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Economic Update
After a great amount of political posturing and tense negotiations,
Congress finally agreed to a deal on New Year’s Day to address at least
the tax side of the fiscal cliff. Most of the Bush-era tax cuts will remain in
place, but for those earning over $400k ($450k if married, filing jointly)
both income tax rates and capital gains tax rates will be going up. The
2% reduction in Social Security payroll taxes was allowed to expire, so
the majority of Americas will still be seeing smaller paychecks in the New
Year. On the spending side there was a one-year extension of federal
unemployment benefits and a one-year delay in Medicare reimbursement
cuts, but the big decisions on sequester cuts were pushed off two
months. That means the negotiations will coincide with a need to raise
the debt ceiling again and the expiration of the current continuing budget
resolution on March 27, so we believe we can expect more political
theater and resulting market volatility over the next few months.
Nonfarm payrolls came in as expected with 155,000 jobs being added in
the U.S. and the unemployment rate holding steady at 7.8%. The private
sector added 168,000 jobs with strength being seen in manufacturing and
construction, while government jobs fell another 13,000 following a drop
of 10,000 in November. An upward revision of 15,000 to last month’s
number was a positive in the report. The bottom line is, despite the
uncertainty surrounding the fiscal cliff, job growth has been good and
steady over the latter half of the year.
There was only marginal growth seen in manufacturing in December in
the face of uncertainty regarding government regulations and taxes. The
ISM’s manufacturing index rose to 50.7 for the month after dipping to a
sub-50 reading of 49.5 in November. There was more strength seen in
the non-manufacturing index which rose 1.4 points to 56.1. Overall we
feel the service side of the economy is showing a lot of positive
momentum which is we see as a good sign for the bulk of the U.S.
economy. Meanwhile, HSBC said growth accelerated in China as their
PMI rose to a 19-month high of 51.5. Manufacturing in China had been
contracting for a full year until the last two months, and it would appear
economic growth looks poised to accelerate in the world’s second largest
economy.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.

Economic Indicators, Quarterly Change

12.0%
10.0%
8.0%
6.0%
4.0%
2.0%
0.0%
-2.0%
Q4 11
Real GDP

Q1 12

Q2 12

CPI (Year over Year)

Q3 12

Unemployment Rate

Source: Bureau of Economic Analysis, Bureau of Labor Statistics

Jan. 2nd
Jan. 2nd
Jan. 2nd
Jan. 3rd
Jan. 3rd
Jan. 3rd
Jan. 4th
Jan. 4th
Jan. 4th
Jan. 4th
Jan. 4th

0.6%
ICSC-Goldman Same Store Sales, Wkly. Chg.
50.7
ISM Mfg. Index - Level, December
-0.3%
Construction Spending, Nov. Monthly Chg.
-21.6%
MBA Purchase Applications Index, Wkly. Chg.
372,000
Initial Jobless Claims (week ending 12/29)
155,000
Non-farm Payrolls, Dec. Monthly Chg.
7.8%
Unemployment Rate, December
56.1
ISM Non-Mfg. Index, December
0.0%
Factory Orders, Nov. Monthly Chg.
-135 bcf
EIA Natural Gas Report, Wkly. Chg.
-11.1M
Barrels
EIA Petroleum Status Report, Wkly. Chg.

January 4, 2013
[page 2]

MainStreet Advisors
Financial Market Update
Bond Market Update
Largely attributable to increased inflation fears, U.S. Treasuries finished
sharply lower for the week, with yields on 10-year notes reaching their
highest levels in eight months. Also driving demand lower, minutes from
the Fed’s FOMC meeting show a divide among voting members on how
long the central bank’s bond buying program should last. Several Fed
members said it would be appropriate to end the purchase somewhere
around mid-2013. Strategists are now beginning to question whether
yields, which have been stuck in a trading range over the past six
months, might start to move even higher, with some recommending an
outright sale of all government debt. Technical analysts, who follow
moving averages and other indicators, feel if the yield on the 10-year note
remains near its current levels, a spike is likely. At the same time,
Treasuries are trading at their least expensive levels in eight months,
according to the Federal Reserve’s term premium model. Meanwhile, the
average yield on high yield bonds fell below 6% for the first time ever,
suggesting a benign outlook from a valuation perspective. With prices
nearing their highest levels in a decade, nearly 46% of high yield bonds
are at or above prices at which companies could buy them back,
according to Barclays. Twelve months ago, the level was 27% and the
long-term average is 15%.
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After a week of the equity market selling off stocks rallied the final day of
the year to end December in positive territory. More importantly,
politicians were able to play a game of ‘kick the can’ causing the markets
to rally after coming back from the New Years Day holiday. The Dow
Jones Industrial Average closed at 13,435.21, up 497 points for the week,
or up 3.84%. The broader S&P 500 Index ended the week up 4.57% to
close at 1,466.47, while the NASDAQ Composite finished higher by 141
points, or up 4.77% to close the week out at 3,101.66.
The equity markets responded positively to a “partial deal” over several of
the fiscal cliff issues along with positive economic data. The first week of
2013 marked the best week for the equity markets in over a year. The
energy sector, which was a laggard in 2012 started the year rising over
4% the first three days. Financials, which led the way in 2012, were
second to Energy to start the year. A big focus next week will be on
corporate earnings as Alcoa (AA) is set to announce results on Tuesday,
marking the beginning of the earnings season.
The beginning of the year got off to a great start for shareholders of
Zipcar (ZIP) after it was announced Wednesday morning that Avis
Budget (CAR) would acquire the company at a 50% premium to the
previous closing price. CAR has been facing competition from rivals in
the hourly rental segment of the market and instead of building the hourly
business from the ground up they acquired an hourly rental car company.
Zipcar originally went public back in April 2011 at an IPO price of
$18/share and with the announcement of the purchase at $12.25/share
this leaves some share holders questioning the deal.
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Crude oil ended the week up 2.67%, settling at $93.10 a barrel, despite a
massive 11.1 million-barrel drop in nationwide crude oil inventories as
part of an annual end-of-year occurrence linked to tax considerations—
lower year-end inventories means lower tax exposure for companies, so
refiners lower inventory by temporarily reducing imports. This trend
generally rebalances in the ensuing weeks. Data from the Energy
Information Administration (EIA) shows 93% of the drop occurred in the
U.S. Gulf Coast refining region, as a direct result of their tax
considerations. Many analysts claim such a report be pushed to the side,
with more focus on the upcoming weeks. EIA reported crude oil stocks
fell 3% nationwide, which was the biggest drop since December 2011.
On a per-barrel basis, the decline last week was the largest since
February 2011. Crude imports plunged 931,000 barrels a day, to 7.094
million barrels a day, the lowest level since February 20, 1998. In the
Gulf Coast region, imports were the lowest since September 2008, when
hurricanes Gustav and Ike disrupted operations.
Gold fell on Friday, but rebounded sharply off a nearly 5-month low after
U.S. data showed job market growth has slowed, suggesting the Federal
Reserve may retain its monetary stimulus in the near-term. The precious
metal has been particularly sensitive to any indications that the Fed could
withdraw its stimulus. The U.S. central bank has linked the continuation
of its loose monetary policy to evidence of a sustained upturn in the jobs
market. The metal was unable to escape negative territory for the week
though, losing 0.2%, settling at $1,658.05 an ounce, its sixth consecutive
weekly decline.
Hedge funds lagged the broader markets for the fourth straight year in
2012, with estimated returns of about one-third the performance of the
S&P 500. The average hedge fund rose 5.5% last year, according to
Hedge Fund Research (HFR), which is better than the average 5% loss
suffered in 2011 but still well behind the S&P 500's 16% return. HFR
notes hedge funds have not beaten the broad-market index since 2008,
when the S&P was down nearly 40%, while the average hedge fund was
down less than 20%. It is the longest period of underperformance for the
industry since 1998.
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President Obama announced his nomination of Jack Lew to be Tim
Geithner’s successor as Treasury Secretary on Thursday. Jack Lew
currently serves as White House chief of staff and has spent most of his
career dealing with fiscal issues in Washington. If Lew can help strike a
deal with Republicans before the debt ceiling deadline in early March, it
could help boost markets. But Republicans have criticized Lew for his
uncompromising attention to detail in the 2011 debt ceiling talks, and his
confirmation may prove to be a contentious one. Wall Street seems to
lack confidence in the nomination as well, citing a lack of business and
financial experience save a short stint at Citigroup as Chief Operating
Officer of their alternative investments unit where he was a manager, not
an expert in financial markets, and the company lost billions during his
tenure. A concern of far less importance but a good source of comedic
material has been the issue of his signature, which would be printed on
all U.S. currency. It can best be described as nothing but a series of
connected loops that bear no resemblance whatsoever to any letter in the
English Language. Despite the criticisms, Jack Lew will likely be
confirmed as the new Treasury Secretary and only time will tell if he was
a good choice.
The U.S. trade deficit widened sharply in November to $47.8 billion, up
$5.7 billion from the previous month. The petroleum gap actually shrank
during the month, but a $4.6 billion jump in imports of consumer goods
helped push the trade deficit higher. $1.8 billion of that increase came
from cell phones which can be attributed to sales of the new iPhone 5
here in the U.S. While the number could take a bite out of the fourth
quarter GDP estimate due out later this month, this is likely just a onetime spike in the trade deficit and not the beginning of a trend.
One of the beneficiaries of weaker trade data here in the U.S. was China.
The world’s second largest economy reported exports were up 14% in
December over last year. As things begin to pick up again in China it is
putting some upward pressure on otherwise tame inflation. Chinese
consumers paid 2.5% more for goods and services than they did a year
ago, up from 2.0% in November.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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After gains earlier in the week, U.S. Treasuries finished marginally lower
after a sell-off on Thursday and Friday as traders locked in profits.
Looking ahead, many strategists feel the main risk factor in the market
remains a standoff during the upcoming debt ceiling negotiations. The
U.S. Treasury is expected to come up against its mandated borrowing
limit sometime next month, a deadline that will complicate negotiations
over a number of automatic spending cuts scheduled to take effect at the
end of February. Should politicians not find a compromise, the risk of
another credit downgrade to U.S. Government debt increases, making
additional market turmoil likely. From an international perspective,
European bonds are beginning 2013 with historically low yields,
particularly Germany, France, Finland and the Netherlands. However,
many strategists expect the fundamental political and economic
environment to remain supportive of European fixed income markets,
especially for higher risk assets. Deleveraging is still the primary goal for
both governments and banks, with the center of the public savings
discussion partially moving away from Europe to the United States and
Japan. Against this backdrop, we expect the G4 central banks (the Bank
of England, the Bank of Japan, the Federal Reserve and the European
Central Bank), to remain in expansion mode well into 2014 or even 2015,
thus keeping interest rate curves relatively steep.
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Most major domestic stock markets were slightly positive this week after
rallying in the first few days of the New Year. The Dow Jones Industrial
Average closed Friday at 13488.43, up 0.4% for the week. The S&P 500
Index reached its highest level in five years on Thursday and finished the
week at 1472.05, higher by 0.4%. The NASDAQ Composite Index
increased 0.8% since last Friday to close at 3125.63. Lipper reported
cash inflows into stock mutual funds during the first week of 2013 were
the largest in more than 11 years at $7.9 billion. Equity ETFs added
another $13.3 billion, demonstrating the boost to investor confidence as a
result of the “fiscal cliff” deal.
On Friday the Japanese government announced a plan to spend $116
billion on public works and disaster mitigation projects, subsidies for
companies investing in new technology, and offers of financial aid to
small businesses. Japans’ new Prime Minister Shinzo Abe believes
these measures will add two percentage points to the country’s economic
growth rate and create about 600,000 jobs. The Nikkei Index jumped
1.4% on Friday to bring its year-to-date price change to nearly 4%.
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Crude oil fell Friday, retreating from three-month highs earlier in the week
with traders locking in profits from recent gains and data out of China
raising worries regarding fuel demand. Oil’s drop was due in large part to
data out of China, which raised concerns about economic growth in the
world’s largest energy consumer. This week, China reported a higher
December inflation rate than expected, which led many to believe the
Chinese government’s capacity to boost the economy through stimulus
programs may be limited. This came after reports earlier in the week
about Chinese export data for December, which showed a growing
demand for foreign goods. Also this week, Saudi Arabia, the world’s
largest oil producer, said it cut oil output 5% in December to 9.025 million
barrels a day. Initially analysts took this cut as a sign that prices could
rise amid lower supplies and seasonal demand patterns that show
growing production elsewhere; however, now analysts are becoming
fearful that Saudi ministers are responding to weak demand, which could
mean further price declines in the future. Before Friday, oil prices had
gained more than 11% since its November lows as improving economic
conditions and signs of rising fuel demand prompted bets on higher
prices. For the week, oil gained 0.62% to settle at $93.68 a barrel.
Gold ended the week slightly higher as well, adding 0.28%, closing at
$1,662.70 an ounce after tracking a rise in the euro when the ECB
announced its decision to hold interest rates steady. The metal fell back
later in the week though as traders fully digested the decision. Indian
imports picked up this week as buyers anticipated a potential gold import
tax increase. In China, traders saw a rise in seasonal demand ahead of
the lunar new year as well. Albeit a tiny gain, the precious metal notched
its first weekly rise in seven weeks.
After a year of mediocre returns, hedge funds suffered their biggest
month of withdrawals in more than three years last month as dissatisfied
investors moved their money out of the industry. Hedge fund
administrator SS&C GlobeOp's Capital Movement Index, which tracks
monthly net subscriptions to and redemptions from funds, measured
down 2.58% last month, representing the biggest monthly outflow of cash
seen since October 2009.
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Economic Update
China’s economic growth is officially starting to accelerate. Fourth
quarter GDP surprised to the upside coming in at 7.9%, marking the end
of a two-year growth slowdown for the world’s second largest economy.
Gross domestic product for the full year was up 7.8%, beating the
government’s 7.5% target. This has alleviated some concerns the
country may face a hard landing amidst a recession in Europe and efforts
by their own government to cool the Chinese real estate market. There is
still the risk that inflation may heat up as they transition from an
investment economy to a consumer driven economy.

