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Calm Has Been Restored
                                                                         July 23, 2001

Imagine being hunkered down in a basement for what seems like an eternity.  You can hear the storm winds blowing above you.  You can hear the wind-whipped debris as it’s thrown against the door of your shelter. Along comes a tornado so strong and loud that you’re not sure if it will ever cease.  Gradually, though, as it rumbles overhead and moves along past you, the winds die down and a quiet serenity appears to have returned outside.  Tentatively, you open the door to see if it’s safe outside, and sure enough, calm has been restored. 

Yes, the tornado that ripped through the stock market appears to have passed, and it once again feels safe to allow the financial media into your consciousness – to stop being afraid to look at your monthly account statements.  Not a moment too soon, the second quarter provided some welcome relief to what had been a year’s worth of crashing equity prices.

On the domestic front, equity returns were decidedly positive virtually across the board.  As a major category, small growth stocks posted the most impressive returns.  Fixed income securities also posted nice gains on the heels of the continued decline in interest rates.  High yield bonds had a difficult time, though, as the recession negatively effected the credit standing of some lower-level companies.

Major international equity markets didn’t fare quite as well as ours, which is not surprising, given that they have lagged our economic situation by a few months for a while now.

The bottom of our market, at least as it stands now, occurred right around the end of March.  In April, we saw a big bounce back in what had been the hardest hit area – technology stocks.  In fact, after suffering through a 13-month, 70% decline, the Nasdaq index climbed an impressive 35% in the first few weeks of the second quarter.  After that, however, the equity markets in general have been stuck in a trading range, the lower end of which we are currently occupying.

Not that anyone’s complaining, per se, given what preceded these past three months.  In fact, what we are experiencing now is quite normal when markets emerge from a tailspin.  There are competing forces at work.  On the one hand, you’ve got long-term investors who see these drastically reduced prices as a great opportunity to add to their positions.  On the other, you’ve got investors who are convinced that the economy will remain in the doldrums for a while, and thus see short-term obstacles impeding their desire for stock ownership.

Our view of the current climate is that we find merit in both philosophies, but ultimately come down on the side of the long-term view.  A couple months ago it appeared possible that the economy, then followed by corporate profits, would turn positive during the second half of 2001.  It is now apparent, however, that such a view was a bit optimistic.  While selected companies have recently indicated that brightened prospects are at hand, most are continuing to project a turnaround sometime in 2002.

Does this mean equities are likely to remain flat for another year or so?  It’s certainly possible, but history seems to suggest otherwise.  While many people believe the Fed began it’s series of rate cuts too late (allowing the economy to slide deeper and longer than it otherwise might have), the fact is that a series of cuts such as we’ve seen this year have almost invariably provided the desired result – a return to a growing economy, and a higher stock market.

The Fed has now cut interest rates six times this year, with the possibility of more to come next month.  In the past, such a string of cuts has resulted in an average 20% gain in the major domestic stock market indexes after 12 months from the first cut.  Additionally, previous market bottoms have occurred about three months after the first rate cut, which is almost precisely what has happened this year.

Finally, before you get dismayed by continued disappointing earnings announcements, keep this in mind – corporate earnings are backward-looking (in that they represent a business period which has already occurred), whereas the stock market is forward-looking, anticipating what’s around the bend for the economy.  Consequently, the stock market typically tends to heat up before corporate earnings do.  Those who stick to the philosophy of avoiding the market until clear signs of renewed expansion are present may end up missing a good portion of the ride back up.

Through it all, though, we’re always here to help you keep issues such as these in perspective.  We hope you’re having an enjoyable summer, and look forward to speaking with you soon.

Warm regards,

Tony Reed, CPA, CFP

President

