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In

our latest commentary from early January, we stated “equities are positioned well in 2012” since
“valuations are attractive, especially relative to bonds; economic growth is broad‐based and poised to
continue; and market risks are compelling, but exaggerated.” In retrospect, we stated the obvious as investors
flocked to the equity markets. Specifically, the broad U.S. equity markets gained an exceptional 12.5% over
the 1st quarter of 2012.
From an economic standpoint, most indicators flashed green through the 1st quarter which proved to be the
confidence‐inducing elixir stimulating investors into stocks. Beyond encouraging economic statistics, a myriad
of powerful incentives also pulled investors to stocks.

Consider that most investors who seek income and safety have historically held cash (i.e. money markets) or
bonds. Today however, these instruments are not keeping up with inflation:





Inflation is currently +2.9% (source: Dept. of Labor, CPI)
Money market yields remain mostly below +0.2%
10‐Year Treasury Bonds are yielding +2.1%
U.S. corporate bonds are yielding +3.2% (source: Barclay’s)

While bonds and cash are losing the battle with inflation, stocks remain attractive relative to these
instruments. Many stocks, for example, provide dividend yields greater than bonds. Further, dividends grow
over time whereas bonds typically provide a “fixed” level of income.
It is also worth noting that earnings yields for stocks remain historically appealing relative to bond yields (6.7%
versus 2.1%). How so? The current price‐to‐earnings multiple for the S&P 500 (using trailing net earnings) is
15; meaning every $100 invested in stocks represents $6.67 in earnings (or 6.7%) to the companies. Compare
this to bonds yielding 2‐3% which produces only $2‐3 in income for every $100 invested.
What, one might ask, is creating these incentives? With the Federal Reserve (the “Fed”) continuing their
short‐term rate target of 0‐0.25%, the stimulative throttle remains fully engaged. Further, the Fed remains a
large Treasury bond buyer (U.S. Treasury issues debt and the Fed buys it). The combination of these factors
results in our current low rate environment. Thus, investors have in part flocked to stocks to keep ahead of
inflation.
How will this play out? We agree in large part with Harvard economist, Martin Feldstein who recently stated:
“When the economy begins to recover and companies have the ability to raise prices, the
commercial banks will want to increase their lending. This will be welcome, as long as it is not
too much or too fast. The Fed will appropriately want to limit the expansion of bank lending.
This is what the Fed used to talk about as its exit strategy. Essentially, it would mean raising
interest rates on the deposits at the Fed and allowing interest rates more generally to rise. If
this is done in a timely way and on an adequate scale, the Fed will succeed in preventing the
current vast liquidity from generating higher inflation.”
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His related concern is that political pressure resulting from high unemployment might lead to an inflationary
bias at the Fed. We can’t disagree here, either.
At some point, traditionally conservative instruments will indeed provide rates greater than inflation.
However, until then we will likely remain biased towards stocks.
The risk to our outlook relates to the undulating nature of the stock market. It is unrealistic to consider that a
+12.5% quarter will precede a string of similar results throughout the remainder of the year. In fact, any full
year with a +12.5% return is welcome by most. Despite that the stock market ends the year higher than
where it started two‐thirds of the time, it also tends to range 20% between its low versus its high in any given
year. As a result, we indeed expect 2012 to be a solid year for stocks given the incentives, however, we
encourage investors to have patience as the inevitable peaks and troughs come to light.

Past performance may not be indicative of future results. Different types of investments involve varying degrees of risk and there can be no assurance
that future performance of any specific investment, investment strategy, or product (including the investments and/or investment strategies
recommended or undertaken by Aviance Capital Partners, LLC), or any non‐investment related content, made reference to directly or indirectly in this
newsletter will be profitable, equal any corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or
prove successful. Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of
current opinions or positions. Moreover, you should not assume any discussion or information contained in this newsletter serves as the receipt of, or
as a substitute for, personalized investment advice from Aviance Capital Partners, LLC. Any questions regarding the applicability of any specific issue
discussed above to an individual’s situation should be directed to the professional adviser of his/her choosing. Aviance Capital Partners, LLC is neither a
law firm nor a certified public accounting firm and no portion of the newsletter content should be construed as legal or accounting advice. A copy of
the Aviance Capital Partners, LLC’s current written disclosure statement discussing our advisory services and fees is available for review upon request.
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