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EQUITIES 
Equity Market Performance 
The Standard & Poor’s 500 (S&P 500) Index performed exceptionally well 
during the first quarter of 2012 providing a price return of 12%.  Financials 
posted strong returns of 21.5% on the heels of a 10.4% return in the fourth 
quarter of 2011.  A key driver for this return was the release of the Federal 
Reserve’s “stress test” which indicated that U.S. banks had the cushion to 
absorb losses from Europe and/or withstand larger losses in their real estate 
portfolios.  Further helping this sector was the warm weather, which may have 
accelerated demand for auto and housing loans.  Another significant 
contributor to S&P 500 returns was the Information Technology sector’s 
return of 21.2%.  This sector continues to benefit from the growth of smart 
phones, data analytics and cloud computing.  The Technology and Financial 
sectors constitute almost 1/3 of the S&P 500 Index, so the strong performance 
of these two sectors contributed half of the S&P 500’s 12% return.  Investors, 
in general, expressed a strong preference for economically sensitive sectors during this period and may have funded these 
purchases by selling less economically sensitive sectors such as Utilities and Telecommunications.  Utilities posted a return of 
negative 2.7% and Telecommunications posted a return of just 0.6%. 
 
The Market vs. the Economy 
March 9, 2012 marked the three-year anniversary of the 
March 9, 2009 market low.  All the major asset classes 
have experienced rallies during this time frame.  The 
S&P 500 returned 29% per year, gold’s return was 
22.5% per year and longer-term U.S. Treasury returns 
were 8% per year.  The role of the government over 
this period cannot be ignored.  On this anniversary 
date, total government debt was 42% higher and assets 
on the Federal Reserve’s balance sheet assets were 43% 
higher than three years prior.  Whether the economy or 
the markets can sustain themselves without government 
intervention remains to be seen.  There are some signs 
that private employment and capital expenditures are 
rising, which historically has been the basis for a self-
sustaining economic and market recovery (i.e., the 
expansion phase of the economy).  However, the odds 
of a significant pullback in government stimulus 
policies appear low considering this is an important 
election year.  Furthermore, the expansion appears 
fragile given an increased headwind from higher 
gasoline prices and relatively high levels of 
unemployment.  
 
Corporate Profit Margins 
Thus far, the outsized dose of government stimulus and higher fuel prices has not resulted in much inflation.  Indeed, corporate 
profit margins have almost doubled over this period and U.S. Treasury yields are down approximately 85 basis points (a basis 
point is 1/100 of 1%) – the exact opposite of what most economists would have predicted.  The answer may lay in efficiency 
gains.  Companies and consumers alike have benefitted from the widespread use of productivity enhancing information 
technology.  Companies have also been able to keep wages low by increasing the use of lower cost labor overseas and substituting 
labor with robotic technology.  These efficiency gains have kept inflation at bay and provided a second tailwind for margins: 
lower borrowing costs.  However, there are some signs that these gains may be abating.  In the fourth quarter of 2011, unit labor 
costs rose by 2.8%, which is double the third quarter rate and significantly higher than the fourth quarter gross domestic product 
(GDP) deflator of 1%.  While not yet a sustained trend, the direction of productivity trends will be an important factor under 
consideration for Congress and the Federal Reserve in the coming months when setting the budget and monetary policy. 
 

S&P 500 by GICS Sector Price Return (%) 
   1Q12 YTD 
Energy 3.4 3.4 
Industrials 10.7 10.7 
Health Care 8.4 8.4 
Consumer Discretion 15.5 15.5 
Materials 10.6 10.6 
Telecommunications 0.6 0.6 
Information Technology 21.2 21.2 
Financials 21.5 21.5 
Consumer Staples 4.8 4.8 
Utilities -2.7 -2.7 
S&P 500 Index  12.0 12.0 



 Page 3 

 

(S01642)  

Presidential Election Pattern ( ) 
(Based on Daily Data, 1/2/1900 - 12/30/2011) 

