
 
Dear Friends of the Firm,  July 2013
 
For much of the last year the media published an endless stream of news that was worrisome to investors.  It 
started with the fiscal challenges of Europe and its banking crisis.  In the fall, the U.S. elections worked 
investors into a sweat and polarized views on how our country should resolve its fiscal imbalances and 
growing debt burden.  Close on the heels of the election was the dreaded “fiscal cliff” and the abrupt 
reduction of government spending that would impair our recovering economy.   
 
During this period of gloom there were some shining stars of hope, and the brightest of all was the 
tremendous stimulus provided by the world’s monetary authorities, and especially our own Federal Reserve.  
Savvy investors made sure this beacon of light held their ships steady in nervous and uncertain times.  In 
fact, such investors were rewarded by the resilience of the stock market, and its ability to look through the 
pessimistic headlines as prices soared.  From last November through June 28, the S&P 500 Index has 
increased 18.9%.   
 
Below is a chart showing the correlation between U.S. stock prices and long-term interest rates, during the 
Fed’s orchestrated Quantitative Easing (QE) programs.   
 

 
 

The chart shows that there are strong grounds to believe that QE programs have been a powerful driver of 
the recovery in equity prices. Despite this, or maybe partly because of it, the Fed announced on June 19 its 
plan to taper back its current QE program in the near future.  Many investors ran for cover given that this 



announcement was the first sign that the Fed might change its monetary policy.  Consequently, in June the 
U.S. stock market, as measured by the S&P 500 Index, recorded its first monthly loss of -1.3% since 
October 2012.   For the period ending June 30, the S&P returned 2.9% for the quarter and 13.8% for the 
first six months.  Markets around the world did not perform as well, with the MSCI EAFE Index and 
Emerging Markets Indexes returning 4.1% and -9.6% for the first six months. 
 
The notification from the Federal Reserve of its intention to “pull the punch bowl” by slowing QE means 
that this is a time for some reflection.  The prices of many investment asset classes have risen 
significantly, making future investment decisions more challenging, or at least ridden with greater degrees 
of risk.  In particular, stock market multiples are higher and above the long-term average, yet far from 
where they were in the frothy late 90s.  Retail investors, seeking yield, have flooded into high dividend 
paying stocks and consequently have driven up their valuations.  Private real estate prices are much 
improved across all sectors causing many informed investors to be more cautious about their next 
purchases.  In the past few weeks, government and corporate bond yields have risen sharply in response to 
the Fed’s statements.  Since June 1, 2012, the ten-year treasury yield has increased from an intra-day low 
of 1.44% to a recent high of 2.73%.  As you know, for some time we have cautioned about the risk 
embedded in bond prices.  Interest sensitive stocks like utilities and REITs have declined over 10% from 
their recent May 2013 highs.   Nevertheless, we believe the environment will remain one of slow growth 
for the time being and we continue to seek out high quality assets with attractive yields. 
 
Yet, while much attention has been given to the Federal Reserve’s newest stance, it is important to realize 
three things about the present monetary conditions.  First, monetary conditions worldwide still remain 
substantially loose.  While the U.S. authorities have outlined their plans on tapering their QE program, 
central banks elsewhere continue to flood the global monetary system with liquidity.  In particular, the 
Bank of Japan’s monetary base has been aggressively accelerating since 2012.  Credit remains cheap and 
easy for many.  In fact, some pundits point out that the stimulus provided by the Japanese will overcome 
and exceed the slowing U.S. stimulus.  Only in the euro-zone is the monetary base shrinking.  Second, the 
Fed’s plans on tapering are contingent on the continuing recovery of the U.S. economy and particularly 
further improvement in the labor market. Third, despite the recent volatility, intermediate and long-term 
bond yields are, on the whole, still substantially lower than they were in early 2012.  In addition, 
interbank rates are historically low by standards going back many centuries in countries like the U.S., the 
U.K., Switzerland and the Netherlands.   
 
We remain committed to our long-term investment disciplines given the underlying fundamentals of the 
economic recovery, and the well-diversified nature of our investment platform. 
 
As always, we welcome your thoughts, and appreciate the confidence you have placed in our team in 
helping manage your financial world. 
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