
 
 
 
      
 
 
July 19, 2013 
 
 
Dear Valued Client, 
 
The U.S. stock market continued its winning ways in 
the second quarter of 2013. In fact, the year-to-date 
results mark the best start to a year for the broad equity 
indexes since 1999. But, as we have been accustomed, 
the gains were accompanied by considerable 
consternation about the broad economy and Federal 
Reserve actions in the marketplace.  
 
As the second quarter began, investors remained 
confident. Continued low interest rates coupled with 
first quarter gains of over 10% continued to draw new 
converts into the markets. This surge in demand 
pushed the Dow Jones Industrial Average to a gain of 
over 16% by the end of May. Of course, markets rarely 
move in a straight line for long. There is always 
something around the corner. In this case, it was Fed 
Chairman, Ben Bernanke. In late May, he announced 
that due to continued strength in the economy and  lower  unemployment,  the  Fed  might  consider  “tapering”  the  
amount of stimulus it provides.  
 
Initially,   investor   response   seemed   straight  out  of   “Bizarro  World.”  Stocks   initially   sold  off.   It   seems   that   an  
improving economy needs less support from the Fed. Therefore, stocks go down. As the economy improved, and 
financing costs rose, bond yields and prices also took on something of an upside-down view. After months of 
extremely low bond yields, those yields rose modestly. As they rose, prices slipped. To some, the short-term 
pain of declining bond prices far outweighed the prospect of higher bond returns in the future. 
 
Domestic Equities: Despite the volatility in June, stocks continued to rise in the second quarter. The S&P 500, a 
measure of large domestic stocks, rose 2.9% for the quarter. This brings the year-to-date return to 13.8%. 
Smaller stocks also rose. For the quarter, the Russell 2500, a gauge of smaller U.S. companies, moved up 2.3%. 
The index has jumped 15.4% in 2013.  
 
International Equities: Given the continued weakness in European economies together with imposed austerity 
measures, international stocks did not fare as well. The MSCI EAFE, an index of international developed market 
equities, edged down 1.0% for the quarter. For the calendar year, it is up 4.1%, considerably less than U.S. 
equities. Emerging markets were the laggards of the quarter. Fears of a slowing growth in China weighed 
heavily on these stocks. The MSCI Emerging Markets index fell 8.1% for the quarter. For the year, the index has 
slumped 9.6%.  
 
Fixed-Income:  In  last  quarter’s  letter, we noted that the 30-year  decline  in  interest  rates  “is  showing  considerable  
signs  of  age”. We advised a strenuous examination of interest rate and credit risk. This has proven quite timely. 
The Fed   stimulus   programs   have   depressed   interest   rates   to   historic   lows.   Even   Mr.   Bernanke’s   extremely  
tentative  remark  that  the  Fed  “might  consider  tapering”  was  enough  to  induce  a  significant  sell-off in bonds.  
 
Long-dated corporate bonds, as measured by the Barclays Long index, fell 5.7% for the quarter. The index 
dropped 7.5% year-to-date. Shorter maturities experienced more muted declines. The Barclays Aggregate index 
dropped 2.3% for the quarter and is down 2.4% for the year. Almost all sectors of fixed-income followed suit. 

% Return as of 06/30/2013 
Equity Indexes 2nd Q YTD 3 Yr 
S&P 500 2.9 13.8 18.5 
Russell 2500 2.3 15.4 19.6 
MSCI EAFE -1.0 4.1 10.0 
Emerging Market -8.1 -9.6 3.4 
Wilshire REIT -1.4 5.9 18.5 
Bond Indexes    
TIPS -7.1 -7.4 4.6 
Aggregate -2.3 -2.4 3.5 
Governments -1.9 -2.0 2.9 
Mortgages -2.0 -2.0 2.5 
Investment Corporate -3.3 -3.4 5.7 
Long Corporate -5.7 -7.5 7.5 
Corporate High-Yield -1.4 1.4 10.7 
Municipals -3.0 -2.7 4.5 
Cash Equivalents    
3-Month T-Bill 0.0 0.1 0.1 
Consumer Price Index -0.4 0.3 2.2 



The Barclays Municipal index dropped 3% for the quarter and is down 2.7% for the calendar year. High-yield 
bonds also felt the pressure dropping 1.4% for the quarter. High-yield, however, did manage a slight gain of 
1.4% for the year.  
 
