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Highlights 
 

• During 3Q global economic data deteriorated, yet higher risk financial assets performed well.  The ECB 
came out forcefully in support of the Euro and the Fed initiated QE3.  Credit markets continued to 
receive inflows, and our portfolios benefited from proper positioning in these markets; 

• We think global economic growth will slow over the next 6 to 12 months.  With fiscal levers constrained 
in most developed economies, monetary authorities will likely continue to ease; 

• Will additional Fed quantitative easing help the economy or have the diminishing returns of monetary 
policy begun to distort capital allocation and risk taking? 

 
Markets 
   

       Returns (%) 
 
GIA* 

Average 
Quality 

 
3Q12 

 
12  Months 

Global High Yield Composite (BB-) 5.06 19.18 
Core Plus Composite (A) 3.20 10.64 
Core Composite 
*Returns are net of fees 

(A+) 3.05 9.02 

    
Benchmark Bonds    
Barclay’s U.S. Aggregate Index (AA+) 1.58 5.16 

Treasury (AAA)  0.57 2.99 
Credit (A) 3.54 10.09 
Mortgage (AAA) 1.14 3.74 
Government/Credit (AA+) 1.73 5.66 

    
BoA Merrill U.S. Corps & Yankees (A)   3.76  10.37 
BoA Merrill Corporate Master (A-) 3.98 10.98 
BoA Merrill High Yield (B+) 4.58 18.82 
JPM Emerging Markets EMBI+ (BB+) 6.94 20.34 
JPM CEMBI Broad (BBB) 4.92 17.29 
JPM GBI-EM Global Diversified (BBB+) 4.80 12.66 
Citi Non-U.S. World Govt. Bonds (AA)  3.98 3.46 
    
Benchmark Equities    
S&P 500 NA 5.76 27.33 
Nasdaq Composite NA 6.17  29.02 
Russell 2000 NA 4.88 30.01 
MSCI EAFE NA 6.14 10.01 

Europe NA  8.13 13.27 
Japan NA -1.84 -3.96 

MSCI Emerging Markets Equity NA 6.97 13.88 
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Markets 
 
Despite deterioration in economic data globally, the “risk on” trade prevailed during the third quarter as central banks and 
government authorities came to the rescue.  The Federal Reserve initiated QE3, the European Central Bank committed 
forcefully to defend the Euro and help struggling members, various central banks around the world added stimulus, and 
the Chinese started new spending programs.  Supported by the central banks, the S&P 500 returned 5.76%, European 
stocks rose 8.13%, emerging market equities returned 6.97%, credit spreads narrowed, and higher risk markets generally 
outperformed.  U.S. treasuries returned a paltry 0.57% for the quarter, reflecting already low yields and investors moving 
to higher risk assets.  Finally, the Fed’s actions, combined with the European Central Bank’s resolve, led the US dollar to 
weaken against the Euro and various other currencies.  
 
After a mixed second quarter, the high yield market rallied with little interruption during the third.  A combination of strong 
funds flow, limited defaults, and supportive monetary policy pushed the market to a record low yield of 6.20% in 
September and helped spreads compress by 65 basis points.  The Bank of America Merrill Lynch (BACML) High Yield 
Cash Pay Index (J0A0) was up 4.58% for the quarter and 11.91% year-to-date.  Spreads narrowed from 625 b.p. to 560 
b.p., and the yield declined from 7.19% to 6.47%.  Except for the final week, fund flows were positive every week of the 
quarter and totaled $12.3 billion, bringing year-to-date flows to $33.7 billion.  Notably, 80% of September’s flows were into 
ETFs rather than into actively managed funds, a trend that bears watching as spreads tighten.  The default rate 
decreased to 1.83% in September from 2.16% in June, reflective of accommodative refinancing terms.  New issuance hit 
a monthly record in September with $47.5 billion and the second highest quarter on record ($101.6 billion) behind the first 
quarter of 2012.  Year-to-date new issuance of $263.4 billion already surpassed last year’s total of $245.6 billion. 
 
The Bank of America Merrill Lynch U.S. Corporate Index (C0A0) returned 3.98% for the quarter outperforming the U.S. 
treasury index which returned 0.57%.  Year-to-date investment grade corporate bonds outperformed treasuries, returning 
9.05% compared to 2.26%.  The 10-year U.S. treasury rate was unchanged during the quarter (1.63%), despite favorable 
actions from the Fed.  Spreads narrowed by 47 basis points to 168 bps for the quarter, bringing the yield of the index from 
3.35% to 2.84%.  The pace of issuance accelerated after a second quarter lull to $257.3 billion for the quarter and $815 
billion year-to-date.   
 
