
7
Copyright © 2007 by Cambridge Associates LLC.  All rights reserved.

This report may not be displayed, reproduced, distributed, transmitted, or used to create derivative works in any form, in 
whole or in portion, by any means, without written permission from Cambridge Associates LLC (“CA”).  Copying of this publi-
cation is a violation of federal copyright laws (17 U.S.C. 101 et seq.).  Violators of this copyright may be subject to liability for 
substantial monetary damages.  The information and material published in this report are confi dential and non-transferable.  
This means that authorized members may not disclose any information or material derived from this report to third parties, or 
use information or material from this report, without prior written authorization.  An authorized member may disclose informa-
tion or material from this report to its staff, trustees, or Investment Committee with the understanding that these individuals 
will treat it confi dentially.  Additionally, information from this report may be disclosed if disclosure is required by law or court 
order, but members are required to provide notice to CA reasonably in advance of such disclosure.  This report is provided for 
informational purposes only.  It is not intended to constitute an offer of securities of any of the issuers that are described in the 
report.  This report is provided only to persons that CA believes to be “Accredited Investors” as that term is defi ned in Regu-
lation D under the Securities Act of 1933.  When applicable, investors should completely review all Fund offering materials 
before considering an investment.  No part of this report is intended as a recommendation of any fi rm or any security.  Factual 
information contained herein about investment fi rms and their returns which has not been independently verifi ed has generally 
been collected from the fi rms themselves through the mail.  CA can neither assure nor accept responsibility for accuracy, but 
substantial legal liability may apply to misrepresentations of results delivered through the mail.  The CA manager universe 
statistics, including medians, are derived from CA’s proprietary database covering investment managers.  These universe 
statistics and rankings exclude managers that exclude cash from their reported total returns, and for calculations including 
any years from 1998 to the present, those managers with less than $50 million in product assets. Returns for inactive (discon-
tinued) managers are included if performance is available for the entire period measured. Performance results are generally 
gross of investment management fees. CA does not necessarily endorse or recommend the managers in this universe.

Cambridge Associates LLC is a Massachusetts limited liability company headquartered in Boston, MA with branch offi ces in 
Arlington, VA, Dallas, TX and Menlo Park, CA. Cambridge Associates Limited is a Massachusetts limited liability company 
headquartered in Boston, MA and registered in England and Wales (No. FC022523, Branch No. BR005540). Cambridge 
Associates Limited also is registered to conduct business in Sydney, Australia (ARBD 109 366 654). Cambridge Associates 
Asia Pte Ltd is a Singapore corporation (Registration No. 200101063G).

U.S. MARKET COMMENTARY

GRAYING AROUND THE EDGES?

January 2007

Sean McLaughlin
Maggie Patton



Graying Around the Edges? 
 

The earnings expansion cycle is looking long in the tooth, after four years of strong expansion in 
which S&P 500 earnings have increased 158% in real terms.  After an amazing 16 consecutive quarters of 
double-digit growth, real earnings are now 74% above their trendline over the past century.1 
 

At the same time, forward growth expectations are fairly sober.  Analysts’ consensus earnings 
growth expectations for 2007 are only moderately above their long-run average, according to Morgan 
Stanley.  Analysts expect the stocks in the S&P 500 Index to grow operating earnings at 7.9% during 2007. 
Expectations seven months ago for 2007 growth were much higher at 10.6% (Table A), and every sector save 
technology has seen analysts’ 2007 growth expectations stagnate or diminish since June.  The equity 
market’s average annual real earnings growth since 1901 has been 5%, so using bond market-based inflation 
expectations of roughly 2.3%, next year’s growth expectations are only modestly above average.  These 
current growth expectations do not seem wildly optimistic; the question is, are they achievable? 
 
 
Concentration 
 

The market has been very concentrated during this earnings expansion.  Strategist Tom McManus of 
Bank of America Securities, in fact, calls it a “30/40/50” market, with just two sectors—energy and 
financials—accounting for more than 30% of the market capitalization, 40% of the expected profits, and 50% 
of 2006 profit growth of the S&P 500.2  Financials contributed two-fifths of the overall earnings growth in 
2006 (half of this contribution came from insurance firms, which saw massive profits growth over the 
hurricane-free year), and energy contributed an additional 18%. 
 

With those sectors tiring (energy firms, for example, are expected to see little if any profit growth in 
2007), analysts have pinned their hopes on the technology sector. Technology firms, which make up about 
15% of the S&P 500’s market cap, are expected to grow earnings by 18% and contribute nearly one-quarter 
of overall earnings growth in 2007. Such optimism for the sector is not new; a year ago, analysts expected 
technology firms to grow earnings by 18% in 2006, while actual growth came in at 10% (Table B). While we 
have no particular insight into the technology sector, we are a bit nonplussed at the current enthusiasm 
surrounding the release of Microsoft’s new Vista operating system.  (Analysts are expecting Vista’s release 
to have positive knock-on effects in many parts of the technology sector.) Such releases have long ceased to 
be much of an event for corporate spending plans; indeed, if anything companies (and consumers) are likely 
to defer purchases until Microsoft has worked out initial bugs in the system. 

                                                 
1 For more on long-run earnings growth trends, please see our September 2006 U.S. Market Commentary: 
Deconstructing the Bullish Case on U.S. Equities. 
2 “Irreparable Cracks,” by Marc Faber of Gloom, Doom, and Boom Report, welling@weeden, January 16, 2007. 
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Still, even when we take the reliance on technology profits into account, overall earnings growth 
expectations for 2007 are more broad based than in the recent past (Table C).  Six of the S&P 500’s ten 
economic sectors, for example, are expected to contribute more than 10%+ of growth, compared to only 
three that did so in 2006.   
 

However, the question remains what will pick up the slack if technology estimates turn out to be 
overly optimistic. Last year’s technology undershoot was more than made up for by huge (and almost 
certainly not repeatable) growth in insurance earnings, but it is not clear which (if any) sectors would be 
capable of picking up the mantle in 2007. While financials may seem the obvious choice, insurance and real 
estate earnings are hardly coming off a low base level, and banks are dealing with an inverted yield curve 
and a housing slowdown. The private equity boom and strong proprietary trading results may continue to 
serve as a tailwind for large diversified financial firms; however, it is difficult to imagine already-buoyant 
conditions in these areas actually improving further. Overall, with earnings of six of the ten economic sectors 
expected to hit double digits, there is not too much room for significant upside surprises. 
 
 
Conclusion 
 

While earnings growth expectations for the equity market on the whole seem relatively reasonable 
(although on the high side if we have already passed a cyclical profit peak), the reliance on the technology 
sector strikes us as a key vulnerability. Further, while expectations for more broad-based growth outside 
technology are encouraging, the extraordinary strength in recent profits continues to give us pause. If 
technology earnings disappoint for a second straight year, overall earnings are likely to fall short as well. 
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