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ECONOMIC OUTLOOK & RECOMMENDED 
ASSET ALLOCATION CHANGES

 

The momentum in the economy at the end 
of 2005 was more than enough to carry the 
strength into 2006.  Final Gross Domestic 
Product (GDP = the sum of what we produce 
as a nation) figures for Q4 came in at 1.7% 
and to us this looks like the low number 
in the cycle.  For the last few years, the 
bright spot in the economy has been the 
consumer.  A very good indicator of the 
strength of the consumer is based around 
the ability for someone to get a job - the 
Payroll Employment.

As illustrated in the chart on the right, 
despite a sizeable drop in the Q4 GDP, the 
growth in payroll employment remains 
steady.  The risks of higher energy prices, 
terrorism, an expanding war, as well as 
another strong storm season are ever 
prevalent, and quite frankly, when you put 
all of those together one certainly has a 

fairly good set of reasons the stock market 
seems stuck in the mud. 
 
But no market goes sideways forever.  
We were in the 11,000 range on the Dow in 
the late 90’s and after a drop and recovery 
we are right back where we started.  Some of 
the following charts will show just how far 
we have come since the late 1990’s from an 
economic standpoint.  And at some point 
we would anticipate the prices of stocks to 
reflect the increased productivity, advances 
in technology, and the huge increases we 
have seen in corporate earnings.

ECONOMIC OUTLOOK & RECOMMENDED ASSET ALLOCATION CHANGES

Over the years we have had a number of positive comments about how simple our Weekly
Commentary is to read and understand.  This quarter we are taking the same approach here with
the Quarterly Report and have incorporated the charts everyone loves and the plain English style
from the Commentary.  If there is one thing we can’t get enough of it is your feedback – so after
reading, let us know what you think!  Now on to the economy…

As we continue to reiterate, it is our belief the U.S. economy remains strong.  The momentum in
the economy at the end of 2005 was more than enough to carry the strength into 2006.  Final
Gross Domestic Product (GDP = the sum of what we produce as a nation) figures for Q4 came in
at 1.7% and to us this looks like the low number in the cycle.  For the last few years, the bright
spot in the economy has been the consumer.  A very good indicator of the strength of the
consumer is based around the ability for someone to get a job - the Payroll Employment.

As illustrated in the chart below, despite a sizeable drop in the Q4 GDP, the growth in payroll
employment remains steady.  The risks of higher energy prices, terrorism, an expanding war, as
well as another strong storm season are ever prevalent, and quite frankly, when you put all of
those together one certainly has a fairly good set of reasons the stock market seems stuck in the
mud.

But no market goes sideways forever.  We were in the 11,000 range on the Dow in the late 90’s
and after a drop and recovery we are right back where we started.  Some of the following charts
will show just how far we have come since the late 1990’s from an economic standpoint.  And at
some point we would anticipate the prices of stocks to reflect the increased productivity,
advances in technology, and the huge increases we have seen in corporate earnings.

Over the years we have had a number of positive comments 
about how great our Weekly Commentary is to read and understand.  
This quarter we are taking the same approach here with the Quarterly Report 
and have incorporated the charts everyone loves and the plain English style 
from the Commentary.  If there is one thing we can’t get enough of it is your 
feedback – so after reading, let us know what you think!  
Now on to the economy…

As we continue to reiterate, 
it is our belief the U.S. 

economy remains strong.
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ECONOMIC OUTLOOK & RECOMMENDED 
ASSET ALLOCATION CHANGES  (Continued)

As we mentioned in Q4, the rotation away 
from the consumer as the engine for growth 
seems to be continuing as business spending 
picks up steam.  Consumer spending has been 
the main contributor to GDP growth over the 
last few years.  

On average the 2006 GDP growth forecast 
is for around 4% if oil is in the $40-$50 per 
barrel range.  If it remains over $60 - $70 for 
an extended period of time that may very well 
take 1% or so off that growth rate.

In an ideal situation, as consumer spending 
slows down, business spending picks up.  The 
question is, if the use of the house as an ATM 
(cash coming out as prices have continued to 
increase) stalls, is business spending ready to 
make up the shortfall?  In the chart below, you 
can clearly see the business sector continues 
to press forward extending a nice trend post 
the corresponding lows in the stock market 
in Q1 2003.  Both the Weekly Leading Index 
and the Business Barometer Index look to be 

in good condition.

