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Volatility Ramps Up As The Market Struggles


       January 23, 2008

Today, as it turns out, was a good day.  In the investment business, we generally advise clients to pay little attention to the day-to-day movements of the markets.  Such advice is hard to follow, however, when the market hands us a three-week period like we’ve just endured.  In fact, had the month ended yesterday, we would have ended with percentage losses that have only been witnessed a handful of times since the Great Depression.

But before we get into those details, let’s recap what was a turbulent final quarter of 2007.  After a strong month of October, the worsening credit crisis, combined with the woes of the housing market and the near-death experience felt by mortgage behemoth Countrywide Financial, left the market in a mess.  Domestic and international equities all lost ground – most in the 5-7% range for the quarter.

Most fixed-income securities posted modest gains, with the exception of high-yield bonds, which struggled under the weight of the deteriorating economy.  Commodities did extremely well, bagging double-digit gains, but real estate equities extended their recent losses in a big way.

OK, so what’s happened to cause this historically bad start to 2008?  To begin with, we had a very weak jobs report, which increased concern about a rapidly stalling economy.  Then, Fed Chairman Bernanke gave a speech that many observers had hoped would indicate that the Fed was imminently preparing for a rare inter-meeting rate cut.  He gave no such indication.  When markets continued to fall, pressure mounted on Congress to pass a massive stimulus package, the purpose of which would be to get immediate funds into the hands of targeted consumers so they could go out and spend it to prop up the economy.

Right on cue, President Bush announced a proposed package worth about $150 billion.  Unfortunately, though, it was not deemed to be adequate to get things moving quickly enough, and if the Fed wasn’t going to act until they convened at the end of the month, well, it became “throw in the towel” time.

While we enjoyed Martin Luther King Day here in the States, the rest of the world’s markets enjoyed no such holiday.  Because of the time differences, there were two full days of trading around the world (Sunday and Monday night) before our market opened on Tuesday morning.  What we saw in those world markets was a meltdown amid fears that the economic slowdown occurring in the U.S. would spread its reach globally.

Late Monday evening the Dow futures markets were indicating that our market would open about 700 points lower Tuesday morning.  However, in the wee hours the Fed, now practically forced to act, intervened with a rate cut of ¾ of a point.  It was the single biggest rate drop in over 20 years, and the first inter-meeting move since the 9/11 attacks.  It helped to ease some of the tension, and the Dow opened down “only” 450 points.  It spent the rest of the day making up ground, and finished with a relatively modest loss of 128 points - which leads us back to today.

It was hoped yesterday evening that the European Central Bank would take the Fed’s cue and drop rates too.  When the ECB failed to act, our market opened up with a 325-point loss this morning and things looked grim.  But then, in a sign of the emotionally driven times we’re experiencing right now, the market staged a swift 625-point turnaround, and ended the day up 300.  Like we said – a good day indeed!

What can we make of it, though?  And how much do these daily swings really matter?  Certainly, whether you are a bull or a bear, it’s generally unadvisable to be making large bets one way or another with your portfolio during such times of extreme volatility.  Once things settle down a bit, our guess would be that we probably have not seen the bottom of this downturn.  The risks of further large write downs of bad loans, as well as the possibility that the slowdown will spread far and wide across the globe are still too palpable to think that today will mark the true turning point.

While the interest rate reductions have certainly been welcomed, no matter how large they are they’re not likely to have an impact on economic growth for a good 9 to 12 months.  What is really causing the most pain right now is the continued credit crunch, as lenders are simply neither willing nor able to loan money.  As the yield curve steepens (where a larger difference exists between short and long term rates) as a result of these rate cuts, banks will again be able to realize profitable spreads by making loans.  In the meantime, however, all signs point to a near-term recession in the U.S., if we’re not in one already.

Looking out further, we believe that, due to the dramatic reduction in interest rates, the likelihood of a truly sustained downturn is unlikely.  The length of the downturn could ultimately end up being in the hands of the ECB.  Chairman Bernanke and the Fed have been criticized for focusing too much on inflation throughout 2007 and, consequently, being too late to act with rate cuts to prevent a recession in the U.S.  The ECB would be wise to avoid making a similar mistake.  Without a near-term rate cut of its own, in our view, the risk of a full-blown global recession will rise substantially.  The world was watching last night, and as of now the ECB has chosen to stand pat.

During previous periods of severe stock market difficulties, you could look to other types of investments to find attractive alternatives for your money.  Presently, however, there’s not much out there – bond yields are once again approaching historic lows, and real estate is clearly in what could turn out to be a sustained downturn.  Of course, there’s always cash, which has looked quite beautiful of late!  

Ultimately, though, this lack of alternatives should provide a base for the stock market, which in turn should set the stage for some nice opportunities again in the equity markets.  Until then, hang on, and try not to let the panic being exhibited by the institutional market players creep into your own psyche.  As always, we’re here for you to assuage any concerns you may have about your portfolio.

Warm regards,

Tony Reed, CPA, CFP

President

