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Still Climbing the Wall of Worry

Putting a number on a number of problems

Highlights ■  The stock market confronts a “Wall of Worry”: possible Clinton
impeachment, recession in Asia, financial meltdown in Russia, slowdown in
Latin America, fears of recession in U.S.

■  This resembles other periods when stocks were weak, with worries about
political and economic risks.  Yet the market typically scaled the Wall of Worry
and eventually hit new highs.  By comparison to previous Walls of Worry,
there are many positives today—low inflation, a Federal budget surplus, low
bond yields, rising consumer incomes, continued U.S. economic growth.

■  Even if fundamental “inputs” are lowered, it seems to be “in the price.”
l If reduce “normal” mid-cycle earnings 5% (because either actual earnings
plateau around 1997 levels for the next two or three years, or earnings actually
fall 10-15% in a classic profit recession) and trim long-term growth by
¼ percentage point (reflecting global chaos), stocks then (i) undervalued when
P/E is bogeyed versus inflation (12/99 DJIA 9,100), (ii) significantly attractive
versus current bond yields—let alone lower yields on a Fed easing—and
(iii) about where they belong versus T-Bills if the Fed just cuts 50 basis points.
l And if earning growth continues uninterrupted, stocks are undervalued by
about 25% when P/E is bogeyed versus inflation (12/99 DJIA 11,250), very
attractive versus current bond yields.

■ But with situation still far from stable in many of the world’s emerging
markets, a Fed easing may well be the key to maintaining earnings visibility.
Lower rates and modestly rising earnings would be a very potent combination.

 The ephemeral consensus now sees risk of a global reces-
sion!  Way back in November 1985, when the DJIA was
trading at 1400 and investors were brooding about a weak
U.S. economy, disappointing profits, a huge Federal defi-
cit, and a flood of imports from Asia, we wrote a report
titled “Climbing the Wall of Worry” (November 1, 1985).
Whether it was the harrowing depression of the 1930s or
the Cold War of the 1950s, we argued, those times when

investors were most frightened by political and macro-
economic problems were precisely the times when
investment opportunity was greatest.  Today, with stock
prices down sharply from their highs and investors fixating
on the potential implications of a Presidential impeach-
ment and global economic contagion, now seems a good
time to revisit and update “Climbing the Wall of Worry.”
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 Previous Walls of Worry

•  In the early 1930s unemployment was nearly 25%
and industrial production was down 50% from its
1929 high.  That was the good news; the bad news
was that national leaders did not have a clue how to
deal with the economic collapse.  President Hoover
raised taxes in 1932 and FDR considered doing the
same. But the economy recovered and stock prices
rose 288% from 1933 to the 1937 high.

•  In the 1950s, Americans feared that the return of
peace would mean a return of the Great Depression.
When this proved to be untrue and stock prices
started to rise, this was interpreted as a repeat of the
rampant and ruinous speculation of the late 1920s.
Both fears were unfounded—stock prices rose 405%
between 1950 and 1966.

 The bull market of the 1980s and 1990s has had its own
Walls of Worry to climb.

•  In 1987 investors feared that America’s big budget
and trade deficits, which made the country dependent
on foreign capital, might lead to a collapse of the dol-
lar and a surge in interest rates as Japanese and Euro-
pean investors refused to buy Treasury bonds.  These
fears seemed to come true in the weeks before the
October ’87 crash, as the U.S. squabbled with Ger-
many over monetary policy and threatened to let the
dollar slide.  Stock prices rose 42% in the two years
1988-89.

•  In 1990 America had the worst of both worlds—
deflation and inflation simultaneously.  Many firms
were overleveraged and banks—burdened by bad real
estate loans—were becoming more cautious, causing a
“credit crunch.”  Saddam Hussein’s invasion of
Kuwait exacerbated these deflationary pressures
because rising oil prices triggered a consumer-led
recession that would make it tougher for debtors to
meet their obligations.  Stocks rose 34% from their
October 1990 bottom to the end of 1991.

 1998: Deflationary danger

 In 1996 and 1997 it seemed as if we had a “Goldilocks”
investment environment—not too hot, not too cold, just
right—but last October the porridge became too cold as
deflationary winds blew in from Asia.  Now some bears
expect it to turn to ice.

