
Gold Rush
In mid-August gold prices spiked to over $1,700 per
ounce as investors, weary of volatile equity markets and
a U.S. credit downgrade, poured money into tangible
assets.

Predicting commodity returns is normally difficult
enough given the very broad spread, high volatility and
problems associated with rolling over futures contracts
on returns. It has become even harder as a result of the
uncertainty created by the growing risk of a U.S.
recession and E.U. sovereign debt issues. Gold,
however, could remain favored by many investors
worried that a far worse fate awaits. Scarce supply and
strong demand should keep prices rising until sentiment
turns. Even so, investing in gold can be speculative and
the role of commodities in a long-term asset allocation
is typically in small proportion to that of equities and
fixed income.
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U.S. Debt Ceiling and the Credit
Downgrade
 The first week of August has seen unsettling

domestic news that have all but shattered hopes
of a sustained recovery. There is even talk of a new
recession. Although the Aug. 5 employment
report was positive (117,000 jobs added in July,
unemployment rate at 9.1%), it was not enough
to balance the effect of all the other disquieting
events.

Debt Ceiling: However unthinkable a U.S. debt
default may be, national borrowing has reached
the $14.3 trillion limit (or debt ceiling) this year.
In response, President Obama and leaders of both
parties announced (on July 31) and passed (on
Aug. 2) a last-minute agreement that would raise
the debt ceiling by as much as $2.4 trillion. This
measure would enable the government to keep
borrowing until 2013, but it requires major
spending cuts that may slow down the already-
weak economic recovery.

Although expected to restore confidence in the
markets, the signing had the opposite effect,
mainly because it offered a short-term solution to
avert the immediate crisis instead of a long-term
plan to reduce future indebtedness. The proposed
spending cuts have not been clearly identified or
assigned to specific sections of the budget;
instead, a bipartisan committee is supposed to
make recommendations and submit them to
Congress later this year. Markets fell in response
to this uncertainty and the political
gamesmanship that created it.

Credit Downgrade: On Aug. 5, U.S. debt was
downgraded by Standard & Poor’s to “AA+” from
its coveted “AAA” credit rating for the first time
in history. Reasons cited include increased
political risk and rising public debt burden as
challenges to sustaining an appropriate debt/
GDP ratio in the next decade. The first reaction
of the market to such news can be observed by
looking at Treasuries; surprisingly, Treasury bond
yields went down and prices went up. Lower bond
yields, despite the downgrade, showed that
investors still felt U.S. Treasuries were a safe

haven compared to riskier assets. Global equity
markets, however, plummeted on Aug. 8, as the
downgrade catalyzed a flight to safety because of
ongoing concerns with the U.S. and global
economy.

Investing Insights: Investors’ portfolios may be
looking pretty bleak in light of recent market
volatility, with falling stock prices and dreadful
returns. Panic selling, of course, is not a solution,
but neither is sitting patiently and waiting for
everything to go up again. In times like these, it is
important to have a baseline amount of liquidity
to cover near-term expenses, particularly for
people who are retired. The next important step
is to realign your long-term asset allocation
according to your risk tolerance, and then, if you
have some money left over and are thinking about
putting it to work, an interesting idea would be to
look for pockets of the market that appear
undervalued right now.
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Monthly Market Commentary
 July and early August saw mixed economic and

earnings news along with a time-sensitive U.S.
debt ceiling discussion and Standard & Poor’s
downgrade of U.S. government debt. Stronger
international demand and a weaker dollar enabled
some companies, such as IBM, McDonald’s, and
Apple, to announce better-than-expected
earnings that left the market feeling positive. On
the other hand, companies including Juniper,
Terex, Ingersoll Rand, and Caterpillar all
reported disappointing results. Much of the
earnings disappointments happened because of a
softer European market, a modestly slowing
China, poor government spending, and poor
results in the U.S. construction industry.

GDP: GDP grew sluggishly, at 1.3% for the
second quarter, after being revised sharply
downward to 0.4% from 1.9% in the first quarter.
The depressed second-quarter growth rate was
based on a multitude of factors including an
abysmal consumer sector, a large gain in net
exports, a rebound in defense spending, poor
weather, high oil prices, and the continuing
problems in Japan. A significant portion of the
first-quarter GDP adjustment was related to
inventories and a downward revision to net
exports, which are not key drivers of economic
growth. Consumption and business spending
remained virtually unchanged from the previous
GDP report, indicating that the unusually large
revision may not be as scary as originally thought.

Employment: July, a month that was reasonably
untouched by seasonal adjustment factors, saw a
better than expected jobs report—117,000 jobs
were added in July, a significant bump from June's
18,000 jobs added. With an improving auto
industry and a stronger gas production industry,
employment data indicated that the economy was
still growing positively, albeit at a modest pace.
The unemployment rate fell slightly, to 9.1% from
9.2%.

Housing: Prices and pending home sales both
increased better than expected, while new home
sales disappointed and remained depressed.
Housing continued to disappoint both the bulls

and the bears; it failed to fully collapse, but it did
not show any signs of an upward breakout.
According to Morningstar economists, if pricing
stability can be maintained over the coming
months, higher unit production may result in the
near future, although today’s housing market has
been prone to disappoint at every turn.

Durable goods: Overall new orders for durables
fell by 2.1% for June, although the main reasons
were mainly weaknesses in transportation and
machinery. When taking those out, June numbers
looked positive. Most of the recent decline was
caused by poor auto sales, which are closely related
to the poor supply of Japanese autos, causing
remaining auto inventories to increase in prices.

Manufacturing: The ISM Manufacturing Index
fell in July as it was affected by the weakness in
new orders. This should come as no surprise, since
a fair number of manufacturers reported
disappointing earnings and the auto industry was
out of commission for a good part of the month.
The extension of the U.S. debt ceiling may give
manufacturing a boost for August.

Domestic news: However unthinkable a U.S. debt
default may be, national borrowing has reached
the $14.3 trillion limit (or debt ceiling) this year.
Since Congressional approval is required for the
government to keep borrowing, President Obama
and leaders of both parties announced an
agreement on July 31 that would raise the debt
ceiling by as much as $2.4 trillion. This measure
would enable the government to keep borrowing
until 2013, but the downside is that it requires
major spending cuts that are likely to slow down
the already-weak economic recovery. On Aug. 5,
U.S. debt was downgraded by Standard & Poor’s
to “AA+” from its coveted “AAA” credit rating for
the first time in history. Reasons cited include
increased political risk and rising public debt
burden as challenges to sustaining an appropriate
debt/GDP ratio in the next decade. Global
markets fell as a result.
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Retirement: The Next Generation

 If you had a dollar for every time you heard the
phrase “Start investing early,” you could retire with
a million. If you actually acted on that phrase, you
are probably retiring with more. Now is the time
to encourage your children and grandchildren to
start saving as soon as they get their first job.

Let’s assume that your teenage child or grandchild
is employed for five years from age 16 to age 21.
During this time, he or she saves $277 per month
and invests the money in a Roth IRA (paying taxes,
but at a low tax bracket). This may be a serious
sacrifice for a teenager, so any contribution from
you would be of great help. Assuming the money
returns the historical equivalent of a diversified
60% stock/40% bond portfolio, your child can
retire at 65 with $1 million tax-free, without
having to invest another dollar after age 21.
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