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I
nvestors will remember 2007 as the year of the
sub-prime loan. The speculative investment vehi-
cles conjured up by Wall Street firms to purchase
these loans, combined with the deceptive AAA rat-
ings awarded these investments by rating agen-

cies, wreaked havoc throughout the stock and bond
markets as the housing market began to crumble. The
Federal Reserve responded to this financial crisis with
three quarter-point cuts in short-term interest rates and
a huge increase of liquidity into the financial system.
Despite the turmoil, the Dow Jones Industrials fin-
ished 2007 with a gain of 8.8%, the Standard & Poor’s
500 ended up 5.5%, and the Nasdaq Composite ended
up 9.8% (total returns). Sector selection was critical to
outperforming the market averages.
The energy (+32.4%) and materials
(+20.0%) sectors posted the best
returns, while the consumer discre-
tionary (-14.3%) and financial (-
20.8%) sectors saw huge declines.

We forecast in our 2007 Market Out-

look that the divergence between
explosive growth in developing
economies and slowing growth in the
U.S., led by housing, would continue
to lead to rising energy prices and market leadership
for the energy, industrial and material sectors. We pre-
dicted that employment growth would slow, the dollar
would decline, the core inflation rate would near 2%,
and that the yield on the 10-year Treasury would
decline towards 4%. We were slightly too optimistic in
expecting the Fed to lower interest rates in the first
half of 2007, but they did come through with three
rate cuts in the second half of the year in response to
the credit crisis. Our belief that alternative energy
would become main stream is still up for debate, but
we see this as a continuing trend. Our avoidance of

the consumer discretionary sector proved prescient as
the rapid decline in housing and slowdown in con-
sumer spending unfolded. 

Our greatest miscalculation last year was in presuming
the financial sector would outperform in response to
lower short-term interest rates and an increase in
money supply. While we did forecast the meltdown in
the sub-prime lending market and the mortgage-
backed securities that held these loans (review our
March 1, 2007 Outlook) we did not anticipate the
impact that sub-prime debt would have on the rest of
the credit markets. We believe the ABX Index was the
prime culprit in the sector’s poor performance. This

index, compiled every six months to
reflect the value of mortgage-backed
securities, represents a mere $28 bil-
lion in a market that exceeds $1 tril-
lion in value. The index is vulnerable
to significant manipulation by specu-
lators. Financial institutions were
forced to value all the mortgage-relat-
ed securities on their books in accor-
dance with the ABX Index, leading to
massive write-offs and reductions in
capital which they use to lend. We

believe these losses are significantly overstated. We
think financial institutions have written off more than
is required in order to reduce their taxable revenue.
When the value of these securities is realized, it will
not be a taxable event, but, in our opinion, it will
increase capital, book values, and share prices. 

Our forecast for 2008 is grounded in the belief that
the U.S. economy will avert recession as the mid-cycle
slowdown which began last year continues to devel-
op. We will hear much throughout the year about
recession, because it will feel like one for the average
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American, yet we believe the economy will continue
to expand, albeit at a paltry rate of 1.0-1.5%. We see
some narrowing in the growth divergence between
developing and developed markets that may lead to a
significant correction in developing stock markets, but
we view this as a buying opportunity. The developed
economies of Canada and the U.K. are now cutting
interest rates as the U.S. does, just as developing
economies have begun to increase rates. We may also
see a significant correction in broad-based commodity
indexes due to slower developing world growth, but
this will also be temporary. 

O
il prices should spike above $100/barrel in
early 2008 and remain in a range of $80 to
$100 throughout the year, but we believe a
more significant event for the energy mar-
kets will be a huge increase in natural gas

prices. A significant decline in Canadian natural gas
production, which represents about 15% of U.S. con-
sumption, will crimp the available supply to the U.S.
and drive prices up as much as 50% in 2008.

Despite recent concerns over headline inflation, we
think deflation will resurface as a greater concern in
2008. We see declining home prices and wage growth
as the drivers behind a deflationary trend. Restrained
wage gains will limit the ability of companies to pass
along higher food and energy costs, and the huge
increase in global liquidity, which is increasing capaci-
ty and supply, as opposed to increasing demand, will
limit the rise of core inflation.

We believe the dollar and long-term interest rates will
bottom in 2008. A global economic slowdown and
foreign central banks rate cuts will support the dollar,
and weak employment growth in the U.S., combined
with stable core inflation rates, will limit a significant
rise in Treasury yields.

We don’t see a bottom in the housing market in 2008.
Home prices will continue to decline throughout this
year, reaching a bottom sometime in 2009, at which
point prices nationwide will have declined 20% or
more from their 2006 peak. 

The negative wealth effect from declining home prices
will reduce the rate of growth in consumer spending
to recessionary levels. Employment growth will slow
well below 100,000 per month and the unemployment
rate will rise above 5%.  We believe the Federal
Reserve will be forced to lower short-term interest
rates at each of its next four meetings, resulting in a
Fed Funds rate of 3-3.5%. 

Despite all the headwinds for the consumer, the hous-
ing market, and the U.S. economy, we see potential
for above average gains in the stock market. The Stan-
dard & Poor’s 500 is extremely undervalued relative to
bonds and real estate. Furthermore, historical data
shows that when the Federal Reserve cut interest rates
three or more times coinciding with economic growth
of one percent or less, the stock market returns signif-
icant gains.

We remain fully invested in our investment portfolios
and favor the energy, industrial, material and technol-
ogy sectors as we enter 2008. The financial sector will
recover its losses from 2007 as the Fed cuts rates, the
yield curve normalizes, and the credit crisis eases. We
continue to avoid the consumer discretionary sector
and the healthcare sector. Healthcare has historically
outperformed during periods of slowing economic
growth, but we remain concerned about the negative
investment implications of potential policy changes as
a result of a Democratically led Congress and the
probability that the Democrats win the White House
in 2009. We continue to emphasize growth over value
and large-to-mid-sized global companies over small
companies.


