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During the Civil War battle of Spotsylvania Courthouse in 1864, the last 
words uttered by General John Sedgwick were:  “They couldn’t hit an 
elephant at this dist—”(end of transmission).

Targets, forecasts, predictions--all part of our business--demand us to be 
as accurate as humanly possible.  Accurate prediction, however, failed 
both General Sedgwick and his army.

In this, our annual forecast issue, we first must take a look back to 2006 
to see if our targets and predictions were achieved.  Then, we look 
forward to set our sights on what we see in the future as it relates to 
2007.

A year ago, we stated “2006 will be a better year than 2005 for equities, but most of the gain will 
wait until the fourth quarter.”  We were right on: 2006 was better than 2005, and all of the gain in 
the markets came in the last five months of the year. 

We predicted that the yield curve would invert (short-term rates higher than long-term rates), thus 
slowing the economy. The yield curve did indeed invert with short-term rates at 5.25% and the 
ten-year treasury at 4.69% at year end. The economy is indeed slowing with GDP growth slowing 
from a 5.6% rate in the first quarter to a 2.0% rate in the third quarter of 2006.

We believed that the Fed would start to ease in the fourth quarter, but they did not share our 
wisdom.  We said that rates would peak at 5%,and we were close as they hit 5.25%.

We stated “oil would be down in price from its year-end $66 level.”  After a wild ride in 2006 and 
with its price near $77 at its peak, oil closed the year at slightly above $60 and has continued its 
slide in early 2007, hitting $50 a barrel as of this writing.

We wrote that the dollar “will weaken versus the world but more so against the Pacific Rim coun-
tries.”  The dollar did weaken against the world but notably against the euro, the Chinese yuan and 
the British pound

The one prediction where we clearly missed the boat was our belief that “Gold will not hit $600.”  
It not only hit $600 it went all the way to $700 before closing the year at $632.



In checking our crystal ball for 2007, we noticed that it was cloudy even after a very good clean-
ing. There is much uncertainty this year due to the many variables and conflicting economic 
forces.  Add to this that the election season, much like Christmas, seems to come earlier and ear-
lier and we have the makings of a tough year for forecasters.

The biggest variables are the war in Iraq, terrorism, and the Middle East. The above are beyond 
being able to predict and have the potential to render any forecast worthless. 

The yield curve is currently inverted (short-term yields higher than long-term yields) and has been 
this way for a number of months.  This almost always leads to a recession. The current inversion 
is the result of the Fed keeping short-term rates high to fight inflation and the bond market believ-
ing that the economy will weaken, keeping long-term rates low.  Something has to give and our 
belief is that it will be long term rates.  We do not see a Fed easing this year; while, at the same 
time, we also don’t believe that they will raise rates much, if at all. As such, we foresee long term 
rates moving slightly higher to the 5.25-5.5% range by year end. 

If this scenario plays out, bonds will not give equities much help. The debate among economists is 
whether we are headed for a soft landing or a hard one. While both scenarios will probably lead to 
softer equity prices over the intermediate term, the latter would certainly be a painful one for 
equity investors. Since we are the nostalgic type, we think that this may bring back an 80’s style 
stag-flation--an environment of increasing inflation coupled with low or flat growth.  Not for one 
minute do we believe that we will have an 80’s style inflation where year-over-year numbers 
soared into double-digit territory. We do, however, believe that inflation will increase from the 
low 2% range currently to the low 3% range.  Growth will slow from the mid 3% level to the high 
1% range.

The key, in our view, to a sustained rally in the stock market lies with the economy.  The rally in 
the last half of 2006 took most of the growth from this year.  We look for a down or flat first half 
of the year with a rally in the fourth quarter. 

The debate over real estate also rages on. One camp believes that a bottom has been reached while 
the other looks for prices to drop further. We believe that the slowing economy will continue to 
put pressure on real estate prices.  This will lead to an increase in foreclosures and heartburn for 
some lenders.

Looking Into Our Crystal Ball  (continued)




