Boy, what a difference a quarter makes! As usual, the stock market surprised most investors (and investment advisors!).

During the first quarter of 2007, the Dow Jones Industrial Average decreased 0.9%, while the Standard & Poor’s 500 Stock Index increased 0.2% and the NASDAQ Composite Index increased only 0.3%. 

However, gains during the second quarter were much more impressive. The Dow Jones increased 8.5%, which was its best quarter since December 31, 2003. The Standard & Poor’s 500 climbed 5.8% and finished with a 7.0% year-to-date (YTD) gain, its best January-June performance since the stock index gained 11.8% in 2003. The NASDAQ ended the quarter up 7.5% and 7.7% YTD.

While these second quarter results are certainly remarkable, each of the three major indexes fell during the month of June due to a number of investor concerns: 

· The cooling of the housing market. This is one of the most important sources of the slowdown in the US economy. Sales of both new and existing homes have dropped sharply from their peak in the summer of 2005, the inventory of unsold homes has risen substantially, and single family housing starts have fallen by approximately 1/3 since the beginning of 2006. In addition to this, building permits (a key indicator of the future housing market) declined almost 9% in April to a seasonally adjusted annual rate of 1.4 million, which is the lowest since June 1997.

These housing statistics certainly show some cause for concern, though there is probably not reason to panic at this point. To a significant extent, the performance of the US economy during the second half of this year will hinge on how deep this problem really is.

One of the big questions, of course, is whether or not the downturn in the housing market will bring the US economy down with it by causing either a growth recession (continued growth, but with rising unemployment) or an outright contraction of the economy. On the other hand, will the housing downturn survive (at least according to the Federal Reserve Board’s perspective) a welcome break on an economy that was beginning to exceed its inflationary concerns? 
· The collapse of the sub-prime mortgage markets. This has been one of the biggest financial problems during the first half of 2007. Sub-prime mortgages include loans made to borrowers who do not qualify for prime financing terms (usually due to lower credit) and those who purchase homes with little or no money down. 

45% of the first-time homebuyers in 2006 purchased a home with no money down, according to the National Association of Realtors. As you know, the real estate market has not done well in most parts of the country, and therefore, with no money down, many of these homeowners either owned or still own a residence whose current value is less than its mortgage. In many cases, these homeowners walk away from their property since there is no equity in it anyway. However, the Federal Reserve said the effect of the troubles in the sub-prime housing sector on the broader housing market would most likely be limited and that it does not expect “significant spillovers” from the sub-prime market to the rest of the economy or the other financial arenas. 

· A rise in crude-oil prices. Crude oil hit a ten-month high of $70.68 per barrel. Because higher energy costs usually reduce consumer spending on other goods and services, thereby hurting corporate profits, this rise has dampened the spirits of many investors. 

· A weakening US dollar. The weakening of the dollar in many countries could add to inflationary pressures because it makes foreign-made goods more expensive. In fact, according to the Federal Reserve Board, prices for imported consumer goods have been rising at their fastest rate in over a decade.

· An expected slowdown in economic growth. Unfortunately, economic growth is expected to fall from more than 3% in 2006 to 2.7% in 2007. Many stock analysts also believe that earnings growth will likely slow to single-digit increases, after 20 quarters in a row of double-digit gains for the Standard & Poor’s 500.  

However, that does not mean that you should take your money and run. Let’s now look at interest rates.

The Federal Reserve Board met on June 28th and kept short-term rates unchanged at 5.25% for the twelfth month in a row. It appears that the Fed is unlikely to change its basic stance in the near future, mainly because the risks to the economy appear balanced. Unfortunately, the weight seems to be getting heavier on both sides of the scale, as evidenced in the following examples:

1. Inflation is still a major concern, but so is economic growth, especially due to the housing downturn. According to the Fed’s preferred method of calculation (excluding food and energy prices), inflation has shown signs of cooling during the second quarter. However, food prices have continued to heat up and, as many of you have noticed at the gas station, fuel has now rebounded to more than $3 per gallon throughout the US. Inflation also continues to run above the Fed’s perceived comfort zone of 1%-2% (excluding food and energy prices).

