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The άǊƛǎƪ ƻŦŦέ switch was thrown around the globe at the end of July and capital markets throughout the world show the 
scars this quarter. Encapsulating the never-ending, and indeed worsening, European sovereign debt crisis, the US deficit 
game of άŎƘƛŎƪŜƴΣέ and China putting the brakes on its economy for fear of runaway inflation, was too much for investors; 
investors in risk headed for the exits.  However, the retreat was orderly.  Liquidity was sufficient as traders moved into the 
old standby ς US Treasuries. 

For the most part, corporate fundamentals are strong.  There is concern about earnings going forward, given all the belt 
tightening that went on in 2008-2010, but balance sheets are in good shape.  What remains in perilous shape are national 
balance sheets ς the transfer of private debt to public hands (and deeper pockets), bank bailouts, and stimulus spending 
have reached levels that spook investors.  Growth is now being squeezed by the uncertainty of how this debt is going to be 
serviced. Events unfolding in Europe are symptomatic of all of the issues facing the developed world: reducing debt means 
reducing spending ς the same spending that had been pushing the global recovery forward. The coming reduction in 
national balance sheets will be another headwind and it fits with our belief that future growth will be muted and investors 
will have to be more opportunistic and risk-aware at the same time.  

The US equity markets were roughed up 
during the quarter (a substantial rebound in 
early October occurred but ǘƘŀǘΩǎ for next 
ǉǳŀǊǘŜǊΩǎ piece). Large did better than small 
and value did better than growth as anything 
assessed to be more risky took a bigger hit. 
High quality held in better; there was 
differentiation by sellers ς higher quality 
companies were held or sold less. The 
liquidity in the markets meant the more 
speculative assets could be jettisoned. 

Non-US equity markets underperformed 
their domestic counterparts in large part due 
to a fear of a European banking crisis.  The 
long delayed mark-to-market of the 
sovereign debt held by the European banks 
is at hand. The emerging market pulled back 
on the prospect of a global slowdown. 

Spread sectors sold off in favor of Treasuries 
and the US dollar served as a safe haven for 
investors. Yields in the safe sectors of the 
bond market are very low and there is little 
short-term pressure to drive them higher. 
Willingness to accept these yields 
demonstrates continuing fear.  
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Returns for Periods Ending September 30, 2011 

Annualized

Domestic Equity Style 3Q 2011 1 Year 3 Years 5 Years

S&P 500 Large Cap Core (13.87%) 1.14% 1.23% (1.18%)

Russell 1000 Large Cap Core (14.68%) 0.91% 1.61% (0.91%)

Russell 1000 Value Large Cap Value (16.20%) (1.89%) (1.52%) (3.53%)

Russell 1000 Growth Large Cap Growth (13.14%) 3.78% 4.69% 1.62%

Russell 2000 Small Cap Core (21.87%) (3.53%) (0.37%) (1.02%)

Russell 2000 Value Small Cap Value (21.47%) (5.99%) (2.78%) (3.08%)

Russell 2000 Growth Small Cap Growth (22.25%) (1.12%) 2.07% 0.96%

International Equity Style 3Q 2011 1 Year 3 Years 5 Years

MSCI EAFE (net) International Core (19.01%) (9.36%) (1.13%) (3.46%)

MSCI EAFE Value (net) International Value (19.03%) (9.99%) (1.69%) (4.82%)

MSCI EAFE Growth (net) International Growth (18.98%) (8.79%) (0.63%) (2.16%)

S&P EPAC Small Cap (net) Small Cap International (18.59%) (5.50%) 5.64% (1.88%)

MSCI Emerging Markets (net) Emerging Markets (22.56%) (16.15%) 6.27% 4.87%

Fixed Income Style 3Q 2011 1 Year 3 Years 5 Years

CPI Adjusted Inflation 1.18% 3.90% 1.22% 2.28%

T-Bills Cash 0.01% 0.13% 0.21% 1.71%

Barclays Capital Aggregate Core Bonds 3.82% 5.26% 7.97% 6.53%

Barclays High Yield High Yield Bonds (6.06%) 1.78% 13.83% 7.08%

CitiGroup WGBI Ex-US Foreign Bonds 2.38% 4.61% 7.71% 7.54%

Annualized

Annualized



Chart 1:  Total Debt Owed to Foreign Lenders 
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What is Going on in Europe? 

