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A Perfectly Clear Crystal Ball 

Every investor’s dream is to be able to see tomorrow’s headlines today. Imagine what a great stock market forecaster and strategist you’d be. Let’s imagine, then, that on September 10, 2001, you where able to see ahead 60 days and read the economic news, but not see stock prices. Here is what would appear in your perfectly clear crystal ball:

· The US has undergone terrorist attacks, including ongoing biological threats.

· The economy is reacting by entering a serious recession.

· Corporate earnings are experiencing the worst decline in the post-war era.

· Unemployment is rising rapidly, as are delinquencies, credit losses and bankruptcies.

· The capital markets have basically shut down to new equity offerings.

· Bank credit is tightening, making it more difficult for smaller and financially weaker companies to obtain financing.

· The huge federal surplus is rapidly disappearing, along with state and local budgets.

· The Federal Reserve has cut rates ten times this year, to the lowest levels in 40 years, and there is still no sign of economic turnaround. 

· Raw industrial commodity prices, as measured by the Commodity Research Bureau, have fallen to a 16-year low, and the National Association of Purchasing Management reports that its index of manufacturing prices is at its lowest level since 1949. 

· The press is filled with concerns that the US might be entering a deflation bust reminiscent of Japan’s experiences, from which it would be very difficult to recover.    

With the “benefit” of such perfect foresight, would you have bought or sold stocks when the markets reopened and trading eventually resumed? It certainly seems logical to believe that almost any investor “armed” with this knowledge would have been a seller. When the events of September 11 occurred, we urged our clients not to react, as there was no way to predict what would happen. The markets instantly react and incorporate all new information in a manner that makes it extremely difficult, if not impossible, to exploit any news. 

Instead, we reminded our clients that the only thing they really should do is to make sure that their Investment Policy Statement (IPS) truly reflected their unique ability, willingness, and need to take risk. In addition, we urged investors to make sure that, when they had developed their IPS, they did not make any of the behavioral mistakes we often see — including treating the highly unlikely as impossible and thus overstating their willingness to take risks. If nothing had changed that would cause them to alter their IPS, we urged continued, non-panicked adherence to their planned strategy. After all, the incidents that occurred — terrorism, war, recession, deflation — had been risks all along. They just had not actually been experienced for some time, so many people had forgotten they exist. To help investors avoid making this mistake, we ask them to run the “stomach acid test” when developing their IPS. Can they tolerate such realized risks and remain disciplined in the face of markets such as 1973-1974? Can they do so and not develop stomach aches or become unable to sleep at night? If not, then their equity exposure should be lowered. 

Two months after the events of September 11, most equity markets are trading around the levels they were at prior to the terrorist attack, and higher than they were on the first day when trading reopened. Investors who did panic and sell, probably incurring capital gains taxes and transactions costs in the process, are now worse off than if they had simply adhered to their well-thought-out strategy. Instead, they are faced with a very difficult decision. Given the terrible economic climate, do they once again buy equities? This is one of the difficulties of active investing — once you decide to sell, how do you know when to buy again? No magic green light goes on signaling that it is safe to reenter the water.

The markets move in random ways that no one has yet figured out. Thus we continue to believe that the winning strategy remains developing and adhering to a carefully constructed plan and avoiding the emotions of greed and panic that often overcome the investor who is not well prepared.  Finally, we caution to be careful what you wish for, because you just might get it. If you find tomorrow’s headlines on your doorstep today, it would probably be best to ignore them.        

This material is derived from sources believed to be reliable, but its accuracy and the opinions based thereon are not guaranteed. The content of this publication is for general information only and are not intended to serve as specific financial, accounting or tax advice. To be distributed only by a registered investment advisor. Copyright © BAM Advisor Services, 2001.
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