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hat’s the current state of the 
economy?

The	U.S.	economy	continues	to	
suffer the after-effects of its debt 
hangover. Although many consumers 

and corporations borrowed in moderation, the same 
cannot be said for all consumers and many financial 
institutions. They loaded up on debt, leading to wide-
spread	excesses.	Now	we’re	paying	for	those	mistakes	
as we unravel this debt and consume less. This has 
resulted in reduced employment, lower corporate profits 
and a deepening recession. 

What’s the outlook?
We	expect	the	U.S.	economy	

to continue to contract for the next 
several months and perhaps longer. 
Consumers are expected to remain 
extremely cautious. Financial institu-
tions	more	than	likely	will	continue	
to be stringent in extending credit. 
Businesses	are	likely	to	further	re-
duce	their	inventories	and	scale	back	
on capital expenditures. Housing is 
unlikely	to	stabilize	until	the	large	
overhang of existing properties to be sold is reduced. 
And commercial property, which has only begun to show 
strains, probably will suffer through higher vacancies 
and	a	number	of	bankruptcies.

One bright spot should be government spending. 
Over the next several months, that spending should cre-

ate demand for goods and services, which, in our view, 
is a necessary first step towards recovery. However, even 
with government stimulus, we should still experience 
higher	unemployment	rates	in	the	U.S.	and	abroad.

When will the economy hit bottom?
Several	hurdles	must	be	overcome	before	the	economy	

will emerge from recession. The amount of debt reduc-
tion that is now occurring is unprecedented in recent 
history. Given this level of pending debt reduction, we 
expect	a	recovery	will	take	longer	than	normal.	

However,	the	sheer	size	of	this	stimulus	is	also	ex-
ceptional. We believe it will provide 
a floor to the sharp downturn we’re 
now experiencing and cushion its 
ultimate impact. Further we feel it 
will	help	trigger	a	stabilization	of	
demand for goods and services and 
hasten a recovery that might other-
wise	take	years	to	materialize.	

So what are policymakers doing?
In	our	view,	the	U.S.	government	

has made a decision to restore eco-
nomic stability at all costs. The Fed-

eral	Reserve	has	thrown	out	the	rule	book	and	seems	
determined to reduce the cost of capital and increase 
the availability of funds by any means necessary. At 
the same time, the Obama administration and the new 
Congress are also committed to providing a huge boost 
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in government support, over several years if 
needed.	Foreign	governments	have	taken	a	
similar	tack	—	a	remarkable	show	of	global	
consensus and coordination. 

Policymakers’	first	order	of	business	has	been	
to ensure that large financial institutions do not 
trigger	a	collapse	in	investor	confidence.	Secondly,	
authorities	want	to	ensure	that	banks	have	the	
required	capital	to	reduce	their	exposure	to	
troubled assets in an orderly fashion and even-
tually begin the process of providing loans to  
worthy borrowers. Finally, fiscal stimuli, in the 
forms of tax cuts for those with jobs, support 
for indebted mortgage-holders and public 
works	spending,	are	in	the	pipeline	in	many	
countries. Near term, all these actions seem to 
be	the	required	medicine.

What’s the outlook for the equity markets?
The	outlook	for	earnings	remains	highly	

uncertain.	Therefore	we	expect	market	price	
volatility to remain well above the average of 
the last 20 years — a period of unprecedented 
stability. Also, we believe investors will con-
tinue to build higher-than-normal margins of 
safety	into	the	prices	they	pay	to	own	stocks.	
By this we mean they will continue to over-
compensate	for	today’s	uncertain	outlook	by	
purchasing	stocks	only	at	prices	that	appear	to	
be well below the values of the issuing compa-
nies as businesses.

However,	it’s	impossible	to	know	how	far	
emotion and the need for safety will drive prices 
below	fair	value.	Stock	prices	tend	to	be	pre-
dictive in nature and often discount the pos-
sibility of economic events before they occur. 
It’s	too	early	to	tell	if	stock	prices	have	already	
anticipated the coming economic news and will 
improve from here, or if they revisit and possi-
bly punch through last November’s lows as in-
vestors build in even greater margins of safety. 

No	matter	the	near-term	direction	of	stock	
prices,	this	bear	market	should	end,	like	others 
before it. If history is an indicator, prices 

forward	and	used	to	first	offset	realized	gains	
in future years and then as a $3,000 deduction 
per year against ordinary income until they’re 
fully used. 

Finally, it should be noted that in most 
instances our decisions to sell were not made 
due to dissatisfaction with a specialist manager. 
In fact, we plan to reinvest with many of these 
managers. However, we will be careful to re-
establish	positions	based	upon	current	market	
conditions	and	IRS	rules	that	stipulate	that	you	
may	not	currently	realize	a	loss	if	you	reestab-
lish the position within 30 days.
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should anticipate an economic recovery and 
begin to appreciate before the economy actu-
ally shows improvement. At that time, the  
opportunities	in	equities	should	be	plentiful.