 The more extreme fears that surfaced last fall—a recession
in Latin America, a wrenching slowdown in Europe and
the U.S.—have not come to pass.  But certainly the global
response to the Asian contagion has so far not been as
effective as one might have hoped, and the contagion has
infected new countries.  Weakened by collapsing com-

modity prices and a capital flight out of emerging markets,
Russia has been thrown into economic turmoil.  Latin
America now seems threatened too.  And the troubled
Japanese banking system, already struggling before the
southeast Asian collapse, seems to be deteriorating rapidly.

 Most worrying perhaps is that the global economic
authorities seem unable to halt the turmoil.  Bailouts that
the IMF has undertaken of struggling economies have
shown few signs of success—South Korea, Indonesia and
Thailand remain mired in recession; Russia is in financial
meltdown.  And while policy makers in the U.S. have
lectured the Japanese about the painful steps they must
take, policy paralysis continues to grip Tokyo even as the
economy is in a recession.

 Bearish observers also point to a multitude of indicators
that could signal the U.S. is slipping into recession:

•  Late in August, the yield curve inverted for the first
time since early 1990, with the short rates the Fed
controls above longer rates set by the market.  This,
the bears argue, is a classic recession signal.

•  The NAPM New Export Orders Index fell to its low-
est level ever in August.

•  Retail sales declined in July and rose just 0.2% in
August, possibly portending weakening in the
consumer sector.

•  The widely watched National Association of Pur-
chasing Managers index came in below 50% in
August, suggesting a contraction in manufacturing.

•  The decline in stock prices could hurt consumer con-
fidence.

 Further, instead of addressing these myriad economic
issues with 100% of his energy, President Bill Clinton is
fighting for political survival as Congress considers the
report of Independent Council Kenneth Starr.  The cen-
tral issue is whether, after reading Starr’s report, Congres-
sional Democrats conclude that he is guilty of impeach-
able conduct.

 If the answer is “yes” Clinton will likely leave fairly
quickly, in order to spare himself and the nation an
impeachment proceeding that he cannot win.  And if
President Clinton does ultimately step down, his replace-
ment, Vice President Gore, could have significant legal
problems of his own.

 If, on the other hand, the charges are not deemed
“impeachable,” Clinton will be censured and get back to
work, a weakened but functional President.  Congressional
Democrats recognize that it is in neither the nation’s nor
their own interest for this matter to drag on indefinitely;
therefore, a timely resolution—one way or the other—
seems likely.
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 Figure 1

 The 1998 Wall of Worry
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 It’s always darkest before the dawn

 We do not deny that these are serious concerns—just as
the concerns weighing on the stock market in the 1930s,
1950s, 1987 and 1990 were serious.  But the history of
these earlier occasions points up some things that should
be kept in mind.  Most important, when stock prices have
fallen and investors are staring at the Wall of Worry, they
tend to overlook the positives, which in the present situa-
tion are rather impressive by historical standards.

•  Inflation is under control and in fact is lower than it
was back in 1994, when the unemployment rate was
1.6 points higher than it is now.

•  For the first time since 1969 we will have a budget
surplus in the current fiscal year—about $63 billion—
and another surplus is likely in fiscal 1999.

•  Therefore—and not necessarily because a recession is
imminent—bond yields are at 30-year lows.

•  Real average hourly earnings—which were much in
the news in the mid-1990s after they had been falling
for 20 years—have climbed 2.6% over the past year.
Rising consumer income—fueled by rising employ-
ment and rising real wages—is the key to continued
U.S. economic growth.

•  The U.S. economy grew at a 3.9% pace in the first
half of 1998 and should grow at about a 2.5% pace in
H2 1998 and in 1999.  Low inflation and a budget
surplus mean that Washington can cut interest rates,
reduce taxes, and/or increase government spending to
prevent a recession.

•  U.S. corporations are resilient and well managed.
Although profits have been disappointing and below
our forecast this year, they should nevertheless be up
slightly despite a recession in Asia, a collapse in oil
prices, an inventory correction in PCs and semicon-
ductors, a very strong dollar and a strike at GM.
While we have repeatedly emphasized the global com-
position of S&P earnings, the fact is that 55-60% is
domestic U.S., with another 20+% in Europe.  With
both regions growing next year, S&P earnings should
be up versus fairly easy 1998 comparisons.