2. The US Gross Domestic Product grew at an annual rate of only 0.6% in the first quarter of 2007, its slowest pace in four years. In the past, the Fed would often reduce interest rates in order to stimulate the economy and increase the growth rate. However, consumer spending, business investing and government expenditures proved to be very positive influences, and corporate earnings continued to grow, although at a lower rate than in recent years.

3. Low interest rates and widespread liquidity have resulted in a significant increase in mergers and acquisitions, and a wave of buyouts by private equity firms using cheap debt to take many companies private. At the same time, many corporations continue to initiate and increase dividends and to buy back their own shares.

In May 2007, the Fed said that the economy seemed likely to expand at a moderate pace over the next quarters, and that its main concern “remains the risk that inflation will fail to moderate as expected.”

Many Wall Street investors have continued to express their confidence in the inflation-fighting ability of Federal Reserve Board Chairman Benjamin Bernanke, whose current policy of keeping interest rates steady has helped reduce the volatility of many stocks. On the other hand, this has also reduced hopes for a quick interest rate cut, which most investors would like because this would lower borrowing costs throughout the economy and promote spending and investing.

Equities are very likely to continue to rise in response to robust economic growth and increasing corporate earnings. However, because the Federal Reserve Board will most likely continue to hold interest rates at their present levels, bonds have a less enthusiastic outlook—not necessarily negative, but not promising either.  

Many investors are now more confident that the Federal Reserve Board can implement a slower, more gradual economic slowdown, which would assist in keeping inflation at a reasonable rate while still avoiding a recession.  

After inflation, another very significant risk to the US economy is our income tax policy.  During this last quarter, Congress proposed a $900 billion income tax increase over the next five fiscal years, which would be the largest income tax increase in American history. They propose implementing much of the increase simply by allowing the income tax cuts of the last several years to expire. Unfortunately, this will have a devastating impact on the economy by slowing growth, cutting both savings and consumption, increasing unemployment, and also reducing job growth itself.

One of the major reasons for the increase in the stock market indexes is the significant amount of cheap loans available to huge private investment firms. These loans allow them to buy publicly traded companies and take them private, and in the meantime bid up the share prices. These buyout firms are known today as “private-equity firms”, and are pulling off takeover deals most investors never imagined.  

More than $435 billion in buyouts were announced in 2006, according to Thomson Financial, which tracks these deals. This figure includes the debt owed by target companies when the deals were announced. As of April 30th, almost $183 billion in buyouts had already been announced, putting the estimated total value of deals at over $700 billion in 2007.  

In addition, buyout firms and companies are planning to raise more than $250 billion through bonds and loans before the end of the year, according to Standard & Poor’s Leverage Commentary and Data and Lehman Brothers. Many people have trouble relating to these numbers. Let’s put it this way: that would be about enough money to buy all of the outstanding stock of Wal-Mart Stores, Inc.!  
Wall Street has now embraced this trend. Most major brokerage firms now put together detailed lists of companies who are potential buyout targets. Many analysts now rate a stock’s current value based not only on economic factors such as the company’s long-term profit outlook, but also on the possibility that the stock might be bought out.  

Many individual investors are also actively seeking potential buyout targets, hoping for a takeover that would sharply increase the stock’s price. In fact, some companies are also responding to the possibility of a buyout by issuing debt to buy back their own stock in order to boost their share prices, which in turn certainly pleases their shareholders.

The irony is that the stock market is celebrating a process that usually removes companies from the average investor’s reach. If we look at this on a supply-and-demand basis, this decreases the overall supply of a stock, pushing up its price to an unrealistic level. For example, in each of the last three years, more stock has been withdrawn from the market due to corporate share buybacks and buyouts than has been issued!  According to the Federal Reserve, a net $548 billion in US corporate stock was taken off the market in 2006, which was up significantly from $295 billion in 2005.

Owning the shares of a company that becomes the target of a buyout can lead to instant gains. For example, the Student Loan Company Corporation, which is known as Sally Mae, agreed to be taken private in the month of April for $25 billion. When buyout talks started, the shares of Sally Mae rose 15%. The shares rose another 18% the next business day when the deal was formally announced!