Trend Is More Important 
Than Level

-2

-1

0 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10

11

12

13

14

15

16

17

18

19

20

21

22

23

-2

-1

0 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10

11

12

13

14

15

16

17

18

19

20

21

22

23

l l l l l Election
Year

1st Presidential
Year

2nd Presidential
Year

3rd Presidential
Year

Dow Industrials Four-Year Presidential Cycle

 Copyright 2012 Ned Davis Research, Inc.  Further distribution prohibited without prior permission.  All Rights Reserved. 
. www.ndr.com/vendorinfo/ . For data vendor disclaimers refer to  www.ndr.com/copyright.htmlSee NDR Disclaimer at 

© 

Pronounced Seasonality in the Consumer Staples Sector 
The first quarter of the year typically hosts negative sales growth relative to the seasonally strong fourth quarter, especially for 
cyclical sectors such as Technology, Industrials and Consumer Discretion.  One would expect a less seasonal sector such as 
Consumer Staples to have less variability, but analyst estimates currently project negative 5% sales growth for the first quarter of 
2012 following positive 5% growth in the fourth quarter of 2011.  Consumer Staples companies sell non-discretionary items such 
as food, beverages and 
household products which 
are typically purchased with 
some consistency throughout 
the year.  However, over the 
last six years this sector has 
displayed greater seasonal 
fluctuations than it has in the 
past.  There are a few 
possible explanations for this 
trend.  First, consumers 
continue to be sensitive to 
price and may be “trading 
down” to lower priced 
substitutes such as generic 
cereal.  Second, much of the 
growth in this sector has been 
from emerging market 
consumers and these goods 
are indeed discretionary for 
someone who only makes 
$100 – $200 per month.  
Lastly, a greater percentage 
of these goods continue to flow through large retailers such as Wal-Mart and Costco who have enormous leverage over their 
suppliers and can negotiate volume discounts.  This is becoming increasingly true in emerging markets where “mom and pop” 
retailers are losing share to larger branded retailers.  
 
The Presidential Cycle 
Among investors, there is a school of thought that equity market returns are dependent upon which year the presidential election 
falls.  The logic behind this theory is that the White House and Congress will implement pro-growth economic policies ahead of 

the presidential election to ensure that voters are in a 
good mood by November.  Because economic policies 
take time to benefit the economy and require savings, the 
second year of the Presidential Cycle is when politicians 
slow the economy in order to fund economic growth in 
the 1-2 year period leading up to the election.  Over the 
last 28 election years, the market has been up in 24 of 
those years.  Based on historical results, this theory 
would imply a 5-6% return this year with the returns 
weighted towards the second half of the year.  However, 
a closer look at the data shows huge variance in the 
returns.  In fact, some of the worst years of the market 
have come in election years, most recently in 2008 when 
the market fell almost 40%.  In 1920 the market fell 
approximately 33%.  There are challenges for the market 
this year that may make it more difficult for this thesis to 
play out relative to previous years.  The record fiscal 
deficit and a highly polarized Congress make it less likely 
that the government has much wiggle room, if any, to 

massage the economy.  There is very little clarity as to what will happen to tax rates after the election.  Finally, higher gasoline 
prices may be starting to impact consumer spending patterns and the economy. 
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IPOs Heating Up 
The appetite for Initial Public Offerings 
(IPOs) appears to be improving with 44 
companies going public in the first quarter 
of 2012 versus 33 in the first quarter of 
2011.  On average, each company raised 
$130 million versus $395 million one year 
ago; however, last year’s figure was skewed 
by five large IPOs.  The Technology sector 
lead the pack with 13 IPOs versus 6 IPOs 
one year ago, while the energy sector only 
had one IPO.  Considering that the 
Technology sector returned 22% in the first 
quarter and the Energy sector returned just 
3.4%, the stark difference between the initial 
public offerings of those sectors is not a 
surprise.  According to Price Waterhouse Coopers, while 80% of IPOs were higher at the end of the quarter, the average IPO 
return was below its first day average return of 16%.  The pipeline of IPOs currently stands at 157 companies and these companies 
may become public later this year assuming that animal spirits remain in place. 
 
