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Faith or Greed
It is hard for investors to describe 2008 without using adjectives such as vicious and unprecedented. It
was the worst year for U.S. stocks since 1931 as the S&P 500 declined by 37%. Foreign stocks fared even
worse declining by 43%. Even the normally staid municipal bonds produced negative returns.
Amongst the numerous surprises of the year were two events that I did not expect to see during my
lifetime. The first was the fact that interest rates became negative. For a brief period on December 9th,
2008, investors were willing to accept a certain negative return in order to be given the “privilege” of
lending Uncle Sam money by buying its three-month Treasury bills. That, in my opinion, is the ultimate
peak of risk aversion!
The second noteworthy event was that the dividend yield on stocks exceeded government bond yields
again after a lapse of 46 years as shown below.
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During the first half of the 20th century dividend yields on stocks were routinely higher than yields on
government bonds. Investors’ reasoning was that they should be compensated for the higher risk of

stocks relative to bonds, and one way to achieve that was to require a dividend yield on stocks that was
higher than the yield on bonds. That line of thinking ignored the fact that, unlike bonds, stocks have
capital appreciation potential because companies typically reinvest a portion of their earnings instead of
paying out all the earnings as dividends. As the reinvested earnings earn additional income it increases
the value of companies and their stocks.
Over time investors came to appreciate the value of reinvested earnings. They accepted lower dividend
yields from stocks and these yields became perennially lower than Treasury bond yields. However, all
that changed in 2008. Deeply concerned about risk, investors piled into the U.S. Treasuries as the only
asset class they considered riskless. In doing so, they drove the prices of U.S. Treasuries higher, and their
yields lower to the point that Treasury yields are now less than dividend yields on stocks.
One implication of this phenomenon is that investors are assigning zero value (in fact, negative value) to
companies’ earnings that are being reinvested. Another way of making the same observation is that the
capital appreciation potential of stocks can be bought “free” right now provided companies are able to
survive the downturn and maintain their dividends. An alternative explanation of this phenomenon is
that investors expect dividend yields to decline as earnings decline in the current economic downturn.
It is well understood that companies’ earnings will decline further in 2009 after having already declined
by about 25% in 2008. However, the valuation of stocks will not necessarily follow suit. This is because
investors typically take into account normalized, long-term earnings in valuing stocks. Any decline in
earnings that is considered temporary or short-term in nature does not (or at least should not) affect the
value of stocks. This is illustrated with the help of an example below.
Assume Acme Electricals earns on average $1.00 per share per year. Its earnings pattern is cyclical such
that it earns $1.00 in Year 1, $0.50 in Year 2 and $1.50 in Year 3. Let us assume that the market assigns a
P/E ratio of 12x to cyclical companies like Acme implying that its stock on average trades at $12 per
share ($1.00 multiplied by 12x). If investors remain confident through thick and thin that the cyclical
pattern of earnings would revolve around the average of $1.00 per share, then they would assign a value
of $12 to the stock at all times. That would imply that when earnings of the Company trough at $0.50 in
Year 2, the P/E ratio of the stock would be 24x (i.e., $12 divided by $0.50) and in Year 3 the P/E ratio
would be 8x.
As earnings of U.S. companies decline further in 2009, investors will have a choice to make. Either they
will say the earning decline is temporary in which case stock prices will not follow earnings down; or
investors could say that the earnings decline is permanent, in which case stock prices will likely decline
further.
We certainly do not have a crystal ball to tell us how 2009 will turn out. But one thing is clear -- when
the dividend yield on stocks exceeds government bond yields, a lot of the bad news is already reflected
in stock prices. However, a large enough group of investors would need to show faith (or greed) for
depressed prices to be converted into future investment profits. There is no sign of either trait in the
marketplace yet!

Investment Returns
The returns of our three main products are summarized below and a discussion of our investment
strategy follows in the next section.

High Pointe Capital Management
Investment Performance (Net of Fees)1
For Periods Ending December 31, 2008

One
Quarter

One
Year

Five
Years
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Years

Since
Inception2

Large Cap Value
Russell 1000 Value Index

-17.8%
-22.2%

-33.7%
-36.9%

-5.1%
-0.8%

6.5%
1.4%

6.5%
2.6%

Large Cap Growth
Russell 1000 Growth Index

-23.3%
-22.8%

-34.9%
-38.4%

-4.0%
-3.4%

N/A
N/A

3.4%
-5.2%

Small Cap
Russell 2000 Index

-22.4%
-26.1%

-34.2%
-33.8%

-3.5%
-0.9%

4.9%
3.0%

4.9%
2.5%

1Performance

for the latest quarter is preliminary and subject to change
Large Cap Value - January 1, 1998; Large Cap Growth – August 1, 1999; Small Cap – January 1, 1998.

