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A detailed commentary on 2011, along with insight and an
outlook from Market Street’s investment team.

OVERVIEW
2011 was another tumultuous year in the financial markets, providing a great deal of angst but
very little return. The S&P 500 started the year at 1,257.64 and ended at 1,257.60 (this is not a
typo) for an annual price gain of 0%. Add in dividends and investors made a measly 2%, less
than the rate of inflation. Maybe an investor should be happy with this, as according to
MSCI, the S&P 500 was the third best performing developed country stock market (behind
Ireland and New Zealand) and the fifth best stock market in the world (behind Qatar and
Indonesia)! The MSCI All Country World Index, excluding the U.S., fell about 14%, with
emerging market equities down over 18% year to date. The big winner for the year was
bonds, especially U.S. Treasuries. With Treasury bond (10 and 30 years) yields falling more
than 1.40% (bond prices are inversely related to yields, so when yields fall, prices rise),
intermediate Treasury portfolios returned around 10%. Municipal bonds also did fairly well,
with the Barclays Capital 1-10 Year Municipal Index returning 7.6% for the year.

Michael R. Eisner, CFA
Vice President, Chief
Investment Officer

Entering 2011, we believed that many of the economic issues plaguing the global markets had yet to be seriously
addressed or corrected. Chief among those were unsustainable government deficits. Unfortunately, the debt
burdens in Europe were not (and still have not been) effectively addressed, leading the markets to be
overwhelmingly influenced by macroeconomic and headline events. In fact, 2011 could probably be labeled the
“Year of Macro Events.” Just to name a few:






Euro Debt Crisis (continued from 2010)
Arab Spring (geopolitical tensions leading to commodity inflation)
Japanese earthquake/tsunami/nuclear disaster
U.S. Credit Downgrade
U.S. Super Committee failure

These events overshadowed some good corporate fundamentals. Morgan Stanley Research estimates U.S.
corporate earnings increased at an annualized rate of 17%, but as noted above, the S&P 500 did not budge. With
$83 earnings at the start of the year, the S&P 500 was priced at a relatively reasonable 15 times earnings multiple.

Fast forward a year later, that multiple has declined to an even more reasonable 13 times ($1,257.60/$98, see
Display 1).
Additionally, after another mid-year economic slowdown, the U.S. economy seems to be picking up steam.
According to International Strategy and Investment (ISI), the following economic reports improved towards the
end of the year, providing some positive momentum into 2012:






The unemployment rate has dropped to 8.6% from 9.4% a year ago
Unemployment claims declined further as the four week moving average hit 375,000 (from 653,000 at
the recession peak)
Consumer confidence increased 9.3 in December to 65 (see Display 2)
Credit card delinquency rates have dropped to a record low
The national Purchasing Manager surveys, both for services and manufacturing, are rising once again,
remaining well above the 50 mark (delineating between a contracting and expanding economy)

How did Market Street position clients in 2011? We entered the year with a conservative outlook, owing to the
myriad of unresolved issues mentioned above. Given that backdrop, we began the year positioned close to target
weights, with overweights in fixed income and credit and slightly underweight long only equities. During the
year, we continued to add to bonds and hedged assets (Hedge Fund and Absolute Return Fund) while
continuing to reduce equity exposure. We also took some profits from credit, reducing our exposure during the
second half of the year. Within international equities, we held an overweight to emerging market stocks, which
unfortunately did not help in 2011. All in all, even with a strong fourth quarter, it was a difficult year to make
money.
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FIXED INCOME
Within the U.S. government bond market, longer dated issues continued to perform best
during the fourth quarter, with the 30-year U.S. Treasury bond gaining 2%. During 2011, as
a consequence of both a flight to safety amid European debt concerns and the Federal
Reserve Bank‟s announcement of „Operation Twist‟, the 30-year bond returned 35.6%. The
benchmark 10-year Government bond rallied 1% during the quarter and was up 17%
during 2011. The 10-year bond ended the year with a yield of just 1.88%. The strong
performance of U.S. sovereign debt occurred despite a downgrade of America‟s AAA
rating by S&P at the beginning of August. European government bonds performed
poorly, as potential solutions remain mired in long drawn-out processes and S&P placed

