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Even though an outside event could always

threaten this expansion, we believe that the

coming year could easily yield positive sur-

prises given the markets’ recent uninspiring

performance and because upward pressure

on energy prices, inflation and interest rates

appear set to subside while capital spend-

ing, income and employment trends remain

strongly positive. 

But we must also overcome a few chal-

lenges—the perceived threat of rising

energy prices, an anticipated slowdown 

in real estate and signals from the bond

market may be telling us about the course

for the economy in 2006 and 2007.
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THE CHALLENGES

Yield Curve Inversion
The first potential disruption may come from the real or
imagined effects that occur when short-term interest rates
exceed longer-term interest rates.This condition, known 
as an “inverted” yield curve1, is worth paying attention to
because, since the early 1950s, a sustained inversion of a
month or more has been a highly accurate predictor of reces-
sions. As of this writing, the yield curve is flat. In the past 
15 years, there have been two instances where the curve flat-
tened but failed to invert and economic prosperity followed
with stocks rallying and bonds falling as the curve re-adjust-
ed.This phenomenon occurred in 1995 and 1998.While
valid arguments can be made that the inverted curve does
not mean what it once did in terms of predictive power,
similar arguments have been made before and were proven
wrong.Therefore, we will continue to monitor the response
of the yield curve to Fed tightening in 2006. If the Fed stops
raising rates, begins to contemplate rate cuts, or if bond
prices were to decline on the long end of the curve (perhaps
because of a slowdown in demand by foreign central banks,
more issuance of longer dated debt by the Treasury depart-
ment, a resurgence in long-run inflation expectations, or a
combination of all three of these factors) we may see a steep-
ening of the yield curve in 2006. An unexpectedly sharp
drop in energy prices that reignites growth in the economy
might also result in a more steeply sloped curve. Our cur-
rent forecast places the Fed Funds Rate at 4¹⁄₂ - 4³⁄₄% with
10-year Treasury bond yields reaching 4³⁄₄ - 5¹⁄₄%.

Real Estate
The coming downturn in real estate is now a widely antici-
pated market event. Every newspaper, magazine and televi-
sion news program that has chronicled the boom in real
estate is now discussing a potential slowdown. Over the past
six months we have seen both material declines in the stock
prices of builders and mortgage lenders and softer data on
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Year-End Forecasts for ‘06
S&P 500 Target: 1,350

Long Bond Target: 4³⁄₄% - 5¹⁄₄%
Fed Funds Target: 4¹⁄₄ - 4³⁄₄%

Inflation: 2 - 2¹⁄₄%

home sales.Thus, a downturn in real estate should come as 
a surprise to few. How deep a correction depends on a num-
ber of factors; but remember that a good deal of the change
in real estate values in recent years has been directly sup-
ported by real increases in aggregate incomes and lower
interest rates. For those concerned about the impact of high-
er interest rates on defaults, it is important to note that over
85% of homes in America are either owned outright or are
financed through fixed rate mortgages.The remaining 15%
of homeowners are likely to lock in a fixed rate mortgage if
they perceive that rates are going to move materially higher.
At the same time, banks remain well capitalized with few
non-performing loans and continue to look to make addi-
tional loans. So while some cooling is likely for real estate,
we do not expect to see substantial declines in values or a
cascading effect of such a downturn adversely impacting the
broader economy in ‘06.

High Energy Prices
While oil prices are higher than they were a few years ago,
they remain 13% below where they peaked in 1981 when
adjusted for inflation. Energy consumption per dollar of out-
put has also declined by about 40% and annual consumption
per person is down about 2% since 1980 according to the
Department of Energy Statistics2. Because of this, the econo-
my has tolerated the most recent jump in energy prices rea-
sonably well.Tight energy prices are the result of years of
underinvestment in supply infrastructure which lagged the
growth in big energy consumers like China and India.Thus,
excess production capacity is limited leaving the worldwide
system vulnerable to the impact of weather (hurricanes in
the U.S.) or geo-politics (Iran).Therefore, short-term spikes
will be commonplace as supply infrastructure moves to 
catch up with demand. For now, our forecast for 2006 is 
for gasoline prices to stay in a range of $2.00 - 2.50 per 
gallon, crude prices settling into a $40 - 55 per barrel trad-
ing range, and natural gas prices staying in the range of 
$7 - 10 per thousand cubic feet.
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UNITED STATES’ ECONOMY IN ‘06

Every major global economy grew again last year and the
domestic economy of the United States turned in a similarly
solid performance. Importantly, there were 2.1 million jobs
created which helped drive $450 billion of additional dispos-
able income that was largely spent.There was 15% addition-
al growth in corporate profits and 20% growth in profits
coming from foreign sources. Businesses grew cash flow and
cash balances and either bought back stock, raised dividends,
strengthened their balance sheet or spent it on salaries or
capital investment which grew by over 10% for the second
year in a row. Output expanded by over 6%—a faster than
average growth rate. All of this happened despite a devastat-
ing hurricane, a 50% rise in oil prices, ongoing engagement
in Iraq and eight more increases in short-term interest rates
by the Federal Reserve.

