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PRESIDENTIAL ELECTION CYCLE:
AVERAGE S&P TOTAL RETURNS BY YEAR OF TERM SINCE 1928

The year 2003 was a fairly typical example of emergence
from a bear market.While occurring nine months later
than we anticipated, we are obviously happy with the
results. A strong stock market with a rotation back
toward our investment style, a healthier than expected
bond market and good economic and earnings growth
led to Howe & Rusling’s outperformance in a very strong
stock market.

For reasons stated below, we believe conditions are such
that corporate profits will remain strong in 2004.
However, the 2nd year after a bear market is not typically
as strong as the first, and the 4th year (election year) of a
Presidential cycle is not typically as strong as the third.
The equity market was due for a pullback, so while we
started the year solidly (and were happy to take some
gains), we figured that it was only a matter of time until
the market would take a short breather, which we are
seeing now. For the remainder of the year we do not
anticipate the volatility of the previous four years, and
we anticipate returns more in line with historical averages.

Until March 5th, the Dow had not experienced a down-
turn of 5% off a high in almost one year. This made it
the 12th longest bull market without a slight correction
since the Dow was formulated in the 19th century.
According to the research firm, Birinyi Associates, the first

pullback after large rallies like in 2003 have averaged
10%. But in only one case since World War II, in 1961-
1962, did the correction lead directly to a bear market. In
all the other examples, the stock market recovered after
the pullback, staged a rally and hit new highs before the
end of the bull market.The current market downturn
was not entirely unexpected.

Living With Terrorism
We had another sobering reminder this quarter of the
capabilities of terrorists with the bombing of Madrid on
March 11th.The attacks demonstrated the impact that a
terrorist act can have, however briefly, on investor 
psychology.The attack took place on March 11th and the
market actually rallied that day on the news that the
Spanish government was reporting the attack was most
likely not the work of the Al-Qaeda. As the smoke cleared
and began to appear that Al-Qaeda was responsible, the
market moved down the next two trading days.The
news served as a reminder that stocks, especially those
of global companies, carry risks, some of which are
unforeseeable and, to a great extent, uncontrollable.

While terrorism continues to persist as a concern among
investors, over the long-term the market is driven by
economic fundamentals. As long as the cost of terrorism
is not a fundamental influence on global economies,
markets may experience short term fluctuations as 
a consequence of such events, but they will not 
significantly alter the longer term prices of securities.
True to form, after the initial shock of another horrific
attack wore off, investor attention returned quickly to
economic and company specific news.

What’s Really Going On With Jobs?
The Democratic candidates for President have made job
creation and jobs lost due to outsourcing their number
one economic issue.The message appears to have taken
hold, because despite other relatively good economic
news, the biggest driver in the downturn in the stock
market in March was a jobs report that came out on
March 5th. A measure of job growth is the change in the
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non-farm payrolls. January’s report was a change of
112,000 jobs, February’s was expected to be 130,000, but
instead came in at a rather anemic 21,000. Important to
note is the unreliability of initial jobs reports.We expect
upward revisions to this data, given so many economic
reports which are congruent to better jobs expectations.
Also interesting to observe is that jobs growth is 
proceeding well in other developed economies around
the world, leading us to believe that productivity gains,
not outsourcing to China, are responsible for most of the
slowness in jobs development in the US. Since that
report, the S&P was down approximately 3% through
the middle of March. However, despite the volatility of
the past few months, the S&P 500 showed a slight gain
and the NASDAQ only a slight loss year to date in 2004.
We would note that several studies have recently shown
that, often, job exportation results in more new and 
better paying jobs being created in the United States
than are taken away through exportation itself.

Bullish On The Economy
On balance, the economic picture is positive despite the
lagging job numbers, and we have many reasons to be
positive in our outlook if we take into account economic
growth, earnings growth, and stable interest rates with
no sign of inflation. GDP growth accelerated dramatically
to 6% in the 2nd half of 2003.While growth has cooled
somewhat in 2004, consensus estimates call for a still
strong 4% for this year.

