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EVIEW OF THE QUARTER 
For the quarter ending June 30, 2013, global 
equities, as measured by the All Country World 
Index Investable Market Index (MSCI/ACWI/IMI) 

fell .5%, but remain positive on the year, up 6.4%.  US 
stocks continued to lead major markets in the recovery, 
with the S&P 500 advancing 2.9% in Q2, and 13.8% for the 
year.  Domestic equity markets were buoyed by better 
than expected housing data and US consumer sentiment, which hit a six-year high. The 
benchmark for international equities, the MSCI EAFE fell 1.0% for the quarter, but is still up 
4.1% for 2013.  European equities started the quarter strong, as Italy finally formed a new 
government, but the realities of Europe’s slow recovery were driven home when Italy’s 
unemployment rate actually rose to 12.2% in June, up from 11.5% in March.  Even Germany 
showed weakness, with retail sales growth coming in much weaker than expected in June, and 
showing no pattern of recovery.     
 

           
SOURCE: www.tradingeconomics.com \ ISTAT              SOURCE: www.tradingeconomics.com \ Federal Statistics Office  

      

Emerging markets equities continue to struggle as signs of economic recovery are still only 
visible in the most developed markets.  In the second quarter, the MSCI Emerging Markets 
Index fell 8.1% and was down 9.6% for the first half of the year. 
 
Most real asset categories struggled in Q2.  REITS, TIPS and commodities fell 3.6%, 7.1%, and 
9.5% respectively.  Year-to-date, REITS are up a marginal 2.4%, while TIPS and commodities 
have declined 7.4% and 10.5%, respectively.  The superstars in the real asset category were 
MLPs, which advanced 1.9% in Q2 and a stunning 22.1% for the first six months of 2013. 
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“TAPER TALK” FROM BERNANKE LEADS TO A MINI-CRASH IN BONDS. 

The real story for the quarter was interest rates.  On May 22nd, Fed Chairman Ben Bernanke 
spoke before the Congressional Joint Economic Committee.  In the Q&A session, he stated: 

 “As the economic outlook - and particularly the outlook for the labor market - 
improves in a real and sustainable way, the committee will gradually reduce 

the flow of purchases.” - Ben Bernanke, May 2013 

 

In spite of numerous caveats with 
regards to any immediate change in Fed 
policy, the bond markets did not 
exercise restraint.  To bond investors, 
Bernanke’s soft-spoken delivery 
sounded more like yelling “Fire” in the 
proverbial crowded theatre.  The 
Barclay’s US Aggregate Bond Index fell 
2.3%, erasing all gains for the year.  The 
Global Aggregate and EM Debt Indexes 
fell 2.8% and 6.1% in Q2, and have now 
declined 4.8% and 8.2% in 2013.  Even 
the Muni Index fell in Q2…down 3.0%, 
and posting a decline of 2.7% year-to-
date. 

The 10-year US Treasury dropped precipitously from a low yield of 1.66% on April 1st, to 2.52% 
by the end of the quarter…a truly staggering move.  Even more remarkable was the change in 
the US 3yr and 5yr Treasuries, where rates more than doubled.  In the early part of July, rates 

went even higher. 

As expected, investors didn’t wait for 
actual “Tapering” to begin lightening up 
on their bonds.  As Bernanke began 
talking, the bond market began falling.  
Mutual fund redemption orders started 
piling up.  Bond investors sold their 
mutual funds at an astounding rate, and 
fund managers had to liquidate bond 
holdings to meet redemptions.  This 
accelerated the collapse in bonds 
throughout the quarter.  In short, 
selling begat more selling. 
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OMMENTARY  
Below are quotes from our two previous quarterly letters, highlighting our concerns 
about fixed income levels. 
 

“Treasuries and investment-grade municipal and corporate bonds have rallied to nosebleed levels, 
fueled by investor reluctance to buy equities, and unprecedented governmental rate manipulation.  