It is helpful to chronicle some facts about where we have
been in recent years to broaden our perspective. Since early
2000, which was the start of the last downturn, the U.S.
economy has added 3.1 million jobs, generated an additional
$2.2 trillion in disposable personal income and seen profits
double to over $1.0 trillion. Core measures of inflation are
at 2% compared to 2.4% in 2000, while the 10-year
Treasury bond yield is at 4.4% compared to 6.0% in 2000.
During this time, the household sector has enjoyed a 20%
gain in net worth, or $8.6 trillion, of which $6.6 trillion is
directly attributable to net investment gains in real estate.
The stock market, by contrast, has shed $6.7 trillion in value
and multiples of earnings for the large-cap stocks contained
in the S&P 500 have contracted from 25X trailing earnings
to just over 16X today despite the lower bond yields.

In 2006, we expect more modest growth of 3¹⁄₃% in real
terms and inflation of just over 2%.The primary growth
driver should be increased employment and capital spending
coming from the corporate sector of the economy.

We expect corporate spending to remain positive for a 
variety of reasons.Therefore, cash flows, profits and cash
balances that can be redeployed for investment in physical
plant, technology and human capital.We are seeing signs 
of this spending in the data for information technology and
equipment which has grown at double-digit growth rates for
the past two years. Such investment, as well as investment in
human capital, is needed to ensure long-run growth and to
replace an aging capital base in the case of tech spending.
We expect to see 8 - 12% growth in aggregate investment
spending this year.

Consumers will likely spend more than in prior years
because of continued growth in income; but we would not
be surprised if the rate of growth declined. Our forecast
calls for 3.5 - 3.7% growth before inflation or roughly 1¹⁄₂%
in real terms.While savings rates are lower than the past
(and negative by some measures), debt as a percentage of
income has declined for the past two years, although overall
indebtedness has risen.The aggregate U.S. household bal-
ance sheet remains well diversified with investments across a
wide variety of asset classes, including equities, bonds, cash,
pensions, private businesses and real estate. But, as we men-
tioned earlier, there has been a disproportionate gain in
wealth coming from real estate.

Government spending should expand by about 6% before
inflation, as there appears to be little desire in Congress to
meaningfully alter spending at the federal level.The budget
deficit remains an important long-term issue but, for now,
the total tax receipts enjoyed by the government continue 
to rise.We do not anticipate that either the Congress or the
Executive branch has sufficient will or the timeline to enact
meaningful tax reform in 2006. For now, expect budgeted
government spending to remain on track for another year 
of trendline growth.

O U T L O O K  2 0 0 6
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Lastly, the trade deficit may contract somewhat in ‘06 in
response to a more modest growth in consumer appetites,
some weakening of the dollar as the Fed ends its rate increas-
es and other countries, such as Japan and some emerging
market economies, contemplating raising rates. Cooling of
energy prices would also have a direct impact on imports
and the trade deficit since those imports are measured in
dollars.This is the most volatile component of GDP, and we
are looking for a 1% contraction in the deficit which would
be additive to the calculation of GDP growth.

While challenges exist, a real potential exists for positive
surprises. Many of the relationships that existed during the
last two or three years are being challenged. Higher short-
term interest rates, the potential for lower energy prices,
questions about how companies will spend large sums of
cash, the increased importance of China on the world scene,
the prospects for construction and housing are all in flux. At
present, we believe that the positives outweigh the negatives
for the U.S. economy and prospects can improve quickly in
‘06—particularly if we get some relief early in the year on
the question of energy prices and if the Fed stops raising
interest rates as expected.

For investors who correctly anticipate the coming changes,
there are ample opportunities for properly allocated and
diversified portfolios.What follows is our assessment of
appropriate asset allocations headed into 2006 for investors
who take an active approach to portfolio management.

Current Tactical Portfolio Themes:

• Equities outperform long-term Treasury 
bonds and notes

• LT Treasuries outperform LT Corporate 
bonds

• Large caps perform better than small

• Growth outperforms value

• Dollar direction is flat-to-down

• International markets, especially 
emerging markets, extend their rally

• Gold is additive to portfolio performance

• Shorter-term bonds offer a better 
risk-reward tradeoff than longer 
maturities

O U T L O O K  2 0 0 6
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The first step in allocation, of course, starts with the
investor. In general, we recognize that issues regarding
financial flexibility, future funding requirements for
planned purchases or multi-generational planning, personal
attitudes regarding risk, and time horizon all weigh on the
basic portfolio strategy applied to portfolio structure over
time. In short, a more conservative investor will generally
prefer less volatile assets that produce greater income 
than the growth investor who has a greater appetite for
risk, can withstand market volatility and has a lesser need
for current income.The performance between income ori-
ented securities and growth oriented securities over long
periods of time can be demonstrated by looking at the

