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       October 24, 2005

There was certainly no shortage of headlines in the third quarter.  From hurricanes Katrina and Rita, to record-high energy prices, to higher interest rates, and bird flu warnings – there were plenty of things that might have served to knock the equity markets for a tailspin.  Nonetheless, practically every category of equities posted gains for the quarter.

Domestically, the S&P 500 rose 3.6%, while the Nasdaq tacked on 4.6% to its year-to-date total.  Foreign stocks had a stellar quarter, gaining over 10%, but emerging market equities stole the show with a whopping 17% gain.

Not surprisingly, along with the seemingly daily rise in oil and other natural resource prices, commodities fared very well, generating solid double-digit returns.  In the face of higher interest rates, however, fixed income securities struggled just to stay even for the quarter.  Long-term bonds, which we continue to suggest avoiding, were the worst performers, losing 1%.

Today turned out to be an important one in the financial history of our country.  President Bush nominated Ben Bernanke to succeed Alan Greenspan as the chairman of the Federal Reserve Board.  Greenspan is stepping down on January 31, 2006 after 18 years of leading the country’s central bank.  The markets appear to be in favor of the nomination, as the announcement set off a strong rally.

Bernanke will face the immediate challenge of finding the appropriate time to apply the brakes to the rising interest rate cycle.  For the most part, the economy is showing few signs of slowing down.  Thus, due to the constant fear of inflation, look for rates to go even higher for at least the next 2-3 quarters.

Eventually, however, the high cost of funds will cause a deceleration in the economy.  When this occurs (and it will) the discussion will shift to the possibility of a recession.  Recession or not, though, this deceleration will naturally lead to a rise in defaults by companies on their loans.  Those most likely to default will be companies on the shakiest ground to begin with – the high yield market.

So, in an attempt to get out ahead of the curve, in the coming months we will be looking to trim some of our holdings in the high yield (“junk bond”) area.  We’ve garnered great returns here the past few years, but the time would appear to be right to take some of our winnings off the table.

*     *     *

At this point, we would like to go in a different direction from our usual letters.  In viewing the chaos that was the aftermath of hurricane Katrina in New Orleans, one has to wonder what things would be like if similar scenes were occurring simultaneously in many different areas around the country.  Of course, we’re not alluding to one single, gigantic natural disaster.

Mostly as a result of the events of September 11, 2001, we’ve had to become accustomed to constant warnings of things to be fearful of.  Usually, it’s the threat of various forms of terrorist attacks.  Recently, however, you’re sure to have noticed the increased attention being paid to the possibility of a worldwide influenza pandemic.  You read reports about the astronomical death toll estimates, and it seems incomprehensible.

As with so many aspects of our lives, we will rely heavily on the greatest of scientific minds to prevent such a catastrophe.  To the extent that such an outbreak should occur, we would also have to count on a tremendously coordinated effort between the governments of the world to effectively distribute medicines and masks, as well as handling a host of other issues.  

We don’t raise this discussion for the purpose of whipping you into a frenzy.  Rather, we simply feel compelled to suggest that you take a few preventative steps now just in case our worst fears are realized.

1. Pharmaceutical company Roche, based in Switzerland, manufactures Tamiflu, which is widely considered to be the most effective drug in treating the avian flu.  Roche recently agreed to loosen the grasp it has on patents to make Tamiflu, allowing other companies to produce the heavily demanded drug.  Your doctor should be able to assist you in obtaining this medicine.  There are also many licensed, online companies that sell Tamiflu, however, prices online might be substantially higher.

2. Specialized masks containing nano-particles, which actually eradicate viruses, might also be a good thing to have a supply of.  A company which we’ve had some involvement with, Emergency Filtration Products, makes such a product.  These masks can be found at 2hdistributors.com.  Please know that we are NOT suggesting an investment in this company, nor do we receive any compensation from them in any way.  We’re simply bringing their product to your attention.

3. Finally, it’s strongly suggested that you stockpile food and water.  As we witnessed in New Orleans, such essentials are extremely difficult to find in a mass crisis situation.  Plus, those of us lucky enough to live in California should already be set in this area in case of an earthquake, right?

We realize that such a discussion is not what you necessarily expect from an investment report, and we appreciate your indulgence.  Some issues transcend all others, however, and we would have felt remiss had we not made a point to discuss it.

As we head towards the holiday season (which, by the way, is historically a very strong period for the markets!), we want to wish you and yours the very best of times, for the love of friends and family members is what truly makes the pursuit of financial gains worthwhile.

Warm regards,

Tony Reed, CPA, CFP

President