2

Robert J. White, CFA, CFP
Investment Manager

all six AAA rated euro-zone countries on watch for a downgrade. Municipal bonds were positive during the
fourth quarter, marginally outperforming U.S. Government debt. The Barclays Capital Municipal Bond Index
(1-10 year) gained 1.8% during the quarter and returned 7.6% over the year.
The high yield municipal debt market, as represented by the Barclays Capital Municipal High Yield Index, gained
0.5% during the quarter and rallied 8.5% in 2011. Additionally, in the fourth quarter, the U.S. high yield
corporate market reversed most of its poor third quarter performance on better economic news, gaining 6.5%,
and finishing the year up 5.0%.
The JP Morgan Emerging Markets Debt Index performed strongly with a gain of 5.1% in the fourth quarter,
providing a 2011 return of 8.5%. However, local currency emerging market bonds performed poorly, adversely
affected by continued U.S. dollar strength. The JP Morgan local currency index for emerging market bonds
gained 0.5% during the quarter but returned negative 1.8% during 2011.

EQUITIES
Following a decline of 14% in the third quarter, U.S. equities
rallied 12% in the final quarter to end a tumultuous year with
a total return gain of around 2%. The fourth quarter rally
followed a third-quarter slump triggered by S&Ps downgrade
of U.S. debt and the Federal Reserve‟s announcement that
there were „significant downside risks to the economic
outlook.‟ During the fourth quarter, U.S. equity investors
welcomed improved economic news, with the unemployment
rate dipping below 9% and analyst estimates of fourth
quarter U.S. GDP growth being revised upwards. For 2011,
the top performing stocks were large cap names in the
Russell Top 200 Index, which was up 2.8%.
Mid-cap stocks underperformed their larger-cap brethren
with a fall of 2%, while small-cap stocks lagged with a decline
of 4%. Within each market capitalization segment, growth
stocks outperformed value stocks.

2011 Global Market Index Returns
Column1

Source: FactSet

Q1

Q2

Q3

Q4

2011

0.1%
0.7%
0.4%
4.4%
1.0%

0.0%
2.5%
2.3%
1.7%
4.0%

0.0%
2.4%
3.8%
-6.1%
-1.8%

0.0%
1.8%
1.1%
6.5%
5.1%

0.1%
7.6%
7.8%
5.0%
8.5%

5.9%
5.0%
7.9%
6.4%
6.3%
6.5%
6.2%
2.2%
-0.6%

0.1%
0.0%
-1.6%
0.0%
0.6%
-0.7%
-0.1%
-1.1%
-1.6%

-13.9%
-12.7%
-21.9%
-15.3%
-13.9%
-16.6%
-15.0%
-9.6%
0.9%

11.8%
8.2%
15.5%
12.1%
10.9%
13.3%
12.0%
2.2%
-1.2%

2.1%
-0.8%
-4.2%
1.0%
2.2%
-0.1%
1.0%
-8.0%
-3.6%

3.4%
3.4%
-0.3%
6.5%
4.9%
2.8%
2.1%

0.4%
0.3%
-2.0%
0.8%
0.1%
-1.2%
-1.2%

-19.8%
-19.0%
-15.7%
-23.2%
-5.3%
-20.2%
-22.5%

3.3%
2.9%
3.6%
4.6%
-3.9%
5.8%
4.5%

-14.0%
-14.8%
-14.8%
-12.3%
-12.3%
-14.1%
-18.2%

6.2%

3.3%

-14.5%

15.3%

8.7%

Fixed Income

90-Day T-Bill
Barclays Cap 1-10 Muni
Barclays Cap Aggregate
Barclays Cap High Yield
JP Morgan EMBI Global
Equities
S&P 500
NASDAQ
Russell 2000
Russell 3000
Russell 3000 Growth
Russell 3000 Value
Wilshire 5000
HFRI Equity Hedge Index
HFRI Macro Index
International
MSCI ACWI Ex. US
MSCI EAFE
MSCI EAFE (Local)
MSCI Europe
MSCI Japan
MSCI Pacific ex Japan
MSCI Emerging Markets
Real Estate & Commodities
MSCI REIT
S&P 1500 Energy
Oil*
Natural Gas*
Gold*

17.0%
-4.8%
-21.2%
18.2%
4.7%
In response to improved economic numbers, the cyclical
16.8%
-10.6%
-17.0%
24.8%
8.2%
sectors within the S&P 500, such as Industrials and
-0.7%
0.0%
-16.4%
-17.8%
-31.8%
1.3%
4.4%
8.0%
-3.4%
10.2%
Financials, outperformed the overall index during the fourth
*Holding period returns calculated from close of day pricing
quarter. During 2011 though, it was the more defensive
stocks that outperformed. In the fourth quarter, Energy stocks performed best, gaining almost 18%. Other
cyclical sectors such as Industrials and Materials rallied around 15% during the quarter but suffered losses for the
year. While the fourth quarter rewarded more economically sensitive sectors, the top performers during the year
with gains of over 10% were the Consumer Staples, Health Care and Utility sectors. Sector correlations remained
historically high during 2011, hampering the ability of active equity managers to outperform.

