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(quarterly percent change)

DJIA:

11350.01 
 -7.44%

S&P 500:

1280.00

 -3.23%

NASDAQ:

2292.98

   0.61%

3-Month Treasury Yields:


 
   1.63%

10-Year Treasury Yields:



   3.97%
Long Term Outlook1
S&P 500
6.01 – 6.31%

Small Cap
9.98 – 10.28%

EAFE Stock
8.18 – 9.49%

CPI
2.23 – 2.43%

1Expected annualized 10-year returns/increases used for asset allocation by Compton Advisors, LLC – obviously not a guarantee.

"Doubt is not a pleasant condition, but certainty is absurd."

– Voltaire, 1694 – 1778
POP!
Oh, I think it's gonna be alright

Yeah, the worst is over now

The mornin' sun is shinin' like a red rubber ball
-The Cyrkle (1966)

Too Optimistic?

Probably. But bear with me in this analogy-fest and imagine a group of children playing in a pool with the aforementioned red, rubber ball.
Sometimes the kids are happy, laughing, splashing about and the ball is high in the air. Sometimes some prankster tries holding the ball under water, but as soon he lets go -- POP! It bobs back to the surface.

If you think of the stock market as that ball and the economy as the pool, you have the basic workings of the market. Sometimes exuberance, irrational or otherwise, gets the market up in the air and sometimes it's being held underwater, but when you run out of energy to keep the ball up or down, the natural tendency is to match the level of the economy.

 How Big a Pop?

I had been hearing some numbers bandied about on various web sites and podcasts and decided to do a little number crunching. According to Ernie Ankrim, PhD of the Russell Investment Group, the DJIA returned about 40% annually in the years following a market bottom (his research was published in 2001). Running the numbers myself, I found the average market rebound from the low closing price in a bear market (off 20% from its high), using the DJIA since 1928, averaged a 17.6% increase (absolute -- not annualized) in the first month and 53.3% after the first year. Excluding the rebound from the Great Crash, the numbers are 9.8% and 36.3%.

You will not call the bottom so these numbers are skewed, but, as Ankrim points out and I agree, "It's easier to predict a market bounce-back than a market bottom." The moral is: the cost of being out of the market when the recovery comes is enormous -- 9.8% in the first month alone. If you do the math,
POP! - Cont'd
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Good Rates

(Source: bankrate.com as of 7/23/08)

Savings ($500 or less min) – APY

iGOBanking.com – 3.28%

ING Direct – 3.00% 

2-Yr CDs ($2,500 or less min) – APY

GMAC Bank – 4.30%

OnBank 
– 4.30%

Rates are informational only as of the indicated date and presented here in good faith.  They are not guaranteed by Compton Advisors, LLC and this is not an offer to invest.
Economic Update

Another down quarter for large caps (domestic and international) but the NASDAQ rose slightly as did interest rates. We seem to be at an inflection point in the economy.
Exhibit 1 - The end of rate cuts by the Fed. (or at least a pause -- but I'm willing to predict it will be a long pause if it is). This indicates the Fed is less worried about stimulating the economy and more worried about inflation. Furthermore, any growth will be 'organic' so to speak as the stimulus checks were, in the main, eaten up by gas and food prices. Which leads us to . . . 
Exhibit 2 - Inflation. As I wrote last quarter, the next major move was inflation and we have seen it rear its ugly head with June CPI increasing 1.1% for the month. But the inflation news may not be as bad as you think. CPI (specifically change in service CPI) is a lagging indicator. Looking ahead we see inflation signals from two sources: supply & demand and monetary policy.
There is a real component to this inflation -- gas prices have shot up from oil demand and industries where oil is an input (transportation, food) have passed a good portion of their increases along to their customers. This is likely to continue for a little while as it is difficult to retool and adapt. But the adaptation has begun, both by consumers and producers. It is likely that a new equilibrium will be found at a higher price level (gas is not going back to $2.00) where inflation will subside, but it is impossible to say when.
On the other hand, money has become less available and more expensive. Part of our problem has been the monetization of what have been traditionally illiquid assets -- homes. The vicious cycle of more credit, higher prices, more credit built a fund of money supplied by investors through securitize-tion, uncontrolled by the banking system, and without the traditional anchor of capital requirements to slow it down. One of the effects of the bursting real estate and credit bubbles is to wash out this money supply and temper inflation.

Acting against this is the Fed's concern that they may have to step in and deal with Freddie Mac & Fannie Mae -- a move that will clog up the money supply drain and hamper their ability to raise rates.

Beware anyone who thinks they can call a bottom -- there are far too many variables involved (see the Voltaire quote back on p. 1), but directionally I think broad equity classes, both domestic and international, are more attractive now than they have been in five years. 

POP! - Cont'd

you'll find waiting for the market to bounce all the way back after a 20% decline will cost you a 25% gain.

So if you concentrate on keeping your asset allocations in line, not selling in despair or panic, perhaps even venturing a purchase while stocks are on sale, you'll stand to benefit when the market pops.

Something you want to see in upcoming issues? Let us know – outlook@comptonadvisors.com
or (314) 772-9857
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