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Advise, Guide and Protect 

 
First Quarter 2012 Market Commentary 

 
Here is an excerpt from our last quarter commentary:   
 
This is why 2012 could very well be the turning point for the economy.  We are four years past the peak of 
the stock market, and three years into unemployment rates above 8%; at some point the dynamics for capital 
formation and job creation must change. 
 
Normally we have plenty of market moving events to discuss when writing our quarterly 
commentary.  For the past four years it seems like there has been a crisis almost weekly.   
This is the first quarter that had an absence of any market moving events about which we 
could write.  There were a few items here and there, but nothing on par with the events this 
time last year, or the volatility of the markets during the preceding four years.   
 
The first quarter certainly did not disappoint investors, unless you were one of the unlucky 
ones to still be on the sidelines awaiting the apocalypse (which, by the way is supposed to 
occur December 21st).  What pleases us about the first quarter is the absolute lack of any 
natural disasters (i.e. tsunamis and earthquakes) or manmade disasters (other than Tim 
Tebow being traded to the Jets) that had any appreciable impact on the markets.  In short, it 
has been a welcome respite.  
 
The chart below is a review of the S&P 500 since the beginning of 2007, which emphasizes 
that volatility “smoothes” out when viewed over longer periods of time.  Starting with the 
market bottom in 2009, the chart should remind everyone that investing for wealth creation 
is a long-term proposition that requires diligence, diversification, and discipline.  
 
 

 
 
 
In the tables below we review the returns of the various equity markets and sectors of the 
S&P 500 index.  The first quarter of the year produced a broad-based rally with participation 
by all sizes and styles of equities.  All sectors of the S&P 500, except utilities, experienced a 
positive return for the first quarter of 2012.    
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DOMESTIC EQUITIES 

  
Index Returns for the Quarter YTD 

S&P 600 Small Cap 11.99% 11.99% 
NASDAQ Composite 18.67% 18.67% 

Dow Jones Industrial Average 8.14% 8.14% 
S&P 500 Index 12.0% 12.0% 

  (Returns are without dividends.  Period Ending 3/31/2012) 
 
Company  Percentage Weight       Year to Date 2012   
 
S&P 500                    12.0%  
Energy     11.24%        3.38% 
Materials      3.46%        10.59% 
Industrials    10.55%       10.67% 
Consumer Discretionary  10.94%       15.54% 
Consumer Staples   10.76%          4.75% 
Health Care    11.43%         8.42% 
Financials    14.94%        21.46% 
Technology    20.53%        21.14% 
Telecommunications     2.77%           0.64% 
Utilities          3.37%        -2.68% 
 
Source:  Standard and Poor’s (www.standardandpoors.com) 

 
Style Return Box for the First Quarter 2012 

 
 VALUE  CORE    GROWTH 

 
LARGE 
 
 

12.89% 12.55% 12.20% 

MID 
 
 

12.81% 13.46% 14.01% 

SMALL 12.81% 11.95% 11.13% 

Information provided in the above chart represents the quarterly returns of the S&P indexes of iShares  
Class of funds with dividends reinvested. 

 
 
INTERNATIONAL 
 
The international market has continued to be relatively calm in comparison to the summer 
and autumn of 2011 when Europe was seemingly on the verge of collapse.  While the U.S. 
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markets received most of the attention, the rest of the world had a pretty good run as well.  
The MSCI EAFE Index gained 10.86% for the quarter, perhaps reflecting the news that 
Greece didn’t take the whole world down as was expected.  Our neighbors to the north 
fielded the weakest advance in the America’s with a return of 6.38%.   
 
With respect to investment opportunities, the emerging markets continue to offer some 
attractive opportunities as population growth rates in areas such as India, Malaysia, Brazil, 
Turkey, Thailand, and in Africa increase demand for goods and services.  India’s market 
advanced 21.5% for the quarter, Thailand was up 20.49% and Malaysia up 8.16%.  Many of 
these areas continue to improve their infrastructure while developing sustainable, capital 
goods markets.  To be sure, it is a long road to transition from an agricultural subsistence 
economy to a more consumer driven economy, but there are signs of this occurring as 
consumer-oriented companies expanded their presence in these regions. 
 

The Economy – Continued Improvement 
 
EMPLOYMENT 
 
Unemployment moved lower in the first quarter as the Bureau of Labor Statistics reported 
the national jobless rate was 8.3%, 0.7% lower than one year ago.  While that is welcome 
news, it did leave some skeptics questioning the math behind the number.  As the economy 
dragged the last few years the chronically unemployed and under-employed individuals have 
stopped looking for permanent work.  The leading edge of the oldest workers (those in their 
50’s) have seen their prospects for finding a better job, or employment at all, diminished. 
These workers simply drop-out of the picture and are not accurately represented in the 
unemployment numbers.   
 
