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Domestic Stocks
The market gave us a positive finish to 2012. The month was not without volatility, but given uncertainties around the fiscal cliff, that was to be expected. Stocks managed to rise on the last day of the year as well as for December overall. The Dow rose 0.6% and the S&P was up 0.7%; but the Nasdaq trailed at 0.3% thanks in part to December’s 9% decline in Apple’s stock. Apple makes up over 9% of the Nasdaq index, so for the month, it certainly hurt. But Apple also caused an unusually large disparity between the Dow and the S&P returns for the year. The Dow returned about 10%, while the S&P was up 16% for 2012. This spread was partly due to the presence of Apple among the components of the S&P (a weighting of about 4%-5%), but not the Dow. Apple’s return was about 32.7% in 2012. This was a year of tail wagging the dog. 
Looking forward, we believe chances are high that stocks will continue to perform well. While it’s easy to generate complaints about the political and economic landscape, the fact is that on the margin, many things are improving. Even the budget deficit – subject of hundreds of articles lately – is declining. No, it might not be declining enough, but that’s a matter of opinion. The fact is, the numbers show improvement. Earnings season starts as we write this, with Alcoa’s report. Earnings reports will be a litmus test for the market – no doubt we’ll see a fair amount of volatility, but if results are so-so and the market still rises overall, then we’ll take that as a very bullish sign. Stay tuned.

Fixed Income 
Once again, the bond market was quiet, but that has changed just a few days past the end of December as we write this. First, we’ll deal with the month’s action: both the two year and the five year Treasury closed at the very same levels as at the end of November. The ten year crept up to 1.76%. More action was evident on the long end, where the thirty year yield rose from 2.81% to 2.95%. While the lack of trend and volatility meant that government bond investors didn’t earn much last year, this year has started off even worse. In the first four days of 2013, the long bond yield has hiked up again to 3.1%, a rise as much as in the whole month of December. The yield increases translate to price losses for Treasury investors – for the thirty year bond, in an amount equal to the bond’s income for the entire year! On the other hand, the higher coupons and good action from the stock market has supported corporate bonds, where returns have been better. 
Muni investors breathed a sigh of relief as the “cliff” talks skirted the issue of tax exemption for muni interest. But after the big rally of the past couple of years, it’s going to be tough to realize excess return from this market. 
As we’ve been saying the past few months in this space, bond buyers beware. Just lately we’ve spent a solid week looking for decent bonds and turned up very little; when that happens, we tend to become net sellers, figuring that if the market is so expensive, maybe it’s better to turn the tables and get rid of what we’ve got. Maybe things will change if rates keep rising, but that remains to be seen.

International
Returns overseas were strong last month. The Toronto index showed a 1.6% improvement; and in the Eurozone, the FT-SE was up 0.5%. Those numbers were the worst of the lot. And let’s not forget – despite the slow December, Europe has been on fire lately, as all the can-kicking eases the crisis environment. Mexico’s Bolsa was up 4.5% on better news for the long term outlook in its economy. Brazil surged 6.1% - yes, in one month! We figure it might be time for Brazil, Russia, and India to perform better, largely because articles decrying the end of their growth have been proliferating. There’s a tenuous link – if any at all – between economic growth and stock market returns, and the negative sentiment only makes us think the countries are marginally more interesting. That’s how value managers think.

The Hang Seng returned 2.8%, reflecting a bit of improvement in China. But the Nikkei was the star in Asia, with a huge 10% price pop on the news of a new government and a different attitude towards monetary policy. The Nikkei had a good year in ’12, but this is a market that’s disappointed for 20 years, so take this good fortune with a grain of salt.  

Note: We have a new feature on our website called “Your Stock” designed to familiarize you with the story behind some of the rather illustrious companies we choose as investments. Our first stock is 150-year old Diebold, which began its life as a maker of vaults and safes. We’re sending hard copy this month with this letter, but you can also access the feature here, http://www.cascadeinvestors.com/resources/your-stock-feature/. We plan to review one new stock every 2-3 months, so check back often.
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