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U.S. stocks lose ground in October
The impact of higher interest rates and fears over rising inflation dampened investors?appetite for stocks in October and failed to offset a number of positive developments, including strong quarterly earnings gains for U.S. stocks and a marked decline in energy costs that drove the price of oil to a three-month low of $59.76/barrel at month-end. As a result, all three of the major market indices lost ground. 

The Dow Jones Industrial Average lost 1.09 percent to close the month at 10,440.07, while the tech-laden Nasdaq Composite Index declined 1.46 percent to close at 2,120.30. In the broader market, the S&P 500 Index fell 1.67 percent to finish the month at 1,207.01. 

On a relative basis, large-cap stocks (as measured by the Russell 1000 Index) outperformed small-caps, realizing a loss of 1.75 percent, versus a 3.11-percent decline in the Russell 2000 Index. Within the large-cap arena, growth outdistanced value: the Russell 1000 Growth Index lost 0.97 percent, while the Russell 1000 Value Index dropped 2.5 percent. In the small-cap arena, the opposite held true, with the Russell 2000 Growth Index off 3.7 percent, versus a 2.5-percent decline in the Russell 2000 Value Index. 


U.S. economy continues to surprise to the upside
Investors and economists were positively surprised, however, by the most recent quarterly report on gross domestic product (GDP), which indicated that the economy expanded at a stronger-than-expected 3.8-percent annualized clip in the third quarter. This number was well ahead of consensus estimates and the 3.3-percent pace logged in the previous quarter. 

GDP, which measures the total output of goods and services produced in the domestic economy, is often regarded as the broadest measure of economic health. While the recent report—which leaves GDP ahead 3.6 percent for the year—surprised many, it also elevated fears that the Federal Reserve (the Fed) will be forced once again to lift interest rates in an effort to cool demand and keep inflation in check. 

Consumer spending, the largest component of GDP, was fueled this past quarter by a number of factors, including a string of pricing incentives from U.S. auto manufacturers. Looking forward, however, we expect GDP growth to slow, as the impact of hurricanes Katrina and Rita—not fully represented in the most recent report—combined with higher interest rates and inflation, weigh on consumer confidence and spending in the months ahead. 

Inflation fears impact bond market
As noted in last month抯 report, inflationary pressures—while still contained—are on the rise, and the Fed has openly communicated its intent to further lift rates, if necessary, to keep demand and price increases in check. Although the Fed has lifted rates 12 times since June 2004, the increases have done little to dampen consumers?appetite for everything from cars to homes. 
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Strong consumer demand, combined with a sharp run-up in energy costs at the end of summer, helped push core inflation up to 2 percent for the year—a number that bumps against the upper limits of the Fed抯 acceptable range. 

As the chart illustrates, the increase in core inflation masks the extent to which food and energy prices, in particular, have risen this year (Total CPI) and further supports our view that the Fed will continue to nudge rates higher for the balance of the year and into early 2006. 

The prospect of higher interest rates and inflation took its toll on the bond markets in October. The yield on the benchmark 10-year Treasury (which moves inversely to price) climbed from 4.33 percent to 4.6 percent. The increase marked a six-month high in the benchmark that serves as a reference in setting mortgage and corporate borrowing costs. Longer-term bonds, as measured by the 30-year Treasury, also lost ground, rising to 4.77 percent from 4.57 percent at the end of September. 

The bond markets were further unsettled in advance of President Bush抯 late-October decision to nominate Ben Bernanke to replace Alan Greenspan as head of the Federal Reserve when Greenspan retires at the end of January. Wall Street reacted favorably to the news, however, as Bernanke is believed to share the views and opinions of the current Fed chairman with regard to both economic and monetary policy. Bernanke spent most of his career as an economist at Princeton University before joining the Federal Reserve Board in 2002, where he has since been promoted to chairman of the Council of Economic Advisors in Washington. 

The strong similarities between Bernanke and Greenspan imply little, if any, change in Fed monetary policy under his guidance, which takes effect February 1, 2006. 



All indices are unmanaged and investors cannot actually invest directly into an index. Past performance is not indicative of future results. The Dow Jones Industrial Average is a price-weighted average of 30 actively traded blue-chip stocks. The Nasdaq Composite Index measures all Nasdaq domestic and non-U.S.-based common stocks listed on the Nasdaq Stock Market. The S&P 500 Index is a broad-based measurement of changes in stock market conditions based on the average performance of 500 widely held common stocks. The Russell 1000 Index measures the performance of the 1,000 largest companies in the Russell 3000 Index. The Russell 2000 Index measures the performance of the 2,000 smallest companies in the Russell 3000 Index. The Russell 1000 Growth Index measures the performance of Russell 1000 companies with higher price-to-book ratios and higher forecasted growth values. The Russell 1000 Value Index measures the performance of Russell 1000 companies with lower price-to-book ratios and lower forecasted growth values. The Russell 2000 Growth Index measures the performance of Russell 2000 companies with higher price-to-book ratios and higher forecasted growth values. The Russell 2000 Value Index measures the performance of Russell 2000 companies with lower price-to-book ratios and lower forecasted growth values.
