
 

 
 

2006 YEAR END REVIEW: GREEN RIVER 

“"You're gonna find the world is smould'rin'. And if you get lost come 
on home to Green R ver." John C. Fogerty  i

The leader of Creedence Clearwater Revival could have been writing about nonchalant 
investors in 2006 (rather than Viet Nam in 1969), who turned aside from global conflict to 
ride a green river of liquidity (money), producing robust returns nearly everywhere as the 
global economy hummed along. Along the way, investors have become utterly complacent 
about managing risk. 
 
2006 will be noted as the year in which private equity funds came to dominate U.S. capital 
markets by replacing the hedge fund arena as “the place to go for extra returns”. As we have 
long noted, large institutional funds globally (especially pension funds) are desperate to earn 
returns which will enable their assets to grow to meet future liabilities. (It’s not like the good 
old days, when you could buy a 30 year Treasury Bond at 8% and say “mission 
accomplished”.) This ongoing “funding gap” has created a sense of carelessness and near 
utter disregard for risk as these managers buy on faith and hope, rather than sound 
fundamentals. In many areas, such as junk bonds, U.S. real estate trusts, and select stocks, we 
are certain investors currently overpaying for these assets will regret their actions.  
 
First, let’s have a look at broad market returns at year end: 
 
 

 
Last 12 
Months 

Three 
Years Five Years Ten Years 

S&P 500 15.80% 10.43% 6.19% 8.42% 
Value Line 
Composite 9.55% 8.07% 4.38% 2.00% 
Citigroup 5 Year T-
Note 2.52% 1.64% 3.82% 5.27% 
Lehman Five Year 
Muni 3.34% 2.33% 4.04% 4.69% 
Citigroup 3 Month 
T-Bill 4.76% 2.99% 2.35% 3.67% 

CPI 2.50% 3.05% 2.69% 2.52% 
 
 
Stocks outperformed bonds, as we predicted last January, but by a larger margin than 
anticipated. Larger stocks (and capitalization weighted indices like the S&P 500) did better 
than the average stock (or equal-weighted, or mean, indices like the Value Line Composite). 
In bonds, cash and short maturities produced the best yields.  



 
Longer term, stocks are beginning to approach a more normal annualized rate of return, 
after the long swoon of the Bubble Era, while bonds have gone in the other direction, 
offering meager returns these past few returns after a strong run during the equity collapse 
of 2000-2.  
 
In our mid-year review, we advised that “this tug-of-war between economic growth and 
inflation-fighting by the world’s central banks will determine how the market script is written 
for the rest of this year”. It has clearly ended in favor of equity investors, and we think this 
trend will continue. We look for stocks to best bonds again this year, but by a narrower 
margin, for all the reasons discussed below. 
  

Macroeconomic Outlook 
The U.S. economy put in a solid performance for 2006: 
 

                 
            
 
The economy proved its resilience in the face of a huge spike in energy prices and constant 
warnings of an impending slowdown due to a housing market slump. Inflation (CPI) went 
up and it went down, ending the year at 2.5% for the prior 12 months versus 3.4% for 2005, 
a very nice decline indeed. Along the way, U.S. unemployment remained at a record low of 
4.5%. Similarly, unemployment in the Eurozone reached a 14 year low, and in Canada 
unemployment is at a 30 year low. The whole G-7 world seems to have reached economic 
nirvana, which is full employment with low inflation. No wonder investors are reading more 
and more about this “Goldilocks” global economy. 
 
We predicted that U.S. GDP growth would slow to “2.5-3.0% by year end”, and so it has. 
2007 will be a transition year in a “mid-cycle slowdown”, as the housing market continues to 
struggle and the Fed begins to cut interest rates later this year. However, the low inflation 
global expansion should remain intact, with any slowdown likely to be modest. 
 
The primary risks for the U.S. economy are a rise in protectionist rhetoric and other anti-
business measures as the new Congress gets to work, aided and abetted by the ongoing stock 
options backdating scandal, which has yet to claim its first trophy victim (though Steve Jobs 
of Apple Inc. is being measured and sized up for that ignoble distinction as we write). And 
as GM approaches bankruptcy while China’s trade surplus mushrooms, you can bet the “fair 
trade lobby” will have a field day. Meanwhile, let’s not forget Big Oil, whose recent gusher of 
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profits has attracted attention in DC, despite learning to live with pain over the prior two 
decades as oil sat at $10. 
 
In sum, our view is that the housing downturn has further to run, but continued 
employment growth will prevent a major consumer retrenchment, and thus a recession will 
be avoided.  Meantime, corporate finances are strong and the trade drag has ended.  
  

