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FROM CLIFF TO CEILING!!
When it was all said and done not much happened in the final quarter of 2012. Anxiety picked up
immediately after the election as the bickering over the fiscal cliff escalated. In the end, the worstcase scenario was avoided – at least for a couple of months –and stocks ended about where they
began the quarter. The S&P 500 was down -0.38%. Mid- and small-cap stocks did a little better
but the clear winner was international stocks with the MSCI World ex USA up almost 6%. Despite
many overt headwinds (the European debt crisis, a China slowdown, slowing earnings momentum,
and the fiscal cliff) the year was very kind to equity investors. In general, stocks gained more than
twice what will likely be a long-term average with most stock indices rising more than 15%.
Despite beating our benchmarks over the final three quarters of the year we trailed overall after
falling behind during the strong first quarter. However, we are pleased with the absolute returns
experienced by our portfolios.
The outlook for the stock market is as cloudy as ever. Although it may not feel like it, we are
entering the fifth year of a bull market, which is relatively long from a historical perspective.
Unfortunately, we are still dealing with the aftermath of the financial crisis and will be for many
years to come. Deleveraging has begun where there was no alternative –consumers and state and
local governments –and ultimately will need to end with federal governments. A real concern is
the lack of progress for middle-income Americans. The US’s median household income in 2011 of
$50,054 was $570 less than its median household income in 1989. The job market remains a
problem and all wage earners will see a jump in taxes as the payroll tax holiday expired and was
not renewed during the fiscal cliff negotiations. Adding to the uncertainty is the battle over
spending, tax reform and entitlements that will start shortly.
Central bank action is both supporting stock prices and the biggest potential risk to investors. A
major reason we turned bullish after the spring sell-off in 2012 was due to unprecedented support
by the world’s central banks, especially the Federal Reserve (Fed) and the European Central Bank
(ECB). Not only is the Fed providing liquidity to the market but also is forcing investors out on the
risk curve by keeping interest rates near zero. Currently, the Fed is printing money to the tune of
$85 billion a month to buy $85 billion of bonds, meaning its balance sheet is set to rise by $1
trillion a year! The ECB has announced a similar intent, although they haven’t started yet. We are
in uncharted territory, and despite Bernanke’s soothing assurances, there most likely will be
negative unintended consequences at some point in the future.
Offsetting these long-term risks are several near-term positive developments. The housing market
has stopped falling and has bounced off a depressed base. Car sales are rebounding and consumer
confidence is up. The US is at the beginning of what looks like an energy boom. China's slowdown
looks to be over with manufacturing activity hitting a 14-month high in December. Conditions in
Europe have even improved. Sovereign bond yields in key euro periphery countries are much
lower than a few months ago. Unit labor costs are converging between northern and southern
Europe. The Markit purchasing managers' index for the 17-member eurozone hit a nine-month
high in December, although the reading of 47.2 reflected an 11th month of contraction. Most
importantly, Europe took its first big step towards banking union, as eurozone finance ministers
agreed to a plan to cede power to a common bank supervisor in Frankfurt.
From our perspective risk and return seem fairly balanced at this time. Strong arguments can be
made for both bullish and bearish cases. Given our conservative nature we will err on the side of
caution and will be sensitive to deteriorating conditions should they occur, especially regarding
corporate earnings. On the positive side investors have yet to embrace equities in this bull market.
According to federal data Americans have poured record amounts of money into savings accounts
even though interest rates are at historic lows. The stock market could be pushed higher if
sentiment shifts and this money leaks back into equities. Regardless, many stocks are attractively
valued and we expect to continue to own a diversified portfolio of high-quality, dividend-paying
stocks.
As always we appreciate your confidence in our work and look forward to a New Year. Be sure to
call us if you have any questions.
Jim Tillar,CFA

Steve Wenstrup

The US economy doesn’t stink. In fact,
it
is
reasonably
strong.
Politicians love to claim that the
economy is performing poorly, and
that we “have to get the economy
rolling.” However, the latest GDP
report of 3.1% over the past year is
higher than the 30-year average of
2.9%. The US economy is actually
growing faster than average!
Early-cycle sectors of the economy,
such as housing and autos, have been
showing
marked improvement.
Consumer confidence has significantly
risen. Corporate profits have held up
reasonably well despite a stronger US
dollar
and
weakening
non-US
economies. Inflation remains very
subdued.
Uncertainty
is
good!
Many have suggested that the
“uncertainty” surrounding Washington
and the fiscal cliff has deterred both
financial and real investment within
the US economy. This uncertainty,
though, has tautologically translated
into attractive equity valuations that,
we feel, present investors with good
opportunities. Has there ever been a
time in US stock market history when
investors were “certain” and equities
were undervalued? We doubt it. As we
have previously pointed out, the S&P
500 is presently discounting 5-6%
inflation for the next twelve months
despite that inflation is currently less
than 2%. This shows the level of fear
among investors, but also shows to us
the level of opportunity.
Don’t ignore the US Industrial
Renaissance
In the December issue of The Atlantic,
Jeff Immelt, GE’s CEO, is quoted as
writing that outsourcing is “quickly
becoming mostly outdated as a
business model…” (See, Fishman,
Charles. “The Insourcing Boom”. The
Atlantic. December 2012.)
We continue to believe that US
manufacturing companies will gain
market share as the decade
progresses, and this remains one of our
favorite investment themes. Closing
wage differentials, lower energy costs,
cheaper distribution costs, and political
stability are all factors that companies
are increasingly considering when
locating new plant and equipment.
Washington’s theater is clouding, what
we think is, one of the most interesting
investment stories. We continue to
favor small and mid-cap industrial and
manufacturing companies. We can’t
emphasize enough that we view
Washington as a sideshow (perhaps a
very adequate analogy!), and that
investors might be better served by
focusing on fundamentals rather than
politics.
History shows well that
corporate profits and valuations, and
not Washington, ultimately drive
equity returns. Those who focused on
Washington’s drama missed out on
solid equity returns in 2012. The same
could happen in 2013.
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The chart below is a "long term" look from a piece by James Paulsen of Wells Capital Advisors, Jim
writes: Since 1999, the experience of the "lost decade" looks amazingly similar to the character of
the "earnings production" stage which occurred at the beginning of each of the last two major
stock market cycles. That is, earnings have more than doubled while the U.S. stock market has
been essentially flat. The next two stages could certainly depart from the character of the last two
stock market cycles. The contemporary cycle could be prematurely aborted by numerous problems
including another financial crisis, a war, or by escalating inflation. However, should this cycle
continue to rhyme with the previous two post-war cycles, it may be time to worry less over earnings
growth (which could be very modest indeed in the next few years) and focus more on how much
valuations could rise as confidence continues to improve and investment horizons are lengthened?
We believe the stock market cycle has already begun to enter stage 2-the "getting paid" part of the
cycle where stock prices are less dependent on earnings and more driven by rising PE valuations.
(Perspective Update 12-27-2012)
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