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“To a starving man, a radish is a feast”
- Arab proverb
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One of the more pleasant aspects of winters in Vermont is the final arrival of spring. To be clear, we
love our winters. We spend much of the year looking forward to the stark beauty and the fantastic
recreational opportunities afforded by the season. Yet, after five months of acclimation to frigid
temperatures and long boreal nights, a sunny, forty degree day in early spring can seem as balmy and
warm as any week in June. We run around in tee-shirts and ski in shorts on these days; not because it
is warm enough to do so, but because after five months of cold it just seems so much warmer than it
truly is. Even though our minds know the cold, stormy weather will return before spring arrives for
good, our hearts cannot help but believe the warmth is here to stay.
A similar phenomenon seems to be unfolding in the financial markets. After nearly four long years
of high unemployment and little growth, the economic data have warmed up enough to convince
investors a recovery is finally at hand. The first quarter of 2012 saw U.S. stocks rise by 12.66%, as
measured by the S&P 500 Index. This was the best three month start since 1998. International
markets also shook off their recent troubles, with the Morgan Stanley Capital International EAFE
Index posting a gain of 10.86%. In true market form, one of last year’s best performers, U.S. Treasury
securities, was the only major asset class to post negative returns, as interest rates rose with improving
economic conditions.
The rally has been stronger than many expected, as major indices rose more in the first three months
than we projected for the entire year. Our forecast underestimated the degree of global monetary
intervention. In the US, the Federal Reserve laid out plans to keep rates low for nearly three more
years while the European Central Bank launched another tranche of its Long Term Refinancing
Operation (LTRO); their equivalent of quantitative easing (QE). We believed the Federal Reserve
would start taking steps to pull back liquidity in 2012 as the economy strengthened. This no longer
seems likely, mostly because Federal Reserve economists believe the economy is weaker than the
headline data imply. Recent FOMC minutes continue to suggest the need for even more liquidity
injections into the system.
The Fed position, stated several times by Chairman Bernanke, is a bit disconcerting. Markets should
be troubled when the Fed talks about underlying economic weakness, especially when pundits in the
media cite improved confidence in the economy as the reason for rising share prices. Yet share prices
rose after the January FOMC meeting, suggesting the biggest stimulus for securities prices still comes
from low interest rates. This is a classic example of how Fed policies are again distorting markets and
leading investors to decisions they might not otherwise make. People are investing heavily in stocks
simply because there are virtually no yield opportunities available in safer assets. For many, this
seems like a risk free bet - they believe the Federal Reserve will intervene to halt any market slide
with more monetary stimulus. This is the moral hazard created by policy intervention.
One has to wonder if the move in stock prices would have been as great absent the effect of the zero
interest rate policy of the Federal Reserve. If we assume the rally is being driven solely by economics, the magnitude of the move implies we are witnessing a very strong recovery by the standard of
past recessions. Unfortunately, the data fueling the rally, like the first burst of warm weather in
March, is not quite as hot as it seems. Investors view the data as strong only because the numbers
from the prior three years were so bad. In the context of history, however, this is a very weak recovery. Charts 1 and 2 show how severely the current recovery is lagging those of past recessions.
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The data feels even colder when employment figures are included. Granted, employment data lag actual moves in the
economy and are not a good measure of real-time activity. However, the rate of unemployment is a critical factor in
consumer optimism, especially for those who are unemployed. There has been much ballyhoo in the media about the declining unemployment rate. On closer examination, however, the data show new jobs have barely outpaced new additions to
the workforce. Much of the decline in unemployment is the result of 2.6 million workers simply giving up and dropping out
of the workforce. Furthermore, many of the jobs gained come from part-time and temporary jobs filled by full time job
seekers. Chart 3, below, shows the U6 rate – a measure of the unemployed plus the underemployed – is still over 14%. This
hardly suggests we have reached the point of a self-sustaining recovery.
Chart 3.
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If there is a financial equivalent to “global warming” in the markets, it is surely in corporate profits. The anemic recovery
has not dampened the bottom lines of many firms. The historic relationship between economic growth and profit growth has
broken down as profit margins surged. Cost cutting and layoffs during the recession have slashed overhead and raised
profitability. Chart 4 shows just how strong profit margins have been in recent years.
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As we can see, margins are now two standard deviations over historic norms. Such high levels may not be sustainable.
More hiring and increased unit labor costs must inevitably eat into margins and slow earnings growth in the quarters ahead.
This backdrop muddles the outlook for the balance of the year. Market corrections in the summers of 2010 and 2011
prompted strong responses from the Fed. The stock rally that began last October has been driven far more by QE II than by
earnings or political action. Markets are now addicted to Fed policy. Stock prices fall on hints of tightening and rally on
any prospect of a third round of quantitative easing. In a market that has little else, the narcotic of easy money has been
enough to pull the indices higher.
It is doubtful if low rates alone can keep prices rising. Further moves will require continued economic growth. If the Fed
is correct, growth will be tepid and the recovery will slow going into summer and we may see a repeat of 2010 and 2011. If
growth does strengthen, it is likely the Fed will be forced to allow rates to move higher; curbing any rally. The more likely
scenario, in our opinion, is for the economy to experience a “reverse Goldilocks” outcome – not hot enough to curtail Fed
action, but not too cool to tempt the Fed into intervening with another round of quantitative easing.
The past five months have been a welcomed thaw in a bad market, but it is still too early to say another freeze is not around
the corner. Investors would be wise to keep their fiscal snow tires on their portfolios for a few more weeks.

Investment Strategy
Despite our concern over the state of the economy, we continue to favor equities over bonds in our allocation models. Stocks
offer better total return potential in the long term and many have higher cash dividend yields than fixed income alternatives.
On a relative basis, the yield on the S&P 500 exceeds the yield on the 10-year Treasury note. Stocks, in aggregate, tend to
increase dividends year after year while the coupon on a Treasury note remains fixed for the life of the security. Bonds
continue to offer better protection of principal, but stocks can provide investors with better protection of income.
We continue to remain overweight U.S. markets. Much has been made of the large cash balances sitting on corporate
balance sheets. Some of this cash is being held to pay off debts coming due over the next few years. However, cash is available for other uses such as acquisitions and dividend increases. A number of the companies we own at Maple Capital have
raised their dividends over the past year and Medco Health, a core holding, was acquired this month by Express Scripts.

Bonds remain a critical tool for preserving capital in portfolios. We see particular value in municipal bonds. Nearly two
years after Meredith Whitney made her famous comments about looming bond defaults, many investors still shun municipal
paper. Chart 5, below compares the yield curves for tax free bonds to those of Treasury and corporate bonds.
Chart 5.

Source: Bloomberg, MCM
Tax free bonds historically yield less than other bonds because their interest is tax free. Today, they yield more than many
taxable alternatives. This implies there is a significant chance for outperformance as the yield curves normalize. Further
capital gains could also result from an increase in tax rates; something we believe has high probability of coming to pass in
the not too distant future.
As always, we welcome your questions and comments.

KEY BENCHMARK RETURNS (Annualized)
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