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A Pause In The Rising Interest Rate Cycle



       October 23, 2006

The summer months were kind to both equity and fixed income investors alike.  At the time of our most recent letter in July, the markets were struggling with the conflicting comments made by Fed Chairman Bernanke.  The second quarter brought negative investment returns, and July was no better, but since that time things have markedly improved.  

Despite the fact that the months of August and October have historically been troublesome for investors, this year we’ve experienced a welcome difference, with most indexes going virtually straight up since marking their July lows.  The initial catalyst was the announcement that the Fed was, in fact, instituting a long hoped for pause in the interest rate hiking cycle.

That has been followed up by growing optimism about the current earnings season, an anticipation that the Fed’s next move could be to cut rates, and the belief that the economy may be able to avoid a recession.  The result has been that the Dow, as of today, has closed at an all-time record high ten times in the past two weeks!

For the third quarter, the S&P 500 gained almost 6%, while its technology-based counterpart, the Nasdaq composite, posted a 4% gain.  Smaller stocks, however, as measured by the Russell 2000 index, only managed a gain of less than 1%.  Internationally, equities performed quite well, with stocks in both developed nations and emerging markets showing gains of 4%.

Fixed income markets took their cue from the Fed’s pause and posted solid gains across the board.  Most categories of domestic and international debt rose between 2-3%, while the fixed income securities of emerging market nations posted whopping gains of just under 6%.

Going forward, the market could be aided by a continued decrease in energy prices, as well as some upbeat forecasts issued in conjunction with quarterly earnings.  Getting in its way could always be a shift in the Fed's stance - going once again back to a tightening mode, particularly if inflation figures kick upwards.  The severity of the housing downturn, however, would seem to preclude a near-term upward shift in rates.
On the whole, it’s always nice to get through these typically difficult months of the market year with flying colors – particularly this year, given the deteriorating war situation and the impending mid-term elections.

With that in mind, as we always like to do as we head towards the holiday season, 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

