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Concerns about Europe’s
debt woes and negative
global economic news
sparked recession fears and
drove stock markets down
steeply in the third quarter.

But, as the stock market has
declined, stocks have be-
come more attractive in
terms of higher five-year
expected returns across our
scenarios.

Likely returns from bonds
are even lower than stocks,
especially after investors’
recent fear-driven flight to
Treasuries.

These shorter-term macro
swings could well continue
in both directions for a long
time to come given the on-
going macro challenges and
uncertainties we face, and is
the reason we invest with a
long-term time horizon.
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Investment Views in Brief

Concerns about Europe’s debt woes and negative global economic
news sparked recession fears and drove stock markets down steep-
ly in the third quarter. Large-cap domestic stocks fell 13.9% during
the third quarter and have lost 8.8% year to date. Smaller-cap
stocks suffered larger losses, down 21.8% for the quarter, and 17%
for the year through September. International stocks also suffered
double-digit losses, with developed-market equities losing 20.9%
for the quarter and 18% vyear to date. Emerging-markets stocks
were hit hardest, losing 24% for the quarter and 23.4% year to
date.

Domestic high-quality, intermediate-term bonds gained 4% in the
third quarter and are up 6.6% year to date, driven by investors’
flight to the relative safety of Treasuries. Developed-market inter-
national bonds were up 2.4% for the quarter and have gained 6.5%
year to date. Local-currency emerging-markets bonds dropped sig-
nificantly in September as capital flowed out of emerging-market
currencies, and ended the quarter down 8.5% and are now in the
red by 2.2% year to date.

Since 2008, we have been in a period where macroeconomic forces
are particularly influential on our portfolio strategy. This quarter’s
developments — in which we saw heightened concerns about a
global economic slowdown, political gridlock, and serious con-
cerns about shorter-term European and longer-term U.S. debt prob-
lems — are consistent with the risk scenarios we’ve been discussing
for the past several years.

Spooked by macro events, investors have flocked to Treasuries,
forcing their prices even higher and their yields lower. This has re-
sulted in short-term underperformance by our portfolios.

These shorter-term macro swings could well continue in both di-
rections for a long time to come given the ongoing macro chal-
lenges and uncertainties we face, and is the reason we consider
multiple scenarios and invest with a long-term time horizon.

Investment Outlook

At Cornerstone Capital Advisors we’ve never believed that we
could add value using an investment strategy that relied on



accurately forecasting the direction of the
economy over the near term.

Instead, we try to focus our efforts on the ar-
eas where research, analysis, and common
sense can give us an edge over the long term.
Forecasting big-picture outcomes isn’t one of
those areas, but applying ourselves to under-
standing the overall environment and assess-
ing the ways it might affect financial markets
and the investments we own is an important
part of our decision-making process.

Politics and Policy

One of the challenges for investors today is
that government policy is likely to determine
the path taken by the global economy. This
creates tremendous uncertainty because not
only is it impossible to predict what will be
decided by legislative bodies, it is also diffi-
cult to have confidence in what the ultimate
effects of those decisions will be.

The past three months saw much debate and
little progress on the U.S. fiscal deficit, as top-
ics like tax policy continue to be very polariz-
ing. The debt ceiling showdown earlier in the
summer was the quarter’s most dramatic ex-
ample of politics contributing to general un-
certainty. Despite an 11th hour agreement, the
contentious process and lack of meaningful
action seemed to drive down consumer confi-
dence and were specifically cited as part of the
reason for Standard & Poor’s subsequent deci-
sion to downgrade the U.S. sovereign debt rat-
ing from AAA to AA. (The downgrade didn’t
reflect any new information about the debt
challenges we face as a country and so we
don’t view the actual decision as a highly ma-
terial development, despite the fact that it co-
incided with a sharp downturn in stocks im-
mediately after the news. Following the Stan-
dard & Poor’s downgrade, longer term U.S.
Treasuries rallied to one of their largest gains
in history).

Overall, we continue to view policy mistakes,
or simply inaction, as a major unknown and a
potential risk factor. Too much austerity too
soon could prove counterproductive (as was
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the case in 1937 when austerity measures
tipped the country back into recession) and re-
duce tax receipts by a greater amount than
spending cuts, thereby worsening the deficit
problem. But, failure to address the deficit and
debt in a meaningful way runs the risk of mar-
kets forcing the issue: investors demanding
higher returns for taking on the risk of owning
U.S. debt, forcing interest rates higher and fur-
ther choking off growth, not to mention rais-
ing the cost of servicing our debt.