In the past, most of the stocks that benefited from these buyouts were small and medium-sized stocks that were easier to take over, which is one of the main reasons why the stock prices of many smaller companies rose faster than larger stocks over the last several years. However, it appears that the smaller buyout candidates have now been picked over, causing buyout firms to turn to larger targets, such as the stocks in the S&P 500.

It is difficult to determine how this buyout trend will specifically affect the overall stock market, but it is certainly a major component of the risk and concern level of many investors.  
It is very interesting how economic data can be interpreted as good news or bad news.  No piece of news is bullish or bearish until the market calls it. The market is like the old baseball umpire who, when asked by an impatient catcher whether the last pitch was a ball or a strike, said, “It ain’t nothing ’till I call it!”
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An example of this is the US unemployment rate, which is currently a major concern at 4.5%. Please see the chart to the left which illustrates how the unemployment rate has dropped from approximately 6% in 2003 down to about 4.5% in 2007.  180,000 net new jobs were created in the month of March alone, which is far above the consensus expectation and suggests that the economy is expanding at a very nice pace.  Unfortunately, as mentioned earlier, what appears to be good news can really be bad news. In this case, lower unemployment can have a negative effect, and the word for this is inflation.  Let me explain.  

Many companies are currently operating with little spare employee capacity, which means that it is very possible they may need to hire additional workers in the future in order to satisfy a growing economy and demand for their services or products. With the unemployment rate going down to such a low level, this does not offer a lot of slack for hiring available workers. That, consequently, suggests that demand could possibly outstrip supply, and if that should occur, labor costs will most likely rise, which in turn would lower corporate profits. 
The Federal Reserve Board usually does not start cutting interest rates until the unemployment rate starts moving up.  (Please note that the unemployment rate in the 13 European nations that use the Euro is 7.2%.) 

The good news about the stock market advance is that it continues to be earnings-driven and not the result of investor speculation or overconfidence. That shows in the market’s Price/Earnings (P/E) multiple, which has remained at 17.9 times the trailing 12 month’s earnings for the S&P 500. Therefore, one can conclude that even though the stock prices have increased, so have the earnings! (If the stock prices had increased but not the earnings, the P/E would have escalated and, in turn, might have suggested that stocks were overpriced.) This tells us that the stock market advance so far during 2007 has primarily been due to stronger-than-expected earnings, especially in light of the modest overall economic growth.  

The gains in the major stock indexes are even more remarkable when you take into account the large jump in gasoline prices, the lack of progress in the international area, and the legislative gridlock coming out of Washington. Let us now take a look at what gains came over the last three months.

The following table shows some of the market benchmarks as of April 1st and July 1st.

	DATA ITEM
	APRIL 1
	JULY 1
	2Q % CHANGE

	Dow Jones Avg.
	12,354
	13,409
	+8.5%

	S&P 500
	1,421
	1,503
	+5.8%

	NASDAQ Comp.
	2,422
	2,603
	+7.5%

	S&P 500 P/E
	17.2
	17.6
	

	S&P 500 Div. Yld.
	1.81%
	1.80%
	


This table illustrates that almost all of the gains for 2007 came during the second quarter.  It appears that many of the significant concerns investors had about the overall growth of the economy during the first quarter evaporated during the second quarter, and many stock analysts are now more optimistic that the second half of 2007 will be much stronger than the first half. 

However, it is important to remember that these are only projections. No one knows for sure what is going to happen, especially in the short-term. Earnings growth could be slower, inflation could be higher, and interest rates could also change, either higher or lower, depending on how the Federal Reserve Board interprets the changes between growth and inflation. Other factors could also negatively affect the stock market, such as a flare-up in Iraq, Afghanistan, or any other trouble spot, or significantly higher oil or gasoline prices.

Because of this perpetual uncertainty, it is always best to keep a certain amount of money available in liquid assets that offer safety and stability for the short term. The remainder of your portfolio should be geared more towards vehicles that are the most likely to produce higher long-term results through an ability to deal with the ups and downs of the market over time.
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You should also keep in mind the importance of periodically reviewing your overall portfolio and the specific investments within your portfolio.  We are constantly reviewing your “forest” and your “trees” and that is one of the major reasons we like to meet with you on a regular basis—not only to give you an update, but also to review with you strategies that you may want to implement in order to help reduce your risk and volatility. Investors each have their own risk tolerance level, liquidity needs, and potential tax consequences. These are just a few of the many important factors that must be taken into consideration before making any change to your portfolio.

