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<Date>

<Name>

<Address>

<Address>

Dear Mr. & Mrs. X

2006 was certainly an interesting year, especially with respect to the changes in both the domestic and global stock markets. Many US stock-market investors are now in celebration mode, as the broad markets achieved a gain for the year much better than expected. Despite challenges created from inflation, a housing crunch, the war in Iraq, a short-term oil spike and the November elections, most of the major indicies spent only a short time in negative territory.

A year ago, many investors predicted that the Dow Jones Industrial Average would struggle to rise more than 7% during 2006. However, as the final numbers show, the stock market pleasantly surprised the vast majority of investors, jumping 7.4% for the fourth quarter alone and 16.3% for the year. Among the 18 broad market sectors tracked by the Dow Jones Indexes, from basic resources to technology, each sector turned a profit and not even one finished in the red.

Many other indexes of small- and mid-size stocks also climbed to record highs. The Russell 2000 Index of small stocks had a total return of 8.9% for the quarter and 13.4% for the calendar year 2006. The Standard and Poor’s 500 Index of large stocks earned 6.5% for the last quarter and 13.6% for the year, more than double the return of the Dow Jones Corporate Bond Index and triple what the 10-year treasuries delivered in 2006. The NASDAQ Composite Index, comprised primarily of technology stocks, rose 9.9% for the quarter and 9.5% for the year. Although neither the S&P 500 or the NASDAQ finished near their records set in 2000, both did better than predicted.  

It has been quite some time since all three major indicators of the U.S. stock market (the Dow Jones, the S&P 500 and the Russell 2000) showed double-digit gains for a year. Overall, corporate America has done a pretty good job over the last four years of increasing profits in spite of rising interest rates, higher energy prices, and more intense global competition.

Unlike last year, many investors see a much rosier outlook for 2007. Of the primary concerns going into 2006 (the risk of slower economic growth, more Federal Reserve interest-rate increases, higher inflation), none turned out to be a major problem. Heading into 2007, it appears that the Federal Reserve Board has finished increasing interest rates, especially with the latest reports on consumer inflation showing very little, if any, overall price increases for the month of November, and with the economy staying out of recession, at least until now. In fact, it appears that Federal Reserve Board Chairman Ben Bernanke stopped raising interest rates at just the right time last July, keeping inflation in check without sending the economy into a recession, which was certainly a difficult feat to accomplish. Some investors have even dubbed this a “Goldilocks” economy—not too hot, not too cold, just right!

Despite the present favorable conditions, Mr. Bernanke continues to worry about the risk of more persistent inflation, which could force him to raise interest rates again. Bond investors in particular pay close attention to this warning of possible inflation. The bond market is also worried about a possible recession. That scare helped push the yield of a 10-year treasury note to 4.7% at the end of the year, just higher than the 4.6% at which it began 2006, but well below the 5.25% it hit at the end of June of last year. It also puts the 10-year treasury yield below the short-term yield, creating an inverted yield curve, which I will discuss in more detail later in this letter. As an inverted yield curve is often a warning sign of recession, this has many investors nervous. Many investors believe that interest rates may fall, which is often the sign of a weakening economy, and this makes both stock and bond investors a bit nervous as well.

On the other side of the coin, many money managers are not greatly concerned about the possibility of recession, pointing out (as has the Fed) that there has been a greater-than-average foreign demand on longer-term treasury bonds. That demand, together with an exceptionally low worldwide inflation rate, has kept the U.S. government bond yield lower than normal.

As long as these low yields do not cause a recession, they usually are good for stocks.  For example, low interest rate yields usually hold down other market interest rates, such as fixed mortgage rates, which often, in turn, encourage consumers and businesses to borrow, spend, and invest, which then assists corporate profits and stock prices.
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Past performance is no guarantee of future results! Stock market skeptics last year waited for the bull market to suffer a serious setback because of a trend of corrections during mid-term election years. As it turned out, this correction never happened. As I mentioned at the beginning of this letter, the Dow actually increased over 16% from its July low to above 12,500 as of the end of the year. This is certainly interesting behavior for a mature bull market entering its 5th year! 

