
weathered by maintaining established commit-

ments to several asset classes.  Additionally, 

keep in mind that periods as long as ten years 

may not be a useful indicator of what’s ahead.  

Bond Markets 

Yields on U.S. Treasury securities remained     

at historical lows, producing flat bond returns 

over the quarter.  However, as shown in the 

graph below, yields on longer maturity securities 

have fallen dramatically over the past year due 

to the FED’s influence in the bond market with 

its “Operation Twist.”  Bond returns behave           

inversely with changing yields – falling yields 

produce higher returns and vice-versa.  At     

today’s Treasury yields, a return above a 2% 

inflation rate will happen only if interest rates 

(yields) fall further. Because it is hard to imagine 

yields falling much below current levels, the only 

way to earn a positive return above expected 

inflation is to take more risk. ♦                                                             
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Equity Markets 

Returns from domestic stock markets ended the 

quarter generally above long-term averages, as 

shown in the graph below.  On the other hand, 

returns from international stocks (MSCI EAFE 

Index) while positive, were weaker reflecting the 

ongoing uncertainty related to European gov-

ernments’ responses to their financial systems’ 

crises. 

Equity returns in calendar year 2011 were gen-

erally weak, all below what can reasonably be 

expected over the long-run.  Our proxy for inter-

national stock markets fell over 12% in 2011. 

Over the past decade stock returns were not 

only below long-term expectations, but were 

also accompanied by significant volatility.  Re-

member the steep fall-off in 2008, and the sharp 

rebound in 2009 and 2010.  This volatility can 

neither be predicted nor avoided and must be  

Capital Market Activity                                         
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Over the past year, international markets have 

underperformed domestic markets, which may 

encourage investors to question the future of 

international markets.  The purpose of this arti-

cle is to demonstrate why investors should stay 

committed to these markets.                                    

One year is not long enough to make any con-

clusions on what to expect in the future. Take a                               

look at the chart at the top of Page 3. 

The second reason for maintaining international 

investments is diversification, which allows in-

vestors to reduce risk without having to reduce 

expected return.  This works because, as seen 

in the past quarter and year, international mar-

kets are not always well correlated with domestic 

                                             continued on Page 3 . . . 
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note the 

sharp 

peaks, 

which 

generally 

seem to be 

present in 

Investing in Bonds with Zero Yields 
prices will fall, having a distinctively negative 

effect on return.  Therefore, a reason to hold 

zero-yielding bonds with a short-dated maturity 

is the expectation that interest rates will in-

crease, resulting in the opportunity to reinvest 

the proceeds at maturities in a higher interest 

rate environment and avoiding a negative    

return. 

Another reason to hold zero-yielding bonds is 

that their return will behave differently from 

stock returns.  Investors do not hold individual 

securities, but hold portfolios which include both 

stocks and bonds.  Using the 5-yr. Treasury 

Index published by Citibank as a proxy for 

bonds and the S&P 500 as a proxy for stocks, 

the graph below shows how quarterly returns 

have behaved since December 31, 2006: 

 

 

 

 

 

 

 

 

Note that the pattern of bond returns is quite 

different from that of stock returns.  The swing 

in stock returns is not only much greater, they 

also tend to move in opposite directions.  This 

pattern of returns is the diversification effect of 

holding bonds, as it reduces the portfolio’s risk 

(volatility of returns) without reducing its aver-

age return.  This diversification effect is another 

reason for holding bonds even if the yield is 

currently zero.  

While it is possible to find bonds as well as  

dividend-paying stocks with positive yields, 

these securities are not only risky, but also 

have a pattern of returns that more closely re-

semble that of stocks.  Bonds other than those 

of the U.S. Treasury carry both credit risk (risk 

that the cash flows will not be realized as prom-

ised) and liquidity risk (risk that the bond will not 

be able to be sold at reported values).  This risk 

is reflected in a more volatile price that is more  
continued on last page . . . 

A bond’s yield is what its holder will earn if all 

promised cash flows are paid and the bond is 

held to maturity.  Typically, the cash flows are 

periodic coupon payments plus the principal 

payment at maturity.  U.S. Treasury bonds are 

viewed as “risk free” because the cash flows 

are guaranteed by the U.S. Government.  The 

graph below picks a 5-yr. Treasury Note and 

shows how its yield has fallen since Decem-

ber 2006:   

 

 

 

 

 

 

 

 

This decline reflects the Federal Reserve    

System’s “Quantitative Easing” and “Operation 

Twist” programs to keep interest rates low to 

spur economic growth.  Today the after ex-

pected inflation yields on Treasury securities 

are essentially zero, which means the holder 

will earn no return if held to maturity.  This 

situation begs the question as to why inves-

tors would hold a bond with a zero yield.  

