Education Memo

Anatomy of a Correction

The equity markets have had quite a year so far! While the major market indices as of October 24th are up anywhere from 7.7% (S & P 500) to 13.3% (NASDAQ), it hasn’t come in straight-line fashion, as it did for much of 2006 – The Year of Complacency.

Instead, 2007 has been The Year of Volatility, with two significant corrections sandwiched between strong bull runs. Let’s examine the action:

The first 6-7 weeks of the year started strong on the heels of an equally ebullient fourth quarter, driven by investors’ focus on strong earnings, solid corporate balance sheets, attractive valuations and a neutral Fed interest rate policy. In mid-February, however, a “perfect storm” of newsworthy announcements caused the first of this year’s pullbacks. All on the same day, the Shanghai market traded down nearly 10%, the first hint of issues in the sub-prime mortgage market began to capture the media’s attention, and Alan Greenspan uttered the word “recession” in a speech to a group of Chinese businessmen. This caused a swift downdraft in the markets that took the market indices down anywhere from -4.7% (S & P 500) to -5.8% (NASDAQ). Cooler heads then prevailed. During the next two months, the markets twice bounced off these bottoms, quickly recovering everything they’d lost, and then raced upward to record highs in early July. The returns off the bottoms spanned +12.0% (S & P 500) to +14.8% (Dow).

It was then that the market experienced its more significant, and concerning, tailspin. This one, of course, was driven by the bursting of the housing bubble. More specifically, it began on the greater revelations of issues in sub-prime mortgage lending and the subsequent chain reaction throughout the global credit and banking markets. These problems were all highly publicized in the media, but what really happened here?

Essentially, rising default rates on sub-prime loans caused the mortgage market to seize up. Suddenly, much less mortgage money was available, and only under more stringent conditions. This, in turn, caused a ripple (or even wave) effect that spread throughout the credit markets. Important links within this chain reaction of events include the following:

· Sub-prime mortgages were bundled into packages – securitized – and sold to hedge funds, foreign banks, and other institutional investors.

· Hedge funds, in particular, purchased these securities and did so with a great deal of leverage – as much as 70% or more with borrowed money.

· As homeowners defaulted on loans, the collateral supporting mortgage-backed securities collapsed.

· Suddenly, the world began to focus on the fact that thousands of variable-rate mortgages will reset to higher interest rates over the next few years. As they do, a good number of owners will default, unable to make their new higher monthly payments.

· The difficulties in the mortgage market spread to other credit markets. By example, the loans made to hedge funds were themselves sub-prime, even though they weren’t called that. Because of the risk inherent in the hedge funds’ investments based on sub-prime mortgages, hedge funds have run into debt crises of their own. A few have already imploded, some fairly prominent, and others are likely to follow.

· The country’s largest mortgage lender, Countrywide Financial, has teetered on the edge of bankruptcy, having borrowed a massive amount of money so that it could continue normal operations. Other smaller lenders have already failed. The jury’s still out on whether Countrywide survives, let alone any mortgage lender with a retail presence.

· The problems spilled over into the stock market, in several ways. First, margin calls went out, mostly to hedge funds that own highly leveraged positions. Forced to raise cash to cover these calls, hedge funds have had to sell stocks, feeding the market’s overall decline. Second, hedge funds and other investors bought stock to cover their short positions (known as a “short squeeze”), since these positions had turned against them in a big way. Additionally, a good deal of panic had set in, particularly regarding the financial services stocks directly affected by the credit crisis, causing these shares to sell off precipitously, while dragging other stocks with them. Further still, private equity deals have slowed meaningfully, since many of them have been financed with borrowed money – borrowed money that is no longer readily available. This previous “well” of demand for shares has nearly run dry.

The events just described drove a debilitating pullback in equity prices that had the major indices off anywhere from –6% (Dow) to –8% (NASDAQ) in just a few weeks. More disturbing than both the magnitude and the speed of the decline was the return of volatility to the markets, with 300-400+ point reversals becoming almost commonplace.