One of the reasons for such a significant appreciation in the stock market during 2006, especially for the last six months of the year, was that oil prices continued to fall to $51 per barrel as of January 16th, 2007 (compared to $77 per barrel last summer). Mild weather kept prices going down by boosting the inventories of gasoline, diesel fuel and heating oil. 

The chart above illustrates the drop over the last 5 months to its lowest level since mid-2005, causing many investors to start wondering if cheaper oil might increase corporate profits, stimulate consumer spending and lead to a stronger global economy. Richard Yamarone, editor of weekly economic commentary by Aigus Research, noted that “economic data have exceeded Street expectations, and are beginning to suggest an economy recovering strongly from the oil-induced soft patch.”  

Believe it or not, the Consumer Price Index (CPI) fell in October and the main explanation for this drop was the same one that accounted for the increase in prices earlier in 2006—oil!  Even more important, “core” CPI, which excludes food and energy, was up only 0.1% in October, indicating that prices outside of the energy area are not moving upward very much. Measured by the CPI, inflation has been relatively tame, gaining only 2% for 2006. With healthcare and energy costs higher, 2% is certainly within my comfort zone. 

As I noted earlier, many investment analysts expect 2007 to shape up as a decent year for the stock market, with an estimated profit growth of 5%-10% forecast for many of the companies in the S&P 500 Index. In addition to record earnings, US corporations currently have a record $800 billion in cash, which many of them are using to buy back shared of undervalued stock (increasing corporate earnings) or to purchase other undervalued corporations.

A stock market that advances in the face of bad news is often sending the strongest signal of all. Did you notice how the stock market ignored the bad news in September and October and continued to advance? And now the New York Stock Exchange has posted a 22-to-1 volume share day! That means that advancing shares pounded declining shares by a 22-to-1 margin!

Many investors anticipate that the Federal Reserve may start cutting back short-term interest rates later this year in order to stimulate the economy and help prevent a recession. If we are headed for a slowdown, however, you certainly wouldn’t know it from the employment report released by the Bureau of Labor Statistics, which showed a more-than-typical rise in jobs in November. According to the Conference Board Index, optimistic feelings about the job market then caused consumer confidence to rise in December to 109.0, which is an 8-month high. 

Many investors use the price-earnings ratio (P/E) to determine whether a stock is overpriced. In most cases, the lower the P/E, the more reasonable the price, while a  higher P/E may indicate that the price per share is unrealistically high. According to Milten Ezrati, Senior Economist and Market Strategist with the investment company Lord Abbett, “P/E valuation multiples are lower today than at any time in the past 10 years.” The S&P 500 is currently valued at approximately 15 times projected 2007 operating earnings (P/E), which is considerably less than the +20 P/E many stocks had in 2000 just prior to the tech bubble bursting.  

Still, not all investors are celebrating. Some pessimists (also known as “bears”) are worried that a serious recession lies ahead, created when consumers who are overleveraged in their homes cut spending in response to a collapse in housing prices. These worriers also complain that the US has a huge current-account deficit due to Americans’ lust for consuming more than they can produce and spending more than they save. They argue that we continue in our current ways only because the kindness of other countries (China in particular) who buy our debt securities allows us to do so. However, many US analysts worry that many foreign investors will sell their US bonds, sending the US dollar plummeting and interest rates soaring, while the average American worker suffers a bad economic state because the good manufacturing jobs have all been outsourced overseas.

After all that worrying, we must remind you that such opinions are not shared by everyone. While many blue-collar jobs have been outsourced, for example, those workers make up only 9% of the population. The international research firm GaveKal believes that the US current-account deficit is due primarily to antiquated statistical measures (which miss the more favorable impact of increasing corporate cash flow and profitability) and that US stocks are cheap by many standards. Still, these worries are not completely unfounded, and we will try to address these issues in more detail later in this letter.

2006 squeaked by as the 5th year in a row of stronger dividend growth, even though these payments dropped in both the 3rd and the 4th quarters. These last two were the first downturns since dividends began their comeback in 2003, following much-awaited favorable changes in the tax laws.  

