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Summary
Barrons Magazine conducts a survey of money
managers every April and
this report shows that
74% of money managers
were bullish on the prospects for U.S Stocks.
Reasons cited were;
1)

Housing is reviving
after a five year recession.

2)

Auto manufacturing
is picking up.

3)

The energy industry
is building the requisite infrastructure
to exploit the discovery of domestic
shale, oil and gas.

4)

Inflation is low.

Common sense would
indicate this bull market
is hardly in its infancy
and the game is not over.
To put it in baseball
terms, this market is
somewhere between the
5th and 7th inning. I believe advancement will be
erratic, uneven and at
times, even scary. Never
the less, we should move
ahead. Usually, there will
be pull backs of 5%,
which occur approximately 3 times a year and a
10% decline about once
every 18 months. These
are called corrections
and we haven’t had one
in over a year. We could
be due for a correction,
however I do not see an
internet bubble like that
of 2000 to 2002 or a
mortgage and banking
crisis like we experienced
in 2008/2009. Stock
market volatility and corrections are normal and
they reflect the to and fro
of financial data and human nature.

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
with our clients.

First Quarter 2013

DJIA

14578

S&P 500 1569

NASDAQ 3239

A Stellar Quarter --- But Stay on Your Toes
U. S. stocks posted robust returns in the first quarter
At long last, U.S. stocks have reached a market high which was previously set 5
years ago. This apex is equivalent to the same market high that we saw 13 years
ago. With last month’s strong performance, the S&P 500 is at a fresh high; however
the market value is equivalent to that of 2000 and 2007.
According to Ned Davis Research, the provider of forecasts to large money managers, investors are getting more for their money today. Ned Davis found that the
S&P 500 is at a much stronger place fundamentally in 2013 than in 2007 or 2000.
Based on sales, earnings, dividends and book value, stocks are now cheaper than
they were at the previous two peaks. Cash levels are higher and debt to equity ratios are lower. While we don’t know where the near term will take us, we believe a diversity of stock holdings will serve us well. Bob Brinker, who writes a well-known
investment letter, records the changes in dividend yields and price / earnings ratios
which confirm the above (see chart on Page 3).
Although global economies have become increasingly intertwined, there was little
evidence of this in the first quarter performance. Fueled by continued support from
the Federal Reserve Bank and positive signs from the economy, U.S. stocks posted
their best quarter since 1998 with the S&P 500 posting a 10.6% gain. Developed
foreign markets were held back by Europe and only posted a 3.6% gain. Emerging
markets lost 3.5% amidst signs of economic slowing in key countries like India, Brazil and China. A stronger U.S. dollar also contributed to the weaker results from
foreign markets.
Although our holdings in emerging markets are small, they are becoming more appealing. These countries feature rapid growth, better demographics, access to natural resources, an emerging middle class and manageable debt. It seems logical
that investing in emerging markets would be a better choice than developed markets, yet month after month, developed markets surge while emerging stocks lag.
Conditions and leadership will change and one day this opportunity will prove to be
a more compelling investment.
No Worker’s Paradise
The March job reports showed a gain of 88,000 new positions which was less than
half the consensus estimates of economists. Job reports are notoriously quirky and
are heavily influenced by weather and odd calendar days. Jan and Feb averaged
148,000 and 268,000 jobs, for a 3 month average of 168,000. According to Barrons
Magazine, the last 12 quarters of private job gains, have averaged 171,000, which
is almost equivalent to the recent quarter. A chart from the Wall Street Journal (see
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page 4) indicates initial jobless claims have been steadily moving down. A key driver to employment is
the housing industry. Inventory for the real estate market is tight, (see chart on page 4) and bodes well
for increased construction. This will reduce unemployment. The big picture shows that we are making
progress.

Where does the market go from here?
In February, eight of the ten index components increased. The eight positive contributors were building
permits, interest rate spreads, average weekly manufacturing hours, stock prices, leading credit indexes, new orders index, claims for unemployment insurance and orders for consumer goods. The two
negative contributors were orders for non-defense capital goods and consumer expectations for business conditions. These leading indicators support our view that a gradual economic recovery will continue this year with a real GDP of around 2%, (compared to 1.8% in 2011 and 2.2% in 2012.)
Morgan Stanley estimates earnings at $103 for the overall S&P 500 index in 2013. Deutsche Bank
sees 2013 earnings at $109. BMO Private Bank predicts 2013 earnings of $105. Suppose we use an
earnings estimate of $105 for the overall index. Over the last 50 years, the average price / earnings ratio of the S& P 500 index was 16 and over the last 10 years, the ratio was 16.1. Therefore, using an
earnings estimate of $105 and price/earnings range of 15 to 16, this produces a range of 1575 to 1680.
Barrons Magazine conducts a survey of money managers every April and this report shows that 74% of
money managers were bullish on the prospects for U.S Stocks. Reasons cited were; 1) Housing is reviving after a five year recession. 2) Auto manufacturing is picking up. 3) The energy industry is building
the requisite infrastructure to exploit the discovery of domestic shale, oil and gas. 4) Inflation is low.
Common sense would indicate, this bull market is hardly in its infancy and the game is not over. To put
it in baseball terms, this market is somewhere between the 5th and 7th inning. I believe advancement
will be erratic, uneven and at times, even scary. Never the less, we should move ahead. Usually, there
will be pull backs of 5%, which occur approximately 3 times a year and a 10% decline about once every
18 months. These are called corrections and we haven’t had one in over a year. We could be due for a
correction, however I do not see an internet bubble like that of 2000 to 2002, or a mortgage and banking crisis like we experienced in 2008/2009. Stock market volatility and corrections are normal and reflect the to and fro of financial data and human nature.
Stuart Freeman, the chief equity strategist at Wells Fargo, reports that individuals have been slowly
moving back into stocks since the beginning of the year. Additional funds to drive the market higher will
come from mutual funds that are underinvested and bondholders who will be forced to switch to stocks
for higher dividends.

Conclusion
We remain bullish but are mindful of the elevated level of the equity market at this time. A correction of
5 to 10% is normal but over a 2-3 year time frame, the market is headed higher. Investing is a marathon and not a sprint. The key is to maintain discipline. We can analyze the longer term with far greater
confidence and invest accordingly, however realizing the benefits, demands the discipline to ignore inevitable shorter term gyrations that are impossible to predict with consistency.
As always, we will continue to work our hardest to make the best investment decisions we can on your
behalf, taking into account your long-term financial goals and the level of risk you choose to accept.
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