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Tension In The Middle East





             July 24, 2006

Summer, indeed, has arrived – for both the stock market and our air conditioners alike.  We’re in the middle of our 19th consecutive 100+ degree day here in the valley, and it seems as if the market has gone down that many days in a row as well.

Fortunately, that’s not quite the case, but the difficulties faced by the market in the second quarter have been greatly exacerbated in July due to the hostilities in the Middle East.  For the quarter ended June 30th, domestic equities showed a great deal of volatility, but in the end posted negative returns.  The S&P 500 lost about a point and a half, while smaller stocks fared even worse, posting losses in the 5% range.

Internationally, equities didn’t fare much better.  Stocks in both developed and emerging markets similarly lost about 5% over the three month period.  On the fixed income side, most categories managed to eek out slightly positive returns, but those returns were nevertheless muted again as a result of rising interest rates.

When we last spoke, there was definite reason for optimism that the Fed was about to be done with its rate hike cycle.  However, as new Fed chairman Bernanke is learning quickly, markets truly do move on his every word.  Thus, when he followed up earlier remarks, which lead to speculation that a pause in the hiking process may be in order, with comments that appeared contradictory to that belief, the markets reacted violently to the downside.

As always, the Fed is in a tight spot.  Their ultimate stated objective is to prevent inflation, and when they see continued signs of economic expansion, or inflationary pressures on the economy, you can bet that rates will continue to rise in an effort to keep those forces in check.

On the other hand, when different data suggests that a slowing may be occurring, such as with the housing market (where a “soft landing” may not, in fact, be what we’ll get), pressure builds to pull back on their tightening measures, since going too far with rates would almost certainly throw the economy into recession.  Our view is that the Fed is nearing the end of its tightening cycle, but that they still may have ended up going too far.  As we discussed previously, in the event of a slowdown in the economy, our shift away from the high yield debt market, and into intermediate-term bonds, should prove beneficial to those portfolios with significant fixed income exposure.

As for the equity markets, the unfortunate reality is that until some sort of resolution can be achieved in the Middle East, the uncertainty about a host of related financial issues in that region is likely to cause trouble for the market.  Just another reason to hope that cooler heads will prevail soon.

*    *    *    *    *    *

As our long-time clients have come to know over the years, on occasion I’ll step outside the usual investment discussion boundaries to bring a related topic to your attention.  Never before, however, have I felt the need to discuss a movie.  Until now.

If you have not yet seen “An Inconvenient Truth”, I cannot urge you more strongly to take a couple hours and open your mind to this documentary.  It’s a story told by Al Gore about the serious crisis that the planet earth is facing.  Having just said that, I’m sure about 50% of those reading this made the snap decision that watching paint dry would be a more appealing way to pass the time.

I can assure you, however, that this is not a partisan, political piece of propaganda.  Instead, it is an expertly told story that takes you on a journey – one which details the damage that has already occurred to our planet.  More importantly, though, it discusses the facts about what lies ahead for all of us if significant changes to our way of living are not implemented soon.  

You can be sure that investment implications will be felt depending on the actions, or lack thereof, that are taken in response to this crisis.  Beyond finances, however, there are so many other aspects of our very lives that will be impacted in one form or another.

I’ve never considered myself a “tree hugger” per se, so please don’t take this as me climbing on top of a soap box to make a point.  I would simply be surprised to find anyone who honestly walks away from the film without feeling both moved, and far more educated, on this truly important topic.

On that note, let us wish you a cool, globally-warmed summer.  Our best to you and yours.

Warm regards,

Tony Reed, CPA, CFP

President