TAC T I C A L  A S S E T  A L L O C AT I O N
2006 Decision Tree
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(Historical Average Annual Returns 1926-2005)
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average annual returns and historical volatilities of three
different mixes of stocks versus long term Treasury 
bonds.The chart below graphically illustrates the tradeoff
between return and risk when we blend stocks and bonds
together in the portfolio.The portfolios range from a pure
Treasury portfolio in the lower left corner to 100% stocks
in the upper right hand corner of the chart. In between 
are various “target” mixes of stocks and bonds ranging 
from 25% stocks/75% bonds for the conservative investor,
50% stocks/50% bonds for the balanced investor, and 
75% stocks/25% bonds for the growth investor.We
believe that the vast majority of portfolios fall close to 
one of these three long run strategies.

Source: Ibbotson/RBCO
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TAC T I C A L  A S S E T  A L L O C AT I O N
2006 Decision Tree

Implementation of a long-run strategy for asset allocation
should not ignore the realities of the current environment
and prevent implementing changes to take advantage of
opportunities or avoid excess risk. Each market cycle
affords investors opportunities to buy certain assets at 
valuations that are compelling relative to other asset alloca-
tion choices and sell those assets that appear overvalued 
or do not reward the investor for taking on the risk of
owning that asset.This ongoing process which seeks to tilt
portfolio weights toward undervalued assets is commonly
referred to as “Tactical Asset Allocation.”

Decision Tree for Tactical Asset Allocation

Our ongoing analysis of the economy, asset valuations,
cycle dynamics within asset classes and through special
considerations (such as the direction of oil prices or the
dollar) provides one such framework for tactical asset 
allocation. In the pages that follow we will examine 
each of the “decision points” along the “decision tree”
and recommend appropriate portfolio actions for the 
three basic types of portfolios (growth, balanced and 
conservative).
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Equities
Although an outright recession or unanticipated geopolitical
shock would produce a divergence between the equity and
bond markets, we believe both can produce positive real
returns in ‘06 because the Federal Reserve will complete its
tightening of overnight money and moderating growth with
low inflation will create an attractive environment for both
bonds and equity investors.

Our year-end target for the S&P 500 index is 1350, which
translates into a 10% total return on the year. Using estimat-
ed earnings of $77 in 2006, the market would then trade at
17¹⁄₂ times trailing earnings at year-end.Today, the S&P 500
trades at 16¹⁄₄ times trailing earnings.We expect most of the

E QU I T I E S V S . B O N D S
The Basic Question for Every Investor

return for the index to come through aggregate earnings
growth, share repurchases and dividends.We expect seg-
ments like technology, media and healthcare to generate 
better earnings performance than energy, utilities and finan-
cials.We also expect foreign earnings to grow more rapidly
than domestic earnings. On balance, we see equity markets
generating positive returns for the year but there can be
increasing divergence between the various sub-segments of
the equity market by geography, size, style and industry.

Bonds
Bond markets will also produce positive returns with 
somewhat less volatility.We are experiencing higher rates

Interest Rates and Multiple Paid For Stocks Are Related
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E QU I T I E S V S . B O N D S
The Basic Question for Every Investor

domestically in the short-to-intermediate section of the yield
curve and spreads in the credit markets have begun to widen
as well, courtesy of distress in the automotive and airline
industries. Long-term Treasuries are offering yields that are
too low in contrast to our outlook for the economy and 
versus returns that can be had in other asset classes.Thus,
we continue to avoid this area of the bond market.

One of the major factors that has driven bond prices to
today’s high levels (and caused yields to remain abnormally
low despite better than 6% nominal GDP growth) has been
the flood of demand coming from foreign central banks.
China and OPEC countries currently account for more 
than 50% of the ownership in publicly held Treasuries.
Net foreign purchases of Treasury bonds and notes are 
now nearly $400 billion compared to being net sellers in
2000. Foreigners are attracted to U.S. bond markets in part
because our yields are better than those offered in other
countries, because of existing trade arrangements and
because the United States remains a high-quality creditor.
This $400 billion of Treasury demand is a big rock to throw
into a comparatively small pool of Treasuries and is creating
abnormally low yields on the long-end of the curve where
there is a little over $1.1 trillion in bonds with maturities
greater than five years. In short, there is an unprecedented
supply/demand imbalance for long-dated Treasuries that 
is, as best we can figure, keeping yields artificially low.The
demand by foreigners has also had “spillover” effects in the
rapidly growing $3 trillion market for government agency
debt. All of this demand has served to help keep long-term
rates artificially low and the yield curve flatter than it would
normally be. This has implications for the profitability of
some lenders and lowers the cost to borrow for corporations
and households seeking long-term financing. It may also have
implications for adherents to the idea that “inverted” yield
curves—one where long-term rates fall below short-term
rates—always precede recessions because it is now harder 
to get a proper read on the bond market and also because
corporations, in particular, are flush with cash.

