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Dear Friend, 
  
For the 1st quarter, the ValueAligned® Portfolio (VAP) was up +11.7%.  The S&P Total Return Index 
ended up +12.6%.  (It would have been about +10.6% if Apple (AAPL) was flat).   
 
As the media was headlining the roaring stock market, the broad stock market, except for a few sectors, 
started an internal correction early in February.  Our indicators told us then that the "market" needed to 
rest.  There remains a conflict between extreme price momentum (positive) and extreme bullish sentiment 
(negative).   
 
As we started this year, we had just experienced a rare, very positive signal from our sentiment indicators.  
Bearishness was at its highest, which is very bullish.  That amount of negativity rarely occurs, and that 
signal has a phenomenal record of producing above average returns in the coming year.   
 
As 2012 kicked off, the market continued to rally until sentiment became fairly bullish (which is negative 
for future returns).  At the same time, however, monetary conditions were still the most bullish for stocks, 
with short-term interest rates nearly zero, banks could easily make money by lending at much higher 
rates.  Finally, the valuation of the stock market as a whole was more under-valued than at any other bear 
market bottom of the last 30 years.  We had no other choice but to urge full exposure to stocks.  
 
So here we are, +12% higher.  Rising stock prices and much better-than-expected economic news made 
the dumb money a little too much optimistic in early February.  The Fed also seems to be feeling a little 
better about the economy—not all smiles, but not in the panic mode of last summer.  Valuation still is 
telling us that stocks are ultra-cheap, the place where your money is being treated the best. 

The “Experts” Are All Excited About the Economy … Again 
In the very short-term, however, expectations for the economy and the market have caught up to reality.  I 
showed you throughout the summer how the “experts” were too pessimistic and that actual concurrent 
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economic data were mostly better than those low expectations.  That reading confirmed our 100% net 
exposure to the market at the bottom in October.  
  
Now we see the reverse.  After a couple months of better-than-expected economic data, experts have 
raised their expectations and forecasts.  There ought to be some disappointments soon because, as you 
can see from the above graph, the Citigroup Economic Surprise Index for the United States has formed 
another peak—expectations have gone up too much. 
 
The market ebbs and flows, and the overbought/oversold oscillator (chart below from Hays Advisory) 
measures those changes.  In early February, the oscillators were overbought indicating the stock market 
needed to rest and refuel from its furious run higher starting in October 2011, foretold by that extreme 
August 2011 oversold reading.  Notice that the oscillator pictured below has moved down into that 
oversold territory in the second week of April 2012.  That "usually" means a rally is imminent.  But 
according to Don Hays, today's extreme oversold condition is even better, meaning that the rubber band 
is wound very tight so any recoil rally should occur soon.   

QUARTER REVIEW  

The first quarter of 2012 represented the strongest start for the U.S. stock market since 1998, with Japan 
turning in its best first quarter gain in 24 years.  This was largely driven by a reduction of fear about an 
extremely negative outcome in Europe’s sovereign debt crisis, as well as stronger economic data in the 
U.S.   
 
The average stock in the S&P 500 was up +12.5%.  There was a big positive reversal in the stocks that 
underperformed in 2011.  According to BESPOKE Investment Group, the fifty stocks of the S&P 500 
Index that were down the most in 2011 were up the most of any other group of fifty stocks (deciles) with 
an average change of +23.8% in the first quarter.  The decile of stocks that did the best in 2011 
significantly underperformed in the first quarter.  Investors took profits and felt good about speculating on 
the beaten down stocks. 
 
In 2011 high dividend payers outperformed by a wide margin, while low or no yielding stocks 
underperformed.  This also completely reversed in the first quarter. The stocks that have no dividend yield 
were up an average of +17.8%, while the decile of the highest yielding stocks were up just +3.2% — 
which was the weakest of any decile.  Short interest also played a pretty big role in first quarter 
performance.  The decile of stocks with the largest short interest (bets against the stock going up) as a 
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percentage of float were up an average of +18.1%.  However, the fifty stocks with the lowest short interest 
were up an average of just +9.7%. 

