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Wealth management

“I’m actually reasonably optimistic
about the !nancial markets, in part be-
cause there is so much worry and pessi-
mism out there,” says Eric Tyson, personal
!nance expert and author of Investing for
Dummies. “"at has depressed prices for
many assets and made them more attrac-
tive, not less, for long-term investors.”

Just a few short months ago, even near-
term prospects for the !nancial markets
appeared to be brighter, thanks to a steady
stream of improving economic data. In
late March, the Commerce Department
reported that the U.S. economy had grown
at a healthy 3.0 percent annual rate in the
fourth quarter of 2011, its best pace in a
year and a half. "e country also created
jobs at a strong clip that quarter, help-
ing drive the unemployment rate down
to 8.1 percent by April, its lowest level
since October 2009. Investors responded
with enthusiasm, sending the Standard &
Poor’s 500 stock index up 12 percent for
the quarter.

Investors’ sentiment soon began to
weaken, though, as economic data began
to soften and the seemingly intractable
European debt crisis began capturing
headlines again. Investors worried that a
poor outcome to the debt crisis could push
the wobbly U.S. economy into another re-
cession, especially sincemanyU.S. compa-
nies generate a substantial portion of their
sales and pro!ts in Europe. In Europe it-
self, several countries have already slipped
into another recession.

Some economists and political analysts
are optimistic that European leaders will
!nd a way out of their crisis. "ey argue
that the continent is su#ciently wealthy
to help the weakest members of the euro
zone, led by Greece and Spain, if politi-
cians can simply agree on a way forward.
Others aren’t convinced, and some U.S.
corporations are already planning for a
less vibrant Europe. Some companies have
beenworking hard to keep excess cash out
of continental Europe, just in case banks
there fail or the euro collapses.

Even without the pressures
coming fromEurope, however, the
U.S. has shown signs of moving in
the wrong direction. "is spring,
the Commerce Department re-
ported U.S. economic growth had
slowed to a 1.9 percent annual
rate in the !rst quarter, down from
an earlier estimate of 2.2 percent and well
below its fourth-quarter 2011 pace of 3.0
percent. Job data weakened, too, just as
it did in the spring of 2010 and the spring
of 2011. After averaging 226,000 new jobs
per month in the !rst quarter of this year,
the U.S. economy created a net 77,000 in
April, and, according to initial estimates,

only 69,000 in May. "ose meager gains,
along with an increase in the number of
people in the workforce, pushed the un-
employment rate back up to 8.2 percent
that month.

Investorswent on the defensive, selling
stocks and piling back into U.S. Treasury
bonds. Just over two months into the sec-
ond quarter, the S&P 500 was down more
than 9 percent from its !rst-quarter close.
Meanwhile, the yield on the bellwether
10-year Treasury, which moves inverse-
ly to its price, fell to historic lows below
1.5 percent.

neW hurdles on the horizon
Not content to gnaw only on the lat-

est discouraging news, investors have be-
gun looking ahead to potential economic
stumbling blocks as well, including the
so-called “!scal cli$” — a wave of tax
hikes and automatic federal spending cuts
scheduled to begin on January 1, 2013."e
Congressional Budget O#ce has warned
that absent intervention by Congress, that
twinwhammy could throw theU.S. econo-
my into a recession in the !rst half of next
year. Investors are also looking ahead to
the near certainty that around year-end
Congress will have to vote again onwheth-
er to raise the federal debt ceiling. Failing
to do so could cause the country to default
on its debt. No one expects the U.S. not to
pay on its obligations, but hyper-partisan
politics could make for some unwelcome
drama, much as it did when the debt ceil-
ing had to be raised in 2011.

In short, there’s been plenty to worry
about for any investor inclined toward
pessimism. But Michael Collins, senior
investment o#cer for Prudential Fixed
Income, a unit of Prudential Financial Inc.,
argues that that probably isn’t the best way
for investors to spend their time. And, he
says, there are still many good investment
opportunities for those willing to look past
the general pessimism.

Even though Europe is “generally a di-
saster” right now, he contends, the auster-

ity measures it has implemented over the
past few years should eventually begin to
bear fruit. He also notes that central bank-
ers in Europe could still inject a new round
of stimulus into the European economy
if conditions there get too bad. In fact,
stocks rallied in both Europe and the U.S.
in early June after the European Central

Bank promised to continue providing low-
interest loans to commercial banks in the
European Union at least through the end
of this year.

“It’s possible that 12 months from now
Europe starts to grow again,” Collins says.

