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212.309.6582 everyone wants to know: Have we hit bottom? We have

Eleonora.omarova@inginvestment.com developed a contrarian indicator model? that signaled on
October 10 that the market had reached a bottom. How
reliable are those signals? And what kind of turnaround are
they signaling? To provide some perspective, we take a look
at how reliable those signals were in the last bear market.

During the 2001-02 bear market the model signaled five
episodes in which the stock market bottomed out. Three of
them turned out to be strong bear rallies, one was a false
alarm, and the last call correctly predicted the ultimate
bottom of the bear market in September 2002. While that is
arguably a respectable performance, the single episode of

Figure 1. The stock market mirrors the stress
in the high yield credit market.

Index 1941-43=10 Basis points false alarm gives a valuable historical perspective into what
1700 r 1700 could go wrong with a prediction based on usually reliable
S&P 500 e . )
1500 1 guantitative measures solely tied to an equity market.
- 1300
1300 1 The second bear rally, correctly predicted by our model,
1100 - - - 900 started in September 2001 and continued until the end of
900 | High Yield March 2002, producing an 18% return. This intermittent rally
False alarm Spread - 500 coincided with substantial spread compression in both high
700 June 2002 yield and investment grade bonds. The economy had just
500 ; 100 reached its trough and was turning around; by March 2002 it
S & I I R O R was obvious that a sharp upswing was happening in
Q\\> > \9\ S o Q\\ Q\\ \9\9 & \9\9 \9\9 industrial production. Valuations, however, remained
Source B|oomberg’ C|t|gr0up eXpenSive and the ra”y fizzled.
By mid-June 2002 the market, after having declined 30%
Figure 2. The investment grade credit market from the peak, was oversold again and conditions were
is at an extreme stress level. forming for another bottom or a bear rally. The economy had
started to grow, industrial production was up, and the trough
Index 1941-43=10 Basis points of the 2001 recession had occurred seven months before.
1700 - 350

S&P 500

1500 | 300 At that time our contrarian indicator model produced the only
false alarm in a 10 year sample. The expected rally was

1300 M\ 250 derailed by a sudden worsening of credit conditions as

1100 - 200 evidenced by sharp spread widening: Both high yield and

900 - 150 investment grade spreads widened by 385 and 50 basis

Fal<t al arm points during six months from April to September 2002 at the

700 7 June 2002 100 peak of corporate and accounting fraud scandals. This was
500 ; ; ——— + 50 accompanied by a decline in the equity market by another
0 .
\qo, \QQ &\, \Qq, \Qn) \Qv & \Q/\ \Qq, 24% from May to September, when the final bottom was
SRR IR SRR RN reached.

Source: Bloomberg

INVESTMENT MANAGEMENT INGm

Please refer to important disclosures at the end of this report.




October 23, 2008

The market gyrated close to the September bottom for
another six months before finally taking off in March
2003, precisely when credit spreads started to
compress. This episode strongly suggests that
stabilization in credit markets is a necessary condition
for the equity market to have a sustained rally, even
with all other signs of a bottom in place.

This year the model has produced two bottom calls. The
first one, on March 14, was followed by a two-month-
long bear rally with the market rising 11%. The second
one, on October 10, while still holding on as of this
writing, nevertheless warrants comparison to the
summer 2002 episode.

Right now the equity market is in a more vulnerable spot
than it was in June 2002 when the model produced a
false alarm. The economy is at an earlier point in the
business cycle, with a sharp decline in industrial
production just starting in September 2008, and the
intensity of the stress in credit markets surpasses the
2002 extremes.

Credit conditions, as reflected in credit default swap
spreads of financial institutions, overnight LIBOR? rates,
and the TED? spread, have shown some signs of
improvement. Longer-term credit conditions, however,
remain extremely tight. The high yield spread over U.S.
Treasuries increased to an unprecedented 14.5% on
October 20, with 390 basis points of widening having
occurred since the end of September. Investment grade
companies’ borrowing costs have also been rising fast:
the AA corporate bond spread over Treasuries has
reached 2.9%.

History has shown that equity markets, looking at
attractive valuations, can withstand a stream of bad
economic news in anticipation of a turnaround in the
economy. But stress in credit markets can dampen any
attempted rally. This time it seems to be as likely to
occur as ever.

1 Our contrarian indicator model signals a bottom when three
indicators go past a threshold value: A deviation of the S&P 500
below trend by 8% or more (an oversold condition); a VIX index
of implied stock market volatility above 30%; and a put/call ratio
greater than 1.0. For more details see Market Perspective as of
October 2 and October 13.

2 London Interbank Offered Rate is the interest rate banks charge
each other for short-term loans. LIBOR is used as a reference
rate for borrowing costs all over the world.

3 The difference between 3-month LIBOR rate and 3-month T-bill
yield.
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Figure 3. The recent decline in industrial
production is indicative of an early stage of a
downturn.
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purposes. Nothing contained herein should be
construed as (i) an offer to sell or solicitation of
an offer to buy any security or (ii) a
recommendation as to the advisability of
investing in, purchasing or selling any security.
Any opinions expressed herein reflect our
judgment and are subject to change. Certain of
the statements contained herein are statements
of future expectations and other forward-
looking statements that are based on
management's current views and assumptions
and involve known and unknown risks and
uncertainties that could cause actual results,
performance or events to differ materially from
those expressed or implied in such statements.
Actual results, performance or events may differ
materially from those in such statements due to,
without limitation, (1) general economic
conditions, (2) performance of financial
markets, (3) interest rate levels, (4) increasing
levels of loan defaults (5) changes in laws and
regulations and (6) changes in the policies of
governments and/or regulatory authorities.

The opinions, views and information expressed
in this commentary regarding holdings are
subject to change without notice. The
information provided regarding holdings is not
arecommendation to buy or sell any security.
Fund holdings are fluid and are subject to daily
change based on market conditions and other
factors.
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