In terms of valuations, interestingly, the decile of stocks with the highest Price to Earnings Ratios (P/Es) 
and the decile with the lowest P/Es outperformed, while everything in the middle underperformed.  Stocks 
with low institutional ownership also underperformed in the first quarter, and the same goes for stocks 
that have low or no international sales exposures.  

Market Performance 
While the first quarter was characterized by stock investors investing in “riskier” stocks, there still are 
some formidable issues in the world economy affecting world financial markets.  Unfortunately, politicians 
in Europe and those in control of the U.S. Senate and the White House, are infatuated with 
socioeconomic control through regulations, bailouts, endless government “services,” and national and 
supranational top-down planning, where a small group of intellectual elites impose their values from a 
faraway capitol.  This “New Socialism” impedes economic liberalization—the diminishing of government 
intervention into the millions of daily value-adding, mutual exchanges between free individuals. 
 
I’ll try to provide some perspective on some of these issues and outline some thoughts on what we can 
expect for the balance of 2012 and beyond.  As part of that, I have tapped into recent comments from 
Ben Bernanke and Warren Buffett, as well as Christine Lagarde, managing director of the International 
Monetary Fund (IMF). 
    
Before getting into their views, here’s a summary of market performance in the first quarter, all in local 
currency so as to exclude currency fluctuations. Then we’ll talk about the stocks of our great companies.   
 
Even with strong first quarter returns, most markets with the exception of the United States are 
underwater over the past 12 months. 
 

 

Our Stocks of Great Companies  
We aim to own undervalued stocks of great companies, which have revenues coming from the highest 
growth sectors and regions.  Our goal is to have 80% of our portfolio in ValueAligned® companies which, 
as I hope you know by now, use a strict capital allocation discipline, maximizing value-added growth per 
share.  These companies tend to have very high returns on capital, lots of excess cash flow and shrinking 
share counts, thereby increasing our ownership percentage.  Of course, the companies’ stock prices must 
be trading at big enough discounts to our estimate of their fair values too.  Our ValueAligned® companies 
include Markel (MKL, $448.94, +8.3%), AutoZone (AZO, $371.80, +14.4%), Pfizer (PFE, $22.65, 
+5.7%), Valeant Pharmaceuticals (VRX, $53.69,+15.0%), Apple (AAPL, $599.55, +48%), Intel (INTC, 
$28.12, +16.9%), Microsoft (MSFT, $31.92, +28.5%), DirectTV (DTV, $49.34, +15.4%), Accenture 
(ACN, $64.50, 21.2%), among others. 
 
The other 20% of the portfolio are special situations whose valuation, economic return on capital and 
recent price momentum puts it among the top candidates for ValueAligned® status.  For example, VRX, 
DTV, INTC and AAPL all first entered the ValueAligned® Portfolio as a special situation.   

US Europe Japan
Emerging 

Markets

Global 

Returns

January +5% +4% +4% +7% +5%

February +2% +5% +11% +5% +5%

March + 4% 0% +3% (1%) +2%

Q1 2012 +13% +9% +19% +11% +12%

Last 12 months +7% (4%) 1% (4%) +1%
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Best Performers  
The five stocks in Table 1 were our top five performers for the quarter.  Two of the five are special 
situation stocks, the others already are ValueAligned®.  Together they contributed 45% to the quarter’s 
+11.7% gain. 
 
Topping the performance list is Lender Processing Services (LPS, +70%).  It was recently added to the 
portfolio as its cash flow return on investment is better than all but 3% of 3000 companies, and its 
economic profit yield, our primary valuation measure that compares business models from all sectors, is 
still high enough to put it in the top 10%, despite its huge stock gains in the quarter.  Homeowners' losses 
have been LPS’ gain.  LPS has been riding a bit of a wave due to all the mortgage processing demand as 
homeowners default.  Recently, revenue has been knocked back a bit as the spike in homeowner 
defaults passed.  LPS was spun off from bank technology provider Fidelity National Information 
Services (FIS) in 2008 to offer investors a purer play on its mortgage processing business.  Spin-offs 
often become ValueAligned companies because the new management often has explicit incentives to act 
like owners when its stock is publicly traded on its own.  LPS is dominant in this market, processing more 
than 50% of all residential mortgages in the United States.  Although it does compete with outside players 
in a few areas, the company primarily competes with lenders' internal systems. 
 