Collins also predicts that policymakers
in Washington won’t let the U.S. economy
fall over a !scal cli$ without taking action
to blunt the impact, even if they wait until
after the November elections to act. “What
I thinkwe’ll see is somewatered-downver-
sion of the !scal cli$,” he says. “"ere will
likely be some reduction in defense spend-
ing, but not the full amount legislated. And
I think the scheduled tax cut reversals will
be watered down and pushed out a little
bit. So instead of a 4 percent drag on gross
domesticproduct,which someeconomists
have been projecting, we’ll seemaybe only
a 1 percent or 1.5 percent drag.”

a Case for optimism
Not all the economic reports during

the second quarter were disappointing.
Automakers enjoyed strong U.S. sales in
May. Even the jobs data wasn’t all bad; as-
suming the May gain would not be later
revised to a loss, it marked the 20th con-
secutive month in which the U.S. added
rather than lost new payrolls.

Collins, for one, isn’t willing to con-
cede that the U.S. economy won’t stay on
the road to recovery. “I’m actually pretty
con!dent we’ll avoid a double-dip reces-
sion in the U.S., for a bunch of reasons,” he
says. “One is that we’re not behaving like
an overextended economy. We typically
go into a recession when we’re overlever-
aged, overbuilt and overhired. We’re not
anywhere near those parts of the cycle.
We’re still hunkering down, with corpo-
rations fairly defensive in terms of how
they’re managing their cash and their bal-
ance sheets.”

Collins notes that corporations haven’t
been using cash to engage in a lot of lev-
eraged buyouts. Where they’ve increased
dividends or repurchased shares, they’ve

generally !nanced it with free cash
%ow rather than debt. "ey’re also
winning more upgrades than down-
grades from credit rating agencies,
he says. Meanwhile, U.S. banks have
done a good job of deleveraging,
allowing them to pass their stress
tests with %ying colors. And !nally,
the manufacturing and consumer

sectors are doing, in his view, pretty well.
“Fundamentally,” he says, “I feel we’ll
power through our problems.”

While many people have been disap-
pointed with the slow pace of the recovery
since the last recession, Collins says GDP
growth in the range of 2 percent is actu-
ally fairly impressive given the headwinds

By RandyMyers

Financial markets delivered another wild ride for investors in the !rst half of 2012. It probably makes sense to keep the seat belts on a little while
longer, but many investment experts say this is no time to panic."e balance of the year could prove equally volatile, but yield some compelling
opportunities, too.
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Once the economy picks up... the price
of oil will go back up too, and take oil
stocks with it.”

In early March 2009, the
U.S. economy was deep
into a vicious recession, its
financial markets in tatters.
It turned out to be a great
time to buy U.S. stocks,
which over the next two years
roughly doubled in value.

Could Europe be setting
the stage for a similar
rally in bonds?

For many investors, that’s
too risky a bet right now.
For some, it might even
seem laughable — the final
outcome of Europe’s long-
simmering debt crisis re-
mains in doubt, and cautious
investors are understandably
steering clear of the chaos.
Instead, they’re piling into the
sovereign debt of countries
like the U.S., Australia and
Switzerland, one of the few
developed European countries
that doesn’t use the euro as
its currency.

Still, some bargain-hunters
are keeping their eyes peeled
for opportunities in Europe.

“Especially within the high-
yield European corporate sec-
tor, there are cases where the
baby appears to have been
thrown out with the bath wa-
ter,” observes Michael Collins,
senior investment officer for
Prudential Fixed Income and
manager of several Prudential
bond funds, including Pruden-
tial Global Total Return Fund.
Among the casualties, he
says, have been the bonds of
Spanish cable television and
Italian telecommunications
companies, which operate
in stable industries and are
still generating solid earnings.
Spain and Italy, of course,
are two of the most critically
ill European economies, and
their bond markets have been
roundly pummeled.

“Generally speaking, we’re
still very concerned about
European sovereign and cor-
porate debt and underweight
those sectors in our funds,”
Collins says. “But there are
potential opportunities there
that we’re monitoring.”

– R.M.

Seeking
Opportunity
Overseas

“ - Jason Kelly
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the economy has been facing. One big
hurdle, he notes, has been the cutback
in spending by federal, state and local
governments, excluding spending on
entitlement programs. !at pared nearly
three-quarters of a percentage point from
GDP in the "rst quarter of this year.

“If it wasn’t for the drag from the pub-
lic sector, GDP would have been in the
range of 2.6 percent,” Collins said. “It’s
noteworthy that home construction isn’t
adding toGDPyet either; typically you get
a decent tailwind from construction in a
recovery. If home construction begins to
recover in the next year or two, which it
should, it could start adding a half a per-
centage point or so to GDP.”

The Upside of The downTUrn
Tyson suggests that rather than extrap-

olate long-term negative consequences
from the current cropof badnews reports,
investors should use this time to seek out
good investments at bargain prices.

“Your instincts might tell you to avoid
Europe right now because of what’s hap-
pening with the debt crisis there,” he
says. “But it’s important to remember
that you’re not the only person think-
ing that way. Stock valuations in most of
Europe are pretty depressed right now,
and history has shown that the best time
to buy stocks is during an economic
downturn. Still, skittish investors should
avoid this region.”