 Putting a number on a number of problems

 In a recent commentary we wrote that “stocks are now
discounting much lower normal earnings and/or much
slower earnings growth than seems plausible excepting a
(unlikely) recession” (see “Just How Bad Is It?,”
August 31, 1998).  We went on to argue that it seemed
difficult to make a case that our current estimate of “$51
in normal earnings is overly optimistic” or that “our
secular growth rate assumption of 6.5% is much too high.”
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 However, we did caution that:

 —With 75-80% of S&P profits coming from the U.S.
and Europe, this market is cheap “absent a U.S. and
European recession”;

 —“. . . a prolonged period of economic turmoil in many of
the world’s important emerging markets could trim 25-50
basis points off the S&P’s long-term earnings growth.”

•  The market, even after rebounding modestly off its
recent lows, is very attractive assuming the current
inputs to our quantitative models remain sound
(Table 1—Column A, Chart 1).

•  However, with the economic situation still far from
stable in many of the world’s emerging markets, a Fed
easing may well be the key to maintaining earnings
visibility.  Lower rates and modestly rising earnings
would be a very potent combination (Column B,
Chart 2).

•  But if a Fed easing is not forthcoming and if the
global economic crisis continues to worsen, then the
“lower inputs ” in Table 1 (Column C) and Chart 3
could well become operative.  (These “lower” numbers
assume a 5% cut in 1999 normal EPS and a 25 basis
point cut in the secular earnings growth of the
S&P 500.  Reducing “normal” mid-cycle earnings 5%
would suggest either that actual operating earnings
plateau around 1997 levels for the next two or three
years, or that earnings actually fall 10-15% in a classic
profit recession pattern.)  Even under such a scenario
all of our quantitative gauges—except the short-term
interest rate relationship—are positive.

•  The other scenario illustrated: inputs are lowered and
the Fed cuts rates [Table 1 (Column D) and Chart 4].

 This analysis suggests that even if inputs are lowered, it is
probably already in the price.  In the “lower” scenario
(Table 1—Columns C and D), stocks are (i) undervalued
when their P/E is bogeyed versus inflation (12/99 DJIA
9,100), (ii) significantly attractive versus current bond
yields—let alone lower yields on a Fed easing—and
(iii) about where they belong versus T-bills if the Fed just
cuts 50 basis points and stops.

 And if earnings growth continues uninterrupted, stocks
are undervalued by about 25% when their P/E is bogeyed
versus inflation (12/99 DJIA 11,250) and near historically
attractive levels versus current bond yields.

 (Under either case, liquidity, which we now gauge as
slightly positive, turns a bit more positive on just one Fed
easing, and earnings power [which is mildly negative
now], would improve should normal earnings be reduced,
as actual earnings are compared with the lowered normal
earnings level.)

 Either way, it looks like 1998-99 will be another period
when stocks will have to climb the Wall of Worry, as they
have repeatedly done in the past.

 Table 1

 Quantitative gauges
  (A)  (B)  (C)  (D)
  Current Inputs  Lower Inputs*
  no rate ch  easing  no rate ch  easing**

 Stock vs. bond probability  83%  91%  74%  85%

 Stock vs. cash probability  45  56  38  48

 P/E valuation  +23  +23  +5  +5

 Liquidity  +43bp  +93bp  +43bp  +93bp

 Earnings Power (1yr fwd)  -1.1%  -1.1%  +4.3%  +4.3%

 Secular earnings growth  6.50  6.50  6.25  6.25

 ‘99 S&P 500 Normal EPS  $51.00  $51.00  $48.50  $48.50

 Normal inflation rate  2%  2%  2%  2%

 Calculated normal P/E  28x  28x  24x  24x

 Calc. 1999 DJIA value  11250  11250  9100  9100
 
 * A 25 bp cut in secular earnings growth rate; 5% cut in 1999 normal EPS.
 ** In addition to above, also assumes 50 bp declines in bond and T-bill yields
as, following Fed cut, market anticipates next easing.

 Source: PaineWebber.