Earnings expectations in the 1st quarter for companies 
in the S&P 500 are very healthy. Analysts who report to
First Call have increased their estimates for the first 
quarter to a very robust 15.3% growth over last year, up
from an expected 14.0% just a month ago. Expectations
are therefore on the uptrend.These rising corporate prof-
its have actually helped reduce terminations—layoff
announcements are almost down to their 2000 low.The
logical expectation would be for this to be followed by
new hirings.

At the meeting in mid-March, the Fed chose not to
change their bias and made no indication that they will
raise rates in the near future.There were probably several
reasons for this. First of all, the Fed probably did not
want to add to investor angst so soon after the Madrid
terrorist attacks and election surprise. Second, and most
importantly, inflation remains negligible. CPI in March
rose 1.3% over last year excluding energy and 1.7% over
last year including energy.We do not anticipate any rate
changes this year.

Other economic news we are monitoring includes 
industrial production, especially in the technology sector,
which is on pace to increase 7% in the first quarter. This

will be the strongest since 1999 and should bode well for
job growth. The consumer should continue to spend
with refinancings of homes remaining strong, and higher
than expected tax refunds; both of which serve to free up
cash for spending. Capital expenditures should continue
to increase with increased profits, stronger exports
because of a weaker dollar and the peaking of the
replacement cycle for technology equipment. Finally, cash
flow into stock mutual funds continues to be positive.

A Comeback In Credibility
Another long-term positive for the stock market and
investor psychology that made big news this quarter
continues to be the aftermath of the accounting scandals
that devastated stock market performance in 2002. All
aspects of the checks and balances in the system—
leadership responsibility, accounting audits and board
oversight—have been improved.

Prosecutions of Dennis Kozlowski and Mark Swartz for
treating Tyco as their personal piggy bank, of Andrew
Fastow and Jeffrey Skilling for leading Enron into ruin
and losing billions of investor dollars, and of Bernard
Ebbers for lying about Worldcom’s financial situation
make very clear the penalties for similar balance sheet
shenanigans.We’ll throw in Martha Stewart’s conviction
for insider trading and lying to investigators for good
measure. CEO’s and CFO’s have had to certify financial
reports since August 2002 as a result of corporate reform
legislation called Sarbanes-Oxley which was a law
designed to reassert investor faith in financial reporting.

Accounting firms are also more likely to err on the side 
of conservatism after observing the once powerful
accounting firm of Arthur Andersen put out of business
after huge fraud was discovered at its client, Enron. Not
only has this led to more transparent accounting for 
publicly traded firms, it has also led to a record number
of restated earnings in 2003 and again in the first 
quarter of 2004. Companies have increasingly looked
back to decrease profit reports (or in the case of Royal
Dutch Petroleum—oil reserves reports) with the
increase in the reluctance of accounting firms to take 
a chance on being wrong.This has helped make the 
numbers more credible.

Finally, to increase confidence in corporate oversight by
the board of directors, the SEC ruled in April 2003 that
corporate audit committees must be composed entirely
of members independent from the company itself.
Problems of oversight by the Board of Directors at such
places such as Tyco,Worldcom and the NYSE should lead
Boards to take their oversight roles more seriously by
dealing with issues as they come up.
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A Dose Of Reality 
All of this is a net positive for the stock market as
investor attention stays where it belongs—on economic
expectations and company fundamentals—topics that
those of us who make a living picking stocks can 
interpret and understand (in contrast to the irrational
exuberance of the late 1990’s).

We welcomed the return of the bull market and we
believe it will continue, albeit in a considerably more
modest fashion than in 2003. As always there are issues
to watch that might dampen investor enthusiasm such
as uncertainties of the election outcome, mixed signals
on the strength of the U.S. economy and renewed 
concerns about global terrorism, concerns which will
never completely go away.

Since 1950, nearly 80% of calendar years have produced
positive results for the Standard & Poor’s 500 stock
index. In the past 10 years, only 60% were positive.We
may be living in a new world with a different set of
expectations, but we think not.When the soothsayers
claim that “It’s different this time” it practically never is.

