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Alvine Capital September 2015 

 

     ...exit pursued by a bear (with an apology to the bard) 

 

Key issue: markets do not always GO UP. Unstable China, disruptive technological 

change coupled with expensive valuations should force a reappraisal of investment prospects. 

We are likely to be entering a period of medium/long term declines for most mainstream 

assets. 

Key recommendation: caution is the watchword. Passive beta must be abandoned, in 

favour of defensive and/or activist investing. 

 

 

 

 

 

 

 

 

 

 

The big Mo....death cross coming 10 month vs 20 month moving average 

óThe monthly is extremely helpful in establishing what could be a structural trend from what 

you donôt recover for a period of time.ô Louise Yamada chartist (source: Bloomberg.com 

2/9/15.) 
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Various pro-momentum, or stability assets such as CTAs and óRisk parityô had feasted 

on benign financial conditions that had lasted for a historically long period. When this 

positive cocktail finally faltered, the effects as we saw in August were brutal. 

All market cycles have a tendency to breed on themselves. The confidence of a bull run will 

bring abundant profits, and hence the momentum to reinforce such a move. It takes a lot of 

tiredness to witness roll over. Rising markets also brought a positive feedback loop with 

investors enjoying the wealth effect hence spending freely and investing in diverse securities 

that support the economy. When this goes into reverse, it can also create blowback.  

 

 

 

 

 

 

 

Goldmanôs financial stability index - a most definite form of tightening 

Without substantial fresh upside momentum, all these factors will now start to weigh. 

 

Economic and Political risks - óthe great fall of Chinaô 

óIt doesnôt matter whether the cat is black or white as long as it catches the mouse,ô when 

Deng ushered in market reforms 30 years ago few foresaw quite what an incredible story 

would unfold. It is however, a long time since China emerged.  

This success story depended on cheap labour, high savings, fixed capital formation and 

growing export markets - all of these are now at risk. Massive over investment, the draining 

of the countryside of a once abundant workforce, plus stagnant overseas opportunities and an 

overvalued currency all presage tough times. Will the unusual political system and nominally 

Communist one party state be able to cope? 

George Magnus; Chinese model nears end-   http://www.ft.com/cms/s/0/388bf2ca-475a-

11e5-af2f-4d6e0e5eda22.html 

http://www.ft.com/cms/s/0/388bf2ca-475a-11e5-af2f-4d6e0e5eda22.html
http://www.ft.com/cms/s/0/388bf2ca-475a-11e5-af2f-4d6e0e5eda22.html
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This comprehensive review of these challenges by George Magnus is the best explanation of 

how these factors can yet go sharply wrong. The botched partial devaluation together with 

clumsy attempted capital controls, suggest the Communist Party will not have the flexibility 

and dynamism to tackle the crisis. A Hard landing or  worse (civil conflict, expropriation 

etc) is the most likely outcome. 

 

 

 

 

 

 

 

 

 

 

 

 

The August trade figures showed a 13.8% drop in imports, with an overspill into other 

economies amply demonstrated by these numbers. Obviously, the standouts are natural 

resource exporters, but even manufacturing exporters such as Germany, Switzerland, Japan 

and Holland are all feeling sharp pain. 
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European Refugee crisis - the law of unintended consequences 

 

 

 

 

 

 

 

 

Facebook advert for refugee passage to Europe (Source: Mail online 28/11/15) 

 

The mass movement of refugees and migrants is not a new phenomenon in human history, 

from the French Huguenots, to many waves of persecuted Jews, the dislocation and aftermath 

of wars have presaged exodus. Todayôs crisis brewing on Europeôs borders is being 

exacerbated, by levels of easy communication and information flow that are a product of the 

modern world. 

We do not wish to comment on the political or humanitarian issues at stake, rather to explain 

that this event may have negative effects on the economic stability of not just the continent 

but world markets. In a world of rising income inequality and stubborn pockets of high 

unemployment, rejectionist political players and themes are already gaining traction. 

If  Jeremy Corbyn can lead the Labour party, or Tsipiras overturn the establishment in 

Greece then this new crisis can lead to dramatic events. Polls in the UK already show a recent 

shift away from continued membership of the EU, while one can only assume that Marie 

LePen must be relishing each further twist of this story. The free movement of goods within 

the Schengen zone since 1995 has been taken for granted. Many companies have set up 

supply chains, and advanced seemless documentation; if this now ends or is effectively 

impaired business will suffer. 
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Potential Political upheavals that are all cause for concern - even óThe Donaldô is riding this 

anti-establishment wave. 