This is a good time to re-evaluate your portfolio and make sure you are still properly diversified. For example, it is possible that you have a significantly higher exposure to small and international stocks than you realize. The MSCI World Ex-U.S. Index has more than doubled since October of 2002, versus a 56% gain in the S&P 500, and many small companies have nearly doubled the gains of large stocks. In addition to this, many investors have increased their exposure in developing markets overseas, many of which have more than quadrupled over the last 5 years. The ties between the United States and these developing markets can have economic instability and many US investors are more concerned about the stock market volatility overseas, especially in the developing markets, than they are about the US stock market.  
It appears that market volatility is back and concern is way up there. One of the major reasons for this is the recent popularity of risky securities as investors seek higher returns. As you can see from the chart on the right, the DJ Wilshire Emerging Markets Index has averaged 29% per year over the last 5 years, compared to 10.2% for the Dow Jones Industrial Average. With such a significant gap in rates of return, it is not unusual for investors to feel either spoiled by the significant returns of emerging markets or bored by the returns of more conservative investments.  

With the impressive gains for the risky investments, the traditional gap between the prices of big, blue chip companies and the prices of smaller companies, especially those in emerging markets, has shrunk significantly.

Your portfolio may be in need of an overhaul if you have gotten caught up in chasing markets that have recently had a significant amount of growth without really understanding the risks involved. This is another good reason for reviewing your portfolio on a regular basis and making sure that your asset allocation is not out of line.  

Although there have been a number of unnerving 1-day stock market plunges and rebounds, there hasn’t been a 10% correction for over 4 years, which is the second-longest run in history, behind the bull market of 1990 to 1997. Since 2003, most of the stock indexes have bounced back strongly each time they faced trouble, leaving investors hopeful that the market will do the same now. As long as profits keep rising and inflation and interest rates don’t soar, and as long as the world avoids a geopolitical crisis, many money managers believe that global economic strength should keep any stock retreats temporary. In fact, many investors expect that a wave of second quarter earnings announcements might even help fuel a renewed stock market rally.  

Another interesting observation is how the Consumer Price Inflation for both the United States and other global economies has decreased significantly over the last few decades.  Please note the chart below which illustrates the world average Consumer Price Inflation for the last 26 years.  As you can see, inflation worldwide is at a low level, which is one of the major reasons for such a high rate of return of many of the stock markets throughout the world.
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Inflation concerns helped decrease the rates of return on most of the stock market indexes during the month of June. Bond prices also fell for the same reason, pushing the yield on 10-year treasury notes above the 5% mark to its highest level in almost 11 months. This bond sell-off helped send the Dow Jones Industrial Average and the other indexes down as well. Higher interest rates usually concern stock investors because yields influence the cost of other forms of borrowing throughout the economy such as mortgages and corporate loans. Higher borrowing costs can reduce consumer spending and investments as well as corporate profits. We should remember that many bull markets do not end because of falling corporate earnings, but instead due to rising interest rates.  

Demand for equities is at record levels worldwide.  In fact, of the 35 global stock markets, 34 are in sustained bull markets! Many analysts believe the reason for this first global economic boom and sustained bull market is that liquidity is at record levels both here and abroad. Many corporations have record cash balances due to their profits, and an inability to find new ventures in which to invest or other uses for this money (for example, increasing their dividends or buying back their own stock). The corporate balance sheets of the S&P 500 Index have combined cash balances of $2.8 trillion or 20% of their stock values as of March 31st, 2007, according to Wilshire & Financial Times.

There’s so much cash available to purchase both stocks and companies, many individual stocks and stock indexes around the world have increased dramatically due to the overabundance of liquidity (for example, China, whose stock market has a P/E of 65). This also has produced fears of a global bubble among many investors.

The downside risk for the US stock market, with a P/E of only 17.9, appears to be limited. Current US stock valuations are not excessive (at least compared to many stock indexes in other countries) and no one knows for sure if, or when, a larger, more lasting correction will come.