Equity vs. Bonds—Relative Valuations
One way of comparing the relative attractiveness of equities
compared to bonds is to calculate the earnings multiple for
the stock market (represented by the S&P 500) and compare
that to the valuation of a risk-free 10-year Treasury bond.
To compute the earnings multiple we divide the S&P 500
index by the earnings expected for the index over the next
12-months3.With $86 in expected earnings coming into the
year and a December 31st closing price for the S&P 500 of
1,250 the multiple paid for stocks at the start of the year was
14.5X forward earnings. Meanwhile, the 10-year Treasury
bond yielded 4.4%. For comparison sake, we must turn that
yield into a multiple by dividing 4.4% into 100% to find its
inverse.The result is that bonds trade at 23X their underly-
ing coupon.With stocks trading at 14.5X earnings compared
to 23X coupon for bonds, the market for equities appears
less expensive, all else being equal.We have seen in the past,
when there are significant divergences in valuation between
the equity and bond markets, that value-driven investors
who sell the more expensive asset in favor of the more
attractively valued asset were often able to take advantage 
of opportunities and mitigate some risk.The chart on the
next page demonstrates this relationship by creating a ratio
of the two market’s multiples and tracks that ratio over time.

How to Read The Chart
The chart at the bottom of the next page shows the ratio of
stock market multiple to bond market “multiple” using the
process described above. At 100%, for example, the stock
market and bond market multiples are equal and suggest that
markets are essentially fairly valued on a comparable basis. If
the ratio is significantly higher than 100%, that suggests that
equities may be overvalued compared to bonds and investors
need to exercise caution and be particularly careful about
overpaying for stocks. If the ratio is significantly lower than
100%, bond market investors should exercise caution lest
they not be well “compensated” in terms of yield for risks 
of future inflation.



10

Point on Graph

Point A

Point B

Point C

Point D

Point E

Point F

Point G

Point H

Point I

T H E  I N D E X ’ S  “ R I G H T  C A L L S ”

The Index Suggested  

Stocks Favored

Bonds Favored

Bonds Favored

Stocks Favored

Stocks Favored

Bonds Favored

Stocks Favored

Bonds Favored

Stocks Favored

What Happened In The Period That Followed

Marked beginning of 20-year bull market in equities.

In the following month, the S&P 500 fell by 20% in the 1987 “crash”.

The Fed’s efforts to raise rates to stabilize the economy during the Savings and Loan crisis, coupled with
higher oil prices and the start of the Iraq war, created a recession and bonds outperformed.

During 1994 stocks held their value while bonds experienced their worst year in a generation as the Fed
doubled overnight rates.

From 1995–1997, equities enjoyed strong performance primarily by technology and networking companies.

By late  ’97 bonds had become relatively cheap compared to stocks. Investors who held bonds going into
the fall of ’97 avoided much of the pain that followed the emerging market crisis of that year.

In classic form, the panic that resulted from the emerging market crisis, coupled with the collapse of hedge
fund Long Term Capital Management and Russian debt defaults, created a buying opportunity for stocks
which rallied straight through to year 2000.

By 2000, internet frenzy got the better of many investors and drove valuations out of sight despite the
Fed’s best efforts to raise rates and contain “irrational exuberance.” Prudent investors scaled back 
positions in favor of greater bond exposure to provide income and limit downside risk.

Equities rose strongly in 2003 as recession fears subsided and investors came to terms with war in Iraq.
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Treasuries
A fair yield is one that adequately compensates the bond
investor for taking on potential inflation or credit risk.
Arguably, the inflation outlook looks reasonably good at
the moment and we expect energy price driven inflation
to be flat-to-down this year as well.The Federal Reserve
has created a more attractive short-term rate, courtesy 
of a string of rate increases. An investor can now own,
for example, a short-term bill with essentially no risk and
receive a yield over 4¹⁄₄%.This yield is attractive because it
is relatively unaffected by changes in the inflation outlook,
while longer dated Treasuries would be negatively impact-
ed if inflation were to rise. At this point, we do not expect
a recession to materialize in 2006. If recessionary tones
were to become more evident, there would be a trading
opportunity to extend our maturities and buy longer
dated paper; but it is too early, in our judgment, to raise
our allocation on the very long end of the curve.The fact
that the Fed is nearing completion of their rate increases,
however, suggests that today’s short-term interest rate
environment is about as good as we can expect it to get.

Corporate Bonds
Credit spreads have again begun to widen as the result of
distress in the automotive and airline industries.Today’s
spread (difference in the yield) between long-dated cor-
porate bonds toward the bottom of the investment grade
spectrum and 30-year Treasuries is 1.6% or 160 basis
points—very close to the 20-year average of 180 basis
points.This spread suggests that the bond market has
become more reasonable in pricing credit risk than a year
ago when spreads were 70 basis points narrower. A similar
widening of spreads has occurred in the market for specu-
lative grade, or “junk” bonds, where the yield on the S&P
Speculative Grade bond index has risen from under 300
basis points to over 400 basis points today.