ECONOMICS AND FIXED INCOME 
Fixed Income Market Performance1 
The pattern of returns for the various quality tranches of fixed income instruments seen in the fourth quarter of 2011 repeated in 
this past quarter.  That is, bonds rated below investment grade had the best return during the quarter, while "risk-free" U.S. 

Treasury bonds trailed the group.  Two dynamics were likely at work.  First, investors' search for yield necessitated accepting 
credit risk, proxied by credit agency ratings, or duration risk (buying longer maturity bonds in search of higher yields).  Second, 
the macroeconomic outlook and the sentiment towards that outlook improved in the quarter, bolstering tolerance for credit risk.  
As the chart above indicates, each of the three junk-bond categories, 'BB', 'B' and 'CCC' outperformed the higher-rated categories.  

                                                           
1 As measured by Bank of America-Merrill Lynch’s fixed income indices. 
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Source: StockCharts.com 

The total return for U.S. Treasury bonds followed fourth quarter 2011’s paltry 90 bps (.90%) return with a negative 1.3% return 
this quarter.  Note that the benchmark 10-year U.S. government bond yielded 1.88% when the quarter began, but peaked during 
this past quarter at 2.4% (price moves inversely to yield).  This 52 basis point move is quite large, though the absolute rate level 
remains quite low.  Municipal bondholders fared a bit better, realizing a total return of 2.1%.  The segment outperformed Treasury 
bonds because the risk premium versus Treasurys declined, i.e., spreads-to-Treasurys compressed. In other words, municipal bond 
investors became more comfortable with the financial conditions of the underlying municipalities.   
 
Comprehensive Capital Analysis and Review (CCAR) Results – Most Banks Pass the Federal Reserve’s Stress Test 
On March 12th, the Federal Reserve (the Fed) released the results of its 2012 Comprehensive Capital Analysis and Review, 
otherwise known as the bank stress test.  Although the U.S. has several thousand bank-like financial institutions, the stress test 
only applied to the country's 19 largest banks.  Under the "supervisory stress scenario for CCAR 2012", the Fed evaluated lending 
ability in times of severe economic and financial stress based on capital sufficiency. (The Tier 1 common capital ratio served as 
the evaluation metric for each institution.)  The worst case scenario in the test included a peak unemployment rate of 13%, equity 
price declines of 50% and home price declines of 21%.  JPMorgan Chase, Wells Fargo and U.S. Bancorp were among the 15 large 
banks that passed the exam.  Citigroup did not pass, surprising many.  Neither did MetLife, Ally Financial or SunTrust, although 
MetLife's shortfall caused little concern since a) the company is in the process of selling its retail banking business, thus 
eliminating its participation in the CCAR, and b) MetLife's primary business is insurance, not banking, and its insurance ratings 
remain quite strong.  Other challenges involving the bank stress test include 1) the absence of a liquidity risk assessment, widely 
considered a prime contributor to 2008's financial freeze, 2) the single stress path of the assessment and 3) the "black box" nature 
of the Fed's models since it did not disclose several important underlying assumptions. 
 
The Energy Paradox 
While the price of gasoline is a hot topic in the news these days, the dramatic drop of natural gas prices is discussed less often.  
The blue line in the chart below depicts the rising price of wholesale gasoline prices which recently hit a two-year high.  The red 
line depicts the wholesale price of natural gas which recently hit a two-year low.  Unlike previous economic cycles where higher 
energy prices have short-circuited economic expansions, this cycle has a few unique characteristics to it. First, consumers and 