What’s the outlook for the fixed-income 
markets?

Investors have become averse to all uncer-
tainty and many – individuals and institutions, 
in	the	U.S.	and	abroad	–	have	poured	money	
into	the	safety	of	U.S.	Treasuries,	driving	
their yields to historic lows. At the same time, 
forced selling and concerns about possible 
defaults have led them to aggressively sell even 
the	most	highly	rated	debt	not	issued	by	the	U.S.	
Treasury. This selling has caused the prices of 
these securities to drop and their yields to in-
crease to abnormally high levels in relation to 
those	of	U.S.	Treasury	securities.

While there are early signs that this difference 
in yields may be closing, we do not believe that 
a more normal relationship will be restored 
until	the	current	economic	outlook	becomes	
clearer. Ultimately we believe this will create 
good returns for investors who own non-Trea-
sury securities that are held to their maturities, 
and diminished returns or losses for holders of 
U.S.	Treasuries.	
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here was an extremely negative 
tone in the equity markets  
during the fourth quarter.  
Could you comment?

Stock	prices	were	indeed	very	
weak.	They	dropped	by	one-fifth	or	more	
during the period and were an echo of earlier 
declines	that	occurred	throughout	2008.	Price	
weakness	was	widespread,	as	the	accompanying	
table shows. 

Global	equity	markets	are	coming	to	terms	
with what appears to be the deepest recession 
the	U.S.	and	other	countries	have	seen	in	over	
half a century. As economic news worsened, 
prices were impacted by forced selling and 
deeply negative sentiment, which drove inves-
tors to demand higher — perhaps excessive 
— margins of safety in the prices they paid to 
purchase	stocks.	

That	said,	the	equity	
markets	continue	to	serve	
as	a	source	of	liquidity,	
even	when	market	condi-
tions are as difficult as 
they are now. This is an 
important advantage that 
many other investment 
assets do not enjoy. 

As investment advisors 
what are you doing?

Market	conditions	
have been challenging to say the least. Bear 
markets	always	are,	yet	they	breed	future	 
opportunity for the disciplined investor. We’ve 
continued to apply our disciplined investment 
philosophy, sharpened over many years and 
through	many	market	cycles,	and	we	believe	
that approach has benefited our clients. We 
remain confident in our processes, as well as 
those of the specialist managers we’ve selected 
for	client	portfolios,	and	look	forward	to	the	end	
of	this	bear	market,	which	will	no	doubt	come.	

That	said,	we	spent	much	of	2008	seeking	
to	preserve	the	market	values	of	our	clients’	
portfolios.	While	market	values	declined,	we	
believe we’ve been successful in accomplishing 
our	objective	and	feel	that	we’ve	kept	market-
value declines within manageable levels. As we 
enter 2009, capital preservation remains our focus. 

Our approach to preserving portfolio values 
continues to be two-dimensional. First, we now 
have a higher-than-normal allocation to money- 
market	funds	in	each	of	our	strategies.	Most	
notable have been the changes in our allocations 
within	our	Dynamic	Equity	strategy,	which	

proactively and defensively decreased expo-
sure	to	equities	throughout	2008.	This	process	
began in January with further reductions in 
June,	early	July,	during	this	past	quarter	and	
again early in 2009.

Second,	for	those	assets	that	remain	invested	
with specialist managers, we continue to pay 
close attention to the securities held in their 
portfolios,	seeking	to	balance	the	opportunities	 
for	future	profits	with	the	risks	of	doing	so.	It’s 
important	to	keep	in	mind	that	stocks	represent 
ownership in companies that have value. These 
managers are carefully examining the business 
prospects of the companies held in their portfo-
lios	and	making	adjustments	as	it’s	appropriate.	

On the flip side, as long-term investors we’re 
also	looking	ahead,	preparing	to	take	advantage	
of	the	values	that	bear	markets	bring.	Values	

are generally most attrac-
tive	and	the	risk	associat-
ed	with	taking	advantage	
of these values is most 
diminished	after	market	
prices have declined. 
Buying at these lower 
prices is where we get 
to	take	advantage	of	our	
capital preservation ef-
forts. Committing capital 
when	markets	are	stressed	
almost always feels un-
comfortable, but it’s con-

sistently been the right long-term approach.

When will this bear market end? Will stock 
prices decline further?

