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U.S. major stock averages eked out a small 
positive return for 2011 after a strong 
recovery rally in the fourth quarter.  This 
ending point doesn't reflect the extreme 
volatility experienced in financial asset 
prices or the political and economic events 
that fueled the twelve month roller coaster 
ride. Actually, the U.S. stock market was the 
second best performing market in 2011 
when compared to the stock averages of the 
G-20  nations,  being only one of two 
equity markets that produced a positive 
return.  The G-20 stock market returns for 
2011 are listed below. 

The European financial crisis was the 
primary cause for concern in 2011, while 
the lack of leadership in Washington 
remained a disappointment.  The positive 
domestic economic data has provided 
support through better consumer 
sentiment, retail sales, corporate profits, and 
capital spending, along with marginal 
improvements in employment and housing 
trends recently.  The early autumn fear of a 
European-induced contagion recession in 
the U.S. did not materialize.   

The European Union (EU) leaders have 
under-whelmed financial markets by over-
promising and under-delivering thus far.  
There is not a “silver bullet” solution, so the 
tedious process of stabilizing the banks and 
the over-levered countries of the EU will be a 
multi-year process.  Growth in the region will 
suffer; however, the spillover impact to the 
U.S. economy can be minimized.  The 
emerging markets will have a bigger impact on 
world growth in the coming years.  China, 
Brazil, India and other emerging markets have 
taken steps over the last 18 months to regain 
control of growth and inflation trends in their 
economies.  They have been able to reduce 
inflation and now are in a position to resume a 
more disciplined growth trajectory.  This will 
be important to help stabilize Europe and 
provide incremental demand to other 
developed economies.   

While the macro, political, and global 
headlines have driven the wild swings, the 
other dichotomy that has developed for 
investors is the record high corporate margins 
and profits to above pre-recession levels while 
unemployment trends remain stubbornly 
elevated at 8.5%.  The general level of demand 
for goods and services has recovered 
modestly, but is still nowhere near the same 
magnitude of previous recoveries.  We don’t 
expect a major change in these trends over the 
next twelve months; however, improved 
employment could result in improving 
demand with higher corporate sales, but lower 
margins.  Historically, investors would 
welcome the shift if a sustainable recovery 
ensued.  Stock valuations could rise, while 
interest rates would be allowed to normalize at 
higher levels.  There are many curves in the 
road that can derail things quickly, which is 
the reason for record levels of cash being held 
by corporations and consumers, with balance 
sheet strength remaining at 40 year highs.  
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Arcataur Large Capitalization 
Equity Portfolio - This portfolio 
offers investors a separately 
managed account consisting of 
high quality, blue chip stocks.   Our 
strategy focuses on maximizing 
expected return through 
constructing diverse portfolios 
covering most major industry 
sectors.  On average, this portfolio 
could hold 55 stocks;  however, the 
largest 15 could account for as 
much as 45% of the portfolio. 

Arcataur Investment Grade 
Fixed Income Portfolio - This 
portfolio offers investors a 
separately managed account 
focusing on Treasuries, Agencies,  
corporate bonds and municipal 
bonds, with an average portfolio 
credit rating of A or better.  Our 
approach is to actively manage 
interest rate risk and credit risk 
while minimizing liquidity risk to 
generate conservative risk-adjusted 
total return.   

Arcataur Managed Balance 
Portfolio - This portfolio offers 
investors a separately managed 
account which seeks to preserve 
capital during difficult market 
periods while allowing growth 
opportunity in good market 
conditions.  Arcataur has 
developed a model that assists us in 
determining the relative 
attractiveness of stocks versus 
bonds.  When our models and 
fundamental analysis indicate 
stocks are more attractive, we will 
be near our upper end of the range 
for stocks (75%).  Conversely, 
when bonds are favored, we will be 
near the lower end of the stated 
range for stocks (45%).   

