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Second Quarter 2012 Market Commentary 

 
Here is an excerpt from our last quarter commentary:   
 
Investors must assess their risk and reward profile to make sure they understand the risks of investing more 
heavily into equities.  Everyone remembers the 2008-2009 bottoming process so one should appreciate what 
the worst outcomes could resemble.  Many investors have different needs so thoughtful assessment of how a 
portfolio can be structured should be reviewed.  There are no free-lunches in the world of investing. 
 
Following the S&P 500 index’s best first quarter performance since 1998, April reminded 
investors that volatility continues in a market driven by economic and international news.  In 
the U.S., concern focused on economic growth as disappointing labor news suggested the 
recovery was on a slower trajectory than expected.  The European debt crisis reignited 
alongside the Greek elections in which the pro-bailout New Democracy party won a narrow 
victory.   
 
Further, April started off with Fed Chairman Ben Bernanke throwing some cold water on 
positive economic readings, saying a more rapid expansion would be necessary to achieve 
further improvement in employment.  Reports that unemployment continued to stall at 8.2% 
didn’t help investor confidence as stocks fell 1% in the first full week of trading.  The selling 
continued the next week with the Dow falling 210 points to finish at 12849.  The month 
finished on news that Apple’s earnings nearly doubled in March, helping to push Apple 
shares over the $600 mark.  That still couldn’t overcome the news that U.S. economic 
growth slowed to 2.2% in the first quarter causing investors to reassess earnings estimates.   
 
The month of May revived the old adage of “sell in May and go away”.   The S&P 500 fell 
over 6% for the month as concerns continued about Europe, a slowdown in China and a 
sluggish employment picture in the United States creating market moves not seen since 
2008-09.  The markets moved 1% or more 22 times during the second quarter.  The biggest 
frenzy was reserved for the Facebook IPO which went off with more hitches than a mule-
train as investor demand overwhelmed the NASDAQ.  May ended with a thud as the Dow 
Industrials lost 336 points in the last week of trading closing at 12118, while the S&P 500 fell 
3.2% during the final week.  The only bright news was that oil tumbled to $83 per barrel, 
leading to lower prices at the pump and good news for consumers. 
 
Heading into the final month of the quarter, the market continued the volatility but in the 
positive direction as the first week of June took the Dow and S&P 500 up over 3.6%.  
Leading the charge was Germany’s signal that they might be willing to soften their hard line 
on such things as common euro-zone bonds.  The Federal Reserve tossed in a bit of good 
news saying that household net worth in the first quarter rose $2.83 trillion thanks in part to 
the 12% gain in the stock market.  As the month progressed the news was mixed as retail 
sales in the U.S. declined for a second month in May and the Michigan consumer sentiment 
fell.   
 
As the month came to a close, two significant events occurred:  JP Morgan disclosing a $2 
billion dollar trading loss, further rattling the markets, and the Supreme Court upholding the 
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Affordable Care Act on a narrow 5-4 ruling (with little reaction from the markets).  Despite 
all the volatility the Dow posted a 239 point gain in the final week of the quarter, capped by 
a stellar 277 point rally on Friday, June 29th.  Given all the negative news over the last 
quarter, what most investors do not realize is that year to date the equity markets are still up 
fairly substantially. This short window of volatility and related negative news reinforces the 
difficulty with market timing. 
 

DOMESTIC EQUITIES 
  

Index Returns for the Quarter YTD 
S&P 600 Small Cap -3.6% 8.0% 

NASDAQ Composite -5.1% 12.7% 
Dow Jones Industrial Average -2.5% 5.4% 

S&P 500 Index -3.3% 8.3% 
  (Returns are without dividends.  Period Ending 6/30/2012) 
 
Company  Percentage Weight       Year to Date 2012   
 
S&P 500                     8.3%  
Energy     10.1%           -2.4% 
Materials      3.4%           5.3% 
Industrials    10.5%           6.1% 
Consumer Discretionary  11.0%           12.1% 
Consumer Staples   11.3%           7.0% 
Health Care    12.0%             9.7% 
Financials    14.4%            12.6% 
Technology    19.7%            12.7% 
Telecommunications     3.2%           13.3% 
Utilities          3.7%           2.6% 
Source:  Standard and Poor’s (www.standardandpoors.com) 

 
Style Return Box for the Second Quarter 2012 

 
 VALUE  CORE    GROWTH 

 
LARGE 
 
 

-3.6% -2.75% -2.05% 

MID 
 
 