Tempur-Pedic (TPX, +60%) had an unbelievable quarter but has recently fell back after it warned that 
competition was heating up and that its new Simplicity line would require upfront marketing and 
advertising support which will dilute near-term earnings.  Apple (AAPL, $599.95, +48%) was the third 
best performer.  LSI Logic’s (LSI, +44%) new market segments, networking and servers, have improved 
its scope and helped get its name out in fields where it has not had a presence in the past.  The boom in 
social networking and build-out of wireless infrastructures should drive strong chip demand for years to 
come.  Weight Watchers (WTW, +41%) also made the list.   WTW is new to the portfolio with its capital-
light business model earning high returns on invested capital that places it in the top 1% of all companies.  

 
 

 
The financial stocks were up strongly in the quarter; the Financial Select Sector SPDR (XLF) was up 
+21.9%.  We very rarely invest in banks because of all the unpredictable government regulation and the 
hard to penetrate balance sheets.  However, there are a few ValueAligned® banks which masterfully 
allocate capital and manage for intrinsic value per share.  After the regulators confirmed that the banks’ 
balance sheets were strong enough to allow for dividend increases and share repurchases, we bought 
three banks.   
 
We added JP Morgan Chase (JPM, $45.98, +38%) during the quarter when the firm said it passed the 
Federal Reserve’s Comprehensive Capital Analysis And Review (CCAR) and subsequently upped its 
quarterly dividend by +20%.  The bank’s board also authorized a new $15 billion stock repurchase 
program, $12 billion of which is approved for 2012 with the remainder available for the first quarter of 
2013.  At the same time we added to our U.S. Bancorp (USB, $31.68, +17.8%) position when its board 
increased its dividend by +50%, and announced they repurchased 16 million shares of common stock 
during the quarter.   We also bought Wells Fargo (WFC, $34.14, +24.8%).      
 

Table 1 Five Best Contributors to 1st Quarter Performance 
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Economic Performance: A Reduced Forecast for Global Growth 
The single factor that more than any other will drive stock markets over the mid-term is the path of global 
economic growth—Europe in particular remains a question mark.  In early January, the International 
Monetary Fund (IMF) reduced its forecast for global growth and predicted that continental Europe would 
see a mild recession in 2012.   Here are excerpts from the IMF’s January forecast for economic growth: 
 

 

Bernanke & Lagarde:  Signs of improvement … but efforts must continue 
Since this forecast was released in January, actions by global governments have changed the European 
outlook for the better. Indeed, it was greater optimism about a resolution to Europe’s issues that fueled 
the first quarter’s strong market performance. There is still much work to do, however. March 20 featured 
a press conference by Christine Lagarde, Managing Director of the International Monetary Fund and 
formerly Finance Minister in her France.  She painted a more positive but still cautious picture. 
Here’s how her remarks began:  
 

In terms of global economic outlook, we are certainly not – and I do say not – in as bad a 
situation as we were only three months ago and there have clearly been some significant 
improvements … coupled with an uptick coming out of the United States of America...It 
gives an overall picture (for Europe) that is slightly more positive than it was three months 
ago, not to say that all the difficulties have been cleared. If I have one message, it’s that 
the reforms and the efforts underway in advanced economies have to continue and that 
the same vigorous rigor has to be applied by Governments in the programs and the 
efforts that they have undertaken. 

 
The very next day, Ben Bernanke spoke to the House Committee on Oversight and Government Reform 
about the Federal Reserve Board’s views on Europe. He pointed to improvement in Europe and focused 
on three positive steps on the continent to increase stability. He also discussed favorable results of stress 
tests of banks in the event of a severe pullback in the U.S. economy.   
 