Chart 1

Stock market gauges—(A) Current inputs

 vs. Bonds vs. Cash P/E Valuation Liquidity Earnings
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 Chart 2

Stock market gauges—(B) Current inputs + easing
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 Chart 3
Stock market gauges—(C) Lower inputs

 vs. Bonds vs. Cash P/E Valuation Liquidity Earnings

Neutral

+

_

 Chart 4

Stock market gauges—(D) Lower inputs + easing
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 Terror and opportunity in the 1930s—
DJIA up 372%
 Much like today’s emerging markets, after climbing
steadily to unimagined financial heights during the 1920s,
U.S. stocks fell off a cliff between 1929 and 1932.  The
DJIA declined from a peak of 381 to a low of 41 in 1932,
but many glamour issues fared still worse.  RCA fell from
574 to a low of 12; GM from 1075 to 40.  The market
slide was so prolonged and catastrophic that even market
operators savvy enough to recognize 1929 as a market top
almost invariably bought in too soon and, if they were
operating on margin, were wiped out in the end anyway.

 But past trading losses were only the first of a long litany
of woes that tormented American investors in 1932.  The
U.S. economy seemed to be grinding to a halt.  Historian
John Brooks describes the macroeconomic carnage:

 "In early 1932 unemployment was above ten million and
heading for twelve million, or not quite a quarter of
the civilian labor force; industrial production
nationally was down to half its 1929 rate; industrial
stocks listed on the stock exchange were worth about
one-fifth of their 1929 peaks; foreign withdrawals of
U.S. gold were running at a rate of $100 million a
week; and more than a billion dollars worth of
currency and coin, much of it gold, was being
hoarded by terrified Americans—in sum, a nation in
the throes of economic disaster.”

 That was the good news.  The bad news was that no one
in power had a clue as to how to end the depression.
Insisting that "we cannot squander our way into prosper-
ity," President Hoover in 1932 raised taxes in order to
balance the Federal budget (see Figure 2).

Figure 2

 

Figure 3

Figure 4

 
The theory was that recovery depended on a revival of
business confidence, which depended on balancing the
budget.  In the campaign of 1932 Franklin Roosevelt
promised to do the same thing if he became President.  A
variety of inflationary schemes was discussed within the
Roosevelt camp, as was social planning and more vigorous
trust busting, but no one in power seriously contemplated
large-scale deficit spending to stimulate aggregate demand.

 At the microeconomic level, the American banking system
was seriously damaged.  Upon taking office Roosevelt
declared a ten-day banking holiday and passed emergency
legislation ordering regulators to decide which banks were
healthy, which banks could be saved with an infusion of
funds and which banks should be allowed to collapse.
Eventually several hundred banks were shut down.  As for
Wall Street, it was not merely restructured during the New
Deal but chastised and dishonored.  The Glass-Steagall
Act of 1933 forced all banking firms to split themselves
into an investment bank and a commercial bank, and still
more severe legislation ended Wall Street's tradition of
self-regulation by creating the Securities and Exchange
Commission.  In highly publicized hearings the Pecora
Commission delved into the transgressions of dozens of
Wall Street luminaries, while 5,000 unemployed veterans
marched on Washington and clashed with the U.S. Army.
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One can understand why Joseph Kennedy later remarked,
“I am not ashamed to record that in those days I felt and
said I would be willing to part with half of what I had if I
could be sure of keeping, under law and order, the other
half.”  Investors were concerned about the “unprece-
dented” problems of the day—ranging from the Federal
budget deficit (see Figure 2), with a deja vu Democratic
plan to balance it (see Figure 3), to the Chicago bank fail-
ures (see Figure 4), the growth of consumer credit (see Fig-
ure 5), and the arms race (see Figure 6).

Figure 5

 

Figure 6

 
In the midst of all this disorder Jackson E. Reynolds of
New York's First National Bank did a remarkable thing,
recounted by his assistant as follows: “At that period in
1933 ... Mr. Reynolds called me into the bank and told
me that a lady, who was a writer and a friend of Mrs. Rey-
nolds, was pestering him for investment advice.  The
lady's estate consisted of $100,000 entirely invested in
U.S. Treasury 4.25% bonds.  Her income derived from
her writing and the interest on the bonds.  ‘Prepare for me
a list of good common stocks.  We’ll go over them, and
then you can sell the governments and use the proceeds for
the common stocks,’ he ordered.  ‘Mr. Reynolds,’ I
exclaimed, ‘You're not serious!  Selling the primest of
investments at a time when stocks have dropped through
the floor, and no one knows what's going to happen or
when the end has been reached.’  He replied, 'I certainly
mean to do this.  Run along and get the list ready.’ ”