 

Middle East - fresh fault lines 

 

Yemeni and Kurdish tensions---new dynamics 
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It is hardly new to worry about political risks in this ever volatile region. The rise of ISIS has 

kept what remains of Iraq and Syria in turmoil. However, the Gulf States armed intervention 

in Yemenôs civil conflict is a new dimension bringing war to the very borders of Saudi 

Arabia. 

Continued ructions in the Kurdish spheres of Iraq and Syria, are flowing back into 

communities based in Turkey. With Western powers still intent on intervening to support 

what can be seen as an ally against the extremists, the possibility of civil war inside Turkey is 

a frightening prospect. 

  

Deflationary Ice age - ópeak oilô theory dead 

For most baby boomers inflation - at some level - is the natural order of events. On a longer- 

term perspective, prices do not always rise rather there have been pronounced periods of 

deflation. These have tended to occur at moments of technological change spurring an 

overthrow for the established means of business. 

 

 

Examples of US deflationary periods (Source: Zero Hedge Tyler Durden 4/414.) 

An economy that is developing fast, has vast scale and hence can deploy resources efficiently 

can revolutionise productivity. Unless monetary policy is consequently very flexible, then 

this can lead to deflation. 
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Steady inflation is the stock marketôs friend. Top line growth is generally assured leading 

most companies to develop and enhance earnings. These dollars, Euros and pounds can then 

support dividends, buy-backs or bond coupon payments. 

In a period on entrenched price falls, by definition most corporations will see declining 

revenues. While some payouts can be maintained out of reserves or cost cutting (as energy 

companies are trying to do now,) there comes a time when dividends etc have to be squeezed. 

Led by a multi-year route in global commodities, inflation is falling fast with several large 

economies flirting with outright deflation. Keynesôs famous liquidity trap  can now kick in 

forcing a form of downward multiplier effect---as prices fall consumers hold back, leading to 

further price retrenchment.  

For many asset prices, and in particular equities that are essentially a future contract earnings 

multiple, this effect could be disastrous. 
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Technology - of Unicorns and men 

Incredible ideas, rampant seed capital and the advent of several game changing technologies 

gave this bull market the genius to invent the billion dollar start up. Private markets allowed 

less onerous reporting standards, and no need to mark to market for investors, spawning 

fortunes for more than a few entrepreneurs. 

 

 

 

 

 

 

 

A single horn - gives a billion $ of disruptive capital  
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The fortunes and new businesses from these new technologies are well known. As a 

revolutionary impact, these forces at play may destroy as much value as they create. Rounds 

and rounds of funding at extraordinary valuations have allowed management to concentrate 

on growth, rather than profits . As with Amazon, this tends to depress prices across the 

economy. 

Smart phone capability beyond what an IBM mainframe could once do, can play havoc with 

long established profitable franchises across a variety of industries. 

Technology as a disrupter, innovator is part of the deflationary horizon. 

Shale oil has been a great boon to US energy self-sufficiency. With oil prices comfortable 

above $100 per barrel for a decade, profitability was there to speculate in this new form of 

extraction. As prices crashed a fresh spur to creativity and innovation has lead to extra-

ordinary productivity gains. This has been part of the up-ending of old certainties for the 

price of this crucial raw material. 

 

 

 

 

 

 

 

 

 

 

 

More from less 

A long-term decline in the cost of energy ripples through the economy, as 

transport/manufacturing and many others see lower input prices. 
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US economy - what about corporate balance sheets? 

Warren Buffet says that 2% growth in the US economy is sound enough to convince him to 

continue to invest his cash resources. Growth, in what is now the seventh year of expansion 

may indeed continue, but this does not in itself explain the plight of many American listed 

companies. 

This has not been a usual expansion. The strong dollar and subdued overseas markets have 

already dented revenues for many internationally focused companies. Even in the US 

earnings growth had often relied on squeezing soft labour costs, hence the share of profits as 

a percentage of GNP is at historic highs. 

 

 

 

 

 

 

 

 

 

 

 

 

The dominance of capital over labour - challenged by a 5% unemployment rate 

American CEOs have not only squeezed profit margins to enhance overall returns for their 

stock holders, the increasing use of leverage by taking in funds from the bond market has 

enabled payouts and buybacks to flourish. Record low historic yields, have lead to ever more 

bond issuance. This was a great strategy to boost temporarily share prices but means a day of 

reckoning as to when these bonds redeem. 
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Good times have to be re-paid for eventually 

Underwriting standards in this frenzy have deteriorated leaving a substantial amount of low-

quality debt that has to be re-financed in some way. Even a slight freezing up in bond 

market conditions can lead to this tap being turned off, and it will be the stock market that no 

longer receives the oxygen to pay dividends etc. 

