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Confronting the Bear:

Downside Manageable, Upside Rewarding

History tells us that crises pass, but some do have a meaningful impact on financial markets. In light of this week’s tragic events, the sell off in overseas markets, and the fact that our own markets were at critical support levels (the April lows) on Monday, we feel compelled to confront the bear case head on to see if it warrants a change in our strategic message. Our conclusion is no, despite greater short term risks, and here is why:

1. The bear case is that a year from now, the stock market is roughly at current levels and there is 15% downside in the next six months.

2. The bull case is 25% upside in one year.

3. The probability of the bear case has risen, but it is not a certainty.

4. With one-year returns thus ranging from 0 to +25%, we think risk reward favors maintaining current equity weightings and gradually adding to stocks.

· Downside risk, Confronting the bear: In the bear scenario, Tuesday’s tragedy, coming at a time of economic and stock market vulnerability, is “the straw that breaks the camel’s back.” It tips us over the edge into recession, another round of corporate investment cutbacks and layoffs and causes the consumer to cut spending and increase saving. This is essentially what happened following Iraq’s invasion of Kuwait in August 1990. Earnings continue to decline in the first half of 2002 and we have a normal recession of 15 to 18 months from the spring of 2001 to the summer of 2002.

· In this scenario we think the stock market falls to the 1998 lows around 900 on the S&P (last Monday’s close was 1092) over the next few months as operating earnings per share for the S&P falls into the $30’s compared to a peak of $57, a trend level of $50 and current 2001 forecasts of $46 (see earnings chart). At 900 the market would be on 25 – 30x recession earnings but only 18x trend earnings. Ultimately, aggressive action by the Fed, cutting short rates to 2% or so over the coming months, and long term bond yields which could well fall to 4%, both support the market just as they did in 1991. By this time next year the S&P is back to 1100, as it discounts a 2003 recovery. A look at the long-term chart on page 2 shows that even when crises have negatively impacted markets, a full recovery was nearly always achieved within one year.

· In this “bear case” scenario, the investor who does nothing has a year when he/she neither makes nor loses money on current stock holdings and makes money on bonds. The investor who increases exposure to stocks over the first six months enjoys a nice rally in the second six months.

· Upside potential, a bullish scenario prevails: Still entirely possible is that the bullish scenario prevails. In this scenario, the combination of a very oversold market, further aggressive easing, this weeks climactic event and “the American spirit” means the lows for the market are seen in the coming weeks. American consumers, determined not to be intimidated by terrorists, continue to spend the tax cuts and to take advantage of extremely low interest rates. With inventories finally down to low levels, that demand goes straight through to manufacturing. Manufacturing companies therefore see a pick up in business, and layoffs start to recede. (Remember all of the net increases in unemployment so far has come from Manufacturing). The third quarter marks the bottom for the economy and earnings, and the market begins to discount a return to trend and ultimately peak earnings. A year from now, our bullish target of 1350 for the S&P is met, a 24% gain from current levels.

· In this scenario investors make a handsome return on their stock portfolio and probably lose a small amount on their bond portfolio as bond yields back up to 5-5.5%. The investor who adds to stocks over the coming six months ends up buying a rising market but still makes money on his purchases.

Conclusion

Before this crisis, we felt the odds were 60:40 in favor of the more optimistic bullish scenario. Right now those odds have probably reversed, since this crisis is coming when the economy is already weak. However, because the market has good technical and fundamental support at the 900 level and is very oversold, and because the world’s central banks have considerable fire power; the investor who stays the course with a balanced portfolio and increases their equity exposure methodically over the coming months looks to us to be the winner in either scenario.

Chart of the Week – This too shall pass
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The above chart shows that since the 1950’s, operating earnings have risen at an average rate of 7% per year. We believe that as earnings fall below trend, the PE ratio on current earnings will rise as investors recognize that eventually earnings will get back to the trend.
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