of investors have been bloodied badly by the bear market to date, and as such, we believe they will be slow to re-enter, requiring ever greater evidence that key economic indicators have clearly turned the corner. Further, we have yet to see the levels of capitulation (and even despondency) normally associated with major market bottoms. (A reminder of the Investor Emotion Spectrum is shown below.)
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The bulls say that the market is cheap on an historical basis, trading at 14 times consensus Wall Street earnings forecasts for 2009 and below the long-term average price/earnings ratio of 16. 

The bears say that history suggests valuations could get cheaper, reminding us that in the bear markets of the 1930s and 1970s price/earnings ratios got into the single digits. They also believe that too many investors are calling this a great buying opportunity for this truly to be a great buying opportunity. 

Our conclusion: With a majority of companies having reported their first quarter results, earnings have come in better than Wall Street estimates. However, of those companies that have chosen to provide guidance on forward quarters’ earnings – and it’s never a good sign when many don’t -- those forecasts are coming in below Wall Street estimates, implying that forward earnings estimates must be adjusted downward to better match a continuing recession scenario. This downward adjustment in earnings is the kind of catalyst that can trip up the current rally and drive the market to a new low. It isn’t at all unusual to see the kind of retrenchment rally we’re currently experiencing. In fact, looking back at the bear markets of the 1930s and 1970s (and others), there were often multiple rallies – producing lower highs and then lower lows – before those bear markets finally ended. Many of those rallies, while they lasted, had the same kind of steam behind them that the current one appears to have. 

Having laid out the bullish and bearish sides of the argument, and offered some of our own conclusions, let’s go back to the questions asked at the very beginning of this piece. Is the stock market train leaving the station? In other words, did the market reach its ultimate bottom on March 9th and is it now into the early stages of a sustainable up cycle? We think not. Beyond those conclusions shared earlier, here are some more reasons. First, the March 9th bottom ended in a whimper, rather than with the flourish usually associated with major market bottoms. There was little of the kind of capitulation usually seen at these bottoms, where a preponderance of investors throws in the towel while thinking “I don’t ever want to own a stock again”. As for some of the key technical indicators, we saw neither the level of selling volume nor the volatility also normally evident at major market bottoms. Without these important triggers, it’s hard for us to believe that such a severe bear market has ended with so little fanfare. Additionally, the current rally is a “junk rally”. The biggest gainers are the most beaten-down companies with the shakiest financial standing, including financial services and consumer discretionary stocks, many of which had been recently priced for extinction. The financial services sector is still requiring a bailout, while the consumer is clearly on its knees. Are we expected to make the leap that these sectors of the economy will lead us into the next bull phase? If not, then we don’t believe the rally is sustainable much beyond current levels if the quality stocks in the market don’t join in. Also notable is that Larry Jeddeloh, chief analyst at TIS Group in Minneapolis, recently observed that essentially the same “glimmers of hope” and “green shoots” language appeared in 1931, just before the second wave of the Great Depression… and it was the second wave that was the more devastating of the two. We feel that this current rally (like the ones before it) is destined to fail, bringing us to an inevitable retest of the March 9th low. We also believe that there is a better than even chance that the market fails to hold the low on this next retest and breaks to a new low. In such a setting, we’re not yet ready to re-enter the stock market. Even if the market retests the March 9th low and holds it, the move to the low would represent a decline of 24% from today’s levels. This bear market will end at some point, but our preference is to begin the process of re-entering on a retest of the March 9th low or on a break below it. 

Of course, we could be wrong. This could be the start of a new sustainable bull market. Nonetheless, the bigger mistake would be in recommitting equity dollars now, only to have them “dashed on the rocks below” one more time. The smaller mistake is in missing the first few weeks of a multi-year bull run.

But that’s only one side of the story, as we believe there is a Tale of Two Markets in play right now. That said, on to our next question. Has the debt markets train left the station? We believe so. The (unprecedented) credit crisis to date has driven valuations in the debt markets to levels that we may look upon 6 months from now as once-in-a-lifetime valuations. In the chart below, you’ll see the very wide spreads that now exist between various debt vehicles and comparable Treasury issues. Having finally seen the stability in these markets that we’d been looking for, we find the risk/reward trade-offs truly compelling. Specifically, we believe we’ve been handed the opportunity to earn equity-like returns, but at a level of risk today that is slightly less than what we normally associate with bond investments. Therefore, we’ve begun a measured re-entry into certain sectors of the debt markets. Our preference is to use a “follow the money” approach to re-entry, targeting those sectors of the debt markets that government intervention programs are clearly trying to prop up. These include government agency and mortgage-backed securities, where the Fed has announced $1.25 trillion in additional capital to be injected into these markets. Their desire is to drive mortgage rates lower, in hopes of sparking housing activity again… all of that in hopes of sparking economic activity again. Another sector that looks attractive to us is the high-grade corporate debt sector, particularly the short end of the maturity spectrum. In this case, the Fed is trying to prop up the commercial paper market, so that capital is available once again for Corporate America’s use in its day-to-day operations. Those markets had frozen up during the brunt of the credit crisis, and the Fed knows it can’t get an economic recovery underway without unclogging this logjam. As we gain more confidence that default rates have peaked within senior bank loan portfolios and in global high yield bonds, we are likely to begin a similar re-entry into these sectors as well. As opposed to recommitting to the equity markets, we see these new commitments to debt vehicles as a lower grade way of re-entering the financial markets at this stage of an arduous and bloody bear market.
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One final note. If we were sitting in a room with virtually any one of our competitors in the investment management business, and describing the active (at times aggressive) defensive measures we’ve employed in our clients’ portfolios during the course of this bear market, they’d throw the phrase “market timing” in our faces. Our reply is that we were simply walking what we talk – that job # 1 for you is protecting principal, and that when a full-blown and sustainable bear market has been revealed to us, we have no other choice than to take the protective measures we did. When the chart below was developed, the peak to trough decline in the market was 56%. That’s a LOT of lost portfolio value. You’ll note that simple math suggests that to recover that lost value, a 129% move off the bottom is necessary. Think how many above-par years in the stock market must be strung together to achieve that number! Now think how much easier that task is if you’re only down 10% or 12%, or even 15%. That is, and always will be, our story (because it’s your story)… and we’re sticking to it.
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Source: Yahoo Finance 3/12/09

As always, we’ll look forward to sharing additional color on the economy and the markets as we review quarterly results with you.

In the meantime, please enjoy the long-awaited onset of spring.
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The S&P 500 has fallen from 1560 to 680.  What will it take to get back to 1560?




















