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Securities offered through YieldQuest Securities, LLC (Member FINRA and SIPC)

Past performance does not guarantee or is indicative of future results.  This summary of statistics, 
price, and quotes has been obtained from sources believed to be reliable but is not necessarily 
complete and cannot be guaranteed.  All securities may lose value, and are subject to availability and 
price changes.  Market risk is a consideration if sold prior to maturity.  Information and opinions 
herein are for general informational use only and subject to change without notice.
This material does not constitute an offer to sell, solicitation of an offer to buy, recommendation to 
buy, or representation as the suitability or appropriateness of any security, financial product or 
instrument, unless explicitly stated as such.  This information should not be construed as legal, 
regulatory, tax, personalized investment, or accounting advice. 
For financial use only.  Not intended for use with the public.
YieldQuest model portfolio holdings and benchmark data are for illustrative purposes only and should 
not be construed as any type of research.
Additional information available upon request.

FOR INSTITUTIONAL USE ONLY

THE INFORMATION COMMUNICATED IN THE CONFERENCE CALL AND ALL RELATED MATERIALS ARE 
INTENDED SOLELY FOR THE USE AND BENEFIT OF THE PARTICIPANTS IN THE CONFERENCE 
CALL. ANY RECORDING, REPRODUCTION, OR REDISTRIBUTION OF THE COMMUNICATIONS IN THE 
CALL, OR MATERIALS PROVIDED IN CONNECTION WITH THE CALL, WITHOUT THE EXPRESS WRITTEN 
CONSENT OF YIELDQUEST, IS STRICTLY PROHIBITED. YIELDQUEST EXPRESSLY RESERVES ALL 
RIGHTS, PROPRIETARY AND OTHERWISE, CONCERNING THE INFORMATION COMMUNICATED IN THE 
CALL AND ALL RELATED MATERIALS. YIELDQUEST FURTHER RESERVES THE RIGHT TO RECORD THE 
CONFERENCE CALL, AND ANY PARTICIPATION IN THE CONFERENCE CALL CONSTITUTES CONSENT TO 
ANY SUCH RECORDING.
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The Return to Economic Normalcy / 
The Case for a Generational Bond Bear Market

The Return to Economic Normalcy
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The consumer contributed 3.0% to GDP in the fourth quarter.  So much for the consumer being dead.

Contributions to Real GDP Q/Q
Source: Strategas Research

The Consumer
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The deleveraging of the consumer is unfolding and debt levels are no longer excessive.

Household Burdens Now Only Average
Source: Wells Capital

November, 2010 Page 5

The Consumer
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We will keep our eyes on the chart below for signs of future economic weakness.  Even with the rise in mortgage rates 
and gasoline prices, we are nowhere near ‘dangerous’ levels for the domestic economy.

30-Year Mortgage Rates Plus Retail Gasoline Price
Source: Strategas Research

The Consumer
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Vehicle sales have started to recover but still remain near the lows of the 1991 recession.  With the average age of a car 
now over 7 years, we would look for this to add meaningful to GDP in the quarters ahead.

Vehicle Sales Still Close to Lows
Source: BCA Research

The Consumer
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Below we highlight further evidence of the consumer recovery.

Overall Retail Sales Close to Pre-Crisis Levels
Source: Barclays Capital

The Consumer
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Housing is the most affordable in at least 20 years with prices down and interest rates still very low.

Housing is the Most Affordable It Has Been in at least 20 Year
Source: GaveKal

Housing

Page 9 of 41



For Institutional Use Only

Housing remains the missing piece of the economic recovery.  There is now structural under building relative to 
household formation and creates the potential for a housing shortage in the years ahead.

New Home Construction Now Well Below Projected Demand
Source: GaveKal

Housing
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The Fed will be reticent to raise rates before employment ticks meaningfully higher.  However, this could lead to a battle 
between elevated headline inflation and employment that sews the seeds for elevated core inflation the years ahead.

Full Employment Gap
Source: MKM Partners

The Employment Situation
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The ISM Non-Manufacturing employment index has recovered to pre-recessionary levels as hiring continues in the 
important service sector of the economy.

ISM Non-Manufacturing Employment Index, Back to Pre-Recessionary Levels
Source: MKM Partners

The Employment Situation
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The chart below is interesting and highlights the lack of bargaining power of the U.S. workforce.

US Workers Have Seldom Worked So Many Hours
Source: GaveKal Research

The Employment Situation
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In the 2003-2004 recovery, inflation lagged by the turn in GDP growth by almost two year.  After bottoming in mid 
2009, we would look for inflation to pick up later this year.

Broad Based Inflation Is A Classic Lagging Economic Indicator
Source: Strategas Research

Inflation
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In two key inflation indicators it appears that inflation is in a bottoming process and deflationary fears have now been 
removed from the market.