Although corporate-profit growth appears still to have decelerated in the 4th quarter of 2006, many of the nation’s largest companies are predicted to post better-than-expected results, and the broad markets achieved a nice percentage gain for the year. However, if we look at things from a worldwide perspective, it appears the United States was at the bottom of the barrel in terms of major-market returns for 2006. For example, the gain in the S&P 500 Index was significantly less than the investment returns in the stock markets of France, Germany, Spain, Mexico, Brazil, Hong Kong, and Australia, just to name a few.  It appears that the only market that was worse than the United States for dollar-focused investors was Japan, with only a 5% gain. Investors in emerging markets also faired well, with a total return of 32.1% despite a major hiccup in the spring.

Europe also increased dramatically, posting gains for its 4th consecutive year while increasing corporate profits, merger and acquisition activity, and economic strength. The Dow Jones Stoxx 600 Index, which tracks Europe’s 600 largest publicly traded companies, increased 17.8% for 2006, and these positive returns should hopefully continue into 2007.  In fact, a 5th year of positive returns would match the length of the last European bull market in 1995-1999. European stocks have returned more than 140% since the end of the last downturn in March of 2003, according to CitiGroup Inc.

A major concern of many US investors is housing prices. However, in October, sales of existing homes increased 0.5%, which was the first monthly gain since February of last year, and new home sales rose 3.2%. This could possibly be an indicator that housing has seen the bottom and is starting to recover. However, sales nationwide are down by over 25% compared to a year ago. Although the prices of real estate could still continue to decrease, GaveKal doubts they will fall much more.

There are many different superstitions, especially relating to the stock market, which cause people to think they already “know” what 2007 will bring! First of all, it is the third year of a presidential term, and therefore the stock market should be up dramatically, as has often been the case in such years.  However, because it is a year ending in “7” that is not a second year of a presidential term, 2007 will not be as good as typical third years of the election cycle. And please, let us not forget that because it’s a “7” year that is also the fifth year of a bull market, we will see a late-year crash, such as that seen in 1937 and 1987.  (“What!?”)  

The stock market has now gone longer without a 9% correction than at any other time in its history. Only a couple of bull markets lasted through a 5th year, so 2007 will certainly be pushing the envelope. Many investing specialists who are upbeat on stocks for the long haul are now nervous wondering if the market is due for a correction. 

Obviously, no one really knows for sure how long this bull market will last and therefore it is wise to always remember to diversify and not take too much of an extreme position in any one area. However, we must again remind you that past performance is no guarantee of future results! Don’t fall prey to the superstitions! If it was easy (or even possible!) to determine the results of the stock market ahead of time, the constant investment monitoring, reviewing of alternatives and researching of economic data that we provide would cease to be valuable! 

Even the Federal Reserve Board cannot predict the future of the markets. After acknowledging “mixed” signals on growth, the Fed stated in a very vague outlook of future growth, “Although recent indicators have been mixed, the economy seems likely to expand at a moderate pace on balance over coming quarters.” As the Fed has left short-term interest rates at 5.25% since June 2006, it appears as though Wall Street is gradually warming to the idea that the Fed may stay “on pause” for an extended period of time. As long as the Fed does not increase interest rates, many investors believe that the stock market can continue to rally well into 2007.

There are a number of factors present today that have been indicators of past recessions.
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These factors include plummeting new home construction, weakening car sales, and long-term interest rates driven well below the short-term rates set by the Federal Reserve Board. However, the U.S. Central Bank and much of Wall Street are now betting that the old rules do not apply today and that a recession this year, although possible, is unlikely.

During the first part of 2006, when the yield on 10-year US treasury notes had just fallen below the level of 3-month treasury bills for the first time in over 5 years, The Wall Street Journal stated, “yields on bonds inverted, reflecting unease about the economy’s future.”

Please see the yield curve above and note that this situation did not last very long, and longer-term interest rates quickly increased to the level of shorter-term interest rates.  However, just a few months later, the interest rates on long-term treasuries once again fell below the three-month interest rates and have remained there for the last 4 months. 

So, are you still wondering exactly why an inverted yield curve suggests such a gloomy assessment about our economy? First, remember the basics of a yield curve. It is merely a graphic illustration of the different yields of debt instruments (for example, bonds) across different maturities. Normally the curve slopes upward, as most investors expect and require a higher interest rate on longer-term bonds than the interest rate they would earn on shorter-term I.O.U.s.