To summarize: stock prices are being forced significantly higher. The number of shares of stock available for purchase is continually shrinking at a time when record global liquidity is creating significant demand for equities. It appears that the basic law of Economics 101 is at work: rising demand for equities will most likely push stock prices higher until the supply increases to equal the demand.  
We briefly mentioned China, whose Shanghai stock market is already a bubble with a P/E ratio of 65. In fact, the vice-chairman of China’s largest legislative body has already warned investors that 70% of the companies listed on China’s stock exchange are bankrupt and should be delisted. Please remember also that China does not utilize Generally Accepted Accounting Principles (GAAP) and therefore you should be highly skeptical of all information released by the Chinese authorities. Even with all these major concerns and how high the Shanghai Stock Market Index has risen over the last few years, it continues to reach new records on a regular basis. This is another reason to be extremely cautious and maintain a healthy diversification in your portfolio.

Emotional reasons will outweigh economic reasons most of the time. Think about it: Have you ever been taking a nap on an airplane and been jolted awake by turbulence? Your heart pounds, you clutch the arms of your seat, and you jump a bit when the captain finally comes on the P.A.

That’s what the stock market has felt like to many investors lately. There have been a number of drops during the first six months of the year, but look what the overall investment return has still been. Research shows that the fear of loss often feels worse than the actual loss itself. As long as they stay invested, most investors are able to handle a stock market drop better than they think they can. 
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Times of stock market uncertainty such as we’re experiencing make it nearly impossible to predict what might come next. Many investors are asking themselves:

· “What if I sit tight and the market drops further?”

· “What if I bail out and the market rebounds?”

If this is how you feel, you are not alone. However, you have less to fear than you think. Research shows that the regrets you expect tend to be more painful than the ones you experience! And doing nothing—which is what you should usually do when the market falls—will usually leave you feeling better than if you sell in a panic.  This does not mean that when the market drops you will not get hurt, but it does suggest that the hurt you’ll feel most likely won’t be as bad as you anticipated.

We talked briefly earlier about stock markets habitually bouncing back after a significant drop, and a perfect example is the S&P 500. The chart to the left reflects the changes since the start of the century. It had a record close on March 24 of 2000 when it hit 1527.46 and finally overcame that number just over seven years later on May 30, 2007 when it closed at 1530.23. Of course, past performance is no guarantee of future results. 

Broad benchmarks of US and foreign stocks are currently on pace to notch their 5th consecutive positive year, and it’s natural to experience some anxiety about that. As we just saw on the chart, the last time the S&P 500 Index was this high was in 2000, just before an overheated stock market plunged into its three-year slump.  No wonder many investors can’t help recalling the dot-com bubble and the recession that followed! But let’s address that anxiety now, as there are some reasons to believe that it might not be warranted.  

Today’s market is different from that previous one in several ways:

1. Yields – The average stock of the S&P 500 today has a yield of about 1.8%.  Although that is below historical averages, our current yield is about 60% higher than in 1999.
2. Stock Prices – One of the most common ways to determine whether or not a stock or stock index may be overpriced is its price-earnings (P/E) ratio. In most cases, the higher the P/E, the more likely it is that the stock is overpriced. Today the average stock in the S&P 500 trades at about 17 times its expected earnings over the next year, which is only slightly above the average P/E since the 1930s.  Compare that to the average P/E ratio at the end of 1999, when it was close to 40!
3. Breadth – At the end of the 1990s, the overall stock market was largely being pulled by shares of telecom, media, and technology. These three industries took a major toll on the overall stock market when they fell. For example, technology stocks made up about 1/3 of the total value of the S&P 500 at their peak in 2000. In 2007, they represent only about 15%.
4. Less Debt – The typical US company today is carrying less debt relative to its assets than in 1999.  This makes it easier for many companies to be able to cope with a recession, should this happen in the future.  
5. More Diversification – Many investors are much more diversified today than they were in the year 2000, which usually reduces volatility. Diversified investors are less likely to panic and would experience less of a major change in the value of their portfolio if we entered a recession today, as compared to 2000.
While these major differences do suggest it is unlikely that the current stock market will behave like the one in 2000, they do not necessarily indicate that the stock market will keep climbing, especially at the rate that it did during the second quarter. And keep in mind that there are still a number of long-term clouds on the horizon:

1. The budget deficit.

2. The trade deficit.

3. The aging of the baby boomers, who will start to collect social security benefits and stop paying income taxes at very high rates.