Economic Indicators, Quarterly Change
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There is still no indication of inflation posing a threat to the current equity
market rally. The consumer price index came in flat for the month of
December thanks to lower energy prices. Inflation is now running at an
annual pace of 1.7%, down slightly from 1.8% in November. Prices at the
producer level fell 0.2% with decreases seen in energy, food and capital
goods. The core rate excluding food and energy was up a mild 0.1%. Oil
prices have been rising over the past four weeks, though, so we may see
an uptick in January inflation numbers.
The housing market recovery showed its first signs of slowing down in a
number of months as the NAHB housing market index was flat at 47 for
the month of January. This was the first time in seven months the report
did not improve and the first time in nine months it came in below
expectations. The index, which tracks the sentiment of homebuilders,
proved to be a good leading indicator for the equity markets last year so
this report gives us a little pause. Housing starts on the other hand were
up a sharp 12.1% last month to an annual pace of 954,000 -- the highest
level we have seen since the summer of 2008. The steadily improving job
market has been supportive of the housing market of late. Initial
unemployment claims hit a recovery low for the week ended January 12,
falling 37,000 to 335,000. If we continue to see these kinds of numbers
we should expect a good employment report for the month of January.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Reflecting continued concerns over the final outcome of the lingering
fiscal negotiations, U.S. Treasuries finished the week higher as investors
sought out the safety of intermediate and long-term government debt. At
the same time, reports Congress may vote in favor of a three-month
extension of the nation’s borrowing limit provided a boost to short-term
Treasury Bills. Prior to this report, T-Bills had faced considerable selling
pressures given their prices are the most vulnerable to a default by the
U.S. government. Yields on four-month paper were traded higher than
securities due in three months, indicating investors were willing to pay a
premium to avoid maturities with a high default risk. Separately, Fitch
Ratings warned the government’s failure to raise the debt limit would
“very likely” prompt a downgrade of U.S. Treasuries, dismissing the
assurance of some Republicans that the Treasury Department would be
able to use incoming tax receipts to prioritize the payment of government
debt and interest. Meanwhile, after considerable outflows out of municipal
bond mutual funds during December in response to a proposed 28% cap
on tax-exempt interest, inflows into the sector have increased
considerably during 2013. While munis may not be included in any
immediate tax reform proposals this year, spending cut discussions will
likely keep the idea of new taxes in the spotlight, sparking demand for
tax-exempt securities.
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The markets were mostly flat to start the day Friday and rallied in the last
hour of trading to finish positive for the third week in a row. The Dow
Jones Industrial Average closed at 13,649.70 or up 1.2% to finish at its
highest level in five years. The broader S&P 500 Index ended the week
up 1.0%% to close at 1,485.98, while the NASDAQ Composite finished
higher 0.30% to close the week out at 3,134.71.
Shares of Apple (AAPL) have been making news this week as the stock
dipped below $500 a share from a high of over $700 back in September.
Much of the decline has been the rumored slowdown in iPhone sales.
Analyst’s estimates for the first quarter will be a shipment of 40 million
iPhones which would be a 16% decline from the previous quarter.
Additionally, AAPL has continuously traded on news of future products
which at the time seem to be lackluster at best. News is not all bad if you
bought the stock 5 year ago, currently your gain on the stock would be in
excess of 300%.
Other companies making news on the earnings front are Intel (INTC) in
the technology sector and Capital One Financial (COF) in the financial
sector. Both companies turned in lackluster results as INTC lowered its
forecast below the street estimates citing a slowdown in PC demand.
COF turned in disappointing earnings, also lowering its guidance for the
year. On Friday INTC fell 6.31% to finish the week at 21.25/share while
COF finished down 7.47% to close the week at 56.99/share.
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Crude oil flirted with the break-even point this week, as traders weighed
optimistic Chinese economic data and a bullish monthly oil report against
weak U.S. oil demand. Supporting oil prices Friday were expectations
that an expanding Chinese economy would translate into higher crude
demand. China, the world's second largest crude consumer, reported a
Q4 growth rate of 7.9%, up from 7.4% in the previous quarter, and
topping economists' expectations of 7.8% growth. Crude was also
bolstered by the International Energy Agency (IEA) raising its global oil
demand forecast for 2013, citing stronger demand from China. The IEA
expects global demand to increase by 900,000 barrels per day to 90.8
million. Oil was also helped by supply disruption fears courtesy of the
Islamic militant attack and hostage-taking on a gas plant in Algeria, an
OPEC member. Despite all this, demand remains weak domestically as
the U.S., the world’s biggest consumer of crude, saw demand for
petroleum products refined from crude, like gasoline, fall 2% to a 16-year
low in 2012 while domestic crude oil production jumped to a 15-year
high, the American Petroleum Institute announced this week. Gold also
posted gains this week, adding 1.33%, settling at $1,684.84 an ounce,
mainly from physical demand in China ahead of their New Year in
February along with the aforementioned better-than-forecasted Chinese
GDP data.
Hedge fund assets reached a record $2.25 trillion in 2012, gaining $60
billion in Q4. According to Hedge Fund Research (HFR), the industry
posted both performance gains and inflows in Q4, with the HFRI Fund
Weighted Composite Index gaining 1.3% on the month, bringing its fullyear gains to 6.2%. The industry saw net asset inflows of $3.4 billion, for
full-year gains of $34.4 billion. For the year, the biggest winners were
relative value arbitrage funds, which added 10.5% on the year and
attracted $41.4 billion in new capital, including $6.5 billion during Q4.
Relative value arbitrage funds now manage $609 billion, overtaking
equity hedge strategies for the first time since 1991. Equity hedge
strategies gained 1.86% last quarter, despite investors withdrawing $1.2
billion during the period. Total assets in equity hedge strategies finished
2012 at $598 billion.
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Economic Update
The number of Americans filing for first-time unemployment benefits fell
to another recovery low for the week ended January 19. Initial claims
were down 5,000 to 330,000 and the four-week average now at 351,750
is near a five-year low. Continuing claims are at a four-and-a-half year
low after falling 71,000 to 3.157 million. Weekly data can be noisy, but
the trend appears to indicate the job market is improving at a faster rate.
Initial jobless claims are one of the ten components of the Conference
Board’s Leading Economic Index for the U.S., which rose 0.5% in
December.
Things were also looking good on the job front for the Brits as U.K.
unemployment claims fell to a one-and-a-half year low. The improvement
in the labor market may indicate that the flat-lining economy across the
pond could start to see growth once again this year. Unfortunately U.K.
GDP numbers released on Friday showed the economy contracted by
0.3% in the 4th quarter of 2012, which could be attributed to the inflated
figures from Olympic effects earlier in the year. Meanwhile Prime Minister
David Cameron pledged to put the question of leaving the European
Union to voter referendum by the end of 2017. Cameron claims he wants
to remain in the EU, but plans to negotiate the return of some powers to
the U.K.
Sales of existing homes fell 1.0% in December to an annual rate of 4.94
million. NAR chief economist Lawrence Yun attributed the weakness is
sales to tight supply and restrictive lending standards. The limited
inventory seems to be supporting prices with the median up 0.8% for the
month and 11.5% on the year. An even more extreme drop was seen in
the new homes sales numbers, which fell over 7% to an annual rate of
369,000. A massive 9.3% upward revision in November numbers can
account for much of this lagging December figure, but sales are still
under pressure as new homes continue to be in short supply.
The House passed the "No Budget, No Pay Act" on Wednesday. The
Republican bill would allow the Treasury to borrow new money until midMay, while requiring both chambers of Congress to pass a budget
resolution or have their pay withheld until they do. Most members of
Congress don’t live paycheck-to-paycheck, though, so despite delaying
the debt ceiling this is really nothing more than a political gimmick.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Losing their safe-haven appeal, U.S. Treasuries fell for the week, with
ten-year yields climbing near their highest levels since April 2012. Signs
the eurozone is healing from its sovereign debt crisis sparked the sell-off.
Reports this week showed a higher than forecast gauge of business
confidence in Germany and larger than expected repayments of loans
from the Longer-Term Refinancing Operations (LTRO) by eurozone
banks. Reflecting this improvement, once beleaguered sovereign debt
markets in Greece, Ireland, Spain and Italy have rallied sharply over the
past six months. In particular, interest rates on Spanish 10-year
government bonds fell below 5% for the first time in over one year. Other
measures also show improvement; institutional investors such as pension
funds and insurers are now returning to these markets given that Spanish
and Italian government bonds still offer juicy yields relative to other
sectors, even when adjusted for default risk. At the same time, however,
the bond bulls point out that although the risks of a break up in the
eurozone have diminished, the region has yet to find a permanent
solution to the crisis, and austerity measures designed to shrink deficits
continue to slow economic growth. More fundamentally, they feel the fall
in yields may blunt the incentive for politicians to make tough decisions
on reforms going forward.
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The equity markets continued their recent advance on Friday and finished
the week at new five year highs. Markets advanced for the fourth
consecutive week. The Dow Jones Industrial Average closed at
13,642.09, down 8 points for the week, or down 0.06%. The broader
S&P 500 Index ended the week down 0.20% to close at 1,483.05, while
the NASDAQ Composite finished lower by 10 points, or down 0.32% to
close the week out at 3,124.80.
Investors reacted positively to better than expected earnings reports and
some positive domestic economic data reports. The U.S. Labor
department reported that initial unemployment claims came in at 330,000
for the week ending January 19, the lowest level seen since January
2008. The Conference Board’s Leading Indicator Index rose 0.5% in
December, the strongest reading since September. These signs of
recovery also reassured global investors and drove weekly gains for most
European and Asian markets.
In a busy week of earnings, we have seen several large companies such
as Google (GOOG), IBM (IBM), McDonalds (MCD), 3M (MMM) and
Procter & Gamble (PG) post results ahead of expectations, providing
investors with positive outlooks for 2013. Shares of Apple (AAPL)
continued to move lower as investors reacted to the company’s earnings
report and disappointing guidance. Apple’s large weight in the NASDAQ
Composite has caused the index to lag the other major U.S. indices on a
year-to-date basis. Mid-day on Friday also saw Apple’s total market
capitalization fall below that of Exxon, marking the loss of its top spot as
the world’s most valuable company in terms of market capitalization. For
the full year 2013, earnings for the S&P 500 are expected to increase
around 14% over 2012.
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Gold prices continued their retreat on Friday as investors moved money
into better performing assets, namely equities, thanks to gold's failure to
rise above $1,700 an ounce in recent days. The metal captured its
biggest weekly loss in five weeks as an improving global economic
outlook sent the precious metal below expectations. Stronger U.S.
equities posed a threat to the metal by luring investor money away from
the gold market. Gold struggled to find traction this week as the
contract's repeated attempts to breach above the $1,700 level came up
short. Gold bullion fell below its 200-day moving average, which it had
held for the most part in the last five months. Many analysts point to next
week’s Federal Reserve policy meeting and U.S. employment data as
key factors in setting the tone for the gold market. Analysts believe if the
unemployment number comes in better than expected, or even at
expectation, it will put pressure on the safe-haven metal. For the week,
gold lost 1.55%, settling at $1,658.65 an ounce.
Oil traders sold crude to book profits on Friday after strong data from
some of the major economies increased optimism about the state of the
global economy while also reinforcing gains from earlier in the week.
Although U.S. crude slipped in price on Friday, oil ended the week up
0.71% posting its seventh straight weekly price increase, the longest
such streak since early 2009. Gasoline was the biggest daily gainer
Friday, up 0.54%, while heating oil declined despite cold weather hitting
the Northeastern U.S., a major consuming region for heating oil. Data
released this week revealed lower-than-expected domestic gasoline
stocks, which could be supporting prices. Crude oil traders were also
keeping a watchful eye on the Seaway crude oil pipeline after it was
forced to curtail deliveries to its Gulf Coast terminal this week. The move
would potentially reduce flows out of the delivery point for WTI crude oil
futures at Cushing, Oklahoma. U.S. crude stock rose 3.2 million barrels
last week, according to the American Petroleum Institute (API). API also
announced this week that crude stocks fell 463,000 barrels at Cushing,
the delivery point for the New York Mercantile Exchange’s oil contracts.
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1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
The first estimate for fourth quarter GDP came out this week and the
headline number was not pretty, showing the U.S. economy contracted
0.1%. Digging into the report, though, we believe the number really is not
as bad as it seems. The weakness was led by the government
component which fell at a 6.6% annual pace, largely attributable to a
sharp 22% drop in defense spending likely tied to uncertainty around
sequestration cuts. The other big drag came from a $40 billion slowdown
in business inventory growth, which likely means businesses will need to
produce more this quarter to meet demand. Meanwhile business
investment, consumer spending and home construction were all quite
healthy. So upon further review we feel this report should be viewed in a
more positive light, and we do not believe it should not be seen as a
harbinger to recession.
There was surprisingly strong growth seen in manufacturing for the
month of January as the ISM’s manufacturing index rose nearly three
points to 53.1 – the largest increase in eight months. The new orders
component rose 3.6 points, firmly in expansion territory, pointing to a
positive outlook for the sector. Of concern was a further rise in the prices
paid component to 56.5, increasing the likelihood of higher consumer
inflation ahead. Still, we find the report is a good sign for global growth.
Job growth remained steady in January as the U.S. economy added
157,000 jobs. The number was below expectations, but massive upward
revisions to December (41,000 higher) and November (86,000 higher)
more than made up for the disappointment. Strength is still coming from
the private sector which added 166,000 to the payrolls as the government
cut its workforce by 9,000. There was a small increase in the number of
employed people in the household survey, but a larger increase in the
labor pool nudged the unemployment rate up a tenth to 7.9%.
The Conference Board’s consumer confidence index fell 8.1 points to
58.6 in January. Despite averting the full weight of the fiscal cliff,
expectations for future income were depressed as consumers saw the
impact of the payroll tax cut expiration in their first paychecks of the year.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Pushing yields close to nine-month highs, U.S. Treasuries finished the
week modestly lower as an FOMC statement and an increase in the
unemployment rate eased concerns the Federal Reserve would start
winding down its bond purchase program. Fed policy makers said
growth, while slowed by “transitory factors”, faces downside risks even
after stresses in the global financial markets have eased. Fed officials
added the economic expansion will pick up and unemployment will fall in
response to “appropriate policy accommodation”, which translates into
ongoing low short-term rates and a continuation of the Fed’s bond buying
program. Separately, in a sign inflation concerns have intensified, the
spread, or difference in interest rates, between 30-year bonds and similar
maturity TIPS, a gauge of expectations for an increase in consumer
prices, rose to its highest level in over three months and topped its tenyear average. Meanwhile, many strategists feel investment grade bonds
may be vulnerable to a correction as prices approach all-time high levels.
This sector of the bond market tends to sell-off when the interest rate
cycle shows signs of turning higher, particularly when spreads over
Treasuries have narrowed. Finally, although buyouts like the reported
Dell sale will likely not become a wide-ranging issue, they do pose a
threat for bondholders as they diminish the risk profile of the company,
resulting in credit downgrades.
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SEE IMPORTANT DISCLOSURES ON BACK PAGE. Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.
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Most major domestic stock markets were up slightly this week, ending the
first month of the New Year in positive territory on Thursday and then
continuing to rally Friday on strong employment report figures and better
than expected ISM data. The Dow Jones Industrial Average closed
above 14,000 for the first time since 2007, increasing 149 points on
Friday to close at 14009.79, up 0.8% for the week. The broader S&P 500
Index finished the week at 1513.17, higher by 0.7%. The NASDAQ
Composite Index increased 0.9% since last Friday to close at 3179.10.
Asian markets were strong as the Nikkei Index hit a 33-month high on
Wednesday, ending the month of January 7.2% ahead of the year-end
close. Solid earnings reports from Japanese companies, better than
expected improvement in retail sales and a decline in the yen to multiyear lows versus the dollar and the euro helped propel stocks higher this
past week. European equities as measured by the STOXX Europe 600
Index were down slightly compared to a week ago, but investors in
England bid the FTSE index up to its highest level since 2008. Mining
stocks in England were strong on news that manufacturing in China
continues to expand.
Fourth quarter 2012 earnings season continued this week with better
than expected results out from Exxon Mobil, Boeing, Facebook and
Zimmer. Exxon reported better than expected earnings due to stronger
refining margins and lower costs even as total revenues decreased. On
Monday Facebook reached its highest price level since July, only to fall
back when the company announced higher spending initiatives for 2013,
leading to several analyst downgrades. Boeing’s results were strong but
headline news regarding safety concerns about the 787 has weighed on
the stock recently.
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Gold settled 0.54% higher this week thanks to mixed U.S. jobs data and
weakness in the dollar, which helped support demand for the precious
metal, but was limited to even greater gains due to better than expected
figures on U.S. consumer sentiment and manufacturing activity. The
metal rose in line with equities and commodities on Friday after U.S.
nonfarm payroll data showed modest job growth in January. Bullion
prices climbed even further this week after the Labor Department
announced U.S. job gains in the last two months were larger than initially
reported, suggesting the economy may be on track for a recovery despite
a surprising contraction in output in Q4. The metal hit a bump in the road
after St. Louis Fed President James Bullard predicted the U.S. economy
may be on track for better performance this year, which could put the
central bank in a position to slow down its massive bond buying program.
The metal, which closed at $1,667.60 an ounce, was able to offset last
week’s losses, but remains flat on the year.

