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The Current View 

Markets rebound after rough start to second 
quarter 

U.S. stocks began the quarter with a sharp drop, falling as 
much as 4% from the late March highs.  Correspondingly, 
volatility awoke from its slumber and jumped 30% as the 
Volatility Index (VIX) closed above 20.  Market pundits 
quickly lined up calling for a correction of 10% or more, and 
“perma bears” reemerged with an “I told you so” 
approach…some calling for a revisit of the March 2009 lows.   
Indeed, markets appeared poised to repeat the nasty swoons 
of the past two years that began in April.  Many investors 
headed for the exits and selling picked up steam mid-month.     

Then, something unusual happened: stocks stabilized, and 
even reversed course and headed higher again.  Boosted by 
confidence from solid corporate earnings reports, buyers 
returned and the S&P 500 rebounded to 1400, roughly equal 
to the level it began the month to the upside.  This departure 
from the previous two years’ pattern is encouraging.  
Perhaps confidence in stocks and growth is returning, as 
investors anticipate further improvement in global economic 
conditions.  To be sure, stocks remain inexpensive relative to 
historical measures, trading at just 13x estimated 2012 
earnings, and still compare quite favorably to the yield on 
bonds.   

 

What is really driving stocks? 

If there is a growing level of confidence, it is confined to a 
relatively small group of investors, as trading volume 
remains anemic and the retail investor has yet to embrace 
equities.    Moreover, aside from the passage of time, there 
has been no meaningful improvement in the structural 
issues plaguing the U.S. and most of the world.   

Cynics maintain that support for equity prices continues to 
be drawn from the promise of more stimulus from central 
banks.  Many believe that the prospect of additional 
monetary stimulus (Quantitative Easing or “QE”) provides a 
floor for stocks and other assets because should the economy 
weaken, the U.S. Fed and other central banks will step in and 
inject funds to stimulate the economy.  Indeed, the Fed has 
stated quite clearly that it is willing to risk inflation in order 
to prevent the economy from falling back into a deep 
recession.  This means that the Fed will keep interest rates 
low for the foreseeable future, and stands ready with a 
virtually unlimited checkbook to come to the rescue should 
the economy need it.  The old investment saw “Don’t fight 
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the Fed” has never been truer, it seems.    

With the potential for additional monetary stimulus as a 
backdrop, interest rates remain well below normal levels.  
Indeed, each time rates appear poised to rise investors rush 
in and buy bonds, driving rates back down.  Drawn to the 
unrivaled liquidity of the U.S. Treasury market and the 
comfort that the Fed will probably be back buying bonds to 
keep rates low, many investors opt for the guaranteed return 
vs. taking risk in other assets.   

One wonders if we are back in a “bad news is good news” 
environment, where subpar economic data only increases 
the chances of additional Fed intervention.  To wit, the 
government’s first look at Q1 GDP of 2.2% was below 
expectations and well below the 4th quarter’s 3% growth.    
Recent jobs data has also been disappointing as the rate of 
improvement in employment has slowed markedly, thus 
unemployment seems likely to remain above 8% for the 
foreseeable future.  Perhaps it is no surprise that stocks 
shrugged off the disappointing data and moved higher.   

Positioning one’s portfolio is challenging in an environment 
where the macro and micro data seem increasingly at odds.  
Regardless of your view on what is driving asset prices, there 
appear to be fundamental and, to a degree, existential 
support for a wide variety of financial assets, even as 
structural risks remain.  Staying invested, while preparing 
for downside risks, continues to be the optimal approach for 
most investors.   

 

Storm Clouds Gather in Europe 

Europe is most assuredly in recession and meaningful 
improvement seems far off.  Moreover, as austerity kicks in 
across the region, further economic contraction seems likely.  
Amid this environment, investors are now beginning to 
demand higher bond yields.  This becomes problematic for 
countries like Spain that are heavily indebted and which 
must continually re-issue new debt to pay off old debt.  
Indeed, the yield on Spanish 10-yr bonds has increased 
significantly in the last month, currently sitting at 5.9%.   

Investors have reason to be concerned, as recent economic 
data has confirmed that conditions are worsening in the 
world’s largest economic region: unemployment in Spain 
rose again to 24.4%, the UK is officially in recession, and 
GDP contraction is accelerating in Italy.  With all the 
attention Greece received for its debt default, the Italian and 
Spanish economies are 7x and 5x larger than Greece, 
respectively.  Clearly, an Italian or Spanish default would be 
catastrophic for Europe.   

To be sure, we have not heard the last of the European debt 
crisis, and it is debatable whether we are in the early or late 
innings of the problem.  The good news is that European and 
global financial officials managed an orderly default for 
Greece, ostensibly increasing the chances of doing the same, 
if necessary, with other countries.  The paradox Europe finds 
itself in is that economic growth is needed to buy time to 
work through excessive debt, but lenders are demanding 
austerity in exchange for more debt, which causes a 
contraction in economic growth.   

Investors would be naïve to assume that U.S. markets will 



 
 

forever move blissfully along while Europe burns.  Former 
Fed Chairman Alan Greenspan put it best in September 1998 
when in response to the Asian and Russian debt crises he 
said: 

“It is just not credible that the United States can remain an 
oasis of prosperity unaffected by a world that is 
experiencing greatly increased stress.” 

 

Another View 
  

Beware of coming estate and gift tax changes 

As you may be aware, the estate and gift tax exemption 
amount that is available to every individual through the end 
of 2012 is $5,120,000 ($10,240,000 per couple).  This 
amount is reduced by taxable gifts made in prior years, but it 
is not reduced by gifts completed that have been within the 
annual gift exclusion limit (currently $13,000 per person).  
Estates and gifts that exceed the exemption amount are 
currently taxed at 35%. 

Unless legislation is passed before year-end, the exemption 
amount is scheduled to drop to $1,000,000 per person 
beginning January 1, 2013, and the tax rate on estates and 
gifts over that amount will increase to 55%. 

It is not expected that Congress will address potential 
changes in the 2013 law until after the November election, or 
possibly into next year, and it is uncertain whether the 
exemption limit will be increased above $1,000,000 or to 
what amount if it is increased.   Similarly, the estate and gift 
tax rate may not be adjusted downward. 

Therefore, it is  important for those with estates over the 
$1,000,000 limit ($2,000,000 per couple) to give some 
thought as to whether or not they want to take advantage of 
gifting this year at the larger exemption amounts.  In 
addition to outright gifts, there are a number of other ways 
gifts may be accomplished, including using Family Limited 
Partnerships, Personal Residence Trusts, and other planning 
strategies.  Of course it is critical to make sure you have 
access to sufficient resources before gifting assets away.   

We stand ready to help you with the decision of whether or 
not to gift this year by providing information needed to 
enable informed decision-making.  

 

Please look for The View again next month. 
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