CHANDLER ASSET MANAGEMENT

January 2013

BOND MARKET REVIEW
A MONTHLY REVIEW OF
FIXED INCOME MARKETS

Market Summary
The economy con nues to grow at a slower than desired pace. Improvement in the labor market
has been modest, while trends in the manufacturing sector have been sluggish and reports on the
consumer have been mixed. Payroll growth was in line with expecta ons in December, up
155,000, and the unemployment rate remains elevated at 7.8%. Housing data, on the other hand,
has been favorable and recent reports suggest that the housing market con nues to firm.
Congress finally passed legisla on to avert the fiscal cliﬀ on January 1st; however, they failed to
address the debt ceiling and in two months the U.S. will face the need to increase its borrowing
limit. Congress is expected to resume nego a ons regarding fiscal spending and sequestra on as
the debt ceiling nears.
Yields remain within a rela vely ght range at low levels, as domes c economic growth remains
slow and the outlook for the global economy remains tenuous. Rates con nue to be influenced by
the Federal Reserve’s accommoda ve monetary policy, con nued purchase of securi es onto
their balance sheet, and their desire to keep interest rates contained.
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The Federal Open Market Commi ee le policy rates unchanged at its December mee ng at a
target range of 0%-0.25%, and announced a plan to implement addi onal quan ta ve easing. The
Fed said it will purchase longer-term Treasuries at a pace of $45 billion per month for an
unspecified period of me beginning this month. This program essen ally replaces “Opera on
Twist” which expired at the end of December. The Fed also said that it will con nue to purchase
addi onal agency mortgage-backed securi es at a pace of $40 billion per month, for an openended period of me. The Fed said that an excep onally low fed funds rate will be appropriate as
long as unemployment remains above 6.5% or un l infla on looks set to exceed 2.5%. Overall,
the Federal Reserve con nues to pursue aggressive s mulus programs, and is forecas ng slightly
faster economic growth this year and a gradual decline in unemployment.
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Yields have remained within a ght range at low levels, as uncertain es about the domes c and global economy persist. Rates also con nue to be influenced by the Federal Reserve’s accommoda ve monetary policy,
con nued purchase of securi es onto their balance sheet, and their desire to keep interest rates contained.

Since 1988, Chandler Asset
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Economic Roundup
Consumer Prices
In November, overall CPI infla on fell to 1.8% on a year-overyear basis from 2.2% in October. The year-over-year Core CPI
(CPI less food and energy) also fell slightly to 1.9% from 2.0%
in October. The core infla on rate is below the Fed’s longterm goal of 2.0% and well below the trigger rate for policy
ac on of 2.5%.

Labor Markets
The December employment report showed that payrolls
increased by 155,000 (in line with the consensus es mate),
following a gain of 161,000 in November. Private payrolls
advanced 168,000 while government jobs declined by 13,000.
The unemployment rate held steady at 7.8% in December.
Overall, improvement in the labor market con nues to be
modest and reflects an overall slow pace of growth in the
domes c economy.

Retail Sales
In November, Retail Sales rose 3.7% on a year-over-year basis.
On a month-over-month basis, Retail Sales rose 0.3% in
November, lower than the consensus forecast of 0.6%.
Overall, recent consumer spending trends have been modest.

Housing Starts
Single-family housing starts declined 4.0% in November to
565,000 from 589,000 in October. However, housing permits
rose 3.6% in November. Overall, housing starts fell back
slightly in November a er two months of strong gains. In our
view, recent data suggests that the housing market con nues
to be firm.

Credit Spreads Were Mixed
Spread to
Treasuries (%)

One Month
Ago (%)

Change

3-month top-rated commercial paper
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2-year A corporate note
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5-year Agency note
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Economic Data Continued at a Slow Pace
ECONOMIC INDICATOR

Current Release

Prior Release

One Year Ago
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Treasury Debt: How Much is Available for Private Investors?
As we have discussed in our previous commentary,
the available supply of safe-haven assets has dwindled
for investors. The tenuous global economic backdrop
has contributed to the lack of safe, sovereign assets as
the debt of peripheral European countries are no
longer perceived as “risk free”. China does not have a
developed global bond market and Japan finances
their deficit via the domes c economy, and thus neither represents realis c subs tutes for global safehaven flows. In the current investment environment,
arguably the only two sovereign markets with the
depth, safety, and transparency to be considered risk
free are German Bunds and US Treasuries. Investors
covet safe-haven assets, par cularly in mes of
heightened uncertainty, yet there are fewer such assets available on a global basis.
Recently, domes c market sen ment has been
strongly impacted by poli cal developments. As part
of the fiscal cliﬀ nego a ons that concluded at yearend, exis ng tax rates were extended for the majority
of the popula on. However, significant milestones
remain in the coming quarter, including the extension
of the debt ceiling above $16.4 trillion, the government’s ac ons on the impact of sequestra on, and
the con nuing spending resolu on for 2013 (which
runs out at the end of March). We analyze the changing Treasury debt investment landscape from the perspec ve of fiscal policy and developments, economic
issues, and the Federal Reserve’s objec ves.
The level of conven onal monetary s mulus being
injected into the US economy remains high, and this is
unlikely to diminish in 2013. The Fed Funds rate will
con nue to be pegged at 0.25%. Unconven onal monetary policy, primarily the expansion of the Fed’s balance sheet to promote employment (Quan ta ve Easing), will also remain highly s mula ve, but for a less
certain meframe. On the other hand, fiscal policy will
likely have a nega ve eﬀect on the economy, with
numerous tax provisions expiring and spending cuts
expected to be part of the ongoing nego a ons. We
an cipate the level of fiscal support for the economy
to decline this year.
The Federal Reserve is currently on its fourth itera on
of Quan ta ve Easing (QE4), and the latest consensus
es mate for the size of the Fed’s balance sheet at the
end of 2013 is nearly $4 trillion (see Chart 1). For perspec ve, at the end of 2012, the Fed’s balance sheet

