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Tech and Telecom driven by Democrats -- Energy and Materials driven by seemingly 
everything.  

TECHNOLOGY  Our top two sector calls for the new 
world of a Democrat-controlled congress -- one bullish 
and one bearish -- have played out very much as 
predicted (see "Stock Market Exit Poll" November 15, 
2006). Since the election in November, the best 
performing S&P 500 sector has been Information 
Technology, up 4.3% versus the S&P 500 up 2.3%. It 
was the only sector we identified as profiting from 
Democratic congressional control -- the catalysts being 
the increased likelihood both of an extension of the 
Internet tax moratorium, and of imposition of so-called 
"net neutrality" regulations on network providers. We 
think that these will be durable, if minor, catalysts for a 
sector that is also benefiting from a rapid upgrading of 
growth expectations as macro data continues to 
surprise on the upside (see "New Year, New Day?" 
January 4, 2006).  
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TELECOMMUNICATIONS  Conversely, the second 
worst performing S&P 500 sector has been 
Telecommunications, down 0.1% (second behind 
Energy, a special situation which we will discuss 
below), thanks to that same heightened threat of "net 
neutrality" regulation. Such regulation would reduce the 
present value of new network builds designed to 
support next-generation broadband services and 
exploit video-franchising opportunities, and could act to 
reduce or defer those builds. We note that the 
AT&T/BellSouth merger was only able to obtain FCC 
approval thanks to AT&T's "net neutrality" concessions designed to appease the agency's 
Democratic commissioners. AT&T's concessions were cleverly designed to appease at the least 
cost, being limited in both scope and duration. But that appeasement has emboldened the "net 
neutrality" lobby that operates from the Angry Left through organizations such as MoveOn.org, 
and already a draconian new "net neutrality" bill has been introduced in the Senate by Byron 

Update to strategic view 

US TECH STOCKS: Reaccelerating 
growth and favorable tax/regulatory 
policy from a Democratic congress 
remain positive catalysts for this laggard.
US TELECOM STOCKS: With a 
draconian new "net neutrality" bill in the 
hopper, regulatory risk overhangs this 
overextended sector.  
US RESOURCE STOCKS: While 
underlying commodities have fallen 
sharply, energy stocks have had 
relatively small losses, and materials 
stocks have gained -- though both 
sectors are well off their highs. Deep 
undervaluation has absorbed price 
shocks -- and these stocks are still 
deeply undervalued. We expect the 
underlyings to rebound, and the stocks 
to rebound with them. 
COMMODITIES, OIL, GOLD, US 
DOLLAR:  Speculative purging is 
probably becoming overdone. Inflation 
risk has fallen from its worst levels, but 
remains a strong motivating theme. We 
expect at least a trading rebound in 
commodities, and at least some 
retracement of the dollar's gains. 

[see Investment Strategy Dashboard]
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Dorgan (D-North Dakota) and Olympia Snowe (R-Maine). By way of counterbalance, the 
telecommunications industry itself spends a great deal on lobbying. And some labor-influenced 
Democrats may be swayed by the industry's union, the Communications Workers of America, 
whose workers would be harmed by the growth-slowing consequences of "net neutrality" 
regulations. But as the best-performing sector of 2006, up 32.1% excluding considerable 
dividends, we think the Telecommunications sector is vulnerable to giving up some of its outsize 
gains, or at least not adding to them, as long as the "net neutrality" issue remains so visibly on 
the table as a risk.  

HEALTH CARE   After the election we also noted that the Health Care sector would be 
vulnerable to sudden downdrafts on the risk of increased regulation of pharmaceutical pricing. 
We felt that any serious weakness would be a buying opportunity, as we think such regulation, if 
proposed, is unlikely to be actually enacted. Health Care has been the third worst-performing 
S&P 500 sector since the election, up only 0.1%. We don't see that small relative weakness as 
anything like the buying opportunity we anticipated. We will be watching developments in the 
sector attentively, especially in light of the proposal announced this week by California's 
Republican governor Arnold Schwarzenegger, to develop a universal health care plan for 
California along the lines of the plan already implemented in Massachusetts by another 
Republican governor. It is worrisome that greater government interference in health care seems 
to be becoming a Republican signature.  