Weekly Change
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After tracking the rise in global equity markets, crude oil gained 1.68%
this week on the prospect of economic growth appearing optimistic
thanks to upbeat macroeconomic data, which dispelled fears of any
easing in demand for oil. However, the bombing of the U.S. Embassy in
Turkey renewed geopolitical concerns of disruption in supply with the
situations in Algeria and Egypt already causing worries. Crude settled at
a four-month high earlier in the week as the dollar continued to weaken
against other major currencies. Investors largely ignored an Energy
Information Administration (EIA) report that showed crude stockpile in the
U.S. increased more than expected. The EIA revealed U.S. crude oil
inventories jumped 5.90 million barrels, while gasoline stocks shed 1.00
million barrels in the week ended January 25.
Hedge funds managers are turning bullish on commodities as prices
keep rising, on top of the S&P 500 topping the 1,500 mark for the first
time since the financial crisis. Investors boosted their positions in 18 U.S.
futures and options by 11% in the week ended Jan. 22. This was the
largest increase in net-long bets in six months, the Commodity Futures
Trading Commission said, and comes at the end of seven straight weeks
of gains for U.S. commodity prices.
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SEE IMPORTANT DISCLOSURES ON BACK PAGE.
1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
It was a relatively light week with regards to economic data releases.
The ISM’s non-manufacturing index slipped 0.3 points but at 55.2 still
indicates a healthy rate of expansion for the service side of the economy.
Particularly encouraging was a 2.2 point bump in the employment
component to 57.5, meaning a strong rate of new hiring in the service
side of the economy.

Economic Indicators, Quarterly Change
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Initial jobless claims continued to trend downward as fewer Americans
filed for first-time unemployment benefits in the week ended February 2.
New claims fell 5,000 to 366,000 pushing the four-week average down
2,250 to 350,500; the four-week average is down more than 15,000 from
the month-ago trend and at a new recovery low. Businesses are still
cautious to hire amid uncertainty about taxes and government spending,
but seem somewhat more willing to hire so far this year.
The U.S. trade balance narrowed much more sharply than expected in
December thanks in part to a drop in crude oil imports and the reversal of
the iPhone impact in November. The trade deficit shrank just over $10
billion to $38.5 billion – the smallest trade gap since January 2010.
Exports jumped 2.1% while imports declined 2.7%. The petroleum gap
narrowed $4.7 billion to $18.7 billion, although this is likely to reverse
somewhat in January. The sharp decline in the trade deficit suggests
there will be a sizeable upward revision to the initial estimate of fourth
quarter GDP, which had disappointed at -0.1%.
China reported both exports and imports rose more than expected in
January. Exports rose 25.0% from the previous year while imports
jumped 28.8%, giving the country a trade surplus of $29.15 billion. There
were five extra working days during the month this year as compared to
last year, but the gains were still above forecasts. The data suggests
both domestic and foreign demand is strong and China’s economic
growth rebound remains on track. Despite the increased economic
activity, inflation in the country actually moderated to an annual rate of
2.0% from 2.5% in December.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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For the first time in three weeks, U.S. Treasuries finished higher amid a
report from the ECB stating efforts to trim eurozone country budgets will
escalate, adding to concerns the region’s economy will struggle to
expand and boosting demand for safe-haven securities. European
leaders agreed to a seven-year budget that cuts spending, in accordance
with U.K. Prime Minister David Cameron’s insistence on thrift. This
week’s decline in yields also forced some bond bears to reduce their
negative bets (shorts) against Treasuries, adding to the market’s
upturn. Meanwhile, ECB President Draghi’s commitment to remain
accommodative along with a deal to ease Ireland’s funding needs over
the next 10-years boosted demand for higher yielding eurozone
government debt. Draghi also said inflation risks in the region remains
muted, as central bank policy makers kept interest rates unchanged at
0.75%. At the same time, Spain retained its investment-grade rating from
Fitch Ratings who said the country’s debt will peak below 100% of GDP
and the government still has room to maneuver in the event of further
shocks. Although the country’s rating remains lower than other large
advanced economies in Europe, it does reflect Fitch’s opinion the country
maintains some fiscal ammunition. Outperforming most sectors in the
fixed income markets, Spanish bonds have returned 0.9% year-to-date.
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The current quarterly earnings are coming to an end with 70% of the
companies reporting and 65% beating analyst estimates. Of the other
35% only 23% missed analyst expectations while the other 12% met
analyst expectations. The Dow Jones Industrial Average closed at
13,992.97, slightly down for the week. The broader S&P 500 Index
ended the week slightly higher to close at 1,517.93, while the NASDAQ
Composite finished higher by 0.46% to close the week out at 3,193.87.
Shares of Dell (DELL) have moved higher on rumors of a buyout over the
past few weeks, and on Tuesday it was officially announced that Michael
Dell along with Silver Lake Partners would acquire the company in a
$24.5 billion deal, or $13.65 a share in cash. It was reported on Friday
Southeastern Asset Management, Dell’s largest shareholder, would
oppose the deal believing the price significantly undervalues the
company. This may put Dell’s bid on hold and into the hands of the
shareholders in a proxy war.
Social Media got a boost from shares of LinkedIn (LNKD) when they
reported their fourth quarter earnings. Shares of the company reached
an all-time high of $151.89 intra-day and finished Friday up 21% at
$150.48. This puts the shares at almost double what they were one year
ago today. The company is now trading at 111 times next years
earnings, which is significant when Facebook (FB) trades at 48 times
next years earnings.
For those following the SBI (Superbowl Indicator) the Baltimore Ravens
are an AFC team, but were formally the Cleveland Browns – meaning
they are actually an old NFL team prior to the merger with the AFL. Each
year that an old NFL team wins the Superbowl, the stock market has
been positive 80% of the time.
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Crude oil futures posted a slight 0.5% gain early Friday as strong trade
data from China reinforced expectations for a steady economic recovery
from the world's second largest crude consumer. China said exports in
January rose 25% from a year earlier, while imports were up 28.8% on
the year. Most notably, China's crude imports climbed 7.4% from a year
earlier, indicating increased oil demand. Crude’s price gains were
capped by constrained flows at the Seaway pipeline in Cushing,
Oklahoma. The problem continues to reduce the amount of oil that can
be transported from the Midwest to Gulf Coast refineries. All the excess
oil that remains in Cushing has weighed on the price at the Midwestern
oil hub where the WTI contract is settled. For the week, oil dropped
1.89%, settling at $95.78 a barrel. In product markets, heating oil prices
are up sharply ahead of the winter storm bearing down on the Northeast.
The storm has raised concerns about increased demand for heating oil
amid expectations that heating oil supply will tighten on lower refinery
output. China imports also played a major factor earlier in the week with
the rise of copper. China, the largest copper buyer accounting for around
40% of refined copper demand, imported 350,958 tons of copper last
month. This was almost a 3% increase from December as preparations
get underway to avoid delays during their week-long festive holiday next
week.
Commodities hedge funds lost nearly 20% of their assets last year after
investors pulled out large sums following the sector’s worst annual
performance in more than a decade, according to fund managers and
investors. The average commodity hedge fund lost 3.7% in 2012,
according to Newedge, the biggest decline since the measure was
created more than a decade ago and substantially worse than the 1.4%
loss of 2011. The investor redemptions come after several multi-billion
dollar commodities hedge funds, including the likes of the two largest
Blenheim and Clive Capital, posted losses for the second year running,
denting a previously stellar record of performance. The $5 billion in
withdrawals are the largest since the commodities hedge fund sector
became attractive in the early 2000s.
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Economic Update
Retail sales for January managed to edge up 0.1% after rising 0.5% the
previous month, matching consensus estimates. The report is the first
major indicator of how consumers’ spending habits have been impacted
by the expiration of the payroll tax cut. It is clear the pace of growth
slowed, but that is typical after a strong month. So far it seems the higher
taxes have not hurt spending much, but it will take additional reports to
paint a more accurate picture.

Economic Indicators, Quarterly Change
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Strength appears to be building in the job market as both initial claims
and continuing claims are trending near their lowest levels of the
recovery. The number of Americans filing for first-time unemployment
benefits fell 27,000 to 341,000 for the week ended February 9. The fourweek average is at 352,500 – about 10,000 below the month-ago figure.
Continuing claims for the February 2 week fell 130,000 to 3.187 million,
pushing the unemployment rate for insured workers to a recovery low of
2.4%. Businesses that were reluctant to hire at the end of the year seem
to be making up for it now.
Industrial production slipped 0.1% in January following gains of 0.4% in
December and 1.4% in November. Motor vehicle production fell 3.2%
while other industries were mixed. In the context of the gains seen the
previous two months, the number is not too disconcerting. Meanwhile a
strong Empire State survey pointed to improving conditions in
manufacturing as that index surged 18 points in February.
Things are looking grim over in Europe as the region posted its worst
economic performance in almost four years. Gross domestic product fell
at a 2.3% annual pace in the fourth quarter, which was worse than
expected and pushed the euro-area deeper into recession. Portugal’s
economy shrank for the ninth consecutive quarter, but contraction was
also seen in the larger countries like Germany, France and Italy. The
recent appreciation of the euro has put a strain on exports in the
eurozone as their goods become more expensive on the global market.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Better than expected manufacturing and consumer confidence reports
added to optimism the economy is gaining momentum, which led to lower
demand for safe-haven U.S. Treasuries. Yields on the 10-year note, a
key measure of funding costs for the U.S. government, rose by
approximately 0.06% for the week, reversing the decline from last week.
At the same time, according to a recent report from the Treasury, foreign
demand for U.S. government debt remains robust. Foreign investors
bought a net $29.9 billion of Treasuries in December, up from $26.4
billion the month before, with China and Japan adding to their record-high
holdings of $1.2 trillion and $1.12 trillion, respectively. Meanwhile,
suggesting the Federal Reserve may be running out of ammunition to
boost the economy, Fed Bank of Cleveland President Sandra Pianalto
said, “Given how low interest rates currently are, it is possible that future
asset purchases will not ease financial conditions by as much as they
have in the past. It is also possible that easier financial conditions, to the
extent they do occur, may not provide the same boost to the economy as
they have in the past.” However, should the economy continue to
strengthen, some analysts feel monetary stimulus will become
unnecessary, implying the Fed will stop their $85 billion monthly Treasury
purchase program and ultimately leading to a true selloff in the fixed
income markets.
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All three of the major domestic stock markets were flat this week as
investors continued to be cautious in February after a record month in
January. The Dow Jones Industrial Average closed at 13981.76, while
the broader S&P 500 Index finished the week at 1519.79. The NASDAQ
Composite Index closed Friday at 3192.03, basically in line with last
week’s closing prices, after posting positive returns for six weeks in a
row.
Currency tensions, weaker than expected European GDP data along with
a meeting of G-20 central bankers and finance ministers kept overseas
investors on edge this week. European equities as measured by the
STOXX Europe 600 were flat for the five-day trading period. The
Japanese Nikkei Index sold off slightly after reaching its highest level in
four years last week, but remains up 7.5% year-to-date.
Fourth quarter earnings were reported this week by Cisco and Pepsi.
Cisco’s revenue and profits exceeded expectations on strength in its data
center and wireless businesses. 2012 was a reinvestment year for Pepsi,
as the company saw its earnings fall from $4.40/share in 2011 to
$4.10/share. Increased advertising, reduced head count and disciplined
strategic focus are expected to help the company return to positive
earnings growth in 2013, according to Morningstar.
It was another big week for corporate mergers – Comcast announced it
will acquire the remaining stake in NBC Universal; Berkshire Hathaway
and a Brazilian private equity firm agreed to acquire H. J. Heinz; and
American Airlines and US Airways unveiled a merger plan. According to
Thomson Reuters, mergers and acquisitions in the U.S. have totaled
nearly $160 billion to-date this year, more than double the amount in the
same period last year. Analysts are attributing the upswing in merger
activity to exceptionally low interest rates, high levels of cash on
corporate balance sheets, easier availability of credit, optimism after the
fiscal cliff negotiations and relative stability in Europe.
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Gold prices hovered above $1,600 an ounce on Friday, dipping below
that level for the first time in six months after regulatory filings showed
several high-profile fund managers cut back their bullion holdings. Most
notable, billionaire investor George Soros pulled around $100 million out
of his gold holdings, slashing them in half, selling 720,000 shares of
SPDR Gold Trust (GLD), a physical gold-backed exchange-traded fund,
during Q3 2012 according to filings with the SEC. Many analysts believe
such a move is big enough to cause panic in the market. The precious
metal has been under pressure in recent months as resurgence in the
equity markets has pushed investors toward riskier assets such as
stocks. For the week, the metal fell 3.60%, closing at $1,607.95 an
ounce. Crude oil was able to post gains, albeit modest, for the week,
settling at $95.92 a barrel as investors continue to reassess the demand
growth for oil.
Hedge funds suffered their worst outflows in nearly four years last
December, as investors pulled more than $20 billion from the industry as
2012 drew to a close. According to BarclayHedge and TrimTabs
Investment Research, the huge withdrawals, the highest in 44 months,
swamped the modest inflows the industry had seen during the first 11
months of the year. The $20.7 billion net outflow in December left hedge
funds down $14.2 billion on the year. Many analysts point to the
underperformance in comparison to the S&P 500 as the primary culprit
for the outflows.
Warren Buffett has not spoken kindly regarding private equity firms in the
past, but that did not stop the mogul from joining forces with one to
purchase H.J. Heinz this week. Buffett's Berkshire Hathaway is buying
the iconic condiment-maker for $23.2 billion in a leveraged buyout with
New York-based 3G Capital. Both sides will own half of the company, but
Berkshire will put up more cash, $12 billion to 3G's $4 billion, even
though 3G will actually manage the company. Berkshire will get preferred
shares that will pay a 9% dividend.
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Economic Update
We are beginning to see early indications that the housing market
recovery is slowing down. The NAHB housing market index fell for the
first time in ten months to 46, with home builders citing uncertainty in the
job market, a shortage of available lots and stringent credit standards as
limiting factors. The report’s traffic component fell four points to 32,
pointing to weaker sales in the coming months. Housing starts fell 8.5%
in January following a sharp 15.7% increase the previous month, but
permits continued to trend upwards climbing 1.8% for the month. Finally,
sales of existing homes rebounded slightly up 0.4% for January to a 4.92
million annual pace. The National Association of Realtors continues to
point to low supply as a limiting factor to sales activity, which at 4.2
months is the lowest level of housing inventory since 2005. The housing
recovery was a key driver of the stock market in 2012 and one of the sets
of economic data we are watching closest right now. The weakening in
housing data reinforces our decision at the beginning of the month to
reduce equity exposure.
Another data point we are monitoring closely is inflation, which has
remained tame – a good thing for the stock market. Headline inflation
came in flat for January and eased to 1.6% on a year-over-year basis,
while core CPI excluding food and energy rose 0.3% for the month and
held steady at 1.9% for the year. The report likely understates inflation,
though, as the BLS made special adjustments during the month to 31
series of underlying data. Inflation at the producer level rose 0.2%,
driven higher by a 0.7% increase in food prices that included a 39%
surge in the prices for fresh and dry vegetables. For now inflation
appears in check, but it is likely to heat up in February’s reports with gas
prices having now risen for 35 consecutive days – up almost 15% so far
in 2013.
The FOMC minutes released this week revealed heightened debate over
continued quantitative easing, stating “Several participants discussed the
possible complications that additional purchases could cause for the
eventual withdrawal of policy accommodation, a few mentioned the
prospect of inflationary risks, and some noted that further asset
purchases could foster market behavior that could undermine financial
stability.”