 Jackson Reynolds was not clairvoyant; he could not have
known that U.S. economic conditions would not deterio-
rate further.  But that was precisely what investors feared,
and these fears were already reflected in stock prices.  In an
exact reverse of the 1929 pattern, virtually any surprise
was likely to be a positive one.  As events unfolded, there
were indeed some positive surprises.  Roosevelt turned out
to be a mediocre economist but a superb leader who rein-
stilled a sense of direction in the nation.  By virtue of defi-
cit spending, the natural dynamic of the business cycle and
inflationary monetary policies, the U.S. economy recov-



asd 7

ered significantly during FDR’s first term.  The New York
Times Weekly Index of Business Activity, having declined
from a 1929 high of 115 to just 64 in March 1933, rose to
111 by August 1937.  GNP grew at a 9.5% annual rate
between 1933 and 1937 and the U.S. unemployment rate
dropped from 25% to 14%.  And although the economy
experienced another recession in the late ’30s, the 1933-
1939 GNP growth rate was still 6.8%.  For investors like
Mr. Reynolds who bought stocks in 1933, returns were
spectacular; the Dow rose 288% from 1933 to its 1937
high.

 The bull market of the fearful fifties (1950-66)—
DJIA up 405%

 World War II, like World War I, greatly strengthened the
American economy, both relatively and absolutely.  Real
GNP grew faster in the 1940s than in the 1920s, and by
the late ’40s industrial production was running at nearly
twice its 1935-39 average.  Between 1950 and 1955 real
GNP grew at a robust 4.3% rate.  The international pres-
tige of the U.S. was unprecedented in this period, and
after 1952 Republicans controlled the White House.

 But investors viewed these favorable developments with
nervous skepticism.  In the late 1940s NYSE volume was
low by historical standards, the S&P 500 stood about
where it had during the mid-1930s, and the market P/E
multiple was about 8.  Noting the divergence between
economic boom and stock market lassitude, Fortune in
1948 ominously asked, “Is the Market Right?” (see
Figure 7).  Five main concerns weighed on the market to
produce conservative valuations:

•  Most important was the fear that a new depression
would strike the economy once demobilization was
completed.

•  Moreover, high inflation had induced aggressive
investors to speculate in real estate and commodities
rather than stocks.

•  Investors also feared that corporate profits were lower
than they appeared to be because inflation was creat-
ing illusory gains via inventory profits and under-
depreciation of plant and equipment.

•  Moreover, the tax programs of the New Deal and
World War II had made income taxes steeply progres-
sive, thereby relieving wealthy Americans of funds that
might have been invested in equities.

•  Finally, the onset of the cold war, dramatized by the
“loss” of mainland China in 1949 and the outbreak of
the Korean War the following year, required burden-
some defense spending, which in 1953 claimed nearly
13% of GNP.

Figure 7

 
The stock market did not easily shake off such fears, even
after the Korean War ended in 1953 and the U.S. econ-
omy made a smooth transition to steady, non-inflationary
economic growth.  NYSE market volume between 1951
and 1956 merely matched volume in the mid-1920s, when
the U.S. economy was less than half as large.  When in
January 1955 the Dow Industrials began to explore the
uncharted territory above 400, the Senate Committee on
Banking and Currency thought it prudent to hold hear-
ings on the dangers of Wall Street speculation (see
Figures 8, 9).  To Democratic critics of the Eisenhower
Administration the stock market’s ebullience, if not quite a
replay of 1929, looked suspiciously like 1927 or 1928.
During the hearings, Harvard Professor J.K. Galbraith
unsettled the market by drawing parallels between the ’20s
and the ’50s, prompting such newspaper headlines as
“Egghead Scrambles Market.”  When in 1959 the market
experienced its first postwar boom in small high-
technology stocks, authorities at the NYSE contrived to
curb the speculation by imposing 90% margin require-
ments.  Three decades after the trauma of 1929 investors
were still keenly aware of the uncertainty of the economic
future.