Like other risk assets, emerging markets enjoyed excellent performance during the third quarter.  Economic news 
worsened in China, Brazil, and other countries, yet money continued to flow into the sector.  The JPM Emerging Markets 
Bond Index Plus (EMBI+) returned 6.94%, the Corporate Emerging Markets Bond Index Broad (CEMBI Broad) returned 
4.92%, and the GBI-EM Global Diversified (local currency markets) index returned 4.80%.  Year-to-date performance was 
14.33%, 12.03%, and 12.12% respectively.  In the corporate space investment grade bonds returned 4.47% while high 
yield corporates returned 6.26% for the quarter.  Year-to-date funds in excess of $60 billion flowed into emerging market 
bonds which helped accommodate issuance of $233.9 billion across countries and currencies.   
 
 
Portfolios 
  
Our Global High Yield Composite consists of portfolios investing primarily in U.S. high yield, higher yielding investment 
grade credit, and emerging markets corporate bonds.  The Composite outperformed the Bank of America Merrill High 
Yield Cash Pay Index by 48 basis points in the quarter, and was ahead of the index by 36 basis points over the last 12 
months. During the third quarter, the European Central Bank calmed markets by forcefully defending the Euro.  The 
ECB’s actions helped higher risk assets outperform.  Emerging markets marginally outperformed high yield, and in all 
bond sectors, higher risk assets outperformed lower risk assets.  Our Composite outperformed because of our exposure 
to emerging markets, which exceeded 30%.  Certain individual names that underperformed in 2Q recovered and 
contributed to the outperformance.     Over the past twelve months our emerging markets again contributed to the 
outperformance, although emerging market corporate bonds underperformed U.S. high yield.  The portfolios in the 
Composite benefited from successful security selection and a tilt toward higher yielding emerging market names.   
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Our Core Plus Composite consists of portfolios that can hold up to 30% in securities rated below investment grade.  The 
Composite outperformed the Barclays U.S. Aggregate Index by 162 basis points for the quarter, and was ahead by 548 
basis points over the last twelve months.  Credit outperformed U.S. treasuries and mortgages on the heels of substantial 
fund inflows.  In addition, both high yield and emerging markets, components of our “Plus,” outperformed.  The portfolios 
had exposure of about 20% to the plus sectors and an additional 10% to investment grade emerging markets corporate 
bonds.  That combination was successful as treasuries were relatively flat and mortgages, which received a boost from 
the Fed’s announcement of QE3, experienced the drawback of their negative convexity. Over the last 12 months, 
investment grade and high yield credit outperformed.  The Composite was overweight credit during all twelve months, 
leading to the outperformance.   
 
Our Core Composite is an investment grade only composite managed against the Barclays Government/Credit Index.  
The Composite outperformed the benchmark by 132 basis points during the quarter, and was ahead by 336 basis points 
over the last twelve months.   U.S. treasuries underperformed credit markets during the quarter, and the portfolio was 
overweight credit.  Investment grade corporate spreads narrowed by 47 basis points during the quarter, and the portfolio 
was roughly 60% credit and 40% government bonds.  In addition, the portfolio’s duration contribution was larger from 
corporate bonds than from government bonds, again benefiting from narrowing spreads.  Over the last 12 months, the 
portfolio was overweight credit and enjoyed the benefit from the outperformance of that sector. 
 
  
Economy 
 
The third quarter of 2012 produced curiously dichotomous market behavior, ultimately reconciled by central bank “policy 
activism”.  Economic data globally deteriorated significantly, yet higher risk financial markets delivered strong 
performance.  In the U.S., manufacturing, services, confidence indicators, and the pace of employment declined, leading 
to paltry growth figures, yet stock and credit markets performed well.  In Europe a recession became evident with 
contractions in Greece, Spain, and Italy, yet stocks rallied, and yields in higher risk countries declined.  Chinese growth 
expectations were repeatedly downgraded with direct implications for resource producing countries, yet emerging market 
stocks and bonds performed well. 
 
In July Mario Draghi President of the European Central Bank radically altered investor sentiment by forcefully expressing 
support for the Euro and, in September, implementing a government bond buying program.  Following the ECB, the 
Federal Reserve confirmed market expectations by launching an open-ended plan to purchase agency mortgage backed 
securities (QE3).  Part of the world’s 2012 economic decline stemmed from slowing growth in China.  In reaction China 
and other emerging economies initiated stimulus measures aimed at sustaining last year’s pace of growth.   
 