-4.12% -4.93% -5.67% 

SMALL -4.93% -3.58% -2.25% 

Information provided in the above chart represents the quarterly returns of the S&P indexes of iShares  
Class of funds with dividends reinvested. 
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INTERNATIONAL 
 
It’s a broken record to be sure….Greece, Spain and Italy, or any combination and 
permutation you might like, sums up the concerns about the international markets.  China 
was the major headline from the Asian perspective both for the potential slowdown in 
economic growth and the pronouncement it might be relaxing bank rates to help stimulate 
the economy, a classic “yin/yang”.  The emerging market countries that surround industrial 
giants such as China, Japan and Australia continue to be the growth engines in the 
international markets and a bright spot for international bonds.  Birth rates, improving 
educational standards and rising incomes provide a backdrop for economic and political 
growth.   
 
The situation in the Middle East, led by Syria’s continuing civil war, Iran’s increasing 
isolation and Egypt’s elections continued to place this area of the world at the forefront of 
political powder-kegs.  With the world’s most important point for oil flow, the Straits of 
Hormuz, at the fore-front of the United States’ interest in the region, any conflict puts the 
United States in the mix and investors on edge.  It’s simply a good reminder that markets are 
not always influenced by economic events but with geo-political events as well. 
 

The Economy – In Neutral 
 
EMPLOYMENT 
 
With Gross Domestic Product growth stuck in the 2% to 2.5% range, employers are hiring 
selectively as weekly employment numbers have averaged around 80,000 new jobs per 
month.  The two charts below provide proof that while the economy is improving slowly, 
the rate of weekly unemployment claims and the growth of private employment still have a 
long way to go.   
 
The trend in jobless claims has been moving in the right direction but the chart may mask an 
underlying trend:  workers that have simply given up looking for jobs are not captured in the 
reports.  This leads some economists to believe that the jobless claims are still higher than 
reported. 
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The graph below highlights a slightly more encouraging trend.  Over the past year the 
government has been shedding a few more workers (represented by on right axis) and 
private employers have added a few more workers (left hand axis).  Clearly neither graph is 
rising or falling at rates that suggest a pick-up in the economy, rather, it highlights an 
economy that is more in “neutral” than “drive”. 

 

 
 
ENERGY 
 
Energy is at the forefront of the economic engine of the United States and the biggest 
“pocket-book” item for consumers.  Oil prices have plunged over the past three months due 
to a number of factors as highlighted in the graph below:  slowing demand, increasing supply 
and the new technologies in the natural gas arena causing speculation for alternative supply 
development.  While the lower prices are welcomed by consumers, continuing the drive to 
remove the United States dependence on foreign sources of oil must be pursued.  Initiatives 
such as the Keystone Pipeline XL could be a formidable source of new oil for the country 
from our number one trading partner, Canada.  Even the small Keystone extension project, 
which is moving forward, helps to unlock new sources of energy and moves to eliminate 
bottlenecks in the production pipeline. 
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FIXED INCOME 
 
In our last commentary we highlighted the fact that Treasury bonds were yielding below the 
dividend yield of stocks and that longer dated bonds were not as attractive on a yield 
perspective as investing in high quality dividend paying securities.  That perspective has not 
changed over the past quarter.  These lower rates are translating into lower mortgages for 
home buyers and for those seeking to refinance existing mortgages.   
 

 
 

 
The chart above shows the tremendous drop in the 30-year mortgage rate just over the past 
year which has translated into lower borrowing costs across the board.    Stories are 
beginning to surface of bidding wars for real estate in some markets and inventories are 
shrinking, however, “shadow inventories” (houses that have not yet been put on the market 
by willing sellers) have not yet been factored into the equation.  Sales are translating into 
higher stock prices for retailers such as Home Depot and Lowes (see graph below) as new 
household formation requires all the supplies these retailers provide.  
 

 
 
Lower borrowing costs are a boon for municipalities and corporate borrowers who are 
replacing higher yields bonds with lower yielding, longer dated paper.  While this is good for 
those groups, it is not so good for individuals who depend upon fixed income yields to 
provide for day-to-day living expenses.  As we highlighted in our last quarter commentary 
many dividend paying stocks are yielding more than 10-year Treasury bonds leading us to 
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caution investors to look carefully at the wisdom on investing in longer dated securities to 
the detriment of good quality dividend paying stocks.  
 
IN SUMMARY 
 
Market Theme – Patience, but you need three hands! 
 
