
September 21, 2001 

In light of last week’s tragic terrorist attacks in Washington, D.C. and New York City, I would like to share my 
thoughts with you about investing in this uncertain economic and political climate.  

THE INVESTMENT ENVIRONMENT 

Before last week’s events I characterized the investment environment as follows: 

• The economy was very near, or in, a recession depending on whose statistics you read. 

• Corporate earnings were extremely weak and were more than likely headed somewhat lower.  

• Technology and telecom fundamentals had fallen precipitously with little chance of near term recovery.  

• The stock market as a whole was neither cheap nor expensive, but there were individual stocks that 
were either over or undervalued. 

As always, I had no opinion on the short-term market outlook, but I believed that returns over the next 
12 months would be fairly good, in the range of 8-15%. I believed this because: 

• In mid-2002 I expected that the economy would begin to recover. The longest recession during the past 
50 years was 16 months.  

• With a recovery beginning, corporate earnings in 2002 would be strong compared to the depressed 
2001 levels.  

• The stock market has historically rebounded three to nine months before the end of each recession.  

• The stock market as a whole was down 30% from its March 2000 high. Declines of this magnitude 
usually provide an excellent buying opportunity for long-term investors.  

What has changed since last Tuesday’s terrorist attack? 

• Business activity slowed dramatically and the aftermath is likely to impact consumer spending, 
business spending and capital investment over the short term. This will hurt corporate earnings. 

• Monetary and fiscal policy is likely to be significantly more supportive. Monday the Federal Reserve cut 
the discount rate by 0.5%, driving it to a 42-year low. The political landscape has changed dramatically 
and concern about depleting the surplus will take a back seat to significantly higher government 
spending to help support the economy.  
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• Last week’s events have not changed the long-term business prospects of the majority of publicly 
traded companies. Clearly the short-term has changed, but long-term business prospects are what 
drive long-term business values. Greed and fear impact prices over the short-term, but these emotions 
are not sustainable.  

• As I write this, the S&P 500 is down another 15% since September 10 and has just finished the worst 
week since the Great Depression. Now, for the first time in years, many quality stocks are undervalued 
based on my valuation models. My models value stocks based on business cash flows and interest 
rates using conservative long-term growth assumptions. Although some stocks are still overvalued, if 
stocks decline much further many will be significantly undervalued based on my models. Though my 
models are not infallible, they have been very reliable when valuation discrepancies have been at 
extremes, and most importantly, they are constructed to have a built in margin of safety.  

Conclusions—The Most Important Things To Understand Now 

• The economy will recover. There will be layoffs, consumers will spend less for a time and companies 
will invest more cautiously. However, this is how economic cycles always end and new cycles start. 
We’ve had wars, assassinations, political upheaval, energy crises, financial crises, terrorist acts, 
double-digit inflation, and break-up of a military super-power. This event may be different, but the global 
economy has, in the end, always proven resilient. I’m confident it will again.  

• The market is unpredictable over the short-term. It often does the opposite of what people think. 
Though it is hard to imagine a rally now, it is not inconceivable. Cash reserve levels are at a 20-year 
high. This suggests that a lot of investors have already panicked somewhat and the majority of this 
money will eventually make it back into the market. Investor pessimism is extremely high. This is a 
good contrary indicator because when investors are extremely pessimistic they have usually already 
done most of their selling. I am not counting on a near-term rally, but the point is that no one knows 
what will happen over the short-term so it makes sense to base decisions on longer-term factors I can 
confidently assess.  

• The financial markets are forward looking.  That’s why stocks are always a good buy in a recession. 
Experienced, smart investors know that the best time to buy is when there is maximum pessimism, 
when stocks are on sale, because things can only get better. The only problem with this theory is no 
one, including myself, can precisely identify the point of maximum pessimism. Still, it’s my opinion that 
things don’t have to decline significantly from here to be at an extremely pessimistic point.  

• Emotionally, the feelings of devastation remain, and will for a while. But these feelings will not last 
forever. In the meantime, while they remain, as investors we must force ourselves to remove the 
emotions from investment decisions. That is where my discipline has helped me be a successful 
investor, and will continue to do so. 