Internationally, the developed markets, as represented by the MSCI EAFE Index, underperformed U.S. markets.
Although European stocks bounced during the fourth quarter they still finished the year down 15%, as the
European debt and currency crisis dragged on. Within Europe, the top performer was Ireland with a gain of
15%. All other European markets declined, led down by Greece‟s 62% drop. In the Pacific region, Japanese
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stocks continued to decline into the fourth quarter, the only developed market to do so, finishing the year down
over 20%. Despite reconstruction spending following the March natural disaster, Japan‟s economic recovery
appeared to be slowing down, hampered both by slower regional growth and the appreciation of the Japanese
Yen.
Emerging Markets underperformed during the fourth quarter equity market rally with a gain of just over 4%. For
the year, Emerging Market equities lost 18%, dragged down by the underperformance of all four BRIC nations,
with India and China suffering falls of 37% and 23% respectively. Among the remaining emerging markets,
those in Europe (Poland, Turkey, and Hungary) underperformed the broad index while Asian and Latin America
markets performed relatively well.
Hedged assets performed in-line with the broader equity market during the fourth quarter, with the Dow Jones
Credit Suisse Long/Short Equity Index gaining 2.0%. Year to date, the index underperformed long-only equities,
having lost 7.3%. Macro managers, as represented by the Dow Jones Credit Suisse Macro Index, gained 0.6%
during fourth quarter, and finished the year up 6.4%.

REAL ESTATE AND COMMODITIES
Crude oil prices continued their rollercoaster year with a fourth quarter rally; aided by more positive economic
data, crude oil gained 25%, rising from $79 to $100/barrel. Having traded in a range of $75 to $114/barrel
through the year, U.S. crude oil ended the year 8% higher. Natural gas, plagued by continual over-supply, did not
participate in the year-end rally, continuing its year-long slump with a loss of 18% to just $3.02 per British
thermal unit. The price of natural gas fell by a third during 2011, ending near the lowest level in over nine years.
Among precious metals, gold lost 3% during the fourth quarter, finishing at $1,567 an ounce. However, it gained
10% during 2011, marking the 11th consecutive year of gains. Additionally, a slowdown in China‟s economic
growth rates led copper to end the year 23% lower.
Global REITs, as represented by the S&P BMI Global REIT Index, rallied 9.3% during the fourth quarter
outperforming the broader global equity markets. Through 2011, global REITs outperformed global equities
with a total return of 1% compared to a 7% decline in the MSCI World Index. Within the U.S. market, the REIT
sector rallied 15% in the fourth quarter to end the year up 7%. Performance for the year was led by Residential
REITs which gained 14%. Although Industrial REITs were the top performer in the fourth quarter, they lagged
during 2011 with a decline of 5%. International REITs underperformed U.S. REITs during 2011, with Japanese
and Continental European REITs declining 19% and 15%, respectively.

A LOOK BACK AT THE EVENTS IN 2011
S&P 500 Price Index

Source: FactSet
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 ¹March 11: Japan‟s most powerful earthquake on record triggers a massive tsunami resulting in $210
billion in economic losses for Japan. This also had a huge impact on global production as supply lines
were impaired for several months.
 ²July 15–August 2: Debates over raising the U.S. Debt ceiling appear to stall only for the government to
pass legislation in the 11th hour, establishing the Super Committee. The lack of confidence in U.S.
politicians slams the markets.
 ³August 2: S&P downgrades long term U.S. debt, for the first time in nearly 100 years, after the
government failed to commit to sufficient deficit reductions.
 4October: Better than expected quarterly earnings releases paired with improving U.S. economic data
encourage a rally in the U.S. Equity markets.

