Wow – an interesting quarter is now behind us!  

If you look at the changes in the various financial indexes from June 30th – September 30th, the result is merely a small percent increase.  However, if you look at the chart below which tracks changes in the stock markets on a daily basis, it looks more like an EKG!  The quarter that just ended marked one of the most volatile quarters in the history of the stock market. 
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Let us review the specific numbers for the quarter that just ended September 30th, 2007.

After careening for 2007’s 3rd quarter, the Dow Jones Industrial Average (DJIA) ended up 3.6% for the quarter, a period during which it hit new records, suffered a drop of almost 10%, and then recovered.  The DJIA has risen 11.5% overall for the 9 months ending September 30th.

The S&P 500 rose 1.6% for the quarter and is up 7.6% through September 30th.

The NASDAQ rose 3.8% for the quarter and 11.8% for the 9 months ending September 30th.   

Navigating the financial markets in the 3rd quarter was like taking an airplane through a storm.  It was a relief to reach the final destination, but the journey wasn’t especially pleasant.

Although the stock market ended the quarter with respectable gains, there was turbulence along the way, including a dive in August when credit problems drove major indexes more than 9% off records set in July.  
Oil prices hit an exchange-record high and the dollar hit a low against the Euro.  The Federal Reserve helped in September with a half-percentage-point cut in its target short-term interest rate, sending the Dow to its best month since May and the best September since 1997.  Corporate profits rose in the 2nd quarter, hitting another record high.  
It appears that Wall Street is locked in a battle between two camps with significantly different views of the stock markets and the economy.  
Many Bears think recent turmoil in the corporate-junk-bonds and mortgage-debt markets is a real threat to economic growth and stock values, both domestic and global.  In their view, higher interest rates on home loans and some corporate bonds and loans will slow economic growth and significantly affect stock market values.  In addition to this, many Bears believe that this will also make it harder for private-equity firms to bid up the value of shares, or for companies to issue debt to buy back their shares.

Many Bulls see the credit turmoil as isolated and long overdue.  In their opinion, the debt market will sort out its troubles.  In the meantime, the strong underlying economy will keep corporate profits high, the corporate bond default rate low, and stock prices rising.
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Please note the chart on the left showing the percentage change at an annual rate in real GDP. 
The economy has been growing at an uninspiring 2% annual rate in the past few quarters.  Many Bulls are counting on that changing.  For example, many economists estimate that the economy expanded at an annual rate of 3.3% during the 3rd quarter, which if right, would indicate a better second half of the year.  Please note that this 3.3% is an estimate because the official numbers for the 3rd quarter have not yet been published.
In addition, profits at S&P 500 companies are expected to grow at an annual rate of about 10% in the second half of the year, according to Thomson Financial.

The Federal Reserve Board surprised Wall Street on September 18th with an aggressive cut in the Federal-Funds rate, which banks charge each other for overnight loans, to 4.75% from 5.25%,  the first interest rate cut in 4 years, in an attempt to prevent a broader economic downturn fueled by the housing sector’s sharp decline and credit-market turmoil.  The DJIA rose more than 300 points the day of the rate cut and continued rising past the 14,000 mark.  It has hit new highs since then, in part because the minutes of the meeting did not indicate opposition to another interest rate cut.

The Federal Reserve’s interest-rate cut increases the supply of dollars flowing through the economy and was meant to spur U.S. growth, reduce the risk of a recession and a breakdown in the credit markets.  However, by lowering rates before it really wanted to, the Central banks has revived another fear that has been dying down, inflation. 
That has left the Fed and the investment world in a tight spot.

If everything goes as planned, the economy will slip through this crisis with only modest inflation, making investors happy.  If the Fed’s rate cuts are too little too late, recession fears could return and send another cold wind to the stock and bond markets.  If the Federal Reserve Board cuts interest rates too much, inflation could also increase in the future.

As long as the growth of the economy lags, and inflation remains modest, the Fed will be under pressure to keep interest rates low.  

