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Commentary – The Day The World Changed:

Its Economic and Market Impact

· The horrific terrorist attacks on America on September 11th dealt not only an emotional blow to all freedom-loving people of the world, but also exacerbated the effects of an already weak global economy. The estimated economic impact in physical damage and lost economic output is now expected to reach almost $100 billion.

· In the U.S., stock market exchanges were closed for the entire week following the attack—the first time this has happened since the Great Depression. When the market did open for trading on September 17th, stocks declined over 7%. U.S. stocks have declined nearly 9% since the attacks in a market characterized by high volatility and high volume.

· The short-term effects of the attacks were quickly felt, and have been reflected in current stock prices. Many industries directly affected, such as airlines, hotels and leisure, and insurance, have seen their stock prices plunge in the last two-and-a-half weeks. Consumer confidence and spending on all but staple items have declined precipitously as well.

· U.S. stocks have lost over 20% in value since the beginning of the year and nearly 33% since the peak in March of 2000. Stock performance in the third quarter was the worst since the crash of 1987. Technology stocks, the darlings of the late 1990s, have declined over 66% since their peak in March of last year.

· The long-term impact on the economy and markets will depend on a swift and sizeable monetary and fiscal stimulus as well as consumer confidence. Confidence will depend on whether or not America is the target for further terrorist attacks and on the timing, nature and success of the U.S. response.

· There was no place for investors to hide during the third quarter, as almost all equity markets around the globe continued to decline. The best alternative was U.S. intermediate-maturity high-grade government and corporate bonds. Even returns in “so-called” safe haven money market accounts moved lower on an inflation-adjusted basis.

· The U.S. remained the “safe haven” for many investors during the recent crisis as evidenced by the relative stability of the U.S. dollar versus the Yen and Euro. Commodity prices also remained stable, with gold prices moving only slightly higher and crude oil prices actually declining.

Outlook – Equities Are a Bargain, But

Overall Risks Have Moved Higher
· Stock valuations, as measured by their attractiveness relative to bonds, improved during the quarter with some widely-quoted models, such as that used by the Fed, suggesting that stocks are now trading at a 20% discount to fair value.

· Third and fourth quarter earnings expectations for stocks were revised dramatically lower; however, for many stocks, 2002 estimates remain unchanged. There is now a growing consensus that the recently approved $40 billion government spending package (and the potential for an additional $70 billion) along with an eighth cut in the Fed funds rate raise the odds for a “V”-shaped recovery in corporate earnings sometime around mid-year 2002.

· Any sustained rebound in earnings is unlikely this year as demand continues to fall in the face of excess capacity. Prior to the attacks, fairly robust consumer spending kept a fragile U.S. economy afloat. Early indications of falling retail sales and sharply lower consumer confidence levels, along with rising unemployment, suggest that we are now most likely in a recession.

· Even though the risks of holding stocks relative to bonds are higher now, due to the uncertainty of a prolonged war on terrorism, the opportunities for longer-term gains in stocks are more attractive than they have been in several years. Lower valuations, an expected turnaround in corporate earnings sometime in 2002, low inflation, low interest rates and high levels of liquidity now raise the odds that stock returns will rebound over the next five years.

· We strongly suggest that investors who have at least a five-year time horizon take this opportunity to review their strategic asset allocation policy and make sure that their equity commitments are consistent, re-balancing if appropriate. For those investors who recently chose to sit on the sidelines in cash, now is the time to begin easing into equities.(
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