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(quarterly percent change)

DJIA:

10850.66 
  -4.40%

S&P 500:

1164.74

  -9.00%

NASDAQ:

2091.88

  -8.77%

3-Month Treasury Yields:


 
   1.02%

10-Year Treasury Yields:



   3.81%
Long Term Outlook1
S&P 500
6.52 – 6.73%

Small Cap
10.49 – 10.70%

EAFE Stock
8.69 – 12.67%

CPI
0.81 – 2.47%

1Expected annualized 10-year returns/increases used for asset allocation by Compton Advisors, LLC – obviously not a guarantee.

"He is an unskillful physician who cannot cure one disease without casting his patient into another."

– Thomas More, 1478 – 1535
The 'Not-So-Brave' New World
These have been trying times.
In addition to watching a large amount of client (and personal) wealth disappear, we've also been privy to a rash of moves, both market and governmental, not seen since the Great Depression -- if ever. (This will be the last reference to the Great Depression you see in these pages. Despite the barrage of inflammatory and speculative headlines in the popular and financial press, the lessons learned in nearly eighty years and the swift and forceful actions taken by our and other governments and central banks lead me to believe the calamities of the '30s will not be repeated to the same extent today.)

Among other things, we've seen:

· A $700 billion dollar power grab by the US government, eventually festooned with an additional $150 billion of earmarked tax cuts (though the AMT needed to be addressed, this was neither the time nor the place)
· A concerted multi-national interest rate cut

· A suspension of short sales deemed 'vital' to the financial world by the Treasury

· The demise of investment banking in the United States

· Direct governmental ownership in the nation's commercial banks

· A retail money market fund falling below $1.00 per share

· A federal bailout of the nation's largest insurer

· Tax-free funds in the money market yielding more than taxable funds

. . . and the list goes on.

This will not be the forum to explain what went wrong -- there are plenty of good sources that will do that. One of the best has been a pair of episodes of the NPR radio show This American Life called "The Giant Pool of Money" and "Another Frightening Show About the Economy".

New World - Cont'd
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Good Rates

(Source: bankrate.com as of 10/30/08)

Savings ($500 or less min) – APY

GMAC Bank – 3.75%

iGOBanking.com – 3.28%

FNBO – 3.25% 

2-Yr CDs ($2,500 or less min) – APY

GMAC Bank – 4.50%

OnBank 
– 4.30%

Rates are informational only as of the indicated date and presented here in good faith.  They are not guaranteed by Compton Advisors, LLC and this is not an offer to invest.
Economic Update

It was a miserable quarter all around and a traumatic October. The recession we are working ourselves through ran straight into a credit crisis of staggering proportion. I’ve written elsewhere in the newsletter of my take on the workings of the markets, the government response, and my strategy going forward, but here we’ll look at the threats and opportunities to specific aspect of the economy and your portfolio. Everyone is focused on the stock market, but let’s look at inflation first.

Inflation

As we pump massive amounts of cash into the financial system (the $700B bailout is about 5% of GDP), seeds are being sown for inflation down the road. In essence, the governments of the developed nations, lead by ours, are trying to re-inflate this burst bubble. On the other hand (you did see the word Economic in the title didn’t you?), Treasury yield curves are implying a twenty-year average inflation rate of only 1.32%. I tend to think this is overly optimistic given the spending both currently approved and that promised by a candidate that will probably have his party in the majority. Twenty year inflation-protected Treasuries (TIPs) are at their all-time highest real yields, giving investors a great opportunity to lock in long-term real returns.
Bolstering the disinflation argument has been the decline in commodities prices, lead by crude oil, which is in large part demand- (or lack thereof) driven, and gold (which is not). Also keep in mind that a lot of these gigantic sums being bandied about in the press are intended to be temporary, whether in the form of guarantees, purchased securities hopefully marked for sale later, or capital investment in financial firms that the government will exit when the they are stable.
Equities

We are seeing earnings forecasts drop in response to the recession -- in most cases 2008 and 2009 estimates -- but we have seen prices fall even further, severely con-tracting P/E ratios on a number of good companies. But there will be much turmoil in the markets and if you are brave enough to invest today you will inevitably have days where you are left feeling you’ve thrown good money after bad. The recession and credit squeeze are hitting businesses in varied and unexpected ways so a diversified portfolio is still your best bet to mitigate these effects, but if you are looking to buy individual companies, there are some red flags to watch out for:
King Cash – Despite new federal programs to access short-term borrowing, a company’s reserve of cash and its ability to generate more of it are key. Companies cannot rely on lines of credit and commercial paper is-suance like they could and use of the federal borrowing facility is being seen by in-vestors as a sign of weakness in the firm. Firms that relied on consumer borrowing in the past to generate sales (like the automobile manufacturers) will be in trouble.
Economic Update - Cont'd
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Economic Update - Cont'd

Pension Woes – Many companies, especially old economy manufacturers, are closet investment companies. Underlying their pension obligations are a portfolio of assets which, depending on their make-up, may have declined precipitously. Though the pain is spread across a few years, many of these firms will face substantial cash contribution requirements to their pension plans if the regulations are not changed. This could not come at a worse time.
Taxes
With this flurry of bailout and other activity, I think we can put to rest the idea of extending the Bush tax cuts, some provisions of which are expected to expire at the end of this year. Dividend and capital gains rates will increase in 2009 and income tax rates and estate tax rules will revert back to their prior, more burdensome, levels in 2011. Furthermore, though Obama is pushing his ‘middle-class tax cut’ plan, he plans to raise the effective, if not the nominal tax, rate on corporations. We’re changing our long-standing position of neutrality between Traditional & Roth IRAs & 401(k)s, now favoring the Roths, at least until 2011.