Tyson takes a similarly contrarian view
of emergingmarkets, which also slumped
in the second quarter. !ey fell in part
because investors were concerned that
China’s massive and fast-growing econo-
my wasn’t growing as fast as it had been.
It expanded 8.1 percent year-over-year
in the "rst quarter, good by global stan-
dards but down from 8.9 percent growth
in the fourth quarter of 2011. “I still think
emerging markets are going to do well
over the long term,” Tyson says. “!ey
could get whacked again, but at current
levels there are some pretty good values
there right now.”

Like Tyson, Prudential’s Collins is
"nding attractive prices in several sec-
tors of the "nancial markets. By June, he
notes, stocks were trading at levels that
anticipated “really weak growth in the
U.S. for an extended period.” Meanwhile,

wide spreads between the yields on U.S.
Treasury bonds and high-yield corporate
bonds indicated that the latter were pric-
ing in a signi"cant recession — an over-
reaction, in his view. “Defaults on bonds
in the U.S. continue to be really low,” he
says. “In the high-yield sector it’s run-
ning around 2 percent a year. It may go
to 3 percent, but the market is pricing in
defaults in the range of 6 percent or 7 per-
cent a year.”

As a result, yields were extraordinarily
high late in the second quarter — about
7 percentage points, on average, over
Treasury yields. Even though equities
generally appear to be more attractively
valued than bonds, Collins says, spreads
like that were enticing. He was also "nd-
ing good value in the senior debt of some
of the big U.S. banks, commercial mort-
gage-backed securities and collateralized
loan obligations.

“!ere’s just a lot of negativity out
there, and it’swheneveryheadline is neg-
ative that I usually go out and start buy-
ing,” he says. “We may not have reached
that point yet, but in the second quarter
we appeared to be close.”

Jason Kelly, editor of !e Kelly Letter
and author of !e Neatest Little Guide
to Stock Market Investing, also suggests
taking advantage of the second-quarter
declines in the stock market. While he
expects “more downdrafts,” he also ex-
pects them to provide more buying op-
portunities. Central banks around the

world are still embracing accommodative
monetary policies in a bid to prop up the
global economy, he says, and that should
continue to provide support for the "nan-
cial markets over the near term.

Kelly is particularly intrigued by op-
portunities in the energy sector, espe-
cially among gas and oil stocks. “When
the economy throws o# bad data, the oil
market interprets it as low demand and
we get a healthy sell-o#,” Kelly explains.
“But it can’t last.” Rising global demand,
a declining supply of easy-to-recover
oil and gas reserves, and even stimulus-
driven improvements in economic data,
he says, will ultimately boost energy
prices again. “Once the economy picks
up, or even appears to be picking up, the
price of oil will go back up too, and take
oil stocks with it,” he says.

in search of ValUe
While eager to exploit opportunities

like that, Kelly cautions investors against
trying to capture short-term gains in a
stock market as volatile as this one has
been lately. Rather, he endorses the idea
of using short-term weakness in stock
prices as a chance to begin building long-
term wealth — and simultaneously insu-
late one’s portfolio’s from the worst of the
stockmarket’s volatility.

“Be opportunistic,” he says, “but be op-
portunistic with stocks you know will not
disappear, come what may.” He cites, by
way of example, an integrated interna-

tional oil company generating
nearly a quarter of a trillion
dollars in annual revenues.

“Will this company col-
lapse because Greece
exits the euro zone
or because China

built too many apart-
ments, or because politi-

cians in Washington can’t agree on the
time of day?” Kelly asks rhetorically. “No,”
he says. “It’s seen similar challenges and
worse, and has pulled through them. It
will do so again.”

!e experts argue against “glamour
stocks” hyped for their brand-name ap-
peal in favor of value investing — buy-
ing stocks that are selling for less than
their intrinsic worth. Kelly likes stocks
trading at half or less their fair value
based on fundamental metrics such as
discounted future cash $ows. He also
recommends buying stocks when they
are trading a third or more below their
historical range.

“Enthusiasm for buying should rise as
prices fall,” Kelly insists. “Unfortunately,
for many investors, it’s just the opposite.
Be smart, and price-opportunistic. Buy
from a short list of solid stocks that are
sure to survive any near-term gyrations
in the economy or the "nancial markets.”

Most importantly, Collins says, inves-
tors should remain mindful of investing
basics. Build a broadly diversi"ed port-
folio and try to avoid emotional trading
decisions that could lead to selling just
when prices have reached rock bottom.
Many investors sold at the stock market’s
lows in early 2009, then stayed out during
the two-year rally that followed, giving up
any chance of recovering their losses in a
timely fashion.

If Collins and other optimists are right
about the direction of the economy and
the "nancial markets, we won’t see that
sort of bust-and-boom pattern again any
time soon. Still, it makes sense to pro-
ceed with caution. Volatility has been the
watchword onWall Street for the past "ve
years, and that isn’t likely to change over
the next year or so.

RandyMyers is a freelancewriterwhosework has
appeared inCFO,Corporate BoardMember and
other prominent business publications.
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