For the upcoming election, the focus must be on getting the country back to work, 
upgrading labor skills, and finding new markets for goods produced in the United States.  
There will not be one solution from one political party; it will take collaboration and 
forward-thinking to lower the rate of unemployment. Looming in the horizon is the summer 
decision by the Supreme Court on the legality of the Affordable Health Care Act.  A general 
line of thought has been this is one issue holding back hiring because employers know there 
is a cost for the coverage, but do not have certainty of the amount. A decision either way by 
the Supreme Court could remove that uncertainty and help ignite some much needed hiring. 
 
INFLATION 
 
In our last commentary we noted that inflation has not been an issue for many years, 
although it has come around in disguise.  The chart below, courtesy of the Bureau of Labor 
Statistics shows the month-by-month change of the Consumer Price Index.  It is obvious 
that we have not had a significant increase in inflation for many years; even experiencing 
some deflationary effects from the 2008-2009 market crash.  This does not suggest that 
inflation is not present.  Inflation can be found in different forms, such as the shrinking size 
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of packages that hold many popular household items (i.e. coffee in 13 ounce packages versus 
16 ounces), but charge the same amount as we paid for the bigger package.  
 

 
We do note that the price of gasoline has risen considerably, but not from the forces of 
inflationary pressure.  Energy companies are free to sell their products across the globe and 
with diminished refinery capacity in key areas such as Philadelphia, there is a shortage of 
refined products such as gasoline.  Other countries, where demand is growing, are simply 
capable of bidding higher for the products, and the energy companies are too happy to 
supply it to them.  Our country needs to come to terms with a rational energy policy that 
allows for more refineries to be brought on line and to help suppliers ship their products to 
where they can be refined for domestic needs.  

 
FIXED INCOME 
 
Fixed income has become the risk class of choice for those seeking yield.  Many market 
observers have recommended staying away from fixed income if you do not already own the 
category.  We have always recommended that fixed income is a reasonable component of 
any balanced portfolio.  Investors can manage the risk of their fixed income holdings by 
varying the credit quality and duration of the bonds and bond funds in which they invest.  
For those clients that depend upon income from their portfolios, fixed income will always 
have a place.  The chart below represents the spread in yields between bonds (blue line) and 
stock dividends (green line) going back to 1926.  The red lines highlight the convergence of 
the two since the bull market began in 1982.   
 
Remember that bond prices and yields move inversely to one another, so as the yield in bonds 
has dropped, the prices have gone up.  Conversely the dividend yield on stocks has dropped 
as firms plowed cash back into operations versus paying them out as dividends.  The point 
of this graph is that one should not be buying bonds with the anticipation that they will get 
anywhere near the returns they have received over the past 10-years (or more).  As for 
equities, the yield they currently provide, along with expectations for growth are now at a 
point that makes them competitive with bond yields.  Any unexpected increases in interest 
rates would effectively wipe out most of the yield from low yielding bonds.  Finally, bonds 
have been “called” as issuers retire older bonds in favor of newer bonds that carry the lower 
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interest rate.  This has the effect of giving money back to investors who then have to 
reinvest at lower prevailing rates. 

 

 
 
 
IN SUMMARY 
 
Market Theme - Equities 
 
In last quarter’s commentary we suggested investors look at the large cap, dividend paying 
securities located in the United States as one of the better opportunities for those seeking 
higher yields.  The graph above highlights this issue.  The obvious question is:  “Is it too 
late?”  The markets posted some of the best gains in the first quarter since 1998.  We 
remember 1998, we were managing money back then, and the same questions were being 
asked because investors had just experienced double-digit gains in 1995, 1996 and 1997.   
 
We recall that Mr. Greenspan issued his famous “irrational exuberance” in a speech to the 
American Enterprise Institute on December 5th, 1996.  In that speech Mr. Greenspan said:  
“Clearly, sustained low inflation implies less uncertainty about the future, and lower risk premiums imply 
higher prices of stocks and other earning assets. We can see that in the inverse relationship exhibited by 
price/earnings ratios and the rate of inflation in the past. But how do we know when irrational 
exuberance has unduly escalated asset values, which then become subject to unexpected and prolonged 
contractions as they have in Japan over the past decade?” 
 

Last time yield spread was this narrow 
was in the 1950’s.  Yields fall when bond 
prices go up. 

1982 marked the start of one of the longest bull 
markets in history.  Dividend yields fell as 
firms switched to growth mode. 
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We don’t believe there is a mania in the stock market on par with the irrational investors of 
that time period. That was a time marked by investors mortgaging their houses to day-trade 
the stock market.  What we do see is a well-deserved recovery of stock prices that were 
inflated due to lax lending standards in the housing market that in part provided fuel for the 
stock markets eventual rise to the October 2007 peaks. 
 
