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    PERFORMANCE:  as of  10-24-2011 

   Sector Week 3Mo YTD 

S&P 500 1.1% -7.3% 0.7% 

Russell 2000 (small/mid Cap) 0.0% -15.5% -8.7% 

MSCI EAFE (Eurp. Asia, Far East) 0.4% -13.0% -9.0% 

MSCI  Emerging Mkt -1.7% -19.5% -20.0% 

US Bonds (Barclay’s agg. Index) 0.3% 2.6% 6.1% 

High Yield Bonds (US) 1.9% -3.9% 1.9% 

GLD (Net asset value) -2.1% 2.5% 16.1% 

Real Estate 3.2% -3.4% 1.6% 

Energy 2.9% -13.0% 3.3% 
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Market Summary: This Week….   

The markets are rallying strongly as many of the recent headwinds have been overcome by several positive factors: US 
economic indicators for the 3rd quarter have improved; corporate earnings are solid; China's manufacturing data turning 
positive; and the President's proposal to help underwater homeowners to refinance their mortgages could have a 
meaningful short term impact.  All of this good news is coming at a seasonally positive time of the year, perhaps allowing 
for smooth sailing through mid- December. Longer term, real structural problems remain and will come back into focus 
come 2012. 

Another perspective:  On Sept. 30th, the Economic Cycle Research Institute (ECRI) which is a leading authority on 
forecasting economic activity, has stated a recession is unavoidable.  This call prompted a huge sell off in stocks, 
pushing the market to new lows in early October.  Since that time, the market has rallied over 15%.  Is the recession call 
a false alarm?  Consider this: 
- the ECRI has only made two recession calls over the last ten years, March 2001 and March 2008, and both times the 
call was correct.   After the first call, the S&P rose 14% before falling 32% over the next 16months.  After the second call, 
the S&P rose 9.8% before collapsing 42% over next nine months. 

So far, the market is following the same pattern. perhaps we are in the calm before the next storm.  With an election year 
approaching, and the enormous dependency on fiscal policy to drive the economy, it is anyone's guess the course we 
are on. 

The new normal: Volatility.  The chart on the next page shows the inverse relationship of market volatility to GDP.  When 
nominal (before inflation) GDP falls below 4% , annual swings in the stock market is on average 45%, almost double that 
of when GDP is greater than 4%. Currently, the nominal GDP forecast is for less than 2.5% growth through 2013.  The 
reason for this inverse relationship is two reasons:  1)  Lower nominal  GDP means the economy can more easily fall 
into a recession (negative growth) because there is no room for slowdown.  2)  Most companies need at least 2 1/2% 
growth to grow  earnings given a  inflation of 2%.  
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Economic Growth & Market Volatility Correlation:   
Low growth = Higher Volatility 

New Normal 
suggest secularly 
higher volatility. 
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Economic Balance Sheet:  Moves  Higher for first time 
since February.   
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Economic: US Phil. Fed Index Improvement a Big Deal, 
but 2012-13 forecast is for drop off in growth. 

Major headwind to 
economic growth 
next year when 
Government 
Stimulus rolls off. 



www.newalbanyinvestment.com   ~   614-216-6139   ~   7460 Cummins Ct. New Albany Ohio  43054 

     
Asian Market: Base Metals, which are very much tied to 
economic conditions in Asia, suggesting Slowdown   
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Valuation:  If Recession call is real, market has a 
ways to go…. 
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Market Leaders:  Defensive Stocks, Utilities & Staples  
are still the Strongest Sectors 
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Policy Changes that could provide Bullish Push: 
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Valuation:  Equities  Cheap relative to Bonds 
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Valuation:  Street Estimates still Way Too High! 

2H ’11 earnings will be ‘OK’, but level of profit expectations for S&P in ’12  = $113 and ’13 =$126 is 
very high.  Strategas Economic team places a 35% probability on the U.S. moving into recession 
in 2012 and a 60% likelihood that recession occurs in 2013.  One bright spot; there are few credit 
and inventory excesses to work off, implying a mild recession. Currently, estimating $97 in S&P 
Operating Earnings for 2012 and $88 for 2013. This -9% drop in profits would be more mild than 
any recession in the postwar period. Stress-testing for a “normal” recession of a -25% decline 
would bring the number closer to $73. 



www.newalbanyinvestment.com   ~   614-216-6139   ~   7460 Cummins Ct. New Albany Ohio  43054 

     
MARKET STRATEGY:  Ride Through the Volatility 

Given the extreme choppiness in the market and  reliance on government policy 
to direct economic policy, core positions are positioned to ride through the 
volatility with a small portion available to participate in shorter term swings.  Five 
themes employed to generate return and lower risk using a variety of asset 
classes: 
1)  Income:  High Yield  Bonds currently paying out over 7.5%, are pricing in an 

economic slowdown with high default and low recovery rates.  Also 
Corporate Bonds yielding 3.5% and dividend paying stocks. 

2)  Low Volatility:  Low Beta stocks = US Large cap growth stocks 
3)  Non-Correlating Assets:  Use of specialty funds that adjust risk up/down 

and across asset sectors as market conditions change 
4)  Inflation Hedge: Gold and Treasury Inflation protected Bonds 
5)  Flexibility:  Use Exchange Traded Funds (ETF’s) for a small portion of 

portfolio to enable better intra-day access when markets become 
exceptionally volatile.    