INCOME 

PRODUCING 

AND

DEFENSIVE ASSETS

IN 2006
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Many issuers are improved credits given higher economy-
wide cash flows and cash reserves held on balance sheets.
Between 2001 and 2004, for example, the ratio of cash flow6

relative to interest expense fell for S&P 500 companies from
a high of 23.1% to 14.8%—the lowest interest burden of
the past decade.While equity investors tend to enjoy the
benefits of share buybacks at the expense of creditors, bond-
holders have similarly benefited from a long period of low
interest rates and a willingness by banks and investors to
provide credit and capital.We expect cash-flush corporations
to look for additional ways to grow. Some of these compa-
nies may choose to revive the practice of leveraged buyouts
in the months ahead. If the practice were to become wide-
spread, it may raise credit concerns down the line; but, at
this time, there remains ample cash flow and far too few
leveraged deals on the books to raise concern.

The increases in yields are industry and issuer specific and
the market appears highly selective and rational in pricing 
on an issue-by-issue basis.Yield scarcity in other markets
remains acute and, therefore, while some yields appear more
attractive, the overall risk-reward tradeoff of the asset class

remains difficult to see from a top-down perspective. Given
the widening in spreads, a modest amount of additional
income can be picked up in the corporate market; but credit
improvement, since the last economic downturn, has largely
run its course and investors should be wary of overpaying
for what might become a deteriorating credit in the future,
especially for longer dated paper.

At this time, our recommended portfolio contains a modest
exposure to corporate bonds.

REITs
REITs are an attractive long-run, strategic investment for
investors.They have demonstrated positive hedging attrib-
utes against inflation due to the fact that most lease rates
tend to move up and down with the overall price level in the
economy. REITs are no longer a “sideline” or “cottage” asset
class but a significant liquid market with a domestic market
capitalization in excess of $300 billion. It is an important
source of income for investors seeking rising income streams
and offers a diversification tool for investors seeking a broad-
er palette for asset allocation than just stocks and bonds.
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REITs should not be confused with the residential real estate
market, as valuations are set primarily by the income streams
thrown off from the entity. REITS are highly transparent,
professionally managed and allow the investing public a
means for access to investments in real estate projects in 
a variety of different areas of the economy. Most traditional
REITs invest in the industrial and office space, retail, resi-
dential/apartment, and lodging. Legislation enacted in 
2001 further expanded REITs range of tenants and lowered
required dividend distributions to 90% of net income from
95% to allow companies to retain capital and invest for
future growth—a positive for long-term growth prospects
for the industry.

There are pockets of opportunity in select REITs, including
mortgage REITs, for those investors with an appetite for risk.
However, we no longer see the same kind of compelling val-
ues we did a few years ago for the group when the yield on
the National Association of Real Estate Trust (NAREIT) Index
was well over 300 basis points above 10-year Treasury bond
yields.Today, it is roughly 60 basis points over the 10-year
Treasury.This yield is below the historic average (see chart).

That said, our decision to eliminate REITs from portfolios
last year neglected to fully appreciate the impact of ongoing
yield scarcity on investor behavior and willingness to take 
on risk.We also failed to anticipate the flattening of the 
yield curve which mitigated some of the potential pressure
that would follow rising interest rates. Continued earnings
growth in 2005, driven by continued capital spending
growth and positive employment trends, added another 
support for REITs. So long as these trends remain positive,
and long-term rates remain low, REITs should continue to
produce positive returns. However, at present yield levels,
we remain concerned that the overall REIT market lacks 
a compelling reward/risk tradeoff at this time.

Gold
Gold produces no income and is more difficult to value.
However, there remains strong demand for gold as jewelry
and as an industrial metal.The market for gold has been sim-
ilarly affected by growing demand from central banks look-
ing to maintain a balance between currency-backed and hard
assets. Because the supply of gold in the market is already
tight, a strong case can be made for rising prices.World
demand rose 15% in 2005, fueled largely by China and 
oil-producing countries, while supply declined by 8%
because of fewer central bank sales and a continued drop 
of production in South Africa, according to a research 
report published by FactSet Research.

We further recognize gold’s role as a strategic asset in long-
run portfolio performance. It can act as a hedge against a
variety of risks, including an unanticipated resurgence of
inflation, a falling dollar, geo-political risks and spikes in
energy prices. Moreover, the commodity endured a very
long bear market for most of the 1980s and 1990s. Adjusted
for inflation, today’s price of gold remains 77% below the
peak price of $850 per ounce achieved in January 1981; and
38% below the average inflation-adjusted price seen since
the gold standard was abandoned in 1971.While the price 
of gold has recovered somewhat of late; which may give 
rise to some profit taking at some point, we expect that the
intermediate and long-range outlook appears positive for 
the commodity.Thus, we continue to recommend that gold
remain a part of portfolios with target allocations of 5% 
for growth investors, 10% for balanced investors and 15%
for conservative investors.

