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2013 Economic Outlook
Investment analysts turned quite bullish on the economy heading into the end of 2012. 

Despite the lingering Fiscal Cliff issues, 3rd Quarter GDP was quite encouraging, although 
much of the surprise was due to an inventory build by retailers.  We believe that the 
inventory build was an anomaly and is not indicative of a sustained increased demand by the 
consumer. The fiscal cliff and hurricane Sandy created both real and perceived uncertainty. 
This impacted the consumer and retailers may pay the price in the short-term.  

Corporate dividends, bonuses and gains were undoubtedly paid out in the 4th Quarter in 
anticipation of increased tax rates. As a result, 4th Quarter GDP numbers will be overstated. 
This long observed phenomena will dramatically overstate income and product figures, 
according to Hoisington Investment Management. 

We believe the biggest negative impact of the fiscal cliff will be in early 2013, namely 
the end to the payroll tax holiday. It is a certain negative impact to the consumer (to the tune 
of $1000 for a household earning $50,000). David Kotok of Cumberland Advisors recently 
expounded on this impact. Imagine if the price of gas increased by $1 per gallon tomorrow, 
which is a similar impact of $120 billion. I would guess that we would be extremely worried 
about the future spending of working families and therefore the economic impact. In fact, 
extensive academics studies have been done on the detrimental impact that this alone would 
have on our economy. Either the consumer borrows to maintain current spending levels or 
consumer spending slows. Either way, it is not a good sign for a deleveraging economy that 
is muddling along. 

The 1st quarter 2013 GDP number will be critical in seeing whether other areas of the 
economy will pick up the slack. Residential home construction, banking (see M&A in 
Investment Themes), and corporate capital spending all have the opportunity to be positive 
contributors to growth, especially in the 2nd half of 2013. Unfortunately, according to the 
National Federation of Independent Business’ latest survey of economic trends, small 
business owners’ optimism is at the lowest level since 2009. In the same survey, job creation 
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We are in an environment where multiple 
outcomes are possible. Even the Federal Reserve’s 
FOMC forecasts for the economy are incredibly 
broad. Unfortunately, many of these outcomes could 
be quite detrimental to portfolios. Further, there are 
presently very few asset classes that offer a safe 
haven. From an investment perspective, results are 
not necessarily indicative of being right or wrong 
regarding risks. In other words, if we escape 
recession, and equity markets finish higher on the 
year, the prudent investor should have still been 
prepared for a less desirable outcome. 

I heard an interesting researcher on Bloomberg 
who said, if people built a house the same way they 

build their investment portfolios, they would never 
get a certificate of occupancy. Their decisions are 
very random and usually not part of an overall plan. 
Besides being constructed around our goals, our 
portfolios must be prepared for the bitter cold of debt 
deleveraging, the hurricane winds of inflation and 
warm sunny days of economic recovery. Each of 
these probabilities will impact our portfolios in 
different ways. Unfortunately the spectrum is broad 
and the path is muddled by government intervention. 

The common theme that should be a clear priority 
is cash flow. Assets that can consistently produce and 
grow cash flow with a strong capital structure (ie. 
balance sheet) will do well in most environments, 

including this one. In 2012 we were able 
to broadly identify large dividend 
paying stocks as holding a margin of 
safety. After dividend paying stocks 
performed so well as a whole, we need 
to be more selective. While we still like 
dividends, in fact we think dividends 
will likely account for the majority of 
market returns over the long-term, very 
little margin of safety exists at current 
levels. We do advocate for equities and 
would be more aggressive should we 
see a 10% plus correction in 2013. The 
following are some themes where cash 
flow growth and a margin of safety 
may be present… (or distinctly missing 
in the case of cloud computing and 
social networking).

2013 Outlook
Fat-tail Environment Persists

plans weakened substantially with 11 percent planning job reductions and only 7 percent planning to add jobs.
The fiscal cliff debate could be a far cry from the debate that takes place over the next several months 

regarding the debt ceiling. As of this writing, the country has exceeded its legislative imposed ability to borrow 
and the Federal Reserve is taking “extraordinary measures” in order to fund the government budget. Should this 
debate be resolved quickly and with good long-term compromise, it could be a positive growth driver. Needless to 
say, the global economy is not strong enough to hold up to any other unforeseen events, let’s hope for the best and 
plan for the worst.