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Despite losses earlier in the week, U.S. Treasuries finished mostly
unchanged, a sign the clash between bond bears and bulls is far from
over. Driving demand higher for safe-haven U.S. government debt later
in the week were several developments in the eurozone suggesting that
although the sovereign debt crisis has eased it is still a legitimate
concern. In particular, European Union economists reported they expect
a second year of contraction in 2013 for the region. At the same time,
European banks said they will repay far less than expected of the funds
they borrowed from the European Central Bank, indicating the banking
system in this area has not yet fully recovered. Meanwhile, a key factor
that will determine the direction of interest rates remains with the actions
of the Federal Reserve. Bond bears feel stronger U.S. economic data will
compel the Fed to slow its $85 billion per month bond buying program
sometime during the second half of the year. Released earlier this week,
minutes from the FOMC’s January policy meeting revealed a heated
debate among central bankers concerning the end of this program even
before unemployment reaches the previously established bogey of 6.5%.
Because the Fed’s recurring bond purchases have driven interest rates
artificially low, an end to this program could lead to a true sell-off in
government debt. We continue to recommend the sale of U.S.
Treasuries and TIPS, given the poor risk/return characteristics associated
with these securities.
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The phrase TGIF has not only become common place within English
vernacular, it has also been the market sentiment so far this year.
Wednesday and Thursday were the worst two consecutive days for 2013;
however, the markets rebounded Friday to continue its streak of positive
performance every Friday for the year 2013. The Dow Jones Industrial
Average closed at 14,000.57, slightly down for the week. The broader
S&P 500 Index ended the week slightly lower to close at 1,515.60, while
the NASDAQ Composite finished lower by 1.15% to close the week out at
3,161.82.
In the face of a changing industry and a more competitive environment,
both OfficeMax (OMX) and Office Depot (ODP) formally announced a
merger. Currently, the two companies are the second and third largest
retailer in office supplies. The combination of the two companies will
generate combined revenue of $18 Billion in annual sales, still behind the
leader in the industry, Staples, which generates $25 Billion in annual
sales. Both companies rallied on the news and finished the week higher.
International stocks have risen with domestic stocks this year; however,
European stocks have been on pause over the past four weeks. After a
surprising upbeat reading on Germany’s industrial production growth the
European index rallied to post a positive gain for the week. The
European markets continue to remain volatile and much attention will
now be given to the Italian elections that will take place over the
weekend.
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Gold futures dipped to a seventh month low after minutes from the
Federal Reserve meeting in January sent traders and speculators to the
exits. The meeting notes highlighted a growing chorus of Federal
Reserve board members who are growing uncomfortable with its
massive asset-buying program. The program, which many view as
inflationary, sent the dollar higher and weakened gold’s allure as an
inflation hedge. Some market watchers, however, are looking toward the
Italian elections as a possible positive catalyst. A vote for the Italian
incumbent would be seen as a vote to continue austerity and could
strengthen the Euro versus the U.S. dollar. As gold has tended to follow
the direction of the Euro, speculators may move back in.
The Italian elections are also giving pause to many hedge funds as a
change in power in that country may give rise to market volatility in the
near-term. Some credit based hedge funds are selling long positions,
increasing short positions, or buying puts to protect themselves in case
the European credit rally is disrupted. While many still believe the eight
month rally is not over, we believe the sentiment in the market appears
vulnerable to a shock from Italy.
Oil suffered the biggest weekly decline since December as the Federal
Reserve minutes sent other commodities lower in addition to gold. Oil
was hurt by additional head winds as the EU indicated it expected overall
economic growth to decline again in 2013. Additionally, the U.S.
announced a surprise rise in inventories of 4.14 million barrels.
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Economic Update
The deadline for the sequester, $85 billion in spending cuts, is midnight
tonight and as of this writing there has yet to be a deal struck to avoid it.
If a deal is not reached, we would not be surprised if we don’t notice the
effects right away, if at all. Those hurt most will be government
employees, many of which will be receiving furlough notices soon if they
haven’t already. Also affected directly will be government contractors as
agencies cut back on spending.
Eventually the average American might notice things like abbreviated
hours at national parks and a few more delays at the airport, and it will be
a headwind for economic growth as well. But ultimately cuts are
necessary, in one form or another, to begin to slow the growth in our
nation’s debt, which we believe is far more important in the long-run.
The payroll tax cut expiration affected take-home pay for Americans in
January as personal income fell a dramatic 3.6%. The magnitude of the
drop was higher than expected and was exaggerated by the unusually
high income in December stemming from increased special dividend
payouts to avoid 2013 tax hikes. The combination of one-time events
resulted in the largest monthly drop in income in 20 years. So far
consumers haven’t cut spending to adjust, but instead have reduced their
level of saving which fell from 6.4% of disposable income in December to
2.4% in January.
We are getting some very good news on the manufacturing front, as
growth accelerated for that part of the economy. The ISM’s
manufacturing index rose 1.1 point to 54.2 in February, and the new
orders component jumped 4.5 points to a strong 57.8 reading. There was
exceptional strength in back orders as well, which rose 7.5 points to 55.0.
Of concern was the faster rate of increase for prices paid, which rose 5.0
points to 61.5 and indicated inflation may be coming to consumers in the
months ahead.
Real GDP growth for the fourth quarter was revised up 0.2%, just enough
to nudge it into positive territory at 0.1%. As expected, a revision to net
exports improved the number, but not as much as analysts had expected.
While the number is disappointing, momentum looks to be improving
modestly going forward.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.

Economic Indicators, Quarterly Change

12.0%
10.0%
8.0%
6.0%
4.0%
2.0%
0.0%
-2.0%
Q1 12
Real GDP

Q2 12

Q3 12

CPI (Year over Year)

Q4 12

Unemployment Rate

Source: Bureau of Economic Analysis, Bureau of Labor Statistics

Feb. 26th
Feb. 26th
Feb. 26th
Feb. 26th
Feb. 26th
Feb. 27th
Feb. 27th
Feb. 28th
Feb. 28th
Feb. 28th
Feb. 28th
Mar. 1st
Mar. 1st
Mar. 1st
Mar. 1st
Mar. 1st

ICSC-Goldman Same Store Sales, Wkly. Chg.
S&P/Case-Shiller 20-city Index, Dec. Monthly Chg.
New Home Sales, January
Consumer Confidence Index, February
State Street Investor Confidence Index, February
Durable Goods New Orders, Jan. Monthly Chg.
Pending Home Sales, Jan. Monthly Chg.
Real GDP, Q4 Quarterly Change SAAR
GDP Price Index, Q4 Quarterly Change SAAR
Initial Jobless Claims (week ending 2/23)
Chicago PMI Business Barometer Index, February
Personal Income, January Monthly Chg.
Consumer Spending, January Monthly Chg.
Core PCE Price Index, January Monthly Chg.
Consumer Sentiment Index, February
ISM Mfg. Index - Level, February

0.1%
0.9%
437,000
69.6
94.8
-5.2%
4.5%
0.1%
0.9%
344,000
56.8
-3.6%
0.2%
0.1%
77.6
54.2

March 1, 2013
[page 2]

