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Prospects for Higher Returns Improve as Financial
Markets Adjust to a Neutral Monetary Environment
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First quarter returns were roughly flat
for major financial indexes as both stocks
and bonds began to adjust to moderating
economic conditions. Since there have
been no clear signs that the economy is
either about to fall into recession or
vigorously rebound, the financial markets
have moved sideways, awaiting
better evidence of economic
strength or weakness and higher
or lower inflation.

For quite a while now the
debate has shifted back and
forth between expectations for
tighter or easier monetary
policy. While the Fed has
stopped raising rates as the
economy has slowed, they have
continued to express concerns
about inflation – creating
uncertainty as to when a change will
occur and whether their next move will
be to raise or lower rates.

Of the three decisions available to
the Fed – raise, lower or maintain rates

– a raise obviously would not be
welcomed by the stock market. There is
a lot of room for debate, however,
about the consequences of maintaining
or easing rates. Contrary to the notion
that a Fed rate cut would benefit stock
prices (and it probably would in the
short run), it seems to me that the weak
economic conditions that would

precipitate such a move would
potentially have a negative
impact on stock prices. My
guess, and probably the best
scenario for the stock market, is
that the Fed will stay with a
slightly tight to neutral policy
longer than most economists
and market prognosticators
think. This could be positive
for stocks because the decision
for maintaining rates would be
based on a combination of

moderate, sustainable growth and
acceptable inflation. Given the underly-
ing strength of the global economy,
most stocks would probably do well in a
neutral monetary environment.

Many economists and market
analysts do not seem to properly
account for the influence of the global
economy on U.S. markets. Although the

U.S. remains the largest and most
influential economy in the world, our
relative size and influence have shrunk
considerably over the past twenty years.
While there are pros and cons to this
change, a major pro is that U.S. compa-
nies have had more opportunities to
expand into growing international
markets and have seen their earnings
grow far beyond what might have been
accomplished in the U.S. alone. Another
major pro is the disinflationary effects of
more foreign companies competing for
market share in the U.S. These two
positive factors, expanding global
markets and international competition,
have a greater stabilizing influence on
U.S. economic growth and inflation than
ever before and improve the odds that
the contraction phase of the current
economic cycle can be navigated with a
neutral monetary policy.
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QUARTERLY ECONOMIC REVIEW by Alston Boyd, Economic Director April 9, 2007

The last quarter of 2006 showed
annualized GDP growth of 2.5%, up
from 2.0% the previous quarter, and the
growth rate for all of 2006 was 3.0%.
We’ll probably see GDP growth in the
first quarter of 2007 to be at an annual-
ized rate of about 2%. Major stock
indexes showed little change in the
quarter, but were up over the past 12
months. Interest rates hardly changed
during the quarter and really haven’t
changed much over 12 months. Inflation
rates are a little on the high side, too
high for the Fed to think about cutting
rates at this point. The sharp rise in the
price of oil was the major cause of
inflation last year, but it is actually down
slightly over 12 months. Manufacturing
and services are not showing any real
strength, but are growing at least a little.
The labor market is relatively tight, with
big wage gains, but only small gains in
productivity.

INDUSTRY

slightly below the high of last year, thus
not showing signs of any substantial
changes in conditions. The biggest
change in the overall economic picture
has been in homebuilding,
where a severe slowdown has
occurred. Building permits for
new construction of housing
were down 30.9% in 12
months through February. A
decline in existing home sales
began in late 2005, followed
by a very sharp drop in permits
and housing starts in early
2006. A boom in home prices
rapidly turned into bust in
some parts of the country, particularly
on the east and west coasts. New home
sales have dropped much more than
existing home sales, which have turned
back up, hopefully a sign that a bottom
has been reached. The weakness in home
construction has subtracted perhaps a
point from overall GDP growth.

SALES

new homes multiplied by six to put
them both onto the same scale. Existing
home sales have turned back up after
last year’s drop, but new home sales

have continued to plummet in
2007. Builders may have
drastically cut production as
the market slowed and then
problems in the sub-prime
mortgage market surfaced and
cut the number of eligible
homebuyers even further. The
number of months’ supply of
new homes in February 2005,
2006 and 2007 went from 4.4
to 6.3 to 8.1, reflecting that

slowing of sales.