In a deleveraging world, economic recoveries take much longer than normal recoveries. The reconciliation 
between borrower and lender is long and arduous. The days of easy returns are behind us for a while. Shrewd 
analysis and selective risk taking will be required of anyone interested in earning a superior return.  Until such 
time that the debt-deleveraging has brought us back to normal levels and credit contraction subsides, we won’t 
likely see our economy booming for any lengthy period of time.  Further, the unintended consequence of keeping 
us out of depression could be painful for the unprepared.
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M&A increases: cash heavy balance sheets
Our economic forecasts are unfortunately leading 

the way when it comes to determining broader stock 
market earnings. We saw earnings expectations way too 
high coming into 2012 and as revenue growth continues 
to slow; many executives will be forced to grow in 
other ways. One way for them to do that will be 
through acquisition. With more than $1.5 trillion dollars 
of cash on corporate balance sheets, there is plenty of 
capital to fund the empire building that entices so many 
executives. While trading gains and revenues dry up, 
investment banks will have plenty of opportunity to 
assist eager executives needing to meet increasing 
investor expectations. 

Regional banks outperform (mega and small 
banks)

Many of the largest banks have long dominated 
smaller banks. With the recent legislation and “too big 
to fail” big banks are under a microscope. The recent 
Basel III reprieve aside, the larger banks are going to be 
challenged to grow and will be met with significant 
regulatory opposition along the way. Regional, mid-
sized banks should prosper under this new standard. 
Acquisitions, growth in fee revenue and balance sheet 
flexibility should break through as credit slowly begins 
to expand again. Valuations are reasonable and 
dividends are prevalent and growing.  

Home construction returns…shortages?
According to a recent Metrostudy Report, real 

estate is no longer cheap in absolute terms. Prices have 
rebounded to long-term support levels at pre-bubble 
valuations. Prices however are still quite reasonable in 
relative terms, compared to other asset classes (Hunter, 
Alan. “Price to Rent Ratio Movements in Selected 
Markets” 11/28/2012). This bodes well for a healthy 
residential real estate market. Now we will have to 
worry about ensuring enough supply for all of the 
future new household formation. This bodes well for 
homebuilders. In fact, their stock prices have recovered 
already. We see building materials suppliers being the 
stronger play. After being devastated in the real estate 
downturn suppliers will finally rebound over the next 
several years. 

Cloud computing and social networking peak 
in valuation

With promises of world peace and chocolate 
cookies for everyone, the cloud and social networking 

may have peaked in expectations. Valuations are 
certainly out of this world and contain reminders of 
1999/2000 levels where anything with a dot com was a 
darling. A greater fool is the only thing that investors 
could see in these outrageous investments. Analysts are 
pulling out the entire bag of tricks in order to justify 
ever higher prices. Promises of nirvana are a distinct 
possibility for these names, as we head into 2013. 
When this musical chairs ends, is anyone’s guess.

Natural gas is too cheap
We are currently experiencing a long-term change 

in the way we view our natural resources, especially 
natural gas. Production and supply estimates of natural 
gas have ballooned in recent years and are beginning to 
impact development decisions on both the supply and 
demand side. On the supply side, according to Arthur 
Berman, a geologist and industry consultant, many new 
natural gas wells are not profitable with Natural Gas 
prices below $4. This is due to increased development 
costs, and will impact future decisions by producers to 
drill. On the demand side, we are beginning to 
eliminate coal fired power plants and in the absence of 
a new technology (surely at least years away) natural 
gas will be the obvious replacement. Further, according 
to price per BTU, natural gas is currently a fraction of 
the price against its long-term average of oil 
(Glotzbach, Ross. The Opportunity Today is 
Compelling. Outstanding Investor Digest, Volume 
XXV, pg-19). Natural Gas is one of the few natural 
resources which remain relatively cheap and could 
provide a good inflation hedge. Prices could be quite 
volatile in the short-term however, especially with a 
warmer winter than anticipated and further economic 
slowing. 