Bear	markets	tend	to	end	when	no	one	is	
expecting	them	to.	No	one	ever	really	knows	
when	we’re	at	the	bottom	of	a	bear	market.	Only	
in hindsight does it become clear. However, we 
feel we’ve seen the worst of the storm. We 
don’t	expect	stock	prices	to	show	the	drops	
seen	in	2008	going	forward,	but	we’re	far	from	
a safe harbor and the storm rages. It seems that 
economic news will bring new pressures on 
prices near term, and we could breach the low 
prices	set	in	November	2008.	

Also,	we	think	history	will	broadly	repeat	
itself in a well-worn script. Businesses will 
adjust to lower demand by reducing inventories 
and cutting costs. Government entities will 
take	actions	to	provide	income	to	the	newly	
unemployed, create new jobs and cut taxes. 
Consumers will increase their savings rate, 
and interest rates will fall, both of which will 
permit	banks	to	repair	their	balance	sheets	and	
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Fixed Income Portfolios
hat happened in the fixed-
income markets over the 
last quarter of 2008?

Faced with a rapidly 
deteriorating economy, the 

Federal	Reserve	(the	Fed)	moved	aggressively	
to help retard both the crisis in credit and con-
fidence. Over the course of three meetings, the 
Fed reduced its target short-term rate from 2% 
to	the	current	range	of	0%	-	0.25%.	Yields	on	
U.S.	Treasury	securities	–	issued	by	the	federal	
government – also fell sharply. 

However, other bonds 
that	carry	credit	risk	–	
such as corporate bonds, 
municipal bonds and 
securities	backed	by	cash	
flows from real estate and 
credit cards – generally 
reflected investor concerns 
with borrowers’ ability to 
make	interest	and	princi-
pal payments in a timely 
manner. As a result, their 
prices dropped and yields 
moved higher. 

Is this the division  
between U.S. Treasury 
bonds and all other  
areas of the bond mar-
ket that you mentioned 
in the last Capital  
Markets Review? 

Yes.	Investors	continue	to	pay	what	appears	
to us to be a relatively high price for credit 
safety. As investors bid up the prices of bonds 
backed	by	the	U.S.	Treasury,	their	yields	col-
lapsed	(market	price	and	yield	move	inversely	
for	bonds).	In	fact,	briefly	during	the	quarter,	
investors accepted a negative return on short-
term	U.S.	Treasury	securities	for	the	privilege	
of	knowing	funds	were	secure.	This	meant	
they	invested	$1	with	a	guarantee	by	the	U.S.	
government	that	they	would	get	back	slightly	
less	than	$1,	suggesting	a	very	high	–	perhaps	
excessive	–	aversion	to	risk,	no	matter	how	
minimal it might be.

What about the other areas of the fixed-
income market?

Yields	on	U.S.	Treasury	bonds	remain	far	
below	yields	on	bonds	issued	by	U.S.	government	
agencies, and even the highest-rated corporations 
and municipalities. However, these wide differ-
ences	have	seen	some	hints	of	narrowing.	Since	

[No crisis] to date has permanently derailed the 
market’s	ability	to	compound	over	the	long	term.	
In fact, for the better part of the last century the 
U.S.	economy	has	grown	over	every	decade,	and	
the	market	in	the	long	run	has	managed	to	pro-
duce	double-digit	returns	despite	setbacks	such	
as	prolonged	bear	markets;	wars;	recessions;	an	
oil	crisis;	a	hostage	crisis;	periods	of	double-
digit	interest	rates,	inflation	and	unemployment;	
political	scandals;	stock	market	crashes;	the	Sep-
tember	11	attacks;	and	much	more.

—	Chris	Davis	&	Ken	Feinberg,	
Selected	American	Shares,	

Portfolio	Review,	Winter	2009

Although this has been an extraordinarily trying 
period, the silver lining is that we are now finding 
many	more	attractively	priced	stocks,	offering	
both cheap valuations and high-dividend yields, 
than	at	any	point	since	at	least	2002.	We	think,	
for	bottom-up	stock	pickers,	this	a	target-rich	
environment.

—	Robert	Kleinschimidt,	
Tocqueville	Fund,	Investment	Update,	

Third	Quarter	2008	

Fortunately,	in	the	current	market	we	can	use	
very distressed scenarios – essentially assum-
ing recessionary business conditions across our 
three-year	investment	horizon	–	and	still	find	
investment opportunities where downside is lim-
ited and the return potential is as compelling as 
we’ve seen in years.

—	MacKenzie	Davis,	David	Kelley,	
Andy	Pilara	&	Joe	Wolf,	

RS	Investments,	Fourth	Quarter	2008	
Mutual Fund Commentary

…[M]any	of	our	stocks	are	selling	at	cheap	valu-
ations	and	the	risk/reward	from	current	levels	is	
compelling despite the short-term challenges.