The Fed’s policy makers expressed confidence that their decision to cut interest rates would not spark inflation, which they said will be kept in check by weak economic growth in the months ahead.  Unfortunately, this announcement by the Fed indicates that their near term view of the economy is not very strong.  Surprisingly, the stock market reacted in a positive way!  One can only conclude you can always find a rationale to buy or sell if that is what you are looking for!
Weak growth is usually bad news for stocks, however, the market seemed to focus on the bright side:  If the Fed isn’t worried about inflation, it might consider reducing interest rates again.  Such moves lower borrowing costs throughout the economy and encourage spending and investing.  

The jury is out whether the Federal Reserve’s cut and its discount rates was enough to quiet the turmoil in the financial markets.  Even if the Fed really has calmed the market waters, this summer’s turbulence could roil the economy for some time.  The heightening of mortgage standards is primarily the result of financial market troubles.  Collateralized debt obligations that held mortgage-backed securities had a much more severe response to rising default rates than most investors anticipated.  

More housing-market weakness will most likely put more pressure on consumer spending.  If home prices continue to fall, more homeowners could find they are “upside down” – owing more money on their house than the value of their house.  That in turn could lead to another jump in defaults and foreclosures as people in financial distress would find it more difficult to sell their homes.  In addition to this, a number of lenders are also cutting jobs.

Investors around the global are trying to gauge whether this financial-market turmoil is a passing storm or a more-lasting problem and many are looking at the 2 past periods of turbulence for signs of what could come next.  

Unfortunately, it still appears that the Apocalypse du’ jour is always with us – think about it – the devaluation of the dollar, price of oil, trade deficit, inflation, deflation, September 11th, sub-prime mortgages, the Asian bird flu, or SARS, to name a few.  The primary focus on the world’s attention at this moment is to what extent the continuing sub-prime mortgage problem will affect the housing market, which in turn could weaken the economy and possibly cause a recession.  The answer is:  Some extent, but nobody knows how much.

Let’s put things in perspective:  the total mortgage market in the United States is approximately $10.4 trillion.  Of that, a little over 13%, or about $1.35 trillion dollars is sub-prime.  Of this, nearly 14% is delinquent, meaning late in payment or in foreclosure.  Of this amount about 5% is actually in foreclosure, or about $67 billion.  Although this is a significant amount of money, the total wealth of the United States is estimated to be about $70 trillion.  Therefore, the $67 billion is a very small portion of the $70 trillion. (Source: Ben Stein, The New York Times, August 12, 2007)
Here is a brief synopsis of the sub-prime rate mortgage problem:

1. First, it was hard to believe that bankers and mortgage brokers granted many of these loans in the first place.

2. The borrowers themselves have to carry some of the blame for how they used (and abused) their personal credit capacity.

3. Many mortgages were granted with little or no down payment on the part of the borrowers.

4. Initial rates on the mortgages were artificially low (teaser rates) and borrowers did not analyze what the impact of higher rates would be on their monthly payments.

5. The “carrying costs” of a home-repairs, taxes, insurance, and utilities – were often not well explained by lenders or understood by the borrowers.  It was particularly severe for first-time homebuyers.

6. When interest rates initially declined, borrowers were not only encouraged to refinance for their existing debt, but often were encouraged to add in credit card debt and the purchase of new automobiles.

7. Many borrowers ran up thousands of dollars of credit card debt, hoping that appreciation of their homes would enable them to buy even more.

After thinking about all these issues, is it really any wonder that we are currently in this mortgage mess?  

As this crisis has unfolded over the last few months, it appears that it will probably take much longer to resolve than originally forecasted.  It may be a year or more before the real estate sector is even stabilized and possibly even longer before it contributes to economic growth.  This in turn will put a damper on housing, consumer spending, and the overall economy.

