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Summary

Economic fundamentals con-
tinue to signal recovery.

As mentioned, in my last 3
newsletters, big U.S. compa-
nies are flush with cash, and
appear open to using it in 2011
on factories, stores, and even
hiring. Profits are higher, too,
after companies slashed their
workforces and closed less ef-
ficient operations. Total U.S.
corporate profits in 2010’s third
quarter rose 26%from a year
earlier to 1.64 Trillion, the
highest in 4 years, according
to government data.

In order to have a good year
there are 2 challenges we will
have to overcome. The con-
tinued weakness in the Finan-
cial or Banking Sectors and
profit margin pressure across
many industries. No doubt
some industries are going to
find it tougher, but overall we
feel profits will rise.

We are increasing our 2011
operating earnings to $90, up
from our previous estimate of
$87. We continue to use a
conservative approach to
price/earnings valuations, us-
ing a multiple of 15 to 15.5.
Applying this P/E ratio range of
15 to 15.5 to our new operat-
ing earnings estimate of 90,
produces our new target price
range of 1350 to 1395. (15 x
90 = 1350: 15.5 x 90 = 1395).
Currently the S& P 500 is ap-

proximately 1250.

The Investment Letter is
mailed quarterly to our
clients and friends. The
intent of this publication
is to share some of our
more interesting views
and research.
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Optimism Returns

Despite a rocky start, stock markets ended 2010 with a flou-
rish. The economy seemed stuck in neutral, yet investors,
who were able to weather storms enjoyed their second year in
a row of double digit gains. At the conclusion of the strongest
December since 1991, the S&P 500 was up 14% and the DJIA
was up 11% for the year.

It wasn't as easy as it sounds. For instance, by Aug 2010 the
Dow was down over 4%. At that time many investors were
concerned that the economy would fall back into recession,
even though, economic reports started to show more strength.
Unemployment is still a serious problem, but private sector
jobs have been growing slowly. (See chart on back of this
page) Consumer spending has also slowly improved. The
last 4 months was responsible for nearly all of the 2010 market
gains.

All'in all, stock markets were up respectably, yet finished the
year with lower P/E valuations than when they were started.
This was due to corporate profits grew faster than share prices
did. To date, earnings forecasts are still being revised higher.
The consensus is for S&P 500 earnings to grow 11% this year.

Big Firms Poised to Spend

As mentioned, in my last 3 newsletters, big U.S. companies
are flush with cash, and appear open to using it in 2011 on
factories, stores, and even hiring. Profits are higher, too, after
companies slashed their workforces and closed less efficient
operations. Total U.S. corporate profits in 2010’s third quarter
rose 26%from a year earlier to 1.64 Trillion, the highest in 4
years, according to government data.

With this stronger foundation, coupled with new confidence
about the global economy, corporations are looking to expand.
Many are focusing on the faster growing economies of Asia,
Latin America and Africa rather than on the sluggish markets
of Europe and the U.S. Others plan to enlarge existing opera-
tions through new equipment, products, factories and research
labs. (See purchasing manager index of manufacturing activity
chart on the back of this page). The recent extension of the
Bush era tax cuts should help revive the smoldering economy,
as well.
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Markit Economics

Report Says 297,000 Jobs Added Last Month, Bolstering Hopes on Economic Growth
December Boost j M & 2o wSd.

Monthly change in the number of private-sector jobs at small,
medium and large companies since the recession ended, in thousands

By SARA MURRAY

Private-sector employers
picked up the pace of hiring sig-
nificantly in December, a report
indicated Wednesday, increasing
optimism that the U.S. job mar-
ket finally may be improving.

Companies in the private sec-
tor added 297000 jobs last
month, according to payroll pro-
cessor Automatic Data Processing
Inc. and Macroeconomic Advisers
LLC, a consulting firm. The gain
was the largest in their report’s
10-year history.

The ADP numbers don’t al-
ways match the government’s of-
ficial tally, which comes out Fri-
day, but the data led analysts to
lift their predictions for the La-
bor Department’s report, which
they now expect will show
165,000 private-sector jobs were
added in December.’

A separate report, the Insti-
tute for Supply Management’s
survey of companies in the ser-
vices and nonmanufacturing sec-
tors, climbed to 571 from 55 in
November—the 12th straight
month of growth. A level above
50 indicates expansion. The ISM
survey of manufacturing firms
released earlier this week also
was strong.

“The economy is clearly gain-
ing momentum,” said Zach Pandl,
a Nomura Securities Interna-
tional Inc. economist. “With that
should come better jobs data.”

Nonmanufacturing firms were
less upbeat about hiring, how-
ever. The survey found that em-
ployment at those companies
continued to expand, but at a
slower pace than in November.
Fewer than one in five firms
added workers, though hiring
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trade, utilities and finance.

The latest reports, along with
recent declines in initial claims
for unemployment benefits,
fueled optimism that economic
growth is picking up. Most ana-
lysts expect the government to
report later this month that the
economy expanded at better than
an 3% annual rate in the fourth
quarter.