MainStreet Advisors
Financial Market Update
Bond Market Update
After a brief pullback earlier in the week, U.S. Treasuries finished higher
on signs no last-minute deal will emerge to avoid large spending cuts. A
continued political impasse over budget negotiations may hurt consumer
spending and business investments, a reason that demand increased for
the relative safety of U.S. government debt. At the same time, Fed
Chairman Bernanke indicated in congressional testimony this week the
central bank is prepared to continue buying bonds at its present pace,
dismissing concerns that record-low interest rates will spark inflation or
asset-price bubbles. However, should yields climb higher, some
strategists feel investors may begin a rotation out of bond funds,
particularly investment-grade corporates, later this year. These
strategists feel the trigger for this rotation out of bond funds is now close,
given total returns for this asset class are flat over the last four-and-a-half
months compared to a gain of approximately 6% for stocks over the same
period. Another leg higher in U.S. Treasury 10-year interest rates to
2.5% could incent market participants to transition out of high-grade funds
due to resulting NAV losses. Such a modest increase in interest rates is
clearly plausible since at 2.3%, yields could be high enough to cause a
surge in what is known as mortgage convexity hedging and drive rates
even higher. In this scenario, mortgage bonds are usually hedged by
selling Treasury securities. As a result, interest rate disparities coupled
with the duration of mortgage-backed securities is expected to have a
snowball effect on bond rates.
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Major domestic stock markets were mixed this week following a 216 point
drop in the Dow Jones Industrial average on Monday when investors
became concerned about election results in Italy and looming spending
cuts in Washington. Positive economic data, including a 4.5% increase in
pending home sales and a jump in durable goods orders (extransportation), helped stocks rally Tuesday and Wednesday to erase
Monday’s losses. Friday the markets ended in positive territory despite
the inability of congressional leaders to compromise on a plan to avoid
automatic spending cuts. The Dow Jones Industrial Average closed at
14089.66, up 0.6%, only 75 points from its all-time high. Both the broader
S&P 500 Index and the NASDAQ Composite Index finished basically flat
for the week at 1518.20 and 3169.74, respectively. For the month of
February ending Thursday, the Dow’s 1.6% return was slightly ahead of
the S&P 500 return of 1.4%. Both indices outpaced the NASDAQ ‘s 0.8%
increase.
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European equities as measured by the STOXX Europe 600 were flat for
the five-day trading period, but the Italian stock market index fell 3.4%.
No party won a decisive victory in this week’s election in Italy, leading to
fears of increased political instability in the eurozone. Both China’s
Shanghai Composite Index and Japan’s Nikkei Index were strong, each
increasing 1.9% for the week.
Several major retailers announced earnings results this week. Lowe’s
posted revenue and earnings ahead of expectations buoyed by a
stronger housing market and increased demand after Superstorm Sandy
on the East Coast. Macy’s quarterly results were also ahead of
expectations while sales at JC Penney fell 32% as the company’s
turnaround efforts have not shown progress. Apple stock hit a 52-week
low on Friday when a Credit Suisse analyst lowered his iPhone shipment
expectations by 11% for 2013 due to increased competition in the
smartphone arena.
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Official data from China, the world’s second-biggest oil consumer after
the U.S., reported their February purchasing managers’ index (PMI) at
50.1, slightly above the no-growth mark of 50, down from January. This
report from China coupled with record eurozone unemployment pushed
crude oil to its lowest levels of the year on Friday on concerns about
global economic weakness. For the week, oil lost 2.54%, settling at
$90.96 a barrel. These near-term economic worries overshadowed
indications of a fairly strong global market according to a report released
this week by the federal Energy Information Administration (EIA). The
EIA announced that global stocks have dropped 1.3 million barrels a day
over the first two months of the year, compared with no changes in
stocks in the same period a year ago. Global consumption of oil and
other liquids is up 700,000 barrels a day over the same period last year,
while output is down 600,000 barrels a day. The supply drop comes as
output from the Organization of the Petroleum Exporting Countries
(OPEC) is off 900,000 barrels a day from a year earlier, led by lower
production from Saudi Arabia.
Gold also fell on Friday, posting its third straight weekly decline, as its
reputation as a safe haven failed to attract investors. Bullion dropped as
the dollar rose after U.S. economic data signaled a pick-up in economic
growth. The precious metal remained weak as the U.S. government was
set to begin across-the-board federal spending cuts, known as
“sequestration”. Many analysts don’t see this event as a positive for the
metal because it will be a gradual change and thus unlikely to generate a
lot of turmoil.
Hedge fund withdrawal request have nearly doubled since January,
according to the SS&C GlobeOp Forward Redemption Indicator. The
indicator, which measures forward redemption notices received by hedge
funds administered by SS&C’s GlobeOp platform, rose to 3.96% in
February, compared to 2.04% in January. Last month was the worst
February for redemptions since 2010, when the indicator was at 4.63%.
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Economic Update
The U.S. labor market showed good improvement in February with
236,000 jobs added during the month. This number is well above
expectations of 165,000 and much stronger than January’s revised
growth of 119,000. The private sector continues to be the sole source of
hiring, while governments cut another 10,000 from the payrolls. The
household survey showed the unemployment rate fell to 7.7% from 7.9%
last month – the lowest level in over four years. The decrease in the
unemployment rate was in part due to more people getting jobs, but was
also the result of 130,000 people leaving the work force bringing the
participation rate back down to a 31-year low of 63.5%. This was not as
great of a report as the headline would indicate, but it was still a good
report that shows hiring is picking up a little steam. Meanwhile initial
jobless claims for the week ended March 2 declined 7,000 to 340,000.
While this is not the lowest weekly level recently, it does appear the
numbers have shifted into a lower range with the four-week down 7,000
to a recovery low of 348,750. Continuing claims also hit a recovery low of
3.122 million.
The U.S. trade balance widened a little more than expected in January.
The deficit increased from $38.1 billion to $44.4 billion, $1.4 billion over
consensus estimates. Exports declined 1.2% while imports rebounded
1.8%. The worsening of the trade gap was almost entirely attributed to
the petroleum deficit which increased $5.7 billion during the month. The
increase in the deficit will be a drag on first quarter GDP, but expectations
are still for much improved growth over the weak fourth quarter.
The manufacturing portion of the economy saw new orders for factory
goods fall 2.0% in January after rising 1.3% in December. Aircraft orders
typically skew the headline numbers sharply from month-to-month,
though, and if those are stripped out orders were actually up 1.3%.
Meanwhile, the much larger service side of the economy is growing
strong and in our opinion it looks like it will continue to do so. The ISM’s
non-manufacturing index rose nearly a full point to 56.0 indicating the
pace of growth is accelerating. Looking at the components of the report
we see new orders were up sharply and hiring continues to expand at a
good clip, which we see as a good sign for the economy.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Undermining demand for safe-haven assets, a better than expected jobs
report on Friday added to earlier selling pressures, with U.S. Treasuries
finishing considerably lower for the week and yields climbing to their
highest levels in 11 months. Although recent data reports suggest an
improving economic landscape, most strategists feel the Fed will continue
its $85 billion per month bond purchase program in an effort to hold down
borrowing costs and encourage growth. However, the central bank may
curtail its stimulus program earlier than its scheduled termination in
January 2014 should improving trends in economic growth continue.
Separately, we feel municipal bonds represent one of the few attractive
sectors in the fixed income markets today. While the basic tenet of
supply and demand affects all financial markets to some degree, it is
particularly influential in the municipal bond market, as supply can
become uneven and demand relies on a relatively narrow band of buyers.
From a supply perspective, tight municipality budgets combined with
onerous pension and health care obligations have led to a low level of
new supply coming to the market, despite historically low interest rates.
At the same time, demand remains robust, particularly from retail
investors who typically hold securities for long periods, which reduces
volatility. Despite the short-term effects the U.S. government’s
sequestration may bring to the market, we feel current supply/demand
metrics will favorably influence the muni space over the course of at least
the next year. For investors seeking tax-free income, we continue to
recommend municipals given their attractive risk/return characteristics.
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SEE IMPORTANT DISCLOSURES ON BACK PAGE. Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.
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The equity markets continue to make records this week. After the stellar
jobs report showing 236,000 jobs added and an unemployment rate
falling to 7.7% from 7.9% the markets rallied Friday capping off the
second best week of 2013 for the equity markets. The Dow Jones
Industrial Average closed at 14,397.07, finishing at another all-time high.
The broader S&P 500 Index ended the week higher to close at 1,551.18,
while the NASDAQ Composite finished higher and closed the week out at
3,244.37.
The Federal Reserve announced the results of its annual stress test of
the 18 largest banks in the United States. The estimates show that if the
country were to enter into another recession the estimated losses by the
largest 18 banks could top $462 Billion. This put pressure on banks such
as JP Morgan (JPM), Morgan Stanley (MS) and Goldman Sachs (GS)
who came in at the bottom of the list, each finishing the day in negative
territory. Citigroup (C), which has been struggling since the financial
crisis, was deemed the most prepared to weather another recession. For
the day, Citigroup was up 3.71% to finish the day at $46.67/share.
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The social media stocks received a boost Friday after Pandora (P)
announced earnings after the close on Thursday that exceeded analysts’
expectations. The company cited an increase in billing of 59%, but more
importantly was able to manage through the rise in content acquisition
costs. The stock surged 20% during after hours trading only to fall back
slightly on Friday as the CEO announced his plans to step down from the
company. Joe Kennedy had been CEO of Pandora since 2004 and has
grown the company to a subscriber base of 67 million listeners. Shares
of the company finished high by 17% on Friday and closed the week at
$13.79/share.
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Crude oil pared some of its losses on Friday after a better-than-expected
report on the U.S. labor market, though a surging dollar kept prices in
check. For the week, crude gained 0.95% to close at $91.82 a barrel.
This data is closely watched in the oil market as the health of the job
market in the U.S., the world’s biggest oil consumer, is closely correlated
with crude oil demand. The Labor Department announced this week that
employers added 236,000 jobs in February, far more than the 160,000
forecasted by economists. Despite this, oil futures failed to breach
positive territory following the report after the payrolls data sent investors
gobbling up another asset, the dollar. As is the trend, a stronger dollar
typically weighs on oil prices because it makes the dollar-denominated
commodity more expensive for holders of other currencies. According to
the Wall Street Journal, the ICE Dollar Index, which tracks the greenback
against a basket of currencies, shot to its highest level since early
August, recently rising 0.9% to 82.804. Many analysts said these gains
contributed to keeping oil in check, at least in the short term.
Gold defied the common price pressures from a higher dollar and posted
strong returns on Friday. This, coupled with the stronger-than-expected
U.S. jobs growth, left some analysts believing that the metal’s
perseverance was a sign of positive change in sentiment after a
lackluster week and monthly declines. Analysts believe the market
interpreted Friday’s jobs data as being bearish for the metal, and it
initially sold off as expected. However, the downturn failed to gain
momentum, which many view as an indication that the selling has been
exhausted. Also announced this week, gold imports by China from Hong
Kong fell for the first time in four months in January after a surge in
purchases in the previous months to meet Lunar New Year demand,
leading investors to curb buying on falling prices.
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SEE IMPORTANT DISCLOSURES ON BACK PAGE.
1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
The number of Americans filing for first time unemployment benefits
continued its downward trend. Initial claims fell 10,000 to 332,000 for the
week ended March 9, pushing the four-week average down to a new
recovery low of 346,750. This number had surged to over 660,000 at the
height of the recession, but is now around normal pre-recession levels.
Continuing claims also hit a new recovery low, falling 89,000 to 3.024
million for the week ended March 2. Strength in the labor market has
been having a positive impact on other economic data lately.

Economic Indicators, Quarterly Change
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Retail sales showed surprising strength in February despite the
headwinds created by payroll tax increases and delayed income tax
returns. Sales jumped past expectations of a 0.6% gain by rising 1.1%,
with gasoline sales spiking 5.0%. It was no surprise gasoline sales were
a big contributor given the price of gas rose every single day of the
month, but strength was seen in many of the other subcomponents as
well including motor vehicles sales which were up 1.1%. It appears job
growth has been more than offsetting the negative impact of tax
increases.
The increase in energy prices also had an impact on headline inflation
numbers for February. Prices at the producer level rose a significant
0.7% for the month as the energy component lead with a 3.0% surge.
Food prices fell 0.5% helping to offset some of the bite from higher gas
prices. The year-over-year rate heated up to 1.8% from 1.4% in January.
Prices for consumers also bumped up by 0.7%, with energy again leading
the pack posting a 5.4% gain last month after falling 1.7% in January.
Gasoline significantly recovered from a January drop of 3% as prices
jumped 9.1% in February.
Industrial production numbers came in positive for February, beating
analyst expectations and showing a 0.7% gain after a flat January. The
manufacturing component jumped 0.8%, led by a 3.6% rise in motor
assemblies. The positive manufacturing data will likely boost first quarter
GDP estimates after a somewhat weak January gave analysts some
cause for concern.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Treasury bond prices were little changed despite declines after a
somewhat weaker auction of longer term bonds this week. While the
benchmark 10-year Treasury is currently above the record low level
touched last year, it will likely remain low and range bound until the Fed
scales back its current purchases of mortgages and Treasuries.
However, the bulk of economists believe the Fed will continue its bond
purchase program throughout the rest of the year, which could take total
QE3 purchases to $1 trillion.
According to data provided by Lipper, investors pulled out $210 million
from municipal bond mutual funds over the past two weeks as they
shifted their focus toward riskier asset classes. Consequently, the states
are required to offer higher interest rates on their bonds to spark interest
with investors. This week, California alone had to pay a 14% higher yield
on its 20-yr bond compared to a week ago. Meanwhile, yields on riskier
high yield bonds are still hovering around their all-time low of 5.6% as
investors allocate more money into this asset class in search of higher
income; given that this is happening when new bonds are being issued
with less debt covenants, some analysts believe the sector may be
overheating.
Additional evidence of greater risk appetite and an improving economy is
the revival of the convertible bond market. Year-to-date, U.S. companies
have already issued twice the amount of convertible paper compared to
the same time period last year, according to data provider Dealogic.
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Major domestic stock markets were up for the five-day trading session
following strong performance last week. Stocks were down on Friday as
better-than-expected industrial production growth was offset by a slight
increase in inflation and weak consumer sentiment data. The Dow Jones
Industrial Average closed at 14514.11, down 25 points on Friday, putting
a halt to its first ten-day winning streak since November 1996. For the
week the Dow closed up 0.8%. Both the broader S&P 500 Index (+0.6%)
and the NASDAQ Composite Index (+0.1%) were also positive, ending
the week at 1560.70 and 3249.07, respectively.
European equities as measured by the STOXX Europe 600 Index closed
at their highest level since June 2008 on Thursday, only to decline slightly
on Friday. For the week the Index rose 0.6%. Economic data from China
showed higher inflation and a slight decline in industrial production
growth. While some experts blame the Lunar New Year holiday for the
spike in inflation, one noted economist believes that if the central bank’s
current monetary policy continues, inflation will likely surpass the stated
3.5% target. The Shanghai Composite Index fell 1.7% for the five-day
trading period, while Japan’s Nikkei gained 2.2%.
Financial stocks were in the news as the Federal Reserve announced it
approved the capital plans of fourteen financial institutions in its annual
“stress tests” of the country’s eighteen largest banks. Two other
institutions, JP Morgan and Goldman Sachs, received conditional
approval, while the Federal Reserve objected to the plans of two firms.
Lipper reported yesterday that investors continued to add equity
exposure to their portfolios, showing confidence in the continued upward
trend for stocks. Over $8.7 billion flowed into mutual funds and
exchange-traded funds that hold U.S. stocks in the week ended March
13, more than twice the amount added the prior week. This also
represented the highest inflows since late January, and the tenth
consecutive week of additions to equity mutual funds.
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Gold rose on Friday as the euro gained and the market interpreted the
latest data on U.S. consumer prices as a sign the Federal Reserve has
the flexibility to continue monetary easing. The precious metal gained
0.84% for the week, settling at $1,591.50 an ounce, marking the metal’s
second straight week of gains with underlying price pressures being seen
as a potential opportunity for the U.S. central bank to continue pumping
money into the economy. In the past, accommodative monetary policies
have favored gold, because low interest rates encourage investors to put
money into non-interest-bearing assets, such as precious metals. Gold
also found support this week from a rebounding euro, which had reached
three-month lows against the dollar earlier this week.
Crude oil gained for the week as investors ignored high stock levels and
sluggish demand growth. The latest data from the Energy Information
Administration (EIA) showed refinery maintenance had slowed crude oil
processing to a two-year low, pushing crude inventories to more than 40
million barrels above the five-year average. Inventories of 384 million
barrels are sufficient to cover more than 27 days of refiner needs, the
highest level in 21 years. Also, traders believe the flare-up in tensions
between the U.S. and Iran may be underpinning prices. Iran, who had
been the second-biggest oil producer in OPEC, has seen their flows cut
to their lowest levels in 30 years thanks to international sanctions. For
the week, crude gained 1.85%, or $1.70, to settle at $93.52 a barrel.
New hedge fund launches rose at year-end 2012, narrowly trailing total
launches for 2011 as total hedge fund industry assets increased to a
record of $2.25 trillion. According to Hedge Fund Research Market
Microstructure Industry Report released this week, new launches totaled
284 in Q4, representing the second highest quarter for 2012, while the
full year total of 1,108 launches was in line with the 2011 total of 1,113
launches. Unfortunately, hedge fund liquidations also increased, with 238
funds liquidating in Q4 and 873 funds for the full year, the highest since
over 1,000 funds liquidated in 2009. Most of the liquidations last year
were concentrated in Equity Hedge, with over 300 funds closing in this
strategy.
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Economic Update
Cyprus dominated the headlines this week as the small Mediterranean
nation sought a €10 billion bailout from the European Union to avoid
financial collapse. Cyprus has been crippled by a deep recession and
losses that its oversized banking sector sustained on investments in
Greece. The original deal proposed by European regulators requires
Cyprus to raise €5.8 billion on its own and called for an unprecedented
6.75% tax on deposits of less than €100,000 and 9.9% on anything
above €100,000. The announcement had Cypriots protesting in the
streets and rushing to ATMs around the country trying to pull their money
out of the banks. It also had Russia up in arms. Cyprus is a massive offshore banking center, and Russian elite looking to avoid taxes and
political risk at home make up about one-third of all deposits in Cyprus
banks. The proposal was ultimately rejected by lawmakers earlier this
week, but lawmakers are scrambling to put together and vote on a new
plan today. Without a deal to raise the required €5.8 billion the
emergency funding from the ECB that is keeping the banking system
afloat will cease on Tuesday, threatening the nation’s membership in the
eurozone. The island is such an important money-laundering center for
Russia that Gazprombank even offered up a plan for the private company
to bail out the nation’s economy. For now the Russian government is
waiting to see what decision comes out of the troika, but will likely try to
be involved in some way if a deal is not made. The outcome will have
permanent ramifications for the futures of Cyprus and the eurozone.
Here in the U.S. there is more evidence the housing market is slowing
down a little. The NAHB housing market index fell two points in March to
44 – the second straight decline. The decline was largely attributed to a
lack of available lots and credit for potential homebuyers, but the outlook
going forward still looks to be improving. Housing permits and starts
were both up moderately in February. Sales of existing homes also
improved marginally during the month, up 0.8% to an annualized pace of
4.98 million units. A nice surprise in the report was an increase in supply
which has been very constrained lately.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Continuing a recent trend, U.S. Treasuries closed lower for the week with
10-year bond yields closing below 2%. In a post-meeting press
conference, the Fed gave a clear view the current quantitative easing
program will last through year-end. As a result, the markets likely will
now focus on how far the central bank is willing to go in terms of reducing
its support for the markets as it draws down the size of its asset-buying
program at the end of the fourth quarter. Just as the fiscal cliff provided
all the angst heading into year-end 2012, nervousness over reduced Fed
support will likely emerge as a fresh source of concern by early fall.
More bond-buying stimulus also raises the possibility of inflation.
Although inflation is not currently a concern from a labor cost perspective,
the perception the central bank will do whatever it takes to reflate the
economy has some market participants concerned. The yield gap, or
difference in yields, between Treasuries and similar maturity TIPS
(Treasury Inflation Protected Securities), an indication of traders’ outlook
for consumer prices, widened to its highest level in 13 months.
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Major domestic stock markets were volatile throughout the week, down
overall from last Friday on concerns about the latest European debt crisis
in Cyprus. By Friday, it appeared authorities in Cyprus were close to a
deal to qualify for a eurozone bailout, leading investors back into stocks.
For the week the Dow declined 2 points to close at 14512.03. Both the
broader S&P 500 Index (-0.2%) and the NASDAQ Composite Index (0.1%) were also slightly negative, ending the week at 1556.89 and
3245.00, respectively.
European equities as measured by the STOXX Europe 600 Index ended
down 1.1% for the week after reaching their highest level since June
2008 last week. In addition to fears of the impact from the crisis in
Cyprus, European purchasing managers’ activity in both services and
manufacturing declined unexpectedly in February after several months of
improving data. Stocks in Japan were especially volatile this week, falling
over 2% on two of the five trading sessions. Japanese currency markets
have been fluctuating recently in light of the appointment of a new Bank
of Japan governor who is expected to implement a more aggressive
monetary policy. The Shanghai Composite Index rebounded from last
week’s decline, increasing 2.2%.
Earnings reports from Oracle, FedEx and Nike came out this week.
Oracle reported a shortfall in revenue and EPS for its third fiscal quarter,
blaming poor sales execution rather than a downturn in economic activity.
Management is confident the 25% increase in the sales force over the
last eighteen months will pay off, citing deals that closed in the fourth
quarter rather than the third. FedEx missed earnings expectations and
lowered its full-year profit forecast. Excess capacity in the air freight
industry due to weak international demand is weighing on margins.
Nike’s business in China continues to lag, but North American revenue
rose 18%. Earnings increased 20% on 9% overall company revenue
growth as higher pricing and lower material costs offset labor cost
pressures.
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Gold fell on Friday as investors took profits a day after the precious metal
hit a one-month high, and safe-haven buying ceased as a potential deal
between Greece and Cyprus reduced fears of an escalating eurozone
debt crisis. The metal hit $1,616.36 an ounce earlier in the week as the
crisis lifted the metal out of a downtrend thanks to an improving
economic outlook that sent prices to a seven-month low in February. For
the week, bullion gained 1.05%, its biggest weekly gain in two months,
as investors sought refuge amid worries over Cyprus and the potential to
secure a bailout from the European Union. Crude oil settled higher
Friday, tracking strength in U.S. equities even as investors kept a close
eye on efforts to secure a bailout in Cyprus ahead of the Monday
deadline. Crude gained 0.37% for the week, settling at $93.87 a barrel,
as it erased earlier losses from concerns the economic collapse in
Cyprus could spread throughout Europe.
Hedge fund investor flows were positive again in February, creating a
pattern very similar to the first two months of 2012. Investors added an
estimated $20.3 billion in net new capital last month, even as
performance accounted for a decline of $12.1 billion, according to recent
asset flow data from eVestment. Credit strategies were the run-away
favorite last month bringing in nearly $8 billion in new flows and over $15
billion so far this year. Equity-focused funds also saw inflows last month,
taking in a net $1.4 billion; however, the strategy remains negative yearto-date. Total estimated hedge fund assets climbed 0.31% to $2.653
trillion in February. Despite these positive inflow trends, expectedly
investors have filed more redemption notices so far this month than the
previous as we approach the end of a quarter. But worries over Cyprus
could push withdrawals even higher next month. The SS&C GlobeOp
Forward Redemption Indicator, which measures forward redemption
notices received by hedge funds, ticked up to 4.33% this month. It was at
3.96% last month.
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Economic Update
After days of frantic negotiations a deal was struck on Monday to stave
off the disorderly collapse of Cyprus’ two largest banks – the Bank of
Cyprus and Popular Bank of Cyprus – and a likely exit from the eurozone
for the tiny Mediterranean country. The new bailout plan protects
deposits of less than €100,000 but will result in a “haircut” totaling about
€4.2 billion from larger depositors at the two banks. Shareholders and
bondholders of the two banks will likely be completely wiped out as the
two are broken up into a “good bank” and a “bad bank”. Long lines
formed as Cypriot banks opened again to customers for the first time in
two weeks on Thursday. So far things appear to be orderly, and with
strict limits on cash withdrawals a run on the banks has not occurred.

