
December 31st Market Update
We lost track a long time ago of how many times the
Financial Panic of 2008 was called the “worst crisis” of
the modern era.  Politicians (in a rare moment of true
bipartisanship!), pundits, economists, and investors all
called it “the worst.”  Stocks plummeted and President
Bush gave a primetime speech in which he suggested we
were on the brink of another Great Depression.  Firms
with household names collapsed overnight.

Unemployment spiked and GDP dropped faster than at
any time in decades.  Monetary velocity plummeted and
deflation became a very real threat.  It was a Panic like
we haven’t seen in 80 years.  And in a panic, people are
willing to believe almost anything.  Forecasters and
analysts who had been (wrongly) predicting recession
for years all of a sudden became infallible soothsayers.
The press hung on their every word and their
pronouncements of long term doom and gloom were
considered unarguable.

The “smartest guys in the room” and the enabling press,
thought that the US economy would languish for years.
The recession, they argued, would last at least through
the end of 2009 and perhaps well into 2010.  And once
the recovery started the best we could anticipate was
growth in the 1.5% to 2% range for many years to come.

As it turned out, the recession ended in mid 2009 and
the economy has clearly outperformed those dire
forecasts. Real GDP has expanded for five straight
quarters. Meanwhile, private sector jobs have grown for
ten consecutive months and the American economy has
once again surprised everyone with its resilience.
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December 31st Market Update
Continued
 This is not the first time and it won't be the last.

The recession after Hurricane Katrina – that was
forecast by the same famous soothsayers of 2008
– never materialized.  More amazing was the
growth after 9/11.  The economy was in an official
recession on that day, but started its recovery in
November.

Certainly things are not perfect.  Unemployment
is still high and uncertainty is prevalent.  And
politicians are using economic weakness to argue
for what they want.  Republicans want tax cuts,
while many Democrats want more spending.
This has created a “vacuum of political optimism”
which is damaging to economic confidence.

Nonetheless, individual Americans and their
companies remain resilient and are still moving
forward.  Amazon has created an application to
scan prices at retail stores and compare to online
prices.  Brick and mortar retailers may not like
this, but transparency and competition always
helps consumers.

And as long as this process of invention and
entrepreneurship is alive and well, the economy is
in good hands.  This is what politicians should be
focused on – how to strengthen property rights,
contracts and the rule of law.  Staying out of the
way is, and always has been, the fastest and surest
way to prosperity.

As always, please know that we are here to answer
any questions that you have and that we are doing
our best to keep a watchful eye on both the
economy and the stock market.

Everyone here is proud to call you a Baker
Financial client and we look forward to seeing you
soon.
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Achieving the Proper Balance of Risk
and Return
 An important decision that every investor must

make is determining the amount of investment
risk to assume while maintaining a level of
comfort. Risk is simply defined as the probability
that the actual return for an investment will differ
from that which was expected. It is possible that
some or even all of an investor’s original
investment may be lost. In other words, there are
no sure things in the investment world.

All investments contain some degree of risk;
however, some investments are considered more
volatile (riskier) than others. Low levels of
uncertainty, or low risk, are usually linked to
investments with low potential returns. On the
other hand, investments with high levels of
uncertainty, or high risk, are generally
accompanied by high potential returns. The
relationship between risk and return is such that
one must be willing to accept greater risk if one
wants to pursue greater returns.

A common misunderstanding among investors is
that higher risk will lead to greater returns.
According to the risk/return tradeoff, however,
higher risk investments provide an investor with
the possibility, not the certainty, of higher returns.

Consider the table below showing the periodic
returns of three hypothetical investments.
Investment A fluctuates very little from period to
period. It has low volatility or a low amount of
risk. However, this low risk is accompanied by low
average returns. Conversely, Investment B has
greater periodic fluctuations from one period to
the other and has even lost money in one of the
periods. On the flip side, Investment B’s average
return is higher than that of Investment A,
corresponding to this higher level of risk. The
riskiest investment of the three is Investment C,
which has experienced a double-digit loss in one
period. The returns for Investment C have also
been periodically quite high, resulting in the
highest average return of all three investments.

As the saying goes, “There is no free lunch”; in
many cases, investments that generate high
returns also come with high levels of volatility or
risk. These high returns act as a compensation for
investors, for assuming high risk. Further, it is
very important to realize that taking on a high
level of risk in hopes of attaining a high level of
return is not for everyone.

An investor's risk tolerance varies according to
age, income requirements, financial goals, and
other considerations particular to each investor’s
unique situation. It is essential to determine your
attitude toward—and your tolerance for—risk,
while (all the time) keeping in mind that past
performance is by no means a guarantee of future
results.
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The End of the Recession

 In September 2010, the National Bureau of
Economic Research announced the long-awaited
news: an end date for the recession that had begun
in December 2007. The NBER determined the
official end date as June 2009, quieting down (if
not completely silencing) double-dip fears. NBER
defines a recession as a significant decline in
economic activity spread across the economy,
lasting more than a few months, normally visible
in real GDP, real income, employment, industrial
production, and wholesale-retail sales. Looking
back at the performance of the main asset classes
during the recession and in the months following
the official end date, gold was the best overall
performer, and long-term government bonds
offered consistent positive returns. Out of the
investments with the worst performances during
the recession, REITs posted the most-impressive
return in the 16 post-recession months.
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