“l am increasingly confident
that the recovery is both sustain-
able and likely to gain strength
over the next several quarters,”
Federal Reserve Bank of Kansas
City President Thomas Hoenig
said Wednesday, according to the
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sas City. “That said, I expect the
recovery to be moderate.”

The ADP report said that most
private-sector job gains last
month came from the service
sector, where payrolls rose by
270,000. Manufacturers added
23,000 jobs. Large companies,
those employing more than 499
workers, added only 36,000 jobs
in December. Firms with fewer
than 50 workers added 117,000
and midsize firms added 144,000.

Fresh & Easy Neighborhood
Market Inc., a supermarket chain
with more than 150 stores in Cal-
ifornia, Arizona and Nevada, is in
the process of hiring for 22 loca-
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this year, said Brendan Wonna-
cott, a spokesman. The company
is looking to add 550 to 600 em-
ployees, about 200 of whom were
hired in November and Decem-
ber.

“This is just kind of the next
step in our expansion,” Mr. ¥
nacott said.

Seasonal adjustments may
have inflated private-sector hir-
ing data, analysts said. “Not all of
what we’re seeing this month is a
fluke,” said Joel Prakken, chair-
man of Macroeconomic Advisers.
But he warned, “Approach to-

day’s number with an appropri- |

ate degree of caution.”

The Labor Department report
will also include federal, state
and local government employ-
ment not covered by ADP. Fiscal
woes at the state and local level
have led to job cuts, offsetting
some private-sector hiring. The
ISM report noted that educa-
tional services and public admin-
istration were among the sectors
still contracting.

Mr. Prakken said the Labor |

Department’s report could show
200,000 to 250,000 private- and
public-sector jobs were added
overall in December. Other ana-
lysts’ estimates are around
150,000.

Even if those estimates prove ‘

correct, U.S. employment remains
far below the 2007 peak. As of

November, there were 74 million |

fewer jobs than before the reces- |

sion, and more than 15 m’
Americans were looking
work. “There’s a tremendously
huge hole to fill,” said Jonathan

Basile, a Credit Suisse Securities |

analyst.

M Treasurys sink on strong data
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Big Year for Stocks? They’ll have to Earn It.

The above headline appeared in last week’s Wall Street Journal and | thought the article cap-
tured what has to happen to have another good year. It reported there are 2 challenges we will
have to overcome. The continued weakness in the Financial or Banking Sectors and profit
margin pressure across many industries.

As Woody Allen says, 90% of life is showing up and that is what the Banks have to do, show up
with some profits! The financial industry is still trading at less than half it was at the beginning of
the recession and most are projecting a reasonable profit. Without getting too technical, the
yield curve is positively sloped. What this means is that Banks can now borrow money at 1 or
2% and lend it out at 5 to 8% or more. Analyst are saying the market could do just fine in 2009
and 2010 without the banks being part of the leadership, but to make further headway, in 2011
the Banks which make up over 20% of the index have to be involved. One of America’s largest
Banks, J P Morgan just reported earnings which were up 48% for the year. See the Morningstar
report on FBR Small Cap Financial Investor which invests in small stable banks. We think this
sector is undervalued and we like it.

The 2™ thing that has to happen is, we have to see earnings continue to rise. It was easy to
show an improvement in 2010 since 2009 earnings were so low, but comparisons are harder
now. The other key factor is profit margins. In a nut shell, revenue growth or sales for the S&P
500 will have to be strong enough to outpace rising commodity costs and potential higher labor
expenses. For example, the airlines may have trouble raising prices fast enough to offset higher
fuel and labor expenses. No doubt some industries are going to find it tougher, but overall we

feel profits will rise.

Grinding Higher

In our last quarter we made the point that, for the market to move higher, we really need a better
economy. Slowly, but surely we are getting it. We are increasing our real GNP estimate by
/2%, which brings our growth estimate into the 2.5% to 3.5% range for the New Year. We are
increasing our 2011 operating earnings to $90, up from our previous estimate of $87. We con-
tinue to use a conservative approach to price/earnings valuations, using a multiple of 15to 15.5.
Applying this P/E ratio range of 15 to 15.5 to our new operating earnings estimate of 90, pro-
duces our new target price range of 1350 to 1395. (15x90 =1350: 155 x 90 = 1395). Current-
ly the S& P 500 is approximately 1250.

In addition, we are increasing our 2012 operating earnings estimate from 91 to 96. When the
2012 estimates become more visible, as we move forward, the S&P 500 index will have the po-
tential for gains beyond our 2011 mid to upper 1300 target range. The potential for gains
beyond this range is dependent on the sustainability of the economic recovery and the ability of
the Federal Reserve to manage the monetary challenges that lie ahead.

Conclusion

We believe the bull market that started in March 2009 is still intact. There will be days and pos-
sibly weeks of volatility, but as long as there is an improvement in the economy, we anticipate
further market progress into next year. We continue to stay alert to near term performance in
order to respond to changing market leadership, and to use asset allocation to help cushion

market volatility.

Sound Investments Inc. 5920 Nall Ave Suite 112 Mission KS 66202
Kenneth Gilpin CFP Tel 913 908 4366
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