Investment Outlook and Review
U.S. stocks posted an astonishing 10.6% gain in the
first quarter of 2013. A 10.6% gain in one quarter!
U.S. stocks beat both developed international stocks—
which overcame ongoing issues in Europe to return
3.8%—and emerging-markets’ stocks, which lost
3.5%. Meanwhile, the broad bond-market benchmark,
Vanguard Total Bond Market, was nearly flat.
Supported by an accommodative Federal Reserve,
U.S. economic fundamentals have continued to
grudgingly improve. Unemployment is slowly falling, home prices have been
rising, and corporate earnings and profitability are
near record highs. Fed actions have also continued to
support—and drive—strong
U.S. stock market gains.
The American Institute for
Economic Research recently reported that “businesscycle conditions paint a picture of a steady recovery
that is likely to continue.”
Looking ahead, significant
uncertainty
surrounds
fiscal and monetary policy
in terms of what policies
will be adopted and their
ultimate economic and financial market impacts. More broadly, still-high global
debt levels pose economic difficulties.
We continue to find emerging-markets stocks attractive, both relative to U.S. stocks and in absolute
terms.
Most parts of the bond market offer paltry longerterm return potential particularly given our expectation for rising rates over the next five-years. We continue to favor flexible, diversified, and actively managed bond funds.
Inflation seems poised to accelerate. With the money
supply ballooning, everyday prices rising faster than
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CPI, and the bond market showing signs of expected
increase in inflation, there is obvious upward pressure
on prices that will likely accelerate into the future.
However, there are no signs of runaway inflation.
What Now for U.S. Stocks?
With U.S. stocks hitting new highs, we are naturally
getting two questions from clients:
1. With stocks up so much, shouldn’t we reduce our
exposure (to lock in gains,
given all of the big picture
risks)?
2. With stocks up so
much, shouldn’t we increase our exposure (since
the economy must be
much better than people
expected)?
There are two facts that
must be considered prior
to answering these questions. First, expected returns are lower after the
market has climbed. This
supports reducing equity
exposure. However, the
second fact is that no one
knows how long the rise
will continue. Even if this
were to continue as a period of “irrational exuberance”, the market can remain
irrational much longer than most investors can remain disciplined. Because there is an unusually wide
range of possible outcomes for economic fundamentals
and hence the market, it is even riskier than ever to attempt to outguess the market.
A wise man once said, running inside a moving bus
won’t get you to your destination any quicker.
So, what do you do? Accept that you can’t consistently
time your equity exposure. Rebalance. Dollar-CostAverage (new money into the market). Diversify.
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Investment Outlook & Review ~ continued
Uncertainty with Government Policy
A major contributor to the uncertainty we face in today’s environment surrounds government policy, both
fiscal and monetary, specifically what policies will be
adopted as well as their ultimate economic and financial
market impacts.
With respect to fiscal pol- icy, in the first quarter, the
markets digested the sequester’s spending cuts
without much drama. But
the sequester’s impact
(estimated at around a
0.6% hit to GDP growth
in 2013) is small potatoes
compared to the debt and
fiscal policy challenges
that still confront the nation. Although we would
agree that there is not an
immediate federal budget
deficit crisis, and that
there is a real risk of
snuffing out what remains
a weak economic recovery with too much nearterm fiscal austerity, there
is clearly a debt/deficit
crisis. This calls for a
strong and credible longer
-term fiscal policy response, and the sooner the better.
We won’t hold our breath. It may yet take a crisis to
create the political will necessary to implement meaningful structural fiscal changes.
On the monetary policy side, there is more clarity. The
leadership of the Federal Reserve continue to be very
vocal in stating that the Fed is not close to starting to
unwind their stimulative policies, which involve purchasing $85 billion per month of Treasury bonds and
mortgage-backed securities (i.e., quantitative easing)
and holding the federal funds’ policy rate near zero percent. But there is significant uncertainty as to the medium- to longer-term ramifications and unintended consequences of these policies.
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Housing. The housing market is strengthening, although mortgage lending to households remains tight,
and household wealth is growing, driven by stock market and housing price gains—a key goal of the Fed.
Update on Bond Markets. The big-picture bottom-line
is that the fixed-income marketplace, particularly the
highest quality parts, con- tinues to offer paltry
longer-term returns given
our expectation for rising
interest rates. Most areas
of fixed-income are trading at historically elevated prices, and yield levels
are at or near historic
lows.
What this means in terms
of our fixed-income positioning is that our balanced portfolios remain
underweight to core investment-grade
bond
funds. In their place we
have large allocations to
flexible, global, and inflation-protected bond funds
that we expect to outperform the core bond index
(and core bond funds).
Concluding Comments
Investing is a marathon, not a sprint. The key is to
maintain discipline. It is easier to see the longer-term
with far greater confidence, and invest accordingly, but
realizing this demands the discipline to ignore inevitable shorter term gyrations that are impossible to predict
with consistency. Succumbing to the temptation to jump
into “what’s working” based on a recent run of outperformance is a path to disappointment and subpar longterm investment results.
As always, we will continue to work our hardest to
make the best investment decisions we can on your behalf.
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