businesses are becoming more efficient at using energy due in part to the growing use of information technology and more energy-
efficient vehicles.  Second, the U.S. and Canada have recently become the largest producers of natural gas thanks to technological 
advancements in extracting gas from shale formations.  These two countries are the global leaders in energy production from shale 
formations and may have several years of robust production ahead of them.  The tremendous supply of this clean natural source of 
energy is helping North America become the low cost producer of electricity, chemicals and fertilizers.  Furthermore, many 
commercial users of gasoline/diesel are increasingly exploring how to convert their fleets to burn natural gas to take advantage of 
fuel costs that are 30-50% lower than oil-based fuels.  For example, UBS estimates that U.S. Steel Corporation may save up to 
$200 million dollars per year by switching their energy needs to natural gas.  A significant additional benefit is coming in the form 
of jobs.  Pennsylvania, alone, is estimating a 500,000 job benefit from shale gas as infrastructure is built to extract the natural gas 
and as chemical plants expand manufacturing capacity in the region to take advantage of a low-cost raw material.  A longer-term 
trend to monitor is the impact these prices will have on the global manufacturing supply chain.  Because natural gas is very hard to 
transport, the price around the world varies greatly.  While wholesale natural gas is trading at approximately $2.15 per million 
BTUs (British Thermal Units) in North America, the price in Europe is approximately $11.35 and the price in Japan is $15.90.  If 
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North America retains this wide energy advantage relative to other parts of the world, relocating a greater portion of global 
manufacturing capacity (and jobs) to this region may make economic sense. 
 
U.S. Treasury Earns a $25 Billion Profit 
In 2008 and 2009, the U.S. Treasury purchased $225 billion of mortgage-backed securities issued by Fannie Mae (FNMA) and 
Freddie Mac (FHMC) as part of the U.S. government's response to the Great Recession.  The U.S. Treasury, which began 
unwinding its program in March 2011, recently sold its remaining Great Recession-era Fannie Mae and Freddie Mac bonds, 
yielding an 11.1% total return to U.S. taxpayers.  Although $25 billion is a fair sum of money, any celebration would be premature 
– forecasts for the total losses related to supporting Fannie and Freddie exceed $100 billion. 
 
Greece Defaulted, Credit Default Swaps Triggered 
Perhaps twenty-four months of living with Greece not defaulting provided enough perspective to stop fearing the event.  Or, 
perhaps Greece’s unilateral decision to retroactively insert collective action clauses (CAC) into the sovereign debt it issued under 
Greek law made a debt swap (and disbursement of €130 billion in bailout money) possible.  The new CACs allow Greece to force 
all bondholders to accept the outcome(s) of less-than-unanimous vote results.  Whatever the case, on March 9, Greece's finance 
ministry reported that 85.8% of those holding bonds issued under Greek law, about 90% of the country's then-outstanding bonds, 
had voted to acquiesce to a debt swap.  Another 10% would "agree" due to the collective action clauses.  The terms: principal 
reductions of 53.5%, below-market coupons and longer maturities.  In the end, the principal reductions and lower coupons 
resulted in losses approaching 75% for private bondholders.  The International Swaps and Derivatives Association (ISDA), the 
governing body for credit default swaps (CDS), quickly decided that Greece's use of the CAC constituted a "credit event", thereby 
triggering payouts to those who had bought protection against a Greek failure. 
 