I N C O M E  P RO D U C I N G  A N D  D E F E N S I V E  A S S E T S  I N  2 0 0 6
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Foreign Investment
Even though international investing possesses special risks
(currency, political, information and liquidity), investors
should maintain meaningful exposure to foreign markets
because of important benefits offered though diversifica-
tion and significant long-term growth opportunities found
outside the United States, where roughly half of the
world’s investable assets can be found.

Key Statistics

Country Percent  Percent  Percent of Market 
of World of World World Market Value/

Population Output Capitalization Output

North America 5% 30% 50% 1.1X

Europe 12% 33% 27% 0.5X

Asia & Oceana 61% 29% 19% 0.4X

Africa & Mid East 14% 5% <3% 0.4X

Central & South America 9% 5% <3% 0.4X

Source: International Monetary Fund, OECD

EQUITY

INVESTOR

2006

Along with those assets, ninety-five percent of the world’s
population lives outside of North America.The ratio of
market value to output is considerably lower for many
economies outside the United States (see table).
International trade is growing faster than any one major
economy and the high rate of technology absorption
bodes well for a continuation of rising living standards 
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and consumerism. A more highly synchronized global econo-
my means that prosperity in the U.S. does not come 
at the expense of other countries. It is, instead, a part of a
larger global economy. Most U.S. investors, however, have a
relatively modest exposure to overseas markets for a variety
of reasons, including an unfamiliarity with overseas markets
and overestimation of risk.

What are these risks? Currency, or exchange rate risk, is 
one issue. Simply stated, currency risk raises the possibility
that the value of a foreign asset may translate poorly when
converted back into U.S. dollars as a result of a change in
exchange rates.An example of how a currency shift com-
pounded losses occurred between the U.S. and Canada in
2001. In 2001, the Canadian market declined by roughly
15% from the point of view of a local Canadian investor.
An investor from the United States who participated in the
falling Canadian stock market lost more.The loss was com-
pounded by a 5% drop in the value of the Canadian dollar
compared to the U.S. dollar, which directly translated into
fewer dollars received by the U.S. investor.Thus, the total
loss to the U.S. investor was close to 20% (15% decline 
in Canada’s stock market plus an additional 5% loss when the
currency was converted). Of course, currency changes are
not always negative. If the U.S. dollar were instead to decline
relative to the foreign currency, a currency benefit would
accrue to the U.S. investor.The basic rule, therefore, is that
during times of dollar strength, U.S. investors are better off
in dollar-denominated assets; but when the dollar weakens,
the U.S. investor earns additional return investing in non-
dollar denominated foreign assets—all things being equal.

Political instability can also create problems, while improved
government stability creates opportunity. Investors need to
be concerned with the governmental and regulatory envi-
ronment in foreign markets. Internal conflict, corruption,

religious tensions, currency and capital controls are all 
realities. Developing Asia, for example, offers a wealth of
investment opportunities right alongside a host of poten-
tial political trouble spots.These include, in no particular
order, the nuclear issues and economic instability of North
Korea, tension between China and Taiwan, political and
social disarray in Indonesia and an ongoing standoff
between India and Pakistan over Kashmir. On the other
hand, in the same region, the improved relations between
the United States and Japan produced a radically improved
investment environment; which translated into outsized
growth in trade and yielded many years of exceptional
investment returns over the past 50 years. Even today,
there are renewed signs of growth in Japan in part because
of political and regulatory reform that has recently led to 
a more sound banking system.This, in our view, reduces
some of the political risks related to investment in Japan
and, thus, makes their equity markets more attractive.

Since the late 1990s, the perceived “riskiness” associated 
with emerging markets has diminished compared to 
the U.S. where risks—or the perception of risks—have
arguably increased courtesy of corporate scandals, terror-
ism, war in Iraq and deficits.This trend is confirmed by
data from the International Country Risk Guide (ICRG), a
widely recognized data source for gauging political, finan-
cial and economic risk by country and region.The chart on
the next page shows the composite risk index for the U.S.
compared to major emerging markets (ie. Brazil, China,
Mexico, South Africa, South Korea and Taiwan).The data
shows the United States’ ICRG risk rating slipping to 75
points from 84.5 in 1999. Meanwhile, the median score
for the emerging markets mentioned above has risen to
77.3 from 71.8. Not surprisingly the MSCI Emerging
Markets index climbed 44% between ‘99 and ‘05 com-
pared to a -15% price return for the S&P 500 index.
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We further recognize that emerging markets have become
highly linked to commodity prices which have been rising
strongly in recent years. Countries like Brazil, Mexico and
South Africa produce far more commodities as a percent 
of output than most developed nations.Thus, the current
strong global demand for raw commodities, compared to
years of underinvestment in infrastructure in mining, metals,
energy and agriculture, have created a boom for these
economies which further strengthen their financial position
compared to the rest of the world. Our portfolio recom-
mendations continue to emphasize emerging markets over
developed markets in Europe where growth rates remain
particularly sluggish.