But his closing comments echoed Christine Lagarde’s note of caution about the need for further action to 
address Europe’s structural issues: 
 

The recent reduction in financial stress in Europe is welcome given our important trade 
linkages. The situation however remains difficult and it’s critical that European policy 
leaders follow through on their commitment to achieve a lasting stabilization. I believe our 
European counterparts understand the challenges they face and they’re committed to 
take the necessary steps to address those issues. 

Economic Growth 2010 2011 2012 2013 2012 2013

World output 5.2% 3.8% 3.3% 3.9% ‐0.7% ‐0.6%

Advanced economies 3.2% 1.6% 1.2% 1.9% ‐0.7% ‐0.5%

Emerging economies 7.3% 6.2% 5.4% 5.9% ‐0.7% ‐0.6%

Canada 3.2% 2.3% 1.7% 2.0% ‐0.2% ‐0.5%

United States 3.0% 1.8% 1.8% 2.2% 0.0% ‐0.3%

Euro area 1.9% 1.6% ‐0.5% 0.8% ‐1.6% ‐0.7%

China 10.4% 9.2% 8.2% 8.8% ‐0.8% ‐0.7%

Changes from

Sept 2011 forecast
Actual Projections
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Central Banks Determined To Prevent Premature Monetary Policy 
Tightening 
In November 2002, before he was appointed the Chairman of Federal Reserve, Ben Bernanke concluded 
his remarks at a conference to honor Milton Friedman with this:  
 

I would like to say to Milton and Anna: Regarding the Great Depression, you're right - we 
did it. We're very sorry. But thanks to you, we won't do it again.  

 
Bernanke was referring to the fact that Friedman and Schwartz, in their famous A Monetary History of the 
United States blamed the Great Depression on the Fed's failure to print enough cash.  True to his pledge 
then, Bernanke and his fellow Fed bankers are printing as much cash for as long as they deem necessary 
to counteract the economic consequences of the great reduction in debt—the “deleveraging” as it is 
called.  Several other central banks around the world have followed suit, determined not to repeat what 
Friedman and Schwartz argue was a mistake back in 1930. 
 
From my perspective, I confirm that the central banks of Europe, United Kingdom, United States, 
Switzerland and Japan are all re-inflating their economies by “printing” money.  The growth in world 
money supply probably does not fall below 15%.  And even China has taken three steps toward loosening 
monetary policy.  Within a few quarters Chinese growth should stabilize at about 7.5% real GDP.  
Productivity growth in the U.S. and Europe is too weak which could be remedied by a change in regime in 
the United States at least.  The low productivity lowers real growth to near 3.1% world from 3.3% forecast 
by the IMF (see above).  
 
Since at least 1920, economic growth (recovery) only petered out one time without higher interest rates or 
inflation. It happened in late 1953, when Korean War spending was cut.  All the other times, growth 
continued until inflation and/or interest rates spiked much higher or there was a geopolitical crisis.  Major 
interest rates, in the United States for example, are not spiking +1.5% higher.  In fact, inflation just 
corrected, so there is no inflector yet.  “Price to Earnings” ratios (P/Es) are at the long-term average, but 
interest rates are 20-30% below average.  Therefore, stocks probably push higher until there is an 
inflector, possibly high oil this summer. 

Warren Buffett: “America’s best days lie ahead” 
In the face of challenges for developed economies, there is a persistent view of America as an “empire in 
decline” – this was reinforced by last year’s downgrade of U.S. debt and by the stalemate in Congress 
over dealing with America’s deficit and debt challenges.  I don’t subscribe to the view of a declining 
America.  Without dismissing our issues, the biggest competitive advantage for the U.S. is its 
capacity for change and innovation.  We adapt.   
 
The U.S. continues to dominate in high tech and remains a magnet for the best and brightest 
talent from around the world.  But this November is a time for choosing (refer back to my last 4 
letters for an explanation of “economic liberalization” and how that unleashed enormous 
prosperity in the 1980s and 1990s.) 
 
