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Highlights 
 

• Financial markets were supported by favorable policy actions during the fourth quarter.  In bonds, this 
led investors into higher yielding assets.  Our portfolios outperformed as credit did well during the 
quarter; 

• Economists continued to reduce their growth forecasts for the U.S. and Europe.  In the U.S. the 
compromise on the “fiscal cliff” increased taxes without expenditure cuts, leaving the economy exposed 
in the short-term; 

• Massive monetary expansions from the world’s largest central banks are having limited effects on 
growth because banks are burdened by regulations and capital raising requirements. 

 
Markets 
   

       Returns (%) 

 
GIA* 

Average 
Quality 

 
4Q12 

 
12  Months 

Global High Yield Composite (BB-) 3.76 16.25 
Core Plus Composite (A) 1.51 9.67 
Core Composite 
*Returns are net of fees 

(A) 1.30 8.73 

    
Benchmark Bonds    

Barclay’s U.S. Aggregate Index (AA+) 0.22 4.22 
Treasury (AAA)  -0.09 1.99 
Credit (A) 1.04 9.37 
Mortgage (AAA) -0.22 2.60 
Government/Credit (AA) 0.37 4.82 

    
BoA Merrill U.S. Corps & Yankees (A)   1.16  9.86 
BoA Merrill Corporate Master (A-) 1.21 10.37 
BoA Merrill High Yield (B+) 3.15 15.44 
JPM Emerging Markets EMBI+ (BB+) 3.24 18.04 
JPM CEMBI Broad (BBB) 2.84 15.22 
JPM GBI-EM Global Diversified (BBB+) 4.13 16.76 
Citi Non-U.S. World Govt. Bonds (AA)  -2.36 1.51 
    

Benchmark Equities    

S&P 500 NA -1.01 13.41 
Nasdaq Composite NA -3.10 15.91 
Russell 2000 NA 1.42 14.63 
MSCI EAFE NA 6.17 13.55 

Europe NA 6.62 15.15 
Japan NA 5.66 5.76 

MSCI Emerging Markets Equity NA 5.24 15.15 
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Markets 
 

Financial markets ended 2012 on a positive note based primarily on policy actions and ample 
liquidity.  After the U.S. presidential election, U.S. equity markets sold off anticipating the effects of 
higher taxes.  However, aggressive policy moves by central banks in the U.S., Japan and Europe 
combined with “a deal” averting a plunge down the fiscal cliff in the U.S. gave investors confidence 
to push asset prices higher.  Even with economists lowering growth forecasts and analysts 
questioning the merits of the fiscal agreements, the big risk for investors was to be out of the markets 
as they climbed.  The S&P 500 returned -1.01% for the quarter, but was up 13.41% for all of 2012.  
Not to be outdone, European equity markets returned 6.62% for the quarter and 15.15% for the year.  
However, European gains were not consistent across the region, as the German DAX gained 29.06% 
while in Spain the IBEX lost -4.66% for the year.  Japan experienced a big year-end rally after 
electing a stimulus-minded leader in December.  Meanwhile, higher yielding bonds ended the year 
well supported by liquidity and low defaults.  All credit markets performed well for the quarter and 
the year as the Fed encouraged risk-taking, and the search for yield led investors into higher yielding 
assets.  The laggard was the treasury market, which returned -0.10% for the quarter and 2.16% for 
the year, even though the Fed continued to buy.    
 
Following up on a strong third quarter, the high yield market pushed ahead during the fourth.  A 
combination of low U.S. treasury yields, limited defaults, and supportive monetary policy pushed the 
market to a record low yield of 6.15% at year-end and a spread compression of 40 basis points for 
the quarter.  The Bank of America Merrill Lynch (BACML) High Yield Cash Pay Index (J0A0) was 
up 3.15% for the quarter and 15.44% for all of 2012.  Spreads narrowed from 560 b.p. to 520 b.p. 
and the yield declined from 6.47% to 6.15%.  In a reversal, fund flows turned negative every month 
of the quarter for the first three-month outflow since 2007.  Despite this $4.95 billion outflow, 
however, the full year $28.8 billion inflow came close to the annual record of $32.9 billion in 2003.  
The default rate dropped again to 1.14%, the sixth monthly decline in the past seven and well below 
the year’s high of 2.21% in May.  New issuance for the quarter was $105 billion nearly tying the 
record of $107 billion in 1Q 2012, but comfortably ensuring an annual record of $368 billion. 
 