—	I.	Charles	Rinaldi,	
Wells Capital Management, 

Portfolio	Review,	September	30,	2008

We	think	that	as	the	frozen	credit	markets	thaw	
and	housing	prices	gradually	stabilize,	the	econ-
omy	and	stock	market	will	regain	traction.

—	S.	Basu	Mullick,	
2008	Portfolio	Manager	Commentary,	

Neuberger	Berman	Partners	Fund

Weventually start lending again. This all will con-
tribute	to	an	improvement	in	the	earnings	outlook,	
driving	investors	to	look	at	beaten-down	equity	
prices in a more positive light. 

With the low interest rates now being credit-
ed on investments in money-market funds, 
have you considered temporarily investing 
in higher-yielding securities while you wait 
for opportunities to purchase equities?

By higher-yielding, we assume you mean 
highly	rated	securities	not	issued	by	the	U.S.	
Treasury. And, yes, we have given this careful 
consideration. But while at first glance it seems 
this	would	make	portfolios	more	productive,	
purchasing these securities could actually be 
counterproductive. 

It’s	likely	we	would	only	own	these	securities 
for a short period of time and need to sell them 
to	move	back	into	stocks.	Our	concern	has	
been selling these securities at a loss because 
of	market	conditions	that	have	the	prices	of	
non-Treasury	securities	and	equities	moving	in	
tandem. Normally that’s not the case. But right 
now,	when	equity	prices	are	low	(making	them 
attractive	to	purchase),	so	too	are	the	prices	of	
non-Treasury	securities	(making	them	unat-
tractive	to	sell).	We	think	there	would	be	a	
very good possibility that we would have to 
sell these non-Treasury securities at a loss that 
could more than offset the higher interest we 
would receive by owning them. 

You sold a number of investment positions 
during the month of December. Could you 
comment on these sales? 

There were two aspects to these sales. First, 
for clients whose portfolios are managed in 
conjunction	with	our	Dynamic	Equity	strategy,	
we generally decided to further reduce our target 
allocation	to	our	equity	managers	–	shifting	
more	funds	to	money	market	funds	temporarily.	

Second,	for	many	non-retirement	portfolios	
that	are	currently	taxable,	we	sought	to	take	
advantage	of	unrealized	losses	contained	in	the	
portfolio. We did this to offset any previous 
realized	gains	that	may	have	occurred,	and	to	
avoid the impact of capital gains distributions 
that were being made by some fund managers. 

In	many	instances,	the	amount	of	realized	
losses	exceeded	realized	gains	for	the	year.	This	
was	intentional.	We	decided	to	realize	these	
losses to aid in our clients’ tax planning since, 
under current tax law, they may be carried 

their widest levels, we’ve begun to see some 
investors	cautiously	seeking	bonds	that,	over	
time,	are	likely	to	generate	positive	rates	of	 
return	that	outpace	U.S.	Treasury	bond	yields.

Do you view that as a positive develop-
ment in the fixed-income market?

We do, and we feel that its impact may reach 
beyond	the	fixed-income	market	and	constitute	an	
upbeat	sign	for	the	economy	and	equity	markets.	
If investors renew their interest in securities 
other	than	U.S.	Treasury	securities,	it	may	spell	

growing confidence that 
defaults will be contained 
and help corporations 
get the funding they 
desperately need from 
capital	markets,	even	
before	banks	can	lend.	
This access to capital will 
be crucial to stimulating 
economic growth. 

How are you managing 
clients’ fixed-income 
portfolios in light of 
your views?

We anticipate that 
markets	will	remain	chal-
lenging. Although emotions 
have eased, we continue 
to	emphasize	bonds	with	
short-term maturities —  
a strategy that we feel has 
worked	well	for	clients.	

These instruments should be more stable as 
the	bond	market	continues	to	fluctuate	in	this	
difficult economic environment. Hence we feel 
that we’re not giving up very much in terms of 
yield, while limiting price volatility that often 
accompanies longer-maturity bonds.

Further, this strategy should help safeguard 
portfolios	against	the	risk	that	a	significant	boost	
in government spending could result in higher 
levels of inflation. Thus we believe our current 
cautious strategy and our willingness to remain 
nimble provide effective capital protection while 
also	giving	us	the	ability	to	assume	more	risk	
when	market	conditions	offer	greater	opportunity.	

At various times we may engage in a range 
of strategies to boost returns in this challenging 
environment.	These	include	trades	that	seek	to	
maximize	the	tax	efficiency	of	the	portfolio	or	
an allocation shift between different sectors of 
the	bond	market	aimed	at	taking	advantage	of	
an attractively valued area, which is consistent 
with the portfolio’s objective.

cauTious miGraTion To corporaTE Bonds an upBEaT siGn
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-21.9%

-27.2%

-26.1%
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-41.5%

-33.8%

-45.1%
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here was an extremely negative 
tone in the equity markets  
during the fourth quarter.  
Could you comment?

