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2006 in Review: A quick look back

by John de Carvalho, CFA
2006 turned out to be a better year for investors than most predicted, and also showed investors that the U. S. economy was more resilient than expected. The overall domestic stock market posted its fourth straight year of gains. Two of the three major indexes achieved double-digit gains in 2006, aided by a record $1.78 trillion in mergers and acquisitions. The Dow was up 16.29% this year, its strongest growth since 2003, and has hit record levels numerous times since first closing at 12,011.73 on Oct. 19. The S&P 500 added 15.79% for the year, with seven straight months of gains during the year, while the Nasdaq added 9.52%. The Russell 2000, which is comprised of smaller companies, returned 18.37% for the year, the eighth straight year that small cap stocks have outperformed their large cap brethren.

The solid performance was not confined within our borders, with foreign equities faring even better. Moreover, the U.S. stock market, in spite of its solid performance in 2006, was the second worst performing developed market during the year. (Japan was the worst at +5%). According to an article in U.S. News & World Report, the average European stock fund gained 33%, Latin American stock funds averaged 44% returns, and powered by China’s whopping 80% return for the year, Emerging Asian funds did the best of all, climbing 46% on average. 

It was not a smooth ride upwards, with volatility returning to the stock markets this past year. The year started with a bang, as equities carried the momentum generated at the end of 2005 into 2006. However, the market got ahead of itself, and the froth that developed was quickly whisked away in May. Some attribute the return of investor risk awareness to the Bank of Japan, which hiked interest rates unexpectedly, thereby removing some of the global liquidity that had been a trait of the world’s markets during the first quarter. More importantly, this action shocked the global financial system into a rapid pullback. 

By the end of the year it seemed the mid-year risk aversion investors experienced had diminished, as markets soared past the highs achieved in May. Despite these recent high water marks, the financial markets appear to be reasonably valued. Moreover, earnings among S&P 500 companies have attained double-digit growth in 18 consecutive quarters through the third quarter of 2006, so the solid returns seem justified. 

Much of the market rally was fueled by the Federal Reserve Open Market Committee’s decision to leave interest rates unchanged in August, after increasing them 17 times from June 2004 through June 2006. Also fueling the rally were plunging oil prices. Oil dropped from a high of over $80 per barrel to a low of  $60 per barrel to end the year. This economic data has led many on Wall Street to believe that the economy has well withstood the Fed's rate hikes and the impact of record high oil prices. 
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2007 Economic Forecast
After such a strong performance by the markets in 2006, investors are wondering if 2007 will hold much of the same, even while there are concerns that a continuing decline in housing and a weakening U.S. dollar could lead to a recession. However, the majority of money managers do not believe these concerns will come to fruition. There is a growing confidence among economists and investment managers that the Federal Reserve has engineered a soft landing for the U. S. economy, which bodes well for the financial markets. The combination of historically low interest rates, low inflation expectations, strong corporate balance sheets and a  slow growing, but non-inflationary economy are positive signs for the U.S. and global equity markets. 

Even though the U.S. economy continues to slow, corporations are flush with cash, corporate profits remain solid and equity valuations could be construed as undervalued. Most investment managers expect 2007 will be a very good year for domestic equity markets. Moreover, some market pundits point to history as a precursor of the future, noting that the third year of a presidential cycle is usually the best for stocks. During the past 50 years, the domestic equity markets have not experienced a decline in the third year of a president’s term. 

The biggest concern for the economy in 2007 remains the housing market. After enjoying a remarkable run the past few years, the housing market noticeably cooled in the second half of 2006. Recent data showing a pick-up in new and existing home sales has suggested the housing market may have bottomed. At the end of the year, total housing inventory fell 1% to 3.82 million units of existing homes available for sale, showing some improvement as we start 2007. Others believe new home sales have risen recently due to the many large incentives and discounts homebuilders are offering in order to move inventory. There is some credence to this conjecture, given the fact that home prices declined for the fourth month in a row. The national median price for home sales of all types fell to $218,000, down from $225,000 a year ago. Mortgage rates in the latter half of the year reached near-term lows and brought some buyers back into the market. Yet, housing starts and permits, along with mortgage applications, continue to trend down, and there continues to be a record number of unsold new and used homes. Builders are still very wary of static inventory levels.

Additionally, real estate market “bears” point to the notion that there is usually a lag of about a year to a year and a half between falling home sales and price declines. The rationale behind the lag is that sellers are attached to their homes and fail to see the reality of the market. As time passes, sellers are confronted with, and slowly accept, that their home may not be worth what they have listed it for, leading them to lower prices. All in all, there are a number of mixed signals coming from this important sector of the economy, making it unclear whether the housing market has truly bottomed. 

Despite the concerns around the impact of housing on the economy, recent policy statements from the Fed do not portend the lowering of interest rates in the near term. The Fed holds to their belief that it is still too early to relax inflation concerns. The Fed is taking a wait-and-see approach to identify whether the drop in inflation is due to one-time events, such as the drop in energy prices, or whether the increase in last year’s price pressures are truly unwinding. Is the Fed posturing to maintain credibility? Perhaps. Many economists believe another interest rate hike is unlikely, and the Fed may even cut rates by summer. 

A potential negative outcome of the strong performance by domestic companies recently may be that expectations regarding earnings growth may be overly optimistic, a possibility that warrants close scrutiny over the ensuing quarters. Through the third quarter of 2006, companies that comprise the S&P 500 have enjoyed 18 consecutive quarters of double-digit earnings growth.  While there are no immediate signs of a let-up in corporate earnings growth, the risk remains that earnings forecasts may be markedly optimistic, given such strong performances quarter after quarter.

