July 20, 2009

«MailAdd»
Dear «Dear»,

We American investors are facing a dilemma today. Our collective belief in the future economic prosperity of our nation is apparently in doubt. Historic changes may soon be implemented to the system that ultimately brought us here, to this point in time. These changes would add to the many government intrusions in our economy enacted over the past half century. Everyone has seen the charts showing the U.S. government’s steadily increasing scope of operation, expanding much faster than even our powerful national economy can grow. Even well-intended governmental actions have unintended consequences.

Some are now even questioning our exceptional economic performance of the past hundred years and, in particular, the past quarter century. Was it due to innovation, productivity and the freedom of capital markets? Or did we exploit first the natural resource advantage we enjoyed, then being victorious in successive world wars, and then financial engineering since the 1980s?

Leaving aside potential changes that may be coming, we investors also find ourselves in a place where stocks are neither overly expensive nor extremely cheap. Stocks are currently priced fairly by most measures. With the exception of U.S. Treasuries, bonds are cheap but face the prospect of unprecedented deficits over the next decade. Academics have long studied whether or not a lone huge borrower can effectively “crowd out” everybody else and thereby drive interest rates up by itself. We may soon find out. 

Last, many of us investors are flat-out worried about another stock market collapse. We understand and fear risk again after witnessing pure panic last autumn. Now the mortgage and housing meltdown that crushed the markets last year are causing unemployment to increase to levels unseen in decades. This causes economic decline by itself. Will all of us return to our previous manner of investing for long-term growth by holding X% of stocks and Y% in bonds? Will some of us remain huddled in bank CDs and other “guaranteed” holdings?
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I am writing to you today to share my views on where to proceed with your investment money. My first investment on behalf of a client was placed in 1985 and my first portfolio management fee was assessed in 1991, and Main Street Advisors celebrated its tenth anniversary last month. I am fortunate to enjoy the practice of my chosen profession. So I spent much of the past twelve months further studying and reading economic history, as well as the views of current thinkers and respected investors, past the point of enjoyment, so I could discern what path to chart at this bewildering crossroads in our economic history. While I am sure you were shocked at what occurred over the past couple of years, as I was, I confess to something a bit more profound. 

I am utterly astounded by the lack of any depth of understanding about how our economy works and its history amongst our national leaders. This transcends political parties. I have learned that most of our national leaders – a very large majority actually – were simply nodding their heads the whole time they were “running things” the past few decades without truly understanding (or caring) what made everything work. A very small percentage of Congress has ever “met a payroll”. Many now assume our economy can shoulder whatever burdens are thrown on its back, as if it is some kind of gigantic mule that can climb any mountain and ford any stream.

And I will flatly state that the planned level of future federal deficits will simply not be fully financed by any entity on Earth except us. The Chinese can not really sell the U.S. Treasuries they hold because there is simply not enough gold or other government debt in the world for them to efficiently buy instead. But they can eventually cease buying the new debt we issue in coming months and years. And when the Federal Reserve buys the debt our Treasury issues, government bureaucrats call it “quantitative easing” while investors refer to this as monetizing debt or “printing money”. The inflation this could bring on is clearly a concern for investors today as well.

So what do we all do now?

We clearly believe that accepting a 1% or 2% return when inflation is likely just around the corner is unwise, and at least a modicum of other assets including stocks will do much better for you if mixed and watched closely. So yes, even after last year’s disaster we believe investing still makes sense.

Something you may find interesting in a positive way is that the worst twenty-year period for the U.S. stock market was sometime between 1962 and 1982, when stocks took off on an historic eighteen year run. Then from March 1999 to March







«PrefName»






Page Three







July 20, 2009

2009 the U.S. stock market averaged a loss of about -3% annually. So therefore, in the next ten years U.S. stocks must average about +16% per year in order for the twenty-year period ending March 2019 to just EQUAL that worst twenty-year period in more than a century! Do you think U.S. stocks can grow like this again? 

A Basic Overview

I will summarize, in approximate order of importance, the adjustments in strategy and tactics that Main Street Advisors is either already implementing or plans to in coming weeks and months. Bear in mind that none of this is truly earth-shattering and we intend to continue utilizing mutual funds or exchange-traded funds (ETFs) as much as possible. Due to the huge discounts on some individual securities, though, in selective situations we may want you to own these as this tactic added a lot of value at the bottom of the last bear market in 2002. 