The Bank of America Merrill Lynch U.S. Corporate Index (C0A0) was slowed by a back-up in 
interest rates, but still returned 1.21% for the quarter and outperformed the U.S. treasury index 
which returned -0.10%.  Year-to-date investment grade corporate bonds outperformed treasuries 
10.37% compared to 2.16%.  The 10-year U.S. treasury rate rose during the quarter to 1.76% from 
1.63% even though the Fed continued to buy within its Operation Twist.  Investment grade corporate 
spreads narrowed by 15 basis points to 153 basis points for the quarter, while the yield of the index 
dropped from 2.84% to 2.76%.  The frenzied pace of issuance continued in the fourth quarter 
reaching $270.4 billion in the process of setting the record of $1.09 trillion over the calendar year.   
 
Avoiding their frequent “stop and go” behavior, emerging markets again enjoyed excellent 
performance during the fourth quarter.  Aided by favorable funds flow and the search for yield, the 
JPM Emerging Markets Bond Index Plus (EMBI+) returned 3.24%, the Corporate Emerging 
Markets Bond Index Broad (CEMBI Broad) returned 2.84%, and the GBI-EM Global Diversified 
(local currency markets) index returned 4.13%.  For 2012 returns of 18.04%, 15.22%, and 16.76% 
respectively, were among the best in fixed income markets.  In the corporate space investment grade 
bonds returned 2.14% while high yield corporates returned 5.00% for the quarter.  Record funds in 
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excess of $94 billion flowed into emerging market bonds in 2012, which helped accommodate 
record corporate issuance of $329 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 61 basis points net of fees 
in the quarter, and was ahead of the index by 81 basis points over the last 12 months. During the 
fourth quarter, emerging market bonds enjoyed substantial inflow as investors became more 
comfortable that a growth stall would not materialize.  This combined with ongoing stimulus from 
the world’s largest central banks led higher risk markets to outperform.  During the quarter we 
increased our exposure to emerging markets helping our Composite to outperform.  Approximately 
75% of our outperformance in the fourth quarter came from emerging markets with our high yield 
and investment grade exposures contributing the rest.  Over the past twelve months our emerging 
markets contributed about 50% of the outperformance, although, as a sector, 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.  The 
remaining outperformance came from successful security selection in investment grade and high 
yield markets.   
 
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, net of fees by 
129 basis points for the quarter, and was ahead by 545 basis points over the last twelve months.  
Credit outperformed U.S. treasuries and mortgages on the heels of substantial fund inflows and a 
Fed-supported risk taking environment.  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 for the quarter and the year, 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, net of fees, by 93 basis 
points during the quarter, and was ahead by 391 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 15 basis points during the quarter, and the portfolio 
was roughly 65% credit and 35% government bonds.  In addition, the portfolio’s duration 
contribution was larger from corporate bonds than from government bonds benefiting from 
narrowing spreads and protecting against curve steepening which occurred at the end of the year.  
Over the last 12 months, the portfolio was overweight credit and enjoyed the benefit from the 
outperformance of that sector. 
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Economy 
 

During the fourth quarter of 2012 the world experienced many significant events: elections in the 
U.S., Japan, Venezuela and other countries; sizable monetary policy actions in the U.S. and Europe, 
with moves expected for Japan; and a painfully over-discussed “fiscal cliff” in the U.S.  Yet, after all 
of these potentially “game-changing” events transpired, economists forecast lower growth rates for 
the U.S. and Europe.  It appears that policies intended to accelerate growth, reduce unemployment, 
and help mollify woeful sovereign debt dynamics are not producing the desired results. 
 
