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Economic Mixed Reviews
                                    


April 22, 2005

Are you confused yet?  It sure appears the market is.  In recent weeks, there have been enough conflicting signs of economic growth, or lack thereof, to make your head spin.  In the market’s case, it has meant a number of days with some wild swings in both directions.

One day you have IBM guiding their earnings estimates lower, citing a dramatic slowdown in technology spending.  Shortly thereafter you have Google far exceeding even the most optimistic estimates of its earnings, carrying it to an all-time high stock price.

During the first quarter of 2005, both the stock and bond markets showed losses, albeit moderate ones.  The S&P 500 index lost about 2%, but the tech-heavy Nasdaq suffered an 8% decline.  Foreign stocks managed to end the quarter largely unchanged.  Most fixed-income indices posted losses of 2% or less.

What we have with the larger picture, however, is a market that has been trending lower this year, after a sustained advance that began in October of 2002.  Some market observers feel that a modest pullback in equity indices is healthy, allowing a base to be built before a further advance in the months and years to come.  Others, however, are of the belief that more difficult times are ahead for investors in the domestic equity markets.

We don’t envision disaster ahead, but certain factors lead us to believe that investors may be wise to make some minor alterations to their portfolios.  The success of the market over the past two years was largely attributable to two distinct forms of stimuli – the flood of consumer cash brought on by both tax reductions and the home mortgage re-financing boom.  With dramatically rising budget deficits now a reality, tax cuts are not likely again any time soon.  Couple that with rising interest rates that have poured water on the re-fi inferno, and you’re left wondering where the next good impetus for a market advance is going to come from.

A good place to start looking is on the corporate earnings front.  Despite some missteps here and there, the economy does appear to be on fairly good footing.  It’s because of this that the Federal Reserve has been compelled to keep raising rates, trying to squelch any possibility of things heating up too fast.  

Legendary investor Warren Buffett, however, has recently pointed out that the growing U.S. trade deficit poses a risk to the sustained growth of the economy.  His reasoning is that what we owe for foreign investors is akin to a growing tax on our economy, which will eventually lower our growth rate, cause interest rates to rise, and lessen our standard of living.

Of course, policy changes could alter this scenario from playing out in such a manner, but in the meantime, some defensive measures can be taken.  Commodities, and more specifically, energy investments, have had a nice run of late, but we believe that energy prices will continue to rise into the foreseeable future, given the demand seen in countries such as China and India.  And despite oil prices being at all-time highs, the odds would appear to be in favor of their continued rise before a major decline in prices is seen.

Additionally, it would appear prudent to take a harder look at increasing ones exposure to foreign equities and fixed income.  On the equity side, valuations are simply much lower in many parts of the world compared with the domestic stock market.  For income investors, there are countries around the world that are in entirely different points in their economic cycles than we are here in the States.  Instead of a rising rate environment, which hurts the values of existing bonds, countries such as Australia are seeing the peak in their rate cycle, meaning nice values can likely be found in their bonds.

Our objective will always be to help your portfolio prosper.  In the best of times, and in the worst of times, opportunities will exist for us to assist you in achieving your goals.  We look forward to speaking with you soon to discuss how we can continue to best position your assets in this ever-changing environment.
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