Source:  Baseline 

2011 tested investors’ will as the S&P 500 rallied nearly 10% from January through April, 
only to plunge 20% from May through September, recovering significantly in October, only 
to lose 10% in November, but finishing nearly unchanged by year end.  The intra-day 
volatility in the Dow Jones Industrial Average was 270 points (or approximately 2.2%) on 
average between August and November, which was nearly double that of the same period in 
2010.  The end result offered little solace to unnerved investors, especially as secondary and 
international markets ended the year with losses.  Safety was sought as U.S. and German 
government bonds produced a 16.9% and 14% total return, respectively, for 2011.  Gold was 
up 10% for the year, but included a 16% decline from the September peak.  Silver was down 
nearly 11% during 2011.   

The expectations of stronger economic growth and inflation evaporated in the summer, while 
the fears of a Lehman-type bank failure in Europe and a new credit-induced recession were 
unfounded as well. Neither the optimistic scenario of faster economic growth nor the 
pessimistic view of a new recession did not materialize. The U.S. economy showed signs of 
faltering late in the summer, only to achieve modest improvements in employment, housing, 
and consumer and capital spending by year end.  Europe and the emerging markets do not 
have the economic diversity that the U.S. does, so there is less optimism for stabilization 
outside of North America as we enter the New Year.  Inflation concerns have subsided for 
now and potentially afford the emerging economies the opportunity to consider more 
aggressive stimulus in 2012.  Finding the correct balance between economic growth, debt 
reduction and future inflation will be critical for the world economy.   

A European debt calamity and a global recession were being priced in to financial assets in 
August, so the rise in stock prices during the fourth quarter was somewhat of a relief rally. 
The S&P 500 (total return) was up 11.2% during the quarter.  The smaller capitalization 
(illustrated by the S&P 600 Small Cap Index) issues were up 17.2% for the quarter, the 
NASDAQ Composite was up 8.2%, and the Dow Jones Industrial Average was up 12.8%.  
Developed and emerging international markets lagged, being up only 3.3% and 4.4%, 
respectively, in the quarter.       

Sector performance for the quarter reflects the view of a recession being averted. 
Economically sensitive groups (energy, industrials and materials) led performance, while 
defensive sectors (telecom and utilities) lagged.  The real stories for the entire year are 
reflected in the significant out-performance of utilities as investors flocked to bond-like 
investments, and the continued avoidance of financials amid concerns which pushed bank 
stocks in some instances to March 2009 lows.  The chart below illustrates how all the sectors 
performed in the quarter and for the trailing twelve months.   
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In 2011 risk aversion favored the U.S. Treasury market 
over all other asset classes, including gold.  The yield on the 
benchmark 10-year Treasury began the year at 3.30% and 
closed at 1.88% (bond prices rise as yields decline).  This 
yield is below the lows reached at the height of the financial 
crisis in 2008 and also represents the biggest drop in yields 
since then.  Investors are worried that the European 
sovereign debt crisis may not be solved without significant 
damage to the global financial system, including Eurozone 
defaults.  In short, investors are willing to hold U.S. 
Treasuries at these low yields because everything else looks 
so risky. 

Recent economic data in the U.S., including employment 
numbers and factory activity, are showing some 
improvement.  In normal times, improving economic data 
would lead to a rise in Treasury yields.  These are not 
normal times though, and yields have stayed at these low 
levels as investors reach for safety.  The outlook for 
Treasury bonds in 2012 will continue to be influenced by 
developments in Europe, and we expect yields to remain 
low over the next twelve months.  In addition, investors 
expectations still include a high probability for additional 
Fed stimulus by buying more government debt or mortgage
-backed bonds, in addition to the $2.3 trillion they have 
bought since 2008.  The Fed remains concerned about slow 
economic growth and high unemployment here, as well as 
the situation in Europe.  

In another sign that these are not normal economic times, 
the spread level of investment grade corporate bonds over 
comparable maturity Treasury bonds has been rising and is 
roughly twice the long-term average.  The current spread 
level (yield differential) for an investment grade (IG) bond 
on average is 230 basis points (2.30%) and this is near one- 
year highs.  Financial company bonds have 
underperformed non-financial company bonds and trade at 
a wider spread of 330 basis points (3.30 %) due to the 
higher potential risk.  This means non-financial company 
bonds carry only a 170 basis point (1.70%) premium over 
Treasury bonds of similar maturities.  We expect non-
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European vacation or contagion 
financial investment grade bonds to continue to outperform 
financial company bonds given the ongoing problems in 
Europe and the perception those problems could impact 
U.S. financial companies. 

