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 Most experts and commentators believed the summer of 2012 would be a replay of 2010 
and 2011, punctuated by high volatility and a sharp sell-off.  The old saw, “sell in May and go 
away,” was given wide support. However, since June 1st, the market has caught most mutual 
funds, hedge funds, and investors completely off guard by advancing 13.2%. Even more 
impressive is the 27.3% gain over the past twelve months. In reference to the global economy, 
the U.S. has continued to grow, albeit slowly, with positive signals coming from the housing 
market. Across the pond, Europe made notable progress in its quest to become a more unified 
coalition. Meanwhile, China’s economy continues to slow as it suffers the hangover from a 
credit-fueled boom. Although worries will persist, we expect the U.S. market will continue to 
surprise investors by finishing strong in 2012. In fact, the S&P 500 is now only 7.6% short of its 
all-time high in 2007. 
  

For the past few years, the European Union has been suffering through a financial crisis 
caused by unhealthy banks and poor public finances. This has resulted in a loss of confidence 
for several of the most stressed member countries as well as the entire union as a whole. Up to 
this point, the European Union has attempted to stabilize the crisis by issuing low-interest loans 
to countries that could no longer rollover their debt or fund their daily operations. As we have 
discussed in prior letters, this strategy was not a long-term solution to the Union’s problems.  
 
 We have argued that since the crisis began the European Union should move toward a 
true fiscal union to stabilize their currency bloc. This union must ultimately include mutually 
issued debt and a powerful financial oversight body. This past quarter, the European Union took 
two major steps in the right direction. These steps may very well be the turning point in the 
construction of a stable union. The first step was the creation of a borderless banking regulator 
(financial oversight). The second step was the decision by the European Central Bank to 
purchase the sovereign bonds of stressed member nations to drive down borrowing rates 
(mutualize debt). Although a great number of very difficult decisions still need to be made and 
implemented, the Europeans are at least now headed toward a more realistic solution. 

 

While Europe has finally made serious political progress, it has taken nearly three years 
to achieve. During this time, the Euro-based economy has weakened considerably as they 
exclusively focused on austerity and ignored promoting growth. As a result, Europe is likely in 
the midst of a recession. Led by the new French President, policymakers in Europe have begun 
to discuss the need to promote growth, although Germany will remain the key policymaker. 
Unfortunately, the lack of European growth has already had a negative impact on Europe’s 
largest trading partner, China. Chinese growth has slowed considerably over the past year due 
to weakness in Europe and the after effects of a major credit bubble created by their gigantic 
stimulus spending in both 2008 and 2009. Weakness in China comes at a very sensitive time as 
the government prepares to introduce a new group of leaders. Due to the political sensitivity, 
China will do almost anything to keep their economy growing and their population employed.  
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As it stands, Europe is very likely to be a negative for worldwide growth for the next 

year or so, while China will likely be neutral to the growth equation. This leaves the U.S. as the 
lone, major economy able to drive positive domestic growth. Most analysts view this situation 
with trepidation, but in reality the U.S. economy is made up of only 10% exports. The U.S. 
economy is, by far, the most dynamic and only self-sustaining economy in the world. For 
example, before the most recent expansion, the U.S. economy had never recovered without a 
strong housing market in the postwar era. During the most recent recovery, the housing market 
not only failed to support the recovery, it was actually a significant drag on growth. Needless to 
say, the weak housing market was a large contributing factor to the subdued recovery over the 
past three years.  
 
 At last the housing market has shown definite signs of life in 2012. After clearly 
stabilizing during the first half of the year, more recent data has indicated renewed growth. For 
instance, property values have increased 1.2% from July 2011 and are projected to increase 2% 
over the next year. In addition, the median price of an existing home that sold in August 
increased 17% over the past year. These figures indicate that property values have stabilized 
and that fewer distressed properties are being sold. On top of higher prices, we have seen more 
buying and construction activity. In August, the sale of existing homes increased 7.8% 
compared to last August. For the same period, the sale of new homes was up 28%. As a result, 
construction of single-family houses climbed 5.5% over the past year. Lennar, the third-largest 
home builder in the U.S., reported new orders up 44% during the past quarter. Lennar also 
reported that their backlog of homes for construction is up 79%.  
 
 A healthy and growing housing market will go a long way toward reducing 
unemployment and increasing economic growth. Housing is a labor intensive industry that 
requires engineers, architects, suppliers, and salespeople as well as the actual construction 
workers that build the structures. However, in addition to these direct beneficiaries, the greatest 
contribution a healthy housing market will provide is renewed confidence for American 
consumers. For instance, during the first six months of 2012, 1.3 million homeowners regained 
positive equity in their homes due to rising property values. This is an enormous emotional lift 
for these 1.3 million homeowners and will likely result in new consumption that was previously 
delayed. In addition, rising prices provide hope to homeowners still underwater and may result 
in fewer foreclosures.  

 

In dollar terms, from 2007 to 2011, the decline in home values reduced real estate wealth 
by $6.7 trillion. During the first half of 2012, housing wealth increased by about $600 billion. 
This wealth effect has a greater impact on the economy than the average person realizes. 
Economists estimate that for every dollar increase in housing wealth, consumers will purchase 
an average of four cents more. Although this doesn’t sound like much, it has a notable effect on 
the economy. For instance, the Federal Reserve recently released a study estimating that without 
the current level of doubt among consumers,  unemployment would be around  7% compared to   
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its current 8-9%. Hopefully, the improved housing market will continue to have a positive effect 
on confidence. Recent surveys indicate consumer confidence increased to a seven-month high 
in September, exceeding even the most optimistic prediction. In addition, confidence among 
homebuilders is now at a six-year high.  
 
 The completion of the upcoming 2012 presidential election will do even more to restore 
confidence. The current election has been extremely polarizing with two parties expressing 
starkly different views of the best way forward for the country. Regardless of the election’s 
outcome, past elections have shown that the clarity provided by a final result reduces 
uncertainty and produces renewed economic growth. This is due to consumers and corporations 
delaying spending and investment projects until they have more certainty on future taxation and 
regulations. Given the fact that taxation, budgets, and economic models are such a large part of 
the current discussion, we suspect the boost in growth may be particularly strong this cycle.   
 
 In the meantime, the high-quality companies we invest in are still generating record 
profits with many trading at all-time high share prices. Our companies have also been faithfully 
returning these profits to shareholders through higher dividends and share repurchases. We 
recently conducted a study on our 30 largest holdings compared to the market (S&P 500). Since 
the market peak five years ago, our 30 top holdings increased their dividends an average of 
66%. In comparison, dividends actually decreased 2% for the companies in S&P 500 Index. 
Additionally, record share repurchases are reducing the total shares outstanding by 2 to 3% per 
year. The reduced share count results in higher earnings growth for remaining shareholders.  
 
 In summary, the U.S. economy is clearly the healthiest major economy in the world and 
is the most attractive for investment. The recovery of the formerly battered housing sector 
should do wonders for improving employment figures and consumer confidence. Additionally, 
Europe has finally started to move toward a realistic structure that likely takes the worst case 
scenarios off the table. From a company standpoint, the conclusion of the presidential election 
and a credible agreement on U.S. fiscal policy in early 2013 should improve confidence 
substantially, unlocking corporate investment. Because expectations are so low, we believe 
these factors combined should result in better than expected growth and higher stock prices 
during the quarter and year ahead. 
 
 
        Truly yours, 
 
 
        Keating Investment Counselors, Inc. 

 

 


