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Record-High Energy Prices






April 26, 2006

Gas prices approaching $4 a gallon?  Interest rates being raised yet again?  These must be terrible times for the stock market, right?  Well, guess again – at least for now.  In the face of record-high energy process, and a bond market that is offering ever more attractive yields, the stock market plowed ahead again in the first quarter of 2006.

For the quarter, the S&P 500 rose 4%, while domestic small company stocks soared an amazing 14%.  International equities, as well as equities in emerging markets, also participated in the rally, posting gains of 9% and 12%, respectively.

So, why were these markets able to continue their advance?  Essentially, it came down to two things – corporate profits once again impressed Wall Street, and optimism about the upcoming interest rate environment.

We’ve projected for a while now that the Fed’s stance on rates would return to being neutral somewhere around the middle of 2006.  Right on cue, notes released from the most recent Fed meeting indicated that there is a strong sentiment among some of the Federal Reserve’s governors to abate the interest rate hikes.  This raised speculation that the multi-year cycle of rising borrowing costs was finally nearing its end – possibly as soon as the Fed meeting in May.

While folks with large sums in money market accounts continued to cheer their good fortune, most of the rest of the fixed-income investors found it rough going again this past quarter.  High-yield and emerging market debt performed well among their fixed-income peers, posting modest gains in the 2% range.  Most other sectors in the debt markets remained flat, however, meaning their interest earnings were offset by principal erosion due to rising rates.

A problem with the rate reduction scenario, though, is that the economy just may continue to keep plugging along at a nice clip.  If this were to occur, the Fed may be put in a position of having no choice but to continue raising rates.  Or, even if the Fed pauses the rate hiking process, the market itself may impose it’s own will, so to speak, and push rates up higher.  In either instance, the reasoning would be to keep as tight a lid as possible on inflation.  As we’ve seen, the market has shown great resiliency of late, but if rates do in fact continue to rise, along with higher and higher commodity prices, the party could be in for a shake up.

Our approach will be to continue to focus on providing international and commodity exposure when appropriate, and to stay on top of the sentiment towards interest rates.  At some point, domestic interest rates will have reached their peak.  Around that time, we will look to lighten up exposure to high yield debt (which tends to suffer during times when the economy is headed south) and move instead into intermediate and long term bond positions.

Remember, everything is cyclical.  We hope to profit from those macro economic shifts when they occur.  In the meantime, go out and have an enjoyable summer!

Warm regards,

Tony Reed, CPA, CFP

President