This spread widening is happening even as corporate 
balance sheets improve.  U.S. corporations are holding 
nearly $2 trillion in cash on their books, representing 7% of 
assets. This represents the highest level of corporate cash 
reserves since 1963.   

Historically, economic conditions have played a role in the 
level of credit spreads.  When the economy is stronger, 
investors are more willing to take on additional risk and the 
spread between corporate bonds and Treasuries narrows.  
In a weak economy, investors worry about balance sheet 
strength and demand a higher premium to take on this risk.  
Given the improving, albeit marginal, economic data we 
have been seeing, spreads appear to be too wide and do not 
reflect the economic improvement or the strength of 
corporate balance sheets. 

Fixed income returns underperformed stock market returns 
in the 4th quarter, but did show positive returns and out-
performed for the full year.  Arcataur remains overweight 
corporate bonds versus our internal benchmark as the risk/
return offers better value than in Treasury bonds or 
certificates of deposit.  Liquidity continues to be limited in 
the fixed income market as major brokerage dealers have 
balance sheet constraints which preclude normal market 
making activities.  

Arcataur client fixed income portfolios are diversified across 
asset classes and market sectors.  The duration, or average 
maturity, of our bond holdings is fairly short to guard 
against the risk of inflation and higher interest rates.  
Arcataur continues to focus on high quality bonds and the 
overall quality rating of the fixed income portfolio is mid-
single A.  We do not invest in mortgage-backed securities, 
high yield bonds or asset backed-bonds.  

Source: Baseline 
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The lack of definitive resolutions to the 
root causes of the 2008 credit crisis, the 
ensuing recession and the subsequent 
risks, leave most investors expecting, at 
best, more of the same for 2012.  
Political rhetoric will rise and decisive 
action will be postponed as U.S. and 
other high profile world elections will 
take precedence.   

The stock market has the ability to rise, 
even with the heightened level of 
uncertainty.  Since the 2009 stock 
market lows, the appreciation has been 
earnings driven.  Corporate profits have 
risen to pre-recession levels, but market 
valuations have declined because profit 
increases have exceeded price level 
increases.  This situation is not 
unprecedented; however, it is very 
unusual during periods of stable to 
declining inflation.  

We previously discussed the 
importance of the three “E’s”— 
Europe, earnings and employment— 
which will continue to be the primary 
drivers of improvement and recovery.  
For 2012 we probably need to add a 
4th “E”-elections.  While the election 
process may be the least important, it 
has the potential to cause volatility that 
impacts the other “E’s”.  

Fourth quarter corporate profits will be 
reported in mid-to-late January.  The 
stability of U.S. corporate earnings 

First Quarter 2012 Investment Outlook 
continues to be the primary support to 
stock prices.  Expectations are for 
growth, but at a slower trajectory due to 
slower growth in Europe and the 
emerging markets.  Earnings expectations 
for the next twelve months range from 
tepid growth to a potential decline.  The 
low expectations are reflected in 
valuations and offer upside potential.   

Employment trends have recently shown 
improvement, while experts attempt to 
determine if the 8.5% unemployment rate 
is the start of real gains or a statistical 
anomaly.  Unemployment below 8% 
could afford a more sustainable recovery 
in housing and put the credit-induced 
recession of 2008 finally in the rear view 
mirror.  

The summits and meetings between 
European leaders over the last three 
months have laid the groundwork for 
creating a true economic union; however, 
the time required to implement these 
changes has disappointed investors.  The 
delays has raised the risk of repeat 
episodes of panic, lack of confidence in 
the financial system, and contagion 
impact outside of the region.  Financial 
markets have sent clear messages to 
leaders around the world that time is of 
the essence.   

In general, investors are under-exposed 
to equities and over-exposed to fixed 
income and safety.  The stock market 

volatility in 2011 induced investors to 
intensify this preference  While the 
current circumstances are not yet 
offering a once in a generation “sea 
change” opportunity, the potential is 
building for a significant bull market in 
stocks if the four “E’s” provide positive 
developments. 

