
Over 
 

Trick or Treat 
 
Stock market investors coined money in the period from 1982 through 1999.  It was great fun!  
The economy, corporate earnings, bonds, and most equities all had a great ride.  The world has 
changed radically since then and we have had to face our excesses.  Corporate earnings fell out 
of bed, competition from abroad hurt domestic producers, and bad debt and leverage battered 
financial and real estate markets with ripple effects throughout the economy.  Unemployment is 
now approaching 10%.  There have been two serious stock market declines since the turn of the 
century.  Bonds have been the main bastion of strength, providing decent income and positive 
price performance.  Stocks have had a great rally from the March lows, but they still have only 
retraced about half of the 2007-2009 decline. 
 
The first job of investing is survival—to preserve capital.  Covington strives to outperform 
significantly in periods of market decline and to be competitive in periods of bull markets.  In 
our opinion, lagging on the upside is acceptable, if it helps constrain downside risk.  This letter 
discusses market characteristics, basic fundamentals to guide portfolio management, and where 
we believe the investment markets are at the moment. 
 
What do we know about markets—any market? 
 

·  Markets fluctuate a lot and they are random and unpredictable.  Nobody can consistently 
predict the timing of the ups and downs.  Market timing is an exercise in futility. 

 
·  Stocks long term have provided very competitive returns and are a great way to 

participate in the economic growth of the U.S. and abroad. 
 

·  Pay attention to price and value.  Long-term success is strongly correlated with buying 
assets when they are out of favor and valuation metrics are low. 

 
·  Change is constant in the economy, markets, and company fortunes so some trading 

makes sense.  Because of transaction costs and taxes, try to keep turnover low.  The more 
you trade the less you earn. 

 
·  If you are an individual, pay attention to tax efficiency.  The best investment is one you 

can keep for a long time. 
 

·  Build dividend and interest income into your investment holdings.  An important purpose 
of most institutional and individual portfolios is the generation of hard dollar income.  
Income has always been an important component of total return.  Growth in market value 
is great, but more problematic. 

 
·  Time horizon is important.  If you need liquidity within a three- to five-year time frame, 

stay in liquid, high quality instruments. 
 

·  Pay attention to risk.  Risk control is the most important factor in investment success.  It 
is not how much you make, it is what you keep. 



 
·  Only invest in markets and individual issues that you understand.  This is a primary first 

principal. 
 
What fundamentals should guide investing? 
 

·  Risk in financial markets is managed primarily by asset allocation; the percentage 
investment in stocks, bonds, cash equivalents, and alternatives. 

 
·  Have an asset allocation that you can live with in good times and bad.  Panic in times of 

stress and greed in times of plenty can cost you a lot of money.  Find a mix that can meet 
your income and growth needs and that your temperament can live with. 

 
·  To a lesser extent, risk is managed by diversification within each asset category, the 

quality of individual investments, bond maturities, etc. 
 

·  Focus on the long term.  Short-term timing decisions are a tempting tool.  Experience 
shows that they seldom work consistently and often lead to big mistakes.  A buy and hold 
approach is far better than lurching from panic to euphoria, buying and selling at what are 
likely to be the worst possible times. 

 
·  Spread out geographically.  The world has gotten smaller and America is not the only 

game in town. 
 

·  Spread out by asset class.  Besides traditional bonds, stocks, and cash equivalents, there 
are now marketable vehicles that provide participation in such asset classes as real estate, 
commodities, currency, inflation-linked bonds, etc.  

 
What major trends are likely for the economy and where are markets now?  
 
Almost all stock markets have had a terrific increase from the early March lows.  As an example, 
the Standard & Poor’s Index is up over 50%.  Bonds also have done well, with interest rates 
declining due to expansive Federal Reserve policy.  The economy seems to be stabilizing thanks 
to massive injections of Federal money from various stimulus packages.  The increase in Federal 
debt is enormous, projected to amount to approximately $1.4 trillion in 2009 and $9 trillion over 
the next ten years.  Mathematician John Paulos said the following to help us understand the 
magnitude of one trillion:  “A million seconds is 11.5 days.  A billion seconds is about 32 years.  
A trillion seconds is 32,000 years.”   This trend of trillions of dollars of new debt is probably not 
sustainable long term without dangerous implications. 
 
We look for a tepid economic recovery.  Debt and leverage will take time to work down, 
especially with our high unemployment.  People are cautious and saving more.  The combination 
of the increase in stock prices, poor earnings, and significant asset write downs on corporate 
balance sheets has led to equity valuations that are neutral at best.  An objective and fundamental 
valuation measure is dividend return.  The S&P 500 now yields 2.2%, a rate more associated 
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with market highs than lows.  At the low point in the market in April 1982, the S&P 500 
dividend yield was 5.7%. 
 
The investment background clearly contains risks and questions.  Skeptics believe that it will 
take years to repair the debt that has been built up on our nation’s public and private balance 
sheets.  They believe the recession is in remission and that the prognosis is murky.  In their 
opinion, growth is not going to be great for a number of years.   
 
Long term, stocks have a history of providing excellent returns.  The key is holding value in 
periods of decline.  Covington did well at this in the 2008 and early 2009 decline.  We believe 
strongly that a balanced, well-diversified portfolio is a sensible way to prepare for the 
uncertainties and volatility that are inherent in the stock and bond markets. No one is smart 
enough to be all in cash or all in stocks at the right time.  Psychologically, extreme positions are 
hard to stomach when markets are going against you.  Our judgment at this time is to take the 
middle ground in terms of asset allocation.  Always pay attention to risk management. 
 
  
 

 


