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Stocks and other risk assets surged in the first-quarter of
2012, continuing the strong run that began in the fourth-
quarter of last year. In each of the past two quarters,
domestic stocks gained about 12%, marking one of the
strongest runs over the October — March span going back to
the 1920s. It seems as though we’ve entered an environment
where not a day goes by in which some financial or
economic time series moves up to “its highest level since
2008!”

Small-cap U.S. stocks were up 12.44% as measured by the
Russell 2000 Index and are now trading at a valuation
premium of 18% relative to large-caps [based on estimated
12-month operating earnings, large-cap stocks trade at a P/E
ratio of 13.2 versus small-caps P/E ratio of 15.6 — mega-caps
(the largest 50 companies) are currently the cheapest
segment at 11.7] (Chart 1). A regression to the median
historical relative P/E ratio of 1.01 implies an incremental
price decline of about 14%, assuming the large-cap P/E ratio
remains unchanged.

Developed foreign stocks rose by 10.86% in the first-quarter
and emerging-markets stocks gained 14.08%. While the
S&P 500 Index of large-cap US stocks now stands only 11%
away from an all-time high (in nominal terms), foreign stock
market composites are nowhere close to their prior highs.
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level since late October 2011. By the end of the month the
yield had drifted down to 2.22%. But that is still up from a
1.9% yield at the end of 2011.

Chart 2: S&P 500 50-day Moving Avg. Spread

3/28 5/28 728 9/28 1128 1/28 3428

Source: Bespoke Investment Group

Given their recent substantial out-performance, US stocks

are (and have been) “overbought” from a shorter-term

momentum perspective (Chart 2). This, in an environment

where earnings growth momentum appears to be peaking

and a number of additional measures are historically

inconsistent with strength in stock prices:

e The recent advance in stock prices has been
accompanied by very low trading volume (Chart 3).

e Net cash flows to US stock mutual funds have been
increasingly negative (Chart 4).

o A number of “risky” asset classes stopped advancing in
February and March as the S&P 500 continued its
advance (Chart 5).



Chart 3: S&P 500 Rising On Low Volume “risky” asset classes that have not kept pace with US stocks
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support of around 2.5% of GDP next year, up from around
1% of GDP this year. This incremental fiscal drag of around
1.5% of GDP is substantial and will serve as a formidable
headwind to growth. Additionally, by December of this year,
we will be bumping up against the national debt ceiling

(again).

This brings us back to the Fed: With involuntary fiscal
tightening in the US on the horizon, it is likely that further
gains in equities will require additional monetary support
(i.e. quantitative easing). Our concern here is three-fold:

1. Does the Fed have the additional firepower necessary to
support an endless supply of additional liquidity?

2. If it does and continues its strategy of more and more
quantitative easing, will the economy ever be in a
position to grow on a self-sustaining basis?

3. If it doesn’t, how will the economy and financial
markets react when interest rates “normalize”?

Based on the performance of US stocks over the last six-
months, investors remain willing to ignore the growing
imbalances and continue to be comfortable with the current
strategy of “kicking the can down the road”. So, for now, we
are alone in our concerns. “Operation Twist”, however, is
set to end in June. With profit margins having already
recovered significantly, additional quantitative easing will
likely be necessary to ensuring strength in financial assets.
The unanswerable question is: How long can this cycle be
repeated? Longer-term, sustainability for investors is more a
function of being pulled into an investment due to its
inherent attractiveness rather than being pushed into it by
central banks’ artificial manipulation of relative prices.

STRATEGY

Our investment strategy at this time hasn’t changed
materially over the last three-months. In last quarter’s
Quarterly Review and Outlook we summarized our
investment strategy as follows:

Our strategy in this environment is to:

e invest relatively conservatively from an overall asset
allocation perspective

e underweight sectors and asset classes we believe have
poor risk/reward profiles

e overweight sectors and asset classes we believe have
strong risk/reward profiles

e use market weakness to add to our favored areas

e use market strength to tactically reduce appreciated
positions

We also laid out our rationale for overweighting three
specific sectors: technology, health care and energy.