4. The liabilities associated with pension and retiree health care benefits.

5. The increasing emphasis on the electoral campaign and the uncertainty over who the next president will be.

These are just a few of a number of major long-term potential problems that should not be overlooked. Any one of these, or a combination of these, could certainly upset the apple cart, as they say, and cause a serious drop in the market or even a recession.  However, Wall Street often overlooks these obstacles. At least at this stage of the game, Wall Street seems to feel that there are more positive aspects to the US and world economies than there are negatives. As always, we believe it is essential to keep current on these and other important affairs.  We must always remind ourselves that:


“The only thing that is constant is change!”

Again, it is very difficult to expect much accuracy from short-term predictions and information that could change overnight. Instead, it is best to rely on longer-term trends that give a much better view of the economy, both today and where we are headed in the future. 

As we have mentioned, there are a number of factors that might necessitate a portfolio review at this time. It may be prudent, for example, to rebalance your portfolio in order to take some profits on some of your equities.  Again, this may or may not be a good idea depending on your particular situation. We will be happy to review these items in detail during our next meeting.

We hope you have a great summer and we look forward to seeing you soon!

Yours truly,

Thomas B. Gau, CPA, CFP

P.S. For those of you who like statistics on investment returns, let us look at a few:

· The S&P 500 is up 6.1% per year for the ten years up to May 31, 2007, not counting the impact of reinvested dividends. If you missed the ten best days in the entire 10 years (i.e., ten days in total, not ten per year), your average annual return falls to 1.2%. If you avoided the ten worst days in the entire ten years, your average annual return rises to 11.5%. If you missed the ten best and the ten worst days, your average annual return was 6.3%. 

· In the last ten years, the S&P 500 has suffered 91 separate one-day losses of at least 2%. The stock index has rebounded 75% of the time with a one-day gain of at least 2% within three weeks of the loss. 

· In all of the nine bear markets where the S&P 500 has fallen by at least 20% in the last half century (1957-2007), the stock market eventually recovered 100% of the loss sustained, going above the previous bull market high. The average length of time the S&P 500 took to recover back to a new closing high from the low point in the downturn was 23 months. 

Note:  The views stated in this letter are not necessarily the opinion of Mutual of Omaha Investor Services, Inc., and should not be construed, directly or indirectly, as an offer to buy or sell any securities mentioned herein.  Due to volatility within the markets mentioned, opinions are subject to change without notice.  Information is based on sources believed to be reliable; however, their accuracy or completeness cannot be guaranteed.  Past performance does not guarantee future results.

Indexes cannot be invested in directly, are unmanaged and do not incur management fees, costs or expenses. No investment strategy, such as asset allocation, can guarantee a profit or protect against loss in periods of declining values. International investing involves special risks not present with U.S. investments due to factors such as increased volatility, currency fluctuation, and differences in auditing and other financial standards. These risks can be accentuated in emerging markets. 

There is no guarantee that a diversified portfolio will outperform a non-diversified portfolio in any given market environment.  Rebalancing a non-retirement account, taxable events will be created that may increase your tax liability.

**The facts and figures stated in the above letter were taken from: The Wall Street Journal(4/12/07, 4/18/07, 4/23/07, 4/24/07, 5/4/07, 5/9/07, 5/23/07, 5/31/07, 6/1/07, 6/2/07, 6/3/07, 6/8/07, 6/25/07, 6/29/07, 6/29/07, 6/30/07, 7/1/07, 72/07, 7/3/07, 7/6/07, 7/7/07, 7/8/07), Barron’s (4/30/07, 6/11/07, 6/18/07, 6/25/07, 7/2/07), The Wall Street Digest (April 2007, June 2007), Money Magazine (May 2007, July 2007), Financial Planning Magazine (January 2007), Smart Money Magazine (May 2007),Financial Advisor Magazine (March 2007), Wealth Manager Magazine (April 2007), By The Numbers emails newsletter (4/9/07, 4/16/07, 4/23/07, 5/7/07, 5/14/07, 5/21/07, 5/28/07, 6/18/07, 6/25/07, 6/30/07), Allianz Global Investors (April & May 2007)
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