Stock and credit markets reacted favorably, but economists, in general, did not.  In the latest WSJ Economic Forecasting 
Survey, most economists downgraded their forecasts.  Even with the benefit of actions from the ECB and the Fed, the 
response to the question “Is the risk to your 2012 growth forecast more to the upside or downside?” was 84% downside!  
In the U.S., housing started to show signs of life and auto sales continued at a robust pace.  However, consumer 
confidence, manufacturing and investment all declined.  Important leadership transitions will occur in China and in the 
U.S. during the fourth quarter, but policy changes are not likely before early 2013.  All together, the next six months are 
not likely to look much different from the last six. 
 

Scenarios 

 
We propose three scenarios for the U.S. economy over the next 6 months: 
 

1. Our most likely case has the economy growing 1.5% to 2.0% in 4Q and 1Q 2013.  Despite aggressive monetary 
stimulus, developed economies are burdened by excess government debt.  High unemployment rates will likely 
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keep consumers cautious and favorable factors like improving housing, reasonable auto sales, and low natural 
gas prices may not suffice to drive growth much higher.  Slowing activity in Europe and China will likely have a 
depressing effect on global growth which will likely hold down U.S. exports.   PROBABILITY  65% 

 
2. A second scenario has the economy declining to 0.0% to 1.0% growth due to disagreement over the “fiscal cliff,” 

another flare-up of the European debt crisis, and slower than expected growth in emerging economies.   While 
the central banks are trying to activate growth, the effects of austerity and higher taxes in Europe and the U.S. 
could combine with high unemployment to ruin consumer confidence and put the economy back into a stall.  
PROBABILITY 20% 

 
3. The third scenario has the economy recovering to trend or even above-trend growth of 3.0% to 3.5% over the 

next six months.  After four years of restructuring,   U.S. banks, corporations and consumers are financially 
sturdy and potentially able to invest more aggressively in higher productivity ventures.  Support from low energy 
prices and a better housing market can help the economy surprise on the upside rather than the downside.  
PROBABILITY  15% 

 

Market Outlook 

 
After 3Q 2012, investors concluded the Fed and ECB would come to their rescue if the U.S. economy or European 
periphery countries falter.  Large flows of funds into high yield and investment grade credit helped spreads and yields 
compress during the quarter.  While valuations are now more stretched, the fundamentals of credit markets remain strong 
– stable interest rates, plentiful availability of credit, low default rates, and a slow, but growing economy.  In this respect 
an overweight in credit remains compelling, although selectivity will be at a premium.  In addition, it is not a good time to 
move “down rating” to obtain more yield.  Rather, reasonable yield with better credit quality will shield the portfolios in the 
event fund flows reverse.   
 
 
Commentary – Has the Fed gone too far? 
 

At the annual central bank retreat in Jackson Hole, 
Wyoming Federal Reserve Bank (Fed) Chairman, Ben 
Bernanke, gave a speech in which he reviewed Fed policy 
actions since 2007.  He recounted economic conditions 
which led to “zero” short term rates and, subsequently, to 
the Fed’s “balance sheet expansion,” also known as 
quantitative easing (QE). 
 
Over the past four years the Fed initiated three major 
rounds of quantitative easing, the most recent on 
September 13, 2012, and various “subsidiary” actions in 
an effort to restore economic growth and thereby address 

the abysmal employment picture.  There are many politicians, economists, and investors who question the Fed’s role, and 
many who complain that financial asset valuations are highly distorted because of Fed policy.  Ultimately, they argue, 
distortions cause misallocations of capital with consequences like the housing bubble that precipitated this great 
recession.  Currently, negative real yields across the yield curve with the Fed’s balance sheet nearly $2.5 trillion larger 
provides a stark example.  Supporters, and the Fed itself, argue the economy remains vulnerable to relapse, and the only 
way to prevent another recession is through massive injections of money.  
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In his speech Chairman Bernanke cited various studies that have attempted to quantify the effects of the Fed’s actions.  
QE1, first enacted in November 2008, involved the purchase of agency mortgage backed securities, agency bonds, and 
U.S. treasuries.  The Fed augmented the program in March 2009 for total purchases of $1.7 trillion.  According to Mr. 
Bernanke, studies suggest that action reduced 10-year yields between 40 and 110 basis points.  The next major 
expansion, QE2, was announced November 2010 and involved the purchase of $600 billion of U.S. treasury securities 
over the ensuing seven months.  The Chairman said studies suggest QE2 reduced yields between 15 and 45 basis 
points.  In August 2011, Mr. Bernanke announced a “subsidiary” action dubbed “operation twist” in which the Fed sold its 
short-term treasury holdings and bought long-term treasury securities with the goal of reducing long-term interest rates 
further.  It is interesting to observe that the 10-year yield reached 2.05% at year-end 2008 shortly after the first tranche of 
QE1, and then was at 2.39% in October 2010 before QE2 was announced.  Furthermore, 10-year yields rose through 
February 2011, despite QE2, and fell sharply when Europe’s debt crisis and U.S. debt ceiling discussions erupted in the 
summer, before operation twist.   
 