2Inception Dates:

Performance results are shown net of management fee, and are based on composites of all fee-paying, fully-discretionary accounts.
Returns for the periods presented are time-weighted. Results shown include the reinvestment of dividends, capital gains and other
earnings. The currency used to express performance is U.S. dollars. High Pointe’s fee schedules are disclosed in Part II of the
firm’s Form ADV. All fully discretionary, fee-paying accounts have are included in at least one composite, and no accounts have
been terminated since the inception of each of the composites. No alterations of the composites as presented in this report have
occurred because of changes in personnel or for any other reasons at any time. The composite results portrayed during the period
are compared to the performance of their respective indices because the securities purchased for each of the composites are most
closely aligned with the securities comprising these indices.
High Pointe Capital Management, LLC has prepared and presented this report in compliance with the Global Investment
Performance Standards (GIPS®). A complete list of firm composites and performance results is available upon request. The CFA
Institute has not been involved with the preparation or review of this report. Returns represent past performance and are not
indicative of future results. Investment may result in the loss of principal.
The unmanaged Russell 1000 Value Index measures the performance of those securities in the Russell 1000 Index having lower
price-to-book ratios and lower forecasted growth values. The unmanaged Russell 1000 Growth Index measures the performance
of those securities in the Russell 1000 Index having higher price-to-book ratios and higher forecasted growth values. The
unmanaged Russell 1000 Index is comprised of 1,000 of the largest capitalized companies that are traded in the United States.
The unmanaged Russell 2000 Index measures the performance of the 2,000 smallest companies in the Russell 3000 Index. The
Russell 3000 Index is comprised of the 3,000 largest U.S. companies based on total market capitalization.
These indices do not reflect fees and expenses associated with the active management of separate account portfolios.

Investment Strategy
Large Cap Value
High Pointe’s Large Cap Value strategy produced a return of -17.8% during the fourth quarter,
outperforming the Russell 1000 Value Index by 4.4% for the quarter, and by 3.2% for the year. Positive
stock selection in the consumer discretionary and financial sectors added the most value. In particular,
our holdings in the education services, media, and asset management industries performed well during
the quarter. Weak stock selection in the energy sector held the portfolios back to some extent.

For several quarters now, we have been underweight in the financial sector given the current risks
inherent in the banking industry. We continue to be concerned about the banking sector and therefore
have no exposure to it. However, other areas of the financial sector (e.g. asset management and property
& casualty insurance) are now offering low valuations and they do not have the balance sheet risks
facing the banks. Therefore, we have taken significant positions in these industries and in doing so
almost eliminated our underweighting to financial stocks relative to the index.
During the quarter we also invested in the alcoholic beverages and media industries with proceeds
coming from our sale of education services, retail, and specialty chemical investments.

Large Cap Growth
High Pointe’s Large Cap Growth strategy produced a return of -23.3%, lagging the Russell 1000
Growth Index by 0.5% for the quarter, but finished the year outperforming the index by 3.5%. Stock
selection was positive during the quarter with our investments in education services and branded
pharmaceuticals adding the most value. Sector selection was mixed with an overweight to health care
adding value and an underweight in consumer staples detracting value.
During the quarter we reduced our health care and industrial sector exposure and increased our
investments in financials (in particular, asset management industry) and agricultural seeds industries. We
also repositioned our investments within the technology sector, replacing our software and hardware
positions with leadership position in internet software, communications equipment and data processing
industries.

Small Cap
High Pointe’s Small Cap strategy produced a return of -22.4%, outperforming its benchmark, the
Russell 2000 Index, by 3.7% for the quarter, and finishing the year lagging the index by 0.4%. Strong
stock selection in the consumer discretionary sector added the most value during the quarter. Our
investments in education services and rent-to-own industries performed well relative to the market. An
overweight to the energy sector offset some of the gains for the quarter.
During the quarter we increased our allocation to the financial sector and correspondingly decreased
industrials and materials. We have been underweight in the financial sector for a significant period of
time. Similar to our Large Cap Value product, we were able to find value in the financial sector by
investing in the asset management industry which does not have the same degree of balance sheet risk as
the banking industry. These investments in the asset management industry, as well as in the property
and casualty insurance industry, have eliminated our underweighting in financial stocks relative to the
index.
*****
We are pleased with the upturn in our performance. Although early, we are happy to note that 2009 is
off to a torrid start for us. We look forward to reporting our first quarter results to you in April.
Thank you for the opportunity to manage your assets. Please call me if you have questions about our
investment strategy.