So – who is responsible for the sub-prime mortgage mess?  Capital lenders that made risky mortgage loans to consumers turn around and say it isn’t them.  Similar denials came from the Wall Street firms that bought, packaged, and sold the loans to investors.  Bond-rating agencies (e.g. Moody’s Investors Service, Standard and Poor’s (not the S&P 500), and Fitch ratings.) said these investments were safer than they turned out to be.  In addition to this, hedge funds certainly had a play in this as well.  

The bottom line is that there is not just one party to blame with regards to this sub-prime rate mortgage problem.  It is the combination of each of these entities plus a number of other factors as well.  

One of the key areas that is being reconciled at this point is how to prevent this problem from happening again.  There are many talks in Congress regarding this subject and we will keep you updated as things change in the future. 

Another factor to consider is how home prices are affected by the sub-prime rate mortgage problem.  A bearish median home price could fall another 15% to 20%, pulling the economy into a recession, according to a new report written by Richard Moody, Chief Economist and Director of Research of Mission Residential, LLC, a real estate investment research firm in Austin, Texas.  In addition to this, home prices would have to drop much further to make housing as affordable as it was before the housing boom of 2005, according to the report.  Although some home prices have dropped already in many areas, the declines have been modest compared with the gains during the boom.  

The housing sector continues to be the biggest detractor from better growth prospects and it appears that things will most likely get worse before they get better.  As of August 2007 existing home sales fell 4.3%, while the inventory of homes for sale reached 10 months.  New home sales also declined, falling 8.3%.  The sales pace is the slowest in 10 years and the median price of a new home fell 7.5% from a year ago. The housing problems are subtracting more than half a percentage point from the overall rate of return. (Source:NAR)
In a recent speech, Ben Bernanke said the housing downturn is likely to remain “a significant drag” on economic growth through early 2008.  He said that strong income growth has so far continued to prop up consumer spending.  In addition, he did not suggest an inclination to reduce interest rates further when the Federal Reserve Board meets on October 30th and October 31st.  
One of the biggest negative ramifications of the Fed reducing its interest rates is that it immediately affected the dollar against most other currencies.  In fact, the Fed stated in one of its concerns over the dollar’s decline: “Inflation risks could be heightened if the dollar were to continue to depreciate significantly.”  This could certainly indicate that the Fed might not reduce rates again since this could affect the depreciation of the dollar as compared to other currencies throughout the world.
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The dollar dropped to record lows against the Euro and fell even lower against the Canadian dollar for the first time in more than 30 years.  For example, the value of one Euro was $1.41 on Friday, October 19th, as compared at about $.90 on January 1st, 2002.  Many analysts are also expecting further weakness as well.  Please refer to the chart on the right showing the Euro’s strength against the dollar over the last few years. 

There are a number of impacts from a weaker dollar.  These include:

· A boost to exporters.

· Higher costs of foreign investments.

· More expensive imports.

· Better returns from American companies with strong earnings from abroad, such as Coca Cola and McDonald’s.
Unfortunately, the U.S. economy is looking weaker than many of the other industrialized countries.  In addition to this, productivity growth in the United States appears to be slowing.  At the same time, the rest of the world has started adapting the technology and practices that the U.S. companies pioneered, which is now been boosting productivity abroad.  That means U.S. growth may be slower relative to that and other countries for some time.

Another risk to our economy is a Chinese economic slowdown or financial crisis.  It is noteable that the biggest decline in the Dow this year – 416 points on February 27th – was a direct response to a sharp selloff in the Shanghai stock market.  While China still probably isn’t big enough in the world economy to prompt a market crash, it certainly could contribute to one.