Over the long term, the average difference between a 10-year yield and 3-month interest rates is 1.4%, according to Markus Schomer, CFA, economist for AIG Global Investment Group. Both the shorter and longer maturities influence the shape of the yield curve. The short end is the period between 3 months and 2 years, and is heavily influenced by the Federal Reserve Board, whose policies directly impact overnight interest rates and indirectly impact interest rates on shorter-term treasury bills and treasury notes. The long end of the yield curve, between 7 and 30 years, is mainly driven by longer-term expectations about growth and inflation and the demand by institutional investors, such as banks and insurance companies, with long term liabilities for assets with a similar long-term duration.

What might cause a yield curve to invert? Well, after a number of years of strong economic growth, inflation pressures often emerge, which sometimes cause the Federal Reserve Board to increase short-term interest rates with the intention of slowing economic growth and preventing inflation from getting out of control. Unfortunately, the Federal Reserve very often slows the economy down so much that it slides into a recession. The harder the Federal Reserve applies these interest-rate brakes, the more likely a recession will happen. Over the last 35 years, each of the last 6 recessions was preceded by an inverted yield curve. Only once, back in 1967, was an inverted yield curve not followed by a recession.

So, is the Federal Reserve Board behind the current inverted yield curve in 2007?  Over the last two years, the Fed has raised rates 17 times, for a total of over 4 percentage points. (Each increase was only 0.25%.) In the past inverted yield curves, the Federal Reserve was often battling a much higher inflation risk. This time, the Federal Reserve Board chairmen, both retired Alan Greenspan and current chairman Ben Bernanke, were very explicit that their primary target was merely to remove the existing “policy accommodations,” while stating that the inflationary pressure was soon expected to slow.

In addition to this, yield curves can become inverted because short-term rates are high due to inflation, and bond investors expect the Fed will be forced to cut them to counteract a recession. This time, short-term interest rates are not particularly high; it is long term bond yields that are unusually low. This is because bond holders are often more confident that inflation will remain low and stable and that growth will also be stable.  Therefore, many bond holders are not demanding as much of a premium to lend money for longer periods of time.

Other factors besides fear of an impending recession could also be contributing to the current inverted yield curve: 
1 The inflow of foreign savings from Asia and the Middle East.

2 The great degree of confidence investors have in the Federal Reserve Board to keep inflation under control (thus requiring less of a risk premium to the potential of higher inflation in the future).

3 The expectation that the interest rates on shorter-term debt instruments will decrease.

Remember that the yield curve itself does not cause a recession; it merely reflects expectations about economic trends in the future. Only time will tell what will happen, and that is why we must constantly remind ourselves to always diversify!

We hope that this has helped explain to you a few of the things that are happening in the economy.  However, there are many other factors to take into consideration besides the yield curve.  Let us review additional items we feel are important to discuss at this time.  

One area of concern is the value of the U.S. dollar. Only a few weeks ago, the opinion of many investors was that the U.S. dollar, which had weakened significantly against many other currencies in 2006, would continue to head downward due to slowing growth in the United States and a renewed focus on the country’s increasing deficits. However, the dollar has bucked those expectations by rising more than 2% against the Euro in the first two weeks of 2007, and also strengthening against the Yen, hitting a 13-month high.

What was the cause of this?  There have been a number of new positive indicators on the U.S. economy, leading many to believe that the economy will not slow any further but instead will start to rev up. In addition, there are signs that the trade deficit may be stabilizing, which we will discuss in more detail shortly.

This change in the dollar’s value has a big impact on many investors. Last year, for instance, the dollar’s downward grip (weakening 12% against the Euro, for example) provided a generous boost to American investors’ returns in other countries, since profits in other currencies bought more U.S. dollars. 

While currency fluctuations are virtually impossible to predict, and the U.S. dollar still faces pressure on several different fronts, many analysts now think that a slide like last year’s is unlikely to happen in the near future. Their main long-term worry is the fact that the U.S. imports far more than it exports and spends more than it saves, making us dependent on other countries to finance this gap. (Remember those pessimists we spoke of earlier?) One of the ways to address this imbalance is a weaker dollar, since it usually makes the exports more attractive.  

