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Inauguration Hope Doesn’t Change Reality
                               January 26, 2009

If it hadn’t been so freezing, it would have been absolutely chilling.  I, along with two million of my closest friends, was fortunate enough to attend the Presidential Inauguration in Washington last Tuesday.  What an amazing atmosphere it was.  Getting up when it was still dark and walking through the streets of our nation’s capital with hoards of other joyous, energized people, all streaming into a few square miles of land, was just the beginning.  Soon, we were standing packed like sardines in sub-freezing weather for hours, slamming our feet on the ground periodically just to make sure we could still feel them.

All of this to bear witness to a process that continues to make our country the standard bearer – the country that most others still look up to in this world – as another peaceful transfer of power took place.  This time was different, though.  You can throw out the usual political differences that typically divide our electorate.  We encountered people from all over the world, and from a variety of political backgrounds, and the common, undeniable theme was that of hope – a unifying feeling that somehow the change of administration would signal – even symbolically – a turning of the tide, and that so many of the problems that we as a nation are enduring might be successfully addressed with a fresh, new perspective.

Alas, hope is just a feeling, not a reality, and the unfortunate reality is that the entire world is in the midst of a financial meltdown.  To put it any other way would not be an accurate portrayal of what has been occurring.  You don’t need me to tell you that.  Virtually everyone has been impacted one way or another.  The financial markets are just the most visible daily reminder of what we’re going through.

The fourth quarter market losses were nothing short of historic, with the major indices around the globe experiencing losses in the 20-35% range, bringing most losses for the year to an astounding 40-60%.  It’s hard to even type those numbers without shaking your head in dismay.

Leading the way downward were stocks in the financial industry – principally banks and brokerage firms.  At first, it appeared that the true disasters might be limited to the likes of such former stalwarts as Lehman, Merrill, Countrywide and AIG.  It made sense that the companies that we’re in “acquisition mode”, having the ability to pick up these former giants for pennies on the dollar, would make out like bandits when the dust settled as the owners of substantially greater assets in a new landscape that had substantially less competition.

What we’re seeing most recently, however, are indications that even the companies doing the acquiring are in trouble.  Bank of America, Citigroup, JP Morgan Chase, Wells Fargo – they’re all buckling under the weight of the companies that they bought, having underestimated the magnitude of the bad assets that they acquired. 

Of course, this has just lead them back to the trough that is the U.S. taxpayer, by way of the TARP program – a program that has been mismanaged at both ends.  The government has vacillated back and forth in determining how the funds should be most appropriately distributed, and the financial firms receiving the relief have mostly decided to put the cash in their pockets, rather than using it as intended – to make loans to consumers, thus facilitating a thaw in the frozen credit markets.

As we’ve watched this discombobulated drama play out, the economic conditions have worsened, unemployment numbers have continued to rise, and consumer sentiment has dropped off a cliff.  These combined factors make it difficult to say with any degree of confidence that our troubles will be over any time real soon.

Of great importance right now is the government’s passage of another massive stimulus package – one that would be targeted to provide both immediate and longer-term stimulus.  A vote is expected in mid-February, and we can be sure of only one thing – there will be a substantial amount of political jockeying back and forth in determining what the final package should look like.

Against the backdrop of another difficult investment year, however, we are not content to sit idly by and wait for times to be rosy again.  You may have noticed that since the sharp sell-off in October, the market has been trading within a somewhat defined range.  The Dow has tested the 8,000 level a few times (on one occasion breaching it fully down to around 7,500), and has bumped up against the 9,000 level at various times, as well (reaching as high as 9,600 once).

What this tells us is that each time there’s been reason for optimism, a fresh batch of negative news has come along to squash it – and vice versa.  There’s also not much reason to think that this back and forth cycle will end anytime soon.

We very much understand how difficult these last few months have been from an emotional standpoint.  We also appreciate the fact that each client comes at this with their own unique perspective, taking into consideration their age, their anticipated future need for their investment funds, and their psychological makeup in handling the stress that such a financial crisis creates.