 

Economy and interest rates working against us 

Seven years into an economic expansion and growth is still trundling on. It is reasonable to 

expect for the US around a total of 2% for this year, forecasts for 2016 will have to factor in 

the continued strong dollar and many EM economies in recession; accordingly perhaps 1.5-

1.8% is possible. The US remains a dynamic place to do business but the best part of this 

expansion is likely to be behind us. 
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Interest rates have yet to suffer the full force of a Fed tightening cycle, but have trended 

higher since the taper was completed. At the same time renewed treasury supply, and a 

deluge of corporate issuance have all hurt the bond market. 

 

Door slowly being closed for corporate credit 
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US equities have needed the payout from the bond market, to finance the splurge in 

buyback/dividends as this closes greater focus is likely to be on soft revenues and earnings. 

 

Central banks short of ammunition and authority 

óWhat scares me is what the next downturn in the economy looks like, with asset prices 

where they are and a lesser ability of central banks to ease monetary policyô Ray Dalio 

Bridgewater Assoc (Source: Bloomberg.com 17/9/15.) 

As the world headed into the Lehman crisis six years ago, at least there was ample room for 

both monetary and fiscal easing. For a 2016 slowdown, or market crisis prospects for a 

similar antidote are slim. In theory the Fed could instigate QE4 ,but with one part of the 

mandate close to full employment this has to be an almost impossibility. 

We would need a return to crisis conditions before this stimulus could be re-admitted to the 

markets. 

 

óDammit Janet the last thing we need is more uncertaintyô Irvin Stelzer (source: Sunday 

Times 20/9/15.) 

The grand old Duke of York would be familiar with the problem, marching all the way to the 

gates of a rate hike only to back down in the face of international developments, especially in 

China. While the decision not to raise rate may have been correct, constant changes in policy 

to hike or not to hike are confusing markets and threatening stability. 

 

Of bulls and bears - timing matters 

ñEconomists seldom call recessions, downturn, recoveries or periods of boom, unless they are 

staring them in the face,ò said Buiter. ñWe believe this may be one of those times.ò (Source: 

Bloomberg.com 9/9/15.) 

Walls of worry, siren bears we have heard them all. If you have an ability to invest through a 

cycle then eventually most asset prices will rise as the power of money (especially 

electronic) is dissipated. These can be a lot longer, and sharper than is commonly understood. 

Those ólong termô investors who bought in 1929, 2000 or 2007 had an uncomfortably long 

time, and a big drawdown, before their decision paid off. 
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Time eventually conquers risk 

Everyone says you canôt go wrong with London property, but as an example of overpricing 

and supply. One suspects like all good bull markets, this one seems to have ended. 

Over priced assets - London real estate! http://www.bloomberg.com/news/articles/2015-

09-08/luxury-homes-unsold-after-a-year-seen-showing-south-london-glut 

 

Conclusion - how bad will it get? 

In 2008, the US faced a genuine hard landing. As Lehman crumbled, there were real risks for 

the entire financial system. The institutions of the Federal Reserve, and the Treasury were 

robust and legitimate enough to know how to handle the ensuing crisis. 

Will China be able to understand and cope with a similar magnitude blow up? This will 

determine how severe and long lasting, the bear market will last.  

The average US bear has left a 32% fall, and that has to be the most likely scenario. For 

that reason, we are recommending extreme caution, as much pain is yet to come. 

http://www.bloomberg.com/news/articles/2015-09-08/luxury-homes-unsold-after-a-year-seen-showing-south-london-glut
http://www.bloomberg.com/news/articles/2015-09-08/luxury-homes-unsold-after-a-year-seen-showing-south-london-glut
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If the wrong political and economic decisions are taken, then things could get much 

worse. It is a time for genuine concern. 

 

 

Did Japan lead the way? 
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This material is confidential and is intended solely for the use of the person or persons to whom it is given or sent and 

may not be reproduced, copied or given, in whole or in part, to any other person. Nothing contained herein 

constitutes investment, legal, tax or other advice nor is it to be solely relied on in making an investment or other 

decision.  

The information and opinions presented here are for background purposes only and do not purport to be full or 

complete. No reliance may be placed for any purpose on the information or opinions contained in this document or 

their accuracy or completeness. No representation, warranty or undertaking, express or implied, is given by Alvine 

Capital as to the accuracy or completeness of the information or opinions contained here and no liability is accepted 

by Alvine Capital for the accuracy or completeness of any such information or opinions. 

No information provided herein shall constitute, or be construed as, an offer to sell or a solicitation of an offer to 

acquire any security, investment product or service, nor shall any such security, product or service be offered or sold 

in any jurisdiction where such offer or solicitation is prohibited by law or regulation.  

UK Residents: Alvine Capital Management Limited is regulated in the conduct of investment business by the 

Financial Conduct Authority, ("FCA").  

 