Stock	prices	were	indeed	very	
weak.	They	dropped	by	one-fifth	or	more	
during the period and were an echo of earlier 
declines	that	occurred	throughout	2008.	Price	
weakness	was	widespread,	as	the	accompanying	
table shows. 

Global	equity	markets	are	coming	to	terms	
with what appears to be the deepest recession 
the	U.S.	and	other	countries	have	seen	in	over	
half a century. As economic news worsened, 
prices were impacted by forced selling and 
deeply negative sentiment, which drove inves-
tors to demand higher — perhaps excessive 
— margins of safety in the prices they paid to 
purchase	stocks.	

That	said,	the	equity	
markets	continue	to	serve	
as	a	source	of	liquidity,	
even	when	market	condi-
tions are as difficult as 
they are now. This is an 
important advantage that 
many other investment 
assets do not enjoy. 

As investment advisors 
what are you doing?

Market	conditions	
have been challenging to say the least. Bear 
markets	always	are,	yet	they	breed	future	 
opportunity for the disciplined investor. We’ve 
continued to apply our disciplined investment 
philosophy, sharpened over many years and 
through	many	market	cycles,	and	we	believe	
that approach has benefited our clients. We 
remain confident in our processes, as well as 
those of the specialist managers we’ve selected 
for	client	portfolios,	and	look	forward	to	the	end	
of	this	bear	market,	which	will	no	doubt	come.	

That	said,	we	spent	much	of	2008	seeking	
to	preserve	the	market	values	of	our	clients’	
portfolios.	While	market	values	declined,	we	
believe we’ve been successful in accomplishing 
our	objective	and	feel	that	we’ve	kept	market-
value declines within manageable levels. As we 
enter 2009, capital preservation remains our focus. 

Our approach to preserving portfolio values 
continues to be two-dimensional. First, we now 
have a higher-than-normal allocation to money- 
market	funds	in	each	of	our	strategies.	Most	
notable have been the changes in our allocations 
within	our	Dynamic	Equity	strategy,	which	

proactively and defensively decreased expo-
sure	to	equities	throughout	2008.	This	process	
began in January with further reductions in 
June,	early	July,	during	this	past	quarter	and	
again early in 2009.

Second,	for	those	assets	that	remain	invested	
with specialist managers, we continue to pay 
close attention to the securities held in their 
portfolios,	seeking	to	balance	the	opportunities	 
for	future	profits	with	the	risks	of	doing	so.	It’s 
important	to	keep	in	mind	that	stocks	represent 
ownership in companies that have value. These 
managers are carefully examining the business 
prospects of the companies held in their portfo-
lios	and	making	adjustments	as	it’s	appropriate.	

On the flip side, as long-term investors we’re 
also	looking	ahead,	preparing	to	take	advantage	
of	the	values	that	bear	markets	bring.	Values	

are generally most attrac-
tive	and	the	risk	associat-
ed	with	taking	advantage	
of these values is most 
diminished	after	market	
prices have declined. 
Buying at these lower 
prices is where we get 
to	take	advantage	of	our	
capital preservation ef-
forts. Committing capital 
when	markets	are	stressed	
almost always feels un-
comfortable, but it’s con-

sistently been the right long-term approach.

When will this bear market end? Will stock 
prices decline further?

Bear	markets	tend	to	end	when	no	one	is	
expecting	them	to.	No	one	ever	really	knows	
when	we’re	at	the	bottom	of	a	bear	market.	Only	
in hindsight does it become clear. However, we 
feel we’ve seen the worst of the storm. We 
don’t	expect	stock	prices	to	show	the	drops	
seen	in	2008	going	forward,	but	we’re	far	from	
a safe harbor and the storm rages. It seems that 
economic news will bring new pressures on 
prices near term, and we could breach the low 
prices	set	in	November	2008.	

Also,	we	think	history	will	broadly	repeat	
itself in a well-worn script. Businesses will 
adjust to lower demand by reducing inventories 
and cutting costs. Government entities will 
take	actions	to	provide	income	to	the	newly	
unemployed, create new jobs and cut taxes. 
Consumers will increase their savings rate, 
and interest rates will fall, both of which will 
permit	banks	to	repair	their	balance	sheets	and	
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Fixed Income Portfolios
hat happened in the fixed-
income markets over the 
last quarter of 2008?

Faced with a rapidly 
deteriorating economy, the 

Federal	Reserve	(the	Fed)	moved	aggressively	
to help retard both the crisis in credit and con-
fidence. Over the course of three meetings, the 
Fed reduced its target short-term rate from 2% 
to	the	current	range	of	0%	-	0.25%.	Yields	on	
U.S.	Treasury	securities	–	issued	by	the	federal	
government – also fell sharply. 