2 

Panic, elation, repeat. The frayed nerves of investors are being severely tested by the macro swings emanating from 
Europe. Trying to boil it all down is a tough job. On a very basic level, it appears there are two very disparate types of 
countries trying to use the same currency, but ƛǘΩǎ not working. Either they change their ways and become more like one 
another or they must go their separate ways.  In both scenarios, things are likely to look different when the dust settles.  

Initially established in 1992 and brought into general used in 2002, the Euro has not been truly tested until now. The 
block of countries that comprise the Euro fall into two groups: the Core (Austria, Belgium, Finland, France, Germany, 
Luxembourg, and Netherlands) and the Periphery (Cyprus, Estonia, Greece, Ireland, Italy, Malta, Portugal, Slovakia, 
Slovenia, and Spain). The combined group has common monetary policy, the Euro, but no common fiscal and governance 
policies, and this seems to be the root of the problem. Prior to joining the Euro, several countries had long histories of 
deficit spending and low relative GDP growth/productivity which resulted in higher inflation than their neighbors (the 
Core members).  Once countries like Italy, Greece, and Spain were brought into the Euro group, their fiscal policies did 
not change: deficit spending continued but borrowing became easier (Chart 1) because they could ride the credit rating 
coattails of the core members (lower borrowing costs)  and growth/productivity shortfalls were lost in the shadow of the 
success of the larger group. By the way, this was just fine with the Euro leader, Germany, because the arrangement kept 
their currency artificially low and allowed them to export to the rest of the world (a standalone Deutschemark would 
have been much more highly valued, meaning less export success). 

Chart 2:  5-Year Credit Default Swap Spreads 
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Much of the debt issued by serial borrowers ends up in 
the banks of the issuing countries and other Euro-zone 
banks because it has to go somewhere for the process 
to continue and the sovereign debt of a Euro member 
country was thought to be super safe because ƛǘΩǎ 
backed by the rest of the Euro members. The banks 
bought the debt and the countries guaranteed the 
banks ς nice arrangement until someone defaults  
(Chart 2).  A prolonged period of low growth puts the 
sustainability of this growth into question and the 
worst offender, Greece, collapses. Their bigger cousins, 
Italy and Spain, have the potential of sinking the largest 
European banks. And here we stand: the band-aid 
approach has not worked but the attempts are roiling 
global markets. Euro-fatigue has set in. 

Getting at the heart of the problem involves decisions 
harder than those made to-date. Letting the banks go 
in favor of the debtors means a severe credit 
contraction and less growth (if they have the money to 
do this). Letting the debtor nations go in favor of the 
banks means a severe fiscal contraction and less 
growth. Bail out the countries, bail out the banks or 
just plain bail? At what point do the core members 
(Germany) cry foul and toss the Greeks or cry uncle 
given how much of the bill they will have to cover and 
say bring back the Deutschemark? At what point do 
the Greeks say, άȅƻǳΩǊŜ not the boss of me.έ No good 
answer is at hand but expect volatility until the hard 
choices are made. 

Sources: Dirk Ehnts / Seeking Alpha 



0.87

1.05

0.4

0.6

0.8

1.0

1.2

1.4

1.6

1.8

2.0

D
e
c-

9
0

D
e
c-

9
1

D
e
c-

9
2

D
e
c-

9
3

D
e
c-

9
4

D
e
c-

9
5

D
e
c-

9
6

D
e
c-

9
7

D
e
c-

9
8

D
e
c-

9
9

D
e
c-

0
0

D
e
c-

0
1

D
e
c-

0
2

D
e
c-

0
3

D
e
c-

0
4

D
e
c-

0
5

D
e
c-

0
6

D
e
c-

0
7

D
e
c-

0
8

D
e
c-

0
9

D
e
c-

1
0

Large/Small Relative P/E Ratio (R1000 vs R2000)

