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Dear Client and Friend,


Investor anxiety is running high these days, and no wonder. Already in the first half of 2011, the financial markets have weathered a plethora of bad news: Middle East upheavals, Japanese catastrophe, euro debt crisis, U.S. debt and deficit woes, slower growth, high unemployment, a foreclosure epidemic, rising inflation, sinking dollar and more. None of these issues will go away any time soon.

There has been considerable debate over what will happen to the U.S. economy, interest rates, stock prices and so on with the recent termination of  the Federal Reserve’s second bond purchase program (QE2).


The theoretically obvious outcome is that bond prices must fall, with rising yields. Who will buy Treasury securities once the Fed stops? After all, the Fed bought much of the unprecedented new supply during the QE programs. But with the end of QE2 well known in advance, the opposite has occurred.


It's questionable how effective QE2 was in boosting U.S. economic growth. But it undeniably has been a significant factor in pushing up prices of so-called risk assets, notably commodities and stocks. So maybe it should be no surprise that the coming removal of QE2 has had the most negative impact on the biggest beneficiaries. Over the last two months, money from commodities and stocks has flowed to the perceived safety of U.S. Treasury issues, sending the yield of the benchmark 10-year issue down to a seven-month low of 2.9%.


The bond rally has occurred despite fears concerning the U.S. debt ceiling and warnings about the risk of a credit downgrade for U.S. government securities. The partisan battle continues in Washington D.C. over what it will take to raise the debt ceiling by the Aug. 2 deadline.

Bad News for the Economy Isn't So Bad for Investors

Yet the biggest reason for the flight to safety has been the weakening economy. Forecasts for 2011 growth that were as high as 4% just a few months ago now increasingly are closer to 2%, about where growth has been for the first half of the year. Recently, the Fed downgraded its projection for the full year to 2.7%-2.9%. Even this reduced outlook implies a nice rebound in the second half of 2011. 
Nevertheless, predictions usually are of dubious value, particularly amid complex global economic and market dynamics. For example, even Fed chairman Ben Bernanke said last week, "We don't have a precise read on why this slower pace of growth is persisting." This is a strange comment indeed. One need only point to the obvious: onerous debt and deficits, high unemployment, stagnant income growth, low home prices and sagging consumer confidence.


Whatever the economic forecasting skills of Bernanke and others may be, the Federal Reserve can do only so much to bolster the economy in the chronic absence of constructive action by the executive and legislative branches of the federal government. An economic recovery is all about job creation, and our so-called leaders have failed miserably to live up to their responsibility.

Despite all of the economic and political woes, though, the situation is still OK for proactive, conservative investors. In my April quarterly client letter to you, I said, "I am now somewhat less optimistic than a few months ago. We remain in a bull market until proven otherwise. But I also see more trouble and uncertainty in the world now."


That's still the way I see it. But, having cited the many negatives, let's look at some plusses.


First, we are still in a bull market. Even at its June 15 low, the Standard & Poor's 500 was up slightly for the year, and down just 7% from its multiyear high of late April. It's impressive that the stock market hasn't fallen further than it has. It also has held up much better than it did during its sharp selloff a year ago, even though the news seems worse now than then.

What has supported stocks in the face of so much adversity?


Easy money is the primary factor. The Fed will remain exceptionally accommodative by almost any historical  measure. For instance, it will continue to supply liquidity to the financial system by reinvesting the proceeds from maturing Treasury issues. Call it QE 2.5.


What's more, the short-term interest rates controlled by the Fed will remain deeply depressed for some time to come, likely well into 2012 and possibly much longer. While this is a continuing negative for savers, it's an ongoing plus for so-called risk assets. This basically means stocks.

Consider the other possible investment alternatives. Savings and most bond yields are negligible. Real estate is spotty at best, with home prices still weak on the national level. And the real economy is attracting less investment than it should because of sluggish growth and our general national anxiety.


U.S. government bonds? In my view, they in effect are "certificates of confiscation," as they became known during the high-inflation 1970s. Back then, bond prices plummeted as inflation and interest rates soared. Now the dynamics are different: Treasury investors are losing money after inflation and taxes at today's extremely low yields, even if prices don't fall.


In contrast, the right types of stocks offer growth and income, with only moderate long-term risk.

Corporate America continues to generate solid earnings growth. Profits for the first quarter hit an all-time high for the companies in the Standard & Poor's 500, with all 10 industry sectors overall exceeding analysts’ consensus estimates.

Business from abroad, including faster-growth economies, accounts for 40%-plus  of S&P 500 companies’ sales. These companies benefit from a weak dollar, which boosts revenues from overseas.

All told, the S&P 500 companies' operating earnings currently are at an all-time and are expected to total $98 per share in 2011. This translates to a price/earnings multiple of 13.3, which is very reasonable, especially considering today's low inflation (outside of commodities) and interest rates. To be sure, corporate profits at some point will start to come in below expectations Yet the S&P 500 remains 17% below its October 2007 peak.


What's more, many companies' shares pay you better current income (2%, 3% and more) than you can get from U.S. Treasury issues, particularly on an aftertax basis. (Stock dividends carry lower tax rates.) And those payouts can rise over time, unlike with bonds. Current yields on U.S. Treasury issues, in addition to the 10-year issue: 2.2% for seven years; 1.4% for five years; and 0.6% for three years.


I recently came across perhaps the most authoritative historical analysis of stock-market returns, compiled by three professors at the London Business School. They looked at returns from the U.S. and 18 overseas countries from 1900 through 2009. Their key finding is that investors have generated about three-quarters of their long-term returns from stock dividends.


Corporate America, unlike consumers and government, has generated a huge amount of cash reserves, an estimated $2 trillion. Many companies now have extraordinary flexibility to "enhance shareholder value," or boost their stock prices. This could come by (1) investing in their businesses, (2) making acquisitions, (3) reducing debt, (4) boosting dividends or (5) buying back stock, which increases earnings per share.

By far the best alternative for shareholders is dividend hikes, and payout increases are up sharply in 2011 vs. prior years.

We will continue to do our best to provide the right investment management for your needs and financial security in the years ahead. Our primary investment focus is lower-risk growth, safe income and capital preservation. Please contact me if you have any questions about your investments.








Yours for a Rich Retirement,








Philip A. Springer
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