The current Chinese scenario reminds me of the internet mania of the late 1990’s.  The promise of the internet was so revolutionary, and productivity and profit gains were likely to be so extraordinary, that many traditional valuation measures had lost their meaning.  
	Sickening Plunge

	Date
	Close
	Decline

	
	
	Points
	Percent

	October 19, 1987
	1738.74
	508.00
	22.6

	October 26, 1987
	1793.93
	156.83
	8.0

	October 27, 1997
	7161.15
	554.26
	7.2

	September 17, 2001
	8920.70
	684.81
	7.1

	October 13, 1989
	2569.26
	190.58
	6.9

	January 8, 1988
	1911.31
	140.58
	6.9

	September 26, 1955
	455.56
	31.89
	6.5

	August 31, 1998
	7539.07
	512.61
	6.4

	May 28, 1962
	576.93
	34.95
	5.7

	April 14, 2000
	1035.77
	617.78
	5.7

	 
	Source: Stock Trader's Almanac


Now significant demand from a newly affluent Chinese population has also rendered many stock valuations meaningless.  In fact, the Chinese government is also worried about the excessive speculation and is trying to curb stock market mania, especially since the P/E of the Shanghai Exchange is now over 50!  

Listed above are the 10 worst trading days, measured by percentage decline, for the DJIA since 1950.  The magnitude of the 1-day correction 20 years ago is an eye-opener.  The Dow’s drop on October 19th, 1987 was unprecedented and has not come close to being equaled since then.  It was almost 3 times as bad as the second-worst decline (which happened a week earlier) in this period of time and was around double the worst 1-day slides seen during the crash of 1929, when the Dow fell 12.8% on October 28th, 1929 and 11.7% the following day.
An unfortunate event happened on Friday, October 19th 2007, which was the 20 year anniversary of the stock market correction in 1987.  The DJIA closed down about 367 points, or 2.6%, to just under 13,522.  The Standard and Poor's 500 Index was down about 39 points, or 2.6% and ended about 1,501; the NASDAQ was down roughly 74 points, or 2.7% and ended at 2,725.  

The sell-off was the markets’ worst performance since early August, when the global credit crunch was affecting markets throughout the world.  It appears that the major causes were the possibility of an economic slow-down in the U.S. and the health of the Nation’s financial system.

If there was any good news, it was this:  it was not anything at all like what happened 20 years ago.  Although the actual drop in points was significant, the actual drop on a percentage basis was only 2.6%, compared to the 22.6% drop in the Dow in 1987.  As of October 19th, the Dow still remained up 8.5% for the year.  The Standard and Poor's 500 was also up 5.9% for the year.  The NASDAQ was still up 13% this year.
Let’s now look at the various reasons why a recession is not likely:
A recession simply describes an economy that is shrinking rather than growing.  One barometer is the Gross Domestic Product (GDP) – the total market value of the final goods and services produced by a country.  When that drops for six straight months, many economists conclude that a recession has taken hold.

However, that is only one indicator.  There’s a significant debate whether or not we are currently in a recession, when you look at the issues of the mortgage problems, and the price of energy, just to name a few.
The last recession occurred in 2001 and the one before that in 1990-91.  So, what are the chances that another will strike in 2007-08?  

To begin with, the real interest rate on Federal funds is relatively small in comparison to interest rates historically.  For example, the yield on a 10-year treasury note in 1987 was 10.2% versus 4.65% today.
Another major issue is the misconception that there must be a bear market soon because the bull market has lasted for so long.  I do not agree with this – bull markets do not die of old age; they usually die of excesses such as accelerating an above-trend, economic growth, rapidly rising inflation, and interest-rate hikes from the Federal Reserve Board.  None of these exist today and it is questionable whether or not they will arrive soon.  

Second, the current bull market has experienced no price/earnings ratio expansion – unlike every other bull market in the past 5 decades.  In effect, this bull market is not characterized by speculation; the earnings of the stock have risen proportionally to the prices and therefore the P/E ratio is still considered reasonable, unlike the P/E of 22 in 1987.

In addition to this, predicting a recession is like forecasting a storm – it is difficult to know exactly when the first sprinkles will start, when the final drops will hit the pavement, and precisely what might happen in between. 

Another major factor causing turbulence in the market is crude oil prices.  The price of oil as of October 19th was $88.60 per barrel and recent price gains are largely based on forecasts for a global oil-supply deficit over the rest of the year and into 2008.  If the shortfall materializes, it will provide considerable incentive for the price of oil to be pushed even higher.

