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Greetings-

Layer Upon Layer

Even in the best of times, investors want a degree of certainty that the real world doesn’t
often provide. These clearly aren’t the best of times, and the war against terrorism adds new layers of uncertainty to those that usually are part of the decision-making process.

The recession is a case in point. Even though the last official recession was a decade or so
ago, most investors, business managers, and consumers have some experience navigating
through difficult economic times. Based on that experience they can calculate, albeit roughly, when to become more pessimistic or more optimistic, and they adjust their actions accordingly. For example, they know that the Federal Reserve’s determined efforts to lower interest rates should begin to stimulate the economy fairly soon. They also know that the huge fiscal stimulus package of tax relief and government spending that Washington is preparing ought to complement the monetary stimulus in a powerful way. The outcome is reasonably sure; the major questions, generally speaking, have to do with timing and degree.

Those uncertainties are “normal.” This time around, the war produces new ones that could disrupt past patterns. One possibility is that consumers will become more-than-usually hesitant as unemployment rises and job-security worries mount. That, in turn, could weigh heavily on activity in sectors that are closely tied to confidence, such as consumer spending and the housing market. Another type of uncertainty involves the level of spending that will be needed to increase security and deal with a host of other new war-related realities.   Economic “friction” of that kind will influence trends in productivity and profitability, but no one can say exactly when or how much. In short, the way in which investors, business people and consumers deal with these difficult, unforeseen calculations will go a long way toward determining the economy’s ultimate response to the stimulus that is in the pipeline. 

That’s important for the stock market, in our view, because we continue to think that the
major averages probably will remain in a trading range until there are signs that the
economic slowdown is ending. A few such signs were evident in the weeks before the U.S. was attacked on September 11. They have faded since then, and investors are waiting for them to reappear. When they do, the foundation for a fundamental, sustainable stock-market advance will start to take shape.

While they wait, we think that investors should concentrate on the concepts that we have been emphasizing for quite some time: high quality, conservatism, and diversification. The stocks on our Focus 1 list are a good place to look for investment opportunities that are in line with those themes, in our judgment. In the technology sector, Steve Milunovich, our tech strategist, notes that even though there are some indications that business in November is improving to more-normal levels, the industry’s fundamental workout period still will be longer rather than shorter. In his view, the stocks could continue to rally for the next couple of months, a traditionally strong seasonal period for the sector. After that, he thinks that the rally will fade. 
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