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Don’t Panic, Don’t Sell
                                                                   January 22, 2001
Happy New Year!  And good riddance to 2000 while we’re at it.  The good times ended in a dramatic way last year, as the markets finished the year with a thud, after spiraling downward for the better part of 10 months.  Emotions are running high, as a year of losses finally interrupted an incredible string of wealth-building years of growth in our financial markets.  Unless your emotions are getting the best of you, however, we would suggest that you take a deep breath, remind yourself what your objectives really are, and resist the temptation to alter your course because of short-term movements in the market.

As painful as it has been, there is historical precedence for this type of downturn.  All throughout market history there have been periods of advances and retracements, advances and retracements.  It simply couldn’t be any other way.  Business conditions have always been, and will always be cyclical.  It just so happens, however, that we’ve just come out of the longest recorded period of growth and prosperity, which has made this latest downturn appear even more abrupt and catastrophic than it might otherwise have.

The plain fact is that after so many years of virtually uninterrupted gains, the market got ahead of itself.  But it appears we have gone from what Alan Greenspan termed “irrational exuberance” to a period of exaggerated pessimism.

In the past 60 years, large cap stocks have declined by more than 10% only 6 times.  During those times it typically wasn’t one single thing that caused the decline, and this time was no different.  One of the initial catalysts was the realization that a large number of the high flying Internet stocks were going to have a hard time even staying in business.  The meltdown that followed in the technology sector, as measured by the NASDAQ Index, was its largest ever, with the Index losing over 50% of its value.  

Those concerns then lead to the fact that business conditions overall had reversed course, prompting scores of companies to announce that their earnings would fall far short of expectations.  Suddenly, after years of fearing inflation, we found ourselves in the position of facing a slowdown that could very well lead to a recession.

Finally, you throw in the Presidential Election debacle, and all the uncertainty surrounding it, and you’re left with the carnage that was the stock market in 2000.

Despite the very real emotions that such a difficult time brings out, we caution you not to lose sight of the bigger picture.  The issue of greatest concern right now is the significant slowdown in the economy.  If you recall, back in mid-December the Fed announced that it had shifted its bias regarding the direction of interest rates from one of raising rates to one of lowering them.  Ordinarily, the Fed would have moved slower by taking the middle ground of neutrality first.  Therefore, one would have expected that such a swift shift would have a positive impact on a market starved for any good news.

The reaction was just the opposite, though, with the markets, in our opinion, unjustified in their expectation that rates would actually be cut at that time.  So, given the prospects of even further market erosion, the Fed acted in an unexpected way again by cutting rates a substantial 1/2% only a couple weeks later.  This represented a significant, positive step in that it showed the Fed was going to do whatever it could to prevent the economy from falling into a recession.

It also represented the first volley back towards another upward economic cycle.  In all likelihood, there will be more rate cuts to follow.  If you look back to the business slowdown of late 1998, the fed funds rate dropped to 4.75%.  Even with the latest cut, that rate still stands at 6.0%, indicating that we could see another full point drop or more over the next few months.  Lower rates are the elixir for this ailing market, and we firmly believe Mr. Greenspan and Co. will be following that course of action in the near-term.

So as we venture into the new year, our outlook for both the stock and bond markets is positive.  Corporate profits should average modest growth, stock returns should land closer to their historical averages of 9-12%, and both investment grade and high yield bonds are likely to produce solid returns in an environment of declining rates and a resumption of economic growth.

If anything positive can be taken from 2000 it’s that the now-infamous “day traders”, who played a role in the unprecedented volatility that we experienced, have been shaken out of the market.  Hopefully, this will lead us back to a period of investing that’s based more on fundamentals than the wild, emotion-driven markets of the recent past.

Finally, a reminder as we head into the dreaded “tax season” – please feel free to let us know if you need any assistance compiling data related to your investments with us.  We have everything you’ll need at the click of a mouse!

Warm regards,

Tony Reed, CPA, CFP

Director, Investment Services

