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Sub-Prime Contagion Spreads




       October 23, 2007

So, that was just a calm, typical quarter, right?  Just another round of modest gains for the world's stock markets?  Well, unless you've limited your exposure to information over the past few months to the daily exploits of Britney and Lindsay, you'll know that it was anything but calm and typical.

The final figures reveal a nice quarter of gains in most areas.  Domestic large cap stocks ended up with small gains, although small value stocks didn’t participate in the quarter-end rally, leaving them in negative territory by about 6%.  The same pattern held internationally, as large companies gained while their smaller brethren suffered losses.

Emerging market stocks and bonds both performed very well, as did the overall global bond market.  As for the domestic bond market, most every category posted slightly better than average returns.

As for individual sectors of the market, commodities, healthcare and technology stocks shined, while companies in the financial sector (such as mortgage and investment firms) really struggled.

In our last report toward the latter part of July, the market was waking up to the seriousness of the sub-prime meltdown.  Almost overnight, the markets were in full-blown panic mode.  The Dow, which set a record high of 14,000 on July 19th gave back a walloping 735 points over the next six trading sessions.  By August 15th, the decline had reached over 1,100 points.  

Fear was everywhere.  Everyone was aware of the sub-prime and credit problems, but no one really knew the degree to which the problems would spread.  This was due to the fact that many of these mortgages (as is commonly done with many different types of securities) got bundled up into packages and sold off as a whole.  These packages were made up of a variety of mortgages (not just sub-prime), so it was difficult to know how badly the values of the sub-prime securities were being damaged.  With that kind of uncertainty, and with behemoths of the industry such as Countrywide Financial taking huge write-downs, it’s no surprise that a tumultuous period in the marketplace ensued.

Gradually, things began to settle down.  Some reasonable estimates were made about the extent of the damage caused by the credit crisis, and the consensus was that it was bad, but not an utter disaster.  True, there were disastrous consequences for those companies with less than stellar lending practices, but by and large, many companies would (hopefully) find their way through this mess.

Helping to stabilize things was the belief/hope that the Fed would take swift action at its September meeting.  Against the advice of some, the Fed chose to act aggressively by lowering the Fed Funds rate by a half a point.  This provided an immediate boost in liquidity to the struggling marketplace, and gave investors confidence that the Fed was standing ready to act further if the market’s instability remained.  What followed was a market rocketing forward to new highs in the weeks that followed the Fed’s September 18th decision.

While it’s terrific that the market was able to shake off it’s early summer troubles so easily, it’s also safe to say that we’re not out of the woods yet.  As evidenced by last Friday’s 370-point drop in the Dow, worries still persist about the full extent of the credit crunch.  The Fed certainly has its hands full, trying to balance the desire for a stable marketplace with the potential for a recession, which could be brought upon in 2008 by further rate cuts.  As of today, the market is signaling about an 80% chance that the Fed will cut rates again by a quarter point when it meets next week.

Outside of the investment realm, we have spoken with some of you who have been impacted in varying degrees by the horrible fires that have ravaged our region lately.  Please know that our thoughts and prayers are with all of those that are suffering through this awful experience.
When we next formally write to you it’ll be 2008!  With that in mind, as we always like to do as we head towards the holiday season, we want to wish you and yours the very best of times, for the love of friends and family members is what truly makes the pursuit of financial gains worthwhile.

Warm regards,

Tony Reed, CPA, CFP

President