Allocation – This is by far the most important aspect of portfolio construction.  RGIA recommends establishing and adhering to a diligent and dedicated portfolio strategy that considers portfolio objectives (return and risk objectives), investment time horizons, liquidity requirements, tax situation, and any individualized circumstances that may impact portfolio objectives. 

Portfolios that may have drifted from their target allocations due to market performance should be re-balanced back to the target allocation in order to ensure the portfolio is aligned with the intended long-term objective. Given market conditions, RGIA is currently recommending clients tilt their market capitalization to a large-cap bias by allocating 60% of domestic equity assets to large cap. We believe the market will return to a more risk-adverse posture and favor quality companies as the economy slows. Should earnings expectations prove to be too optimistic, evidence that earnings have indeed peaked, the flight to quality, larger companies will be accelerated. Moreover, if the dollar continues to weaken, as expected, large, domestic multi-national firms will benefit as exports become more competitive.

Bonds – Without any clear indication as to the direction the Fed will take with interest rates, and since we are still in the throes of a flattish yield curve environment, RGIA continues to recommend buying fixed income securities on the short end of the yield curve and/or adjustable rate investments.  Inflation, although it seems to be abating, remains a concern for the Fed. Labor markets remain tight and wage growth provides fodder for worry. 

RGIA’s outlook for corporate bonds is a bearish one. As credit risks grow, it is our opinion that credit spreads between Treasuries and corporate bonds will widen. In the near-term, it appears more and more likely that short-term rates will not change dramatically from their present levels. This is counter to the prevalent thought among bond traders in the latter half of 2006, when many expected that a rate cut in the first quarter of 2007 was likely.

Stocks – The economy proved to be quite resilient as it withstood two years of interest rate increases along with record energy prices. Moreover, the soft versus hard landing argument for the economy appears to have shifted to a soft versus no landing argument. The overwhelming confidence among money managers that the domestic stock market will enjoy a stellar year is enough to cause concern. Nevertheless, with an eye toward caution, RGIA believes that the ingredients are present for a strong domestic stock market in 2007. Inflation does appear to be abating and should the Fed choose to lower interest rates, domestic exports will become all the more competitive. 

The other factors that inspire confidence that the stock market will perform well are the continued resiliency of consumer spending, and the pick-up of business spending in 2006. Despite record debt burdens, increasing interest rates and the slowdown in housing, retail spending remains solid and personal income continues to rise. Moreover, personal spending is also rising, as consumers remain confident in the future. With consumer spending accounting for roughly 70% of economic growth, the outlook for stocks appears sound.

Return Expectations – RGIA assumes a prudent approach to our expectations for the stock market in 2007. Whereas some managers are expecting returns in the low teens, at a minimum, RGIA expects the domestic stock market to provide returns between 8-11% (depending on your allocation) for calendar year 2007.

Style – As mentioned earlier, the U.S. economy has slowed dramatically from the early part of 2006. Should the economy arrive at a soft landing as earnings peak and decelerate, credit risks increase, and the housing market slowdown works its way through the economy, investors should seek quality investments with a history of consistent earnings growth. This all points to a resurgence in the large cap growth style. In spite of the fact that managers have been calling for the return of large cap growth for a while now, this may finally be the year large cap growth leads the domestic market in performance. Consistent with history, growth tends to outpace value during the later stages of a bull market.  RGIA recommends clients over-weight growth style investments 55% relative to value style investments at 45%.

Sectors  - Last year we were calling for technology to outperform the overall market. By the end of 2007, it may be apparent that we were one year early with our prognostication. Thus, we are going to repeat our forecast from last year that technology will outperform the overall market. In doing so we may have more reason to believe technology will outperform this year than we did last year. Many technology firms, especially the large cap techs, are highly profitable and have reasonable valuations after underperforming for years. Additionally, many buyer firms have not spent new dollars on upgrading their technology in years, and with recent increases in business spending either in process or budgeted, many of these firms may start spending on system upgrades. This is also the start of a new product launch for Microsoft with the release of the Vista operating system. This usually bodes well for the tech sector. 

RGIA also favors the financial services sector, especially the asset managers and firms that derive a growing percentage of revenue from fee-based services. We also favor the health care sector, particularly the medical equipment suppliers who cater to an aging demographic. This sector underperformed during 2006 and appears to be undervalued at current levels. 

International – RGIA believes international securities will continue to prosper in 2007. For domestic investors, a weakening U.S. dollar means that they are likely to continue to allocate more assets to international markets. If the dollar does continue to show weakness, international investments not only get the benefit of individual security appreciation, they also benefit from the currency move. In addition, the U.S. as a percentage of the world’s market cap continues to shrink and there is no reason to believe this trend will reverse. Emerging markets continue to perform well and any pullback should be viewed as a buying opportunity. RGIA recommends a portfolio weighting of 25-30% of equity assets be allocated internationally. 

Conclusion – The economy showed remarkable resilience in 2006, creating a solid footing for the world’s equity markets. The greatest risk to the economy as we enter 2007 remains the housing market. We managed to avert any thought of a recession in 2006, but that specter, albeit a minority opinion, does loom for 2007. Economic pundits now have a better understanding of the yield curve, which when inverted as it is presently, has been the most accurate predictor of a coming recession. Even so, with current economic evidence weighing to the positive side, this inverted yield curve doesn’t appear to foretell a possible recession in 2007.  

RGIA believes that economic conditions are ripe for the domestic equity markets to perform well despite potential headwinds. Moreover, we expect the international markets to continue their solid performance of recent years. It is our opinion that informed asset allocation strategies, along with superior manager selection, will continue to provide solid performance, while controlling overall portfolio risk. 
