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The Going gets tough

One of the most helpful things for market participants to realize about investing is that even the best traders and investors lose a lot. The most experienced market professionals in the world are wrong on a regular basis. It simply is the nature of investing. That seems trivial. Obviously no one is perfect when it comes to the stock market, but if one reads the comments in the media from gurus and commentators you wouldn't know it. The folks who write and talk about the stock market rarely admit in public that they were wrong. Their timing might have been off or their original point misunderstood but they were seldom, if ever, incorrect. For the most part incorrect predictions are simply ignored in the hopes that they fade away and are forgotten. That isn't surprising. No one likes to admit to mistakes, particularly in public, but it is a great disservice to investors because it fails to keep us aware of how common and unavoidable it is to lose when you are trading. Because we don't like to admit to mistakes, we don't see much helpful discussion about how to deal with them. The media focus on making predictions and seldom provide any assistance on what to do when the predictions are wrong. I think it is very important for people like me who write about the stock market publicly to make note of the fact that we have made mistakes or errors. We resist doing it because we don't want to look stupid or foolish but not doing it becomes a misrepresentation of the investing process. Losses shouldn't be perceived as a deep dark secret but just part of the cycle of investing. If you are confident that your investing or trading style will work in the long run it becomes much easier to deal with losses in the short term. I even find it quite helpful psychologically to admit when I'm having a bad run rather than denying it or excusing it. 

The start of 2005 has certainly been a poor period. The complete lack of strength so far caught many investors by surprise. What is important is to not let errors do too much harm. Take some losses, raise cash and stand aside until the market settles down while we regroup. Mistakes don't make you a bad trader, ignoring them does. 

The report on December retail sales (left picture below) was supposed to clarify the state of the holiday shopping season and, by extension, the health and appetites of the U.S. consumer. Economists didn't have an easy task to decipher the message however. The headline number looked good, with retail sales overall rising 1.2% from November, the best performance since September. Much of that gain was due to auto sales: Not only were carmakers lavishing incentives on buyers, a huge depreciation tax break for small businesses expired at year-end. Minus autos, sales were up just 0.3%. Weakness appeared in falling month-over-month sales at electronics and clothing stores. Online sales were a bright spot as so-called nonstore retailers saw sales improve by almost 2%. Still, the strength is sales over the course of the year was evident. The 12-month sales total was up 8% from 2003 and 9% excluding cars. 
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The Institute for Supply Management said in its report for the month of December: “December's PMI (Purchasing Manager’s Index), driven by a significant increase in the New Orders Index, is very encouraging as growth has accelerated for the second consecutive month. This completes a strong year for manufacturing based on the ISM data, as the overall index averaged above 60 percent for 2004. While there is continuing upward pressure on prices, the rate of increase is slowing and definitely trending in the right direction. Comments from respondents this month focused on inflation, margins and seasonal issues. While many manufacturers are enjoying strong sales, there is concern that inflation is taking its toll on margins, thus reducing profits. While energy and basic commodities are the drivers behind the higher prices, the responses this month show signs of a peak in some commodities.” The chart above shows the Index (blue), which has been rising again for the months of November and December. The annual rate of change is still declining.
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While economic indicators might look promising at the moment, remember that stock go up not only in response to the health of the economy but also in response to investors expectations and their willingness and ability to invest money in the stock market. Regular readers will recognize this chart. Mr. Harry Ernst menioned his model in the Barron’s issue dated 04/14/03. Mo2 consists of three components: 1. Currency   2. Demand deposits which reflect the liquidity and health of the banking system and 3. Repurchase agreements between financial institutions and non-financial institutions. When Mo2 rises it indicates rising liquidity in the system. Liquidity at the moment is clearly contracting and might become a problem especially for speculative issues. This does not mean that the broad market will decline dramatically. It does however mean that the days of speculative outperformance are coming to an end. We therefore have to emphasize real businesses with real and rising earning power. 

One of the sectors that I am still extremely bullish on is the Telecom Sector. FTTP is the buzzword, which means Fiber-To-The-Premises. Spending on FTTP went from being measured in the tens of millions of dollars in 2003 to Verizon alone spending almost a billion dollars on the technology in 2004. Fiberoptical supply companies (ask us for a list) had to spend the past year trying to ramp up to meet the demand from this one single company – not to mention the dozens of other initiatives from carriers and utilities and municipalities around the world. Verizon is now passing a million homes with it’s new optical fiber. It is just now starting to sell FTTP to those homes passed. The percentage of homes passed that sign up, will rise from the current single digits to the double digits and eventually will flatten out in the mid- to high teens. Keep in mind that Verizon will pass up to 3 million homes in 2005, and the take rate for those homes passed will rise over the next year, two years, three years -- and all the while Verizon will be passing millions of more homes. Keep in mind, I am not recommending Verizon, but I am recommending Telecom Suppliers. 
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