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Scanning the Horizon

Each quarter, for many years now, we have
conducted an “Economic and Capital
Markets Review,” in which we track the
performance of the economy and its outlook,
as well as those of the investment markets,
interest rates, currency exchange rates and
commodities prices. As | write these notes,
we are in the process of preparing this
Review. Nevertheless, | already have a pretty
good idea of what we will come up with.

In truth, I don't think there is a lot of un-
certainty about the economy or the markets
right now. Despite short-term noise, | think
that the outlook for the next several quarters
is fairly well identified. And that outlook is
fairly modest.

The economy may continue to limp along
ata 1 or 2% annual growth rate — or perhaps
it will slip down into the dreaded “double
dip” recession area. There’s too much debt
— everywhere — for it to really take off, and
too much prospective government stimulus
to allow for a real meltdown. Either way, it
looks sluggish.

That doesn't bode well for stock prices. Sure
— stocks will continue to careen, with dra-
matic unpredictable overall market swings
up and down. We've seen a major sell-off
in stocks for nearly three years now. If the
stock market follows its traditional pattern
of moving to extremes, that sell-off may
continue for a while yet.

What about interest rates? Money market
funds currently yield around 1%, and yields
on 10-year Treasury securities are under 4%.
Corporate bonds — particularly those in the
lower-rated “junk” area — carry higher pro-
spective returns. However, with their default
rate remaining stubbornly high, those bonds
for the time being lose their appeal.

Often whenever the outlook for domestic
market returns looks poor, some advisors
will tout foreign securities as the place
to be. I thoroughly favor international
diversification. Nonetheless, current return
expectations in foreign markets don’t look
much different from those in the U.S.

All the same, I'm not overly pessimistic
about investment returns. Stocks have
retreated from much of their excesses of the
199075, and corporations will likely be more
cautious with their governance and account-
ing. Over time there is a return that accrues
to capital. So long as an investor has a few
years’ time horizon, is properly diversified,
and can ride through some gut-wrenching
volatility, one should realize positive invest-
ment returns, albeit modest — perhaps
around 3 to 5% per annum over inflation.

Still, if there’s one thing that I've learned
from investing over the past 30 years, it’s
that the markets will perform differently
than the way most people expect them to.
And right now most prognosticators seem
to have expectations that are

akin to the scenario I've

outlined above.




So what’s the wild card? What is currently looming on the
horizon that might drive the markets in ways that are
generally unexpected?

| believe the dominant unknown factor that will drive the
securities markets as we head into 2003 will be global
politics. Will the United States launch a preemptive strike
on Iraq? Will we do so unilaterally, or with the participation
of other countries? What will likely happen in the event
of such a conflict? What will be the costs? What will be
the impact on oil prices, interest rates, currency exchange
rates, global trade? Are there other political events, such
as another major terrorist incident, trade wars or
government defaults that are hanging over us?

Granted — people are well aware of these possibilities, and
have actively begun to try to quantify them. But | don't
think that markets have moved fully to anticipate them.
More than anything else, I believe political factors will be
the source of unexpected market behavior.

Nor are these developments or their impacts on the
markets necessarily negative. We could, for example,
see a swift resolution to the impending crisis with Iraqg.
In addition, market reactions are not intuitive. In 1991,
for example, following Irag’s invasion of Kuwait, the
U.S. stock market rallied.

Let me state very plainly: I have no qualifications as a
political analyst! Nevertheless, in this situation | think
we're called upon to formulate expectations. Despite my
limitations, here’s an indication of the expectations we're
currently working with:

Hamrick

It appears to me that the Bush administration is fully
committed to a military action to topple Sadam Hussein
— with or without the support of other nations. Such an
event, therefore, looks likely. As for the stock market, |
suspect its initial reaction would be favorable. | believe
there would be a sense of relief that this pending action
had finally taken place, and that the economy would
respond to its economic stimulus.

On the other hand, if such an action does not go smoothly
— if we get bogged down in a prolonged conflict that
becomes more costly than anticipated or that broadens
out into a larger war, | expect its impact would be infla-
tionary and destabilizing. This would be unfavorable —
particularly for interest rates and bond prices. In particular,
I believe the manner in which the United States, as the
dominant world power, conducts itself in relation to the
rest of the world will be key to the longer-term stability
and strength of our country and global world order.

Let me again emphasize, however, these are merely opinions.
My important point is simply this: over at least the next
year the investors who will stand apart from the crowd
will be those who can accurately anticipate what will
unfold in the global political arena, and how those
events will play out in the investment markets.
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