I’m not alone in this view.  While I am sure he would disagree with me regarding the political prescription 
for how we are to achieve the best days ahead, Warren Buffett in his annual letter to investors released in 
February wrote:  
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In 2011, we will set a new record for capital spending–$8 billion–and spend all of the $2 
billion increase in the United States.  Money will always flow toward opportunity, and 
there is an abundance of that in America. Commentators today often talk of “great 
uncertainty.” But think back, for example, to December 6, 1941, October 18, 1987 and 
September 10, 2001. No matter how serene today may be, tomorrow is always uncertain. 

 
… The prophets of doom have overlooked the all-important factor that is certain: Human 
potential is far from exhausted, and the American system for unleashing that potential–a 
system that has worked wonders for over two centuries despite frequent interruptions for 
recessions and even a Civil War remains alive and effective.  We are not natively smarter 
than we were when our country was founded nor do we work harder.  But look around 
you and see a world beyond the dreams of any colonial citizen.  Now, as in 1776, 1861, 
1932 and 1941, America’s best days lie ahead. 

 
While economic growth enables long term increases in corporate profits as a whole, in 
the short and mid-term we have to pay a fair value for the companies we buy.  Anyone 
who invested at the peak of the U.S. market valuations in 2000 learned a hard lesson 
about the perils of losing focus on what we pay for a dollar of earnings.   

Globalization: The Growth of the Middle Class 

Sir John Templeton, one of the world’s greatest international investors 
and philanthropists, called the fall of the Berlin Wall the third most 
significant event in the history of the world.  Since the fall of 
Communism, capitalism, capital, innovative ideas and freedom have 
spread all over the world.  This expansion of “economic liberalization”, 
smaller centralized government and less regulation, has been called the 
“Emerging Market Marshall Plan.”   

But it’s not a plan at all.  It’s not deliberate or centrally directed.  Like the 
spontaneous event that triggered the liberalization—the fall of the Berlin 
Wall and the subsequent implosion of the Soviet Union—it ushered in a 
new era.  I have said this many times before but it needs to be said 
again and again.   It was the U.S. consumer’s $10 trillion annual 
spending coupled with developed Europe’s consumer’s spending that 
enabled emerging market economies to join the global economy.  The 
U.S. consumer, along with a ridiculously strong U.S. dollar, saved 

Eastern Europe and especially Southeast Asian economies from utter collapse in the late 1990s.  The 
U.S. consumer bought imported goods and the Chinese worker earned more and moved up.  As wages 
started to rise, emerging market middle class was born.  

Initially, these emerging market countries began as export-driven economies.  Now they are transforming 
into more self-sustaining internal consumer driven economies, less dependent on the American and 
European consumer.   Since that world changing event in 1989, the value of the world’s stock markets 
has gone from less than $9 trillion to $56 trillion today.  Much of that value created is a reflection of the 
billions lifted out of poverty and into negotiating millions of mutually beneficial transactions every day.  
Mckinsey estimates that emerging market consumers will go from spending $7 trillion per year to about 
$20 trillion in just the next decade.  They are going to buy from newly competitive American industrial 
companies.   
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Shale Gas and Oil: The Energy Equivalent of the Berlin Wall Coming Down 
 

This shale gale, I describe it as the energy equivalent of the Berlin Wall coming down. 
This is a big deal. —Robin West, Chairman and CEO of PFC Energy 

 
The good news is that the United States is at the center of a global energy revolution. 
Our development of innovative shale-gas technology offers the prospect of a huge 
bonanza of natural gas. It's the most positive event in the country's energy outlook in 50 
years. This kind of seismic shift in the energy landscape is rare. —Mort Zuckerman  

 
With all rhetoric concerning taxes, fairness, Buffett rules and green energy this and that, the most 
dramatic change in the U.S. economy is happening from the bottom up, without government support or a 
grand plan, and in many cases, it’s happening in spite of government roadblocks.  As President Obama’s 
administration struggles to make the government “investments” that will produce the “green energy jobs 
of the future”, thousands of entrepreneurs, investors and engineers have been busy finding huge supplies 
of cheap, clean energy. 
 
