






The near-term challenges for the housing market remain formidable and we do not 
expect it to stabilize until late this year or early 2009 as there remains an excess of 
homes on the market, prices are falling, the economy remains weak and credit 
conditions are tightening.  Any general trend toward a return to home price rises is 
unlikely to occur until 2010. 

 
Forecast 

 
All in all, then, we forecast GDP growth to slow from the 2nd quarter of near 3.0% 
following revisions to come, averaging 1.25%-1.50%+ in the second half of this 
year as consumer spending will remain muted.  Slowing growth in net exports is 
also likely as the dollar’s recovery continues and business abroad slows.  
Government spending will remain a stimulus.  Unemployment is likely to exceed 
6.25%+ of the workforce before next spring and wage growth will remain low 
raising the possibility of calls from the new Congress for another round of tax 
rebates and/or other fiscal stimulus.  With the dollar strengthening and commodity 
prices, including oil, finally in retreat, the Fed will have room to remain 
accommodative longer than most forecasts currently incorporate providing some 
relief for consumers and the stock market.  We expect the Fed will remain on hold 
before raising rates until well into 2009 when some stability in housing finally 
emerges, the unemployment picture begins to brighten, and an uptick in the overall 
growth of the economy is more clearly in prospect.  The dollar is expected to 
strengthen further as business conditions abroad weaken and foreign central 
bankers ponder interest rate cuts to prop up their flagging economies.  From their 
low point of 2.0% in 2009, the Fed funds rate could climb to 3.5%+ by year-end.  
And finally, with oil and commodity prices moderating, and the dollar 
strengthening, headline inflation rates are set to slow by the end of this year.  
“Core” CPI inflation is likely to end 2008 close to 2.0%, the top of the Federal 
Reserve’s “desired” range of 1.5%-2.0% while headline inflation, including food 
and energy, is expected to recede from its recent rate above 4%.   
 
One other point on inflation: employers eliminated 165,000 jobs last quarter to 
shore up profits, and still managed to increase output with fewer workers.  Gains in 
productivity help lower inflation supporting the Fed’s notion inflation will 
moderate as payrolls are pared further this year amid a weak labor market. 
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rates before committing clients’ capital to these maturities preferring instead the 
safety of very short-term investments.  While yield spread between US treasuries 
and lower grade bonds have risen, the differential is still insufficient, in our view, 
to compensate clients for the increased risk they would assume in owning these 
obligations. 
 

Equity Investment Strategy 
 

Our July 9th Stock Market Comments noted the attractiveness of US equities based 
upon a number of metrics including price/earnings multiples and earnings yields.  
The attached copy of the so-called Fed Valuation Model shows stocks to be as 
undervalued relative to bonds as they have been in decades.  While this model is 
not intended to be a market-timing device, it confirms the potential of equities 
given a continuation of trends toward lower commodity prices, a stronger dollar, 
and the eventual stabilization of the housing market we expect. 
 
As the US stock market pulled back this spring, we began to deploy a portion of 
the excess cash reserves with which we came into the year.  Recall that we entered 
2008 with larger than usual cash positions.  Among the additions to client 
portfolios were shares of technology companies whose earnings are expected to 
remain relatively strong as global growth slows.  We also added to two other 
groups: retailers, whose shares were depressed by concerns over consumer 
spending and financials, which were selling at valuations not seen in at least 15 
years.   Sector concentration in our diversified core equity portfolio currently is as 
follows: 
 

Sector Concentration % 
 Portfolio S&P 500 
Basic Industries & Transportation 1.82 6.70 
Technology 17.81 16.04 
Industrial Capital Goods 9.32 8.58 
Discretionary Consumer Goods 9.49 5.79 
Services & Media 2.27 6.68 
Telecom Services 3.87 3.22 
Consumer Staples 12.53 9.86 
Healthcare 13.98 12.10 
Energy 7.51 12.98 
Financial 12.70 13.96 
Real Estate Investment Trusts NA 0.40 
Utilities NA 3.34 
Foreign 8.70 NA 
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Finally, the metrics of our core equity portfolio remain compelling when compared 
with those of the S&P 500 stock index. 
 
 2008 

P/E 
Estimated Future 
Growth Rate 

Dividend 
Yield 

 
ROE 

P/E to Future 
Growth Rate 

FBA Average  
Growth Stock 

18x 14% 1.6% 32% 1.4x 

FBA Average  
Value Stock 

14x 10% 4.6% 17% 1.4x 

FBA Total  
Portfolio 

16x 12% 2.8% 25% 1.4x 

S&P 500 14x 7% 2.2% 15% 1.6x 
 
While earnings of the current FBA stock portfolio are estimated to grow at 12% 
per annum, S&P earnings are forecast to rise significantly more slowly at 7% per 
year.  Yet, the 16x price earnings multiple of the FBA core portfolio is only 
moderately higher than that of the S&P 500, and the P/E to future growth rate is a 
low 1.4x versus 1.6x for the S&P. 
 

*  *  *  * 
MBF 
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