As investors, we have been through a lot in the last five
years—highs that were too high and painful lows that
were too low. As a firm, one thing we have learned over
the decades is that building wealth takes time and
patience. A key to success is sticking with our disciplined
approach of buying quality companies with good growth
prospects at reasonable prices.

Bond Market Overview - 1st Quarter 2004

Interest Rates During 1st Quarter

Treasury Maturity High Yield Low Yield Daily Average 3/16/04 End of 2004

2 Year 1.95% 1.51% 1.71% 1.51% 1.84%

3 Year 2.51% 1.89% 2.21% 1.89% 2.37%

5 Year 3.39% 2.65% 3.03% 2.65% 3.25%

10 Year 4.41% 3.70% 4.06% 3.70% 4.27%

The general level of interest rates dropped in the first
quarter, resulting in some modest price appreciation for
bonds and improved performance. Short term interest
rates are back down to levels not seen since September
2003, while intermediate term rates (5 to 10 years) are
back to July 2003 levels. Up until the beginning of March,
rates had remained in a narrow range ( +/- 0.10%) from
the daily averages. Since March 5th the narrow trading
range has been broken, and there is significant variance
from the average.

The biggest catalyst to the fall in rates was the employ-
ment data announcement of March 5.The continued dis-
appointment in the lack of new job creation is generat-
ing more uncertainty about when interest rates will start
to rise.The bond market has been anticipating increased
inflation and higher interest rates since mid June 2003
and has been hanging on every policy statement from
the Federal Reserve and every economic statistic that
might suggest higher inflation and interest rates.

On January 28th and again on March 16th the Federal
Reserve left the overnight Federal Funds rate unchanged

at 1%, as expected. However, the wording of the official
policy statement in January changed and was reiterated
in March.The key change was that instead of the Federal
Reserve being accommodative on interest rates for “a
considerable period of time,” they could be “patient” on
increasing interest rates.This subtle change, interpreted
as a “signal” of Fed tightening of interest rates, caused a
sharp sell-off in bonds. But it only took eight business
days for the market to go back to the pre-meeting levels.

Now the market is focused on the rate at which new jobs
are being created.This is not surprising given the amount
of publicity generated by presidential candidates 
repeatedly talking about jobs, lack of jobs, jobs being
exported overseas, etc. Furthermore, other economic 
factors are also pointing toward increasing inflation,
including: commodity prices, a weakening dollar, deficit
spending, and increased borrowing.These have not yet
led to higher current inflation and so the emphasis is
now squarely on another component of increasing
prices: employment costs.
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For example, in 2004 taxpayers in the highest 

federal and state estate tax brackets will be 

subject to a combined 60% tax rate, whereas prior

to the change in the law, the total combined tax

rate would have been roughly 48%. In 2005, the

maximum combined bracket jumps even further to

63% but does begin to decrease a few percentage

points over the next several years. It should also

be noted that some states (e.g. New York) do not

automatically incorporate the changes to the 

federal estate laws. Consequently, even though the

federal estate tax exemption has increased to $1.5

million, with further increases as outlined above,

New York’s exemption remains “frozen” at $1.0 

million. As a result, some New York taxpayers may

find themselves in a position of being subject to

the payment of state estate taxes where no federal

estate tax would be due and, consequently,

considering a move out of the state to save these

extra taxes.

In conclusion, taxpayers may find themselves

doing the “estate tax shuffle.” Because of the

changes in the federal exemption, the effect of

these changes on state estate taxes and the “state

death tax credit” discussed above, it is important

for taxpayers to have their estate plan reviewed

and updated. As part of this update, taxpayers

should make sure that the tax laws of the state

where they live are taken into consideration. Also,

it is important that the planner have current 

information regarding the value of the taxpayer’s

assets, including retirement accounts, life 

insurance, real estate and/or business interest, etc.

The old adage “People don’t plan to fail, they just

fail to plan” has never been truer.