Central banks around the world, fearing a liquidity crisis, injected significant amounts of money into the financial system to stave off panic. The Fed, feeling the need to do more, first lowered the discount rate half a point, and then reduced the fed funds rate by half a point. These moves calmed investor fears and halted the decline in its tracks. Again bouncing twice off these recent lows, the markets moved sharply higher, with advances from +7.5% (DOW) to +12.0% (NASDAQ), once more achieving new record highs.

Having lived through this volatile and credit-crisis-driven retrenchment, we must now ask ourselves the following questions:

Does the current housing slump have much further to go? How many more shoes will drop in the sub-prime mortgage market? Will these continuing issues finally bleed into the remainder of the economy and drag us into recession? Can the Fed keep us on a path toward a “soft landing”, ensuring economic prosperity without inflationary pressures? Will the credit crisis negatively affect corporate earnings, forcing a spiraling of Wall Street estimates, or will earnings continue to be a bright light upon which investors can focus? Do the markets need the “shrinking supply of shares” provided by large private equity deals to continue upward to new highs?

The answers to these questions will undoubtedly affect the question that we ask ourselves every day: Has the return to increased volatility triggered the start of a new bear market (a la 2000-2002), or is it a more severe and long overdue correction within a long-term bull phase that began about five years ago? While we’re willing to be convinced otherwise, we fall on the side of correction. Here’s why:

It would be folly to downplay the effects of the housing slump and sub-prime mortgage woes. They’re serious issues that will impact the economy and the markets to some unknown degree. That said, their effects haven’t yet been felt in any meaningful way. Instead, the economic and market ingredients that have traditionally driven bull markets are still very much intact. GDP is growing slowly, but at a non-recessionary rate. This provides a backdrop for subdued inflationary pressures, which in turn allows the Fed to maintain (at worst) a neutral interest rate policy, keeping interest rates at historically low levels. These low interest rates provide very little competition for stock returns. Further, global economic growth continues to be expansionary, offering an environment for U.S. export growth. Corporate earnings growth remains strong outside the obvious housing-related sectors, and has been coming in at a healthy clip above Wall Street estimates. Corporate balance sheets are as solid as they’ve been in quite some time, while valuations in the equity markets are at decade lows. (In fact, it’s hard to find a bear market that started with valuations at the levels they are today.)

Know that we’ll continue to carefully watch all of these indicators for clues to the markets’ direction. In the meantime, our client portfolios have performed remarkably well in the face of 2007’s volatility… and it’s precisely the specter of this kind of volatility that drives our fully-diversified, multiple asset class approach to portfolio structure. Our tactical shifts toward growth-oriented and large cap equities have paid off handsomely, as the markets’ bias has clearly shifted in similar directions. We continue to globally diversify both the Income and Growth portions of portfolios, in order to smooth out return patterns and capitalize on some of the most attractive return opportunities in the global marketplace. Our opportunistic investments have allowed us to take advantage of some of the most important themes on the world scene, while producing truly impressive returns.

On an unrelated note, our consultative approach to our relationship with you will always have us on the lookout for attractive lifestyle opportunities, even if they fall outside the boundaries of investment management or business transition services. As we often have such opportunities presented to us, we’ll perform thorough due diligence on them and bring them to you, as appropriate. One such opportunity includes the private aviation services offered by Marquis Jet. (You may know them as NetJets.) With one simple payment and no long-term commitment, you can enjoy the freedom and control to make the most of your time. Benefits include flying on your own schedule and saving hours by avoiding the long lines, delays and many hassles associated with commercial travel today. The Marquis Jet Card gives you access to the safest, most reliable and largest private jet fleet in the world, in increments of 25 hours. Dependent upon your need, you’ll have access to 10 different types of private jet aircraft, from the Citation V Ultra to the Gulfstream V. The average age of the aircraft in the NetJets fleet is less than 5 years, considerably younger than the 15+ year average of charter aircraft currently in use in the U.S. Their commitment to safety, world-class pilots, international coverage, guaranteed availability (24 hours a day, 365 days a year), and their pioneering commitment to fractional jet ownership are just some of the additional benefits offered by Marquis Jet. If you find you want to learn more about them, just let us know and we’ll introduce you to our contacts there. Just something we thought you’d want to know about.

Until next time,
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