
[image: image1.png]


 Rainier Group Investment Advisory, LLC
2007 Q3 Economic Commentary






         by John de Carvalho, CFA
Economic Review

During the third quarter the subprime meltdown spread into all credit markets and eventually bled into the equity markets, as well. The financial markets shifted quickly from a period of excess liquidity to the re-pricing of risk, which in turn led to a credit crunch. Banks became unwilling to lend and sources of financing disappeared overnight. The Federal Reserve had to intervene by injecting cash into the financial system and by slashing the discount rate. Other central banks soon followed suit by infusing money to ensure that global credit markets didn’t shut down. Subsequently, the Fed funds rate was cut by one-half of a percentage point to 4.75% on September 18th to curb fallout from the credit crisis. This cut marked the first reduction in the Fed’s key short-term interest rate in more than four years. 

The outcome of the subprime debacle and subsequent credit crunch will be tighter lending standards instituted by banks, which could prolong and deepen the housing slowdown. The housing downturn is predicted to last well into 2008, and will significantly weigh on growth. Although the financial markets have shown improvement since the worst of the problems in mid-August, uncertainty remains. Developments affecting the job market and income growth also will be watched closely for signs of a slowing in consumer spending, as spending by both businesses and individuals is an important element to keeping the economic expansion in place. 

As implied above, domestic growth will continue to slow throughout the remainder of the year, mainly due to housing. In light of the slowdown in growth and in an effort to restore liquidity, the Fed is expected to ease again. Although some perceive Fed easing as a bailout for financial institutions, it is meant to return interbank lending to normal and stimulate the economy. As a result of lower interest rates, the dollar will continue to decline, or at the very least remain at these depressed levels. The benefit of a weak dollar, in combination with continued global economic expansion, has created a surge in export growth. This export growth should help to steadily improve business spending, which can help offset a probable deceleration in consumer spending. Although consumer spending, the largest component of GDP, is still increasing, it is doing so at a reduced pace. 

The counterbalance to the positive impact of the surge in export growth is the risk of rising inflation. Should inflation rear its ugly head, the Fed will be constrained to continue easing. There is already some debate as to the current level of inflation, with some camps suggesting that there is more real inflation in the system than may, at this moment, be evident. The Fed doesn’t account for food and energy because they are far too volatile to get an accurate gauge. However, the trend for both food and energy is upward sloping and accelerating. 

Financial Markets Review

Domestic Markets

The third quarter witnessed the return of volatility to the financial markets in a big way. The cause of the volatility, as mentioned above, included concerns surrounding the increasing default rates in the U.S. subprime mortgage market, and the subsequent impact on credit and liquidity. Investors, who had been aggressively taking on risk, suddenly became risk averse, and the spillover to the global financial markets led to very tumultuous market movements. 

That said, the domestic equity markets held up relatively well and rebounded quickly. The U.S. market also remains attractive based on earnings growth and valuation, especially when compared against current bond yields, historical price to earnings ratios and the valuations present in many overseas markets. The key as to whether equities are truly attractive based on valuation depends on forward earnings. The industrials sector continues to post the strongest earnings growth, while consumer discretionary was the weakest, but the key sector going forward will be financials. The financials sector accounts for over a quarter of the S&P 500’s earnings growth. Considering the tumult the sector has gone through this year, it will be telling to see exactly where earnings place relative to Wall Street guidance.

The best performing sectors in the S&P 1500 during the quarter were the same as in the second quarter; Energy (+8.08%), Technology (+5.55%), and Industrials (+4.37%); while the worst performing sectors were Consumer Discretionary (-7.00%), Financials (-4.95%), and Utilities (+0.66%). The top performing stocks* for the quarter were Wynn Resorts (+71.93%), Las Vegas Sands, (+74.66%), Aluminum Corp of China (+65.27%), Garmin (+62.62%), and China Life Insurance (+60.65%); while the worst performing* were Husky Energy (-49.03%), Nortel Networks (-34.35%), Alcatel-Lucent (-27.29%), Sears Holdings Corp. (-24.96%), and McGraw-Hill Companies (-24.91%).

During the third quarter, the bond markets underwent some of the most significant volatility ever. Sparked by the subprime fiasco, the panic spread throughout the broader credit markets. The lack of transparency in many collateralized debt obligations (CDOs) or asset-backed securities (ABS) led many to speculate on the magnitude of potential losses. The speculation fed panic, and resulted in forced selling of many types of credit investments held by highly leveraged investors. The high yield market was hit the hardest by this return of risk aversion; whereas Treasuries rallied and yields fell for most of the quarter as investors sought quality, especially in the first two months of the quarter. Long maturities and better credit qualities were favored across all asset classes. At the end of the quarter, coinciding with the Fed funds rate cut, we saw yields on Treasuries rise from a low of 4.32% in mid-September to 4.58% by the end of the month. Going forward, as the risk appetite of investors returns, like we saw after the Fed cut interest rates, credits other than Treasuries look to generate better returns, providing an attractive entry point for dollars targeted for income investments. 

International Market

Strength in the international markets was exhibited most in the Asian markets. Hong Kong led the way for developed markets, adding nearly 24% during the quarter. China was far and away the best performing market, returning over 42% during the quarter and is now up more than 72% for the year. Turkey, Brazil and India also had stellar results, with those markets gaining 24%, 21% and 20% respectively. Europe represented a mixed bag with smaller markets outperforming, such as Finland, Greece and Denmark gaining 19%, 11% and 9% respectively. Larger markets like Germany, the U.K. and France faired less well, adding 4.4%, 1% and 0.2% for the quarter. Stock market performance in Europe somewhat mirrored the U.S., with growth stocks outpacing value, and market sentiment definitely favoring large caps versus their smaller cap counterparts. Japan remains a laggard on the global stage, with this market actually losing 1.5% for the quarter. The economy in Japan stalled during the quarter and there was much political uncertainty. In July, the ruling Liberal Democratic Party lost control of the upper house, and Prime Minister Abe resigned in September. Russia bounced back after a disappointing second quarter and gained 13.5% in the third quarter, buoyed by strong oil prices. 

Conclusion

The stock market’s performance in the final two weeks of the quarter appears to be sending the message that the majority of investors do not believe the housing slowdown, or the recent credit crunch, will slow the U.S. economy enough to send us into recession. Moreover, investors seem to believe inflationary pressures are not significant enough to change the Fed’s market-friendly stance. It also appears the bond market is congruent with this stance, and is sending the message that the economy will be weak into 2008 and such softness will alleviate current inflationary pressures. This causes trepidation on our part.  If “the herd” is wrong and inflationary pressures persist, the Fed will be constrained to act further, which could lead to higher long-term Treasury yields, diminishing the enthusiasm for stocks as bond returns become more competitive.

That said, equities are currently attractive relative to bonds based on valuation and earnings growth. We are seeing leadership in commodity-based sectors, such as energy and materials, and in technology and industrials, both of which are tied to the strength in global growth and capital spending. Additionally, trends that have been persistent are the declining U.S. dollar, contraction in housing, weakness in consumer discretionary stocks, and the outperformance of growth and large cap stocks relative to their value and small cap counterparts. In light of the uncertainty in the market and the underlying trends we have witnessed, RGIA continues to tactically allocate client portfolios towards growth and large cap sectors within a well-diversified framework. The purpose of maintaining such diversification is to reduce volatility in client portfolios and provide a guard against uncertain influences. 
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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 2007. All issues trading with market caps below $100 million were excluded.