But we don’t think 
business will have to do 
it all alone because we 
are not counting the 
consumer out yet.  The 
chart at the top right is 
one of the favorites to 
pull out when someone 
starts to suggest consum-
ers will stop spending 
as gas crosses $4/gal (or 
whatever the headline of 

the day is.)   This chart shows the incredible 
trend at which we have all shopped ourselves 
silly – even through the “popping” of the 
stock market bubble in the early 2000’s, and 
through very intense new weather patterns 
and killer storms.  Through acts of terrorism, 
and despite the price of gas, the retail chain 
store sales just keep right on humming.  Sure 

there are some short-term drops, but overall, 
as a nation we like to go shopping.

Did someone mention a correction in the 
real estate market?  The chart below shows 
the latest drop in prices over the last quarter.  
After peaking over 230 on the housing P/E 
index we are back down to the 160 range.  
Not great if you bought at the top, but as we 
were all reminded in 2000, if something goes 
straight up it can often take some time to 
come back in line with reality.  How low will 
it go?  The size of the correction will prob-
ably have more to do with where you live in 
this great country of ours. But as interest rates 
rise it will slow down the boom, and as you 
hear from us regularly, nice, steady, consistent 
returns are the goal.

There has also been much discussion in the 
media about loan payments not being made 
and defaults on bank loans causing huge issues 
with the economy.  The chart on the top left 
of page three helps to add a picture to the 
situation.  Despite what the press may 
be reporting, problem bank loans are near 
or at record lows.  

There has also been much discussion in the news media about loan payments not being made and
defaults on bank loans causing huge issues with the economy.  The chart below helps to add a
picture to the situation.  In spite of what the press may be reporting, problem bank loans are near
or at record lows.  I’m sure there is a percent of the population that has over extended themselves
with too much debt, insufficient diversification to be able to get money when they may need it,
etc. But to us, so far, the picture doesn’t look quite as scary as the newspaper headlines make it
appear.

of a gallon of gas, the retail chain store sales just keep right on humming.  Sure there are some
short term drops, but overall, as a nation we like to go shopping.

Did someone mention a correction in the real estate market?  The chart below shows the latest
drop in prices over the last quarter.  After peaking over 230 on the housing P/E index we are
back down to the 160 range.  Not great if you bought at the top, but as we were all reminded in
2000, if something goes straight up it can often take some time to come back in line with reality.
How low will it go?  The size of the correction will probably have more to do with where you
live in this great country of ours. But as interest rates rise it will slow down the boom, and as you
hear from us regularly; nice, steady, consistent returns are the goal.

But as we move into the summer 
season the price of oil has risen 
again – now at new highs over 

$70 per barrel – and the consumer 
is most likely to bear the biggest 

brunt of the increase. 

As we mentioned in Q4, the rotation away from the consumer as the engine for growth seems to
be continuing as business spending picks up steam.  Consumer spending has been the main
contributor to GDP growth over the last few years.  But as we move into the summer season the
price of oil has risen again – now at new highs over $70 per barrel – and the consumer is most
likely to bear the biggest brunt of the increase. On average the 2006 GDP growth forecast is for
around 4% if oil is in the $40-$50 per barrel range.  If it remains over $60 - $70 for an extended
period of time that may very well take 1% or so off that growth rate.

In an ideal situation, as consumer spending slows down, business spending picks up.  The
question is, if the use of the house as an ATM (cash coming out as prices have continued to
increase) stalls, is business spending ready to make up the shortfall?  In the chart below, you can
clearly see the business sector continues to press forward extending a nice trend post the
corresponding lows in the stock market in Q1 2003.  Both the Weekly Leading Index and the
Business Barometer Index look to be in good condition.

But we don’t think that business will have to do it all alone because we are not counting the
consumer out yet.  The chart below is one of the favorites to pull out when someone starts to
suggest the consumer will stop spending as gas crosses $4/gal (or whatever the headline of the
day is.)   This chart shows the incredible trend at which we have all shopped ourselves silly--
even through the “popping” of the stock market bubble in the early 2000’s, and through very
intense new weather patterns and killer storms.  Through acts of terrorism, and despite the price
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