




 Having already experienced the anticipated near term price-to-earnings multiple expansion, we now believe the 

market to be fairly valued with balanced upside and downside over the next few months. A stronger advance in the  

market (greater than 10%) will require a reacceleration in earnings growth, further global quantitative easing (QE) that 

benefits U.S. risk assets, or the passage of time such that the market can begin to discount 2014 earnings estimates. A 

positive catalyst would be a “grand bargain” budget agreement that included tax reform lowering corporate rates, which 

would be a strong positive for the equity market. Over the near term we expect the market to consolidate its recent 

gains as the rate of economic growth in the U.S. and globally moderates. 

 The market remains susceptible to exogenous shocks, and the latest Cyprus “bail-in” deserves careful 

monitoring for potential sources of volatility.  There are approximately €2 trillion in uninsured deposits across the 

peripheral European Monetary Union.  Following the direct taxing of uninsured bank deposits in Cyprus to secure the 

Cyprus financial system, will uninsured deposits remain in weak banks?  Will they remain in countries with outsized 

banking systems?  Will these deposits even remain in the European Monetary Union?  While Cyprus is a small 

country, the “bail-in” resolution set a dangerous precedent.  When U.S. investment bank Lehman Brothers failed, the 

equity market ended positive for the week.  It wasn’t until weeks later that the market realized there was a problem with 

the money markets and other sources of short term funding.  It is unlikely that Cyprus is Europe’s Lehman event, but it 

is important to monitor the impact unintended consequences can have on the availability of liquidity and ultimately asset 

values.  

 In such an environment we expect the ten-year Treasury yield to remain range bound between 1.75% and 

2.25%. While job growth has improved over 2012 levels, the current non-farm payroll four month moving average of 

205,000 is not sufficient to materially reduce unemployment levels or raise inflation concerns.  While the credit markets 

face the two-fold concern of an increase in shareholder-friendly activity (such as mergers/acquisitions and debt 

issuance) and another global shock, we expect investment grade credit spreads to narrow to approximately 125 basis 

points by year-end, largely due to the European Central Bank’s repeated assurances that it will take whatever steps 

necessary to stabilize the European Union.   

 

 

 

 Within our taxable fixed income strategies, we have allocated 60% to 65% of client portfolios to investment 

grade credit.  The most attractive section of the maturity curve is where the yield roll-down is greatest, which is 

currently between 7 and 9 years.  Given our anticipation that Treasury yields will remain in a narrow range, this 

roll-down, coupled with credit spread improvement, should add significant value in 2013.  We have generally 

structured all client fixed income portfolios to be slightly shorter in duration compared to their relevant benchmark.  

While we are prepared to shorten duration further if U.S. growth shows sustained acceleration, our near term outlook 

is for rates to remain range bound given the Fed’s continued quantitative easing program as well as headwinds from 

sequestration and fiscal tightening. 

 While much press has been devoted to ‘The Great Rotation’ (where investors liquidate bonds in order to 

purchase equities), we are not seeing a net outflow of cash from the fixed income markets.  Rather, it appears that 

much of the rotation into equities is being funded by cash balances.  Fund flows into fixed income remain positive, 

albeit the rate of change has slowed.  On the margin, this deceleration is a modest headwind for fixed income 

securities but the primary driver of prices will continue to be economic growth along with fiscal and monetary 

policies. 
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