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Economic Review

The second quarter brought finalized first quarter data. We were informed that first quarter annualized real GDP was finalized at 0.7%, which is a slight adjustment from the preliminary estimate of 0.6%. The housing market continues to be a substantial weight on growth, subtracting roughly 0.9% from growth. In a recent Barron’s article it was stated that $800 billion in adjustable-rate loans will have their interest rates reset in 2007-2009, which poses a substantial threat to residential mortgage-backed securities. Exports grew, which added to growth, but were offset by declines in personal consumption expenditures and gross domestic investment. 

During the second quarter, large swings in energy prices led to considerable volatility in headline inflation. After falling to 1.3% in October 2006, it has reaccelerated to a 2.7% rate in May. The good news is that the year-over-year core CPI rate is currently running at 2.3% for May, which is significantly below the high of 2.9% reached in September of 2006. Monthly growth in core CPI also continues to moderate, coming in at 0.1% for May, which is a decrease from the 0.2% reading in April. Growth should improve throughout the remainder of 2007, with plenty of cash on the balance sheets of corporate America to fund investment and hiring, and the weaker dollar will enhance exports. Growth is anticipated to remain below potential, hovering around 2% for the year, down from the 3% of 2006. This below-potential growth, coupled with a moderation in energy prices, should cause inflationary pressures to abate later in the year. This scenario sets the stage for the Federal Reserve to hold rates steady at the current, mildly contractionary rate of 5.25% for the rest of the year. 

Financial Markets Review

Domestic Markets

Second quarter stock market performance was a continuation of the rally that started at the end of the first quarter. However, June was a time for many investors to digest the gains made in the first two months of the quarter, leading into earnings season in July. The Dow Jones Industrial Average hit a series of new all-time highs, briefly eclipsing the 13,600 level and gaining 8.53% for the quarter. Near the end of May, the S&P 500 Index finally surpassed its March 24, 2000 record close of 1527.57, which it had achieved at the peak of the late-1990s technology bubble. For the quarter overall, the S&P 500 returned 6.27%. The technology-heavy Nasdaq Composite Index, while still a considerable distance from its all-time high above 5,000, nevertheless notched a new six-year high and temporarily exceeded the 2,600 mark, ending the quarter ahead by 7.50%. A surge of corporate buyout activity during the quarter helped propel the markets higher. The high profile deals included high-end apartment landlord, Archstone-Smith, being bought by Tishman Speyer and Lehman Brothers; Chrysler purchased by Cerberus; Microsoft acquired aQuantive; and Wachovia obtained AG Edwards. Private equity firm Blackstone capitalized on the market’s appetite for access to mergers and acquisitions by going public. In doing so the firm also allows the founders to divest their interest, while obtaining a permanent, flexible funding source. Rupert Murdoch’s bid to acquire Dow Jones, and real estate mogul Sam Zell’s purchase of Tribune also made business headlines. All of this, and more, has led to a continued shrinking supply of equities. Stocks remain relatively resilient, as tame inflation expectations have maintained the solid equity valuation landscape. As a growing proportion of revenues are derived outside U.S. borders, strong global growth continues to support earnings growth for U.S. companies.

The best performing sectors in the S&P 1500 during the quarter were Energy (+14.16%), Technology (+9.92%), and Industrials (+9.75%); while the worst performing sectors were Utilities (-1.62%), Financials (1.30%), and Consumer Staples (2.20%). The top performing stocks* for the quarter were Amazon (+71.93%), Aluminum Corp of China (+66.17%), MasterCard (+56.49%), Alcan (+56.13%), and Research in Motion (+46.52%); while the worst performing* were Public Storage (-18.36%), General Growth Properties (-17.41%), Softbank (-16.34%), Starbucks (-16.33%), and Nippon Telegraph & Telephone (-16.05%).