was valued below $3 trillion, and prior to the financial
crisis it was at less than $800 billion. This expansion of
the Fed’s balance sheet will likely create an infla on
problem in the future. Nonetheless, based on the high
unemployment rate and the perceived excess capacity
within the US economy, the Fed con nues to look
past the nega ve implica ons of a large balance sheet
and the monetary s mulus embedded within.
Chart 1
Fed's Balance Sheet (in millions)
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The other poten al safe-haven sector in the US, government-sponsored enterprises (GSEs), such as Fannie
Mae and Freddie Mac, remain under conservatorship
by the US Treasury and are required to shrink their
retained por olios by 15% per year beginning in 2013
(as compared to the previous requirement of 10% per
annum). As the supply of GSEs con nues to contract,
the historically a rac ve yield enhancement from
owning Agencies versus Treasuries will con nue to
trend downward.
Despite an es mated net Q1-2013 issuance of just
over $500 billion in US Treasuries, the net amount of
new Treasury coupon supply (excluding TIPS and TBills) available for the market to absorb is far less. Approximately $300 billion in US Treasuries will mature
and the Fed’s QE program an cipates purchases of
more than $130 billion, leaving slightly more than $60
billion net new supply for the market (as shown in
Chart 2). Thus, even though the US government connues to accumulate large deficits and con nues to
fund those deficits through issuance of Treasuries, the
impact on the net supply to the market has been negligible. With meager net supply far exceeded by normal market demand, the yield on US Treasuries will
likely stay close to its current low levels.
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Treasury Debt: How Much is Available for Private Investors? (CONTINUED)
Chart 2
Treasury Coupon Dynamics ‐ 1st Q 2013 (in millions)
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The current supply of new issues confirms the Fed is
dispropor onately purchasing Treasury assets further
out on the yield curve, where investors typically extract the most concession when infla on expecta ons
increase. Chart 3 shows that in the 10-30 year maturity range, demand almost equals supply (when taking
QE4 into account). The Treasury issuances available to
investors are much greater with shorter maturi es.
With the Fed ac vely choosing to purchase longer
term issues, they are also ac vely constraining investors’ opportuni es to take a bearish view on longterm infla on expecta ons.
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Based on the most recent quarterly projec ons of the
Federal Reserve, the commi ee’s long-term goals for
unemployment and infla on are 5.2-6.0% and 2.0%,
respec vely. The Fed has also communicated it is willing to accept infla on running above its 2.0% target,
provided that the unemployment rate remains above
6.5% and long-term infla on expecta ons remain
"anchored". We foresee the FOMC will con nue acvely distor ng asset prices—to the detriment of
fixed income investors—by keeping the yield on
Treasury securi es ar ficially low (see Chart 3).

Despite the significant amount of quarterly US Treasury issuances, rates are unlikely to increase significantly with the Fed’s latest itera on of QE. In conclusion, our analysis of fiscal policy and developments,
economic issues, and the Fed's goals, confirm the es mated net quarterly supply of $60 billion is not nearly
enough to alter current market dynamics. Private investors may need to seek out alterna ve investment
vehicles due to a shortage of Agencies and Treasuries.

- William Dennehy II, CFA
Por olio Manager

Chart 3
Fed is Constraining Supply in Longer Duration Treasury Assets (in millions)
(Estimates of 1st Quarter 2013)
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RISKS AND OTHER IMPORTANT CONSIDERATIONS
This report is provided for informa onal purposes only and should not be construed as specific investment or legal advice. The informa on contained herein was obtained from sources believed to be reliable as of the date of
publica on, but may become outdated or superseded at any me without no ce. Any opinions or views expressed are based on current market condi ons and are subject to change. This report may contain forecasts and
forward-looking statements which are inherently limited and should not be relied upon as an indicator of future results. Past performance is not indica ve of future results. This report is not intended to cons tute an oﬀer,
solicita on, recommenda on or advice regarding any securi es or investment strategy and should not be regarded by recipients as a subs tute for the exercise of their own judgment.
Fixed income investments are subject to interest, credit, and market risk. Interest rate risk: the value of fixed income investments will decline as interest rates rise. Credit risk: the possibility that the borrower may not be able
to repay interest and principal. Low rated bonds generally have to pay higher interest rates to a ract investors willing to take on greater risk. Market risk: the bond market in general could decline due to economic condions, especially during periods of rising interest rates.
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