1. Less stocks and more bonds overall
This can be accomplished for most investors by reducing their stock exposure by one-quarter to one-third. As you know, we discuss your stock/bond mix at every meeting because it is the most elemental piece of an investor’s strategy. Pension plans and the most venerable balanced mutual funds utilize a “60/40” (“Balanced Growth”) mix of stocks versus bonds or cash. Most of our clients are invested this way. However over the past couple of years we allowed this mix to drop well below 50/50 as we never rebalanced, correctly sensing something was very wrong in the credit markets and that it could well reverberate to the stock market. And did it ever!

Keep in mind that both the U.S. and global bond markets are huge, larger than the equity markets and far more diverse. Across the spectrum, from U.S. and foreign government debt, to U.S. municipal debt, to high quality and low quality corporate debt from both U.S. and foreign entities, to even emerging market debt from developing countries, there has been a wide range of markdowns because of the continuing credit crisis. Many high quality borrowers (like Proctor & Gamble) had bonds trading at 90 cents on the dollar and yielding over 5% not too long ago. We believe many bond types could outperform the stock markets over the next year or two. This should be accomplished with less volatility as well.

So changing to a 40/60 ratio from a 60/40 mix is actually not very dramatic for you. If you are already invested in a 40/60 mix (“Moderate Growth & Income”) you would be reduced to about 30/70 if you’re not there already. For 
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Capital Growth investors (targeted at “80/20”), who have not been near their targets in more than two years, we will have you at roughly 60/40 soon if you’re not there already. And of course our few Aggressive accounts will be no more than 75% invested in equities soon as well.

I realize that many of us wish we could obtain a 5% or 6% return with no risk but that is simply impossible today. Banks and U.S. government Treasuries have been so overwhelmingly purchased over the past six months that yields or interest rates have been driven into the ground. They will not move up much any time soon either.

2. Remaining stock allocation more tilted toward foreign markets
In coming years, risk capital will likely be invested in areas outside the U.S. much more than is the case today. This is whether it is passive investment (by investors such as us) or direct investment by corporations or foreign governments. Until recently China had been growing its economy at double-digit rates annually for more than a decade. Even now it projects 8% GDP growth for this year and 9% next, while the U.S. is expected to barely eke out a small gain next year after averaging no more than 4% or so in its best years. There is an increasingly educated – and motivated – middle class emerging in many Asian and South American countries that is seeking challenging employment opportunities. The governments of these countries are willing to offer tax and regulatory incentives that we in the U.S. simply can not or will not provide. This is a fact of life whether we like it or not. Risk capital does not need the U.S. as its base of operations like it once did.

Additionally, in recent decades many foreigners were educated in the U.S. (think Stanford or Massachusetts Institute of Technology) and then went to work in nearby corporate America (Silicon Valley or Boston’s Route 128 hub), helping to build new companies and industries. In the future it is widely expected that risk capital will be more attracted to vastly improved foreign city centers that have both the motivated students and more attractive tax, labor cost, and regulatory environments than does the U.S. Think of India, South Korea, Brazil, the United Arab Emirates and others before you think about old Europe or high-cost Japan.

Many have heard of the so-called BRIC nations (a term attributed to Goldman Sachs that refers to Brazil, Russia, India and China) and their high rates of growth. The U.S. has a population of roughly 300 million and a Gross Domestic Product (GDP) of $14 trillion, while India and China’s populations exceed 1 billion 
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each and GDPs are $1.2 trillion and $4.3 trillion respectively. The countries of China, India and Indonesia (the world’s fourth-most-populous country right after the U.S.) combined already generate economic activity equal to 44% of the U.S, economy. However, these three economies routinely grow at twice or (usually) more the rate of the U.S. Annual rates of investment return are admittedly wildly up and down so while we already have some exposure here and wish to add a bit more, suffice to say we will not exceed much more than 5% to 8% of most client portfolios.

3. Gold bullion and Treasury Inflation Protected Securities (TIPS)
We added a gold bullion position two years ago through the S&P Depository Receipts Gold ETF (symbol: GLD) and it has increased in value by about 36% since. As I wrote at the time, we bought this for insurance against U.S. dollar currency weakness and if it went up sharply in price it was because many things had gone wrong. Gold has historically held its long-term value against paper (or fiat) currencies over many decades and even centuries. This is why we plan to continue holding this position at least until the U.S. government resolves its long-term financing issues. Should our country ultimately devalue the U.S. dollar then our gold should protect us somewhat from falling asset prices. We doubt that devaluation is in the cards but this could also mean a long-term holding in gold bullion as insurance against such crazy occurrences. If gold indeed DOES shoot up to $2,000 per ounce as some predict, you can bet we will strongly consider selling some or all of our position no matter what the environment. I recently read that the ETF we all own is now the sixth-largest holder of gold bullion in the world. So we must be aware of gold’s peculiar investment value and understand that some are calling its current price wildly inflated due to irrational fear.