However, other bonds 
that	carry	credit	risk	–	
such as corporate bonds, 
municipal bonds and 
securities	backed	by	cash	
flows from real estate and 
credit cards – generally 
reflected investor concerns 
with borrowers’ ability to 
make	interest	and	princi-
pal payments in a timely 
manner. As a result, their 
prices dropped and yields 
moved higher. 

Is this the division  
between U.S. Treasury 
bonds and all other  
areas of the bond mar-
ket that you mentioned 
in the last Capital  
Markets Review? 

Yes.	Investors	continue	to	pay	what	appears	
to us to be a relatively high price for credit 
safety. As investors bid up the prices of bonds 
backed	by	the	U.S.	Treasury,	their	yields	col-
lapsed	(market	price	and	yield	move	inversely	
for	bonds).	In	fact,	briefly	during	the	quarter,	
investors accepted a negative return on short-
term	U.S.	Treasury	securities	for	the	privilege	
of	knowing	funds	were	secure.	This	meant	
they	invested	$1	with	a	guarantee	by	the	U.S.	
government	that	they	would	get	back	slightly	
less	than	$1,	suggesting	a	very	high	–	perhaps	
excessive	–	aversion	to	risk,	no	matter	how	
minimal it might be.

What about the other areas of the fixed-
income market?

Yields	on	U.S.	Treasury	bonds	remain	far	
below	yields	on	bonds	issued	by	U.S.	government	
agencies, and even the highest-rated corporations 
and municipalities. However, these wide differ-
ences	have	seen	some	hints	of	narrowing.	Since	

[No crisis] to date has permanently derailed the 
market’s	ability	to	compound	over	the	long	term.	
In fact, for the better part of the last century the 
U.S.	economy	has	grown	over	every	decade,	and	
the	market	in	the	long	run	has	managed	to	pro-
duce	double-digit	returns	despite	setbacks	such	
as	prolonged	bear	markets;	wars;	recessions;	an	
oil	crisis;	a	hostage	crisis;	periods	of	double-
digit	interest	rates,	inflation	and	unemployment;	
political	scandals;	stock	market	crashes;	the	Sep-
tember	11	attacks;	and	much	more.

—	Chris	Davis	&	Ken	Feinberg,	
Selected	American	Shares,	

Portfolio	Review,	Winter	2009

Although this has been an extraordinarily trying 
period, the silver lining is that we are now finding 
many	more	attractively	priced	stocks,	offering	
both cheap valuations and high-dividend yields, 
than	at	any	point	since	at	least	2002.	We	think,	
for	bottom-up	stock	pickers,	this	a	target-rich	
environment.

—	Robert	Kleinschimidt,	
Tocqueville	Fund,	Investment	Update,	

Third	Quarter	2008	

Fortunately,	in	the	current	market	we	can	use	
very distressed scenarios – essentially assum-
ing recessionary business conditions across our 
three-year	investment	horizon	–	and	still	find	
investment opportunities where downside is lim-
ited and the return potential is as compelling as 
we’ve seen in years.

—	MacKenzie	Davis,	David	Kelley,	
Andy	Pilara	&	Joe	Wolf,	

RS	Investments,	Fourth	Quarter	2008	
Mutual Fund Commentary

…[M]any	of	our	stocks	are	selling	at	cheap	valu-
ations	and	the	risk/reward	from	current	levels	is	
compelling despite the short-term challenges.

—	I.	Charles	Rinaldi,	
Wells Capital Management, 

Portfolio	Review,	September	30,	2008

We	think	that	as	the	frozen	credit	markets	thaw	
and	housing	prices	gradually	stabilize,	the	econ-
omy	and	stock	market	will	regain	traction.

—	S.	Basu	Mullick,	
2008	Portfolio	Manager	Commentary,	

Neuberger	Berman	Partners	Fund

Weventually start lending again. This all will con-
tribute	to	an	improvement	in	the	earnings	outlook,	
driving	investors	to	look	at	beaten-down	equity	
prices in a more positive light. 

With the low interest rates now being credit-
ed on investments in money-market funds, 
have you considered temporarily investing 
in higher-yielding securities while you wait 
for opportunities to purchase equities?

By higher-yielding, we assume you mean 
highly	rated	securities	not	issued	by	the	U.S.	
Treasury. And, yes, we have given this careful 
consideration. But while at first glance it seems 
this	would	make	portfolios	more	productive,	
purchasing these securities could actually be 
counterproductive. 