Three reasons come to mind: 

1. It is expected return, not yield that’s        

important 

2. Bond returns behave differently from stock 

returns 

3. Expected bond returns are still a function    

of risk 
 

Expected return, not yield is relevant to inves-

tors.  Yield is not important since at maturity 

investors will simply reinvest the principal in 

another bond.  Return depends on price 

change as well as yield.  And, if yields are 

near zero, then it is price change that will   

determine the return.  Price changes are the 

result of changing yields – if yields fall, prices 

go up and vice-versa. And, the longer a 

bond’s maturity the greater the impact of a 

given change in yield will have on its price.  

So, if yields increase from here, bond   
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decade returns to investors, even after with-

standing significant volatility as evidenced by 

most market indicators, have been below     

long-term averages.  At the same time, our   

financial system has allocated capital to activi-

ties that produced the dot-com bubble, the real 

estate bubble and a global financial crisis.  

There is some debate over the extent to which 

government is part of the problem, but it 

seems at the very least to be incapable of im-

proving this record.  

A key tenet of market economics is that there 

must be a downside to risk-taking.  That’s 

been missing lately.  Banks that make poor 

investments are deemed “too big to fail”; trad-

ers reap big rewards when they make money, 

yet pay no cost when they lose it; manage-

ments who destroy shareholder value walk 

away with big bonuses, etc.  This, in my view, 

is an aspect of what both the “Occupy Wall 

Street” and the “Tea Party” are protesting.  

There is a lot of common ground between what 

at first blush seems to be two disparate 

groups.  While we no doubt will have to wit-

ness more shouting at one another as we en-

dure a couple more election cycles, let’s look 

forward to finding this common ground. ♦ 

 

 

markets.  In other words, they do not move 

in the same direction at the same time.  

This lack of correlation allows for the posi-

tive performance of some investments to 

offset the negative performance of others.  

The chart at the bottom right gives an ex-

ample of the risk/reward tradeoff for      

domestic and international markets over 

the past ten years.  The lines in the chart      

represent the average returns that a well-

developed domestic and a blended        

domestic/international portfolio will allow 

for, based on the level of risk taken. The 

points along the line increase exposures to 

equities.  The chart shows that by adding 

international markets to a domestic portfo-

lio, average returns increase for the same 

level or risk. ♦ 

Investment Perspectives                                                    by Bob Ryan 

“Occupy Wall Street,” the “Tea Party” and Capital Market Activity 

I am writing to provide a perspective on the 

“Occupy Wall Street” protests.  Readers of a 

certain age will remember Eric Sevareid, who 

would from time to time provide comments  

after Walter Cronkite’s newscasts.  I recall one 

such comment on the student protestors of that 

day in which he observed, “Students are gener-

ally right in what they oppose; wrong in what 

they propose.”  I think this observation is appli-

cable to the Occupy Wall Street people – pay 

more attention to what they oppose, not what 

they propose.   While many are apt to disagree, 

the protests of this group are not too different 

from those of the “Tea Party.”  In my view, both 

groups are essentially protesting a sense of 

unfairness in how power, both economic and 

political, is currently distributed.  Incidentally, 

the last time the top 1% had as great a claim 

on economic income as they do today was at 

the end of the 1920s. 

Much of this economic power has been accu-

mulated by those engaged in our system of 

allocating capital from those who have it to 

those who need it.  Notwithstanding the size of 

their claim on economic resources, their track 

record is, at best, spotty.  They have neither 

produced returns for investors, nor provided 

capital to productive activities.  In the past 
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We welcome your comments:  
 

         Douglas R. Burns, Jr.: dburnsjr@rjrassociates.net           Matthew Ramsey: mramsey@rjrassociates.net 
          
         Patti Edwards:             pedwards@rjrassociates.net        Bob Ryan:              rryan@rjrassociates.net 

 
         Keri Morrison:              kmorrison@rjrassociates.net        Ted Scallon:        tscallon@rjrassociates.net            
 

  Chart I - Returns from Individual Markets  Chart II - Returns from Diversified Portfolios 

Market Returns 
 

We show returns over several periods ending December 31, 2011 from indices typically used as  

proxies for individual markets as well as from diversified portfolios with different risk profiles.  Except 

for international markets, these results are generally as expected.  However, always be careful about 

extrapolating these past results in the future.   

 

consistent with the pattern of stock returns. The 

graph to the right shows the pattern of returns of 

a portfolio of bonds with a high level of credit risk, 

a high dividend paying stock as well as our proxy 

for stocks (S&P 500).  The yield on the Merrill 

Lynch U.S. High Yield II is 8.29% and the divi-

dend yield on AT&T stock is 6%.  However, these 

yields are clearly not without risk as the past pat-

tern of returns shows.    

While it is hard to imagine bond yields remaining 

at these levels for an extended period, especially 

as our domestic economy improves, it is still   

reasonable to hold short-term zero-yielding U.S.  

Investing in Bonds with Zero Yields Treasury securities to 1) avoid significantly  

negative returns when yields rise, 2) maintain  

the diversification effect of holding bonds, and   

3) to avoid the equity-like characteristics of 

higher yielding investments. ♦ 
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