Crude-oil prices actually went above $90 a barrel on Friday, October 19th, before closing down to $88.60 – gaining more than $10 per barrel in only 10 days!  There are a number of economists who believe that these prices are being driven not by the fundamentals of supply and demand, but because of speculation.  Of course, demand for oil in countries such as India and China is surging.  However, oil consumption in Western developed countries has been flat.  In fact, Exxon Mobil Corporation chief executive Rex Tillerson recently stated that the high price of oil was “hard to explain.  As far as I know, nobody is having trouble getting crude oil today.”  This further reinforces the notion that the price of oil has been most likely increased through speculation and not supply.

Crude oil is up about 45% year-to-date.  In many cases, any investment that increases that much in less than a year is often associated with speculation and many economists believe that this oil-price rise is unjustified and possibly even a “bubble” exists at this time.

It is important to remember that although crude prices reached their record high, oil still remains below the high of more than $101 a barrel reached in 1990 when the price is adjusted for inflation.

If expectations for warm northern hemisphere winter increase or there are signs of a sharp slowdown in U.S. growth, many analysts expect some investors will leave this market and push oil prices lower.  In addition to this, there are reports that many countries that produce oil have increased their production to bring an extra 500,000 barrels a day to the market.  That extra supply could also assist in lower prices of oil.  

One of the biggest possible reasons why demand for oil may be lower is that the sub-prime – mortgage problem could continue to ripple through the economy.  However, the demand for many of the emerging markets, especially China and India, could also continue to keep the price of oil over $80 per barrel.

Many investors have commented on how 2007 looks a lot like 1987.  Below is a chart that illustrates a comparison of some key economic measures, both today and in 1987.
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In 1987, big buyout firms dazzled Wall Street by taking major companies private, just as they did this year.  

In both years, lending markets faced disruptions.
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One of the most significant differences between then and now is the Fed’s position.  In 1987, in order to fight inflation, the Fed was raising interest rates and tightening credit conditions, which made bonds look attractive compared with stocks and also indicated that stocks were overvalued.  Alan Greenspan, then the Fed Chairman, did not loosen the credit range until after the crash.  

This time, the Fed has already stepped in, lowering short-term interest rates and pouring money back in the banking system.  The Fed’s early action has helped stocks rebound.
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It is also important to remember that in 1987 the economy was still growing.  Please see the chart on the right and note the crash actually established the market’s low point, and stocks started recovering the next month, beginning a new bull market right then.  In fact, if an investor would look back at that disastrous day, it is amazing to see that many investors were “foolish” to dump stocks in what turned out to be one of the great buying opportunities.  By the end of the year, stocks had risen enough that the DJIA showed a gain for the year!

However, some investors now worry that current economic problems could be worse than in 1987, and could be longer lasting, even without a crash or a bear market.  One of the major troubles this year, as mentioned earlier; include a threat to consumer spending due to the housing slump and credit problems.

In both 1987 and 2007, stocks fell sharply in July or August and although the stock markets seemed to stabilize by September, they abruptly plunged again, at least during 1987, and did not come out of its tailspin fully until October 19th.  Whether stocks have suffered a similar fate until now or escape it due to the timely Fed action is a big question on many investors’ minds.

One of the big reasons for the turbulence in 1987 and 2007 was the role of computers programmed by people who were supposed to be market geniuses.  

It appears that this time hedge funds had a significant negative impact using mathematical models, whose forced selling contributed to huge market swings and massive trading volumes over the last few months.  In fact, it caused so much mass buying and selling that it appears that the stock market could not easily handle it.
Debt markets often pose the biggest threat to stability in the stock market.  For example, in 1987 it was raising interest rates that eventually sent stocks plunging.  Lately it has been securities backed by high-risk home mortgages that have found their way into a wide variety of investment portfolios.  These mortgage securities were so widely held that, when they went bad, they caused credit markets to freeze up, which in turn hurt higher-grade bonds.

