








A Practical Examination of Downside Risk (Fixed Income)
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One Year Sensitivity of Barclays Credit Index to Changes in Interest Rates 
(Assumes 1% default, 5% coupon, and duration of 5)

One Year Sensitivity of Barclays High Yield to Changes in Interest Rates 
(Assumes 15% default, 8% coupon, and duration of 5)
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The Cycle of Capital Markets – Thinking Ahead
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The Potential Effects of Inflation on Allocation Decisions

Effects of High Inflationary Expectations
• TIPS & commodities rise sharply

Base Assumptions

• Economy recovers in the face of significant
monetary and fiscal stimulus

Implied Shifts in Allocation
• More TIPS & commodities
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CP
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• PE ratios fall
• Interest rates rise

• Inflation likely moves past historic average
as a result…a decision point is reached

• Will inflation remain controlled, but
higher than average temporarily, or will it
get out of control (i.e., ’70’s)?

• Reduce equities
• Sell long bonds/buy floating rates
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4 Effects of Normal Inflationary Expectations
• TIPS & commodities decline slightly
• PE ratios are relatively unaffected
• Interest rates decline/stabilize

Implied Shifts in Allocation
• Scale back TIPS & commodities
• Maintain equities
• Maintain fixed income

Flight to Safety
Stimulus Enacted

Investors Tip Toe Into

A Flight to Risk Ensues
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Overvaluations & 
Overconfidence

The Cycle of Capital Markets
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Fiscal & Monetary  
Stimulus

Risk Free Asset Bubble

Investors Tip-Toe Into
Risky Assets

High Grade investments 
Recover First

Real Estate, Equity & 
Credit Markets Rise

Household Balance 
Sheets are Repaired

Liquidity Triumphs Over 
Reason

Downside Risks Abound 
and are Ignored

4th Qtr 2008 – 1st Qtr 2009 20xx?Beginning to Happen
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Repeat
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Concluding Thoughts
Key Top Down Considerations

• Clearly the US economy remains in the throes of a recession, but we are nearing the lower bounds of economic activity.

• Conditions won’t get worse forever.

• Yes, the savings rate is increasing. However, this is very good for the long term health of the US economy.

• We could very well be setting the stage for the next significant period of economic expansion.

Potential Risks & Opportunities

• We continue to be concerned about inflation over the next decade.

• We could be wrong about inflation, though we doubt it, but the risk to real portfolio value is undeniable.

• Credit remains an attractive opportunity, but not as attractive as just a few quarters ago.

• Equities appear fairly valued relative to long term valuation metrics.

Overall Strategic Portfolio Implications

• Don’t let short term pessimism drive long term allocation decisions. Now is the time to embrace risk, not run away from it.

• Markets tend to be short sighted in nature, which only works to the advantage of long term focused investors.

• Simple concepts such as discipline and patience are far more valuable in achieving portfolio goals than market timing acumen.

• And they are much, much easier!
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Read our full Quarterly Research Report…We just can’t cover everything during this conference call.
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