Today we have companies posting excellent earnings from products and services consumers 
demand.  The mobile society is changing the nature of work and communication. As it 
opens up new possibilities and business opportunities, the labor market could be the 
fundamental victim. In the new work environment you no longer have to necessarily move 
to a new city to take a job in the 21st century.  
 
Real estate prices are continuing to stabilize, and in some markets improving modestly.  The 
weakness of the real estate market hampers the movement of labor for those jobs that 
cannot be performed through an internet connection because it requires a worker to sell 
their home in a depressed housing market.  Further, bank lending standards are back to post-
mania levels, requiring a buyer to have excellent credit, demonstrable income, real tax 
returns, and a job.  While we are in favor of good lending standards, some of the 
requirements, in our opinion, are simply too onerous and are holding back some qualified 
buyers.  As “good” lending improves we will continue to see the economy recover. 
 
Portfolio Monitoring:      
 
We cannot remember a time when we have suggested that “cash” could be a very good asset 
class in the coming years.  The Fed has announced that rates will stay low through 2014, 
which gives comfort to many investors that their fixed income holdings will be secure for a 
while.  As housing stabilizes, the economy picks up steam and equities continue to advance. 
Economic activity could give us a big upside surprise that might change the Fed’s actions. 
 
We ask, therefore, the “what if?” question.  What if the Fed changes its mind and they raise 
rates six times as they did in 1994 (one or two were intra-meeting increases)?  We know from 
historical reviews that in 1994 bond prices barely budged (unless you were in the longest of 
yields).  With so many investors piling into junk bonds, and with yields at historic lows our 
concern is the rush for the doors should something unexpected occur (like a spike in 
inflation).   In 1994 it was orderly, in fact back then we didn’t pay much attention to the Fed, 
but after six rate hikes that changed (does anyone remember the Greenspan “briefcase 
indicator”).  
 
Therefore, it may be prudent, to instead of chasing historically low yields that investors allow 
for some cash to accumulate in anticipation of some better yields in the next 12 months.  We 
are not sages by any means and our inflation call over the past year is witness to that.  We 
simply pay attention to a couple of meaningful charts, such as the 10-year Treasury yield or 
the relationship of bond yields to stock dividends. Someone investing in a 10-year Treasury 
paying around 2.2% could see the entire yield wiped out with just one interest rate hike.  
Managing the duration and credit quality of the bond portfolio is one way investors can 
avoid seeing their fixed income values diminish when rates rise.  
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One way to build cash would be through a “sweeping” versus “reinvesting” of cash.  
Historically, we have always “swept” cash, preferring to reallocate as needed.  Each investor 
should review their needs for cash and if they can allow the cash to accumulate, more 
attractive yields in fixed income may be down the road for patient investors. 
 
Manager Monitoring:   
 
There were no mutual fund changes recommended on our list this quarter.  One of our 
under-performing managers from last quarter, Bill Gross’s PIMCO bond fund, has made a 
very nice rebound in the first quarter of this year through some impressive repositioning of 
the bonds in his portfolio.  This highlights that investing is a long term proposition for 
building wealth versus chasing the quarterly “hot dot”. 
 
Equities:    
 
Last quarter we mentioned our favorable impressions for U.S. equities.  For investors 
seeking more return, we have shifted to a couple of our favorite sectors by recommending 
healthcare, energy, and technology.  The technology call was a winner thanks to Apple.   
 
Small caps have been a stellar asset class but we think this area has gotten a bit extended in 
light of economic conditions.  The large cap dividend payers are more attractive regarding 
the total return they can provide (the combination of dividend and growth), relative to the 
small caps and fixed income.  
 
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. 
 
One should consider allowing cash to build as it is paid out in dividends and interest if that 
cash flow is not required for living expenses.  Investors with cash and a longer time-horizon 
should contemplate a balance with equity that includes dividend paying securities.  
 
Attention to maintaining the portfolio to the strategic allocation will be even more important 
as markets continue to march higher.  The specter of 2008 has not left many investors and 
the thought of being torched again by a 45% market decline is never far from one’s mind.  
Therefore, this year may require a bit more activity in portfolios to keep the allocations 
within strategic guidelines that provide an investor with reasonable risk/return parameters. 
 
Finally, a word of caution about dividend paying stocks is that 2012 may be the last year to 
enjoy favorable rates on dividends.  With the potential of rising tax rates in 2013 due to the 
expiration of the Bush tax cuts, and the add-on 3.8% health care tax, ownership of dividend 
paying stocks will need to be examined closely.  
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