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Tuesday, April 15, 2003

Fair is Fair

The market has been acting undisputably bullish. The market turned on a dime on March 12 and really never looked back. What happened? This does not make sense, does it? Unemployment is threatening many Americans, corporate profits are anemic and still suspect of being “engineered”, manufacturing payrolls dropped for 32 months in a row. A $500 Billion budget deficit is accompanied by a $500 Billion trade deficit. The consumer is totally tapped out and yet, stocks decide to go up. One has to give credit where credit is due. This market wants to go higher. Banks have been acting bullishly and transportation stocks (ex-airlines) broke above resistance  today. Cyclical issues like banks and transportation stocks are expected to lead in a constructive market.This market is behaving like a bull market, which means that there are a lot of doubters but each time the market goes down, buyers come in at a certain level, which is usually a little higher than the selloff before. So what are we to make of it? Is this a new bull market?

It depends on how one defines a bull market. By the classical definition, we might have entered a bull market in October last year. A 20% rise (one definition of a bull market) for S&P 500  means that the index would have to go from 800 to 960. That would mean another 60 points. That should be no problem.

If we define a bull market in terms of time however, I do not think that we have entered a new bull market. The time factor would mean that stocks come from undervalued levels, that the economy is improving for at least a year or two and that corporate profits are rising due to higher sales and not due to financial enineering or through cost cutting. No! In that sense, we are still in a bear market. 

P/E ratios are not necessarily astronomical anymore, they stay merely in the stratosphere. Business investment has been absent altogether and sales growth seems hard to come by. If you remember, at the beginning of 2002 I talked about the “balance sheet recession”, which forced companies to repair their creditworthiness through catering to bondholders, not to stockholders. Many corporations had to cut costs by laying off workers, reducing services and selling “non-core businesses” in order to stay compliant with their debt covenants. This process has taken almost two years now and in many cases seems to have been successful. Credit ratings are improving and extreme risk premiums are being taken out of many stocks as we speak. Witness the performance of banks who seem to have managed to survive the frivolous loans they made to internet startups that subsequently went bust. Stocks with high debt to equity ratios are still struggling, but many blue chip companies had enough fat that could be taken out to satisfy creditors. These lucky behemoths could survive because of their sheer size. IBM for example announced earnings last night. The numbers were within range of the estimates, but it seems that the recent acquisitions of Rational Software and PricewaterhouseCoopers were the only contributors to growth. In other words, IBM was big enough and it’s stock expensive enough that the company could buy itself some growth by taking over true growth companies. It’s 12 months trailing P/E ratio is 38, its forward P/E ratio based on 2003 earnings is 21. This assumes that IBM is going to earn some $4 and change in 2003. Its core business (ex acquisitions) is not going to provide that. Companies like Ford, who only have one core business, are not so lucky and had to witness the demise of their credit ratings from Investment Grade to Junk status. Ford’s stock went from $30 in April 2001 to $8.35 at today’s close. 

The economy is not going to provide the sales growth which could lead to sustained profit growth. For that to accur, we will have to wait for another year or two. Consumers have to much debt to continue consuming away. Unemployment is still rising and fear of becoming unemployed will shake consumer confidence further. You know the saying “If my neighbor loses his job, it’s a recession. If I lose my job, it’s a depression.” Or here is another one:  “What is America’s biggest export article?” – “Jobs”

Besides, we are not getting much help from abroad either. Germany’s 2003 GDP estimate was lowered from 1.5% to 0.5%. The rest of Europe is not doing any better and Japan is still not recovering. 

The bear market in the economy is not over. We might get some temporary relief over the coming months, but the structural problems still remain. 

However, the market is always right. Price is the final arbiter and if stocks go up, even if we think they should go down, we should remember that markets can stay irrational longer than we can stay lqiuid. Fighting the market can be dangerous to your financial health. 

So lets see where we are. The economic backdrop will not sustain a new bull market. However, risk premiums of public companies are shrinking for the time being which benefits stockholders. As you can see, it’s a matter of perception and can not easily be measured in percentages or other units. We therefore have to take a fuzzy approach. Let start with the picture below which should be familiar to many readers.
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The left chart shows the S&P 500 from the beginning of 2000 to yesterdays close. The right chart shows the yield difference of BAA corporate bonds (Investment Grade) over 10 year treasury notes (roughly 200 basis points or 2%) and the difference between junk bonds (speculative grade) over 10 year treasury notes. The yield differential is important because it measures the level of “fear”. When investors demand almost 20% yield on junk bonds, they are afraid and want to be compensated for the perceived risk they are incurring. The junk bond differential exploded after 2000 from 5% over treasuries to over 15% at the end in 2002. The peak was reached exactly on October 10, 2002, when the S&P 500 reached its lowest point of 768. The S&P 500 retested that level again in February, while junk bonds yields kept on falling and investors became more and more comfortable with America’s corporate credit quality. 

It seems that the market is in a transition phase. The “balance sheet recession” has come to an end (for now at least) while the economic environment is not robust enough to sustain another period of prosperity for stockholders. 

Conslusion: Get while the getting is good. The market has spoken and seems to imply more optimistic assumptions for the future. We shall see how long this lasts. For now, I do not recommend to fight the market. Use strength to get out of losing positions. 

Speculators should contact us for more timely recommendations.  

To learn more about our current recommendations call us toll free at: 866- 33-CALES (866-332-2537)
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