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Economic Review

Annualized real GDP for the fourth quarter was finalized at 2.5%, which is up from the preliminary estimate of 2.2% provided in February, but markedly down from the advanced estimate of 3.5% given in January. Housing remains a burden on growth, subtracting approximately 1.2% from real GDP. Housing data suggests that unsold inventories are still out of balance and more cuts in homebuilding are ahead. New home sales surprised on the downside in February, after existing home sales had done the opposite the week before. Sales fell 3.9% to 848,000 in February from a substantially downward revised January figure. Inventory levels have stabilized at roughly 550,000 units, but the lower pace of sales means the “months supply” of unsold homes rose to 8.1 months from 7.3 and 6.1 in the prior two months. The inventory overhang will depress housing production until at least mid-year and there is unlikely to be any meaningful recovery in this production until early 2008. The good news recently is that weekly mortgage applications for home purchases have been relatively stable, in the same range seen in 2003 when interest rates first hit their lows.

When reported, first quarter GDP growth should exhibit some weakness, as the economy has been soft due to inventory corrections, housing and weak capital spending. Surprisingly, however, consumption has been healthy, although not robust, despite the continued downturn in housing, the decline of the subprime lending market, and another round of oil price increases. The consensus expectation is that housing should bottom in 2007, some expect as early as mid-year, and that business spending will improve as well. Given these expectations, it is certainly not unreasonable to forecast GDP growth for the year in the range of 2.3-2.5%. The primary risk to near-term growth continues to be problems in the mortgage market that spill over into the broader financial system. Current data does not suggest that this has occurred, but it is not out of the realm of possibility.  

The economy should be led by foreign demand for U.S. goods (especially from Asia) and an improved performance from capital spending, with equipment purchases joining nonresidential construction strength outside of commercial retail. The dollar is nearly 30% below early 2002 peak levels, but trading in a relatively narrow band over the past several months, as the U.S. economy remains an attractive investment destination as well as safe haven. A return to a declining dollar is expected, however, largely based on a mild U.S. slowdown versus healthier growth abroad, while major central banks slowly raising interest rates with the U.S. Fed on hold at least until mid-2007. This dollar decline makes domestic goods more attractive to foreign purchasers and could cause U.S. exports to increase. Cost-push inflation pressures are building modestly, mainly through unit labor costs, but the economy is also weaker than previously thought, leaving the Fed on extended pause this year. Further tweaking of policy will depend on incoming inflation and resource utilization data. Core CPI inflation should average about 2.5% in 2007. To the extent there is inflation pressure in the near future, it would more likely come from labor costs than anything else. Productivity growth is forecast to grow 2% to 2.5%, but strong compensation gains should still leave unit labor costs growing in that same range over the next two years.

Financial Markets Review

Domestic Markets

First quarter earnings for the S&P500 look increasingly likely to slip into single-digit growth for the first in nearly four years. Other headwinds include a longer than anticipated interest rate pause rather than a rate cut, continued housing declines, and the uncertainty regarding the amplitude of the economic slowdown. In light of these factors, investors still made out fairly well in the first quarter of the year. For the quarter, the S&P 500 gained 0.6%, the Nasdaq Composite returned 0.3%, the Dow Jones Industrial Average fell 0.9%, and the Russell 2000 gained 1.7%. Small and mid caps outperformed their large cap counterparts, while international stocks outpaced domestic securities. Both of these trends are familiar patterns for investors. Mid cap value turned out to be the best performing domestic asset class, gaining 4.4% for the quarter. Interestingly, mid caps were the only domestic sector where value outperformed growth. Growth outperformed value among large and small caps. 

The best performing sectors in the S&P 1500 during the quarter were Materials (+9.11%), Utilities (+7.64%), Telecommunications (+6.29%), and Energy (+2.32%); while the worst performing sectors were Financials 

(-3.29%), Technology (-0.36%), and Consumer Discretionary (-0.23%). The top performing stocks* for the quarter were MEMC (+54.78%), Southern Copper (+36.57%), Medco Health Solutions (+35.72%), ABN AMRO (+34.23%), and Volkswagen (+33.85%); while the worst performing* were Countrywide Financial

(-20.49%), Amgen (-18.20%), Symantec (-17.03%), Alcatel-Lucent (-16.88%), and PetroChina (-16.83%).