This cannot continue.” 
- Angeles Wealth Management Quarterly Review (January 11, 2013) 

* * * 

“General sentiment that rates will not rise until mid-2014 or 2015 is opinion and not fact, and may 
well prove misguided.  If unemployment drops or inflation rises sooner than anticipated, investors 

with excess duration exposure may experience significant, unexpected loss of principal value.” 
- Angeles Wealth Management Quarterly Review (April 15, 2013) 

 
Though the repricing of fixed income instruments this quarter came as no surprise to us, the 
speed and size of change and the level of panic was certainly greater than anticipated.  It 
seemed as if no other investors had even considered the possibility of tapering in 2013.  Now 
the question is, how far will rates rise, how fast, and what will the rate curve look like?   
 
The attached chart shows the yield curve over the past several years, which has run the gamut 
from steep to flat.  The effect of outright manipulation by the US Federal Reserve is clearly 
apparent here.   

 
 

SOURCE: http://www.treasury.gov/resource-center/data-chart-center/interest-rates/Pages/TextView.aspx?data=yield  
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“THE BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM AND THE 
FEDERAL OPEN MARKET COMMITTEE SHALL MAINTAIN LONG RUN GROWTH 
OF THE MONETARY AND CREDIT AGGREGATES COMMENSURATE WITH THE 
ECONOMY'S LONG RUN POTENTIAL TO INCREASE PRODUCTION, SO AS TO 

PROMOTE EFFECTIVELY THE GOALS OF MAXIMUM EMPLOYMENT, STABLE 
PRICES, AND MODERATE LONG-TERM INTEREST RATES.” 

- Federal Reserve Act, Section 2A 

“Any slowing in the pace of purchases will be akin to letting up a bit on the gas pedal as 
the car picks up speed, not applying the brakes.” - Ben Bernanke, June 19, 2013 

 
Truer words have not been spoken.  Bernanke’s above qualifying statement from a press 
conference in mid-July was for the most part, ignored.  In short, “Taper Talk” has started, but 
“Taper Action” has not.  Taper Talk has started because the Fed sees signs of life in the 
economic data.  Taper Action begins when it judges those signs to be sustainable. 

he Fed, Russell’s Paradox and the Goldilocks Economy 
Congress established three statutory objectives for the Federal Reserve, and it makes 
sense to review the exact language and contemplate the specific, and conflicting 
mandates. 

 
 
 
 
 
 
 
 
 
 
In order to avoid a repeat of the Great Depression, The Federal Reserve took a monetary path 
in late 2008 that was diametrically opposed to that enacted by Andrew Mellon, the Secretary of 
the US Treasury after the Crash of 1929. While the blue-blood Mellon thought it best to teach 
the spendthrift populace the benefits of austerity via an orchestration of the vaporization of 
general credit, the modern Fed flooded the marketplace with money.  The initial goal of the Fed 
was to stem panic…to backstop the obligations of the US financial community and declare all 
their obligations as “money good.”       
 
Post-panic, the next goal was to restart a frozen economy via multiple gigantic exercises in 
unprecedented quantitative easing.  In order for the Fed to head into this uncharted territory, it 
had to be justified within its monetary policy mandate, as stated above.  Therefore, the Fed’s 
“cover” for monetary manipulation was to jumpstart employment, which is a byproduct of 
growing economic activity, which it felt was best facilitated by the flood of easy money.   
 
Due to its mandate as stated above, the Fed had to accomplish this without destabilizing prices 
or increasing interest rates over the long-term.  Of course, the activity of flooding the market 
with greenbacks is by its very nature, inflationary.  Additionally, using this flood of dollars to 
massively increase the size of the Fed balance sheet, may decrease interest rates in the short-
term, but it is decidedly a recipe to increasing interest rates over the long-term.  Entities with 
highly leveraged balance sheets pay higher interest rates.  Hence, the reference to Russell’s 
Paradox, albeit a bit of a stretch.  
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In “The Story of the Three Bears”, Goldilocks 
wanders into a house in the woods and sees three 
bowls of porridge; one is too hot, one is too cold, 
and one is just right.  Such is the mandate of the Fed; 
not too hot (price inflation and higher interest rates), 
not too cold (a depressed economy with high 
unemployment), but just right. 
 
The Fed has three goals which are truly 
contradictory.  Maximum employment is by its very 
nature, inflationary. The cost of labor goes up as 
does the demand for goods.  A tapped-out labor 
pool means business is strong, and when business is 
strong, the demand for credit increases to meet 
growth opportunities. 
 
