of 3 percent for domestic manufacturers), to
increase the small business expensing limit to
$100,000 through 2007, and to initiate a one-
year tax holiday to repatriate foreign profits
at a 5.25 percent tax rate. Such a low tax
rate may encourage as much as $500 billion
in undistributed overseas earnings to find its
way back to the United States.

A major wildcard in the business sector
is what corporations will do with the massive
hoards of cash they have amassed. At the
end of the second quarter, the Commerce
Department estimated that U.S. corporations
(not including farming and financials) held
$1.27 trillion in liquid assets, representing
10.9 percent of GDP. This is the highest
percentage since 1959. At this point,
companies are very cautious in spending
the hoard on capital investment or hiring
until economic uncertainty is resolved.
Furthermore, special accelerated depreciation
allowances enacted in 2002 are set to expire
at the end of the year, diminishing a tax
incentive for capital spending. If corporations
are reluctant to spend the money, the
imperative of shareholder value suggests that
the cash will likely be dedicated to increased
dividends or share repurchases.

Stock Market

The best way to describe recent stock market
activity is “choppy’—up, down, sideways. As
the economy slowly continues to improve,

we expect the stock market to also continue
making gains. If corporations divest their
cash hoard by paying increased dividends

or buying back stock, the market will benefit.
In the long run, we expect the stock market
will offer returns 6 percent to 8 percent above
Treasury bonds, which is in line with the
market's historical average performance since
1926, but well below the returns investors
were experiencing in the 1990s. As always,
prudent investors should continue to diversify
their portfolios to guard against too much
exposure to any individual stock, market, or
asset category.

Summary

The financial markets will mirror the
economy—slow growth in valuations because
of the global and domestic challenges
outlined above. Unfortunately, it will be a
bumpy ride. <
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unexpectedly low levels during 2004,

it appears that housing starts for 2004
will be slightly higher than we forecasted
last year. Rates are expected to rise slightly
during 2005 as the economic recovery
continues, but there should also be continued
job recovery. The thirty-year fixed-rate
mortgage should gradually rise to 6.4 percent
in the fourth quarter. The average rate for all
of 2004 is expected to be 6.1 percent, only
modestly above 2003's 5.8 percent.

While rising interest rates tend to dampen
the demand for housing, job growth increases
the demand. On balance, we expect housing
starts to fall slightly for 2005 to a level of 1.85
million units, down from the 1.93 million units
expected for 2004. This is still quite strong
by historical standards. The single-family
component of housing starts is likely to set a
record during 2004. Multi-family is not quite
as strong because more families can afford to
own rather than rent.

Existing home sales have been strong
during 2004, after setting a record of 6.1
million in 2003, and should also remain strong
during 2005. The National Association of
Realtors (NAR) forecasts existing-home sales
to rise 5.7 percent in 2004 to 6.45 million.
New-home sales should also hit a record,
increasing 10.8 percent to 1.20 million in
2004.

Expenditures for home additions and
alterations are expected to be strong because
homeowners’ equity has increased with rising
home prices. High oil prices could produce
a further rise in prices for certain building
materials.

Low interest rates and the strong housing
market during the past year put upward
pressure on home prices. The median

B ecause interest rates have remained at

existing-home price will continue to show
above normal appreciation, rising 7.3 percent
in 2004 to $182,400. The median new-home
price should increase 8.3 percent this year to
$211,100. The rising cost of building materials
has been partly responsible for upward
pressure on home prices.

The low mortgage rate environment
has also led to a strong demand for
condominiums (condos) by people who
might otherwise rent because they could
not afford a home mortgage—especially
first-time homeowners. In many areas of the
country, condo converters have been buying
apartments at unprecedented prices and
converting them into condominiums.

Primarily due to low mortgage interest
rates, housing has been relatively affordable,
with the NAR Housing Affordability Index
at 127. This means a family at the median
income level is earning 27 percent more than
needed to qualify for the median-priced home.

Interest in commercial real estate by
investors has also been unusually strong
during 2004 and is expected to continue
during 2005. Investors who have been
disappointed with the performance of
the stock market and have a renewed
appreciation for the importance of
diversification are looking to commercial real
estate as a way to balance their portfolios.
This can be done in a number of ways,
including direct real estate investments or
purchasing shares of publicly traded real
estate companies, such as real estate
investment trusts (REITS). The share price
of REITs like Simon Property Group, which
owns malls, and Duke Realty, which owns
office and industrial properties, has risen
significantly over the past year. <

Housing starts should fall slightly to a level of 1.85
million units, down from the 1.93 million units expected
for 2004. This is still stronqg by historical standards.
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