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Kerkorian Fallout

What a week. The most popular trades on Wall Street went sour over the last two weeks. The cheapest investment grade bonds with junk-bond-like yields were those of General Motors. At the time, General Motors still seemed to be cash flow positive and the bonds seemed to be safe. But just in case something should go wrong in coming quarters, many Hedge Funds “secured” their bond holdings against a turn for the worse in the company’s business, by shorting the stock of General Motors. If something should go wrong, the stock would get hit first and the fund would reap additional gains. Then came the one-two punch. First, General Motors warned that a shortfall of $4 Billion Dollars was likely, then Standard & Poors opined, that indeed the bonds belonged into the junk categorie. All of General Motors bonds tanked immediately. Then, a couple of days later, Kirk Kerkorian announced that he liked the stock of General Motors so much, that he would like to buy an additional 28 Million shares at $31. Shares of the stock rose immediately by 15%. That was punch two and the Knockout punch for certain Hedge Funds, if rumors can be trusted, which of course they can not. Nevertheless, Hedge Funds lost on both occasions massive amounts of money and rumors of mass redemptions at certain Hedge Funds floted around trading desks and brokerage offices. This was enough to make many other investors nervous and might have prompted them to call their own Hedge Funds to inquire about exposure to other leveraged “sure fire investments” that might go wrong. After all, perception is reality on Wall Street. Risk has been re-introduced into the life of Hedge Fund managers as investors fled from leverage, no doubt helped along forcefully by margin clerks, who liquidated positions that were under water. Among the worst performing sectors over the last two weeks were the raw materials and anything that had benefitted from rising economic activity earlier in the year. Selling in these sectors increased as the week wore on and was probably related to fears that rising interest rates worldwide will dampen future demand. However, I could not help but notice, that selling invariably picked up during the last hour of the day, which clearly smacks of forced liquidation. It seems that leveraged players had to raise cash quickly to satisfy margin calls and to meet redemptions. The easiest positions to liquidate in such an environment are naturally those, that still have a bid left, - in other words energy and raw materials related issues were being liquidated en masse. US Steel for example fell from $63.- on March 1st to $37.75 on Friday. A loss of 40% in 6 weeks.  Price action like we have seen this week in oil and raw materials stocks almost feels panicky. 
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Regular readers will recognize the chart above. Mr. Harry Ernst mentioned this 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.The picture above shows Greenspan & Co. have been draining liquidity from the financial system, since the middle of 2004. Liquidity is scarce, money becomes dearer, and the necessary consequence has to be, that leverage (aka speculation) in the system becomes more expensive to maintain and therefore gets riskier. Hedge Funds are known to engage in leveraged transactions and the unwinding of these bets can become very painful, especially since they usually can not be unwound in an orderly fashion. This unwinding is what we are seeing in the stock market right now. 
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The CRB Index (a basket of 17 commodities) has reached its target. After breaking out opf its W-formation in 2003, the first significant price target of 320 has been reached. The Index seems poised for a correction, which could carry it down towards the 260 level. Raw materials are going to take a breather and it might take a year or more before the necessary base is built for another push higher.

The US Dollar Index is also changing its course. After successfully breaking through the 85 area last week, it seems likely that the next target is going to be 90. Money has become dear again and that benefits the dollar. While Greenspan’s easy money policy had created to many dollars chasing all kinds of asset classes around the globe and pushing prices higher, the new austerity seems poised to deflate raw meterial prices all over the world. 

We live in a world of intertwined economic interests, where everybody depends on everybody else. Fewer dollars and tightened credit conditions in the US will therefore slow economic growth not only in this country but in Europe and Asia as well. Slower growth will eventually hurt the creditworthyness of corporations and (sovereign nations) that overpromised and most likely will underdeliver benefits to its constituents.

The liquidity trade, meaning investments in high yielding (corporate bonds) or rising assets (raw materials), which were financed through cheap and abundant credit is ending. The outperformance of hard assets versus human/intellectual capital seems to have come to an end for now. The new market leaders will take some time to emerge. It is entirely possible that healthcare and technology will play a more important role in the future. At valuations in these areas are more attractive than they have been for many years.

Hermann Vohs
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