Economists questioned for the WSJ December 2012 Economic Survey again reduced their forecasts 
for GDP growth in the U.S. in 4Q 2012 and for each quarter in 2013.  Most significantly, economists 
believe the fiscal cliff agreement will reduce growth in the first quarter of 2013 and have no 
beneficial effect in later quarters.  Furthermore, on average, the economists expect the year-end 2013 
unemployment rate to improve only to 7.5% along with a tame 2.1% inflation rate.  Perhaps the best 
description for the U.S. economy is continued lethargy, despite the presence of many favorable 
fundamental factors. 
 
Financial markets closed the year on a positive note, led by expectations for continued monetary and 
fiscal policy support.  Ultimately, that support will only come from central banks pursuing high 
liquidity policies via quantitative easing because few governments have debt capacity to enlarge 
fiscal expenditures.  However, central bank monetary policy actions are being neutralized by the 
highly contractionary regulatory environment for banks.  In Europe alone, banks will be reducing 
their lending in order to raise capital in compliance with new regulations (Basel III).  That 
contraction will exacerbate the drag on growth in Europe (see Commentary below). 
 
Separately, emerging markets may gain some traction with China engineering a modestly faster 
growth rate.  Other countries, saddled with imbalances that developed during the fast-paced growth 
of the last two years, have to tread carefully to make sure inflation and other problems do not get out 
of hand.    

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 2.5% in 1Q and 2Q 2013.  Despite 
aggressive monetary stimulus, the year-end fiscal agreement imposes new taxes without any 
reduction in spending.  The agreement also postponed discussions on the debt ceiling, which 
may prolong uncertainty amongst employers and corporate executives.  While the U.S. 
economy has many positive factors that could potentially ignite a higher growth phase, we 
believe the policy environment is not conducive.  In addition, with economic deterioration 
likely in Europe, manufacturers may continue to be cautious and investments may be delayed 
or scrapped altogether.  Improving areas in the U.S. like housing, autos and energy will help 
keep the economy from reversing into recession, but growth will not likely feel satisfactory.  
PROBABILITY  70% 
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2. A second scenario has the economy recovering to trend or even above-trend growth of 3.0% 
to 3.5% over the next six months.  The U.S. economy has repaired many of the drags from 
the 2008 recession (bank and consumer leverage, inefficient production, technology 
investment), which combined with cheap energy and ample labor resources could lead to a 
growth spurt.  Should government policies facilitate a harnessing of these advantages, growth 
could surprise on the upside.   PROBABILITY  20% 

 
3. A third scenario has the economy declining to 0.0% to 1.0% growth due to larger than 

expected contraction from higher taxes and another flare-up of the European debt crisis.  The 
postponement of sequestration discussions and coming debt ceiling debate in the U.S. could 
further dampen sentiment and delay investment decisions.  While few people expect the U.S. 
to default, congressional deadlock might lead to a repetition of August 2011 and a further 
downgrade of the U.S.’s credit rating.  This combined with the high unemployment rate 
could ruin consumer confidence and put the economy back into a stall.  PROBABILITY 10% 

Market Outlook 

 
We believe the policy environment and economic outlook suggest 2013 could be a year of modest 
volatility, low interest rates, and tame inflation.  In these circumstances investors will continue to 
“search for yield” and support credit markets globally.  Corporations issued record amounts of debt 
in 2012 and we expect issuance to continue, especially from foreign companies taking advantage of 
low rates and ample availability of funds.  Fortunately, corporations globally are in good financial 
shape, default rates are expected to remain low and central banks are encouraging the extension of 
credit.  Supported by strong fundamentals, we expect spreads to compress further this year leading to 
another year of outperformance.  Unfortunately, returns will likely not be as robust as in 2012, 
especially because a modest increase in interest rates is possible.   
 
Commentary – What’s Wrong With Monetary Policy? 
 

