Investment Thoughts – October 2009
Now that the Dow Jones Industrial Average has recently gotten back to the 10,000 level but before we spend too much time celebrating this rally, it is important to step back and look at where we are. We have just lived through a period that is clearly one for the history books. Stocks have recovered 43% of their bear market losses through September 30, 2009.  We have said before that it is never a smooth ride out of a bear market such as we have experienced.  Therefore we need to be prepared for some of the bumps in the road that are sure to lie ahead.

If you look at the economic fundamentals you will find that while the economy has begun to grow after a deep downturn, it is coming off some very depressed levels. While you may not agree with how it is being applied, government stimulus has helped to trigger economic activity. In the housing market, sales have strengthened some, but there is probably more pain to be felt. Employment is very weak, but it is getting worse at a slower rate.  Many economists feel it will take many years for unemployment to get down to long term averages of closer to 5%.  Consumers drive about 70% of the economy and their assets have taken a serious hit.  We are now saving more and reducing our debt after the credit crisis of the past year. Inflation is virtually non-existent currently, but may be a concern in the longer term. We are also entering an environment where tax rates are likely to rise.

So what is an individual investor to do now? We think it is as important as ever to take a close look at your asset allocation. If you are living off the income from your portfolio, it is imperative that you have enough cash reserves to meet 2-3 years of your cash flow needs. Even with short-term savings rates very low, these cash holdings will enable you to survive another downturn. Continually reviewing your portfolio with a “stress test mentality” is the best way to make sure you are positioned properly.

Good diversification across asset classes that do not correlate perfectly with each other is critical. While some people have questioned whether asset allocation still works, we believe strongly that it is a core component of sound investment policy. Historically, stocks still provide the best long-term return and protection against inflation. We believe it is best to look back at this bear market and recovery as a learning experience.  It has given us a new perspective on investing and has reminded us that timing the market is nearly impossible.  It reinforces the fact that the best investment strategy is to have a long-term focus and be prepared to weather any short term volatility by having proper diversification and cash reserves.

