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Highlights: 

• Growth for the U.S. economy 
is expected to moderate in 
2007 with an increased 
chance of a recession. 

• The housing market is show-
ing signs of weakness and a 
large number of subprime 
mortgages are scheduled to 
reset beginning in late 2007.  
However, foreclosures cur-
rently  represent only a small 
fraction of all mortgages out-
standing. 

• Our forecast is that the econ-
omy will experience a “soft 
landing”. 

• In our opinion, large U.S. 
stocks, foreign stocks and 
bonds, and hedged strate-
gies are among the most 
attractive investments cur-
rently . 
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The U.S. economy is expected to grow 
more slowly in 2007, but the consen-
sus estimate for U.S. real (inflation-
adjusted) GDP growth is still projected 
to be a robust 2.6% for 2007.  How-
ever, we cannot ignore the possibility 
of a recession over the next 12 
months.   
 
A key worry is the health of the 
housing market. Housing starts are 
down about 20% from their peak and 
may decline another 5-10% 
in 2007.  Home prices have 
also declined in selective 
markets, though the effect 
does not appear to have 
s p r e a d  n a t i o n w i d e .  
Nevertheless, because rapid 
building has occurred along 
both coasts and other “hot” 
market regions, inventory 
levels have risen, thus likely 
adding to downward price 
pressures in 2007. 
 
Interestingly, non-residential 
construction appears to be 
strong—propelled by space 
needed by industry and gov-
ernment. Furthermore, this growth is 
expected to more than offset the de-
cline in residential construction.  
 
Another key factor in 2007 and beyond 
is consumer spending.  For much of 
2006, consumers were spending close 
to 1% more than they earned, with 
the difference coming from savings, 

asset sales or borrowings.  This is not 
sustainable in the long run.  
 
Additionally, there are some cash-
strapped homeowners that are close to 
the limit on being able to make their 
loan payments.  
 
The following chart shows the number 
of adjustable rate loans that are 
expected to reset in the near future 
(Credit Suisse, 10/06).   

Primarily troublesome are the large 
number of subprime mortgages 
scheduled to reset in late 2007 and 
early 2008 (about $30+ billion/month).  
These less credit-worthy property 
owners often have little home equity. 
What happens with this group of 
homeowners may determine whether 
growth merely slows or whether a 
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that other outcomes are not possi-
ble and in fact are increasingly a 
concern.  A stagflation and 
higher interest rate scenario 
would most likely result in a re-
cession, as would worse-than-
expected developments in housing 
and consumer spending.  

 
Investment Outlook 

 
With the S&P 500 currently trad-
ing at a 16.4 multiple of 2006 
earnings and a 15 multiple of 2007 
projected earnings, the U.S. stock 
market is still attractively 
priced, particularly in the context 
of low long-term interest rates and 
current inflation rates.  Corporate 
merger and acquisition activity re-
mains high and an estimated $750 
billion available of private-equity 
firm cash ready to invest should 
provide strong underpinnings to 
the U.S. and foreign stock markets.   
 
Energy stocks may be at a cross-
roads in 2007.  Oil and gas prices 
have taken a big tumble from their 
2006 highs.  Therefore average 
earnings growth rates from energy 
sector companies are expected to 
be close to nil in 2007 (except for 
oil service firms). 
 
Foreign stocks and bonds still 
deserve a large weighting due to 
more favorable expected growth, 
or due to currency or fiscal and po-
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recession is triggered in 2007 or 
2008. 
 
Nevertheless, these concerns 
may be overblown.  The home-
owner who can’t pay and who 
can’t sell or refinance is still a 
tiny fraction of all homeowners.  
This is reflected in the overall 
delinquency rate of all mort-
gages, which at 4.67% is only 
up 0.28% from the prior quarter 
and 0.23% higher than a year 
earlier.  Note that foreclosures 
are still at a very low rate, cur-
rently standing at 1.05% of all 
mortgages outstanding. 
 
Given current and expected de-
velopments, we believe that a 
“soft landing” is in store for 
the economy.  This entails a 
slowing, but not declining year 
of economic and corporate earn-
ings growth, with relatively sta-
ble employment, some wage 
growth, perhaps with a modest 
bump in the unemployment rate.  
In this scenario, interest rates 
also remain stable with the pos-
sibility of short-term rates com-
ing down  (assuming inflation 
does not take a jump despite the 
deterioration in labor productiv-
ity). 
 
While a soft landing seems 
most likely, we cannot conclude 

litical policy considerations.   
 
Commercial real estate and 
REIT valuations are stretched, 
but improved business conditions 
support fundamentals for office 
space, industrial space and retail 
space.   
 
Various long-short hedged 
strategies continue to be attrac-
tive, particularly merger arbi-
trage.  Mergers and outright 
global acquisitions by private-
equity funds and other investors 
in 2006 resulted in the greatest 
corporate transaction level ever, 
perhaps to be surpassed in 2007. 
 
High quality, long-term, U.S. 
bonds, particularly government 
bonds, continue to offer more 
risk than we would prefer, given 
their relatively low yields.   
 
Should there be any severe mar-
ket or sector declines, our diver-
sified portfolios should assist in 
preserving capital.  Furthermore, 
such wide diversification should 
provide us the financial resources 
to take advantage of any opportu-
nities in temporarily undervalued 
assets.  Our goal is to be alert to 
dangers and to opportunities. 
 
For more on our investment ap-
proach, please visit our website 
at www.wescapgroup.com.   


