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Have We Seen The Top?
                                                                         July 21, 2009

Welcome back to the world where stocks actually decline in value on occasion!  Our last correspondence in April came right as we were experiencing those huge market declines, but since it was accompanied by such positive 1st quarter numbers, hopefully the psychological impact of the downturn was somewhat mitigated.  Now the reverse has occurred.  The following 2nd quarter reports reflect the carnage that took place, but since the market lows in late May a modest recovery has taken place, and there are reasons to believe the worst may be behind us.

From early March to late May we experienced one of the most dramatic declines in market history.  As is often the case, that which went up the fastest, fell the hardest.  The technology-laden NASDAQ index plunged almost 40% from its peak.  However, it wasn’t just the “www.we don’t have a chance at earnings in the near future.com” companies doing the falling.  Stocks such as America Online, Yahoo, Qualcomm and Broadcom all fell 50% or more during this time.  Although, in the case of industry giant Qualcomm, it was probably time to give something back, given its 27-fold increase in price the previous year!

Please keep in mind as you make your way through the following pages that even the most aggressive investors of ours didn’t experience nearly the same volatility as described above.  It is especially apparent in times like these that paying attention to the principle of diversification has tremendous benefits.  This is primarily due to the fact that dramatic losses tend to have a worse effect on investor psyche than do the positive feelings generated by dramatic gains.

The culprit in all this remained the same – the continued rise in interest rates.  However, it appears the Fed’s year-long credit-tightening campaign may be coming to an end.  Last month the Fed held rates steady, and yesterday Chairman Greenspan indicated that the economy is starting to show the effects of their tightening policy.  These items, coupled with the fact that, historically, the Fed typically stays away from changing rates as an election nears, so as to avoid the appearance of partisanship, leads us to believe that we’ve at least reached a temporary peak in rates.

You are not alone if you have been feeling like the daily swings in the market have been much larger than in the past.  In recent years, this could simply be explained by the fact that as the indexes increased in value, the point swings were bound to as well.  For instance, a 100-point move on the Dow when it is at 10,000 is much less significant than when it was at 3,000, although, since the 3,000 level wasn’t that long ago, it still seems quite significant.

That notion aside, however, the turbulence of 2000 has been almost unprecedented.  If, instead, we look at the percentage movements of the indexes each day the numbers are astounding.  For the first 4 ½ months of the year the average daily move of the NASDAQ index, on both up and down days, was a whopping 2.5% - almost four times its historical average.  The S&P 500 index had an average move of 1.2%, or twice its historical average.  As difficult as these swings may be on one’s nerves, the good news is that market advances have historically followed similar periods of extreme market volatility.

With respect to the performance of our client portfolios, two funds played a key role in the 2nd quarter.  Henlopen (domestic small growth) and Dreyfus Founders Passport (international small) had been long-term stellar performers leading into the quarter, with both routinely outpacing the index for their particular asset classes.  When the market turned down, however, their out-performance turned to under-performance.  While we’re certainly not pleased with their most recent returns, we remain quite confident in each fund’s ability to regain its previous level of performance now that market valuations have come down as much as they have.

Much will happen between now and our next quarterly report.  The Democrat and Republican Conventions will take place and we’ll be only a few weeks away from electing a new President.  To this point the race hasn’t had much of an impact on the financial markets, which, more than anything else, is probably a testament to Alan Greenspan.  

In June, he officially began his fourth four-year term as Chairman of the Fed.  Thus, most market watchers believe that whomever is elected President will not attempt to impose a monetary policy that is radically different than the one that has lead to this sustained period of prosperity.  We shall see, however, if this nonchalant attitude can be maintained, given that the markets usually don’t like the type of uncertainty that comes along with not knowing whom will be residing in the White House next.  It should be an exciting time.

So here’s to an enjoyable summer.  Hopefully you’ll have a chance to get out and relax with family and friends.  I look forward to speaking with you soon.

Warm regards,

Tony Reed, CPA CFP

Director, Investment Services