LABOR

As can be seen in the chart above,
12-month retail sales growth has fallen
gradually from over 12% in 2005 to
3.3% in February. As consumer spend-
ing makes up about two-thirds of our
economy, this is an unmistakable
indication of an overall slowdown. Auto
sales, which typically make up a little
less than a quarter of total retail sales,
have only fallen slightly in numbers, but
dollar amounts have closely paralleled
the total retail sales numbers in this
slowdown in growth. A big divergence
has shown up recently between numbers
of sales of existing homes vs. new
homes, which is now the greatest seen
in at least the past dozen years. The
bottom chart at right shows numbers of
existing homes sold with the number of

Both the Manufacturing and Non-
Manufacturing Indexes of the Institute
of Supply Management have been
trending down since early 2004, so that
both are now just above 50.0, the
boundary separating growth from
contraction. The Non-Manufacturing or
Services Index fell to 52.4 in March, the
lowest since April 2003. This lack of
strength is confirmed by factory orders.
Total factory orders were down 0.8%
and durables orders were down 0.4%
over 12 months. Though these figures
are volatile, sometimes up or down close
to 10% on a month-to-month basis,
orders have been weak overall. Total
capacity utilization remained relatively
high at 82.0% in February, not far off
last year’s high of 82.4%; that of
manufacturing was 80.1%, also only

The labor market appears relatively
steady without signs of the slowing
apparent in other parts of the economy.
The unemployment rate fell to 4.4% in
March, equal to last October and before
that the lowest since May 2001. This is
a lagging rather than a leading statistic,
so it’s pointing to past strength. Net
non-farm jobs increased 180,000 in
March, more than expected. The March
average of weekly initial unemployment
claims fell slightly to 319,800 (shown
on the chart as a percentage of total
jobs to subtract the effects of a growing
job market.) The average number of
hours worked per week in manufactur-
ing rose 0.2 to 41.1 in March, a sign of
increased activity. These last two
statistics are used by the Conference
Board in its Index of Leading Indica-
tors. The average of hours worked
weekly in all categories rose 0.1 to
33.9. Wages have been rising pretty
steeply and productivity has not been
keeping up with them, which is not a
good mix for inflation.
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4th Qtr. ’06 Final 3 mo 12 mo
GDP-Bil$ 11513 2.5% apr 3.0%
GDP Deflator 116.9 1.6% apr 2.9%
Empl Cost Index 103.4 0.8% 3.3%
NF Productivity 137.1 1.6% apr 1.4%

STOCK INDICES* 3 mo 12 mo INTEREST RATES 3 mo 12 mo PRICES, INFLATION 3 mo 12 mo
Dow Industrials 12354 –0.9% 11.2% 10-yr T-Note Yld 4.65% –0.05% –0.20% CPI-U, Feb 203.9 1.0% 2.4%
S&P 500 1421 0.2% 9.7% 3-mo T-Bill Rate 5.03% 0.04% 0.42% CPI Core, Feb 209.1 0.6% 2.7%
NASDAQ Comp 2422 0.3% 3.5% Trea Spd 10y-3mo –0.38% –0.09% –0.51% PCE Core Defl, Feb 113.6 0.7% 2.4%
NASDAQ 100 1772 0.9% 4.0% Fed Funds Trgt 5.25% 0.00% 0.50% Gold, cash $/tr oz 663.7 4.3% 15.6%
NYSE Comp 9262 1.3% 12.5% Prime Rate 8.25% 0.00% 0.50% W Tx Int Cr Oil $/bbl 65.88 7.9% –1.3%
Wilshire 5000 14409 1.1% 9.5% FNMA 30yr mortg 6.12% –0.02% –0.23% Copper, $/lb 3.14 10.1% 30%
Russell 2000 801 1.7% 4.6% S/L Long T-Bnd Ind 13986 1.15% 7.19% CRB Futures Ind 316.9 3.1% –4.9%

*excluding dividends

INDUSTRY 3 mo 12 mo SALES 3 mo 12 mo LABOR – Mar ’07 3 mo 12 mo
ISM Manuf Ind, Mar 50.9 –0.5 –4.3 Total Retail-$B, Feb 370.5 1.2% 3.3% Unemployment Rate 4.4% –0.1% –0.3%
ISM Services, Mar 52.4 –4.7 –8.1 Ttl ex Autos-$B, Feb 292.7 1.2% 3.2% New Non-Farm Jobs 180K 455K 1963K
Cap Utiliz, Feb 82.0% –1.1% 0.6% Autos-M Units, Mar 16.3 –2.3% –1.6% Avg Init Unempl Clms 320K –14.7K 10.9K
Bldg Permits, Feb 1532K 1.3% –28.6% New Homes-K, Feb 848 –14.2% –18.3% Avg Hourly Wages 17.22 0.9% 4.3%