 So were policymakers in Washington.  The operative word
in the Fed and the Treasury Department during the 1950s
was “balance.”  Economic policy benefited from a tension
between the competing goals of avoiding recession on the
one hand and inflation on the other.  Aided by the much
discussed “automatic stabilizers” introduced into the
economy by the New Deal, Washington guided the econ-
omy through the recessions of 1949, 1953 and 1958 with
considerable finesse.  To maintain business confidence,
government officials held the hands of business leaders
who spied a new depression on the economic horizon.  As
the Korean War wound down in the spring of 1953, for
example, Secretary of the Treasury George Humphrey
stated emphatically:  “There is no reason to fear peace.
We have achieved greatness in peacetime—inflation, debt
and high taxes from wars.  Adjustments yes, but no
depression.”
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Figure 8

Figure 9

But in preventing depression the Eisenhower Administra-
tion did not ignore the danger of inflation, in part because
sensitivity to the problem was heightened by rapid price
increases after World War II and again during the Korean
War.  In a 1956 press conference the President cautioned,
“If this country is going to prosper and be strong at home
it’s got to have a sound dollar.  If you don’t have a sound
dollar, this, my friends, is what happens:  all of your pen-
sion schemes begin to fall to the ground.”  An official of
the New York Fed likened inflation to a pernicious habit-
forming drug:  “The longer a nation resorts to it the more
its awareness of its presence and its dangers is dulled, until

it reaches the point where it has become so used to infla-
tion that it accepts it as a necessary evil.”  Fostered as it
was by heavy military spending, strong unions and limited
foreign competition, inflation was not easily controlled,
hitting an annual rate of 3% in 1957.  But Eisenhower
was up to the task.  He managed to balance the Federal
budget in 1960 and was willing to trade national income
for stable prices—even if it cost Richard Nixon the Presi-
dency in 1960.  Between 1955 and 1961 GNP grew at an
annual rate of just 2.1%, but consumer prices were quite
stable (and the DJIA was up 50%).  Fully cognizant of the
dangers of inflation and recession, investors bid up stock
prices cautiously in the 1950s (see Figure 10).

Figure 10
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The crash of ’87: 1929 repeat?
Stocks up 42% in two years

What if they held a Treasury auction and no one showed
up—at least no one who spoke Japanese or German?  That
was the gruesome question that haunted U.S. investors in
the mid-1980s.  They got their answer during two terrible
weeks in October 1987, and it scared some of them out of
stocks in the final quarter of 1987, before a 42% rise in
stock prices over the next two years.

In the mid-1980s many investors took a jaundiced view of
the U.S. that went something like this:  Profligate and
undisciplined, led by an amiable Hollywood actor who
embraced the dubious discipline of “supply side econom-
ics,” the U.S. had slashed taxes without cutting spend-
ing—indeed, defense spending went way up.  The predict-
able result: a huge budget deficit, high real interest rates,
and excessive consumption that undermined U.S. com-
petitiveness.  With the rest of the world—particularly the
dynamic, well-managed, far-sighted economies of East
Asia—following far more sensible policies, the U.S. devel-
oped a huge trade deficit.

To curb the trade deficit, world financial leaders met at
the Plaza Hotel in New York in the fall of 1985 and tried
to talk down the dollar.  Much to their chagrin, only half
of the strategy was successfully implemented.  Worse still,
it was the wrong half.  The dollar fell, but the trade deficit
did not.  In 1986 and the first nine months of 1987, the
dollar plummeted 20%, but the trade deficit held steady at
a lofty $13 billion monthly level.  For U.S. investors the
monthly trade number was the critical statistic that indi-
cated how overheated, how mismanaged, how dependent
on foreign capital the U.S. economy was.

Despite this shaky financial background, U.S. stocks
surged in the first half of 1987.  With the U.S. economy
strong and American business starting to benefit from a
weaker dollar, profits were growing strongly.  Traditional
buyers of stocks were joined by increasingly aggressive
LBO funds and deal-makers.  Stock prices rose 37% in the
first nine months of 1987—even though bond yields
soared from 7.4% to 9.6% as the U.S. economy strength-
ened, the dollar sank, and the trade deficit remained high.

