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Commentary by Nicholas Terezis, CFA

Economic Outlook

Initsfifth consecutive year of expans on, our economy
iscontinuing to enjoy acombination of steady growth,
low inflation, high profits, and ahigh rate of employ-
ment. Over the next two years, | believe that our
economy, as measured by Gross Domestic Product
(GDP), should grow by 2%-4% annually (GDP has
grown by an averageannual rate of 3.3% over the past
50 years).

Economic uncertainty and mediarheto-
ric haverecently increased asthe Fed-
eral Reserve Board (the Fed) ap-
proachesthe point whereit will
likely stopraisingrates. The
list of repetitive questions
that have been frequently
askedindude: Will thelong
awaited economic slow-
down commence in the
second quarter, or later?
Will the Fed pause at 5%7?
Will inflationary pressures
emerge—forcing interest
rateshigher? Will theprice
of energy continuetoin-
crease? What will be the
economicimpact of thehous-

ing market dowdown? Will productivity continueto
surpriseusinapositiveway? Will unexpected strength
inemerging countriesand Japan significantly boost eco-
nomic strength at home? Can corporate profits con-
tinueto exceed everyone' sexpectations?

Theseareal good questionsthat aredifficult to answer
with certainty. Infact, we often do not know the an-
swersto these questionsuntil they becomepart of his-
tory. However, as| havesaidinthepast, the presence
of theseuncertaintiesand “worries’ should not overly
concerninvestors, because peoplewill dwaysworry
about and question something. Bull stock marketsare
saidto“climbawall of worry.”

TheFed at a Crossroad
If theeconomy growstoo quickly, thenthedestructive
forcesof inflation beginto heat up and hurt theeconomy.
To prevent thisfrom happening, the Fed hasbeen as-
sgned themandateof protecting usfrominflation (pro-
moting pricestability). Through decadesof experience,
the Fed hasfound that one of the best waysof lowing
economic growth isby increasing short-term interest
rates. Thismay seemsimple; how-
ever, it takes 1-2 yearsfor an
interest rate changeto mea
surably impact the
economy. Thus, being
wrong about theamount or
thetiming of aratechange
can be economically dev-
adating.

In the past two years, the
Fed hasincreased interest
rates at each of its 15 com-
mittee meetings (by 0.25%
eachtime). Indoing so, it has
increased short-term borrowing
rates from 1.0% to 4.75%. Inthe
minutesfrom itsmost recent meeting,
it suggested that interest rates may not
need to beincreased much more. | amhopingthat this
means the Fed will announceitsfina 0.25% ratein-
crease on May 10 —thus capping short-term rates at
5.0%.

The Fed has ahistory of raising interest rates past a
“neutral” rate, and | believethat it has already done
this. A “neutral” short-terminterest rateisaratethat
doesnot stimulateor constrict economic growth. | be-
lievethat the neutral short-termrateisaround 4% and
that on May 10 the Fed will increaseinterest ratesto
5% —onefull constrictive percent past neutral. | be-
lievethe Fed intentionally over-tightensinterest rates,
sothat it canfed morecertainthat inflationwill remain
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under control. It correctly seestherisk of increased
inflationasagreater evil thanadightly morepronounced
slowdown in economic growth. However, | believe
that the Fedisplayingwithfireif it raisesinterest rates
much past 5%.

Inflation Will Likely Remain Under Control

Over theshort term, wewill likely seeadight cyclica
increaseinthecorerateof inflation. Thisincreaseis
being driven by alow unemployment rate of 4.7%, a
strong factory utilizationrate above81%, and high com-
modity prices. Inspiteof theseshort-terminflationary
pressures, | believethefollowing long-term factorswill
continueto keepinflation under control:

Competition —Low pricesfor imported goods have
prevented domestic manufacturers from raising
prices. Theoutsourcing of jobsoverseashascur-
talled wages. Thelnternet andlargecompanieslike
Wa-Mart haveincreased competition and alowed
consumersto purchasegoodsat |ower prices.

Productivity —Higher productivity hasbeenthekey to
beating inflation. Themoreaworker produces per
hour, themore that wages and other costscan in-
creasewithout becominginflationary. Therecent
spectacular productivity gainsweexperienced could
bethefruit of thelargeinvestmentsthat many com-
panies madein computersand telecommunications
during the 1990s.

Slower Economic Growth—Asthe Fed continuesto
increaseinterest rates, the economy will slow and
resourceswill becomelessscarce.

Increased Global Trade—The productive capacity of
the global economy has increased because the
former Soviet Union, Ching, and Indiahaveentered
thegloba market.

Real Estate Troubles

It looks like the housing market has peaked. Inthe
past two yearslong-term borrowing rateshaveincreased
by 1%, and short-term rates have increased by 3%.
Theseincreasesare beginning to taketheir toll onthe
housing market. The supply of homes for sale has
spiked 39%inthepast twelvemonths. Also, theaver-
age home price has started itsdecline, and isnow 5%
below last summer’ s pesk.

TheEmerging EconomiesWildcard

It hasbeendmost twenty yearssince President Reagan
proclaimed “ Openthisgate. Mr. Gorbachev, tear down
thiswal!” AftertheBerlinwal wasdismantled, numer-
ous “close-gated” economies opened to capitalism.
Slowly at first—but more pronounced recently —these
formerly closed economieshaveenergized globd trade
and economicgrowth by infusngthemarketswith mas-
sveamountsof |abor, natural resources, and capital. It
isdifficult tounderstand al of theimplicationsof these
economicwindfalls. However onething appearsclear
—these new participantswill proveto be strong posi-
tivewildcardsfor global economic activity and future
growthinthe USeconomy.

Stay Diversified —Do Not Try to Timethe Market
Sincethe Fed started raising interest rates, many in-
vestment commentators have advocated await-and-
seeapproach towardinvesting inthestock market. 1n-
terestingly over the past two years, the stock market
has averaged an annual return of approximately 10%
per year. Themoral of thestory is, of course: Do not
betempted by greed or induced by fear into trying to
“timethemarket” —itisalosing proposition! Itisthe
economic fundamental sthat determinethe performance
of investmentsover longinvestment horizons—andthe
fundamentalsarestrong! Asl havestated many times
before, no onecan successfully “timethemarket.” The
best course of actionin both bull and bear marketsisto
maintain adiversfied, long-term, buy-and-holdinvest-
ment strategy. Overall, | believethebig pictureshows
that the long-term outlook for the US economy and
stock market isvery strong.
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