Inflation Bottoming
Source: BCA Research

Inflation
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The output gap in emerging markets have closed and is one of the reasons central banks in China and India are tightening 
monetary policy.  Developed economies are still 15% below trend but as this closes we would look for a tightening of 
policy by the Fed and the ECB.

Output Gaps in Emerging Markets Have Closed
Source: BCA Research

Inflation
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Inflation is already becoming an issue in India, where the annual rate is expected to increase from 3.6% in 2010 to 8.8% 
in 2011 and 6.2% in 2012.  Although we would not be looking for this level of inflation domestically, we believe a return 
to 3%-5% inflation in the U.S. to be more than reasonable in the coming years.

Inflation in India
Source: Barclays Capital

Inflation
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We believe the following five factors will be key in pushing up interest rates across the yield curve.  Below are five 
reasons for higher rates and five bullet points that explain countertrend rallies in the market.

Support for Rates and Pushing the Curve Higher
Source: Strategas Research

Fed Policy
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The fundamental based models from Strategas are prognosticating yields much higher than current forward rates in the 
market.  We believe the short end of the curve to be poised to bear the brunt of the move higher in yields.

Fundamentals Indicate a Pickup in Rates
Source: Strategas Research

Fed Policy
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Current market expectations look for the Fed Funds Rate to start moving higher in 2012 and reaching 4% by the end of 
2015.  We believe the market could start discounting higher rates much sooner as economic data continues to improve.

Fed Expectations
Source: BCA Research

Fed Policy
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Below we highlight the other side of the U with respect to the 5-year Treasury

A
11/04/2010 i.e. NASDAQ 5000 Equivalent

B
You Are Here

C
2011 3.25% Target

D
2013 target, 5.25% ytm

The Return to Economic Normalcy
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YieldQuest 5-Year Bond Market Roadmap

* In the over/under game we will take the over

Current Yield
2011 Target 

Yield
2013 Target 

Yield
2016 Target 

Yield
Bps to 2011 
Destination

Bps to 2013 
Destination

Bps to 2016 
Destination

2-Year 0.84% 2.00% 5.00% 5.00% 1.16% 4.16% 4.16%
5-Year 2.38% 3.25% 5.25% 6.50% 0.87% 2.87% 4.12%
10-Year 3.72% 4.25% 5.50% 7.50% 0.53% 1.78% 3.78%
30-Year 4.75% 5.00% 5.75% 8.00% 0.25% 1.00% 3.25%

Bond Market Roadmap
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YieldQuest's Bond Bear Market Toolbox

Bond Bear Market Toolbox
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With the talk of QE II, the Fed pushed real yields into negative territory.  The 5-year TIPS security now has a 0.07%.  
We do not believe fixed income investors can hide in TIPS.

5-Year TIPS Yield
Source: Bloomberg L.P.

Bond Bear Market Toolbox
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We expect a sharp reaction because of the exaggerated fund flow bias towards fixed income in the last two years.  As 
prices have exploded, investors continue to pile into fixed income at the expense of riskier assets.

Net Fixed Income Fund Flows: 2009 & 2010
Source: Strategas Research
September 2, 2010 Page 1

Bond Bear Market Toolbox
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Ultimately, we believe bonds are showing tendencies associated with those of a bubble.

Bond Bubble?
Source: Money Morning

Bond Bear Market Toolbox
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Bubbles are formed when excessive speculation enters a 
market. Instead of viewing the intrinsic value of an asset, 
speculators in a bubble market instead focus on the resale 
value of the asset. 

This is sometimes referred to as the greater fool theory of 
investing. In a bubble, it doesn't seem to matter that a price is 
irrationally high - it only matters that it can be sold for an 
even more irrational price at a later date. 

Bubbles often end with steep declines, where most of the 
speculative gains are quickly wiped out. 

Bond Bear Market Toolbox
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The slope of the 2/30 year spread remains steep.  We would look for a flattening of the yield curve in 2011 and beyond.

2-30 Year Treasury Spread
Source: Bloomberg L.P.

Treasury Yield Curve Spreads

10-30 Year Treasury Spread
Source: Bloomberg L.P.
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Across the curve spreads are steep.  We would look for a flattening of the yield curve in 2011 and beyond.

5-30 Year Treasury Spread
Source: Bloomberg L.P.

Treasury Yield Curve Spreads

2-10 Year Treasury Spread
Source: Bloomberg L.P.
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The 20+ Year Treasury Index is approaching multi-year support.  We believe there is relative value at the long end of the 
curve as we look for a flattening of the yield curve.

TLTIV 20+ Year Treasury Index
Source: Bloomberg L.P.

Bond Bear Market Toolbox
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With the economic improvement, we believe a continued return to risk assets will likely unfold.  We are already seeing this 
in the corporate bond market.