MARKET AND ECONOMIC STATISTICS
as of Market Close March 31, 2007

with 3-month and 12-month percentage changes

INFLATION wages because of substantial cuts in
employee benefits. Increases in employ-
ment costs are balanced to some extent
by increases in productivity. As a rough-
and-ready measure of how that balance
looks, we took the 12-month change of
the ECI and subtracted from that the
12-month change in non-farm produc-
tivity. The results are plotted in the
middle chart. The 12-month change in
the PCE Core Deflator appears in the
bottom chart to show the rate of core
inflation over the period. From 2003 up
to the present, the peaks and troughs of
the ECI minus productivity curve closely
correspond with the peaks and troughs
of the PCE deflator, and the third
quarter of 2006 showed the highest ECI
minus productivity changes since 1995.
It is typical for labor costs to increase
more and productivity to increase less as
an economic cycle progresses, so this is
not an unusual situation.

SUMMARY AND OUTLOOK
Our current view of the economy is

one of slower growth with little likelihood
of a recession. The slowing is apparent in
industry, both manufacturing and
services, as well as in retail sales, though
not yet in capacity utilization or labor.
One of the causes is the continued high
price of crude oil, which has acted like a
big tax, leaving less available for consum-
ers to spend on other items. Another
cause is the Fed’s long series of rate hikes.

Many forget that it takes 12 to 18
months for the effects of those Fed rate
hikes to show up in the economy. We’re
10 months out from the last rate hike in
June 2006, so those effects are still an
increasing burden. We’ve seen a steep
drop in the homebuilding industry that
has further sapped the strength of the
economy. Piled on top of that is the sub-
prime lending problem that has spooked
the mortgage market, subtracting even
more from the homebuilding industry.
Future problems will result from foreclo-
sures of homes bought with many of
those tricky mortgages. Looking on the
positive side, oil prices appear to have
stabilized and, barring anything really out
of the ordinary, probably won’t increase a
lot from here. The effects of the Fed’s
rate hikes will diminish before long. The
housing industry may be bumping along
the bottom, at least stabilizing if not
recovering. Demand for mortgages is
down because consumer demand for
homes has dropped; however, foreclosures
related to subprime mortgages will
continue for the next couple of years. As
wages tend to lag the economy as a whole,
we can expect the slower economy to
bring some relief from the labor cost vs.
productivity problem cited above. When
this changes in a less inflationary direc-
tion, it will increase the chances of a Fed
rate cut. All in all, the picture of the
economy in the near future is fairly
positive; most of the bad stuff has already
happened.

Our current rate of inflation, by
whatever gauge one uses, owes a lot to
the steep rise in the price of oil over the
past several years. The CPI, the PCE
Core Deflator and the CPI Core, three
prominent measures of inflation, have
risen 2.4%, 2.4% and 2.7%, respectively,
over 12 months. The current level of
wage inflation is another factor, not so
widely talked about as the price of oil.
Two-thirds of inflation is said to come
from labor costs, so this is important.
Hourly wages have been rising steeply
and steadily since early 2004, and have
been increasing at over 4% per year for
six of the past seven months. The
Employment Cost Index (ECI) is a
broader measure of employment costs,
including both wages and benefits. The
ECI’s rate of increase had been in a
general decline since mid-2003 until
early 2006, when it turned up again.
That decline occurred in spite of rising



RELATIVE LONG-TERM PERFORMANCE January 1, 1991 to March 31, 2007

Total Return Annualized Return

INVESTMENT PHILOSOPHY
Our investment approach recognizes that to achieve long-term, superior performance, there must be an acceptance of some short-term risk.

We then consider fundamental and technical factors in determining a prospective investment’s risk-reward ratio. We also evaluate social issues,
such as environmental policies and employee relations, as part of our investment assessment.

Overall market risk is considered in the timing of investments and implementation of hedging strategies. We seek to maximize portfolio
performance and manage volatility by reducing investment exposure during periods of apparent high market risk, while increasing investment
commitment during periods of apparent lower risk.