During the last three years, the economy displayed episodes of healthy growth, all of which proved short lived.  Most of 
these high growth episodes might be attributed to fiscal policy actions through tax incentives, whose limited duration just 
shifted consumption or production forward, but had no sustainability.  Observing this pattern it becomes reasonable to 
question the effectiveness of Fed policy, even if they successfully lowered long-term interest rates.  Chairman Bernanke 
also cited studies that suggest Fed actions were responsible for 3% of GDP growth and 2 million jobs.  Still, it seems 
surprising, if Fed policy has indeed been so effective, that more and more monetary expansion is called for now. 
 
As we begin the final quarter of 2012, the economy continues to grow at an unsatisfactory pace, unemployment remains 
elevated, and economic indicators have been disappointing.  On the heels of this data, the Fed embarked on QE3, 
announcing the open ended purchase of $40 billion per month of agency mortgage backed securities.  At the time of this 
announcement, the S&P 500 Index was up 16.09% year-to-date, 10-year treasuries were yielding 1.73%, and money was 
flowing aggressively to higher risk assets.  With the Chairman admitting the Fed’s programs have provided diminishing 
returns and compelling evidence that financial asset prices are distorted, it should be reasonable to expect the 
consequences of the most recent actions may include misallocations of capital in the short term and troublesome 
inflationary damage later. 
 
Another instructive quote from the Jackson Hole speech, given the unprecedented nature of quantitative easing, was that 
the Fed would “learn by doing.”  There is no doubt that the Fed’s actions at the beginning of the crisis prevented a global 
systemic financial crisis, and the economy’s recovery has been disappointing on many fronts, particularly on lagging 
employment.    However, at this juncture, further experimentation could be counterproductive.  The Fed has conditioned 
investors to expect “near zero” short term rates for about three years, along with ongoing balance sheet expansion, until 
the economy shows more sustainable signs of growth.  By implication savers, especially retirees, can expect negligible 
income from their deposits and fixed income holdings, and those looking for positive real returns must pursue assets 
whose value is determined more by the Fed’s support than by the investments’ underlying economic performance.  
Unfortunately, this sounds like another bubble in the making.  Let’s hope that this occurrence does not have 
consequences like the housing bubble, because the Fed may no longer have the tools or credibility to come to the rescue. 
 
 

Booster Jab:  Illustration by Ingram Pinn, Financial Times  

 
October 15, 2012 
 
GIPS requires GIPS Disclosure Statement (please see attached disclosure) 
GIPS requires GIA fee schedule disclosure “GIA's fees are (i) .35% annually for standard USA fixed income, (ii) .50% 
annually for enhanced fixed income and (iii) .75% annually for specialized products” 
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Important Information 
 
GIA Partners, LLC (“GIA”) is an SEC registered investment adviser.  
 
This material is for information purposes only.  It does not constitute an offer to or a recommendation to purchase or sell 
any shares in any security.  Investors should consider the investment objectives, risks and expenses of any strategy or 
product carefully before investing. 
 
Past Performance: The performance data quoted represents past performance. Past performance is not an indication of 
future performance provides no guarantee for the future and is not constant over time. The value of an investment may 
fluctuate and may be worth more or less than its original cost when redeemed. Current performance may be lower or 
higher than the performance data quoted. 
 
Forecasts and Market Outlook: The forecasts and market outlook presented in this material reflect subjective judgments 
and assumptions of the investment manager and unexpected events may occur. There can be no assurance that 
developments will transpire as forecasted in this material.  
 
Management Fees, as well as account minimums and other important information are described in GIA’s Form ADV - 
Part II. Since management fees are deducted quarterly, the compounding effect will be to increase the impact of such 
fees by an amount directly related to the account’s performance. For example, an account with a 10% gross annual return 
and a 1% annualized management fee that is deducted quarterly will have a net annual return of about 8.9%.  
 
*Important GIPS disclosures pertaining to composite performance may be found at the back of this letter.  
 
 
Index Definitions 
 
Barclays US Aggregate Index 
The Barclays U.S. Aggregate Index represents securities that are SEC-registered, taxable, and dollar denominated. The 
index covers the U.S. investment grade fixed rate bond market, with index components for government and corporate 
securities, mortgage pass-through securities, and asset-backed securities. These major sectors are subdivided into more 
specific indices that are calculated and reported on a regular basis. 
 