Another major difference is what analysts call “valuation”, which is stock prices compared to companies’ underlying value.  Valuation looked excessive in 1987, with stock trading at more than 20 times corporate profits.  This time around, the ratios remain in the teens, close to the post-1945 average of about 16.  Therefore, many investors are buying value since the P/E ratios on blue chip stocks are at the most attractive level in over 10 years.

One of the major arguments for the bull market to continue is it appears the Federal Reserve Board is doing its best to reassure investors that it will do whatever it can within its power to prevent a recession.  For example, Federal chairman Ben Bernanke stated “The Fed is ready to take additional actions…to provide liquidity and promote orderly functioning of markets,” and “act as needed to mitigate the adverse effects on the economy arising from the disruptions in financial markets”.

Even President Bush sought to calm nervous investors:  “Fundamentals of the U.S. economy are strong.” Bush said on August 21st.  “Fundamental question, “Is there enough liquidity in our system?” and the answer is “Yes, there is”” the President declared.  Treasury secretary Henry Paulsen also stated a reassuring tone:  “We’re going to work through this problem just fine.  There is not going to be a quick solution to some of the problems.  I think what the American people need to understand, these things take a while to play out.”

Many corporations are already signaling that Ben Bernanke’s effort will succeed.  During August, according to InsiderScore.com, officers and directors of the Nation’s publicly traded corporations bought $465 million of their own companies’ stock, which was the highest monthly total since 1990.

Historically, insiders have shown a knack for purchasing their own stock near market lows.  
	BILLIONS FOR BUYBACKS

	What companies in the S&P 500 spend buying back their stocks in quarters ending: (in billions)

	June 30, 2005
	$81.4

	Sept 30,2005
	$81.5

	Dec 31,2005
	$104.3

	March 31,2006
	$100.2

	June 30, 2006
	$116.7

	Sept 30,2006
	$109.8

	Dec 31,2006
	$105.2

	March 31,2007
	$117.7

	 
	Source: Standard & Poor's


Please refer to the chart on the right and notice that over the past few years there has been a significant increase in stock buybacks, which is a signal of the stock market undervalued in the judgment of the people best positioned to know: the management and directors of the companies themselves. Companies usually buy back their shares when the perceived return is significantly greater than reinvesting in their business. This is another indicator that stocks are still a good buy.  

As mentioned earlier in this report, the months of July, August, and September were some of the most volatile on record, as far as the stock, bond, and mortgage markets were concerned.  100 point swings used to be extreme; we had many days with 200 and 300 point swings during the last quarter!  And yet, where did we finally end up at the end of the quarter?  Not very far from where we started, in most cases.
The sudden increase of stock market volatility last summer has sparked finger pointing to blame an obscure rule change that makes it easier for traders to sell stocks short.

First of all, there was a significant change in the security laws – referred to as the “down tick” rule – that went into effect in July that makes it easier for investors to bet on stock-price declines.  Before July, investors typically had to wait until the stock was actually rising to bet on its downfall.

The old rule prohibited the shorting of a stock while its price was falling, or experiencing a “down tick” in trader slang.  The rule was instituted after the 1929 stock market crash in order to discourage avalanches of short sales to push a particular stock – or even the broader market – significantly lower.

Since July, the average range for the DJIA – the difference between its daily high and low level – has increased to about 190 a day, from 112 points in the first 6 months of the year.  Please see the chart on the left and notice the correlation of the volatility of the stock market since this rule was abolished.  I find it difficult to make the conclusion that this is only a coincidence.  As one trader recently stated, “Appeal the Repeal!”
One of the ways to deal with volatility is to sell some stocks and move the proceeds to either cash or bonds.  Another way to reduce volatility is through diversification.  That is one of the reasons why we have a periodic review with you and confirm that your portfolio is still diversified and appropriate for your current financial situation.

