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IF YOU DON’T HAVE THE TIME OR INTEREST TO READ THE REST: 
 

 It is unclear whether the stock market has begun its first cyclical decline since 
2009 or if the volatility in late August represented a selling climax. 

 For now we advocate holding some extra cash.   
 Tilt portfolios toward shares of companies with above-average dividend yields 

that are sustainable and toward companies that can generate organic growth in 
revenues and net income. 

 Investors should not fixate on what may or may not happen within a few weeks 
or months.  We have high conviction that share prices will be higher than they 
are today a few years from now. 

 
So much for easing into the New Year.  Historically, the stock market has an upward 
bias during the first few days of the year.  Such was decidedly not the case on the first 
three trading days of 2016.  The major market indices declined by more than 2 
percent. 
 
 
INVESTMENT THEMES 
 
For some time we have believed that appreciation in the stock market would be 
tough to come by.  Valuations are stretched compared to historical standards.  Profit 
margins are near record highs and earnings growth is slowing.  These conditions are 
not a recipe for substantial appreciation in the major market indices like the S&P 500 
or Dow Jones Industrial Average (DJIA).  Neither are they necessarily a recipe for a 
market meltdown.  These factors have been in place for much of the last year. 
 
We have had a bias toward two characteristics in our stock selection.  First, we have 
given a greater emphasis to companies with above-average dividend yields.  
However, one must be careful to assess whether those dividend payments are 
sustainable.  We have favored large cap telecom stocks and select large-cap energy 
companies.  Shares with dividend yields in the 3% to 5% range would be good 
candidates, as would some utility stocks. 
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We would be leery of shares with dividend yields much over 6% or 7%.  These too-
good-to-be-true yields are often not sustainable. When companies reduce their 
dividend payments, the action often occurs after a long decline in the share price.  
Investors who chased yield at any price often find that they not only don’t get the 
income they expected, they also suffer a loss of principal. 
 
A second theme is to seek companies that can generate sustained growth in revenue.  
Too often companies resort to “financial engineering” in order to produce growth in 
earnings per share.  Share buybacks sometimes mask deterioration in the underlying 
business. 
 
Most often this sleight of hand occurs when companies borrow money in the bond 
market and use the proceeds to buy back stock in the open market.  Financial alchemy 
creates the illusion of profit growth but it is not supported by the basic building blocks 
of higher sales and higher net profits.  The best businesses have organic growth that 
creates both rising revenues and net profits.   
 
 
YEAR IN REVIEW 
 
The past year (2015) was a tricky one for investors.  There was a lot of volatility in 
the stock market but when all was said and done there wasn’t much change from 
where the averages began the year.  Both the DJIA and S&P 500 recorded losses of 
less than 1 percent.  When dividends were added back into the calculation the returns 
were slightly positive.  Bonds weren’t any better.  The iShares Aggregate Bond ETF 
(AGG) also posted a slight decline in price.  Again, dividend income from the fund 
nudged the total return just into positive territory. 
 
 
CURRENT OUTLOOK 
 
There just is not enough evidence to be definitively bullish or bearish about the 
outlook for the stock market.  On the one hand the prospective returns from bonds or 
cash are not exciting.  Interest rates are unlikely to rise enough to create serious 
competition for stocks or to affect economic activity.  Also, there is investors seem to 
have fairly high levels of  anxiety or pessimism about the stock market.  History shows 
that when most people are fearful, the market often (though not always) goes up, 
frustrating the majority of investors. 
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On the other hand, most global stock markets are below their long-term moving 
averages.  Long-term advances in stock prices are usually accompanied by similar 
behavior in most markets in the world.   
 
Market leadership has defensive characteristics.  Most of the stocks that are out-
performing the S&P 500 Index are concentrated in sectors such as utilities, telecom 
and consumer staples (food, beverage and tobacco).  Sustained stock market advances 
usually are led by economically sensitive sectors such as industrials (machinery, 
manufacturing and transportation) and financials (especially banks). 
 
Given the stretched valuations (which limit the ability of investors to absorb 
disappointing news) and some of the internal market weaknesses, we would prefer to 
err on the side of being too defensive.  We can always change our mind if the weight 
of the evidence begins to turn more positive.  It is more fun to be definitively bullish or 
bearish but the flat-line returns from the last year vindicate our current position of 
neutrality. 
 
The chart below shows the S&P 500 Index over the past year.  It also shows the long-
term (200-day) moving average of the daily prices.  We use the moving average as a 
proxy for the longer term trend in share prices.  Since October the “500” has 
crisscrossed the long-term average several times.  This is the epitome of a trendless 
market and is frustrating to bulls and bears alike. 
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S&P 500 Index Daily Data 01/02/2015 to 01/6/2016 
 

 
Source:  Bloomberg 

 
WHAT IS AN INVESTOR TO DO? 
 
First, we reiterate our theme of focusing on sustainable dividend income; this is the 
proverbial “bird in the hand.”  Second, hold some cash.  Cash is not a popular 
investment these days because there is no return ON investment, just return OF 
investment.  Our guess is that we will get a good buying opportunity sometime this 
year. 
 
Our next admonition is that investors should NOT make radical changes to their asset 
allocation.  We think it is prudent to shade one’s mix of stocks and bonds based upon 
an assessment of risk versus reward but it is not advisable to make all-or-nothing 
market timing decisions.  Market judgments come in many shades of gray; they are 
never all black or all white.  In short, don’t jeopardize the success of a long-term plan 
with radical short-term decisions. 
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We view risk management as an important part of the work we do for clients.  In 
essence, we try not to become too euphoric when the markets are booming, nor too 
gloomy when we go through the inevitable periods of declining share prices.   
 
The financial press is filled with “experts” who pontificate about what investors ought 
to do over the next few weeks or months.  This short-term focus is a disservice to the 
investing public.  In all candor, nobody can consistently predict what the markets will 
do over such short periods of time.  A traveler’s steady hand on the tiller is more likely 
to reach his or her destination than a person who tries to react to each wave that 
crashes into the side of the ship. 
 
  
For more frequent commentary, visit our website at http://www.faml.net.  
“Investment Insights” is an archive of commentaries like this.  “Current Thoughts” is 
updated once or twice a week with brief comments about topics affecting the 
economy and financial markets. 
 
DISCLAIMER 
The data and analysis in this report has been obtained from sources believed to be 
reliable; however the accuracy or completeness cannot be guaranteed.  Nothing in this 
report should be construed as an investment recommendation.  All opinions expressed 
are subject to change without notice.  Foothills Asset Management, its owners, officers 
and employees may have investments in securities mentioned in our reports.  Foothills 
Asset Management, its owners, officers and employees shall not have any liability for 
loss sustained anybody who relies on or acts on this information.  You should do your 
own due diligence or consult with your financial advisor to determine the suitability of 
any opinions with respect to your own financial situation.  Information contained in 
this report is based on historical data and past performance is not a guarantee of future 
results. 