Barclays US Treasury Index 
This index is the U.S. Treasury component of the U.S. Government index.  Public obligations of the U.S. Treasury with a 
remaining maturity of one year or more. 
 
Barclays US Government/Credit Index 
The Government/Credit Index includes securities in the Government and Credit Indices. The Government Index includes 
treasuries and agencies. The Credit Index includes publicly issued U.S. corporate and foreign debentures and secured 
notes that meet specified maturity, liquidity, and quality requirements. 
 
Barclays US Credit Index 
This index is the U.S. Credit component of the U.S. Government/Credit index.  Publicly issued U.S. corporate and 
specified foreign debentures and secured notes that meet the specified maturity, liquidity, and quality requirements. To 
qualify, bonds must be SEC-registered. 
 
Barclays US Mortgage Backed Securities Index 
This index is the U.S. MBS component of the U.S. Aggregate index.  The MBS Index covers the mortgage-backed pass-
through securities of Ginnie Mae (GNMA), Fannie Mae (FNMA), and Freddie Mac (FHLMC). 
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Bank of America Merrill Lynch US Corporate & Yankees Index  
The Bank of America Merrill Lynch US Corporate & Yankees Index tracks the performance of US dollar denominated 
investment grade debt publicly issued in the US domestic market by US and non-US corporations and non-US quasi-
governments. 
 
Bank of America Merrill Lynch US Corporate Index  
The Bank of America Merrill Lynch US Corporate Index tracks the performance of US dollar denominated investment 
grade corporate debt publicly issued in the US domestic market. Qualifying securities must have an investment grade 
rating (based on an average of Moody’s, S&P and Fitch) and an investment grade rated country of risk (based on an 
average of Moody’s, S&P and Fitch foreign currency long term sovereign debt ratings). 
 
Bank of America Merrill Lynch US High Yield Master Cash Pay Only Index 
The US High Yield Master Cash Pay Only Index tracks the performance of below investment grade US dollar-
denominated corporate bonds publicly issued in the US domestic market. 
 
JP Morgan Corporate Emerging Markets Bond Index (CEMBI) 
The CEMBI tracks total returns of US dollar-denominated debt instruments issued by corporate entities in Emerging 
Markets countries.  Two variations are available: CEMBI Broad and CEMBI.  The CEMBI Broad is the most 
comprehensive corporate benchmark followed by the CEMBI, which consists of an investable universe of corporate 
bonds.  Both indices are also available in Diversified versions. 
 
JP Morgan EMBI+ Index 
The EMBI+ tracks total returns for U.S-dollar-denominated debt instruments of the emerging markets: Brady bonds, 
loans, Eurobonds. The EMBI+ currently covers 104 instruments across 15 countries. 
 
JP Morgan Government Bond Index-Emerging Markets (GBI-EM) 
The GBI-EM is the first comprehensive, global local Emerging Markets index, and consists of regularly traded, liquid fixed-
rate, domestic currency government bonds to which international investors can gain exposure. Variations of the index are 
available to allow investors to select the most appropriate benchmark for their objectives. 
 
Citigroup Non-US World Government Bond Index 
The Index is comprised of foreign government bonds with maturities over one year. 
 
S&P 500 Index 
An index of 500 stocks chosen for market size, liquidity and industry grouping, among other factors. The S&P 500 is 
designed to be a leading indicator of U.S. equities and is meant to reflect the risk/return characteristics of the large cap 
universe. 
 
Nasdaq Composite Index 
An index that tracks the change in the total market value of all companies listed on the Nasdaq Stock Market. 
 
Russell 2000 Index 
An index measuring the performance of the 2,000 smallest companies in the Russell 3000 Index, which is made up of 
3,000 of the biggest U.S. stocks.  The Russell 2000 serves as a benchmark for small cap stocks in the United States. 
 
 
MSCI EAFE Index 
The index is a capitalization weighted index that monitors the performance of stocks from Europe, Australasia and the Far 
East. 
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MSCI EAFE- Europe Index 
The index is a capitalization weighted index that monitors the performance of stocks from Europe. 
 
MSCI EAFE- Japan Index 
The index is a capitalization weighted index that monitors the performance of stocks from Japan. 
 
MSCI Emerging Markets Equity 
The MSCI Emerging Markets Index is a free float-adjusted market capitalization index that is designed to measure equity 
market performance in the global emerging markets. 
 
 
 
 
 