Bonds 
The U.S. Treasury yield curve inverted in June at the same time that the U.S. Federal Reserve 
finished their campaign of interest rate hikes, and it remains so today: 

 

U.S. Treasury Historical  Yield Curves

0.50
1.00
1.50
2.00
2.50
3.00
3.50
4.00
4.50
5.00
5.50
6.00

3 Month 2 Year 5 Year 10 Year 30 Year

Maturity

Y
ie

ld
 t

o 
M

at
u

ri
ty

12/31/2004 12/31//2005 12/31/2006
 

 
 
An inverted yield curve is a classical indicator of impending slowdown/recession, but it has 
not been confirmed by rising corporate bond / credit spreads. Until this happens, any large 
scale equity meltdown is unlikely. In fact, as long as interest rates globally remain at such low 
levels, equities will remain the asset of choice, and will likely continue to outperform bonds. 
 
As for the Fed, steady as she goes at 5.25% seems to be the catchphrase. We look for 
inflation to moderate this year, and, along with slowing GDP, for interest rates to decline 
gradually. There will not be much opportunity for capital gains in bonds this year, and yields 
are likely to range trade. Stay overweight high quality issuers.  
 
The most notable feature of the bond market this past year has been the nearly complete 
disregard for risk. Junk, or high-yield, bond yield premiums, which typically pay 5-10% 
above risk free Treasuries, now sit at 3%. According to the Financial Times, global bond 
offerings last year were $6.4 billion, twice the level of five years ago and  eight times the level 
of equity issuance. Much of these new bonds are junk, issued as part of private equity 
takeovers and sold to those aforementioned desperate global fund managers. An old Wall 
Street adage is “give ‘em what they want, and give it to ‘em good”, and this year, they 
couldn’t run the junk bond printing presses fast enough. 
 
So much of this activity has gone on that 71% of the outstanding debt of S&P rated 
industrial corporations is now classified as junk, including 70 members of the S&P 500. As if 
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that was not enough, 16% of all bonds are now rated CCC or below in the Merrill Lynch 
high-yield index. The stage has thus been set for a massive rise in default rates during the 
next recession (the default rate hit an all-time low of 1.6% in December 2006, up from 6.1% 
in 2005 and 7.1% in 2004). While we don’t expect this anytime soon, high yield investors 
should proceed with extreme caution. Caveat emptor! 
 

Stocks 
Positive returns were recorded by almost all the Dow Jones Industry Groups in 2006: 
 

Telecommunications    32.21% 
Oil & Gas     20.31% 
Utilities      17.14% 
Financials     16.50% 
Materials     16.11% 
Consumer Services    13.46% 
Industrials     12.73%   
Consumer Goods    12.47% 
Technology      9.51% 
Health Care      5.67% 

 
 
The never-ending chorus of “an impending earnings slowdown” continued to be heard 
throughout the year, but stocks kept chugging ahead, with 2006 earnings growth of close to 
14%. Our call for the upper range of S&P 500 to rest around 1425 was nearly perfect, as it 
ended the year at 1418. Our range for 2007 is 1300 to 1600, and we anticipate another solid 
year for equities. 
 
Investors will wrestle with the implications this year of a “synchronized global slowdown”. 
In our view, that is the wrong concern, for in reality, equities are reasonable compared to the 
stretched valuations in other assets (junk bonds, real estate etc.). To use a cliché, “it’s the 
only game in town”, and investors should use any pullbacks as buying opportunities. 
 
One need only look at the explosion in private equity funds to grasp the basic framework. 
Companies have fully recovered from the “bubble”, and are busy using their excess cash to 
buy back shares or engage in mergers and takeovers. Private equity funds are utilizing the 
low cost of borrowing to buy these higher yielding equities, a classic arbitrage. As long as 
“earnings yields” exceed “borrowing costs”, this trend will continue. 
 
The data are truly staggering. Nine of the world’s 10 largest takeovers have occurred in the 
past 18 months. In 2006, a total of $320 billion was raised, which becomes an investible sum 
of $1.6 trillion when coupled with leverage. In essence, almost no company is safe, and it is 
just a matter of time before a $100 billion deal is announced. In the meantime, the global 
supply of equities is shrinking. 
 