• The third quarter performance report from Blain Investment Counsel, which you will receive in early 
October, and the September end of month statement from Schwab will be bad – some clients may 
experience double-digit losses. 

• For those of you with the ability to do so, now is a great opportunity to build up your cash position in 
your account so that I can effectively take advantage of opportunities as they arise. Do not give up on 
your savings plan, and consider starting one if you haven’t already.  Ultimately, your financial success 
in life is determined by what you save and living within your means. 

BLAIN INVESTMENT COUNSEL CLIENT RELATED ACTIONS SINCE SEPTEMBER 11, 2001: 

• I have personally contacted or left a message with every client to share my initial thoughts and answer 
questions about the impact on their portfolio. 



• I am now in the process of planning and discussing with clients a strategy for those who may have 
immediate cash needs.  

• As always, I am continuously evaluating each client’s portfolio to take advantage of weaknesses in 
certain companies to add to their account.  I am also trimming positions in companies who no longer 
meet my long-term fundamental requirements, and I am rebalancing certain portfolios back to the 
guidelines set forth in their individual Investment Policy Statements.  

• For certain clients who have been especially distraught over the fall in stock prices, I am reevaluating 
their risk tolerances and updating their long-term asset allocation plans accordingly.  If you have 
concerns about the aggressiveness of your portfolio and we have not yet discussed it, please let me 
know so we can ensure you are still comfortable with the guidelines contained in your Investment 
Policy Statement.  

INVESTMENT PERFORMANCE 

My models and client portfolios have outperformed the stock market as a whole by a wide margin through the 
bull market of the 1990’s and this bear market that started in March 2000.  While I cannot assure such 
performance going forward, I can assure you that I am not changing my philosophy and will continue to strive to 
meet the return targets for your individual portfolios.  Bear in mind that these performance targets are designed 
reach certain return benchmarks over a long, at least 3-5 year, time frame.  Many of my newer clients have 
benefited from holding large cash positions.  I would like to say this was a brilliant tactical move on my part, but I 
can only attribute it to the timing of when they became a client, and that I had simply not finished building their 
portfolio. I do not attempt to time the market by making large moves in and out of cash. 

WHAT MIGHT I DO NEXT? 

In light of recent events, I am are reassessing: 

• The risk and return relationships between different asset classes and industries. 

• Valuation relationships compared to long-term business prospects rather than short-term factors. 

• Fundamental factors of each and every company held by our clients. 

I am considering: 

• The point at which I will get more aggressive in investing idle cash. I am not considering getting more 
defensive, every portfolio is designed to have internal defensive characteristics.  The exception to this is 
where there is a specific client need to do so. The S&P 500 is down at least 40% over an 18-month 
time period. This is already a severe bear market. Stocks are not far from very attractive bargain levels 
and already may be undervalued.  

• Which individual companies and industries we might add to or subtract from.  

• My decisions will vary depending on your specific type of portfolio. I generally have a bias towards 
protecting capital in the more conservative models and maximizing return in the most aggressive 
models.  

Note: I gratefully acknowledge the assistance Ken Gregory, the Chief Investment Officer of Litman/Gregory, 
Inc., for providing the factual data contained in the preceding paragraphs. 

FINAL THOUGHTS 

In closing, I would like to share some personal thoughts. For those of you who may not know, I spent the 
majority of my ten-year Army career in anti-terrorism related positions.  Rest assured that our military is 



prepared and the most capable force in the world to deal with terrorism and those who conduct, condone and 
support such activities.  

On an emotional level, there are so many thoughts and so many questions.  I had several friends working at the 
Pentagon and World Trade Center who, thankfully, escaped injury. I’m outraged at such a despicable act but 
am also hugely inspired by the character and unity of my fellow Americans.  

I am continuing to grow my business in the face of difficult times for the financial industry.  I hope you will do the 
same in your own industry.  

If you know of anyone else who could benefit from my insight into the topics discussed above, feel free to pass 
my comments on to them, and please don’t hesitate to call if you have any questions. 

Sincerely, 

David L. Blain 