Looking further out, a number of events could change 
the global balance of risks. Conclusion of the war in Iraq,
progress in the war on terror, a real commitment to deficit
reductions in the U.S. could reverse the past few years’ dete-
rioration of the United States global risk profile. Similarly,
a setback in the emerging markets and China would also
improve the United States’ profile relative to these other
countries. Such a change would require re-thinking of 
international portfolio strategy.
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Emerging Markets Risk Profile Has Improved
ICRG Composite Risk Rating for the  6 Major Emerging vs. Developed Foreign Economies
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Size Investing
In last year’s Outlook, we posited that large capitalization
stocks (generally defined as companies with a market capital-
ization over $5 billion) would perform better than small. In
2005, the Russell 1000 index, which tracks the performance
of the 1000 largest companies in the United States, provided
a total return that was 1.7% higher than the smaller capital-
ization Russell 2000 index (see chart on next page bottom
left). Besides that modest outperformance, the volatility5 of
the large cap index was considerably lower see chart on next
page bottom right), thus making the risk-adjusted perform-
ance of the large capitalization index meaningfully better.

Over long periods, small caps have handily outperformed
large-cap stocks.The smallest stocks traded on the major
exchanges6 generated a 13.9% average annual rate of return

between 1925 and 2004 compared to a 9.7% rate of return
for the largest stocks.To make it more real, that means that 
a hypothetical dollar invested in 1925 would have grown to
$1,647 in 2005 if invested in large stocks.That same dollar
would be worth $33,258 if invested in small stocks.The
volatility associated with the smallest stocks, however, has
historically been much greater than large companies given an
average of 78 years of performance.There are many reasons
for this; but smaller stocks are often more reliant on a small-
er number of customers, have access to fewer resources and
small-cap markets can periodically become very illiquid
making it difficult for institutional investors to exit or enter
positions without significantly disrupting the market.When
valuing smaller capitalization indices, therefore, we attempt
to incorporate these risks into our analysis.

Relative Performance of Large vs. Small Stocks
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At present, the most favorable valuation appears to be in 
the large-to-mid capitalization category of companies (see
Fair Value charts).

Today, we conclude that smaller capitalization stocks have
become relatively expensive given the current earnings out-
look, prevailing bond yields, inflation forecasts and other
adjustments that must be made to compensate for greater
risks in the small-cap arena.While the large-cap bull market
of the late 1990s created an opportunity for a multi-year
cycle favoring small capitalization stocks, we favor a more
conservative posture today which emphasizes mid-to-large
capitalization stocks.We further acknowledge that the large,
and, to a lesser extent, “mid” cap segment of the market 
have broad institutional and international appeal principally
because these stocks are more easily traded than smaller
companies.The largest multinational companies also have
broader exposure to international markets where profit
growth has accelerated recently and is now more robust 

than domestic profit growth. According to the Bureau of
Economic Analysis, profits from foreign sources rose at a
20% annualized rate in the most recently reported quarter
(Q3, 2005) compared with 15% domestic profit growth.
We believe that multinational firms’ exposure to a diversi-
fied set of foreign markets provides some additional support
to the case for large and mid-caps.

This analysis does not preclude investment in small-caps
entirely.We recognize that the small-cap universe is vast
with the great majority of publicly traded companies in the
U.S. falling within the category of “small-cap.”What we are
saying is that, in aggregate, the smallest companies appear 
to be expensive which can create additional risks above and
beyond the normal risks associated with these smaller com-
panies.We would wait, then, for a correction in relative 
valuations to occur before re-committing capital to this 
segment of the market.

Large Cap Performance Compared to Small Caps
Russell 1000 vs. Russell 2000
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“Fair Value” Ranges in Size
We regularly update these “fair value ranges” to track the
relative attractiveness of each class of equities by market
capitalization size.These ranges quantify the approximate
valuations that we consider reasonable given expected
earnings, inflation, interest rates and appropriate size pre-
miums. The lower the index (heavy line) is relative to this
range, the more attractive the valuation of that asset class
all else being equal. At present, we see that small capitaliza-
tion stocks are somewhat overvalued, mid-caps are fairly
valued and large capitalization stocks are somewhat 
undervalued. By contrast, these valuations pointed toward
opportunity in small-caps during the late 1990s.Today,
that same opportunity is not apparent.

E QU I T Y  I N V E S TO R  2 0 0 6

S&P 500 Large Cap Index vs. “Fair Value” Range
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Growth Stock Volatility Has Declined And Has Recently Been Less Volatile Than Value
(Rolling 12-Month Standard Deviation of Returns)
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Style Investing
Last year, we felt that growth would outperform value.
Instead, growth returned 1.8% less than the value index.
During the year, value-oriented sectors such as energy per-
formed well, but the volatility was higher as well for the
value complex.We are sticking with our call that the risk-
adjusted performance will be better for growth companies
in 2006. Our thesis remains largely the same as the value
cycle has grown a year longer; valuations have grown more
attractive based on fundamentals and the high concentration
of energy and financial earnings in the value index raise risks
should there be a shortfall due, perhaps, to an unexpected or
sudden fall energy prices.