Large/Small

Historical Avg

+/- 1 Std Dev

+/- 2 Std Dev

Large P/E Historically High Relative to Small P/E

Small P/E Historically High Relative to Large P/E

52

218

78
164

784

337388

1985

840

0

300

600

900

1200

1500

1800

2100

D
e
c
-9

3

D
e
c
-9

4

D
e
c
-9

5

D
e
c
-9

6

D
e
c
-9

7

D
e
c-

9
8

D
e
c
-9

9

D
e
c
-0

0

D
e
c
-0

1

D
e
c
-0

2

D
e
c
-0

3

D
e
c
-0

4

D
e
c
-0

5

D
e
c
-0

6

D
e
c
-0

7

D
e
c
-0

8

D
e
c
-0

9

D
e
c
-1

0

Y
ie

ld
 S

p
re

ad
s 

-
b

p
s

Fixed Income Spreads

AAA

BBB

High Yield

-50%

-40%

-30%

-20%

-10%

0%

10%

20%

30%

D
e
c-

9
8

D
e
c-

9
9

D
e
c-

0
0

D
e
c-

0
1

D
e
c-

0
2

D
e
c-

0
3

D
e
c-

0
4

D
e
c-

0
5

D
e
c-

0
6

D
e
c-

0
7

D
e
c-

0
8

D
e
c-

0
9

D
e
c-

1
0

R
o

lli
n

g 
1

2
-M

o
n

th
 R

e
tu

rn
 S

p
re

ad

S&P 500 Quality Return Spread (High - Low)

Spread

+/- 1 Std Dev

+/- 2 Std Dev

Median

Chart 6:  S&P 500 Quality Return Spread (High-Low) Chart 5:  Large/Small Relative P/E Ratio (R1000 vs R2000) 

Credit Spreads and Equity Investing 

Fall 2011 a view from the Summit 3 

Bond investors have to look far out into the future to assess the safety of the cash flow ǘƘŜȅΩǊŜ purchasing today; credit 
quality, inflation, and market environment (in addition to other factors) must be considered and these factors are then 
priced into credit spreads. Taken in conjunction with the huge size of global fixed income markets and the large number 
of professionals plying their trade in this space, the bond markets are considered one of the strongest leading indicators 
available to investors. But is this confined only to bond investors? Can equity investors benefit from watching credit 
spreads as well? 

Credit spreads often start to creep upward slowly, only to be followed by a rapid upward move ς at least they have in the 
heightened volatility of the last 12 years. This is consistent with trepidation followed by waves of fear rapidly sweeping 
up investors, driving credit spreads outward and the not-as-rapid wave of relief among investors driving spreads back 
down. We all know the impact on bond prices, but how are equity prices affected? Which equities perform better when 
credit spreads narrow/widen? 

In theory, tight credit spreads relative to Treasuries indicate stability. When they begin to push out, investors are sensing 
some threat to the benign environment. The question for equity investors is whether risk should be added or subtracted 
at this point. The opposite is true when credit spreads are wide relative to their history. What works and when? 

Our research indicates that narrow credit spreads, beginning to widen (Chart 3 ς yellow shaded areas are periods of 
spreads widening, green shaded areas are periods of spreads narrowing), an indication of growth/large cap/high quality 
stocks coming into favor. These tend to be άǎŀŦŜǊέ stocks that investors rotate into as market sentiment turns sour. 
Downside risks have overtaken upside potential. Over the last 18 years (the limiting factor in this analysis is the S&P 500 
quality return spread which only has 12 years of history), there have been three dramatic instances of spreads widening: 
from 12/97-12/98, 12/99-12/02, and 6/06-12/08.   

From 12/97-12/98, growth beats value slightly (Chart 4) and large definitely outperforms small (Chart 5); from 12/99-
12/02, growth and large cap did not outperform (an ongoing residual of the technology crash); from 6/06 to 12/08, 
growth outperformed slightly but large did not. High quality outperformed (Chart 6), as anticipated, during the two later 
periods (no information for the first). 