The returns for the first quarter look somewhat benign, but the quarter’s activity was anything but. As the year started it looked very much like we were continuing the momentum created from 2006, but all that changed on February 27. On that morning many of us awoke to discover that several Asian markets had tumbled approximately 9%, which in turn provoked the decline in the U.S. markets. Add to that the headline grabbing collapse of the subprime mortgage market, and the equity markets’ plunge worsened. Amazingly, the equity markets have snapped back in rapid fashion, as we have rallied off the lows. 

The bond market was the benefactor of the equity market decline. The yield on the 10-year Treasury was sent to 4.6% from a high of 4.9% in late January. Most of the gains bonds made during the quarter were earned in the last four weeks of the quarter. The bond rally was further fueled by former Fed Chairman Alan Greenspan who suggested that a U.S. recession by the end of the year was a possibility. Countering Greenspan’s comments are an employment picture that remains robust, strong corporate balance sheets, a resilient consumer and the lack of evidence that the subprime debacle has trickled through to the general economy.

International Markets

Due to the substantial appreciation of international markets in recent years it is easy to assume that the risk profile of the international marketplace has risen in stride. However, earnings have risen just as fast. Therefore, from a valuation standpoint, they are not more expensive than they have been in years past. Moreover,  in the context of the global inflation and interest rate environment, international stocks remain an attractive investment option. Although foreign economic growth has slowed as U.S. growth has moderated, the international stock market environment remains generally positive. International central banks remain in a tightening cycle, which has contained inflation and the inflation risks remain lower than in the U.S.  

The primary trend for international stocks is upward, and the price action is constructive. Furthermore, the momentum for global stocks, compared to domestic stocks and global bonds, is strong. The main risk to international stocks is that they have outperformed for an extended period, which implies there will be an eventual reversion to the mean performance. 

Europe continues to show a declining dependency on U.S. demand, and domestic demand in the Eurozone is now the region’s main driver of growth. Moreover, domestic demand is expected to remain strong. The Eurozone also appears headed for a mid-cycle pause in interest rates, which bodes well for Eurozone equities. The U.K. is still in a tightening cycle, however, and a further interest rate increase is expected. The overall picture for equities in the U.K. remains positive, but not as optimistic as in the Eurozone. 

The Japanese equity markets have firmed up after a soft 2006.The Japanese economy expanded at a robust rate of 5.3% in the fourth quarter. The Bank of Japan’s response to the strong growth was to increase interest rates by 25 bps, which was widely criticized because the economy remains deflationary on most measures. The BoJ has indicated that they do not intend to tighten for a period of time, which most consider at least until the end of summer. Based on this information, monetary policy is accommodative to support the current level of activity, and when considered in conjunction with a weak yen, there is a positive setting for improving performance. 

Emerging markets continue to grow faster than developed markets; however slower growth among developed nations will likely pull emerging market growth down with it. Additionally, due to the extended appreciation that many emerging markets have enjoyed, companies in the region are no longer cheap. For these reasons, we exercise caution and recommend positions that may have become extended due to recent appreciation be scaled back to their normal range.

Conclusion

Moving forward, we still believe that our original year-end forecast of 7-9% returns is not out of the realm of possibility. Albeit, with a slower than anticipated start, it makes the target more difficult to achieve, even though the environment for stocks appears to be constructive. As the economy continues on its path of slower growth, investors will be focused on corporate earnings in the coming weeks. The first-quarter earnings season will dictate the pace in the markets from mid-April to mid-May. It is our opinion that with the release of moderate economic data, investors will be looking for stocks with good earnings momentum and consistent growth.

With the appreciation that small and mid caps enjoyed in the first quarter, which is a continuation of the trend of recent years, large cap companies appear more attractively priced. Thus, RGIA remains committed to our recommended domestic equity weighting which includes an overweight position in large cap of 65%, and weightings of 25% to mid cap and 10% small cap. Moreover, as mentioned earlier, with economic data moderating and the subprime fiasco, it is our opinion that investors will be seeking consistent earnings growth. Therefore, RGIA maintains our recommendation to slightly overweight growth stocks. At the end of the first quarter growth outperformed value, except in the mid cap space. It is our opinion that this trend will continue. Finally, we recommend international stocks represent at least 30% of the total equity allocation. With respect to fixed-income, we recommend investors stay with ultra short maturities and adjustable rate notes.
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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.