Fixed Income
On the short end we’ve seen some bizarre phenomena – tax-free yields in excess of taxable counterparts and Treasury yields at (and bids below) zero as money fled to safety.

On longer-term Treasuries, your outlook will depend in large part on your view of inflation – if you see deflation on the horizon, you may want to lock in high yields. If you are worried or are agnostic about inflation, TIPs yields (real yields after inflation) are at historically high levels, but have been (for yields) quite volatile as well.
Corporate debt, like stocks, is an iffy proposition if you are buying individual issues. Analysis of individual issues is difficult in this environment and the rating agencies have lost a good deal of their credibility; for the bond portion of your portfolio, stick to mutual funds or Treasuries (regular or TIPS) for now.


New World (cont'd)
No, this is where I'm going to explain my thought process as I try to deal with these unprecedented changes in the world market and global economy.

The Perils of Having an Opinion 

Committing words to paper means sometimes things you write look absolutely idiotic in retrospect. Take a look at last quarter's Outlook -- I touted the historic average of a one month rebound of (ready?) 9.8%!
We had that in one day on October 13 and again October 28. Not to mention horrendous one day drops of similar magnitude.

I also wrote (and I quote), " I think broad equity classes, both domestic and international, are more attractive now than they have been in five years." (Virtually all equity classes have collapsed since then).

Events in the first two weeks of October were moving so fast that it was virtually impossible to digest one piece of news before another headline scrolled across the news ticker. As I write this two weeks later, events are still occurring at a pace that requires double-checks and re-writes every day I put off finishing this newsletter.

At the risk of committing another opinion to paper for later scrutiny and ridicule after the fact, let me state that
New World - Cont'd
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New World (cont'd)

I think the out-and-out panic and the credit freeze that drove the market earlier this month has abated. We are still seeing a shakeout of prices that accompany the entry into a recession, we are still seeing wild swings as funds are forced to sell to meet liquidity demands, and we may see further falls in the market because that’s what markets do from time to time. But I think the markets are on their way back to normalcy.
Three weeks ago a client asked if it was time to start buying yet and I had to tell him to wait – not because I couldn’t predict where the market was going to be in a week – no one can do that – but because until we could see what effect the governmental intervention had on the world markets, we really weren’t certain if we had financial markets as we had known them anymore. We’ve finally begun to digest the government intervention triggered by the panic. The need for intervention will be debated for a long time, but no one will disagree that it interfered with the price discovery process that markets rely on to allocate capital.
Asked the same question this week, I answered differently. What has convinced me that markets are working again has been a thawing of the credit freeze as evidenced by a narrowing of the spread between interest rates banks 
charge each other and the interest rate on 30-day Treasury Bills – the TED spread. 
Having ridden the tiger this far, I’m going to do what I’ve advocated all along: 1) identify my target asset allocation, and 2) stick to it, rebalancing when values shrink (or grow – wouldn’t that be nice) too much. This approach enforces the discipline to buy low, even after prices have already fallen precipitously and may fall further.

Some advisors, ones I respect and draw ideas from, have railed against this strategy as old-fashioned, not appropriate ‘this time’, and have even suggested advocating this strategy is akin to malpractice. I disagree. If your asset allocation is appropriate to your time horizon, maintain-ing it via rebalancing provides the discipline needed in fearful times. It’s how I manage my portfolio and how I recommend you manage yours.

Perspectives

If you weren’t scared already, I want to look at some other items that can eat into your portfolio that you may not have considered the impact of, plus make you aware of where your wealth really resides.

For each example, we’ll look at a hypothetical married couple age 45, making $62,000 each, maxing out their 401(k)s which 

have a total balance of $500,000, and who are planning to retire at age 65.
Real Wealth

Suppose they lose half their 401(k) – end of the world, right? Not really; the amount they are saving over the next twenty years will accumulate to replace what they have lost (I’m assuming a 9% return). In other words, their real wealth lies in their earning capacity – what economists call human capital. This is why appropriate insurance coverage is so important.

Taxes

As mentioned elsewhere, tax rates are scheduled to go up if nothing is done. What impact does this have on your portfolio? Under the scenario above, the increase in taxes will equate to a 6.9% loss in your portfolio’s value if it is in a tax-deferred vehicle and 8.6% if it is not. Tax policy matters to your finances.
Portfolio Expenses

Finally, an additional 1% in fees over these twenty years equates to a permanent 22.8% loss in your portfolio’s value – a loss you can easily avoid.

Market losses are scary, but they’re just one of the hazards we face and overcome as investors.


Something you want to see in upcoming issues? Let us know – outlook@comptonadvisors.com
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