A related concern addresses the large amount of dollars held by central banks around the world. The dollar is still the world’s favored reserve currency, but the rising acceptance of the Euro, along with the recent weakness of the dollar, has led many countries’ banks to consider diversifying their holdings. So far, moves in that direction have been limited.

Another concern of both investors and economists is the complex issue of the twin deficits—the government budget shortfall and the trade gap.

A trade deficit means that more dollars are falling abroad from our purchases of foreign goods and services than are being absorbed by foreigners purchasing US output. The United States’ trade deficits declined to $64.3 billion in September, mainly due to the drop in the price of oil imports, but also helped by a slight gain in exports. The trade deficit with China, however, now representing 36% of the total trade deficit, increased to $23 billion. Through September, the U.S. trade deficit with the rest of the world is running at an annual rate of approximately $782 billion, about 9.1% higher than last year’s $717 billion deficit, which represented a little less than 6% of our national output.

While the trade deficit, despite its year-end decline, grew larger overall for 2006, the federal budget deficit in fiscal year 2005 was $318 billion dollars and is expected to drop to $260 billion dollars this fiscal year. The budget deficit appears to be reasonable, at least in the short term. This gap is now well below 3% of the gross domestic product of the United States, which is a long-term sustainable level that is actually below that of many industrialized countries. The problem is, over the long term the budget deficit will most likely be higher. Social security and especially Medicare are expected to move into extreme deficit over the next two decades because of all the baby boomers retiring during this period of time. In fact, by 2031, when the last boomers are eligible to start collecting benefits, it is estimated that Medicare will absorb over half of Uncle Sam’s revenues and that Social Security will claim a smaller, but still significant, share of the total.

So, which deficit is worse? It is difficult to say.

While the budget deficit is expected to increase in the long term, the trade deficit is increasing at a much faster pace. Foreigners are accepting U.S. dollars and using them to buy U.S.-based assets, including real estate, bonds, and stocks. For over a decade, the rapidly widening trade deficit acted as a major drag on U.S. economic growth.  However, surging exports are now reversing that trend, assisting the economy at a critical time and hopefully starting to pare back the bloated trade deficit that we are currently faced with.
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The U.S. deficit in trade in goods and services fell 1% in November to $58 billion, marking the 3rd straight monthly decline and the lowest level in more than a year, according to the Commerce Department on Wednesday, January 10th. So, although the overall trade gap for 2006 still remains on track to hit an annual record, on a positive note, the US trade picture does appear to be brightening, as the chart indicates.
Are either of these deficits significant problems? Although it is wise to look at every important indicator (and these are certainly two of them!), I believe that if the deficits were really a major threat, interest rates would be rising at this time.

While there are various signs of slowing economic growth in the United States, overseas the signs are, thus far, much harder to detect. Indicators of continued strength include:
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1 In the middle of last year, the International Monetary Fund confirmed its growth estimates of 4.9% for 2006 and an estimated 4.7% for 2007. This would be the highest sustained growth rate since 1973.

2 Japan’s large manufacturers plan to increase capital spending by 12% in 2006 and manufacturing growth in Europe is running at the fastest rate in 6 years.

3 China’s GDP grew at an annualized rate of 11.3% in the second quarter of 2006.

4 The U.S. unemployment rate dropped to 4.4% on November 4, 2006, which was the lowest rate since May of 2001.

We wrote earlier of our growing trade deficit with China, but it is also interesting to note that China’s foreign-exchange reserves have gone from very little in 1990 to an estimate exceeding $1 trillion at the end of 2006 (see chart above)—a sum greater than the annual economic output of all but 9 countries, according to the China Statistic Yearbook. The rapid growth in these so-called foreign-exchange reserves has made Beijing a colossus in the financial world. This helps protect China against the risk of shocks in their own country, but potentially allows them to generate financial problems in other countries.

Most of China’s currency reserves are invested in U.S.-dollar-denominated debt, such as U.S. treasuries, which are considered the world’s safest investment. That has kept the demand for U.S. treasury notes high and interest rates low. A change in their investing pattern could affect how much Americans pay for mortgage loans and other borrowings. In fact, some investors in Washington (remember those pessimists again?) and in world markets fear that one day China might dump its holdings of dollar-based assets, which in turn could cause a sizable amount of these investments to fall in price, thereby negatively effecting the U.S. economy.