Following the severe recession of 2008, global monetary authorities embarked on a massive effort to 
inject liquidity into their respective economies in an attempt to restore growth and repair weakened 
financial systems. Now, five years on, the world faces an unusual set of conditions with no precedent 
to draw from.  Especially in developed economies, central banks have flooded the banking systems 
with reserves, few of which are making their way into productive investment.  So, with central banks 
in uncharted waters and anemic economic responses, what is going on, and what might we expect? 
 
The typical monetary policy transmission mechanism is the banking system.  However, the recession 
had a devastating effect on banks.  In the U.S. the recession was blamed on the banks and, in 
reaction, congress enacted a regulatory monstrosity called Dodd-Frank, which essentially neutered 
the system's incentives to lend.  In Europe banks were battered twice, first in 2008 and then harder 
when the sovereign debt crisis exploded in 2010.  The damage from asset quality deterioration was 
exacerbated by the global banking system's efforts to establish capital adequacy standards through 
the Basel Committee on Banking Supervision, known as Basel III.  In a nutshell, banks, which 
provide the transmission mechanism for monetary policy, have been hobbled by asset quality 
deterioration and a requirement to raise capital.   
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Europe, more than the U.S. and most other countries, relies heavily on banks to provide financing for 
the economy.  In aggregate, European bank assets total nearly three times the region's GDP.  This 
compares with less than one time for U.S. banks, and well less than one time for most emerging 
economies.  While Europe houses many global banks, the asset sizes are staggering, especially when 
considering the implications of retrenchment.  We can use some basic numbers for illustrative 
purposes, to provide an understanding of the dilemma faced by policy makers and bankers in 
Europe.  According to the European Central Bank, total Euro area bank assets were approximately 
$35 trillion as of September 2012.  Under Basel III banks must raise their core Tier 1 capital to 9% 
of assets beginning in 2013.  Various analyses have suggested the capital deficiency at the beginning 
of 2012 was as much as $2.0 trillion.  In an October 2012 report, the IMF estimated European banks 
could need to sell as much as $4.5 trillion in assets, up from an earlier estimate, if conditions in 
Europe deteriorated.  The same report estimated European banks had sold $600 billion in assets 
through June of 2012.  Capital can be raised by issuing stock, retaining earnings, or reducing assets.  
With skeptical stock markets and high funding costs, the fastest course is asset reduction.  With 
ongoing pressure on bank funding costs and asset quality, it is not surprising that the ECB’s balance 
sheet expansion has not found its way into economic growth. 
 
The European Central Bank's balance sheet is already at about $4.0 trillion, nearly 30% of region 
GDP.  Adding another trillion could strain the institution’s credibility making the proverbial 
"pushing on a string" illustrative of the region's predicament.  With the sovereigns forced into 
austerity and banks not lending, growth prospects look poor.  In the meantime, there is a large 
financing gap that needs to be filled by public markets.  In 2012, a record year for issuance in US 
dollar corporate bond markets, foreign companies accounted for about 31% of the total.  Foreign 
non-bank corporations increased their issuance by nearly $100 billion representing over 50% of the 
increase in total investment grade supply.  Given the constraints facing European banks, we would 
expect that trend to continue, providing interesting opportunities for knowledgeable U.S. investors. 
 
In the U.S. where banks moved quickly to cull bad assets and restore capital, the system is now 
healthy, yet lending has been weak due to regulatory hurdles.  The Federal Reserve has increased the 
size of its balance sheet to nearly $3 trillion and has recently embarked on an open-ended QE3, yet 
few economists expect any meaningful benefit from the program.  Japan just elected a stimulus-
minded politician who has pledged to have the Bank of Japan expand its quantitative easing (and 
weaken the Yen), and the Swiss National Bank has committed to a weaker currency.  Together 
central bank policies of major developed economies have involved the injection of massive amounts 
of money with disappointing effects on growth.  So far, the most visible result has been a global 
decline in interest rates.  As investors search for yield, many regions may experience misallocations 
of capital and improper measurement of risk.  Since this can create other problems for the economy, 
let’s hope these events are short lived.   
 
January 15, 2013 
 
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. 
 
 
 
 
 