It’s	likely	we	would	only	own	these	securities 
for a short period of time and need to sell them 
to	move	back	into	stocks.	Our	concern	has	
been selling these securities at a loss because 
of	market	conditions	that	have	the	prices	of	
non-Treasury	securities	and	equities	moving	in	
tandem. Normally that’s not the case. But right 
now,	when	equity	prices	are	low	(making	them 
attractive	to	purchase),	so	too	are	the	prices	of	
non-Treasury	securities	(making	them	unat-
tractive	to	sell).	We	think	there	would	be	a	
very good possibility that we would have to 
sell these non-Treasury securities at a loss that 
could more than offset the higher interest we 
would receive by owning them. 

You sold a number of investment positions 
during the month of December. Could you 
comment on these sales? 

There were two aspects to these sales. First, 
for clients whose portfolios are managed in 
conjunction	with	our	Dynamic	Equity	strategy,	
we generally decided to further reduce our target 
allocation	to	our	equity	managers	–	shifting	
more	funds	to	money	market	funds	temporarily.	

Second,	for	many	non-retirement	portfolios	
that	are	currently	taxable,	we	sought	to	take	
advantage	of	unrealized	losses	contained	in	the	
portfolio. We did this to offset any previous 
realized	gains	that	may	have	occurred,	and	to	
avoid the impact of capital gains distributions 
that were being made by some fund managers. 

In	many	instances,	the	amount	of	realized	
losses	exceeded	realized	gains	for	the	year.	This	
was	intentional.	We	decided	to	realize	these	
losses to aid in our clients’ tax planning since, 
under current tax law, they may be carried 

their widest levels, we’ve begun to see some 
investors	cautiously	seeking	bonds	that,	over	
time,	are	likely	to	generate	positive	rates	of	 
return	that	outpace	U.S.	Treasury	bond	yields.

Do you view that as a positive develop-
ment in the fixed-income market?

We do, and we feel that its impact may reach 
beyond	the	fixed-income	market	and	constitute	an	
upbeat	sign	for	the	economy	and	equity	markets.	
If investors renew their interest in securities 
other	than	U.S.	Treasury	securities,	it	may	spell	

growing confidence that 
defaults will be contained 
and help corporations 
get the funding they 
desperately need from 
capital	markets,	even	
before	banks	can	lend.	
This access to capital will 
be crucial to stimulating 
economic growth. 

How are you managing 
clients’ fixed-income 
portfolios in light of 
your views?

We anticipate that 
markets	will	remain	chal-
lenging. Although emotions 
have eased, we continue 
to	emphasize	bonds	with	
short-term maturities —  
a strategy that we feel has 
worked	well	for	clients.	

These instruments should be more stable as 
the	bond	market	continues	to	fluctuate	in	this	
difficult economic environment. Hence we feel 
that we’re not giving up very much in terms of 
yield, while limiting price volatility that often 
accompanies longer-maturity bonds.

Further, this strategy should help safeguard 
portfolios	against	the	risk	that	a	significant	boost	
in government spending could result in higher 
levels of inflation. Thus we believe our current 
cautious strategy and our willingness to remain 
nimble provide effective capital protection while 
also	giving	us	the	ability	to	assume	more	risk	
when	market	conditions	offer	greater	opportunity.	

At various times we may engage in a range 
of strategies to boost returns in this challenging 
environment.	These	include	trades	that	seek	to	
maximize	the	tax	efficiency	of	the	portfolio	or	
an allocation shift between different sectors of 
the	bond	market	aimed	at	taking	advantage	of	
an attractively valued area, which is consistent 
with the portfolio’s objective.

cauTious miGraTion To corporaTE Bonds an upBEaT siGn
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hat’s the current state of the 
economy?

The	U.S.	economy	continues	to	
suffer the after-effects of its debt 
hangover. Although many consumers 

and corporations borrowed in moderation, the same 
cannot be said for all consumers and many financial 
institutions. They loaded up on debt, leading to wide-
spread	excesses.	Now	we’re	paying	for	those	mistakes	
as we unravel this debt and consume less. This has 
resulted in reduced employment, lower corporate profits 
and a deepening recession. 

What’s the outlook?
We	expect	the	U.S.	economy	

to continue to contract for the next 
several months and perhaps longer. 
Consumers are expected to remain 
extremely cautious. Financial institu-
tions	more	than	likely	will	continue	
to be stringent in extending credit. 
Businesses	are	likely	to	further	re-
duce	their	inventories	and	scale	back	
on capital expenditures. Housing is 
unlikely	to	stabilize	until	the	large	
overhang of existing properties to be sold is reduced. 
And commercial property, which has only begun to show 
strains, probably will suffer through higher vacancies 
and	a	number	of	bankruptcies.

One bright spot should be government spending. 
Over the next several months, that spending should cre-

ate demand for goods and services, which, in our view, 
is a necessary first step towards recovery. However, even 
with government stimulus, we should still experience 
higher	unemployment	rates	in	the	U.S.	and	abroad.

