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A Strong Finish To The Year      


                               January 24, 2010

Happy New Year to you and yours, and welcome to 2010!  Although we so easily slip back into the craziness that is our daily lives, we hope you were able to scale things down a bit during the holidays and really enjoy the respite.  With that wonderful season trailing further behind in our rear view mirrors, let’s review 2009 and take a look at what things are currently impacting our markets.

Given the extraordinary recoveries exhibited by worldwide stock markets from March through September of last year, it would have been understandable if the fourth quarter proved to be a time for consolidation of those gains.  Instead, what we got were some very solid returns pretty much across the investment landscape.

After a difficult month of October, equities enjoyed a strong finish to the year.  Most domestic equity asset classes posted gains in the 4-7% range for the quarter, with their international counterparts coming in only slightly off that pace.  Low and steady interest rates lead most fixed income asset classes to small positive returns.  However, the high yield bond market (one of our favorite sectors over the past year) continues to thrive, adding another 5% in gains for the quarter.

It seems like such a distant memory at this point, but 2009 started off in horrible fashion.  On the heels of a disastrous 2008, the first quarter of 2009 was simply a continuation of that awful trend, and the S&P 500 lost another 22%.  Yet despite that dismal start to the year, 2009 will be remembered for the incredible reversal of fortune that market investors got to enjoy.  The gains of the fourth quarter propelled that same S&P 500 to an annual advance of over 20%.  A stunning reversal, indeed.

But why did this happen?  Certainly, some of it is a case of the pendulum having swung too far in one direction, and now its momentum in the other direction has carried us to these high points.  That change of direction occurred when it became apparent that a worldwide meltdown of our financial markets had been averted.  Pushing the market higher has been the belief that meaningful growth could occur again sometime soon – a belief that has been fueled by the many companies that have been reporting earnings which have exceeded expectations.

However, the jury is still very much out on whether this type of business performance has any staying power.  It’s as if the financial markets were in critical condition, and the medical professionals came up with some creative, strong medicine to get the patient out of ICU.  What remains to be seen, though, is how the patient will respond when it’s sent home and taken off that medication.

In this case, that medicine has taken the form of historically low interest rates and a monumental amount of government spending.  We’re paying for the sins of a regulatory environment that became too lax, a business environment that utilized leverage to obscene, nonsensical levels, and a populace that seemed to pride itself on over-consumption – essentially forgetting what it meant to “save”.

The result is a need for a very tricky balancing act, between the measures taken to fix the most pressing, immediate issues, and really tackling the long-term issues that appear to be most problematic, such as a bankrupt social security system and the runaway costs of the health care industry.

Clearly, these are difficult issues, regarding which there is nowhere near a consensus of opinion on how to most effectively tackle them.  This past week the stock market had its first meaningful decline in months (the Dow lost over 400 points).  Part of the problem stemmed from actions taken by the Chinese government to slow their economic growth.  Slower growth there would dampen commodity prices, and potentially have an impact on growth in the rest of the world.  The other main issue of concern, however, was President Obama’s proposal to impose limits on financial institutions.

In the years leading up to the financial disaster of 2008, a lack of meaningful regulation lead to banks, mortgage companies and brokerage firms to record one set of record profits after another.  When that house of cards crumbled, and household names such as Countrywide, Washington Mutual and Lehman Brothers simply vanished, regulators felt there was no better alternative than to “bail out” those firms deemed “too big to fail”.  Now, in an effort to ensure that no such firm ever again achieves such a tag, these new proposals have been put forth.  However, Wall Street shudders at the thought of placing any kind of limits on size or profitability.  Thus, a sell-off has ensued as a result of a problem with no easy answers.

Going forward, the market was long overdue for a pullback after its extraordinary run.  Yes, on the whole, earnings have been quite positive, but the latest numbers indicate that the job market still appears to be problematic.  

If this pullback turns out to have legs, it will probably help keep interest rates low for at least the first half of the year, if not longer.  High yield debt will likely continue to provide solid overall returns, albeit with some potential for principal pressure.  We would also view any meaningful pullback in gold and commodity prices as nice buying opportunities, with the belief that the long-term trend is still up in those sectors.

Finally, a sustained low interest rate, low inflation environment would also continue to make our suggestion to short the long-term treasury market (via the ETF that we’ve discussed previously) an attractive longer-term play.  Again, this investment should pay off well when interest rates rise.  Since rates literally can’t get much lower, it’s simply a matter of time until they head up again.
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