Economic Indicators, Quarterly Change
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The third estimate of fourth quarter GDP was revised up slightly to 0.4%
from the second estimate of 0.1%. The upward revision was largely due
to a smaller net export gap and stronger growth in nonresidential
structures. Despite the uptick, fourth quarter GDP is still underwhelming
largely due to temporary factors. The initial estimate for first quarter GDP
will be released in one month and consensus expectations are for much
stronger growth.
The housing market data released this week is showing a mix of lower
sales volume but higher prices. New home sales dropped 4.6% in
February to an annual pace of 411,000 while the median sales price rose
3.0% to $246,800. The downtick in sales volume coupled with a small
increase in inventory helped the supply increase to 4.4 months from 4.2
months in January. The S&P Case-Shiller 20-City index, whose data is a
little staler, showed a price increase of 1.0% in January.
Consumer confidence fell 8.3 points in March to 59.7, eliminating most of
the rebound seen in February. Higher payroll taxes and gas prices were
contributing factors to the drop. Despite the decline in the overall
number, plans to buy houses are up which is a good sign for the housing
market. However the lack of confidence does raise questions about the
consumers’ willingness to spend.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S. Treasury prices ended the week higher after a strong rally on
Wednesday on the news from Italy, including a weaker debt auction and
an unsuccessful attempt to form a coalition government. Not surprisingly,
the prices of Italian bonds declined, pushing their yields further above
safe-haven German bunds. Following a rescue agreement earlier this
week in Cyprus, some market participants are concerned the banks in
Italy, Spain and Portugal may have trouble with funding, which would be
negative for bonds and the euro.
Meanwhile, the fiscal picture for most U.S. states looks solid, based on
our research. The Nelson A. Rockefeller Institute of Government recently
reported the U.S. state tax collection has grown for 11 straight quarters
and remains above pre-recession levels. However, this may be already
reflected in current yields. Nonetheless, the Barclays Municipal TR Index
returned 0.25% in Q1 2013, which outpaced negative returns from U.S.
Treasuries. The best performing bond segments so far this year have
been riskier high yield and senior floating-rate notes. Following the
recent cut of Puerto Rico general obligation debt to near junk level, S&P
placed the Puerto Rico Employees Retirement System on negative credit
watch this week. During the week, Fitch Ratings put the United Kingdom
on watch for a possible downgrade due to higher than expected debt- toGDP ratio. On a positive note, the agency affirmed the highest rating and
stable outlook for Australia and assigned a first-ever investment grade
rating to Philippines. The latter can be seen as another sign of improving
credits and long-term growth potential of emerging markets.
Issue

3.21.13

3.28.13

3 month T-Bill

0.07%

0.07%

0.00%

2-Year Treasury

0.26%

0.25%

-0.01%

Yield Curves
4.0%

3.0%

2.0%

1.0%

0.0%
2 yr

3 yr

5 yr

U.S. Treasury

10 yr

Muni (Tax Equiv.)*

Source: U.S. Department of Treasury, Standard & Poor's, FTN Financial
*Taxable Equivalent rate is calculated by using a 35% tax margin

Change

5-Year Treasury

0.80%

0.77%

-0.03%

10-Year Treasury

1.93%

1.87%

-0.06%

30-Year Treasury

3.13%

3.10%

-0.03%

SEE IMPORTANT DISCLOSURES ON BACK PAGE. Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.

Source: Merrill Lynch

Source: Merrill Lynch

11/20/2012

7/20/2012

2.0%
3/22/2012

50

11/21/2011

3.0%

11/22/2010

150

11/20/2012

4.0%

7/20/2012

250

3/22/2012

5.0%

11/21/2011

350

7/22/2011

6.0%

3/23/2011

450

11/22/2010

7.0%

7/22/2011

U.S. Investment Grade Corporate Bond Yields (BBB-A)

550

3/23/2011

U.S. Investment Grade Corporate Bond Spreads (BBB-A), in bps

March 28, 2013
[page 3]