 Chart 3:  Fixed Income Spreads (Barclays) Chart 4:  Large Value/Growth Relative P/E Ratio (R1000V vs R1000G) 

Rates narrow and widening ς 12/97-12/98; 12/99-12/02; 6/06-12/08 

Rates wide and narrowing ς 12/02-12/03; 12/08-12/10 
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Disclaimer:  The information set forth in these materials is provided for informational and discussion purposes only and is not intended to be, and shall not be regarded or construed as a recommendation for a transaction or investment, financial, 
tax or other advice of any kind or constitutes or imply any commitment whatsoever, including without limitation an offer to purchase, sell or hold any security investment, loan or other financial product or to enter into or arrange any type of 
transaction. 

Where Has the Money Gone? 

Making money the άƻƭŘ fashioned ǿŀȅέ used to involve borrowing or raising equity from investors, then using the 
proceeds to build a business and grow it.  As the business grew, interest and principal were paid to bond investors and 
dividends and stock price appreciation rewarded the equity investors. A tried-and-true formula around for centuries; this 
system generates wealth for owners and creates jobs as businesses grow. The long bull market in equities beginning in 
the early 1980s, falling interest rates over the same period, and the limited volatility associated with this period resulted 
in aggressive investors (used to making money quick with little downside) ς a very large investment banking industry 
developed as a result of this boom. Since the end of the technology bubble, and the corresponding gyrations of the stock 
market, investors (and the investment banking industry), have continued to seek the quick way to make money. 
Derivatives are one of the different paths that have proliferated during the last 10 years as a result. 

Chart 7:  Global Derivative Exposure 

Sources: Global Equity Market Cap - World Federation of Exchanges; Global Bond 
Market Cap ς BIS; Global Notional/Market Derivative Value - BIS 

Credit Spreads and Equity Investing (continued) 

Our research indicates that wide credit spreads, beginning to narrow, are an indication of deep value/small cap/lower 
quality stocks coming into favor. These tend to be the άǊƛǎƪ ƻƴέ trades that investors rotate into as market sentiment 
improves. Upside potential has overtaken downside risk. Over the last 12 years (again, the limiting factor in this analysis 
is the S&P 500 quality return spread), there have been two dramatic instances of spreads narrowing: from 12/02-12/03 
and 12/08-12/10. From 12/02-12/03, growth and large cap underperformed value and small cap; from 12/08-12/10, 
growth and large cap outperformed again.  Low quality outperformed, as anticipated, during both periods. 

No leading indicator is effective all of the time. However, taking the massive tech bust distortions into account, rotating 
towards growth/large cap/high quality appears to be a good equity trade when credit spreads are narrow but widening. 
Rotating back into deep value/small cap/low quality appears to be a good equity trade when credit spreads are wide 
but narrowing. A tip of the cap to Chris Faber of IronBridge Capital Management for άǘƘƛƴƪƛƴƎ out ƭƻǳŘέ with us on this. 
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Until Lehman blew up, derivative trading grew: was 
this shift a reaction to the άǘŜŎƘ ǿǊŜŎƪέ volatility, a get-
rich-quick trade, or simply a new approach?  This is 
open to discussion (for the investment banks, it was a 
big money maker). ²ƘŀǘΩǎ certain is that investors 
could find derivatives (and lever) just about anything, 
and investment bankers were eager to feed the need.  
Chart 7 shows that over the last ten years, global stock 
and bond markets have grown, but at nowhere near 
the pace of derivative markets ς the big jump in 2006 
is due to the inclusion of CDS into the notional total. 
Forget about the huge notional value of the global 
over-the-counter derivative markets for a moment 
(tack on another $83 trillion for the exchange-traded 
derivative exposure out there). Instead, consider the 
equity (the global market derivative value ς $21 trillion 
market value of the notional derivative exposure) that 
supports the much larger notional derivative exposure;  

 
 
this has eaten into stock/bond allocations that would otherwise have been held in those asset classes. The usual process 
of capital formation had been short circuited in favor of derivative-based investing. 

Derivatives are not bad ς like most other things, taken in moderation they can be useful. Taken in excess, one sees 
volatility like the de-leveraging post-Lehman. And yes, the magnitude of the green line (total notional derivate exposure) 
surprised us as well. If nothing else, the rise of derivatives appears to explain where capital has flown ς trillions in global 
dollars now have homes outside of stocks and bonds. No one is saying there is a capital scarcity in the markets, but we 
have yet to get back to doing things the άƻƭŘ fashioned way.έ 