Japan: The Other Trillion Dollar Asian Economy 
China’s economy, at almost $7 trillion, is the largest economy in 
Asia and the third largest in the world after the European Union and 
the United States (source: CIA “The World Factbook”).  Rounding 
out fourth place is Japan at $6 trillion dollars and almost 9% of the 
global economy.  Japan’s economy has faced numerous economic 
challenges since their real estate and stock market bubble popped 
almost 32 years ago.  The Nikkei 225 stock index is down 75% from 
its 40,000 peak in 1990.  The country has amongst the oldest 
population in the world because of its exceptionally low birth rates.  
The Japanese Yen has rallied an unprecedented 60% in the last five 
years and has subsequently squeezed the profit margins of leading 
exporters such as Toyota and Sony.  Finally, the country suffered a 
devastating Tsunami and nuclear accident in March of 2011 that 
resulted in the loss of 16,000 lives and disrupted the lives of millions 
more.  The downward trend in real estate and equity prices resulted 
in a dramatic shift higher in the savings rate of Japanese citizens.  
This higher savings rate naturally lowered demand for goods which 
resulted in lower prices throughout the economy.  The more prices 
fell, the more consumers saved because deferring purchases would 
usually result in cheaper purchases down the road – a classic case of 
deflation.  As a result, Japanese real GDP has barely grown at 1% 
per year over the last 30 years.  Over this period, the Japanese government has attempted to accelerate the economy by spending 
enormous sums of money on public projects and financing these projects by running large deficits.  While these projects 
temporarily boosted the economy, the economy never experienced a sustained increase in growth and the inflationary impact of 
deficits was mitigated by the Japanese citizens themselves – they simply purchased the debt that was issued by the government 
and increased their saving rate, yet again.  In February of 2012, The Bank of Japan (BOJ) – Japan’s central bank – indicated a 
different stance than in the past.  Politicians who have also felt the pain of slow growth are increasingly placing pressure on the 
BOJ to monetize this Japanese debt and even purchase non-government assets such as stocks and real estate.  By debasing their 
currency, the Japanese are hoping to stop the downward spiral of consumer prices, lower the savings rate, increase consumption 
and thus, stimulate the economy.   
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COMMENTARY:  Caveat Emptor 
There are many behavioral hurdles that all of us as human beings face when placing capital at risk in the financial markets.  We 
have often stated that the two biggest risks an investor faces are indigenous to himself or herself: fear and greed.  No doubt, it is 
the latter that has been a major factor behind the investment bubbles and extremes which have occurred since the very first 
investor committed capital to an investment.  While it is often said that "perception is reality", the field of investments and the 
financial markets definitely contradict that postulate.   
 
Gold experienced an unprecedented rally in the late 1970s through 1980 when it moved from $35 per ounce to nearly $850 per 
ounce.  On an inflation-adjusted basis, gold would have been trading around $2,400 in 1980, so at just over $1,600 per ounce we 
are still well below that level today. 
 
The Japanese economy and stock market were on a roll in the 1980s.  A proliferation of management techniques, seeking to 
replicate the Japanese style of management that was responsible for such tremendous success, emerged.  The Nikkei hit an all time 
high on December 29, 1989, reaching 38,957.44.  Investment dollars had been flowing into the Japanese market and continued to 
flow into it for a period of time after the peak.  Fast forward to March 10, 2009, and the Nikkei reached a 27-year low of 7,054.98, 
a decline of 82%.   
 
A decade later and closer to home, investors in the late 1990s chased technology stocks, and, as dollars flowed into those stocks, 
the NASDAQ ran up to a level of 5,132.52 intra-day on March 10, 2000.  In the years leading up to that all time high, the 
“dot.com” stocks were seen as a great way to make money as the “new economy” began to take hold.  Less than two years later, 
on October 10, 2002, the NASDAQ bottomed out at 1,108.49 – a decline of 78%.  On March 9, 2009, the most recent low point of 
the U.S. stock market, the NASDAQ traded at 1,265.52. 
 
Less than a decade later and literally closer to our actual homes, investors chased real estate, even with the idea of "flipping" the 
homes just a few months after they were purchased.  Home prices, led primarily by land values, rose in rapid fashion through 2006 
only to suffer significant losses (geographically influenced) through even today.  A recent report on home prices indicated prices 
in some areas are still declining, albeit not as rapidly as a few years ago. 
 
As each bubble was reaching peak levels, the general perception existed that it was a good place and even a prudent place to 
commit investment capital.  For a time, that proved prophetic but reality unfortunately proved to be much different.  The reality 
instead was that when investors commit the greatest amount of capital toward a particular class of investments and take the most 
amount of risk, it is often when risk is the greatest. 
 
With experiences like this in mind and two major bear markets in the broad U.S. stock market the past 12 years, it is 
understandable that some investors would look toward a different approach to generating returns in their investment portfolios.  
Some have turned to hedge funds as evidenced by the dramatic growth in the industry to $2 trillion from just $200 billion 12 years 
ago.  There are more than 10,000 hedge funds worldwide, with the vast majority based in the U.S. and U.K.  Barriers to entry are 
low for hedge fund managers and the rewards, if successful, can be enormous, no doubt also reasons behind the industry growth.  
Hedge fund managers are some of the most highly compensated in the world. While not of bubble proportions, the hedge fund 
industry is certainly one segment of the investment marketplace where perception differs from reality.  To understand why 
requires a more in-depth look at the industry. 
 