These are difficult times for many investors who depend upon fixed income to fund their 
lifestyles or to take volatility out of the portfolio.  On one hand, investing in fixed income 
securities provides some level of protection against a fatal drop in the value of a portfolio.  
On the other, buying long dated securities with yields below 2% guarantees (a word that we 
seldom invoke in the world of investing) an investor will have a negative return when 
measured against inflation, not to mention the destruction that would occur if rates moved 
higher.   
 
Finally, on the “third hand”, equities are providing investors with better yields than can be 
found in fixed income, but that comes with the risks of a market volatility, something that is 
still fresh on the minds of investors. And if the economies of the world continue to march 
toward stall speed, what happens to portfolio values?  What to do? 
 
We suggested in previous commentaries patience and that investors feel comfortable holding 
some cash in their portfolios as they look for yields in the marketplace.  Since the Federal 
Reserve has stated that rates will stay low through 2014, investors should shift their mindset 
from income production to total return investing.  This means that over the next two years 
investors need to combine income, dividends and capital gains as the benchmark for 
providing living expenses.  Frequent reviews of your asset allocation and adjusting the 
holdings as it befits your individual risk/reward tolerance and need for income will be even 
more important. 
 
Portfolio Monitoring:      
 
With the advent of a low interest rate environment that will be with us for the next couple of 
years, investors should first review the issues of risk in the portfolio.  Traditionally a “risk 
free” asset was considered a bond, but in today’s low-rate environment, we believe a 10-year 
Treasury at 1.5% has more risk than a good quality dividend paying stock (i.e. Blue Chips).  
First, that rate does not match the benign rate of inflation of say, 2%, which means a buyer 
of ten year treasuries assures themselves a loss.  Second, if the Fed reverses policy and raises 
rates before the end of 2014, or the economy perks up and the rate of inflation rises, bond 
prices will fall and yields will rise.  Finally, if you are simply stuck with the “deer in the 
headlights” look about what to do, refer back to our suggestion in last quarter’s 
commentary….hold some cash and wait. 
 
Should one hold any fixed income at all?  The answer to that question is “yes” within a 
diversified portfolio of securities.  There are still areas of the fixed income market that offer 
yields well above Treasuries, such as high yield bonds (i.e. junk), but that space is not for 
everyone.  Municipals still continue to offer some opportunities but even here the yields are 
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very low.  However, given the known tax increases in 2013, Municipals will likely continue to 
attract funds as higher income taxpayers seek after-tax return.  
 
The important point is that over the next few years investors will derive more cash flow 
from a “total return” basis, and not just income.  That means more diligence in tax-
harvesting capital gains to help investors minimize as much tax impact as possible. 
 
Manager Monitoring:   
 
As always we continue to monitor the investments in client accounts.  This past quarter finds 
us reviewing two funds, PIMCO Commodity Real Return and Manning and Napier Pro 
Blend.  Both funds continue to have stellar management teams and decent long-term 
returns.  What has changed is the thesis for having added these positions.  The PIMCO fund 
was added as a hedge against rising inflation, a phenomenon that has yet to materialize.  
Manning was added as a more balanced fund that held fixed income, and a mix of U.S. and 
international stocks.  With bonds appreciating and the international market suffering, we 
think a more U.S. equity focused fund makes more sense.  For the time being we will not 
open new positions in the PIMCO or Manning funds. 
 
Equities:    
 
It was a disappointing quarter for equities across the board as the second quarter failed to 
follow-through on the great first quarter performance.  Equities were dragged down by the 
concerns in Europe and the stubborn unemployment numbers here in the States.  Despite 
the news all major equity averages are positive through the first half of the year.  Stocks in 
the “large growth” category were the “cleanest shirt” in an otherwise dismal equity market, 
losing around 2% for the quarter.  Investors continued to seek out dividend paying stocks as 
an alternative for low yields in fixed income securities.  Despite the continuing flow to these 
securities, the returns for the quarter could not overcome concerns from overseas and an 
economy that is at “stall speed”. 
 
We continue to be in favor of an allocation weighted toward US large cap companies which 
include dividend paying securities as a part of a well-diversified strategy.  Despite the 
looming changes in the tax code prudent analysis is always necessary to make sure investors 
are minimizing taxes to the greatest extent possible for the best after-tax return.  Therefore, 
in light of potential future rises in taxes on dividends, complete absence of dividend paying 
securities because of potentially higher taxes is not prudent.  We still don’t know what the 
state of the tax laws will be in 2013, and if investors invested solely on the basis of avoiding 
taxes the concept of “total return” would be relegated to the dustbin of history. 
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