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2006 Closes In Style






       January 22, 2007

Happy New Year to you and yours, and welcome to 2007!  Although we so easily slip back into the craziness that is our daily lives, we hope you were able to scale things down a bit during the holidays and really enjoy the respite.

Both the stock and bond markets staged solid rallies in the fourth quarter of 2006.  On the equity side, the S&P 500 was up nearly 7%, international markets rose about 10%, and the stocks of emerging market countries soared a whopping 15%.  The strength of the domestic stock market was particularly encouraging when you consider that, given the results of the November elections, a shift in the balance of power in our government occurred.  Historically, such shifts have made the market quite jittery, but not this time.

On the bond side, short-to-intermediate term bonds rose between 1-2%, high yield debt securities rallied for a gain of just under 4%, and, as with equities, emerging market bonds stole the show with a quarterly gain of about 4.5%.

So how are things shaping up for 2007?  All in all, there’s certainly reason for optimism.  2006 was one of those truly solid investment years, when both the stock and bond markets advanced higher together.  Such instances in the past have typically lead to a positive stock market in the succeeding year.

Using history as our guide, we can also point out that 2007 marks the third year of the current presidential cycle.  Of the four, the third year has consistently turned out to be the best from a stock market return perspective.  From a technical standpoint, it’s also worth noting that the domestic stock market is actually cheaper now (based on the price/earnings ratio of the S&P) than it was when the current bull market commenced back in 2002.

As for the economy, corporate earnings surged in 2006, which gave rise to the hope that the economy might ultimately decelerate, but not enough to send us into a recession – that perfect “soft landing” that you hear about.  Even the housing market has begun to show signs of stabilization.  Strong earnings growth and reasonable valuations are also continuing to make international equities attractive.

So what could go wrong?  Well, aside from the ever-present danger that terrorist attacks present, the biggest threat to the market may well be that there don’t appear to be any big threats to the market.  As odd as that may sound, there seems to be a level of complacency that has set in, as can be seen by the fact that overall market volatility has been quite low of late.

Fortunately, there doesn’t appear to be the rampant speculation taking place that occurred back in the late 90’s.  However, with such relative calm present in the market, we could be in for a more volatile fall if anything unexpected rattles the market.

For instance, there is some concern that the market may have already priced in an expected rate cut by the Fed at some point during the first half of the year.  We’re not so sure that’s going to happen, and would offer that the timeframe for a cut is more likely to be sometime in the second half of 2007, if at all this year.

On the whole, though, there is much reason for optimism going forward.  On the heels of another profitable year, however, it’s critically important to keep one of the most important tenets of successful investing in mind – rebalancing your portfolio.  

As the values of your investments rise, the process of evaluating the changes to your portfolio mix takes on added importance, for such gains may have left you in a position of taking more risk (from an asset allocation standpoint) than we had agreed was appropriate for you.

Thus, it may be more likely than normal that you’ll see some alterations to your portfolio as we go through our process of analyzing the investments from a rebalancing perspective.  As always, we look forward to any questions or feedback that you may have.

Warm regards,

Tony Reed, CPA, CFP

President

