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As we head into the second half of 2009, we would like to discuss a few key subjects on our minds and the minds of our clients.  For many of us, each year seems to pass more quickly than the last.  Thus, investors get frustrated as the economy flounders and the downturn continues.  The question on everyone’s mind is:  When do things improve from these levels – and how long will it take?

Honestly, no one can know when things will “get better”.  In every household, it’s a case by case basis, driven by monthly cash flow requirements.  What we do know is the capital investment markets will recover first – usually well before the economy, housing, or the unemployment numbers – get better.  

With the major economic downturn that has reduced household wealth in the U.S. by over $2.5 trillion in the past two years via lower valuations of investment portfolios and real estate; what are the issues investors face and how are we responding to the situation?

Main Focus:  Our main focus at American Financial Advisors (AFA) is to understand our clients’ goals and help maintain their desired lifestyle with a strategy designed to weather financial storms.  The most reasonable path to success is achieved by building portfolios that address a client’s cash flow needs with regard to both short and long term goals.  We do this with a chosen combination of asset weighting within the stock/equity and bond/fixed income arenas. 

The biggest challenge we tackle as advisors is an investor’s emotional reaction to market declines.  We know the markets can remain irrational longer then investors can stomach the volatility and losses.  This is why a diversified, disciplined strategy is so critical in times like these.  Investors focus on the latest news versus looking further over the horizon.  A good plan helps mitigate this tendency. 

Philosophy:  We have a sound, time-tested philosophy that emphasizes a diverse mix of holdings intended to manage the specific risk of each asset class.  It is very common for the diversified “buy and hold” strategy via indexing to be criticized during a market correction or financial crisis.  

Our response and guidance is that we have yet to see any comprehensive study that shows market timers or active stock pickers/fund managers who can point to a consistent, reliable track record that does any better than diversified indexing – with less risk and lower costs.  

In fact, the current downturn once again provided market timers and active stock pickers/mutual fund managers a golden opportunity to prove their value.  So we ask – why aren’t they being highlighted or touted by industry overseers like the Wall Street Journal and Morningstar?  And why haven’t their returns significantly out-performed a low-cost “buy and hold” strategy?  

If market timers and active fund managers can do what they claim is their bread and butter, shouldn’t they have made a killing in this volatile environment the past two years or in 2000-2002?  Where are the higher returns with real dollars in the real market place?  Investors continue paying a high price for a promised holy grail that has yet to materialize and is especially tough to identify in advance – if ever – or at all.    

Added Value:  There is an inherent value that comes with lower fees – based on our AFA fee structure.  Equally important is the frugal search and emphasis placed on the selection of the low-cost investment vehicles that make up each portfolio.  We know this combination can add an additional 1-2% annually to the potential rate of return a portfolio experiences over time.  It also removes less seed capital from a client’s portfolio during both the good and bad times.  


We see many investors are paying much more in both costs and fees at other firms – and don’t realize it.  Yet they haven’t fared any better over the long haul and especially during the current downturn.  In fact many are doing worse, simply due to the higher costs and fees they are paying across the entire spectrum.  

One of our competitors charges clients 2.5% annually and holds no bonds to provide income for their clients.  In a word – this is unwise, especially in an environment where the stock market might only average 6-7% annually.  Bonds of all types have been a less volatile watershed during this decline in the stock market and we have continued increasing those allocations as the market got worse. 

At AFA our total costs on our managed portfolios average 1% total, including the investment vehicles that comprise the portfolios, as well as our management fees and the costs of trading.  This is a major cost advantage that our clients have over their friends and neighbors, whether they fully realize it or not.  This is especially true in a “low return” environment.  

Inflation:  The debate will continue to rage in the media and academic circles over whether the potential for much higher inflation exists if the Bernanke Fed and Geithner’s Treasury Department don’t deftly control the money supply to head off much higher inflation in the next couple of years.  

Again, no one can truly know where we are headed since this current meltdown has placed our financial system in uncharted waters.  We have similar historic parallels, but in truth, each and every financial crisis has been different and required flexible tactics to return to sure footing.

Market Leaders:  Our guess is that the U.S. could end up being stronger than predicted by much of the negative pontificating in the media.  There is a good chance the U.S. will ultimately lead the rest of the globe out of this debacle.  China and Brazil will also be strong contributors – but it is the recovery of the U.S. consumer that will drive a sustainable “recovery”.  That said however, with unemployment topping 10%, we could be in for a longer time period to recover than “normal”.

Unemployment:  This is always a lagging indicator in any recession.  It is the last to occur as companies slow down and it is the last to recover as the economy picks up speed.  This time around, it has been more severe than most recessions – but nowhere near the unemployment rate of 25%+ during the 1930’s.  Unemployment has also been a large contributor to the increasing rate of home foreclosures and small businesses who closed or declared bankruptcy.  Again, the capital markets and the economy will improve long before the unemployment rate drops back down to around 5-6%.

Housing:  Prices appears to be falling slower and finally stabilizing despite increased foreclosures.  Homeowners have reached their limit on how little they can accept to sell their homes.  Those bargains – along with lower interest rates – have made it a buyer’s haven and home prices will gradually begin to creep higher over the next five years.  As we pointed out months ago – those areas that were valuable before will be valuable again based on the ageless dynamic of location, location, location – for all the same reasons as before.  As Will Rogers famously quipped, “Buy land – they ain’t making any more of it.”  As part of a diversified strategy – real estate has always made good sense – both residential and commercial.

As always, we sincerely appreciate your business and value our relationship with you.  Please feel free to call us or e-mail any questions about your portfolio or other financial matters.  If you have friends, family members or neighbors looking for advice or an investment manager with a sound strategy and the added value of lower fees, please have them give us a call to set up an initial phone conference or personal meeting in our office.

Respectfully,   

Your friends at American Financial Advisors, LLC
The information contained herein has been obtained from sources believed to be reliable but accuracy cannot be guaranteed.  The contents are presented for informational purposes only, should not be assumed to make any recommendations of securities, and should not infer that anyone may rely on this newsletter as a basis for any specific type or style of investment.
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