TIPS were introduced to the U.S. market in 1997 and guarantee a real rate of return to the investor. They carry a coupon rate and, each month, the principal value of the security is adjusted based on changes in the consumer price index (CPI-U), either up if there is inflation or down if there is deflation. Besides gold and perhaps other precious minerals, nothing else can more surely protect an investor against a galloping inflation rate than TIPS. It may still be a bit early to add them to portfolios, as they will perform best when the risk of deflation (from the current deleveraging of the debt meltdown) recedes and the threat of inflation becomes more apparent. So this could occur next month or next year, we just do not know.
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4. Cheap Industries and Companies/ Necessities

The coal industry (as defined by the Market Vectors Coal ETF, symbol: KOL) declined in price by -83% between last June 2008 and shortly after the election in November. It has moved up by about 130% since the election, making it -60% over the past thirteen months versus roughly -34% for the overall market. Sounds to us like an oversold, boring industry. It was never priced very expensively to begin with and now faces headwinds that include the specter of the “cap and trade” climate bill and near-hatred of the coal industry by environmental groups. Almost one-half of electricity generation, however, comes from coal and even if renewable energy (wind, solar, geothermal) booms at twice its expected impact, coal usage will barely drop by 2020 due to slowly increasing electricity usage. For this reason we are interested in KOL just as we were interested in utility stocks and energy stocks in 2003 and 2004 – because it is cheap.

Electric utilities still remain one of the most needed but least loved industries, right along with energy and oil companies. These industries are not priced expensively versus the market and provide essential services and products. Investors here must remain cautious about over-zealous regulators and potential costly federal legislation, however we remain convinced that these industry sectors remain worthy of our patience. We primarily own them via the iShares Dow Jones Utility ETF (symbol: IDU) and iShares Dow Jones Energy ETF (symbol: IYE), as well as iShares Dow Jones US Oil Equipment and Services ETF (symbol: IEZ).

Water utilities, railroads, apartment REITs, and timber companies are other areas that we anticipate selectively adding positions in over the next several months. Again, each of these sectors or industries provides essential products and services no matter what the economic environment. The primary issue with all of them is their continued ability to make sufficient profits to please market investors over the longer term of two to five years. In the shorter term their prices have been chopped sufficiently to warrant a true value investor’s notice.

Super-large blue chip stocks that pay well-covered dividends, such as Verizon (VZ), AT&T (T), Philip Morris (PM), Dominion Resources (D), Caterpillar (CAT), Southern Company (SO), Equity Residential (EQR), Coca-Cola (KO), Proctor & Gamble (PG) and others are worthy holdings for larger accounts. While waiting for eventual recovery, investors in these companies enjoy yields of 4% to 8%.
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Why Bernard Madoff Can’t Happen Here

Just for the record, since almost no one has asked, receiving separate statements from your securities custodian (Schwab Institutional) that is unrelated to your investment advisor (Main Street Advisors, LLC) is the surest way imaginable to avoid a scam like was perpetrated by Mr. Ponzi Scheme Extraordinaire. It is easy for you to compare the numbers we provide with the numbers that Schwab Institutional provides. This is why we have never been able to satisfy the periodic requests by some clients that we eliminate separate statements from Schwab. 

Also, we have not been able to figure out how to supply super steady stellar returns of 3% quarterly and 11% annually as Madoff apparently did. That is clearly suspicious, though, and similar to buying unsecured notes paying fixed rates of 12% annually. If and when we learn how to TRULY obtain these impossibly high and steady returns you will be the first to hear about it.

In Summary

We will follow up by Labor Day with another overview of the existing and potential mutual funds and ETFs we have you invested with. Meanwhile I have enclosed only one of the many articles originally planned to be included with this correspondence. It is a recent interview with the economist Gary S. Becker, and he makes the case for a continued belief in free markets and capitalism. I realize that politics is an area best left out of polite conversation; however the current economic situation and point in U.S. history make it necessary for your advisor to comment on the implications of expensive government proposals and potentially heavy regulation on the economy.

Two or even five years from now we may look back on today’s situation and second guess the moves I am recommending here. That is part of my job and I assure you that how today’s moves get you to the brighter tomorrows is all my recommendations are about. Let’s talk soon.






Sincerely,







David R. Peloquin, CFP

President