One of the recent target companies was Sam Zell’s Equity Office Properties (EOP), the 
nation’s largest real estate investment trust. Zell, one of the greatest real estate investors ever, 
agreed to sell EOP to a private equity group in December (the deal is now being challenged 
by another bidder). It is NOT coincidental that the Dow Jones U.S. Real Estate Index 
exchange-traded fund (IYR) currently yields only 3.3% -- nearly 2% less than cash (it is 
normally twice the yield of cash). This is a top. Sam Zell is selling, and so should you. 
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Broadly though, equity valuations are reasonable almost everywhere (this is a continuation of 
the “return to normalcy” theme we have been advising of for some time). Most markets 
should enjoy further price gains in the coming year, albeit with their usual bouts of 
temporary pullbacks. We have a more positive view of U.S. stocks than in the past several 
years, as foreign stocks have vastly outperformed U.S. equities, and valuations here are on 
the whole better. Select emerging markets should also provide superior performance.  
 
Within sectors and industries, we remain overweight the energy and materials sectors, and 
are underweight telecomm, utilities, and consumer discretionary stocks. We are neutral in 
health care, finance, and consumer staples. We are underweight but moving to overweight 
technology and industrials. The decline in the dollar will help especially export oriented U.S. 
companies. Overall, the theme for equity investing should be to emphasize the capital 
spending cycle, while de-emphasizing consumer spending. 
 
A fundamental investing principal which we embrace is that any long term investing 
program should own the goods that China, India et al will need to buy, and should not own 
the goods that China, India et al will produce (think oil vs. iPods). And so we do not view 
the recent sell-off in hard assets / commodities as “the end of the story”. It is rather a pause 
in a continuing long term uptrend. We expect to see continuing takeover and buyout activity 
in this area, as the industry majors and foreign government controlled companies substitute 
for private equity in bidding for shares that have become bargains the market will not 
recognize. Investors will know the story is over when stocks like Exxon Mobil have been 
“re-rated”, i.e. when their PE ratios and other valuation measures are far in excess of the 
market and their respective long term averages, indicating that a “mania” or “speculative 
bubble” has developed. Today, XOM and almost all energy/materials stocks sell at a 
significant discount to the market and their long term averages. Our advice to investors is to 
stay long, especially in the mid-size companies who have become / will be acquisition 
targets. 
 

The Bigger Picture 
Profit growth was much stronger than expected in 2006. Inflation dropped quickly, and 
allowed the Fed to pause. Economic growth continued, in spite of a severe housing slump. 
This is all testament to the remarkable restraint of inflationary pressures in the face of 
booming economies and soaring energy prices over the past several years. What gives? 
 
Our friends at BCA Research have attributed this disinflationary bent to the twin forces of 
globalization and technology/reforms. In their view, it began with the free market system 
expanding dramatically with the fall of communism and state controlled economies, leading 
to an explosion in the global labor force, and the rapid adoption of new technologies. 
Initially, an increased supply of high quality manufactured goods put major downward 
pressure on traded goods prices around the world, providing a huge boost to the real 
purchasing power of global consumers and businesses. And after initially leading to a once-
in-a-lifetime upward shift in manufacturing capacity, those same forces are now spreading 
increasingly to the service sector. 
 
This globalization effect has been followed by a supply side benefit from the application of 
new technologies, along with continued market reforms and deregulation. These shifts are 
showing up in the strong growth of productivity and corporate profits almost everywhere. 
This is what the “Goldilocks” economy is really all about. 
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There are recent challenges, though, to this market based model. Obviously the Middle East 
has yet to even marginally participate in the great global marketplace. In South America, 
populism is on the upswing. In Russia, the state and the economy have been reunited, and 
Vladimir “Gasputin” and his cronies at Gasprom and Rosneft are bullying and threatening 
their Baltic and European neighbors with a cutoff of critical energy supplies. Here in the 
U.S., newly ascendant legislators and Presidential wannabes are bashing companies and 
industries that have played by the rules set by the same politicians. The gap between highly 
paid executives and rank and file workers has never been greater. 
 
On the other hand, the great emerging economies of the 21st centuries have firmly aligned 
themselves with the market based model. China and India, in fits and starts, are becoming 
more democratic and open with each passing year. And that is extraordinarily good news for 
investors, despite all of today’s challenges. And so we encourage investors to operate from 
an optimistic vantage point. It has never paid to bet against open and competitive markets, 
and it would be a poor time to start now.  
 
Robert E. “Emery” Pike, CFA 
Managing Principal 
January 16, 2007 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
(This letter is being sent to clients, colleagues, and friends, of Stratford Advisors, Inc. If you do not wish to 
receive it, you may email us at service@stratfordadvisors.com, call 336.777.3670, or return by mail to 2150 
Country Club Rd., Ste. 205, Winston-Salem, NC 27104.) 
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