
 
Dear Friends of the Firm,  January 2013
 
2012 was a great surprise for many.  Daily headlines of financial disarray in Europe, the buildup 
to the Presidential election, and the final hours of the Fiscal Cliff drama, made for a year’s worth 
of good TV and a great deal of worry for the markets.  With such news on the airwaves, many 
investors elected to stay on the sidelines.  In hindsight, such risk aversion was the wrong path as 
the performance of global equity markets beat all estimates.  For the year, the domestic market as 
measured by the S&P 500 was up 16.0%, and the global markets as measured by the MSCI 
EAFE and the MSCI Emerging Market indexes were up 17.9% and 18.6% respectively.  Both 
the Chinese and Japanese stock markets put in exceptional performances and exceeded these 
international benchmarks.  Warren Buffett’s sage advice of “being fearful when others are 
greedy” and “greedy when others are fearful” was, as ever, a useful lesson.   
 
So 2012 was surprisingly good but what are the prospects for the New Year? For some time we 
have believed that, the global economy should be viewed through three distinct lenses when 
evaluating opportunity and avoiding false promise: consumers, corporations and governments.  
More than any other group, governments dominated the news last year.  These “governments” 
included not only our Federal Government, but also the many state and local governments within 
the U.S. as well as sovereign states overseas.  And of course, the big issues were the amount of 
debt and fiscal irresponsibility facing governments worldwide.  Much of the attention centered 
on Greece, Ireland, Spain, and Italy, and the many ripple effects their problems could have for 
the global economy.  More recently, the U.S. government’s ballooning dependency on debt has 
generated louder and louder voices of concern.  The deleveraging of sovereign states will 
continue to be a slow, newsworthy process filled with fits and starts, and much work remains, 
especially as it concerns the U.S. government.  Investors should be weary of the risks embedded 
in historically low U.S. bond yields. 
 
The other two major drivers of economic growth, consumers and corporations, have much more 
promising stories to tell. The evidence of where each stood was decidedly better in 2012, and 
their outlook for 2013 is positive.  U.S. consumers continue to rebuild their balance sheets as 
they recover from the consequences of limitless availability of credit during the subprime era. 
This improvement is reflected in lower credit card delinquencies and the general recovery of the 
nation’s housing market.  Low interest rates have attracted home buyers; our nation’s builders 
are once again getting construction loans for new homes; and prices for multi-family apartments 
in certain sub-markets have experienced high single and low double-digit growth.  Moreover, 
consumer confidence and consumer sentiment figures show healthy improvements.   
 
Corporate America further strengthened its balance sheet either by stock piling cash or using the 
record low interest rates in the corporate bond market to refinance debt.  Even companies whose 
debt is viewed as “junk” have been able to reduce their debt costs significantly.  The stronger 
balance sheets of consumers and corporations should set the stage for continued economic 
improvement in 2013.  One can only wonder about the impact on the markets if governments can 
get their fiscal challenges under control. 
 



 
 
An important story that did not generate as many headlines related to the actions of the Federal 
Reserve.  With U.S. unemployment stuck at an elevated level the Fed decided to use its power to 
stimulate job growth.  In December, the Fed announced its intent to leave short-term interest 
rates unchanged until the unemployment rate has fallen to 6.5%.  Throughout the year, the Fed 
continued to be the largest buyer of U.S. treasury and mortgage debt through its “Operation 
Twist” program.  The resulting interest rates have enabled borrowers, whether they are 
corporations, consumers or governments, to borrow or refinance debt at historically low levels.   
 
While Fed policies have served borrowers well, lower interest rates have adversely affected 
investors looking for income.  Many investors were forced to seek yield in places they had never 
ventured before.  Some eschewed bank CDs for corporate and junk bonds.  Others sought 
income in equity products like dividend paying stocks, master limited partnerships (MLPs), and 
REITs.  The attached chart illustrates one example of the search for higher yield – the flow of 
funds into high yield bonds. 
 

 
 
Last year demonstrated a couple of aspects of real life investing. First, media headlines do not 
always move markets, but they can distract investors from a long-term focus.  Second, patient 
investors are usually rewarded for sticking to a clear and well-constructed plan. 2013 will be 
challenging. For example, with interest rates at such historic lows finding suitable income and 
growth investment opportunities in both the public and private domains will require creativity 
and judgment. Our commitment continues to be to manage your assets with discipline and care in 
the context of today’s economic environment.  
 
As always, we thank you for the opportunity to serve you and wish you and your family a happy, 
healthy and successful New Year. 
 

 