The United States is still the world's bond marketplace, despite concerns about domestic growth and inflation causing bonds to fall during the second quarter. The 10-year Treasury yield fluctuated between 4.65% to start the quarter to a high of 5.25% in mid-June, its first excursion above that mark since the summer of 2006. Treasuries rallied late in June to close the quarter with the 10-year Treasury yield at 5.03%, which is quite a wild ride, to say the least. Against this challenging backdrop, the Lehman Brothers Aggregate Bond Index returned –0.52%. With recent volatility in the bond markets, it is hard to predict, with any degree of certainty, the fate of bonds for the latter half of the year. However, if consumer spending does indeed falter and the continuing recession in housing worsens, this will negatively impact economic conditions, thereby decreasing inflation and subsequently causing long bond yields to fall, yet again. 

International Market

World stock markets again delivered good returns in U.S. dollars during the second quarter. The MSCI EAFE Index, a measure of foreign stocks in developed markets, finished with a 6.40% return on continued foreign currency strength versus the U.S. dollar and positive results from Far East (ex-Japan) markets. Many European markets closed at seven-year highs in mid-June. However, inflation remains a big concern in Europe, especially after the European Central Bank raised interest rates to curb inflationary pressures. As a result, European markets gave back some of their gains by the end of the quarter based on fears of further interest-rate hikes. In mid-June London's FTSE 100 index climbed to its highest closing level since September 2000, but then retreated, ending the quarter up 4.8%. Germany's DAX Index ended the quarter up 16%, helped partly by the strong performance in stocks of companies in the technology-and-industrial sector. The Paris CAC 40 Index rose 7.5% for the quarter.

Japan’s Nikkei Stock Average rose 4.9% for the quarter. Many investors had been expecting the Japanese market to be stronger, given its steadily expanding economy and corporate profits. In spite of this, neither the economy nor companies produced any surprises or expansion spurts, leading investors to pull money out of funds that invest in Japanese stocks.

Many emerging markets have been on a steady pace of appreciation after a global first-quarter selloff. In late February, developing markets were hit hard after a nearly 9% drop in China's Shanghai Composite Index. Conversely, most emerging markets shrugged off an 8% one-day decline in the Shanghai index in June. The Dow Jones World Emerging Markets Index jumped 15% in the second quarter, compared with a 4.2% rise in the first quarter. Strong corporate earnings, steadily expanding economies and a declining U.S. dollar, have driven most emerging markets. The Shanghai Composite Index rose 20% for the quarter, despite measures by the Chinese government to curb investor speculation, placing China among the best performers. Other Asian markets posting double-digit gains included Hong Kong, where the Hang Seng Index ended the quarter up 10%, and South Korea, where the Korea Composite Stock Price Index jumped 20%. India has been facing concerns about an overheating economy and the central bank has raised interest rates twice this year to fight inflation. The rate hikes did not dissuade investors, however, as double-digit corporate earnings caused the Bombay Stock Exchange to rise 12% during the quarter. Brazil was a top performer, helped by rising oil prices, as the Bovespa Index ended the quarter 19% higher. China and Brazil are still the best performers of the BRIC countries with India improving strongly, but Russia remained the laggard with a loss of 2.3%.

Conclusion

Despite the challenging backdrop of slowing economic growth, a housing market recession, high energy prices and rising long-term interest rates, the stock market achieved impressive performance during the second quarter. Going forward, in an effort to gauge the pace of economic growth and inflation, the stock market will likely over-react to the release of any economic data even more than normal. The increase in short-term volatility will be due to uncertainty caused by the continued fallout from the subprime mortgage market and persistent weakness in the housing market. To the degree this impacts the consumer, and whether investors shift from stocks to bonds in hopes of capturing higher yields with less volatility, remains to be seen. However, the strength of the global economy, corporate earnings, reasonable equity valuations, and continuation of an historically low interest rate environment will provide investors and consumers with optimism which should move the markets higher as the year progresses. The importance of not being swayed by short-term market and economic data will become more important as we move through what may be, in hindsight, a mid-cycle slowdown. Diversification via proper asset allocation will help mitigate volatility and keep clients on track to meeting their investment goals. 
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*The best and worst performing stocks on the New York Stock Exchange, American Stock Exchange, and Nasdaq National Market, ranked by percentage change, for the second quarter of 2006. All issues trading with market caps below $100 million were excluded.