For our large capitalization direct 
portfolios, we have utilized recent 
volatility to reformulate sector exposure.  
The portfolio is well positioned for 
economic stability and future growth. 
We expect the choppy market activity to 
continue with an upward bias based 
upon improving economic activity.    

Our high quality fixed income portfolio 
is positioned defensively as interest rates 
have fallen to 60-year lows.  Any signs of 
improvement in Europe, earnings and 
employment trends could cause interest 
rates to rise which would create a 
negative liquidity effect as cash exits 
bond funds. The current environment 
offers more challenges to find value and 
yield; as a result, a short duration and 
liquid posture are being maintained.   

Our Managed Balance portfolios are 
maintaining an above average exposure 
to stocks, as valuations and relative 
attractiveness favor equities over bonds.  
Emerging market equities have been 
increased at the expense of reduced 
exposure to developed international 
economies. 

 
Historical Market Performance for the Periods Ended 12/31/11 

Close Quarter-to-Date One Year Three Year Five Year Ten Year
Dow Jones Industrials 12217.56 12.8 8.4 14.9 2.4 4.6 
S&P 500 1257.60 11.8 2.1 14.1 (0.3) 2.9 
S&P MidCap 400 879.16 13.0 (1.7) 19.6 3.3 7.0 
S&P SmallCap 600 415.07 17.2 1.0 17.0 1.9 7.1 
NASDAQ Composite 2605.15 8.2 (0.8) 19.3 2.3 5.1 
Russell 2000 740.92 15.5 (4.2) 15.6 0.2 5.6 
MSCI EAFE 1412.55 3.3 (12.1) 7.7 (4.7) 4.7 
MSCI Emerging Markets 916.39 4.4 (18.4) 20.1 2.4 13.9 
Barclays US Aggregate 1.1 7.8 6.8 6.5 5.8 
Barclays 1-3 yr US Treasury 0.2 1.6 1.6 3.7 3.3 
Barclays Intermediate Gov/Credit 0.8 5.8 5.7 5.9 5.2 
Source: DJ, S&P, Nasdaq, MSCI, and ishares

Total Return (%) Annualized Total Return (%)



 
Arcataur Capital Management LLC 

A Registered Investment Advisor 

 
Page 5 
Volume 2011, Issue 4 

Appendix:  Disclosure Information Regarding Composite Performance 
General 

Arcataur Capital Management LLC is a registered/licensed investment adviser.  Arcataur has prepared this report.  The information in 
this report has been developed internally and/or obtained from sources which Arcataur believes are reliable;  however, Arcataur does not 
guarantee the accuracy, adequacy or completeness of such information nor do we guarantee the appropriateness of any strategy referred 
to for any particular investor.  Index information has been taken from public sources.  Past performance is not indicative of future results, 
as investment returns will vary from time to time depending upon market conditions and the composition of the composite portfolio.  
Returns for individual investors will vary based on factors such as the account type, market value, cash flows and fees. 
Calculation Methodology 

Arcataur has generally prepared these composites in substantial compliance with the Performance Presentation Standards of the 
Association for Investment Management and Research (AIMR-PPStm) in the calculation and presentation of investment performance 
composites, with one notable exception relating to the treatment of cash:  cash is not included in the performance calculations for the 
Arcataur Large Capitalization Equity Portfolio Composite or the Arcataur Investment Grade Fixed Income Composite;  Arcataur also 
does not allocate cash in the Arcataur Managed Balance Portfolio Composite to the equity or fixed income components when calculating 
performance for those components.  Cash is, however, included in the overall performance calculation for the Arcataur Managed Balance 
Portfolio Composite.  AIMR has not been involved in the preparation or review of this report.  Arcataur is not claiming AIMR 
compliance. 
The composites reflect dollar-weighted returns of individual accounts.  Arcataur uses the AIMR recommended time-weighted internal 
rate of return formula (i.e., returns that include reinvested dividends and other income) to calculate performance for the accounts 
included in the composite.  Individual account returns are calculated on a time-weighted basis, linked monthly, and include reinvestment 
of dividends and other such earnings.  Total return (return) is defined as the percentage change in market value (including interest and 
dividend income) adjusted for any client-directed cash flows.   A time-weighted, monthly-linked method is used to calculate composite 
calendar quarter returns.  Quarterly returns, rounded to two decimal places, are geometrically-linked to calculate annual, cumulative and 
annualized returns.  No leverage or derivatives have been used.  Accounts are added to the composites when at least 70% of the account’s 
value is invested in accordance with the client’s investment plan and in accordance with the investment style chosen for the account.  
Terminated accounts are maintained in composites through the last full month assets are managed.  Arcataur uses the accrual basis of 
accounting for the presentation of performance results, with the exception of the treatment of dividends - dividends are recorded when 
received.  Portfolio return calculations and portfolio valuations are based on trade date settlement. (cont.) 
 