Finally in the fall, America’s financial imbalances caught
up with the stock market.  In September the Fed tight-
ened, which was interpreted as an effort to “prop up the
dollar.”  But in October the dollar, bond prices, and stock
prices slid lower.  No one in Washington seemed to care.
Financier Peter Peterson noted, “Talk about the budget
deficit is a form of political AIDS, because if you mention
it, you have to offer a solution.”  Meanwhile, Treasury
Secretary Baker was pressuring foreign governments, par-

ticularly the Germans and Japanese, to stimulate their
economies to boost global demand for U.S. exports.  But
inflationary pressures within Germany—not global
demand—were the first priority of the Bundesbank.
Instead of easing interest rates, the Germans subtly raised
them in mid-October.  James Baker was infuriated, warn-
ing on Sunday, October 18, “We will not sit back in this
country and watch surplus countries jack up their interest
rates and squeeze growth worldwide on the expectation
that the United States will follow by raising its interest
rates.”

Figure 11

Headlines from 1987

October 20, 1987

Does 1987 Equal 1929?
 

 

 THAT RUMBLE YOU
HEAR IS CALLED

‘RECESSION’

 November 2, 1987

 
 October 31, 1987

 How to prevent
a slump

STOCK GYRATIONS MAY SCAR
CONSUMER CONFIDENCE

October 26, 1987
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This was not what investors wanted to read in their news-
papers on Monday morning, October 19.  The previous
week had been terrible, with the market sliding 235
points, or 9.5%.  With the U.S., Germany and Japan
pulling in different directions, the global financial system
was in disarray.  U.S. stocks crashed 22.6% on Monday,
and the New York markets almost stopped functioning on
“terrible Tuesday” when stock prices closed up after
reversing intraday.  Stock prices had fallen by a third in
just six trading sessions.

The Wall Street economic consensus immediately shifted
to a shallow recession in 1988 caused by the “wealth
effect” of the crash.  Analysts searched for parallels with
1929 and found all too many—the lack of international
financial cooperation, the risk of protectionism, the debt-
driven takeover boom on Wall Street, the debt overhang
in developing nations, the lack of effective leadership in
Washington.  Wall Street officials demanded, with little
effect, that Washington finally get serious about the
budget deficit.

But—as is often true after a financial panic—investors
focused on the risks while ignoring all positives.  Most
obviously, stocks had become much cheaper but earnings
were still rising strongly.  And by reducing consumer con-
fidence, the stock market crash could cool off consumer
demand, thereby alleviating the trade deficit.  And no one
seemed to notice that the budget deficit was shrinking
dramatically—from $181 billion in fiscal year 1986 to
$137 billion in 1987.  Ignoring these bullish factors, many
individuals steered clear of equity mutual funds, making
1988 the only year since 1952 that equity mutual funds
were net sellers of equities (other than the high inflation
extended bear market period from 1972-1981).  This was
the wrong time to sell.  Economic growth was solid in
1988, corporate profits rose over 30%, inflation remained
moderate, and both the budget deficit and trade deficit
shrank.  As investors discounted this positive news, stock
prices rose 12% in 1988 and 27% in 1989.

1990: The Saddam Hussein market
Stocks rise 34% in 14 months
In the autumn of 1990 investors suddenly found them-
selves squeezed between deflationary and inflationary pres-
sures.  On the deflationary front, all the sins of the debt-
driven 1980s were weighing on the economy.  Even after
eight years of economic expansion, the Federal govern-
ment still had a deficit of $144 billion, which was being
increased by the gigantic S&L bailout.  The nation was
still running a monthly trade deficit of $9 billion, and
America’s creditors, the mighty Japanese, were buying up
some of America’s choicest assets, ranging from Columbia
Pictures to a majority interest in Rockefeller Center to a

large chunk of downtown Los Angeles.  Worse still, some
major corporations were weighed down by heavy debt
incurred to finance leveraged buyouts.  The bankers who
had financed these aggressive deals were getting nervous—
particularly because they had also bankrolled a real estate
building binge that littered the American landscape with
half-empty buildings.

An overextended banker is a cautious banker.  Already in
the summer of 1990 there were signs of what would come
to be known as the “credit crunch,” prompting Federal
Reserve Chairman Greenspan to suggest that it might be
necessary to lower interest rates.  As The New York Times
reported, “Shifting from a long-held position that tight
credit conditions were confined to real estate,
Mr. Greenspan pointed to slow growth of the money
supply and rising rates for commercial loans as evidence of
a restriction of credit that poses a threat to continued eco-
nomic expansion.”