ENERGY AND MATERIALS   After the election we mentioned concerns about imposition by the 
Democrat-controlled congress of excess profits taxes, price controls or other penalties on the 
energy industry, but noted that for the moment such things would be swamped by changes in 
crude oil prices. Little did we expect how much those prices would drop -- they're down about 
10% since the election. It's noteworthy that the Energy sector of the S&P 500 is only off 3.2% 
over the same period. Similarly, crude is off 13% since we called what proved to be a temporary 
bottom in the speculative purge in commodities at the end of last year's third quarter, saying it 
was time to "catch the falling knife" (see "The Frustrated Fed" September 28, 2006). But since 
then the Energy sector is actually up 2.9%. We see the same pattern in other commodities. 
Since then the CRB Index is off about 5% (with much steeper drops in certain very visible 
commodities such as copper). Yet since then the S&P 500 Basic Materials sector is up 8.6%, 
the second best-performing sector over the period. Strangely, one bloodied one's hands on the 
"falling knife" by buying the underlying commodities at the late-September bottom, yet one 
profited by buying the equities that generally track those same commodities. Equities in these 
sectors were deeply undervalued, perhaps anticipating exactly the kind of underlying volatility 
we've just experienced. They're still undervalued. According to our model -- based on historical 
norms of the relationship between earnings yields and bond yields -- the Energy sector is 85% 
undervalued and the Basic Materials sector is 40% undervalued (making the most and third 
most undervalued sectors, respectively).  

We acknowledge the widely offered explanation for the drop in oil prices that winter weather has 
been unusually mild (except for Denver). For the drop in commodities overall, we think part of 
the explanation is that there's another speculative purging going on, triggered perhaps by yet 
another recurrence of fears of a substantial slowdown in China. Some of the speculative purging 
is healthy and natural considering the enormous gains of the last three years, especially in 
certain commodities such as crude oil and copper. While there's a strong long-term bull case for 
energy and commodities based on dislocations due to global growth and the end of the era of 
disinflation, we note with great satisfaction that oil has defied the conventional wisdom 
exemplified by fears about "peak oil" and the call for a "super spike" to $100/barrel, which we 
always argued against (see, among many examples, "Ducked Bullets" May 20, 2005, and "Oil In 
Perspective" August 25, 2005). All in all, we are probably getting near a point at which the 
purging is as overdone as the speculation itself. We are hearing entirely too much about the 
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inevitability for oil of "$40 before $100," from the same commentators who were just as sure 
about a "super spike."  

Another factor at work here is the market's marking down of inflation risk in light of substantial 
reductions in expectations for Fed easing this year (see "A Break in Trend" January 8, 2007). 
But that has limited explanatory power, and is another argument that the speculative purging is 
getting overdone. Gold, the most inflation-sensitive commodity of all, has fallen -- but it has 
fallen the least in this recent downdraft, remaining 12% above it's year-ago level, and 
ensconced safely within its trading range of the last six months. It's good news that the market 
has backed off the worst of its expectations for Fed easing in 2007 -- which, if fulfilled, would 
have implied a terrible inflationary error. The risk of that terrible error is now reduced, but it is 
not eliminated. Markets are still expecting one or more rate cuts in 2007, while we believe the 
Fed needs to hike rates to effectively reverse the inflation pressures embedded by having 
stayed too easy for too long. With the Fed now likely to stay on pause indefinitely -- until forced 
off that position by some overwhelming combination of growth and inflation data -- inflation 
pressures continue to gradually compound, and a reaccelerating economy makes the Fed 
effectively more accommodative. 

BOTTOM LINE:   Post-election dynamics in the Information Technology, Telecommunications 
and Health Care sectors remain in place. Reaccelerating growth and favorable tax/regulatory 
possibilities from the Democrat-controlled congress are positive catalysts for tech, a laggard 
with plenty of room to catch up. The risk of costly "net neutrality" regulation is a penalty on 
telecom, a high-flyer with plenty of room to fall. Health Care stays on the watch list, pending 
both federal and state regulatory developments.  For Energy and Materials, politics is in the 
back seat for the moment. Short-cycle factors such as weather, global growth expectations, and 
speculative sentiment rule the day, and they are probably getting overdone. What remains is an 
underlying drumbeat of inflation risk -- that risk has been ameliorated somewhat over the last 
month, but with the Fed seemingly stuck on pause, it's not going away anytime soon. There's a 
lot of noise in commodities markets now, but with sentiment so poor and inflation risk likely so 
persistent, we'd look to be buyers here. Yes, we're saying to "catch the falling knife again." It's 
harder with only four fingers, but it can be very rewarding.  
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