As a result, we’ve encountered a broad range of reactions about what, if anything, should be done.  Some have been content to ride it out.  Some have felt it best to pull out into cash until conditions have improved.  Some have preferred to make additional investments into the market during times of particular weakness.  The right answer lies only within you.  However, the following discussion contains some ideas that we think will enable you to have a profitable year ahead.

1. The Bet Against Treasuries

In an effort to pump as much liquidity into the market as possible, the Fed (along with its worldwide counterparts) has lowered interest rates to levels never seen before.  This has lead to a 3-month treasury bill yielding 0%, meaning investors would just assume put their money under their government-backed mattress rather than invest it elsewhere.  Likewise, the yield on the 10-year bond has fallen to the mid-2% range.

At some point, when it is believed that an end to the economic crisis is in sight, there will be a similar rush out of the treasury market, with investors everywhere then being fearful of the inflation that is bound to occur as a result of all this stimulus.

We have a way to invest in this anticipated rise in interest rates.  True, we may be a little early to the party, but we see the downside risk as being limited, given how low rates are at this point.

2. The Case for High Yield Debt

High yield bonds are debt instruments issued by companies who are not rated as highly as their better-capitalized peers.  Because they are not considered to be “investment grade”, they must offer potential investors a higher yield in order to entice them to invest.

Whereas most other bonds are impacted by interest rate changes, high yield bonds are more connected to the state of the economy.  In difficult times, these are the companies that are most likely to have difficulty, but in good times they stand to benefit the most.

When deciding to invest in, or pull out of, these types of funds we will often look to the interest rate spread between high yield and risk-free (treasury) bonds.  When the spread is narrow, it doesn’t make much sense to invest in the riskier bonds, since the rewards are minimal.  However, when the spread is large, that’s been a reliable historical indicator in favor of owning high yield bonds.

Treasury yields are currently microscopic, while high yield bonds are currently throwing off double-digit yields.  That spread is about as large as we’ve ever seen.  Of course, that’s because more troubled times are expected, and yes, it might be a bit early to expect that spread to narrow again.  But when it does, high yield bonds will appreciate in value, and in the meantime we get to collect a healthy dividend while we wait.  Given that such funds have fallen 25-30% over the last year, we feel that most, if not all, of the downside has been priced into these securities. 

3. Alternative Energy / Infrastructure

Most observers would agree that the roadmap to a re-ignition of the economy will include spending on alternative energy and projects aimed at improving the nation’s infrastructure.  

Fortunately, with the rapid expansion of exchange-traded funds (ETF’s) we now have the ability to invest in such micro-specific sectors of the economy.  These investments have fallen like everything else in the past few months, which suggests to us that they represent attractive entry points at this time.

4. Covered Calls

In an environment such as this, where we appear to be range-bound for a while, we feel a fantastic strategy is to utilize covered calls.  We already employ this for many of our clients, but even those who’ve participated for years would have a hard time explaining the process.

It involves the simultaneous purchase of a stock and sale of an option.  The word “option” strikes fear in most investors (as it should) because of its use as a speculative tool.  However, in this strategy it represents the opposite of risk – an investment hedge.

The strategy is too complex to detail here, but in a nutshell you give up the opportunity to hit a home run with an investment in exchange for earning a solid return, while at the same time providing yourself with some downside protection.

In a rapidly rising market environment, this strategy might get left in the dust.  But in a meandering, or even declining market, you can make nice, healthy returns.

So, these represent some areas of opportunity that we would like you to think about.  More than ever, we encourage a discussion about your portfolio.  Mostly, though, we want to thank you for your patience.  Gladly, most of our client portfolios did quite well relative to their benchmark index, although we understand that after what we’ve just experienced, even that doesn’t provide much solace.

Here’s hoping that the best and brightest minds in this world are up to the task of mitigating this crisis effectively, and to getting us on the road to prosperity much sooner rather than later.  In the meantime, we remain here to help you best navigate the difficult environment. 

Warm regards,

Tony Reed, CPA, CFP

President

