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Barring any near-term recoveries, 2008 is shaping up to be one of the worst market years in history – not just for stocks, but for real estate, commodities, some bonds, and other varied assets.  In this month’s commentary, I’d like to touch on a number of subjects and have borrowed some other’s words as well.

The most sophisticated investors are hurting, as indicated by the year to date performance as of mid November for some marquee names: 
• Warren Buffett (Berkshire Hathaway): -43% 
• Harry Lange (Fidelity Magellan Fund): -59% 
• Bill Miller (Legg Mason Value Trust): -50% 

University endowments are projected to decline thirty percent this fiscal year. Hedge funds are dying. Ken Griffin’s famed Citadel fund is down 44% year to date. 

Is this the mother of all bear markets? 
So far, no. The S&P 500 Index did go down 49% from its most recent high in October 2007, which is similar to the 48% peak-to-trough decline in 1973-’74 and the 45% decline in 2000-’02. Who knows where we’re going, but at least in terms of existing market declines, we cannot say we are in uncharted waters. 

Could it get worse? 
Yes. In the late 1990’s, we had “irrational exuberance” that drove market valuations higher and higher. Today, on top of forced selling by leveraged investors such as hedge funds and banks, we appear to have “irrational pessimism” driving asset prices lower. Warren Buffett and some famously bearish managers such as Jeremy Grantham of the investment firm GMO are telling us that stocks are cheap by historical measures, and a variety of valuation measures support this. But a herd of panicked or distressed investors can throw even “cheap stocks” out the windows, so the markets may trend down for a while longer. 

When will the markets start to recover? 
Once the forced selling and panic subsides, valuations will matter again, and a lot will depend on the economy. Since WWII, the longest recession has been about 16 months. Assuming this recession started early in the year and it matches or slightly exceeds the longest postwar recession, it might be late spring to late fall 2009 before economic recovery begins. The markets, however, will likely start to rebound months before then, since they typically price in poor news long before it happens. 

Why Invest in Stocks?

Why should anyone expose their hard-earned savings to the markets? There are many reasons, but for people destined to live decades, not just years, one of the most compelling is this: inflation.

As the chart below illustrates, even at a moderate rate of 3% inflation, it takes only twenty years– about half a typical retirement – to cut one's purchasing power in half:


Things look even worse when we consider that over the past year general inflation in the U.S. has run well over 5%, and Social Security just announced it will pay a 5.8% cost-of-living adjustment to keep up. At 5% inflation over twenty years, $1,000 today buys only $377 of goods and services tomorrow.

Yes, there are good hedges against general inflation – e.g., Treasury Inflation Protected Bonds (TIPS). But your personal inflation rate is probably higher than the general rate, especially if you live in a large metropolitan area.

So most people need the help of the capital markets and those risky animals called stocks to protect the purchasing power of their future selves. Even if inflation were not a factor, most people cannot save enough over thirty or forty working years to pay for another thirty years of leisure. Without help from the markets, in other words, most people's long-term financial plans just don't work.

You might argue that we are in a deflationary economic environment right now, but I’d point out that the opposite was true 6 months ago, and might be again true 6 months from now as a result of the flood of new money coming from world governments.



What are we doing in response to all this? 

First, we’re making lemonade out of lemons by locking in tax losses to offset future gains.  Wealth Care LLC accounts had tax loss harvesting done in late October.


For clients with large lump sums of cash to invest, we’ve been deploying it more slowly than usual. So far this has helped returns, but at some point, we’ll likely miss some upside opportunity. 

With rebalancing, we’ve taken a more case-by-case approach than usual. In normal times, we rebalance fully back to target whenever our allocations exceed their formal bandwidths in order to maintain a consistent risk exposure. Now, we’re rebalancing heavily, lightly, or not at all, depending on variety of factors in each person’s financial plan that influence how much risk can reasonably be assumed.   In most cases, I think that our portfolio allocations still represent the best choices for long term gains.


During this stressful time for all of us, I’ve benefited enormously from a formal study group of other registered investment advisors around the country. It’s an accomplished group of smart investment thinkers, and we’ve been a terrific resource for each other as we sort through all the economic and market news and continually re-evaluate our investment strategies.  I am pleased to tell you that this distinguished and well educated group of fee only planners is following exactly the same strategies as Wealth Care LLC.

What might be on the horizon?

The marked fall in prices of many commodities will lead to a decrease in production.  Take oil as an example.  Much of the world's oil can be produced at a very low cost from large Middle Eastern wells.  But, a significant percentage comes from sites from which production is considerably more expensive (North Sea oil, other deep water sites, oil sands).  It is estimated that much of the recently discovered oil source have a production cost of 70-80 dollars a barrel.  With current prices below this level, it becomes a losing proposition to supply that amount of oil.  Since world oil demand has really not changed over the last year or two (and I'd expect demand to increase at the current lower prices), we can expect shortages to occur.  What will cure the shortages?  Higher prices. The same is true for a number of other commodities-base metals, uranium, water, etc. Low prices will lead to shortages in the face of burgeoning demand.  Shortages will then to lead to higher prices. 

In the financial markets, we are seeing a battle between deflation and the world central banks efforts to "inflate".  Deflation is obvious to us all, with the price of almost everything dropping over the last few months.  Deflation leads to "cash being king", and the reluctance to spend money, since it is assumed that everything will cost less "later on."  The lack of spending and borrowing leads to economic contraction, unemployment, and a further cycle of fall in prices.

 

By making money "cheap", the central banks and world governments are seeking to provide liquidity and to keep people working.  I'd assume this will work, and in time the markets will turn up.  This will then bring back the danger of inflation, as all the "new money" comes home to roost.  With a rise in inflation, commodity prices will jump (if they haven't due to shortages already), and bonds longer than just a few years in maturity will suffer.

Tax Changes

I expect dozens of changes in the tax law.  I’ll have a summary of those up to date changes in Wealth Care LLC clients’ end of the year letters, with a highlight for those changes pertinent to your family.  There will certainly be many more tax law changes as we enter the New Year and new Presidential administration, and I’ll keep you up to date.

I’ll have a monthly commentary out on or about New Years, but each client of Wealth Care LLC will receive a detailed letter by mail in early January with a summation of accounts and some specific pertinent information in regards to your financial lives.  It will also include my best thoughts on tax and investment planning for the coming year.  There are a number of new Pension Plan allowances that will be discussed in the letter.
Random Notes

You can go a long way with a smile. You can go a lot farther with a smile and a gun-Al Capone 
Accept that some days you're the pigeon, and some days you're the statue. 

 

Always keep your words soft and sweet , just in case you have to eat them. 
 Have you noticed that a slight tax increase costs you two hundred dollars, and a substantial tax cut saves 

you thirty cents?

With proper care, the human body will last a lifetime.

Steven Podnos MD, CFP® for Wealth Care LLC 12-1-08

