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Judging by all of the economic news over the last few months, one would think that the 

US stock market has declined 20% this year.  Instead, it has gone up 8.3%, which for six 

months is above the long term trend.  Problems still dog investors and there seems to be 

an abundance of things to worry about.  I am thus reminded of the old Wall Street saying, 

“Bull Markets climb a wall of worry.” I believe that as these lingering problems are 

overcome, the market will enjoy a significant tailwind. We see this process beginning 

before the end of this year, but the near-term may remain bumpy. 

 

The European situation is the hardest to understand and the hardest to fix.  The latest 

“fix” is that the Spanish banks will be bailed out by the government, who in turn will be 

bailed out by everyone else.  Germany always seems to foot the biggest bill and they are 

losing patience.  Germany has demanded austerity to receive aid, but any austerity 

hinders the economic recovery of the recipient.  It’s a little bit of a catch-22. The major 

problem with Spain is that they had a housing price bubble similar to us with similar 

results and have yet to really deal with the problem.  The plan is for them to do so by 

marking down assets, wiping out equity holders, preferred shareholders and some junior 

debt holders.  Perhaps the Spanish government will be the bank owner if it comes to that.  

Additional fallout can occur in Portugal and maybe Italy and I fully expect Greece to 

disappear into chaos.  Europe continues to slide into recession and awaits the rest of the 

world to pick up the global growth rate, providing their relief.  Europe is a process that 

will take years, but the US stock market just needs Europe to avert disaster.  

 

For the third summer in a row, the US is experiencing an economic slowdown.  Last 

summer, I was deathly afraid we might slip back into recession.  Although job growth has 

slowed down significantly, the housing market is really picking up.  This is the lynchpin 

for US economic health as rising home prices are creating a virtuous cycle whereby 

banks no longer have as many bad loans, enabling them to lend.  Foreclosures and short 

sales are grinding through the excess inventory.  Rents are very strong, sending renters to 

consider home buying and investors back to real estate.  Besides housing’s improvement, 

commodity prices have eased, especially natural gas which keeps heating and electric 

bills low, providing a nice secondary tailwind.  Gasoline prices are easing as well.  While 

GDP growth is slow, the housing and commodity tailwinds and the Fed’s willingness to 

provide more monetary stimulus if needed are very comforting.  Unlike last summer, I 

think the odds of slipping back into recession are very low. 

The US political landscape does provide risk to the economy if current law is not 

changed by early next year.  The economic headwind can take three percent or more out 

of GDP due to the automatic sequestration of spending and tax increases that last year’s 
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debt deal built in.  Except for the top two percent of wage earners, there seems to be a lot 

of common ground that these huge spending cuts and tax increases should be avoided.  

Our Washington sources strongly believe that this economic land-mine will be avoided in 

the immediate term as politicians seek to ‘kick the can down the road’ again.  So, we 

remain cautiously optimistic that the Fiscal Cliff will be averted or significantly watered 

down.  

 

The ace in the hole is the emerging markets.  Right now, investors are very fearful that 

these economies are slowing down. In the immediate term, they may be right, but this 

view seems too short-sighted. Unlike last summer when governments around the world 

were tightening monetary policy, the world is benefitting from continuing monetary 

stimulus, almost everywhere.  The key is China. Free from political bickering, the 

Chinese government has moved aggressively to re-accelerate their economy and we 

expect to see this show up toward the end of 2012.  Brazil is following suit now that its 

inflation rate has eased.  The leading indicator for China will be its stock market which 

has been in a downdraft.  Assuming some political compromise in the US and some 

progress on the financial problems in Europe, the US stock market should put in a solid 

2013 result aided once again by the emerging market story. 

 

US market participants are all defensive.  Retail investors are gone, Hedge funds have 

low exposure, and mutual funds have the most amount of cash on the sidelines in five 

years.  The tell is that the market is drifting instead of plummeting.  With each new piece 

in place for renewed global growth, the market will work its way higher.  There are a lot 

of ifs and potential short term air pockets, but if there weren’t there would be no big 

potential.  The next six months should lay the groundwork for an excellent investment 

opportunity. To take advantage of this opportunity, we have positioned our portfolios 

defensively in the near-term, but plan to swiftly put cash to work during the fall as some 

clouds begin to lift and individual opportunities present themselves. 

 

 

 


