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The bumpy ride that began in late July continued in Q4 due to 
financial uncertainty in Europe, and political bickering and inde-
cisiveness in the U.S. The stock market began the quarter with 
a rally and broke out of the trading range it had been in since 
the financial crisis started in August, as politicians in Europe 
worked hard to craft a bailout plan. But in November, the plan 
started unraveling and the crisis spread from Greece to Italy and 
Spain. It did not help that the U.S. Super Committee failed to 
reach an agreement on deficit reduction just before Thanksgiving 
and, as a result, the markets fell once again into the middle of the 
August trading range. 

In our opinion, it wasn’t until December 2nd, when central banks 
lowered overnight borrowing rates to improve European bank 
liquidity that financial crisis risks began to diminish. Then, on 
December 8th, the European Central Bank stepped in and gave 
523 European banks three-year, 1% loans totaling a record €489 
billion. These two moves largely allowed the steam to escape 
from the boiling pot, and Powers Capital began to get more con-
structive regarding putting money back to work (Powers Capital 
had weightings of roughly 10-20% in cash since early August in 
order to protect portfolios). 

Volatility continued to be the keyword in Q4. In fact, the aver-

age daily difference between the intraday high and low on the 
Dow Jones Industrial Average (“DJIA”) since August 1st has been 
269 points!1 Volatility makes it very difficult for managers to time 
moves for investing, as it is challenging to get the timing right.

Q4 U.S. profits are expected to be almost 20% above the peak of 
the last recovery cycle (Q3 of 2006) and rose at a healthy 8.5% 
annualized pace in Q3.2  This V-shaped recovery in profits, healthy 
corporate balance sheets, and reasonable valuations should have 
boosted stock prices, but macro fears have dominated fundamen-
tals, and risk assets struggled throughout 2011. The S&P 5003 was 
flat for the year; U.S. stocks as a group fell about 1%4; the Dow 
Jones Industrial Average5 was up a respectable 5.5%; while a flight 
to quality pushed 10-year Treasury yields down to 1.88%. But, 
European stocks6, many commodities, and key emerging markets 
had a very difficult year, down anywhere from 10-20%.

We were predicting an up 15-20% kind of year for the S&P 500  
in 2011, and our forecast was right on target until late July and the 
onset of the European financial crisis. We had company, as the 
mean estimate of Wall Street strategists was a year-end forecast of 
a 10% rise, according to data compiled by Bloomberg. The Euro-
pean financial crisis was a big speed bump, but once resolved (and 
we are getting there) better times should be ahead.

Why did God create economists? To make 
weatherman feel good about themselves!  
Our sunny forecast for 2011 got derailed by 
a thunderstorm in August. Nevertheless, 
here is our 2012 forecast.

Fears of a U.S. recession during the second 
half of 2011 subsided on a string of better-
than-expected economic reports, and that 
trend is continuing. Q3 GDP grew at 1.8%, 
but Q4 GDP growth is expected to be in 
the 3.2 - 3.5% range and consensus expects 
the U.S. to grow by 2.1%* in 2012. Infla-
tion should be benign, and interest rates 
are expected to stay very low.  The average 
year-end forecast for the S&P 500 is 1,348; 
a 7% gain before dividends.7 Powers Capi-
tal is forecasting the gain for the S&P 500 
(total return) will be in double digits, sup-
ported by mid-to-high single digit earnings 
growth and P/E multiple expansion.

We believe 2012 will be the year the U.S. 
actually makes some headway in gener-
ating stronger economic growth. Private 
job creation through the first 11 months of 
2011 has accelerated to about 155K/mo.2     
Job gains should lead to a slow but steady 
decline in the U.S. unemployment rate.  In 
addition, we don’t think unemployment 
benefits (for 99 weeks) will be extended 
in February. As benefits expire, many job 

JANUARY 2012 NUMBER SEVENTEEN

M ANAGING YOUR INVESTMENTS, PROTEC TING YOUR FUTURE

seekers may simply leave the labor force 
and no longer be reported as unemployed, 
putting downward pressure on the unem-
ployment rate. As consumer confidence 
rises (and it is), cash-rich U.S. companies 
should increase capital expenditures and 
hiring. In addition, there are signs that 
we may be close to the bottom in the U.S. 
housing market, lifting a source of drag on 
the economy for the past four years.

We expect the vast majority of European 
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countries to fall into recession due to forced 
deleveraging by banks and reduced lending 
to restore their balance sheets.  In addition, 
the austerity programs put in place create a 
drag on GDP as spending is cut. But, there 
will be pockets of strength in Europe (Ger-
many) and the overall recession in Europe 
is expected to be minor (consensus expects 
less than -1%).7

In summary, the forecast is mostly sunny 
with a chance of intermittent showers!
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2011 was a tough year for active managers 
because of tremendous uncertainty in the 
world and record volatility. This hurt port-
folio performance for the second half of the 
year, but, we strongly believe active man-
agement will provide better returns over 
time, and the majority of our clients’ portfo-
lios are in actively-managed funds.

Two of the funds we use whose manag-
ers, Bill Gross and Bruce Berkowitz, were 
recntly named Morningstar’s “Fund Man-
agers of the Decade” for fixed income and 
equities, respectively, performed in the 
bottom quartile of their respective catego-
ries in 2011. Do we think these managers 
have lost their edge? The answer is simply 
no. The macro environment dominated fun-
damentals this year, and we do not believe 
that will continue. These funds still boast 
some of the best 5, 10, and 15-year returns 
for funds of their kind. These managers 
simply made investment decisions that did 

not turn out well. But, their decisions turn 
out much better than expected more often 
than not based on past performance–and 
that is why they were named “Managers of 
the Decade” by Morningstar.

Another drag on performance was tactical 
trading. The great investor, Peter Lynch, 
said, “In this business if you’re good, you’re 
right six times out of ten. You’re never going 
to be right nine times out of ten.” Our call on 
taking money off the table in early August 
hurt performance as the world did not ulti-
mately unravel, but we felt we needed to act 
to protect clients’ portfolios from a possible 
significant market decline, and will again if 
necessary.

We did not have any significant exposure to 
U.S. Treasury bonds in 2011 because at the 
beginning of the year they were at almost 
record low yields. We did not think yields 
would fall any lower and, in fact, were more 
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likely to rise, which results in a fall in bond 
prices. It was the same mistake PIMCO’s 
Bill Gross made.8 But, there was a flight to 
the safety of U.S. Treasuries as the Euro-
pean financial crisis unrolled, and yields did 
go lower. Not having exposure to this asset 
class cost us performance.

We took significant steps to reduce volatility 
in portfolios during the quarter. First of all, 
seeing how closely correlated to stocks our 
high yield bond funds were, we moved them 
up into the equity section of our portfolios. 
We still believe these are opportunistic 
investments and we wanted to keep them, 
so moving them reduced our stock exposure 
and made room for less volatile bonds such 
as agency mortgage-backed bonds, which 
we purchased. We are also attempting to 
reduce volatility without sacrificing returns 
through a new investment for qualified cli-
ents in a W.P. Carey global non-traded real 
estate investment trust.
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