What are hedge funds?  They are private partnerships where the manager has a significant personal stake in the fund.  Hedge 
funds are generally organized as limited partnerships or limited liability companies, many times domiciled off shore for tax 
reasons.  They are not regulated and are free to invest in a number of strategies including those utilizing leverage and derivatives.  
Their investment strategy can be very narrow and concentrated or very broad, including stocks, bonds, currencies, derivatives and 
just about any other type of financial asset.  Investors usually pay an annual management fee of 2% and a performance fee of 20% 
of any gains achieved by the portfolio.  If a hedge fund should experience a negative return, the portfolio’s “high water mark” has 
to be exceeded in order for the manager to receive another performance fee, but in the mean time they still collect the annual 
management fee.  Hedge fund investors usually have a lockup period of several years in which investors are not allowed to 
withdraw money from the fund, so investments can be illiquid. 
 
Originally, hedge funds were set up to hedge against market risk.  The early hedge fund managers would buy perceived 
undervalued assets and sell short an equal amount of perceived overvalued assets thus creating a market neutral portfolio not 
affected by market conditions.  Since the first hedge fund was formed in 1949 by Alfred Winslow Jones, hedge funds have 
adopted a multitude of strategies.  Very few remain market neutral as can be attested to by the many hedge fund investors who lost 
significant sums of money in 2008.  Instead, many such managers still take long and short, but unequal, positions in stocks.   
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How do hedge fund investors fare?  There is not complete transparency as hedge funds have not been required to report returns.  
Additionally, hedge funds tend to go out of existence over a period of time.  More than 3,500 hedge funds have terminated 
operations worldwide since 2007, only to be replaced by new ones.  The industry is dominated by 100 or so hedge funds, and the 
thousands of others don’t amount to much in terms of impact or creating wealth for investors.  A recent book by Simon Lack 
reports that hedge fund investors, after fees, earned only 2.1% annually since 1998, less than what they could have earned 
investing in Treasury bills or bonds with the added detriment of accepting significantly more risk (i.e., 2008 losses).  Further, it 
appears that fund performance was better in the earlier part of the period when the hedge fund industry was significantly smaller.   
 
How do the hedge fund managers fare?  Mr. Lack estimates that hedge funds made gains of $449 billion before performance fees 
from 1998-2010 and $70 billion after fees.  So $379 billion or 84% of gains were paid out to mangers leaving only $70 billion for 
investors.  And more recently, most hedge fund investors have not recouped their hedge fund losses from 2008 which may have 
wiped out their previous gains.  Mr. Lack points out that even though most hedge fund investors are still “under water”, the hedge 
fund managers have taken out more than $100 billion in fees since then.  Even if a hedge fund manager achieves several years of 
good returns, there is no predictive basis for future success.  This was the recent experience of John Paulson, whose “The 
Advantage Plus” hedge fund had positive returns in 2008, 2009 and 2010 prior to suffering a loss of over 50% in 2011. (As a 
manager, Paulson made $4.9 billion in 2010!) This was also the case with Long-Term Capital Management. 
 
While the basis for hedging a portfolio is to manage risk, doing so by using hedge funds themselves can obviously present its 
challenges.  Once successful and large, hedge fund managers usually shut the fund to new investors.  In some cases, they have 
returned client money and focus solely on managing their own money.  At Wallington Asset Management, it is our preference to 
manage risk in a different manner, one that has proven successful long-term.  It is our belief that managing risk on the basis of pre-
determined asset allocation benchmarks along with efficient diversification within asset classes provides a more appropriate 
foundation for successful investing.  We also believe that a “2 & 20” fee structure is simply not appropriate.  
 
“Stock market bubbles don’t grow out of thin air.  They have a solid basis in reality, but reality as distorted by a misconception.” 
– George Soros 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

The material presented here is for informational purposes only and is not to be considered an offer to buy or sell any security.  This newsletter was prepared from sources we believe to 
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