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It has been a frustrating year for equity value investors because of the disconnect we’ve observed between company and investment 
fundamentals and investor behavior. Earnings per share (EPS) for the companies in the S&P 500 grew 15% in the third quarter of 2011 
compared to that period in 2010. And as 2011 draws to a close, EPS are estimated to grow more than 12% over the course of the year. 
Declining interest rates, another fundamental that is usually positive for stocks, should have provided support for higher equity valua-
tions. But investors did not embrace these fundamentals and instead focused on worries surrounding the slowing U.S. economy, China’s 
slowing economy, the European sovereign debt crisis and the federal government’s bitter in-fighting over the deficit. We feel, however, 
that each of these issues is in the process of being resolved favorably.

Until the second quarter of 2011, the U.S. economy was posting gains typical of recession recoveries, but instead of progressing from 
recovery to expansion, real GDP grew at a dismal 0.4% annual pace last spring. With modest improvement during the last two quarters, 
and recent better-than-expected economic data, the slowdown now appears to be a temporary setback. 

In 2011, government officials in China announced their intention to slow China’s domestic inflation rate, which meant slowing their 
economy. Investors feared China might go too far, creating a slowdown that would lead to a recession. The annualized pace of China’s 
GDP has slowed from 11.9% in the first quarter of 2010 to 9.4% in the third quarter of 2011 and inflation has come down. We do not know 
if the Chinese are done tightening their fiscal policy, but do feel the worst is behind us. A 9.4% GDP for an economy as large as China’s 
is adequate to contribute to overall global prosperity. Unlike in the U.S., where we attempt to “influence” our economy with fiscal and 
monetary policies, Chinese officials arguably “control” their economy. We therefore expect them to be able to reduce inflation without 
causing a recession.

We see progress on the European sovereign debt problem. Governments, commercial bankers, and central bankers have all acknowl-
edged the debt crisis and are working to resolve it. Naturally the political posturing associated with that work—posturing which often 
includes unreasonable demands, nonsensical refusals, and other obstinate behaviors— is upsetting to investors. Along the way we antici-
pate there will have to be compromises. We would not be surprised to see things like austerity programs, inter-government guarantees, 
easing Euro monetary policy, and banks raising capital on unfavorable terms and/or being absorbed to protect depositors. While these 
compromises may be difficult, they are all doable and necessary.

We expect stock prices will ultimately respond to valuations and fundamentals and break loose from the anxieties that made 2011 so 
frustrating. We believe the rally in October, when a resolution to the European situation appeared at hand, gives us a clue as to what 
any upward move will look like. Generally the cyclical, economically sensitive sectors led the October 2011 rally. We expect more of the 
same if fundamentals take over and temporary concerns subside. 

International Equities
The situation for international equities is similar to the situation for domestic equities. Fundamentals and valuations at the company 
level appear attractive, but investors seem to be focused on most of the same concerns; the U.S. economy, China’s economy, and the 
European debt problems. With these economic concerns driving prices, the cyclical, economically sensitive industries have been hit the 
hardest on downturns and therefore, in our estimation, represent the best bargains. We anticipate a greater resolution of the economic 
concerns now plaguing the United States, China, and Europe in 2012. Subsequently, we expect stock prices will ultimately respond to 
fundamentals and value, with the Industrials, Materials, and Energy sectors leading the way.

Bonds
Thirty years ago, on September 30, 1981, the yield on the 10-year Treasury bond hit a high of 15.842%. This year it reached a low yield 
on September 22 of 1.719%. As of December 19, it was still below 2%, at just 1.81%. We think disinflation (reduction in the rate of infla-
tion), combined with a growing realization on the part of investors that the high inflation of the 1970s was not returning any time soon, 
contributed to the decline in yields. A current yield below 2% seems quite low to us, not only relative to the lofty 15% of 1981, but relative 
to other investment opportunities in the market today. We favor corporate bonds and do not believe that a fixed yield in the 2% range will 
be adequate for investors.

Summary
Value investing does not require inside knowledge or an ability to forecast events. It requires discipline, patience, and the confidence to 
go against popular consensus at times. Over the long run we believe value investing can be a very productive strategy, but there are times 
when value investors do not get rewarded for holding stocks they believe to be cheap. Over the last 8 months, stock prices have not been 
driven by intrinsic value, but by investors reacting to current events, with many individuals affected by the market decline. We expect 
domestic and international economic concerns to abate in 2012. As investors grow more assured, we think stocks prices will respond to 
fundamentals and value.
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Past performance does not guarantee future results. 

Investing in securities involves risks, including the risk that you can lose the value of your investment. Opinions and forecasts regarding 
sectors, industries, companies, countries and/or themes, and portfolio composition and holdings, are all subject to change at any time, based 
on market and other conditions, and should not be construed as a recommendation of any specific security, industry, or sector.

ICON’s value-based investing model is an analytical, quantitative approach to investing that employs various factors, including projected 
earnings growth estimates and bond yields, in an effort to determine whether securities are over- or underpriced relative to ICON’s estimates 
of their intrinsic value. ICON’s value approach involves forward-looking statements and assumptions based on judgments and projections 
that are neither predictive nor guarantees of future results. Value readings are contingent on several variables including, without limitation, 
earnings, growth estimates, interest rates and overall market conditions. Although valuation readings serve as guidelines for our investment 
decisions, we retain the discretion to buy and sell securities that fall beyond these guidelines as needed. Value investing involves risks and 
uncertainties and does not guarantee better performance or lower costs than other investment methodologies. 

Investments in international securities may entail unique risks, including political, market, regulatory and currency risks. In general, there 
is less governmental supervision of foreign stock exchanges and securities brokers and issuers. Investing in fixed income securities such as 
bonds involves interest rate risk. When interest rates rise, the value of fixed income securities generally decreases. High-yield bonds involve 
a greater risk of default and price volatility than U.S. Government and other higher-quality bonds.

Gross Domestic Product (GDP) is the total value of goods and services produced in the national economy in a given year. It is the primary 
indicator of economic growth. The unmanaged Standard & Poor’s (S&P) 500 Index is a market value-weighted index of large-cap common 
stocks considered representative of the broad market. An individual cannot invest directly in an index.  

The 10-year yield is the benchmark 10-year yield to maturity reflected by the current issue 10 year U.S. Treasury note. 10-year Treasury notes 
are debt obligations issued by the U.S. Treasury that have a term of more than one year but not more than 10 years.   
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