As the rest of the world struggles with very high oil prices, the U.S., due to new drilling technology, enjoys 
plunging natural gas prices because of bountiful supplies.  Scott Grannis writes, “Even as crude oil prices 
have surged over the past 13 years from $12/bbl to over $100, natural gas has dropped by an astounding 
85% relative to crude oil. We've never seen anything like this.” 
 
The U.S. has an incredible energy price advantage that is lowering the cost structure for almost every 
industry.  This will be an important source of growth for the entire economy and this is the best reason, in 
my opinion, to be bullish on the stocks of great American companies.  There are millions and millions of 
new consumers around the world and U.S. manufacturers and basic industries have a cost advantage 
over foreign competitors.  Just as the Chinese had a cost advantage due to its low wage costs, the U.S. 
now has a large and growing cost advantage due to lower energy prices.  
 
“The discovery of shale gas is an American 
manufacturing renaissance if handled well,” Andrew 
Liveris, the Chairman and Chief Executive Officer of 
Dow Chemical (DOW).  “It makes America a low-
cost jurisdiction for any energy-intensive 
manufacturing of the value-add kind.  One dollar of 
gas can create $8 to $9 of the value-add kind.”  Dow 
just announced it was building a $1.7 billion ethylene 
production plant in Freeport, Texas, scheduled to 
open in 2017.  The facility is part of Dow 
Chemical’s $4 billion plan to expand production 
of ethylene and propylene, products of shale gas 
extracted via fracking methods. 
 
Natural gas is so abundant, in fact, that the United States now has a 100-year supply, Liveris noted, when 
appearing on CNBC’s Kudlow Report (Click here for the link). 
 
Philip Verleger, visiting fellow at the Peterson Institute for International Economics, writing in the Financial 
Times (here, requires registration):  
 

Today, few realize that the U.S. stands on the cusp of significant economic gains 
stimulated by low energy costs. Ten years from today, [we will] celebrate a decade of 
unexpected strong growth, and the credit will go to countrywide gains from the very low 
energy prices found only in the U.S.  Low-cost energy will have spawned an export surge 
in all sorts of goods, from chemicals to tires. Fracking and the other technologies that 
gave us low natural gas prices will have added more than 1 percent a year to U.S. 
growth.  
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Four conditions will contribute permanently to a big improvement in the competitive 
position of the U.S.  
 
1. The U.S. has perfected a means of “manufacturing” natural gas from shale, in effect 
breaking the monopolistic control on hydrocarbon supply once enjoyed by the majors.  
 
2. This advantage gives manufacturing plants in the U.S. up to an 80 percent cost 
advantage over those operating in China, Japan, South Korea or European countries.  
 
3. U.S. financial markets (principally futures markets) enable producers and consumers 
to lock in profits for years ahead. Low cash prices now do not deter producers that sold 
today’s production a year ago at much higher and profitable prices.  
 
4. Competitive and open pipeline systems prevent any single large participant from 
denying these economic benefits to any producer or consumer.  
 
No country other than Canada enjoys U.S. competitive conditions. Nor will any other 
country probably enjoy them in the future. Recognizing this, groups such as Michelin and 
Shell intend to build plants in the U.S. to take advantage of the country’s permanently 
lower-cost energy supplies. Steel mills are also being planned.  
 
In short, low-cost energy provided primarily by shale gas production advances will almost 
certainly contribute to an investment boom across the U.S. economy. As a result of these 
circumstances, the benefits of low-cost energy supplies will spread throughout the U.S. 
economy, stimulating exports of goods and services and creating millions of jobs."  

 
There is plenty to be optimistic about the ability of great American companies to grow into the coming 
decades. 