FLEXIBLE PORTFOLIO TOP 20 POSITIONS as of March 31, 2007

www.martincapital.com

1 Whole Foods Mkt 44.85
2 Starbucks 31.36
3 Apple 92.91
4 Cisco Systems 25.53
5 Charles Schwab 18.29

6 Williams-Sonoma 35.46
7 Texas Instruments 30.10
8 LAM Research 47.34
9 Oracle 18.13

10 Caterpillar 67.03

11 Tiffany 45.48
12 SanDisk 43.80
13 Citigroup 51.34
14 Bear Stearns 150.35
15 Advent Software 34.87

16 Intel 19.13
17 MEMC 60.58
18 Mellon Financial 43.14
19 Dell 23.21
20 Applied Materials 18.32
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Martin Capital Advisors, LLP, is a
registered investment advisor managing
private and institutional investment
portfolios. Independent CPA perfor-
mance review available on request.
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COMPARISON OF INVESTMENT RESULTS
Performance of Relevant Indexes

Martin Capital Dow Jones S&P Dow Jones Long-Term 3 Month Consumer
Advisors1 Industrial Avg. 500 NASDAQ Wilshire 5000 T-Bond T-Bill Price Index

1991 33.9% 24.5% 30.6% 56.9% 34.2% 18.5% 5.6% 3.1%
1992 26.8% 7.3% 7.7% 15.5% 9.0% 8.0% 3.5% 2.9%
1993 14.5% 17.0% 10.0% 14.8% 11.3% 17.3% 2.9% 2.8%
1994 -2.1% 5.0% 1.3% -3.2% -0.1% -6.9% 3.9% 2.7%
1995 27.5% 36.9% 37.4% 40.0% 36.5% 30.7% 5.6% 2.5%
1996 29.4% 28.7% 23.1% 22.7% 21.2% -0.8% 5.2% 3.3%
1997 41.4% 24.9% 33.4% 21.6% 31.3% 15.1% 5.3% 1.7%
1998 78.8% 18.1% 28.6% 39.6% 23.4% 13.5% 4.9% 1.6%
1999 58.2% 27.2% 21.0% 85.6% 23.6% -8.7% 4.7% 2.7%
2000 -33.0% -4.9% -9.1% -39.3% -10.9% 20.1% 5.9% 3.4%
2001 -17.4% -5.4% -11.9% -21.1% -11.0% 4.6% 3.8% 1.6%
2002 -38.3% -15.0% -22.1% -31.5% -20.9% 17.2% 1.7% 2.4%
2003 56.8% 28.3% 28.7% 50.0% 31.6% 2.1% 1.0% 1.9%
2004 10.7% 5.3% 10.9% 8.6% 12.6% 8.0% 1.4% 3.6%
2005 7.6% 1.7% 4.9% 1.4% 6.3% 6.7% 3.0% 3.5%
2006 -5.6% 19.1% 15.8% 9.5% 15.9% 0.9% 4.9% 2.0%
2007 -1.6% -0.3% 0.6% 0.3% 1.5% 1.2% 1.2% 1.0%
Total2 643.4% 595.4% 498.3% 547.8% 526.8% 280.4% 87.4% 52.1%
Avg.3 13.1% 12.7% 11.7% 12.2% 12.0% 8.6% 3.9% 2.6%

1Total Annual Performance, net of commissions, fees, and expenses, of all Martin Capital Advisors flexible investment portfolios. Without
dividends. 2Total compounded return, including reinvestment of dividends and interest. 31991-2007 annualized return.

IMPORTANT DISCLOSURE NOTICE: Past performance does not guarantee future results. Figures include the reinvestment of all dividends received and reflect cash and cash
equivalents; however, Nasdaq returns are without dividends. The volatility of the Flexible Portfolios may differ from that of the benchmark. From time to time, portfolio performance
may reflect the use of margin investing as well as material investments in bonds or cash. The manager will utilize stocks, bonds and cash in an attempt to enhance returns. The
Flexible Portfolio average represents 25 individual portfolios and 25% of all funds under management by MCA on 3/31/07. Clients explicitly elect this management style on their
personal data form. The Flexible Portfolios are tactical asset allocation investment accounts containing stocks and bonds that are managed with a view toward capital appreciation.