 5November 21: Super Committee conceded failure to reduce the deficit by at least $1.2 trillion.
EUROPEAN DEBT CRISIS
The sovereign-debt crisis in Europe continues to evolve and engulf more countries.
Some nations have made solid progress on resolving their issues: Ireland received its
bailout back in November 2010 and its stock market rallied 17% during 2011. Other
countries that are further away from a solution were less fortunate. Greek equities
plummeted 62% while Italy and Portugal both lost over 20%. Even Germany and
France, with their AAA-credit ratings, saw their equity markets fall around 15%,
impacted by both a looming recession and the cost of bailing out their European
partners.
What is the European sovereign debt problem?
Display 3

Source: ISI
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European policymakers need to ensure that access to
funding remains sufficient for sovereign governments as well as for systemically important banks. The process is
fraught with political issues and deadlock, given that there are 17 independent nations and parliaments, each with
power of veto over major policy changes. The most immediate problem is that Euro zone governments need to
refinance over €1 trillion of debt in 2012 (See Display 3), with much of this in the first half of 2012.
What actions are the Europeans taking to solve the crisis?


In December the European Central Bank (ECB) announced that banks could seek three year loans (up
from one year) and that lower-rated collateral would be accepted. It is in effect the lender of last resort for
European banks. Although the ECB cannot buy sovereign debt, banks are able to borrow from the ECB
and use these funds to buy their own government‟s debt. Goldman Sachs estimates that the ECB has
well over €1 trillion of funds available.
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The establishment of a permanent bailout fund, the European Stability Mechanism, will take place in July
2012. Combined with the existing European Financial Stability Fund, there will be access to over €500
billion in funding.
At the December European Summit, member nations agreed to the introduction of structural deficit
ceilings for member nations of 0.5%, with budget deficit limits of 3%. However, these new policies need
to be approved via a new Treaty, with referendums required in some nations.

What does the future hold?
So far, the recent actions by the ECB have had a positive effect. Borrowing costs for the Italian government
have fallen sharply since their high at the end of November last year: the yield on the 2-year bond fell from 6.8%
down to a much more manageable 4.8% at the end of December.
Austerity measures by both Governments and corporations will likely cut euro zone economic growth by 1% to
2% and investor sentiment towards Europe is likely to remain negative for the foreseeable future. Although
European equities are historically cheap, a resolution to the debt crisis is not yet in sight and asset price volatility
is likely to continue.
While the ECB actions have been viewed positively and the worst case scenario remains unlikely. This scenario
includes a disorderly Greek default with contagion to other peripheral European nations followed by a break-up
of the Euro. Such an outcome would have extremely serious repercussions for the global economy. It is not a
central view and the recent actions by the member nations and the ECB certainly provides renewed hope for an
eventual positive outcome.

OUTLOOK
Source: www.bls.gov and FactSet
What is the market forecasting if firms are doing well but stocks just Display 4
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Iran that has threatened to block the Straits of Hormuz (through
which over 20% of the world‟s oil passes) and has been implicated in an assassination attempt that would have
blown up a restaurant in Washington D.C. In our opinion, any one of these events has the ability to put the
financial markets in a panic, putting the kibosh on our desire to take risk.

Is there any good news? As mentioned above, corporations are flush with cash and have been running lean
businesses. With so much uncertainty, they may not be hiring quite yet, but this has helped stabilize the
unemployment situation (not great, but not getting worse, as seen in Display 4). Additionally, with so much cash,
many firms have been increasing dividends and repurchasing shares. Consumer confidence andQ4regional
purchasing manager surveys are also better. Outside of the U.S., although Europe is projected to enter a
recession, many of the emerging economies are still growing strongly. Global inflation also seems to have peaked
and looks to fall during 2012. This will allow central banks across the globe to further reduce interest rates and
stimulate economies.
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Source: Bloomberg/Nautilus Capital Research

At Market Street, our goal is to build the highest quality
portfolios for our clients to provide the opportunity for
capital appreciation, but significantly preserve assets on
the downside. As we look ahead, we would love to tell
you that markets are in great shape and big returns are on
the horizon. Unfortunately, we see too many risks and not
enough opportunity over the next year to currently change
client positioning. If history is any lesson, most secular
bear markets last a minimum of 15 years (see Display 5).
2012 is the beginning of the 13th year of the current
secular bear market. Many unresolved issues remain,
which we believe will take the balance of 2012 and plenty
of 2013 to address. In the meantime, we may see
surprisingly strong periods as short term surprises move
markets. Ultimately though, we believe we are in for
continued volatility over the next several years, with
modest returns at best.

As always, please feel free to contact us if you would like to discuss Market Street’s investment program.
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