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In the 1990’s we would have called it gridlock. Today it is called “bipartisan compromise.”
The New Year’s Day vote on legislation to solve the so called “fiscal cliff” dilemma was classic gridlock. Both sides refused to yield on major concessions and the final bill included only
the most politically palatable, but economically weak, provisions. While meaningful budget
solutions could have been addressed under the pressure of the mandated spending cuts –
passed as part of the 2011 debt limit legislation – our elected leaders bravely chose to defer
any hard decisions for another two months.
The legislation that passed fell far short of potential, but the vote removed the single biggest
concern of the fourth quarter. As it became clear that politicians would take only modest
action to resolve the “fiscal cliff”, investors welcomed the rebirth of gridlock and took stocks
higher, erasing much of the fourth quarter decline. Stock prices, as measured by the S&P 500
Index, declined by 0.45% in the final three months but equities still rose 15.95% for the full
year. International stocks were up even more at 17.32%. The December rally carried into the
new year, with the S&P up about 3.0% in the first two weeks of 2013.
The gains of 2012 were aided by a perfect storm of massive deficit spending and historically
low interest rates, conditions that simply cannot persist indefinitely without negative market
repercussions. These forces will support markets in 2013 as the Federal budget gap remains
staggeringly high, and the Federal Reserve stated at its December 22nd press conference that
interest rates will be kept at suppressed levels as long as unemployment remains above 6.5%.
The announcement also suggested quantitative easing actions could end well before that goal
was reached, but there is little doubt the Fed will continue flooding markets with liquidity in
the near term. For now, “don’t fight the Fed” is a common refrain in many investment newsletters.
The conventional wisdom is the good times will continue in 2013, with many strategists
calling for double digit gains again this year. It is easy to see how we can get there. The
Federal Reserve’s emphasis on a zero-bound interest rate policy ensures rates will remain
low. Gridlock, if we truly have it, could also be a positive. Although government policy can
often be a component of GDP growth, a true economic expansion requires a vibrant private
sector expansion. We are seeing signs that sustained growth in the private sector may finally
be taking hold.
As we have noted in previous reports, time is the best cure for recessions. The U.S. is at the
point where deferred capital expenditures and consumer spending can no longer be put off.
The average age of a car on the road today is nearly 11 years – one of the highest on record.
The nation’s housing inventory level has almost normalized, suggesting an imminent return
of construction jobs. Even corporations, most of which have held back on spending due to
fear and uncertainty, are increasing basic capital expenditures as plants and equipment age.
Perhaps the biggest positive has been the resurgent domestic energy sector. Improvements in
drilling and hydraulic fracturing technologies have enabled the U.S. to rapidly increase the

amount of oil and gas produced domestically. The surge in drilling and operating these wells has produced
millions of direct and indirect jobs. Additional jobs have been created to manufacture the production equipment
and pipeline infrastructure required to move the products to market and to produce the steel and other raw materials to make it all happen. New petrochemical plants are being built in Pennsylvania and elsewhere as companies
seek to take advantage of the cheap feedstock being produced nearby. The U.S. now boasts some of the lowest
energy prices in the industrial world, a competitive advantage that could be with us for many years to come.
While we don’t dispute the market’s potential to post robust gains in 2013, we remind readers that markets rarely
go up in straight lines. There are still many obstacles that may give pause to the hoped for ascent. Corporate earnings are showing signs of slowing growth and the international issues have not gone away. Many components of
the fiscal cliff drama were deferred, not resolved. The country must go through another debate about spending
cuts, entitlement reform and additional revenues before the end of February. Politicians must also address the
national debt ceiling at the same time.
We doubt such talks will instill confidence in investors. After all, this is the same group of politicians that passed
up a purported $4.6 trillion in deficit reduction measures in 2011 and a $2.6 trillion combination of revenues and
cuts last November, only to settle for a $1.0 trillion deal that raised revenues with virtually no real spending cuts.
An election year “legislative cease fire” and a squandered lame duck legislative session pushed much of the political risk into 2013. The question is whether the ensuing political battles will disrupt markets as they did in August
2011 and November 2012. Given the increasingly partisan tone of public statements, we will probably see more
brinkmanship before we reach a resolution. Caution is warranted.
Investment Strategy
Our 2013 outlook anticipates modest economic growth helped by Washington D.C. gridlock and easy Federal
Reserve monetary policy. By historic standards, the current economic recovery has been weak and prolonged, but
at some point replacement capital expenditures and new investment spending can no longer be deferred. Old cars
are replaced, new homes are built, and new manufacturing equipment is purchased. This activity, along with product innovation, capital formation, and political stability is one of the primary components of sustainable economic
GDP growth.
As we watch for supporting data to
confirm this outlook, we remain somewhat defensive with client portfolios.
We have focused on investing in more
stable segments of the market and holding larger cap stocks with recurring cash
flows and above average dividend
yields. Our defensive positioning stems
from our observation that exogenous
risks remain high and a good deal of
positive news is already reflected in
current asset prices. It would be naïve to
assume that global indices will continue
to go up in a straight line given the
number of items that could derail the
markets.

