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The immediate road ahead looks rocky

Numerous potential market-moving events clutter the calendar over the next several
weeks, punctuated by the U.S. elections in early November. After a relatively benign
summer, market volatility is likely to return. Indeed, the S&P 500 Volatility Index or
“VIX” has been below its long-term average of 20 for much of 2012, averaging 18. By
comparison, the VIX averaged 24 last year. Below is a summary of key upcoming
events:

September
• 11: European Commission meets on a proposed Euro area banking union.

• 12: Germany’s Constitutional Court rules on the legality of Europe’s permanent
bailout fund (the 500 billion Euro European Stability Mechanism). Several
German lawmakers and academics have sued saying the fund contravenes domestic
law.

• 12-13: U.S. Federal Reserve’s FOMC meets to discuss policy.

• 30: The “Troika” (The International Monetary Fund, The European Central Bank,
and the European Commission) is expected to have a report prepared assessing
Greece’s progress on reform efforts. The report will determine if the next tranche
of 31 billion Euros in aid will be released to Greece.

October
• 8: The Economic and Financial Affairs Council of the European Union (ECOFIN)
meets to decide whether to disburse Greek aid.

• 18-19: The Council of the European Union meets.

As the above schedule illustrates, the majority of near term events relate to European
sovereign debt issues. The most likely scenario in Europe remains one where leaders
defer painful decisions and delay inevitable write-downs and restructurings, thus
elongating the crisis. However, the next phase of this multi-year process is coming to
a head because (1) the economic environment in Europe continues to deteriorate, with
most countries in recession and recent data suggesting the contraction is spreading;
(2) German politicians are increasingly resistant to more aid; and (3) a rise in bond
yields in Italy and Spain earlier this summer added to a sense of urgency that Europe
needs to act (bond yields have since backed off after ECB head Mario Draghi’s July 26
“the ECB is ready to do whatever it takes to preserve the Euro” speech).
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The Current View

Implications for investment strategy

Many investors have been lulled into a sense of complacency over the past year as
volatility has been unusually subdued. Should volatility return to “normal”, as we
suspect it will over the coming weeks, investors should brace for days of greater than a
1% move up or down. Thus far in 2012, such days have been few and far between. In
fact, we have not seen this many days with fewer than a 1% move in 15 years. Hedge
funds and large institutional investors, concerned about significant economic risks,
have been remained “close to home” for much of 2012, maintaining relatively low
exposure to stocks. However, as is often the case with markets, just when we get used
to a certain environment, it is sure to change…perhaps abruptly.

Higher volatility is unnerving, and the anxiety that comes with whipsawing markets
increases the probability that investors will make impulsive, emotional decisions.
These decisions can prove disastrous, whether it is succumbing to greed or fear.
Euphoric buying into a raging bull market in late 1999 was likely just as damaging as
panic-driven selling when stocks spiraled downward in early 2009. Maintaining a
cool head, above all else, is paramount during periods of volatility and will help one
avoid damaging emotional decisions.

To be sure, the environment is likely to penalize extreme positions. Those that prefer
to avoid risk altogether and wait for the coast to clear have missed a significant rally
and will likely incur a material loss of purchasing power. Therefore, for most, staying
invested with a sound strategy and well-diversified, balanced portfolio will generate
the best results. One successful approach has been to employ a “defensive growth”
theme. That is, remain invested in thoughtfully designed allocations, but with an
emphasis on low volatility, lower beta securities. This includes higher dividend-
yielding, blue chip equities, where investors are paid to wait in a sloppy market, as
well as an element of fixed income, which not only acts as a rudder in choppy waters,
but also can produce robust returns. To wit, the U.S. Corporate Investment Grade
Bond Index has increased over 8% year-to-date.
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The Current View

The current environment and outlook

Given the uncertainties over structural reform, along with distortions caused by
central bank involvement, the outlook remains cloudy. Our base case remains that the
global economy will continue to grind along at a slow pace, with an outside chance of a
disruptive shock. Interest rates are likely to remain very low, with intermittent spikes
and drops, and while long-term inflationary pressures are building, near-term
inflation appears well contained. Corporations are still in great shape financially,
generating and holding record amounts of cash, and earnings are still growing, albeit
at a much slower pace than the past couple of years.

Amid this backdrop, stocks and other risk assets have continued to steadily rise in
value despite a growing body of evidence that global economic activity has slowed
markedly over the past few months. For example, U.S. manufacturing activity, as
measured by the Institute for Supply Management’s (ISM) PMI index, is at its lowest
level since July 2009 and has contracted for three straight months. Recent data from
China shows that the world’s second largest economy is rapidly decelerating. In
addition, as noted above, most of Europe is mired in recession.

While the fundamentals have weakened, central banks (primarily the U.S. Federal
Reserve and the European Central Bank or ECB) remain active in markets and have
clearly signaled they will take further measures, if necessary, to support economic
growth. Ben Bernanke, Chairman of the U.S. Federal Reserve, said as much in a
recent speech at a Jackson Hole, Wyoming conference: “the Federal Reserve will
provide additional policy accommodation as needed to promote a stronger economic
recovery and sustained improvement in labor market conditions in a context of price
stability.” Markets have unambiguously interpreted this as a sign that there is a floor
under the economy and assets, and that the U.S. Fed and other central banks will
continue to provide reflationary stimulus as needed.

This support from central banks is not to be interpreted as an “all clear” signal.
Although remote, serious risks remain. Moreover, to the extent markets have
anticipated additional stimulus and it doesn’t materialize, the reaction could be swift
and severe. This does not mean that the outsized risks are all to the downside. On the
contrary, should policy makers develop solutions for long-term problems, the risk of
being out of markets and doing nothing is potentially as severe as the risk of incurring
a substantial downturn. Despite these lingering risks, the environment is likely to
remain benign, and the most probable scenario remains one where we slowly muddle
along, incrementally addressing parts of the problem and kicking the rest down the
road. While it seems we have become increasingly reliant upon it, perpetual
government intervention in markets makes them that much more difficult to predict.
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Another View

FDIC special coverage on non interest bearing accounts expires at year
end

As of January 1, 2013, no account will be insured by the FDIC above $250,000

During the financial crisis in 2008, the FDIC created a program to bolster confidence
and ensure the strength and stability of the U.S. financial system. The program, titled
the Temporary Liquidity Guarantee Program (“TLGP”) provided special coverage for
accounts not typically insured by the FDIC (recall that the FDIC insures all bank
accounts, including checking and interest-bearing savings accounts, up to$250,000
per depositor per institution).

The TLGP established a program known as the Transaction Account Guarantee
(“TAG”) that expanded the coverage to all non-interest bearing accounts such that
deposits held in noninterest-bearing transaction accounts would be fully insured,
regardless of the amount in the account, until December 31, 2012.

The FDIC defines a non-interest bearing transaction account as:

“a deposit account where:
•interest is neither accrued nor paid;
•depositors are permitted to make an unlimited number of transfers and withdrawals;
and
•the bank does not reserve the right to require advance notice of an intended
withdrawal.”

Broad market implications:

According to the FDIC, banks currently hold over $2 trillion in non-interest bearing
deposits, half of which is in accounts over $250,000 that will be affected by the
expiration of the special FDIC coverage. Depositors at these banks may therefore
choose to pull some or all of their money above $250,000 and invest elsewhere to try
and earn some interest to compensate them for the increase in credit risk. This could
lead to money flows into U.S. Treasuries and other money market funds. However,
the primary concern for these types of accounts is likely liquidity, so any shift in assets
will surely be constrained by depositors’ desire to maintain prompt and immediate
access to their funds.