Arcataur Composite Investment Performance for the 
Three Months, Twelve Months and Three Years Ended December 31, 2011 

*Total Equity is not an actual composite portfolio;  rather, Total Equity represents a  weighted average return of the Large Cap, Small Cap and International composites, and 
is only shown as an indication of potential overall equity performance.  Total Equity does not represent any actual portfolio because it is made up of a weighted average 
return of all equity classes. 

Arcataur Composite 
Portfolio

3 Months 12 Months 3 Years Ann.

Large Cap Equity 11.37% 0.59% 12.51%
Benchmarks

Lipper Large Cap Core 11.04% -0.67% 12.72%
S&P 500 11.82% 2.11% 14.11%
S&P 100 11.89% 3.18% 12.39%

Total Return

12/31/2011

Arcataur Composite 
Portfolio

3 Months 12 Months 3 Years Ann.

Fixed Income 0.93% 4.53% 6.05%
Benchmarks

Citi BIG 1-5 (T/G/C) 0.43% 3.06% 3.94%
Citi BIG (T/G/C) 1.16% 8.59% 6.60%
Lipper Bond MF Avg. 1.91% 4.61% 9.88%

Total Return

12/31/2011 Arcataur Composite 
Portfolio

3 Months 12 Months 3 Years Ann.

Managed Balance 8.37% -0.09% 10.43%
Benchmark

60/40 custom index 3.39% 1.65% 9.58%
Lipper Balanced 6.49% 0.02% 11.30%

Total Return

12/31/2011

Arcataur Composite 
Portfolio

3 Months 12 Months 3 Years Ann.

Small Cap Equity 16.94% 0.26% 16.53%
International Equity 5.72% -14.44% 7.62%
Total Equity* 11.97% -1.56% 13.05%

Benchmarks
Lipper Small Cap Core 15.15% -3.41% 16.74%
S&P 600 17.17% 1.02% 17.01%
EAFE 3.33% -12.14% 7.65%
S&P 500 11.82% 2.11% 14.11%

Total Return

12/31/2011
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Appendix:  Disclosure Information Regarding Composite Performance (cont.) 

This Newsletter is for informational purposes only, and is meant for one-on-one discussions between Arcataur Capital Management LLC and its clients 
and prospects.  Past performance is no guarantee of future results.  There is no guarantee that the views and opinions expressed in this Newsletter will 
come to pass.  Investors should not rely solely on the information contained in this Newsletter in making an investment decision, nor is the information 
in this Newsletter intended to be personalized investment advice.  Investors should consult with their own investment advisers regarding their 
individual investment programs.  Even though Arcataur Capital Management LLC uses its best efforts to compile its data from reliable sources, 
Arcataur does not warrant the accuracy, completeness or timeliness of any of the information it provides.  The material in this Newsletter may include 
forward looking statements based on Arcataur’s experience and expectations about the securities markets and the methods by which Arcataur expects 
to invest in those markets. Arcataur disclaims any intent or obligation to update these statements.  The forward looking statements are not guarantees 
of future performance and are subject to many risks, uncertainties and assumptions that are difficult to predict.  Moreover, there is no assurance that 
any projections, predictions, forward-looking statements or forecasts of investment performance will be realized.  Prospective clients should carefully 
consider those risks, in addition to other information, before deciding whether to invest in securities.  Actual investment returns could differ materially 
and adversely from those expressed or implied in any forward looking statements.  Prospective clients must conduct their own investigations of the 
merits and risks of an investment in securities. 

