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Nothing Beats Free Floating Anxiety!
If you let it, it will ruin your day

January 15, 2008
Dear Clients and Friends!

Let’s call this my “snail mail” blog.  Here is the cure for free floating financial anxiety, followed by some observations:

Possible mild, self induced, short, U.S. economic

                Slowdown or “Recession”


         3 BILLION ADDITIONAL

                                                                               People Enter the

                                                                                     Global Middle Class
                                                                                  in the NEXT 10-20 years

I’m tempted to simply say “case closed.”
But I know that, when under stress, “facts don’t count, attitudes do.”  So with the hope and expectation of lifting our attitudes and reinforcing our confidence in the future, I think it will be helpful to expand the thought a little.  Bear with me.  You know how I like to cover lots of ground!
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I’m always critical (meaning I carefully examine), much less often skeptical and rarely, if ever, cynical.  Currently I find myself quite cynical about the sleight of hand foisted on us by the financial markets. 
It has been said that in the short term the markets are a “voting machine” and that in the long term they are a “weighing machine.”  The vote is in:  Financial services companies rate a 0 and should be put in “stocks” in the town square to suffer humiliation in front of the public and shareholders they are supposed to serve.
Now, let’s weigh some perspectives.  The graphic above says it all.  The world remains in the early stages of a transformational moment.  The scale and scope of this transformation is still gathering momentum and will, over the next years, radically change all the balances on the planet: economic, political, social, environmental and military.  This change is far beyond the expectations of most people and far beyond what we have already experienced.  This transformation is happening right now, accelerating and will continue for decades.
Most Americans are not prepared for this change, where we are no longer the dominant influence or engine of global realities.  However, many large businesses have figured this out.  I have heard company CEO after CEO tell us that even if things temporarily slow or soften in the U.S., business otherwise around the world remains strong as far into the future as they can see.  The rebalancing of current conditions in the U.S. economy and markets opens up significant new growth opportunities.
Now, it’s normal for global financial markets to be more volatile than, and out of phase with, the economies they represent.  More often than the underlying economies, markets tend to extremes, often leveraged extremes.  China, India and other rapidly growing economies around the world have a different impulse than the U.S., fueled by populations which are multiples of ours.  The billions of people who now know they too can have better lives will not abandon this quest simply to keep us happy and prosperous.  The countries that do not participate and cooperate with this transformation will recede and those that integrate and contribute will continue to prosper and share in the increasing standards of living.
Sure, there are enormous challenges and problems created by all this compressed change.  But forward thinking, good people all over world are working toward solutions.  We create the challenges and we are also problem solvers.  Even a possible slowdown in the U.S. will not prevent our GDP from reaching ~$14 Trillion this year and ~$14+ Trillion next year.  That’s $14,000,000,000,000 in ONE year ( $38+ BILLION every single day) and more the next, “recession” or not.
For the past few months the markets seem to be voting on the self-interested pretense of the financial services companies.  Nothing that is going on in the credit or housing markets is new(s).  The financial service companies, banks, brokerage and mortgage origination firms, are posturing as victims of excessive debt market woes and housing price extremes.  However, they are the ones who manufactured and consciously sold the excesses in the mortgage, derivative and by extension, the housing markets.  They did this with the willing participation of many speculators and investors.  For several years, these firms booked many billions of dollars in profits.  Inevitably these excesses were going to have to be absorbed and assimilated.  No thinking or responsible person or business could have expected multigenerational, historic low interest rates, to continue indefinitely.
Once the FED started raising rates (July 2004) it was clear that the cycle would soon be over and that some housing and debt market pain was on the way.  Those who overextended themselves would now have to rebalance their finances.  And those who sold the goods to them would have to account for their role in the party.  The apparent attitude of many financial services companies can be summed up  in the words of the often quoted line, wonderfully spoken by Capitaine Louis Renault (Claude Rains) in the movie Casablanca, “I'm shocked, shocked to find that gambling is going on in here”(!)
At the same time as the news media, financial and otherwise, are  currently obsessed with inducing as much anxiety and fear as they can, the vast majority of people and companies are not actually or objectively experiencing these financial conditions.  The 4th Quarter, 2007, as reported just a week or so ago, earnings of the S&P, excluding the financial services companies, were UP 11.3%.  Further, the NET, NET worth of Americans (taking ALL debt, including mortgages and including real estate prices), was the highest in history during 2007.  So, why is it that many people and investors don’t feel confident?  Many feel anxious, uncertain and tentative.  Why?  Free floating anxiety created by living in a period of increasingly rapid change, heightened anticipation of a temporary slowing of economic activity, financial market volatility and the magnification of all things by mass communication.
Sure it’s been a miserable few weeks in the financial markets.  Everything is compressed and passes by so quickly that we often don’t recall enough to learn the lessons of the past.

Let’s see.  As I write this (01-15-08), the DJIA stands at 12,501.11.  The market s seems to have significantly, if not perhaps finally, discounted a worst case scenario, of delayed FED action, generalized earnings declines and the evaporation of consumer spending.  Worst cases rarely if ever actually happen.  Yes, we can see further market declines in the next days or weeks.  Market declines are temporary, particularly in the face of accelerating global demand for material prosperity.  Given 200 or 300 point moves in a day, the advances and declines of market indices compress the cycles.  When the “doom and gloom” is pervasive it takes a sense of history to keep from being reactive to the moment.  By the time most individual investors regain the courage of their strategy, the markets have declined and have already turned up in anticipation of the inevitable economic advance.  The financial markets will turn up just as many investors “capitulate” to the gloom.  Those who extrapolate from the extremes, up and down, tend to make wrong decisions.  A sure way to give up return is to abandon a sound strategy and portfolio.  This is why the average investor actually underperforms their own investments!  How we behave as investors, NOT how the markets perform, is the single most important element to achieving our financial goals.  To quote from a recent article:

“Time for a change”    By R. Scott Maxwell, Talis Advisors
Monday, January 7, 2008 

	“What do we know about the average investor? Research tells us she is not a happy camper. Every one of the fourteen annual studies conducted by DALBAR Inc. evaluating actual investor performance over a twenty year investment time frame finds investors fail to achieve market returns. In fact, they significantly under perform the market. DALBAR’s 2007 study reported a 7.5% difference between the returns of the average equity investor (4.3% per year) and the S&P 500 (11.8% per year) for the twenty year period from 1987 to 2006. 

