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Dear Client and Friend,

I’m writing to you to explain what’s been happening in the global financial markets and to provide my view of what likely lies ahead.

Today is August 12, the 25th anniversary of the beginning of a great bull market. Over these 25 years, the Dow Jones industrial average’s compound appreciation has averaged 11.8% a year—from 776 to 13,239—and 8.5% annually after inflation. This has happened despite a seemingly endless parade of problems, obstacles and downturns along the way. In that context, how significant are the current problems and market weakness of the last few weeks?

My answer: Not very. To be sure, few of us have a 25-year time horizon. Yet the point is worth emphasizing: Today’s big deal will surely fade in importance.

OK, what about a one-year horizon? Despite two sharp downturns in 2007, the Standard & Poor’s 500 has gained 14.7% over the last 12 months. And we still haven’t yet had a 10% pullback in the broad U.S. stock market since early 2003, even though one typically happens every year or so.

Why the stock-market sell-off happened

For too long, too many lenders gave far too much money too cheaply to too many borrowers. Former Federal Reserve chairman Alan (“Maestro”) Greenspan helped set the process in motion by slashing short-term interest rates to 1%, then encouraging home buyers to take out adjustable-rate mortgages. Wall Street built the subprime-mortgage excesses by packaging the loans into complex securities that were sold to buyers around the world who often knew little of the risks. As home prices started to decline and mortgage defaults picked up, credit concerns increased and spread to other types of debt—such as for leveraged corporate buyouts—that Wall Street also provided and repackaged.

Don’t overlook the hedge-fund rocket scientists who developed a new batch of supposedly fail-safe quantitative investment strategies that nevertheless fail dramatically every so often—and have just flopped again. Oh, and by the way, the hedge funds were “investing” in bonds, equities and various securities packages using huge amounts of leverage (borrowed money). Much of that involved the "carry trade.” That’s when you borrow in countries with low interest rates, such as Japan at 1.5%, and put the money into higher-yielding assets elsewhere. It all works out just great until the Japanese yen starts to appreciate and/or the other markets turn down.

Last point: If you’re dumb enough to hold a bunch of mortgage and other debt securities and you have no idea what they’re worth, what do you do when the markets go bad and you need to protect what you’ve got? Simply put, you sell what you can—the good, liquid stuff—not the junk that nobody wants at any price. It all adds up to a “perfect storm”: huge leverage, rising risk, wider price swings, market declines, panic selling. So much for the “best and the brightest.”

What now for your investments?

In my last letter to you less than a month ago, I told you that investment risk was increasing. Now that the cloud hanging over the markets is in the bursting process, I am more optimistic again.

Historically, financial crises have been good for the markets if there is no recession. They’re necessary to clear out the excesses, restore sanity and humility, and create new values. At long last, lenders now are shunning would-be borrowers who can’t make a down payment, prove they have a reliable income and show a reasonable credit-worthy history.

How exposed is the financial system and U.S. economy to losses in the credit market and the increase in borrowing costs? On that score, I’m concerned yet optimistic. The Federal Reserve and other central banks around the world injected an estimated $290 billion into the financial system last week to help ease lending and borrowing. This was the biggest such maneuver since the Sept. 11, 2001, terrorist attacks. Undoubtedly, the central banks stand ready to add more if necessary. At some point, probably fairly soon, the Fed finally will start to cut short-term interest rates again. The current weakness in housing and a slowdown in spending by U.S. consumers have been long predicted and, frankly, are long overdue. Even so, I see low risk of a U.S. recession for now.

To be sure, the financial markets need to deal with the mortgage-debt and tight credit issues in particular, and fear of the unknown in general. And wider market swings of late exacerbated by hedge-fund groupthink can affect our short-term investment returns. Yet this is where the advantage of our big-picture perspective provides a strong defense against the periodic attacks of short-term activity.
Here’s the way I see the investment landscape now and what it means for you:

#1:  We are in a global economy and global financial markets. For any reasonable time period, it’s hard to see what the U.S. subprime mortgage market has to do with much of the rest of the U.S.—or the rest of the world. The losses in the U.S. mortgage market will be miniscule compared with the decline in value of global financial assets over the last few weeks.

Moreover, the rest of the global economy is doing very well, growing faster than the U.S. economy. The U.S. is not the engine, it’s the caboose.


#2: Stocks overall are even more attractive now than they were a month ago. The stocks in the S&P 500 collectively are trading at less than 17 times their earnings of the last 12 months. The last time this happened was in 1995—before the late-1990s stock-market surge.  Stocks in foreign markets generally are trading at even lower valuations. Based on current estimates of future earnings, the S&P 500’s valuation now is below the average of the last 50 years, selling for 15 times its projected profits over the next 12 months. Fueled by global growth, S&P 500 earnings for the first half of 2007 broadly outpaced expectations, and corporate balance sheets are strong (with modest debt).


In addition, equity valuations over time are closely tied to changes in interest rates and inflation as well as corporate earnings, as I often mention. Low rates boost the value of earnings and dividends, while high inflation depresses stock valuations. Over the last two months, the yield on U.S. Treasury bonds maturing in 10 years has dropped from 5.25% to under 4.8%. And with the cost of gasoline, commodities, housing and other items now declining, inflation is likely to fall back toward 2%.


#3: Speculative excesses are being squashed. As I’ve previously explained, historically reliable indicators of investor sentiment show excessive enthusiasm near stock-market tops and rampant fear near market lows. Sentiment indicators for investors in U.S. stocks have been relatively negative for some time and now have reached pretty extreme levels of pessimism as the excesses from the bond market have spilled over to stocks. Along with modest valuations, this signals relatively low long-term risk, regardless of what may happen in the short run.


#4: Today’s best values are in large companies that will continue to benefit from strong global growth. In the U.S., this means stocks in the S&P 500. That index is now back below its March 2000 peak. It’s reasonable to think this group will also benefit from (1) a shift out of other, higher-risk investments that started earlier this year; and (2) tighter credit conditions that may dampen corporate mergers and private-equity buyouts, which typically are focused on smaller companies. Time will tell.

This is how I see it. However, as always, I stress that your investment wealth is not managed based on predictions, scenarios or wishful thinking. In addition to growing your wealth over time as market conditions allow, we will do what’s necessary to protect your financial security when necessary. Please contact me if you have any questions or concerns.








Yours for a Rich Retirement,








Philip A. Springer

President
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