The threat posed by these deflationary pressures increased
dramatically in August 1990 when Saddam Hussein
invaded Kuwait, raising the specter of a lengthy war that
might interrupt the flow of oil from the Persian Gulf or
even destroy some of the world’s most productive oil
fields.  With the news dominated by the deployment of
U.S. troops in Saudi Arabia, oil prices rose and consumer
confidence sank.  A consumer slowdown would com-
pound the problems of heavily leveraged corporations, real
estate developers, and their bankers.  By October a reces-
sion was looming and banks—whose stock prices had been
declining for over a year as loan losses mounted—reported
horrendous earnings.  Many of them slashed dividends,
and Citicorp had to boost the yield on its short-term paper
to attract lenders.

All in all, the news for U.S. investors could not have been
much worse—war, recession, rising oil prices, an over-lev-
eraged U.S. economy, a bank credit crunch, a real estate
glut, and big budget and trade deficits.  What better time
for investors to reduce their exposure to equities?  Actu-
ally, the market bottomed on October 11, 1990 and was
34% higher by the end of 1991, as it correctly discounted
victory over Saddam Hussein, the survival of the U.S.
banking system, and a resumption of economic growth in
the second half of 1991.
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Figure 12

Headlines from 1990

Business Economists Predict Gloom
– And They’re the Optimists

October 8, 1990

September  18, 1990

Oil Prices Climb on War Fears
————

$1.87-a-Barrel Jump, to $33.63,
Breaks 7-Year-Old Record

September  7, 1990

Profits Off By 15.9% At Banks
—————————————
Second Quarter Hurt by Bad Realty Loans

Bad Hangover
Many Firms Find Debt They Piled On in 1980s

Is a Cruel Taskmaster
———

They Now Yearn for Equity
As They Slash Expenses,;
Plead With Bondholders

———
Little Sympathy From Banks

October 9, 1990

Growing Gloom
A Severe Recession May Be Developing,

More Economists Say
 ———

They Cite Debt and Deficits;
 ————

Oil Prices Increase Confusion

October 10, 1990

This Recession Likely to be
Around For A While

 October 15, 1990

Citicorp Forced To Boost Rate On Share Issue

Higher Yield of 9.4% Shows Investors’ Nervousness About Firm’s Securities

October 23, 1990

Additional information is available upon request.

Prices of companies mentioned as of 9/18/98:
Citicorp* CCI $96 3/4
General Motors GM $57 1/16

*PaineWebber Incorporated has acted in an investment banking capacity for this company.
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If

by Rudyard Kipling

If you can keep your head when all about you
Are losing theirs and blaming it on you;
If you can trust yourself when all men doubt you,

But make allowance for their doubting too;
If you can wait and not be tired by waiting,

Or, being lied about, don’t deal in lies,
Or, being hated, don’t give way to hating,

And yet don’t look too good, nor talk too wise;

If you can dream—and not make dreams your master;
If you can think—and not make thoughts your aim;

If you can meet with triumph and disaster
And treat those two imposters just the same;

If you can bear to hear the truth you've spoken
Twisted by knaves to make a trap for fools,

Or watch the things you gave your life to broken,
And stoop and build 'em up with wornout tools;

If you can make one heap of all your winnings
And risk it on one turn of pitch-and-toss,

And lose, and start again at your beginnings
And never breath a word about your loss;

If you can force your heart and nerve and sinew
To serve your turn long after they are gone,

And so hold on when there is nothing in you
Except the Will which says to them: "Hold on";

If you can talk with crowds and keep your virtue,
Or walk with kings—nor lose the common touch;

If neither foes nor loving friends can hurt you;
If all men count with you, but none too much;

If you can fill the unforgiving minute
With sixty seconds' worth of distance run—

Yours is the Earth and everything that’s in it,
And—which is more—you'll be a Man my son!

September 20, 1998 Edward M. Kerschner, CFA (212) 713-2448
Thomas M. Doerflinger (212) 713-2540
Michael Geraghty (212) 713-2581
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companies and/or their officers, directors, employees or stockholders may at times have a position, including an arbitrage or option position, in the securities described herein and may sell or buy them
or from customers. These companies may from time to time act as a consultant to a company being reported upon. Copyright   1998 by PaineWebber Incorporated, all rights reserve


