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Axiom #9:
There is always something!  Expect it.

Axiom #10:
There is no “answer.”  There is only managing the process.
In my last newsletter I differentiated between lesser and greater risks to our investments.  It seemed then to me that the issues of corporate management and economic/business cycles, however significant, were secondary to war, the dominant issue of these times.

Since then, we have experienced the anniversary of 9/11 and it is even more clear that, whatever the longer term strategic response to terrorism, any resolution will require some change in the government of Iraq.  While a hallmark of democracy, it is rare in human history for power to be voluntarily relinquished.  Monarchies, military power structures and tyrants of all kinds have rarely walked away from the seat of power without some outside force acting on them.  That force might be physical, economic, conceptual or a combination of these.

It seems clear to me that there are several goals embedded within the effort to remove Saddam Hussein and disarm Iraq.  The immediate goal is to address what is considered the relatively immediate Iraqi threat to make war regionally and on a more expanded field, by possibly attacking Israel with missiles or supplying terrorists with nuclear, chemical and biochemical weapons for use anywhere in the world.

A second goal is to reduce or eliminate any form of Iraqi support for other belligerent states or terrorist groups.  A third goal is to make clear to other states that support similar goals to Iraq, that the world community is determined to take action against these types of threats, whether from states or terrorist groups supported by states.

Given these objectives, unless you assume that Saddam Hussein is honorable and is actually willing to voluntarily disarm and stop supporting terrorist groups, it seems that some form of conflict at some point, relatively soon, is inevitable.

No doubt there will be many twists and turns before any form of clarity is possible.  So, it seems prudent to at least consider the investment consequences and pros and cons of several alternatives.  My goal is to raise these questions and raise our level of consciousness.  We should at least be aware that we have made a choice, even if that choice is to make no changes.

As a result of the geopolitical concerns, we have to recognize several major possibilities.  First, as conflict builds and possible military action nears, the markets will decline, perhaps significantly.  In any case, there will be increased volatility as the diplomatic process goes on.  Second, if there is a military engagement, how it unfolds will have a dramatic effect on the equity markets.  As the tide of war turns, so will the markets. 

Third, we have to consider that if this battle is engaged militarily, the probabilities are very high that massive power and force will be brought to bear and, especially after the ambiguous political (but not military) conclusion of the last Gulf War, nothing less than the death, capture or removal of Saddam Hussein is likely to be acceptable.

Therefore, at the conclusion of the military conflict or when it is clear that it is imminent, the market, in my opinion, will have a huge, very intense and compressed, relief rally.  Not only will the tension of the current terrorist threat be initially relieved, but three years of bear market tension may also be somewhat ameliorated.  In my opinion, the majority of the move will be over before you have time to react.

So, as I see it, the larger possibilities are:

1) Status quo.  Leave investments as they are.  You should anticipate a serious decline in value initially and you should also participate in any major relief rally in the markets later on.

2) Sell equities, keep government or municipal bonds.  Avoid the initial decline in the equity markets.  Most probably miss all or most of the huge relief rally after.  Benefit initially from the “flight to safety” of the government bond market and then see bonds decline as money moves back out to the equity markets and interest rates potentially begin to go up with a decrease in global tensions and increased domestic economic activity.

3) Sell some, keep some.  Keep some cash available to add to the markets as the situation develops or when there is a clearer conclusion to the big issues.

In all cases there are risks and costs. By selling some investments, other than those in retirement and tax-deferred accounts, you may incur tax consequences, either gains or losses.  Some clients may have some mutual fund deferred fees to absorb and/or costs to acquire different investments later on.  There is always the opportunity risk of being out of the market while a large advance is made in a very brief period.  There is the risk of being in the markets while we pass through some dark moments of uncertainty.

So, to repeat: Axiom #10:  There is no “answer.”  There is only managing the process. 

Frankly, I am not specifically recommending any particular one of these alternatives.  As I said, they each have their risks and potential rewards and possible costs.  Each of us has different circumstances and there is no single solution that fits everyone.  My purpose in this letter is to encourage each of us to carefully consider the choices and know what is possible, what we have decided and why.  

None of us is exempt from the trials of our times.  The past century has seen the worst of conflict and destruction and the greatest advances in human freedom and prosperity of all of human experience.  The choices we make now are a reflection of our confidence in ourselves and in each other.  Is the spirit of the future stronger than the hold of the past?  Will we step ahead toward a more free and prosperous world or retreat to ongoing tension, conflict and destruction.  I believe we will choose the future, with confidence. 

As I quoted in the last newsletter, ”The brighter the light, the deeper the shadow.”  Let’s not allow desperation to overcome aspiration, which can and often does precede inspiration.  There are solutions.  In the end, we live in one place and share one future.  As my mother used to say, “Patience.  This, too, shall pass.”

With confidence in the future,

Jerry M. Schwartz, CFP