Meanwhile, with fiscal policy stalled by poli-
tics, monetary policy has been more aggres-
sive with the Federal Reserve deploying a
range of experimental tactics for boosting the
economy. The quarter began with the end of
QE2, the Fed’s second bond-buying cam-
paign, and it ended with Operation Twist, by
which the Fed will in effect exchange short-
term debt on its balance sheet for long-term
debt in an effort to reduce long-term interest
rates and encourage lending and investing.
The Fed has also made an unusually explicit
commitment to keep rates low until at least
2013. All of these efforts represent extraordi-
nary measures intended to further the Fed’s
dual mandate of ensuring price stability
(which today means fending off deflation and
avoiding runaway inflation down the road),
and fostering full employment.

Our view is that monetary policy is not likely
to help the economy much in the long run. We
continue to believe the problem isn’t that we
have overly tight monetary conditions, but that
we have stalled liquidity as banks, corpora-
tions, and consumers hang onto their dollars
rather than spending or lending them into the
economy.

Debt Reduction Update

Despite the increasingly heated rhetoric of re-
cent months, little progress has been made to-
ward bringing down the government deficit
and debt. The compromise agreement that en-
abled Congress to raise the debt ceiling prom-
ised some deficit reduction, mostly coming af-
ter the 2012 election. Nearer term, the budget
reduction it effected is minimal and the plan



puts off the inevitable decision to raise taxes,
cut entitlements (Medicare in particular), or
some combination of both, without which the
deficit will reach unsustainable levels.

There has been some progress in bringing
down the level of consumer debt relative to
income, which is necessary for the economy
to again grow at a healthy rate. But, govern-
ment debt continues to grow. Ultimately, we
think it could be close to a decade before
overall household and government debt levels
are reduced to a point where we can expect a
more normal level of ongoing economic
growth.

Debt and the Eurozone

European government debt problems are one
of the other big-picture issues with potentially
huge ramifications for the economy and finan-
cial markets. Although investors grew increas-
ingly concerned about Greece in recent
months, even more worrisome are the larger
economies of Italy, Spain, and even France, as
well as European banks due to their exposure
to European government debt. We share the
view of most experts that Greece cannot repay
its debt without some kind of restructuring,
which is a deliberate euphemism for default.
The question comes down to whether it is an
orderly default, which can be managed in a
way that avoids a damaging contagion effect
that brings down other governments and/or
banks, or a disorderly one, in which all bets
are off.

As has been the case all along, we worry that
markets may essentially force a resolution to
Europe’s debt issues by driving up bond yields
(and therefore funding costs) to a level that
would push the weaker eurozone nations
(Greece, Portugal, Ireland) toward default and
could also force Spain and lItaly into a liquid-
ity crisis and potential insolvency. We expect
central banks to step in to provide liquidity
but, even with support, this scenario (or a less
severe version of it) would be a harsh eco-
nomic shock at a time we can ill afford it.
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China

We continue to lean toward the more skeptical
opinion that China is experiencing unsustain-
able real estate growth which, once the bal-
loon is pricked, would result in a sharper and
quicker slowdown in economic growth than
what investors are expecting. It is also the case
that China, like emerging markets overall, is
not immune to the slowdowns in the U.S. and
Europe as these markets are key sources of
demand for their goods. But our long-term
positive view of emerging markets remains in-
tact even as the nearer-term period may see
slower growth. Recently, investors have
seemed to recognize the potential for an eco-
nomic slowdown and emerging-markets equi-
ties have taken a beating. In fact, toward quar-
ter end, emerging-markets equities reached a
point of attractiveness where we are consider-
ing adding them to our allocations.

Investing is a Marathon Not a Sprint

As one investor we respect put it, “You need
to be a marathon runner when investing. In-
vestors should never judge their decisions
based on a moment in time.” Earlier this year
when markets where shooting higher, some of
our decisions and portfolio positions may have
looked overly pessimistic or defensive. More
recently, as markets tumbled and headlines
blared about the possible collapse of the euro-
zone, perhaps our positioning looked overly
optimistic or risky. But, in our opinion, that
type of short-term thinking is what leads most
investors to get whipsawed, chasing the mar-
ket (or asset classes or fund managers) on the
way up and then riding them down before
jumping into the next hot asset class or man-
ager. Conversely, we believe sticking with a
process that has been successful over time, if
not all the time, and using an appropriate time
horizon to assess the success or failure of
one’s investment decisions is critical to win-
ning the marathon of investing.



A final note on risk and expectations: We
think we do a good job analyzing and weight-
ing possible outcomes, but it’s worth a re-
minder that no one knows for sure how things
will play out. Intellectually honest advisors
know what can and cannot be analyzed with
confidence and are straight with their clients.
We want clients to know that we are making
the best long-term allocations based on thor-
ough, careful analysis, taking risk and return
into account.

Cornerstone’s Research Team (10/11/11)
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