MainStreet Advisors
Financial Market Update
Stock Market Update

The Dow Jones Industrial Average passed its all time high earlier in the
month. Similarly, the S&P 500 crossed its previous high set back in
October of 2007 despite a shortened trading week and low volume on
Thursday. The largest gains over the first quarter were in January;
however, all three indices finished the month of March up over 3%.
During the last past week the Dow Jones Industrial Average closed at
14,578.54, finishing the quarter up over 11%. The broader S&P 500
Index ended the week at an all time high to close at 1,569.19, while the
NASDAQ Composite finished higher and closed the week out at
3,267.52.
Several companies contributing to performance of the equities market are
turnaround stories. Netflix (NFLX) has been the best performing stock in
the first quarter after being a drag on performance last year. The
company had several missteps in 2012 that management has overcome,
and the stock finished the first quarter up over 100% to close out the
month at $189.35/share. Other turnaround companies making news in
the first quarter were Best Buy (BBY) and Hewlett-Packard (HPQ), which
are up 87% and 65%, respectively.
The newly rebranded Blackberry (BBRY), which launched their long
delayed operating system in January, announced a surprise profit on
Friday morning. Blackberry lost $118 million dollars last year, but has
rebounded posting a first quarter profit of $94 million. The profit was due
to both a cost cutting initiative and, more importantly, to the sales of its
new Z10 phone. Shares of the company finished the first quarter at
$14/share, up over 20% year-to-date.
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Despite a mile-long train hauling oil from Canada to Chicago derailing
and leaking 30,000 gallons of crude oil in Minnesota this week, crude
managed to gain 3.42% to settle at $97.08 a barrel for the week. Prices
edged higher thanks to weak U.S. data, which sparked concerns over the
strength of the country’s economic recovery, while traders continued to
keep a close eye on the developments in Cyprus and Italy. Prices for the
commodity are on track for significant gains this month and for the first
quarter of the year. Also announced this week, the Organization of the
Petroleum Exporting Countries (OPEC) crude oil output is on course to
reach its lowest level since October 2011 as unrest in Libya, pipeline
leaks in Nigeria and Iraqi export disruptions weigh on supplies. Supply
from OPEC is set to average 30.18 million barrels per day, down from
30.42 million per day in February, a Reuters survey of shipping data and
sources at oil firms found this week. The survey stated that top OPEC
exporter Saudi Arabia is still keeping a lid on output, trading at $109 a
barrel, well above their preferred level of $100.
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Gold ended the week down 0.74%, closing at $1,596.38 an ounce. The
precious metal is on track for a 1.6% gain in March though, the metals
first monthly increase in six, amid concerns about the financial stability of
the eurozone thanks in large part to the crisis in Cyprus. However, gold is
on pace to finish Q1 down 4.8%, which combined with its downbeat end
to 2012 led the metal to drop 10% over the past two quarters. The
precious metal’s recent slide has been irregular compared to historic
trends, as the last time the metal fell in two consecutive quarters was in
2001, according to the Wall Street Journal.
Corn plunged the most in nine months, triggering a slump in soybeans
and wheat, after the U.S. government said domestic inventories were
larger than analysts forecast and that farmers will harvest the most since
1936. According to the Department of Agriculture, inventories of corn fell
to a nine-year low of 5.399 billion bushels in the U.S., the world’s biggest
grower and exporter, mostly because last year’s drought cut output.
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Economic Update
The March employment report released today disappointed, falling more
than 100,000 short of expectations. Total payrolls rose a meager 88,000
during the month, but on a positive note February payrolls were revised
up 32,000 to 268,000. Private sector growth was weighed down by the
retail sector, which lost 24,000 jobs. Meanwhile governments shed 7,000
jobs during the month with the U.S. Postal Service cutting 12,000 from
their ranks. Despite the weaker establishment survey, the household
survey reported a one-tenth point drop in the unemployment rate to 7.6%.
The improvement was solely based on a drop in the denominator as
close to half a million discouraged workers left the labor force, bringing
the participation rate down to 63.3% – its lowest level since May 1979.
There is not much to like about this report, but payroll data can be volatile
and is typically subject to massive revisions so this may just be a blip and
not the beginning of a trend.
Growth in manufacturing slowed in March as the ISM manufacturing
index declined a sizeable 2.9 points to 51.3. The new orders component
fell 6.4 points to 51.4, but new export orders showed some improvement
rising 2.5 points to 56.0. The survey also indicated hiring trends were
positive with the employment component at its highest level since June.
The opposite was the case in the non-manufacturing survey, which saw
the employment component fall 3.9 points to 53.3. This dragged the
headline index for the service side of the economy down to 54.4 – its
lowest level since July. Both reports indicate the rate of growth is slowing
a little, but neither in dramatic fashion.
The Bank of Japan announced a bold set of policies this week to fight the
threat of deflation. The central bank has pledged to achieve newly
installed Prime Minister Shinzo Abe’s 2% inflation target at the "earliest
possible time”. The BoJ is taking a page out of Bernanke’s playbook
saying it will expand its balance sheet by purchasing longer-term debt
and other more exotic securities. At an annual pace of 60-70 trillion yen
the new purchases should double the monetary base over the next two
years. By driving down the value of their currency the country hopes to
boost exports, but in doing so they run the risk of sparking a currency
war.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Continuing a recent trend, U.S. Treasuries rallied sharply for the week,
pushing the yield on the 10-year note to its lowest level in almost four
months, as weaker-than-expected economic reports sparked concerns of
slower growth. Because government debt moves in correlation with
technical indicators over the short-term, many strategists feel yields could
move lower after the ten-year yield traded below both its 100-day and
200-day moving averages. Meanwhile, the ratio between interest rates
on municipal bonds and U.S. Treasury securities rose to its highest level
since last July, making munis attractive from a valuation perspective.
Since muni investors tend to sell tax-exempt securities or avoid buying
them to help make April 15 tax payments, this fixed income sector tends
to sell-off in March. This year investors pulled $513 million from muni
mutual funds and ETFs for the four weeks ending March 27, according to
Lipper U.S. fund flows data. Signaling a weak demand environment, the
largest ETF tracking this $3.7 trillion market, iShares S&P National AMTFree Muni Bond (MUB), has traded at a discount or a very small premium
to NAV over the last four weeks. However, as the muni market moves
out of the current weak technical period, we would expect performance
and fund flows to stabilize.
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Major domestic stock markets declined from Friday’s close mainly due to
weaker than expected employment data. Wednesday’s initial estimate
from ADP on the March jobs report was below estimates; jobless claims
jumped on Thursday; and the Friday’s payroll report was the worst in nine
months. The Dow Jones Industrial Average fell 165 points at the open on
Friday, but slowly recovered throughout the day to finish off only 41
points lower, ending the week down 25 points to close at 14565.25. The
broader S&P 500 Index fell 1.0% to 1553.28, while the NASDAQ
Composite Index declined 1.9% over the five-day trading session to finish
at 3203.86.
European equities as measured by the STOXX Europe 600 Index were
also weak, down 2.3%, hampered by disappointing U.S. economic data
as well as comments by the head of the European Central bank on
Thursday. Mario Draghi stated at a news conference that the expected
second-half recovery in the eurozone is “subject to downside risks”. On
Thursday the Bank of Japan unveiled an aggressive policy easing plan
sparking a two-day rally for stocks in Tokyo. The Nikkei Stock Index
posted a weekly gain of 3.5% and is now up 23.5% on a price basis yearto-date. Negatively impacting other Asian markets were escalating
tensions on the Korean peninsula and reports of deaths from a new strain
of bird flu in Hong Kong. South Korea’s benchmark stock index posted
its largest weekly decline (-3.9%) since May and the won slid to a sevenmonth low. The Hang Seng Index sank 2.6% for the week.
Investors anxiously await the start of first quarter earnings season,
closely watching results as domestic stock markets reach new highs.
According to FactSet, first quarter earnings overall are expected to drop
by nearly 1%, below the initial estimate of 2.1% at the start of the quarter.
Nine of the ten sectors have seen a decrease in expected earnings
growth led by the Materials, Information Technology and Consumer
Discretionary sectors. Analysts are expecting significant improvement in
earnings growth in the second half of 2013: 10.1% for third quarter and
15.6% for fourth quarter over the same periods last year.
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After gaining almost 3.50% last week, crude oil lost all of that and then
some, falling 4.19% to settle at $93.01 a barrel at close on Friday. One of
the causes was the announcement from the Commerce Department
regarding the U.S. trade deficit narrowing in February, driven by a drop in
crude oil imports and an increase in American goods and services
exported. With exports rising more than imports, the seasonally adjusted
trade deficit was $43 billion in February, down from a revised $44.5
billion the previous month. The deficit rose sharply in January because of
increased crude oil and other petroleum-related products. However, the
deficit took a sharp turn in February with crude oil imports dropping to
their lowest level since 1996 as crude prices increased. The U.S.
imported about 205 million barrels of crude oil, down nearly 56 million
barrels from February. Also hurting crude was the Labor Department
stating payrolls climbed by 88,000, the smallest gain in nine months and
less than half the number of workers forecasted in March, raising
concern economic growth will not be strong enough to support oil
demand.
Gold also had a tough week, losing 1.02%, now down almost 8% on the
year as heavy outflows from gold exchange-traded funds weighed on
investors. Bullion holdings in major gold ETFs dropped to their lowest
level since August 2012, with the holdings in SPDR Gold declining
another 87,063 ounces. Unlike crude though, the precious metal rose
over 1.5% on Friday after data showed the economy created fewer jobs
than expected last month, marking the metal’s biggest one-day gain
since November. Analysts believe the late surge in gold from weak data
shows the unlikelihood the Fed will alter its economic stimulus policy, or
quantitative easing. The precious metal ended the week at $1,580.05 an
ounce.
The FTSE NAREIT All REITs Index delivered a 9.11% total return in Q1,
while the FTSE NAREIT All Equity REITs Index delivered a total return of
8.10%, compared to the S&P 500’s return of 10.61%. According to
REIT.com, almost all segments of the U.S. REIT market delivered
positive returns in Q1, with many providing double-digit returns. The
FTSE NAREIT All REITs Index is on pace for another strong month,
gaining 1.85% through the first week of April.
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Economic Update
The Minutes from the last FOMC meeting were accidentally released one
day early to 154 individuals, including employees at some of the world’s
largest banks. Oops. They chalked it up to human error and then
released the minutes to the broader public earlier than scheduled, but still
the following day. There was very little new information about Fed Policy
in the release, but the main takeaway was the doves were still firmly in
control and the central bank will continue buying $85 billion in assets per
month for the time being. Fed economists gave a generally favorable
evaluation of U.S. economic data releases, but this was before the
disappointing March employment report that will likely keep the hawks at
bay for now.

Economic Indicators, Quarterly Change
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The number of Americans filing for first-time unemployment benefits
plunged 42,000 to 346,000 for the week ended April 6. The report comes
on the heels of a 31,000 spike in claims last week and the
aforementioned soft employment report, alleviating some concerns about
the job market. However, the four-week average is at 358,000, its
highest level since February, so the trend is still of concern.
Retail sales declined 0.4% in March, below the consensus of no change.
Year-over-year sales are up 2.8%. Last month’s decline was primarily
due to gas prices, department stores and autos. The service industry
sector showed gains for the month. This modest drop is of minor
importance in the overall economic picture as year-over-year numbers
are strong. Analysts believe an early Easter was to blame for the small
drop and consumer spending is still on pace to increase at an annual rate
of nearly 3%.
The Producer Price Index number came in significantly under analyst
expectations at -0.6%, versus the consensus of 0.7%. This can almost
entirely be attributed to a drop in gasoline prices as the core number,
which excludes food and energy, gained 0.2% in March. Energy dropped
3.4%, with gasoline falling nearly 7% after an equally large rise in
February. The year-over-year price change eased down to 1.1% in March
from 1.8% in February as the core year-over-year rate stayed steady at
1.7%.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.

2.0%
0.0%
-2.0%
Q1 12
Real GDP

Q2 12

Q3 12

CPI (Year over Year)

Q4 12

Unemployment Rate

Source: Bureau of Economic Analysis, Bureau of Labor Statistics

Apr. 9th
Apr. 9th
Apr. 10th
Apr. 10th
Apr. 11th
Apr. 11th
Apr. 11th
Apr. 11th
Apr. 12th
Apr. 12th
Apr. 12th
Apr. 12th

ICSC-Goldman Same Store Sales, Wkly. Chg.
Wholesale Inventories, Feb. Monthly Chg.
MBA Purchase Applications Index, Wkly. Chg.
EIA Petroleum Status Report, Wkly. Chg.
Initial Jobless Claims (week ending 4/6)
Import Prices, March Monthly Chg.
Export Prices, March Monthly Chg.
EIA Natural Gas Report, Wkly. Chg.
Producer Price Index, March Monthly Chg.
Retail Sales, March Monthly Chg.
Consumer Sentiment Index, April
Business Inventories, Feb. Monthly Chg.

0.7%
-0.3%
4.5%
0.3M Barrels
346,000
-0.5%
-0.4%
-14 bcf
-0.6%
-0.4%
72.3
0.1%

April 12, 2013
[page 2]

MainStreet Advisors
Financial Market Update
Bond Market Update
After losses earlier in the week, U.S. Treasuries finished mostly
unchanged with a rally on Friday driven by separate reports showing
measures of wholesale prices and consumer sentiment fell more than
was forecast. On Monday, Fed Chairman Bernanke said economic
conditions “are clearly still far from where we would all like them to be,”
fueling speculation the central bank will not scale back its bond purchase
program anytime soon. Given these developments, bond fund managers
have increased duration relative to their respective benchmarks to levels
not seen in over four years, according to a survey by Stone & McCarthy
Research Associates.
Meanwhile, despite a recent rally in high yield bonds, the strength of the
new issue market along with the historically low level of yields have
raised questions as to whether investors are abandoning disciplined
fundamental analysis as they seek out yield. According to strategists, the
yields offered in this sector may no longer compensate investors for the
risks involved. In an effort to reduce these risks, many investors have
transitioned to short-term high yield funds. PIMCO’s 0-5 Year High Yield
Corporate Bond Index ETF (HYS), which has amassed $1.2 billion since
its June 2011 inception, recently reported $204.1 of inflows in one day,
according to Bloomberg. On that same day, the SPDR Barclays High
Yield Bond ETF (JNK), a longer-term high yield platform, recorded its
second-largest daily redemption since its inception more than five years
ago. Our recommendation to transition to short-duration mutual funds
and ETFs in January remains in effect.
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The stock market pulled back on Friday, but only after hitting another all
time high for the week ending April 12. All three indices finished the
week higher by 2%. The Dow Jones Industrial Average closed at
14,865.06, finishing the week up 2.06%. The broader S&P 500 Index
ended the week at 1,588.85, while the NASDAQ Composite finished
higher and closed the week out at 3,294.95.
Alcoa kicked off the earnings season at the close on Monday, but much
of the anticipation for the week centered around the earnings of JP
Morgan (JPM) and Wells Fargo (WFC) which were announced before the
open on Friday. JP Morgan reported revenue that topped analysts’
forecasts, but missed slightly on revenue. Wells Fargo reported similar
results with an increase in profit, yet a decline in revenue. The first
quarter was expected to be difficult for banks given the record low
interest rates. Both banks opened lower on Friday based on the earnings
reports. Next week we will hear from Citigroup (C), Bank of America
(BAC), Goldman Sachs (GS) and Morgan Stanley (MS).
Japan’s Nikkei Index continued to surge as the value of the Yen fell in the
wake of the Bank of Japan’s aggressive plan to spur inflation. Despite
the decline in the index on Friday, the Nikkei index finished the week up
over 5% marking the second strongest week this year. The dollar
continued to gain against the Yen also rising another 1.8% for the week.
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The price of gold fell on Friday to its lowest level in nearly three years as
investors grew increasingly worried about the economy’s forward
momentum heading into spring. For the week, the precious metal
dropped nearly 6%, settling at $1,487 an ounce, and entered bear
market territory as the commodity’s price fell 20% below its July 2011
peak. Investors appear to be losing their confidence in gold as a safehaven investment from the risks of inflation or a potential drop in the
stock market. There is also growing concern that as the banking sector in
Cyprus worsens, citizens and investors there and in other parts of the
eurozone will ratchet up gold sales to raise cash. According to the
Financial Times, Cyprus agreed this week to sell gold worth €400m from
its reserves as a contribution to an international bailout, shaking the
metal markets as investors fear it could set a precedent for other troubled
eurozone countries. This plan to dispose of most of its gold holdings
would be the first such sale by a country seeking international assistance
since the Asian financial crisis in 1997-1998 when South Korea asked
the public to donate jewelry to the central bank for the “good of the
nation”. To raise €400m, Cyprus would need to sell just over 10 of their
13.9 tonnes of gold. The central bank’s holdings account for 62% of its
total official reserves, according to the World Gold Council.
It appears the banking crisis in Cyprus caused a rise in the number of
redemption requests in the hedge fund industry last month. According to
the hedge fund administrator SS&C GlobeOp, March’s Forward
Redemption Indicator, a percentage of SS&C GlobeOp's hedge fund
assets under administration being redeemed, showed more clients
submitted notices of withdrawal. It was announced this week the
withdrawal requests hit a three-month high in March as the Indicator
measured 4.33%, up from 3.96% in February. However, SS&C GlobeOp
went on to note that while the banking crisis may have led to a rise in
demands to exit from hedge funds, inflows to hedge funds also rose in
March, which is an indication the capital is being transferred from one
fund manager to another instead of moving it out of the industry
completely.

Weekly Change

2.5%
2.0%
1.5%
1.0%
0.5%
0.0%
-0.5%
DJ UBS Index

NAREIT

HFRX Equal Wtd Index

Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research

Year to Date Change

16.0%
14.0%
12.0%
10.0%
8.0%
6.0%
4.0%

Issue

2.0%

Previous Week

Current1

Change

1,580.05

1,487.05

-5.89%

93.01

90.95

-2.21%

334.25

333.60

-0.19%

-4.0%
-6.0%

Gold
Crude Oil Futures
Copper
Sugar

17.65

17.84

1.08%

HFRX Equal Wtd. Strat. Index

1,153.78

1,157.12

0.29%

HFRX Equity Hedge Index

1,097.10

1,099.64

0.23%

HFRX Equity Market Neutral

942.16

943.18

0.11%

HFRX Event Driven

1,451.33

1,459.13

0.54%

HFRX Merger Arbitrage

1,534.18

1,534.56

0.02%

Dow Jones UBS Commodity Index

134.08

133.86

-0.17%

FTSE/NAREIT All REIT

173.31

177.28

2.29%

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.