Baa Corporate Bond Spread
Source: MKM Partners

Bond Bear Market Toolbox
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We believe the run in gold to be on its last legs and would look for a move lower in the coming months as the fear trade 
is unwound.

Gold: Vulnerable to a Further Correction
Source: BCA Research

Bond Bear Market Toolbox
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Municipal yields have moved lower, but the 10-year yield on AA GO bonds provides approximately 55 bps in excess of 
Treasuries in addition to the tax advantages inherent in municipal bonds.  We believe this provides an excellent 
opportunity when combined with a short Treasury hedge.

Municipal Market Advisors AAA GO Consensus 10-Year Current
Source: Bloomberg L.P.

Opportunities in Municipal Bonds
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The 20-Year GO Tax-Equivalent Yield has moved back to its highest levels since the financial crisis.  We believe this 
presents a unique opportunity.

20-Year GO Tax-Eq Yield, %
Source: MKM Partners

Opportunities in Municipal Bonds
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Over the last eight quarters, state and local governments swung from a $65 billion deficit to a $50 billion surplus and not 
indicative of widespread defaults.

State and Local Government Surplus / Deficit
Source: Strategas Research

Opportunities in Municipal Bonds
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Despite the significantly higher unemployment in the current recession, state deficits in this recession were actually lower 
when compared to the previous recession.  Again, we do not feel this will lead to widespread defaults given state budgets 
were in worse shape during a more shallow recession.

State Budget Surplus/Deficit Pct of GDP
Source: Strategas Research

Opportunities in Municipal Bonds
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Paul Revere or Chicken Little 

Bond Bear Market Toolbox
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Paul Revere or Chicken Little 

Bond Bear Market Toolbox
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Scylla - Permanent Principal Destruction risk

Charybdis - no income to offset principal losses

Sharks - Cash doesn't provide safe harbor from a fee adjusted, inflation adjusted, 
tax adjusted perspective

Pirates - Clients won't meet their financial goals when 30%ish of a portfolio 
doesn't deliver anything.  Puts an awful lot of pressure on the remaining 
allocation, need to "run the table" on the 70%

Extra-terrestrials - Client retention becomes a real factor in this environment as 
X% of the Advisor market will make money in this environment

Homer’s Revenge?

Bond Bear Market Toolbox
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• You Can Not Hide in ‘Safe Spreads’ Until You First Address the Duration Question
• We see opportunity in municipal bonds
• Preferred stocks also present opportunities, especially in the financial sector.  We favor high 
coupon investment grade issues with call dates out 3-5 years.
• What to do if you are in open end funds (because fund NAV can go down)
• TIPS are not a place to hide
• Hedges and cash to lower duration

•A Sample KISS Portfolio:
10% cash, 
15% high coupon pfd's
10% plain vanilla non financial corps
25% CD's/Taxable municipal bonds, 
5% floating rate/step coupon, 
10% mortgages/step coupon bonds
20% Tax-EXEMPT Munis
5% EETCs

The weighted average spread for a 3-ish year duration portfolio is going to be 170ish bps 
while the avg cred quality is also going to be probably A-AA.

Bond Bear Market Toolbox
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Conference Call Summary:

1. The deleveraging of the consumer is unfolding and debt levels are no longer excessive.  The economic data supports a consumer that 
is in much stronger health than given credit for.  We believe consumption can power the economy towards the return to economic 
normalcy.

2. The Fed will be reticent to raise rates before employment ticks meaningfully higher.  However, this could lead to a battle between 
elevated headline inflation and employment that sews the seeds for elevated core inflation the years ahead.

3. In the 2003-2004 recovery, inflation lagged by the turn in GDP growth by almost two year.  After bottoming in mid 2009, we would 
look for inflation to pick up later this year.

4. Current market expectations look for the Fed Funds Rate to start moving higher in 2012 and reaching 4% by the end of 2015.  We 
believe the market could start discounting higher rates much sooner as economic data continues to improve.

5. With the talk of QE II, the Fed pushed real yields into negative territory.  The 5-year TIPS security now has a 0.07%.  We do not 
believe fixed income investors can hide in TIPS.

6. We expect a sharp reaction because of the exaggerated fund flow bias towards fixed income in the last two years.  As prices have
exploded, investors continue to pile into fixed income at the expense of riskier assets. We see evidence of a ‘bubble’ on the fixed 
market.

7. The 20+ Year Treasury Index is approaching multi-year support.  We believe there is relative value at the long end of the curve as we 
look for a flattening of the yield curve in the years ahead.

8. We believe the run in gold to be on its last legs and would look for a move lower in the coming months as the fear trade is unwound.

9. The 20-Year GO Tax-Equivalent Yield has moved back to its highest levels since the financial crisis.  We believe this presents a 
unique opportunity in municipal debt.
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