GALILEO - AUGUST 2011 SPECIAL COMMENTARY
‘WHEN FEAR WINS THE DAY’

To be blunt, markets are vastly oversold. In times of extreme volatility stock prices are governed by two simple emotions: fear and greed. These are the two proverbial thieves of the market.  One ensures that you sell for too little, the other that you pay too much. Both lead to losses. What is often overlooked are the virtues of conviction and rationality. Since the end of July, markets have been in freefall. Can all this be because of the opinion of one rating agency? What is the validity of the S&P downgrade? Does the current selloff predict a recession? We would venture it unfortunate for investors to panic and treat their portfolios as chequing accounts.  Such short-term behaviour can only guarantee losses. Investing is all about time value of money and history vindicates long time horizons. 

While Fitch and Moody’s have both maintained AAA ratings for the United States, S&P opted to downgrade to AA+. By S&P’s own language this means this means the United States’ ability to meet its obligations has moved from ‘extremely strong’ to ‘very strong’. Are we splitting hairs? Yes. Do we think the US is moving in to default on its obligations? No. Are we forecasting a recession? No. Why then a selloff of such dramatic proportions? Emotion. 

The impact of the S&P’s downgrade on the market has been dramatic yet declines of a similar magnitude (15% or more) have only predicting one-third of the recessions since 1939. Risk of a recession is low yet fear is high.  Measures of volatility are way up yet corporate earnings and balance sheets are robust. The better predictors of recession that we saw in 2008 (prolonged rise in jobless claims, inversion of the yield curve, and spikes in credit spreads) are not present in the current environment. Measures of opportunity in the market (earnings momentum, price-to-earnings ratios, firm commodity prices and global demand) are abundant. 

Investors are prone to get caught up in the pontifications of the media which focus on the emotional aspects of the market. The current political spectacle in Washington certainly hasn’t helped. As a growth manager and stockpicker (not as economist or political commentator), we feel it prudent to focus on what underlying valuations of the market tell us. From corporate balance sheets to commodity prices and growth in the emerging markets, everything tells us to keep running with our convictions. 