2013 Retirement Account Contribution Limits
Traditional IRA
Under 50
Age 50+
Roth IRA's
Single/HoH
Contribution Phase Out Limits $112k to $127k

$5,500
$6,500
Married (filing jointly)
$178k to $188k

*Contributions to Roth's prohibited above these levels

SEP IRA
Lesser of 25% of compensation or $51,000
Simple IRA
Under 50
$12,000
Age 50+
$14,500
401-K
Under 50
$17,500
Age 50+
$23,000

Despite our somewhat defensive security selection, we continue to recommend an above average exposure to
stocks. Equities offer significantly higher total return potential, especially when compared to lower yielding
“safe” assets like Treasury bonds and CD’s. In a twist to our traditional search for compelling investment opportunities, we are noticing the smaller/weaker competitors in many industries are merging or selling to other companies. The slow growth environment and extremely low borrowing costs have made companies more apt to make
acquisitions to boost revenue and earnings growth. With cheap financing, acquiring companies can afford to pay
large premiums for their acquisition targets. We see the industrial, healthcare and financial services industries as
likely beneficiaries of this trend.
We continue to underweight bonds in client accounts. Bonds are traditionally owned to protect investor capital
and to generate income. Capital preservation remains the best single reason to hold fixed income investments.
The Federal Reserve has removed most of the near term interest rate risk from the asset class with its commitment
to pursue a zero bound interest rate policy. Corporate balance sheets are the strongest in years and sovereign
default risk remains low, even for highly indebted nations like Greece. Only certain municipal issuers are experiencing deteriorating finances. Most of these are cities that have agreed to award punishing pension and healthcare
benefits to their workers. In aggregate, states and local government issuers are seeing their finances improve with
the general economy.
Income oriented bond buyers, on the other hand, face a dilemma. Significantly higher income opportunities can
be found in other asset classes. In many cases, the common stock dividends of many bond issuers now surpass the
yields available on their long term debt. Investors should consider increasing allocations to income oriented stocks
as an alternative to high grade bonds yielding 3.0% or less. We have been pursuing this strategy for clients by
adjusting portfolios within the limits of individual investment policy guidelines.
We conclude by noting the long term risks to fixed income holdings. We know the Federal Reserve has artificially
lowered interest rates well below sustainable and/or logical levels. We know the spread between Treasury bonds
and high grade corporate bonds has collapsed to the point where the excess yield reward no longer justifies the
added default risk. We know exactly how it will end when interest rates and inflation rates start to rise. While we
do not see these risks manifesting themselves in the market for some time, portfolio holdings should be structured
accordingly.
After a broad surge in bond prices in the fourth quarter, we are once again seeing pockets of value appear in the
market. Unfortunately, most tend to come with certain headline risk. The preferred stocks and subordinated bonds
of select financial companies and lower rated industrial firms present compelling investment opportunities. Municipal bond prices are starting to decline a bit as many issuers see employee pension and benefit costs rising faster
than the tax revenues to pay for it. This dynamic has created value in certain lower rated segments of the tax free
bond market. The number of municipal bond credit downgrades surged last year, so this is not a trade to be made
lightly. Longer term municipal bonds of all grades remain cheap by historical measures.
As always, we welcome your questions and comments.
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