The volatility and media reports of the declines have led to significant redemptions at many bond funds. As 
always, it is best to analyze these matters mathematically rather than react emotionally. Over the last 65 years, 
bond yields experienced two distinct periods. There was the period from 1948 to 1981 when yields generally 
rose. This was followed by a period from 1981 to 2012 when yields generally fell. As the table below illustrates, 
a rising interest rate environment does not necessarily mean a well-diversified portfolio will decline. 
 

Various Bond "Contexts" 
Portfolio Period of Rising Interest Rates 

34-Year Period From 1948 to 1981 
Period of Declining Interest Rates 
31-Year Period From 1982 to 2012 

1-asset portfolio  
100% US Bonds 

3.83% annualized return 
4.32% standard deviation 

8.82% annualized return 
6.99% standard deviation 

2-asset portfolio  
60% Large U.S. Stock 
40% Bonds 

8.52% annualized return 
10.49% standard deviation 

10.56% annualized return 
11.33% standard deviation 

4-asset portfolio  
40% Large U.S. stock 
20% Small U.S. Stock 
30% Bonds 
10% Cash 

9.52% annualized return 
11.80% standard deviation 

9.99% annualized return 
10.98% standard deviation 

                      Source: St. Louis Federal Reserve 
 

Further, there is something of a mathematically based silver lining. The overwhelming majority of the return a 
fixed-income investor receives is determined by the yield at the time of purchase. So, if one is a long-term 
holder and buyer of bonds, it is likely that rising rates are a good thing. That said, we continue to stress that a 
strenuous examination of interest rate risk is vital in this environment. 
 
Of  course,  “Bizarro  World”  is  for  comic  books  and  television  shows,  not  investing.  We  have  known  for  some  
time that the massive stimulus must, at some point, be withdrawn. As the economy and markets transition from 
one environment to another, vigilance and discipline will be all the more important. We know blind faith is not 
the answer. A  careful  weighing  of  one’s  objectives,  risk  and  return should always be the goal, not a focus on the 
short-term.  
 
If there is anything you would like to discuss, please feel free to call or email. We are here to help. 
 
Sincerely, 
 

 
Donald E. Garcia 
 
 
 

The content of this material was provided to you by Lincoln Financial Network for its representatives and their clients. Lincoln Financial Network is the 
marketing name for Lincoln Financial Advisors Corp. and Lincoln Financial Securities Corporation.  
 
Source of data – – Morningstar, U.S. Department of Commerce, Wall Street Journal, St. Louis Federal Reserve, Bloomberg,  The Federal Reserve. The 
performance of an unmanaged index is not indicative of the performance of any particular investment.  It is not possible to invest directly in any index.  Past 
performance is no guarantee of future results.  This material represents an assessment of the market environment at a specific point in time and is not intended 
to be a forecast of future events, or a guarantee of future results. 3 year performance data is annualized. Bonds have fixed principal value and yield if held to 
maturity and does not enter into default. Bonds have inflation, credit, and interest rate risk. Treasury Inflation Protected Securities (TIPS) have principal values 
that grow with inflation if held to maturity. High yield bonds (lower rated or junk bonds) experience higher volatility and increased credit risk when compared 
to other fixed income investments.  REITs are subject to real estate risks associated with operating and leasing properties.  Additional risks include changes in 
economic conditions, interest rates, property values, and supply and demand, as well as possible environmental liabilities, zoning issues and natural disasters.  
Stocks can have fluctuating principal and returns based on changing market conditions.  The prices of small company stocks generally are more volatile than 
those of large company stocks.  International investing involves special risks not found in domestic investing, including political and social differences and 
currency fluctuations due to economic decisions.  Investing in emerging markets can be riskier than investing in well-established foreign markets.  
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