Another interesting thing to note—this time on a national level—was the stock market’s seeming indifference to the changing of the guard in Congress during the last quarter of 2006. A democratic Congress could undermine Republican economic policies such as tax cuts and deregulation that Wall Street tends to favor. Although it is too early to know the repercussions of this election, it certainly does not appear to have made a big difference with investors or caused a major negative effect on the stock market so far.

The U.S. economy is not recession-proof.  There are a number of issues that could cause the current economic expansion to end:

1 Rising interest rates

2 A deeper-than-expected drop in the housing market

3 A sudden decline in foreign investments in the United States

4 A renewed surge in energy prices or inflation

5 A softer U.S. economy

6 A further weakening of the U.S. dollar

7 Political problems

8 Twin deficits – trade and budget

Any of these, or a combination of these, or in fact almost anything, could trigger a recession.

To wrap things up, the most important question in most of your minds is, “Will the stock markets keep going up?” There are a number of good reasons that I believe the answer will be “yes”:

1 Lower inflation, primarily due to lower energy costs and increased global competition.

2 Stable long-term interest rates, primarily due to strong capital investments in the United States from foreign investors, especially China and the U.K.

3 A relatively “soft landing” in the housing market. So far so good in this department, but this is certainly one of the major wildcards. If housing prices should drop by a significant margin, then the ripple effect of other areas affected negatively by this could be serious.

4 Continued strong earnings growth. As long as corporations continue to report record profits, the stock markets should also do well.

5 Foreign investors pumped $53.7 billion into U.S. markets in September, following inflows of $97.1 billion in August and $53.9 billion in July. As long as that keeps up, the trade deficit probably will not be as huge of a problem and long-term interest rates should also remain stable.

I know that there’s been a lot of information in this 2006 year-end newsletter. As you can see, there are an immense number of details that must not be overlooked, and you can rest assured that we are doing our best to provide you with the same outstanding service and high investment returns that you have experienced over the last few years.

However, yet again we must caution that past performance is no guarantee of future results! Even so, know that we’ll certainly do our best. We look forward to seeing you in the near future to review your overall financial picture.  Please do not hesitate to call us if you have any questions before our meeting.

Yours truly,
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Thomas B. Gau, CPA, CFP

P.S. Many of you may have experienced an increase in the cost of your Medicare insurance premiums. As an interesting bit of food for thought, here are some figures showing healthcare spending per person in 2004 for a few of the developed countries, according to the Organization for Economic Cooperation and Development:

1 United States - $6,102

2 Canada - $3,165

3 France - $3,159

4 Australia - $3,120

5 Britain - $2,508

Note:  The views stated in this letter are not necessarily the opinion of AIG Financial Advisors, Inc. and should not be construed, directly or indirectly, as an offer to buy or sell any securities mentioned herein.  Due to volatility within the markets mentioned, opinions are subject to change without notice.  Information is based on sources believed to be reliable; however, their accuracy or completeness cannot be guaranteed.  Past performance does not guarantee future results.

Indexes cannot be invested in directly, are unmanaged and do not incur management fees, costs or expenses. No investment strategy, such as asset allocation, can guarantee a profit or protect against loss in periods of declining values. International investing involves special risks not present with U.S. investments due to factors such as increased volatility, currency fluctuation, and differences in auditing and other financial standards. These risks can be accentuated in emerging markets. 

The price of commodities is subject to substantial price fluctuations of short periods of time and may be affected by unpredictable international monetary and political policies.  The market for commodities is widely unregulated and concentrated investing may lead to higher price volatility.

**The facts and figures stated in the above letter were taken from The Wall Street Journal (1/6/07, 1/17/07, 1/11/07, 12/13/06, 12/11/06, 11/19/06, 10/1706, 9/19/06), Sourcebook (Winter 2006), Bob LeClair Email Newsletter (1/4/07), Steve Leimberg’s Email Newsletter (11/13/06, 11/19/06, 12/2/06), Financial Planning Magazine (October 2006), USA Today (10/31/06) and Barron’s (1/8/07, 11/27/06, 11/23/06).