 

ur Outlook 
For many months now, equities have been more attractive than fixed income simply 
on a valuation basis.  As a result of the 2008-2009 meltdown and quantitative easing, 
dividend yields on stocks were higher than the 10-year US Treasury for the first 

time in 50 years, and have remained so until quite recently.  We think this is a dramatic 
indication of the relative attractiveness of domestic equities vs. domestic fixed income.   

Now equities seem 
attractive in their own 
right.  We think it is safe 
to assume that the Fed’s 
access to economic data is 
better than ours.  If they 
are broaching the subject 
of tapering the QE 
program, it means that 
they are seeing signs of 
economic recovery. 
Modest recovery is the 
best of all possible worlds; 
not too hot, not too cold, 
just right.  It allows the 
Fed to remain relatively 
accommodative, and 
affords businesses a stable 
environment in which to assume risk, and begin to deploy some of their capital reserves.  

O
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FROM BERNANKE, THE MARKET HEARD “SELL BONDS”, BUT WE HEARD “BUY STOCKS.” 

 
OUTLOOK 

 Equities remain more attractive than fixed income.  Overweight stocks. 
 The Fed will likely begin to taper its bond-buying program in late 2013, but it will be 

measured and thoughtful.   
o As the markets get used to less Fed intervention, equity markets will focus on 

the positive effects of a shrinking federal balance sheet, and that the Fed has a 
positive outlook on the economy. 

 The US unemployment rate will continue to fall from its current 7.6%, but slowly.  
 Inflation, currently 1.4%, will likely remain below 2.5% for several years.    
 The 10-year US Treasury, currently at 2.6%, will trade above 3.0%, possibly this year.     

o Further rate increases will increasingly be perceived by the markets as a positive 
statement on the US economy and the growing demand for growth capital. 

 Europe and emerging markets will continue to lag the US for a while longer. 
o As the US stock market heats up, investors may look to Europe and EM as a 

value-buying opportunity.   
 

THEMES 
 Invest in scarcity. 
 Cash is an asset class, and a suitable alternative to fixed income with rising rates. 
 US recovery is well underway, but Europe and EM remain challenged.  Remain vigilant in 

the search for signs of a turn in non-US economies. 
 Near-term inflation remains muted. 

 
OUR PORTFOLIO POSITIONING 

 Overweight equities.   
o Overweight US, but ready to increase allocations elsewhere upon signs of life. 

 Neutral asset class equity weightings.  Equal weighting in Value and Growth. 
 Identify areas with better valuation and/or growth prospects with acceptable risk, such 

as convertible bonds, MLPs and distressed assets. 
 Holding cash or short duration, high-quality alternatives instead of a full position in fixed 

income. 
 Moderated exposure to credit fixed income as conservative investors reposition back 

into higher-rated fixed income now that nominal yields are higher.  
 Extremely low exposure to US Government Debt (all maturities). 
 Extremely low exposure to long-dated Munis. 
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AWM BALANCED MODEL- ASSET ALLOCATION 

 
 

AWM MODEL PORTFOLIO- EQUITY ALLOCATION 

 

JONATHAN FOSTER 
PRESIDENT & CEO 

JULY 2013 

This report is not an offer to sell or a solicitation to buy any security. This is intended for the general information of the clients of Angeles Wealth Management, LLC. It does not consider the investment objectives, financial situation 
or needs of individual investors. Before acting on any advice or recommendation in this material, a client must consider its suitability and seek professional advice, if necessary. The material contained herein is based on information 
we believe to be reliable, but we do not represent that it is complete or accurate, and it should not be relied on as such. Opinions expressed are our current opinions as of the date written only, and may change without notification. 
We, along with any affiliates, officers, directors or employees, may, from time to time, have positions, long or short, in, and buy and sell, any securities or derivatives mentioned herein. No part of this material may be copied or 
duplicated in any form by any means and may not be redistributed without the consent of Angeles Wealth Management, LLC. 

If you would like to receive a copy of our Form ADV Part 2A free of charge, please email Steve Smetana at ssmetana@angelesadvisors.com, or call (310) 393-6300. 
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