OUTLOOK 

Bonds “among the most dangerous of assets.” 
Investors are still scared silly—even after a +100% total return, doubled money, since the bottom in 
March 2009.  U.S. domestic stock funds have been losing investor assets for the last three years.  The 
last time that happened was in 1982—right before the beginning of the great bull market.  The public is 
still scared to death of stocks, and is putting money in “safe” money market assets and low yielding long-
term bonds.  That is very bullish for 2011 and beyond. 
 
The dominant determinant of real-life, long-term investment outcomes is not investment 
performance; it is investor behavior. 
 
The portfolios of a whole generation of investors will never recover from their decision to stay away from 
stocks over the last three years. They will never in their lifetime make up the loss of an opportunity to 
double their money.  Therefore, they will underperform the markets significantly for the rest of their lives, 
and their purchasing power in their future retirements will be much less than they thought.  All this 
happened because so many people have poured so much money into “safe bonds and money markets”, 
only to earn less than inflation, which is the very definition of a permanent loss of future purchasing 
power. 
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Warren Buffett is right about investing.  He said that low interest rates and 
inflation have made bonds “among the most dangerous of assets.” 

 
Last year, I said that stocks were priced to offer 
much better returns than bonds.  I urged you to 
invest in stocks by moving money from bonds 
and cash into the stock market.  Bonds had 
outperformed stocks by so much that unless you 
rebalanced, bonds would become a higher 
percentage of your portfolio—just as the bond 
prices were peaking.  Investors should have 
sold bonds to buy stocks of great companies. 
 
But throughout last year, bonds kept going up 
while stocks moved way up and then way down 

only to finish flat.  And investors kept selling their stocks to buy more bonds.  In the first quarter, bonds 
declined while equities went up, reversing most of last year’s divergence.  Curiously, industry data (chart 
above) still shows money coming out of stock mutual funds and into bond funds).   
 
Over the past 36 months through February, net inflows into bond mutual funds totaled $1.0 
trillion, while net inflows into equity funds were close to zero.  
 
Unfortunately for bond investors, the equity funds produced capital gains of $2.7 trillion over this period, 
while the bond funds had gains of only $437 billion.  Now that bond yields are starting to move higher, 
those gains are likely to decline.  That might convince individual investors to move back into equities. 
 

 
As investors compare stocks and bonds, I believe the choice is clear. Bonds are near historically low 
yields, yet stocks remain priced slightly below their long-term average P/E multiple.  Stocks currently yield 
more than intermediate-term bonds and are expected to continue to increase their dividends. Stocks also 
provide a hedge against higher inflation.  When inflation increases, corporate earnings growth typically 
accelerates.  Bonds are fully exposed the ravages of inflation since neither their principal nor their interest 
grows to offset inflation.  When one thinks about which investment is likely to achieve Buffett’s goal of 
allowing an investor to consume more in the future, stocks remain the easy choice. 
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Monetary Policy and Valuation 
As I have said before during the last three years, I am disturbed by the Fed’s ultra-low interest rates.  I 
think it is prolonging the malaise by penalizing savers and distorting valuable price signals for investors.  
The Fed is begging scared-out-of-their-wits savers to invest in stocks.  However, historically, an 
accommodative Fed is very good for stock market returns.  And since my job is to make money in the 
stock market, I must admit that monetary conditions are near the best ever for forward looking returns. 
 
Finally, valuation is still terrific, not as great as it was at the beginning of October 2011, but still in the top 
10% for about 80 years of market history.  With current S&P 500 forward Price to Earnings ratio (P/E) 
around 11x and bond yields at historically low levels, Hays Advisory’s, Morningstar’s and Value Line’s 
valuation composites suggest that stocks are still undervalued.  Also, the stock prices of our great 
companies are on average 38% from their estimated fair values.  
 
I said in the third quarter of last year that this volatile and scary stock market was about to move 
substantially higher.  It did, about +30% from early October.  When will it resume its uptrend higher?  I 
don’t know for sure.  However, I do know that the odds favor higher returns ahead.   
 
Thanks for reading. 

 
 
Thank you for reading and the opportunity to work together. 
 
 
Best regards, 
 
 
 
 
David L. Berkowitz 
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