Boring (but resilient) large cap technology
As technology and innovation continue, many of 

yesterday’s technology darlings have now been written 
off as dinosaurs. Many of these “dinosaurs” continue to 
have strong earnings and robust balance sheets. They 
can be cyclical, but they weathered 2008 and 2009 
quite well and will likely weather any challenges going 
forward. Of course they must continue to grow their 
businesses and there will be bumps in the road. With 
10% plus free cash flow yield, 3%+ dividends and 
share buybacks, we will have no problem waiting for 
their true value to be realized.
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Despite the economic risks we saw during 2012, markets were overjoyed to see any progress (sustainability remains to be 
seen). With all of the previous gloom and doom, it seemed that any news was met with optimism; especially at the end of each 
quarter. Indeed, quarterly and annual results were assisted with big moves on the last day of the second and fourth quarters which 
exceeded 1.5% respectively. Surely there were risk-taking investors who benefited substantially with this bit of luck. While we 
were not ecstatic about investment opportunities across the board, we saw a couple areas where risk-taking was worthwhile (see 
Q4 2011 Newsletter).  Here is a review of our very conservative 2012 stance:

1. U.S. Large cap dividend paying stocks performed very well. We were overweight pharmaceuticals, which performed 
admirably over the last 18 months. Small cap stocks continued to underperform on a total return basis and risk adjusted 
basis.
2. Investment grade corporate bonds were an obvious safe haven given the strengthening balance sheets throughout 2012. 
In fact, S&P 500 stocks finished the year with more than $1.5 Trillion of cash. Likewise mortgage bonds performed quite 
well on the back of strengthening fundamentals in housing. Little did we know that they would provide such an outstanding 
total return. 
3. One area we missed was a recovery in emerging market stocks, we anticipated lackluster results due to lowered earnings 
expectations. In fact, earnings expectations have come down considerably, and stock prices suffered an abrupt correction in 
the 2nd quarter. We stand by our underweighting for now, but look to average into an equal weighting over the course of 
2013. We anticipate plenty of volatility due to global uncertainty. To reiterate, we think emerging market equities are a great 
place to be invested in the long-term, but patience is warranted in light of global risks.

2012 Review

Fiscal Cliff: What Happened?

Income tax rates: Maintains current rates on income below 
$400,000 for singles and $450,000 for couples. Would 
permanently increase tax rates on income above that to 
39.6% from 35%.

Dividends and capital gains rates: Permanently increases 
tax rates to 20% from 15% for single people with income 
over $400,000 and couples over $450,000.

Exemptions and deductions: Reinstates provisions that 
phase out personal exemptions and deductions for incomes 
over $250,000 for singles and $300,000 for couples.

Alternative minimum tax: Permanently indexes the 
alternative minimum tax for inflation, preventing millions of 
taxpayers from being affected.

Estate tax: Permanently increases tax rates to 40% from 
35% on the value of estates over $5 million.

Tax credits: Extends tax cuts in the 2009 stimulus law for 5 
years, including a child tax credit, an expanded earned 

income credit and a refundable credit for college tuition. 
Extends some business tax credits for one year.

Payroll tax increase: Allows payroll taxes to rise to 6.2% 
from 4.2% on workers’ first $113,700 of income.

Unemployment insurance: Extends expansion of 
unemployment insurance for one year.

Medicare provider payments: Prevents a 27% reduction in 
payments to Medicare providers for one year.

Automatic spending cuts: The two sides came to a deal to 
pause for two months the $110 billion in automatic spending 
cuts set to go into effect, paid for with unspecified spending 
cuts elsewhere.

Farm bill extension: Extends for 9 months portions of the 
current farm bill, including provisions that would prevent 
milk prices from increasing and continued direct payments to 
farmers. Eliminates conservation programs and financing for 
fruit and vegetable growers and organic farmers and does not 
include disaster assistance.

As we are exhausted from talking about the Fiscal Cliff ad nauseum, we have deferred to the New York Times to summarize 
what was the outcome of talks a few weeks ago. Among a handful of somewhat important items not addressed: raising the debt 
ceiling and debt reduction.