Why don’t investors achieve market returns? As previously discussed, DALBAR sums up the problem nicely by stating “Whether the mutual fund industry is enjoying rapid expansion in times of economic boom, or is being battered by the bears, the key findings uncovered in DALBAR’s first study in 1994 remain true: investment return is far more dependent on investor behavior than on fund performance. Mutual fund investors who hold their investments are more successful than those that time the market”. 


Who remembers the market levels during the declines in 1987, 1990, 1994, 1998, or even the biggie in 2000?  Well, the DJIA today remains about 751 points ABOVE the 2000 closing high (~11,749.97) and 5,303.62 points ABOVE the 2002 low (7197.49).  The price to earnings ratio, a measure of share value, prior to the market decline beginning March 2000, for S&P companies was at 30.9X and for Nasdaq 100 companies, 100X!  The forward looking P/E in December 2007 for the S&P was 15.2X (half the level of 2000) and for the Nasdaq 100 was 22X (less than a quarter of the level in 2000). This means that while earnings have gone up dramatically, share prices are at much lower values relative to those and expected earnings.   What kind of earnings disaster is the market discounting to justify the fear and anxiety being expressed?

The day I entered this profession, 30 years ago, the DJIA was at 748!  Not a difference of 748, a TOTAL of 748.  And the world was significantly less confident in the future.  I won’t list the long series of economic and political events that have come and gone since then.  Global economic activity with China!? India!? Latin America!? Eastern Europe!? Russia!? Didn’t exist.  To most, the concept of a global economy seemed to be less than a dream and politically unreal. 
This demonstrates the power of FDR’s famous observation, during the depth of the 1930’s depression, “We have nothing to fear but fear itself.”   Our state of mind and feelings can induce the very consequences we want to avoid.  And, the contrary is true as well.  It is noteworthy to mention that FDR’s famous line was actually written by his advisor, Napoleon Hill, author of the famous book, Think and Grow Rich.  Imagination is powerful.  It is the filter or lens though which we process information.  Imagination coupled with intention virtually creates the reality our experience.  I implore you not to underestimate the power of this principle.
Would that we actually had information!  What we usually get is data.  Data just “is.”  If I write the number “4” you essentially have no information.  You simply have the presence of a number.  However, if I tell you that an anonymous benefactor has given you 4 wishes or 4 free trips anywhere or $4 million, this gives the number “4” significance.    Information requires context to be meaningful.
Perhaps it’s my philosophical mind, but I read, hear and see daily in the financial press, what is often, without context, or without adequate context.  This is largely a result of the need for speed and commercial competitive advantage.  100 years ago the remaining value of yesterday’s newspaper was to wrap fish.  Today if there is any value in the first instant, the residual value of what passes for information evaporates in nanoseconds.  The overarching imperative of our consumer civilization, “More!” is expressed in the information business by the relentless obsession with filling space, physical, temporal, electronic, emotional and mental.
The same financial “experts” who induced the mortgage mess, damaged confidence in the debt markets and have leveraged their way to massive losses for their shareholders, are the ones who are clamoring to convince you that we are in for some kind of economic disaster.  “Turn back! There be dragons!”  Why listen to these people who are so completely discredited?  They want Uncle Ben Bernancke to save them and they want you to become so fearful that you will create the very conditions that will justify their demands.
The U.S. financial markets want the FED to act on their cue and they are being disappointed.  However, as I heard it, Mr. Bernancke has made it quite clear that the FED will act decisively in an ongoing manner to address these economic conditions.  The financial markets want some dramatic response, such as an intra-meeting FED rate reduction.  So far they aren’t getting one.  But the FED meets on January 30th and it is pretty clear from Mr. Bernancke’s recent remarks that rate reductions are going to be implemented.   In the meanwhile, foreign buyers keep investing in U.S. companies.  U.S. businesses and assets are on sale and others recognize a good deal when they see one.  There is abundant money in the world and no lack of liquidity.  Yes, there is a confidence problem and the folks who created it want to share it with you.  Just say “No!”
In sum, the inexorable expansion of global prosperity, no matter how we assess the deeper issues of human purpose, materialism, environmental consequences and global political identity, is going to overwhelm all the financial concerns now competing for our attention.  Fractional changes in GDP, employment, earnings, currencies, interest rates, etc., will be less than footnotes in the unfolding dynamic of global economic, technological and political transformation.
Focus on these positives: The ongoing transfer of tens of trillions of dollars between generations, tens of millions of baby boomers retiring and three billion more people moving from subsistence to adequate or abundant nutrition, housing, health care, education and transportation.  This is the cure for any current free floating economic anxiety.
Here in Hawaii it is well understood that if you want to catch and ride a “monster” wave, you have to be in the water, paddling with all your capacity or being towed by a jet ski.  In the water, in motion.  That’s how you get ahead of, catch and ride the wave.  The future is coming toward us.  Invest wisely and keep paddling or, at the very least, hold on!
In the meanwhile, in the Spirit of the Future, as always, here’s to YOUR GOOD WEALTH!

Jerry!
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