Growth and value run in cycles.Today’s value-led cycle
began in 2000 and now, at 5.6 years in duration, has lasted
almost as long as the growth cycle of the 1990s, which lasted
6.8 years (see table).

Value stocks have performed better than growth stocks since
2000 for a variety of reasons:

• growth stocks were significantly overvalued on a relative 
basis at the start of the cycle in 2000

• the steep yield curve that existed in the first few years 
helped banks and other financials

• declining long-run interest rates and the restructuring of 
the electric utility industry gave those stocks a boost

• a rise in oil prices in recent years has helped the energy 
patch.

All of these sectors are concentrated in the “value” style
indices.

Growth Performance Compared to Value Performance
S&P/Citigroup Growth vs.Value
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In addition to a long cycle, there has been an gradual
increase in the volatility of returns for the value indices 
compared to the growth indices (see chart below).The
accompanying chart shows that today volatility of returns 
for value stocks is actually higher than the volatility attrib-
uted to growth stocks.This increased volatility makes last
year’s modest out-performance by value over growth appear
even less inspiring.
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Relative Performance of Growth vs.Value
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Growth Stocks in Favor

Value Stocks in Favor

25 Years of Style Cycles

Cycle Cycle Cycle Length Annualized Annualized
Start End Years Value Return Growth Return

Value June-00 Jan-06 5.6 2.4% -6.8%

Growth Sep-93 Jun-00 6.8 12.8% 24.0%

Value Nov-92 Sep-93 0.8 20.7% -4.5%

Growth Nov-88 Nov-92 4.0 7.7% 16.6%

Value Aug-87 Nov-88 1.3 -9.9% -17.1%

Growth Oct-85 Aug-87 1.8 32.1% 39.6%

Value Jun-83 Oct-85 2.3 8.4% 1.5%

Growth May-80 Jun-83 3.1 12.0% 16.8%

Average (All Periods) 3.2 108% 8.8%
Average During Value Cycle 2.5 5.4% -6.7%
Average During Growth Cycle 3.9 16.2% 24.2%

Source: RBCO/Bloomberg

Source: RBCO/Bloomberg
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Style Fundamentals
As for fundamentals, we also note that on a unit-for-unit
basis, investors in value stocks are paying a higher multiple
for profitability than growth investors.The charts at the 
end of this section show the historic multiples of earnings
(adjusted for inflation) compared to return on equity, a 
common measure of profitability.We note that while the
ratio is about average for the value index compared to histo-
ry, it is significantly below average for the growth index.
The ratio of price-to-earnings compared to return on equity
is the lowest it has been since the mid-1990s—the start of
the last growth cycle.
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Style Investing - S&P 500 Growth Index
Inflation Adjusted P/E Divided by ROE
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Source: Barra/RBCO

1. For our purposes, we measure the “term spread” or steepness of the yield curve by subtracting the yield on the three month T-Bill from the 10-year Treasury bond yield.
2. www.eia.doe.gov
3. Data from Thomson Financial
4. Volatility measured as the rolling 12 month standard deviation of annualized weekly returns
5. Ranked by size, the smallest stocks are those stocks that make up the 10th decile of all stocks traded on the NYSE/AMEX/NASDAQ. Largest are those in the 1st decile.

Source: Ibbotson 2004 Yearbook
6. Measured as EBITDA
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S U M M A RY  A L L O C AT I O N  B Y  I N V E S TO R  T Y P E

Having walked through the “decision tree,” our three basic portfolio allocations headed into 2005 are as follows.
Throughout the coming year, we may update these allocations in response to market changes and economic events.

The Growth Portfolio  
ää

Primarily equities (usually 50-100%). Appropriate for investors
with a long time horizon and higher tolerance for risk.

The Balanced Portfolio  
ää

Mix of equity (usually 25-75%), fixed income investments 
and REITs.

The Conservative Portfolio  
ää

More conservative mix of equities (usually 0-50%), bonds and
REITS. Appropriate for lower risk tolerance, but still desire some
modest growth.

Mid Cap Value 11%

Mid Cap Growth 12%

Emerging Markets 9%

Emerging Markets 6%

Emerging Markets 3%

Developed Economics 4%

Developed Economics 3%

Developed Economics 2%

Corporate Bonds 7%

Gold 5%

Large Cap Growth 21%

Mid Cap Value 7%

Mid Cap Growth 4%

Mid Cap Growth 8%

Corporate Bonds 16%

Gold 10%

Gold 15%

Large Cap Value 12%

Large Cap Value 18%

Large Cap Value 6%

Short Term Treasuries 24%

Short Term Treasuries 13%

Short Term Treasuries 36%

Large Cap Growth 14%

Mid Cap Value 4%

Corporate Bonds 23%

Large Cap Growth 7%
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