Copyright © 2011, Arcataur Capital Management LLC.  All rights reserved.  This material is proprietary and may not be reproduced, transferred or 
distributed in any form without prior written permission. 

Composites 

The Arcataur Large Capitalization Equity Composite consists of  portions of all client accounts invested in accordance with the Arcataur Large 
Capitalization Equity Portfolio strategy (including ETF’s). 

The Arcataur Small Capitalization Composite consists of portions of all client accounts invested in small capitalization equity securities (including ETF’s). 

The Arcataur International Composite consists of portions of all client accounts invested in international securities (including ETF’s). 

The Arcataur Investment Grade Fixed Income Composite consists of portions of all client accounts invested in accordance with the Arcataur 
Investment Grade Fixed Income strategy. 

The Arcataur Managed Balance Composite consists of portions of all client accounts invested in accordance with the Arcataur Managed Balance strategy. 

Mutual fund holdings are not included in composite results.  Exchange traded funds are included in composite results.  Mutual fund holdings 
typically are “unmanaged assets” and, therefore, are not included in composite results.  Exchange traded funds are designated as “managed 
assets” and, therefore, are included in the composite results. 

Fees 

Performance figures that are “net” of fees take into account investment advisory fees and any brokerage fees or commissions that have been 
deducted from the account.  Performance figures that are “gross” of fees do not take into account investment advisory fees or transaction costs.  
For “gross” performance figures, actual returns will be reduced by expenses that may include management fees and transaction costs.  A client’s 
return is reduced by investment advisory fees and commissions, and any other expenses (such as custodial fees) that it incurs relative to its 
investment advisory account.  Performance figures do not take into account federal or state income taxes.  Arcataur’s investment management 
fee schedule is included in Part II of the Form ADV. The Arcataur Large Cap, the Arcataur Small Cap, the Arcataur International,  the Arcataur 
Investment Grade Fixed Income and the Arcataur Managed composites are net of fees.  The S&P 500® Index, S&P® 100 Index, S&P 600® 
Index, the EAFE®  index, the Citigroup Broad Investment Grade Index (T/G/C), and the Citigroup Broad Investment Grade Index  
(T/G/C)(1-5 Years) are gross of fees;  the Lipper Large Cap Core, Small Cap Core, Balanced Fund and Bond Fund Averages are net of fees. 

Indices and Benchmark Funds 

The Indices and Benchmark Funds are referred to for comparative purposes only and are not necessarily intended to parallel the risk or 
investment approach of the accounts included in the composites.  Arcataur believes that the Indices and Benchmark Funds selected for 
comparative purposes are appropriate measures given the investment approach.  However, the investment portfolios underlying the indices are 
different from the investment portfolios managed by Arcataur.  The Indices and Benchmark Funds shown are unmanaged, and investors may 
not invest directly in them.  The Indices and Benchmark Funds are considered to be generally representative, in terms of risk and exposure, of 
the various components as follows:   
 Arcataur Large Capitalization Equity Portfolio - the S&P 500® Index, the S&P 100® Index and Lipper Large-Cap Core Average 

 Arcataur Investment Grade Fixed Income Portfolio - the Citigroup Broad Investment Grade Index (T/G/C) and (1-5 Years) and the 
 Lipper Bond Mutual Fund Average 

 Arcataur Managed Balance Portfolio - Lipper Balanced Fund Average 

 If a client’s portfolio contains small cap exposure, the small cap performance is measured against the S&P 600® Index and Lipper 
 Small Cap Core Average.  If a client’s portfolio contains international exposure, the performance is measured against the EAFE index. 

With the exception of the Lipper Balanced Fund Average, the Lipper Large Cap Core Average, the Lipper Bond Mutual Fund Average and the 
Lipper Small Cap Core Average, indices and benchmark funds shown reflect the reinvestment of dividends and other earnings, but do not 
include transaction costs, management fees or other expenses of investing.  For further information concerning the Index and Fund 
Benchmarks, ask to see Arcataur’s Benchmark Descriptions. 


