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A Third Straight Year of Declines
                                                       January 23, 2003                              





Happy New Year to you and yours!  And good riddance to 2002 while we're at it!

While the fourth quarter of 2002 was strongly positive on the whole, it didn’t help too much towards taking away the sting of a third consecutive losing year for the stock market.  In our third quarter letter, we pointed out that the years of market losses had finally brought us back in line with many historical measures of valuation, and that we now had “ reason to believe that the worst is behind us, and that normal shifts in the economic cycle will return us to a moderately growing equity market.”

Time will tell, of course, but the reasons for optimism that existed three months ago are still present.  From a fundamental standpoint we’re looking at:

· 12 consecutive interest rate cuts by the Federal Reserve

· The proposed economic stimulus package

· No inflation in sight

· The strong likelihood that year-over-year earnings comparisons are going to be quite favorable

We’re not predicting a return to the rip-roaring days of the 90’s, but we are expecting the three-year slide to abate in 2003.  On the heels of that solid fourth quarter, we have seen numerous companies announce earnings results this month that have either met or exceeded expectations, with some even speaking with cautious optimism about their prospects going forward.  It may not seem like much, but it’s a breath of fresh air compared to what we’ve just come from.

What also remains, however, are the numerous geo-political concerns that have continued to cast a pall over any sustained market advances.  In addition to Iraq, we’ve also got the North Korea and Venezuelan situations to contend with.  As long as the uncertainty created by these situations continues to exist, market investors are likely to suppress any significant enthusiasm that might be garnered by the improved fundamental outlook for the economy.

So, what to do?  Around this time of year we like to suggest that you take a look at your portfolio to make sure that your investment positioning is still appropriate from a risk and reward standpoint (yes, rewards still can and will occur!).  We would like to discuss these issues with you whenever you have some time.

From a strategy standpoint, we are continually evaluating different areas of investment.  While we always espouse the virtues of diversification, certain areas appear better positioned for positive returns than others in this environment.

Asset classes to overweight:

· Equities, in general, versus bonds

· Short-term bonds

· High yield (junk) bonds

Asset classes to underweight:

· Gold, and other precious metals

· Long-term bonds

· Real estate

We feel the next interest rate cycle will be “up”.  When that occurs, long-term bonds will suffer, hence our preference for shorter maturities.  However, high yield bonds continue to be well positioned as the economy gains strength.  With fewer defaults to contend with, high yield investors should reap the rewards from both a yield and total return perspective.

Gold and real estate, which currently stand at multi-year highs, could very well be nearing the top of their respective cycles.  Gold should continue to shine, however, until much of the uncertainty on the world front has dissipated.  

If you are interested in venturing into some different areas, we would love to talk with you about some equity-oriented investment choices that carry far less than equity-type risk.  These include covered call writing, preferred stocks and principal-protected equity securities.  In any case, we look forward to speaking with you again soon.

Warm regards,

Tony Reed, CPA, CFP

President