While energy and health care outperformed the S&P 500
during the fourth-quarter of 2011, our energy and health care
over-weights detracted from performance during the first-

quarter of 2012 (so did being underweight the financial and
consumer discretionary sectors) (Table 1).

Table 1: Sector Returns for the First-Quarter

RETURN

18T QTR  RELATNE
SECTOR RETURN TO S&P 500
Financiaks 2 46% 3.87%
[ Technology M .14% 8. 55%|
Cons Disc 15 54% 295%
S&P 500 (Total Return) 1250% 0.00%
Industriaks 10.67% -1.92%
Materials 10.58% -2.00%
[Heath Care 8.42% 4 17%|
Cons Staples 475% -7.84%
[Energy 338% 9.21%)|
Telecom Svc 0.64% -11.95%
Utiities 2 6% -15.27%

Source: Standard and Poor’s

Our view on the two top performing sectors during the first-
quarter (financials and consumer discretionary) is as follows:

o While financials have bounced recently relative to the
S&P 500 (chart 7), they remain susceptible to further
deterioration in Europe and reduced growth
expectations.

Chart 7: Financial Sector Relative to S&P 500
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e  Consumer discretionary stocks have become stretched to
the upside on a longer-term basis relative to the S&P
500. We expect the forces of mean reversion to act as a
growing headwind going forward as sectors tend to go
through extended periods of out- and under-performance
relative to the broad market (Chart 8 on page 4).

Table 2 on page 4 updates some earnings and valuation
measures for the ten sectors of the S&P 500 we presented
last quarter. Based on these and other factors, technology,



energy and health care remain fundamentally attractive in
our view and overweight in our clients’ portfolios (although
the technology sector’s strong relative price gains since mid-
2011 argue for a more cautious stance toward the sector —
Chart 9).

Chart 8: Consumer Discretionary Sector Relative to
S&P 500
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Table 2
12 Month Forward Forward P/E Ratio
Earnings Growth Historical
Sector Expectations (%) | Current | Mean Rafio
Financials 189.7 11.3 128 85.3%
Cong Discretionary 15.0 15.1 181 834%
Technology 127 12.6 226 55.8%
Ind ustrials 11.4 127 16.6 76.5%
S&P Total 10.4 125 15.0 83.3%
Matenalk o7 124 15.6 79.5%
Cong Staples [ 149 178 24 T7%
Telecom 6.0 17.0 171 90.4%
Energy 5.5 10.0 15.2 65.8%
Health Care 41 11.9 18.7 636%
Litilities 3.2) 14.0 13.3 106%

Source: BCA Research

Chart 9: Technology Sector Relative to S&P 500
lr‘/'

June 2011 to } b
Present

ﬂ”

Jrfm M

| W’M "

FEOT27T 180820 20103 2214 4 25 1606 27 18 08 29 19 10 31 2120323 1305 26 16
Sep Oci Mew Dec Feb Mar Ape MayJun Jul dwy Sep Ocf Now Dec Feb Mar Age

Source: eSignal

The economic outlook remains highly uncertain. While US
stocks have advanced smartly, we think it is premature to
conclude that US growth has moved into high gear and that
the euro crisis is behind us. (In fact, the structural problems
in Europe remain unresolved, making another market “riot”
likely later this year.)

While the many factors contributing to our conservative bias
have yet to weigh on the financial markets, we can’t justify
ignoring them simply because US stocks have been strong.
Our clients” portfolios are positioned relatively
conservatively given the concerns we have outlined and the
increasing likelihood that the financial markets begin to
reflect the fiscal and monetary cliffs we find ourselves
moving toward.

We appreciate your continued confidence. Please don’t
hesitate to contact us if you have any questions.

-Brant Kairies
952-885-2732

Securities offered through FSC SECURITIES CORP,
member FINRA/SIPC and a registered investment adviser.
Investment advisory services offered through Access
Financial Services, Inc., a registered investment adviser not
affiliated with FSC Securities Corp.

The views expressed are those of Access Financial Services,
Inc. and not necessarily the opinion of FSC Securities
Corporation, and should not be construed directly or
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herein. Due to volatility within the markets mentioned,
opinions are subject to change without notice. Information
is based on sources believed to be reliable; however, its
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performance does not guarantee future results.
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