When will the economy hit bottom?
Several	hurdles	must	be	overcome	before	the	economy	

will emerge from recession. The amount of debt reduc-
tion that is now occurring is unprecedented in recent 
history. Given this level of pending debt reduction, we 
expect	a	recovery	will	take	longer	than	normal.	

However,	the	sheer	size	of	this	stimulus	is	also	ex-
ceptional. We believe it will provide 
a floor to the sharp downturn we’re 
now experiencing and cushion its 
ultimate impact. Further we feel it 
will	help	trigger	a	stabilization	of	
demand for goods and services and 
hasten a recovery that might other-
wise	take	years	to	materialize.	

So what are policymakers doing?
In	our	view,	the	U.S.	government	

has made a decision to restore eco-
nomic stability at all costs. The Fed-

eral	Reserve	has	thrown	out	the	rule	book	and	seems	
determined to reduce the cost of capital and increase 
the availability of funds by any means necessary. At 
the same time, the Obama administration and the new 
Congress are also committed to providing a huge boost 

We expect the U.S. 

economy to continue 

to contract for the next 

several months and 
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in government support, over several years if 
needed.	Foreign	governments	have	taken	a	
similar	tack	—	a	remarkable	show	of	global	
consensus and coordination. 

Policymakers’	first	order	of	business	has	been	
to ensure that large financial institutions do not 
trigger	a	collapse	in	investor	confidence.	Secondly,	
authorities	want	to	ensure	that	banks	have	the	
required	capital	to	reduce	their	exposure	to	
troubled assets in an orderly fashion and even-
tually begin the process of providing loans to  
worthy borrowers. Finally, fiscal stimuli, in the 
forms of tax cuts for those with jobs, support 
for indebted mortgage-holders and public 
works	spending,	are	in	the	pipeline	in	many	
countries. Near term, all these actions seem to 
be	the	required	medicine.

What’s the outlook for the equity markets?
The	outlook	for	earnings	remains	highly	

uncertain.	Therefore	we	expect	market	price	
volatility to remain well above the average of 
the last 20 years — a period of unprecedented 
stability. Also, we believe investors will con-
tinue to build higher-than-normal margins of 
safety	into	the	prices	they	pay	to	own	stocks.	
By this we mean they will continue to over-
compensate	for	today’s	uncertain	outlook	by	
purchasing	stocks	only	at	prices	that	appear	to	
be well below the values of the issuing compa-
nies as businesses.

However,	it’s	impossible	to	know	how	far	
emotion and the need for safety will drive prices 
below	fair	value.	Stock	prices	tend	to	be	pre-
dictive in nature and often discount the pos-
sibility of economic events before they occur. 
It’s	too	early	to	tell	if	stock	prices	have	already	
anticipated the coming economic news and will 
improve from here, or if they revisit and possi-
bly punch through last November’s lows as in-
vestors build in even greater margins of safety. 

No	matter	the	near-term	direction	of	stock	
prices,	this	bear	market	should	end,	like	others 
before it. If history is an indicator, prices 

forward	and	used	to	first	offset	realized	gains	
in future years and then as a $3,000 deduction 
per year against ordinary income until they’re 
fully used. 

Finally, it should be noted that in most 
instances our decisions to sell were not made 
due to dissatisfaction with a specialist manager. 
In fact, we plan to reinvest with many of these 
managers. However, we will be careful to re-
establish	positions	based	upon	current	market	
conditions	and	IRS	rules	that	stipulate	that	you	
may	not	currently	realize	a	loss	if	you	reestab-
lish the position within 30 days.
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should anticipate an economic recovery and 
begin to appreciate before the economy actu-
ally shows improvement. At that time, the  
opportunities	in	equities	should	be	plentiful.

What’s the outlook for the fixed-income 
markets?

Investors have become averse to all uncer-
tainty and many – individuals and institutions, 
in	the	U.S.	and	abroad	–	have	poured	money	
into	the	safety	of	U.S.	Treasuries,	driving	
their yields to historic lows. At the same time, 
forced selling and concerns about possible 
defaults have led them to aggressively sell even 
the	most	highly	rated	debt	not	issued	by	the	U.S.	
Treasury. This selling has caused the prices of 
these securities to drop and their yields to in-
crease to abnormally high levels in relation to 
those	of	U.S.	Treasury	securities.

While there are early signs that this difference 
in yields may be closing, we do not believe that 
a more normal relationship will be restored 
until	the	current	economic	outlook	becomes	
clearer. Ultimately we believe this will create 
good returns for investors who own non-Trea-
sury securities that are held to their maturities, 
and diminished returns or losses for holders of 
U.S.	Treasuries.	