An easy saying to remember is “Buy low, sell high!”  Unfortunately, it very often is the other way.  

It is interesting to look at the statistics regarding the issue of trying to time the market.  Over the last calendar 10 years (1997-2006) the S&P 500 was up 6.7% compounded per year not counting the impact of dividends.  If you missed the 10 best performance days in those 10 years (i.e. 10 days in total, not 10 days in each year), your average annual return was cut by nearly 5% to only 1.8% per year.  If you missed the 15 best performance days in those ten years (i.e. 15 days in total, not 15 days in each year), your annual return was negative.  (Source: BTN Research)
As mentioned earlier, the S&P fell almost 10% during one point in the third quarter.  We talked to many of our clients and some were very worried that the stock market would go down further. Since then, the market rebounded significantly and it certainly would have been the wrong move to get out at that time.  In that case it would have been buying high and selling low!  

It is also important to remember that the stock market may go down, but it very rarely stays down, at least according to historical data.  It is important to remember that past performance is no guarantee of future returns.

As you can see, there are significant differences in some indicators that illustrate that the bull market could possibly continue and other things that indicate that a recession or possible correction of the stock market could happen as well.

We hear all of the doom fans and all of the optimists and it still illustrates what I believe the courses of action should be taken at this time:

1. Recheck your total portfolio and determine whether it still matches your risk tolerance level.  It is very possible that your portfolio might need rebalancing especially since the stock market has outperformed the bond market significantly over the last few years.  

2. Do not try to time the market!  As we have mentioned in this report, it is next to impossible to know when the height of the stock market is and sell high, and then wait until the bottom of the market hits and then buy low!  Even missing only a few important days invested in the stock market could significantly affect your rate of return.

3. Review your individual holdings and determine whether or not they are also commensurate with your risk tolerance level and confirm their return on investment is competitive in the current economic environment.

4. Make sure you maintain enough liquidity for at least 6 months worth of living expenses, plus major expenditures you plan to make over the next year or so.  Unfortunately, many people are forced to sell an investment due to cash flow needs at a time the market is down.  As long as you have enough liquidity set aside, it is much more likely you will be able to endure a stock market drop and hopefully avoid selling at the low mark.
I hope you enjoyed this letter which reviewed Economics 101!  I know it can be very confusing and I am very happy to be here to help you through difficult times like this.  I look forward to meeting with you soon!

	Area of Financial Spending
	1956
	2006

	Defense
	60%
	20%

	Social Security and other payments to individuals
	22%
	60%

	Net interest on federal debt
	7%
	8.50%

	All other programs
	11%
	11.50%


P.S.  A recent article in Newsweek magazine noted a substantial shift in Federal spending over the past 50 years.  As you can see from the chart, let the numbers speak for themselves!  
Yours truly,

Thomas B. Gau, CPA, CFP

Note:  The views stated in this letter are not necessarily the opinion of Family Wealth Management 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(7/27/07, 8/27/07,  8/29/07, 9/12/07, 9/29/07, 10/1/07, 10/19/07), Barron’s (7/2/07, 7/9/07, 7/16/07, 7/23/07, 7/30/07, 8/6/07, 8/13/07, 8/20/07, 8/27/07, 9/3/07, 9/10/07, 9/17/07, 9/24/07, 10/1/07, 10/8/07, 10/15/07 The Wall Street Digest (July 2007, August 2007), Money Magazine (September 2007), Fortune Magazine (7/23/07, 9/17/07, 10/15/07), Smart Money Magazine (June 2007), Investment News Magazine (9/10/07) Profitable Investing Magazine (July 2007), Forbes Magazine (9/17/07, 10/21/07), Bob LeClair’s Finance and Markets Email Newsletter (2/19/07, 9/290/7), By The Numbers (August 2007), MSN Money “Market Dispatches” (10/19/07) © MDP, Inc.
Source: Bureau of Economic Analysis; WSJ Market Group





Source: Barron’s October 15, 2007
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