0.0%
-2.0%

DJ UBS Index

NAREIT

HFRX Equal Wtd Index

Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research

Opinions herein are as of the publication date; they are not statements of facts and may include “forward-looking statements” which may or
may not be accurate over the long term. Report includes candid statements and observations regarding investment strategies, asset
allocation, individual securities, and economic and market conditions. Statements, opinions or forecasts not guaranteed; actual results could
differ materially. Do not place undue reliance on forward-looking statements. We disclaim any obligation to update or alter any forwardlooking statements.
MainStreet Advisors performance results reflect time-weighted rates of returns based upon MainStreet Advisors proprietary trading
strategies. Performance results reflect the reinvestment of dividends and other earnings as well as the deduction of management and
transaction fees. Performance does not reflect additional fees charged by institutions MainStreet Advisors provides investment services. In
some cases, performance reflects the quarterly rebalancing of assets based upon MainStreet Advisors Tactical Asset Allocation Models.
Past performance may not be indicative of future results, and the performance of a specific individual account may vary substantially from
performance presented herein. Therefore, no current or prospective client should assume that future performance will be profitable or equal
the performance results reflected herein. In calculating account performance, MainStreet Advisors has relied upon information provided by
various sources believed to be accurate and reliable but cannot be guaranteed. All past recommendations are available upon request.
Investments in equities, fixed income, mutual funds, and exchange traded funds involve risk and may lose value.
Different types of investments involve varying degrees of risk, and there can be no assurance that any specific investment will be profitable.
MainStreet Advisors investment strategies may involve portfolio turnover, which could negatively impact the next after-tax gain experienced
by an individual client.
MainStreet Advisors displays its performance results in addition to the market index that it believes represents a similar strategy in terms of
asset allocation (stocks, bonds), generally accepted investment objectives (growth, income, or balanced), style benchmarks (growth, value,
or core), geographic allocations (US, Foreign, or Global), sector allocation potential, and cap size objective (small cap, mid cap, or large
cap). The index is shown in order for clients to make a comparison of performance for the designated time period. However, the indices
shown above may not completely reflect the risk or volatility of the overall market or of the risk taken by the MainStreet Advisors program.
The indices shown are not intended to be an absolute benchmark for the MainStreet Advisors program due to the fact that clients may not
be able to duplicate exact holdings in the indices shown. MainStreet Advisors programs may reallocate some or all assets in the program
to cash in response to market conditions, and MainStreet Advisors programs utilize a flexible management strategy with regard to equity
selection, cap size, style, and asset allocation. It should be noted that market indices are always fully invested and holdings are limited to
the index charter. The market index used for comparison is an unmanaged index and is a common measure of performance of the relevant
stock markets. They are not available for direct investment.
Any investments purchased or sold are not deposit accounts and are not endorsed by or insured by the Federal Deposit Insurance
Corporation (FDIC), are not obligations of the Bank, are not guaranteed by the Bank or any other entity, and involve investment risk,
including possible loss of principal. MainStreet Advisors and Bank are independently owned and operated. MainStreet Advisors is an SEC
registered investment advisor. Form ADV Part II is available upon request.
120 North LaSalle Street, 37th Floor
Chicago, Illinois 60602
312.223.0270 direct
312.223.0276 fax
www.mainstreetadv.com

MainStreet Advisors

MainStreet Advisors
Financial Market Update

April 19, 2013
[page 1]

Economic Update
The reaccelerating growth story for China does not seem to be playing
out. A report on economic growth showed GDP in the world’s second
largest economy only grew at a 7.7% annual pace in the first quarter,
down 0.2% from the fourth quarter. The data was disappointing as
economists had been forecasting growth of 8%. A separate report also
showed a sharp slowdown in industrial production growth in the country.

Economic Indicators, Quarterly Change
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Slower growth in China has helped keep inflation tame. Prices at the
consumer level declined 0.2% in March after surging 0.7% the previous
month. Energy prices fell 2.6% and the gasoline sub-component dropped
4.4% after jumping 9.1% in February. Excluding energy and food, which
was flat for the month, core inflation was still only up 0.1%. Overall CPI
inflation slowed to 1.5% year-over-year from 2.0% in the last report.
Inflation remains well below the Fed’s 2.5% threshold giving them plenty
of room to maintain their current quantitative easing policy.
The National Association of Home Builders (NAHB) housing market index
is indicating trouble ahead for the housing sector. The index declined for
the third straight month to a lower-than-expected reading of 42 in April.
The NAHB now points to higher construction costs in addition to tight lot
supply and restrictive lending practices as the key obstacles for new
building. Buyer traffic was down 4 points to 30 – the lowest reading since
September. Despite the negative outlook for the near-term, some recent
housing data still looks ‘OK’. Starts were unexpectedly strong in March
jumping 7.0% to an annual pace of 1.036 million. However, this strength
came from a 31.1% surge in the multifamily component while single
family home starts actually fell during the month.
The Conference Board Leading Economic Index for the U.S. declined
0.1% in March to 94.7 after posting gains the previous three months.
Ken Goldstein, economist at The Conference Board stated “in addition to
headwinds from government spending cuts, the private sector economy
may struggle to maintain its momentum.”

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Despite a volatile week for stocks, U.S. Treasuries finished only modestly
higher during an unusually quiet bond market. Analysts suggest longterm investors are waiting for more clarity on the economy to make bets
one way or another, while short-term traders remain on the sidelines due
to a lack of volatility in this market. However, prior to this week
Treasuries have rallied amid a weaker U.S. economic outlook. This rally
has led to a rippling effect in the market with Treasury traders turning net
long for the first time since mid-January as many who were shorting
bonds are being forced to cover their positions, according to JP Morgan.
Meanwhile, finance ministers from the G-20 agreed on Friday Japan’s
recent monetary easing program is needed to boost growth, suggesting
they will not pressure the Bank of Japan to support the yen after the
currency’s recent drop. As such, currency traders are likely to view the
statement an indicator of an even weaker yen. To that end, the yen fell
against the dollar on Friday after Japan’s finance minister said fellow G20 members accepted his explanation the country’s recent monetary
easing was aimed at ending deflation and boosting the economy, not
weakening its currency. However, because policies that weaken
currencies provide countries with an unfair trade advantage, many
strategists believe Japan’s monetary easing program will prove to be
temporary.
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After a volatile week that included three triple-digit moves in the Dow
Jones Industrial Average, all three domestic stock markets were down for
the week. On Monday the Dow suffered its worse one-day decline since
November, falling 266 points, as equity investors reacted to steep
declines in gold prices, weak economic data out of China and declines in
home builder confidence. Stocks bounced back on Tuesday, helped by
strong earnings and better than expected new home construction data,
only to fall again on Wednesday due to higher unemployment in the UK
and threats of a downgrade of German debt. For the week the Dow
Jones Industrial Average fell 2.1%, closing at 14547.51. The broader
S&P 500 Index was off 2.1% to 1555.25, while the NASDAQ Composite
Index declined 2.7% over the five-day trading session to finish at
3206.06.
European equities as measured by the STOXX Europe 600 Index were
also quite volatile, down 2.4% for the week. In Asia, investors in
Japanese equities have been taking profits after the recent rally. The
Nikkei Stock Index fell 1.3%. The Shanghai Composite Index rallied over
2% on Friday to end the week 1.7%, despite the weak economic reports.
Earnings reports have been generally disappointing this week with
guidance for the remainder of the year mixed. Negative surprises came
from IBM, EBAY and General Electric, while Pepsi, Google and Blackrock
reported earnings ahead of expectations. GE's first quarter results were
impacted by deteriorating economic conditions in Europe. CEO Jeff
Immelt said that while the company had anticipated weakness in Europe,
it was even worse than expected as revenues in the region declined 17%.
Pepsico reported strength in snacks and non-carbonated beverages,
especially in emerging markets. Today the stock continued to reach new
highs on news activist investor Nelson Peltz has gained a large stake in
the company.
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Along with equities, the commodity market in the U.S. and Europe had a
choppy week as investors struggled to shake off lingering concerns
about the prospects for global economic growth. Gold continued its freefall, losing 5.84%, to close at $1,400.20 an ounce. The precious metal
lost nearly $87 an ounce from last Friday’s close of $1,487.05, marking
the metals fourth consecutive weekly loss. On a percentage basis, this
was this biggest weekly loss for the precious metal since the week ended
September 23, 2011, according to data from MarketWatch. It could have
been worse, though, had prices not gained ground in the final days of the
week on support of strengthening physical demand for gold.
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Crude oil settled higher on Friday, tracking the rising global equity
markets, but still managed to drop 3.34% as concerns over the bleak
outlook for global economic growth continued to weigh on investor
sentiment this week. Despite crude losing over $10 a barrel in the past
two weeks, prices did rebound and climb higher on Friday, as
expectations that oil-producing countries could reduce lower output to
avoid further drops. Members of OPEC announced this week that $100 a
barrel could be a “reasonable” price for both producers and consumers.
Total capital invested in the hedge fund industry expanded during Q1 at
the fastest rate since 2010 as global financial institutions positioned for
both growth and volatility across fixed income, equities, currencies and
commodities. According to Hedge Fund Research (HFR), total assets
under management (AUM) increased by $122 billion, the largest increase
since Q4 2010, bringing industry capital to a record $2.375 trillion.
Despite losing $12.4 billion in March, investors allocated $15.2 billion of
net new capital to the industry in Q1, marking the highest inflow since Q1
of last year. Investor allocations were spread across a range of firm
sizes, although the majority of net inflows were concentrated in the
industry’s most recognized firms. HFR noted firms managing less than
$500 million in capital experienced net inflows of approximately $1.5
billion, reversing the trend of the prior quarter. Also, despite investor
redemptions from several large funds, firms with greater than $5 billion
AUM recorded net inflows of over $10 billion in the first quarter,
increasing the total capital managed by these firms to more than $1.6
trillion.
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Economic Update
U.S. economic growth accelerated in the first quarter of the year, but still
fell short of expectations. GDP rose at a 2.5% annualized rate after
clocking in at only 0.4% growth in the fourth quarter of 2012. The
increase was largely driven by a pick-up in consumer spending which
rose at a 3.2% pace while government purchases fell another 4.1% after
dropping at a 7.0% pace in the fourth quarter. The headline number
looks better than the underlying reality. Government cuts are likely to
continue throughout the rest of the year, and many economists expect
growth to slow in the second quarter.

Economic Indicators, Quarterly Change
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Although limited supply of homes on the market is stifling sales, it is
having a positive impact on prices. Sales of existing homes for March fell
0.6% to a 4.92 million annual pace. Median prices rose 6.2% from
February to $184,300 as the proportion of sales coming from foreclosures
fell from 25% to 21% in March. The 1.5% rise in new home sales was a
bit disappointing as it fell below consensus estimates. Price movement
for new homes was almost a mirror image of existing homes, falling 6.8%
during the month to a median of $247,000. Housing is not showing much
momentum as it heads into the spring buying season, but higher prices in
the existing homes category may help bring more supply to the market.
Economic data outside of the U.S. was not very inspiring this week.
HSBC’s PMI for China fell from 51.6 to 50.5 in March, indicating
manufacturing growth in the world’s second largest economy has slowed.
The report showed external demand for China’s exports was weak, which
is not a good sign for the global economy. Manufacturing in Europe was
also weak as German activity contracted for the first time since
November and the eurozone as a whole contracted for the 19th time in
the past 20 months. The European region’s unemployment problems
deepened as well, with Spain and Greece suffering the most – both with
rates of 27.2%. The youth in those two countries are feeling the brunt of
it as nearly 60% of them are without work. The good news this week – if
you could call it that – is the United Kingdom managed to avoid a tripledip recession by eking out a 0.3% rise in GDP in the first quarter.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S. 10-year Treasury yields dipped to four month lows this week after a
steady stream of disappointing economic data allayed fears the Federal
Reserve would end its Treasury and mortgage debt purchasing program
any time soon. Demand was strong along the yield curve as this week’s
auctions for 7-year and 5-year Treasury notes sold at lower than
expected yields, including a near record low for 5-year notes.
In addition to Treasuries, investor demand remained strong across
domestic bond markets. U.S. bank bonds, in particular, continued an
impressive rally that has been sustained over the last year. Spreads of
bank bonds to Treasuries narrowed to lowest levels since 2007 and now
offer yields lower than industrial companies. Investors attribute the
increased capital levels to regulatory rules as increased safety for bond
holders. Additionally, a lingering belief the government would bail out a
large financial institution if it failed has added to investor comfort in the
sector.
European sovereign debt largely saw strong demand from investors as
well with the weak U.S. economic data supporting a slow global growth
story. Slow growth, specifically in Europe, has led to strong speculation
the ECB will lower interest rates in the near future, which has boosted
demand for government bonds.
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The equity markets were less volatile this week after the three double
digit moves in the DJIA the preceding week and despite mildly
disappointing results from Apple, a false tweeted bomb report on
Tuesday and softer economic news throughout the week. The week
started with the eagerly anticipated earnings report from Apple which has
fallen over 40% since September 2012. On Monday Apple reported its
first year-over-year per share profit decline in a decade, but continues to
generate significant cash flow and announced a 15% increase to its
dividend and an additional $50 billion stock buyback program. Apple’s
stock price has stabilized after initially falling the morning preceding its
earnings announcement and finished the week 6% higher.
Stocks went for a rollercoaster ride on Tuesday and briefly tanked due to
a fake Associated Report tweet that there were explosions reported at the
White House. Stocks quickly recovered and had their strongest rally of
the week, with the S&P 500 finishing higher by 1.04%. Stocks also
managed to hold modest gains for the week despite a disappointing
durable goods report and a first quarter estimate of 2.5% GDP growth
coming in below forecasts. The DJIA average closed the week 1.13%
higher while the S&P 500 was higher by 1.74%. The Nasdaq also
finished higher by 2.28% for the week despite disappointing results on
Friday from Amazon which fell by over 7% leading the Nasdaq lower for
the day.
International developed markets enjoyed a strong week, with Japan
continuing its year-to-date rally and finishing the week higher by over 4%.
European markets also enjoyed a strong week, with both the French and
German makers higher by 4% and the Euronext 100 index higher by over
3%. European equities are attractively priced, but economic reports
continue to point to slowing growth and a lack of consensus on measures
to draw the continent out of recession. Emerging markets were also able
to finish the week higher despite the Chinese Shanghai Index falling by
3%. Chinese economic data continues to disappoint investors that have
come to expect higher economic growth.
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Commodities had a bounce back week as the DOW Jones UBS
Commodity Index gained 0.31%, closing at 131.92. Leading the way,
crude oil hit two-week highs this week on concerns over tightening
supplies, while U.S. gasoline demand heats up ahead of the peak springsummer driving season. Crude ended the week at $92.76 a barrel, up
5.52%, but could have been higher had it not been for soft GDP data out
of the U.S. on Friday renewing fears of the demand growth prospects for
oil. Demand for gasoline, the most widely used petroleum product in the
world’s biggest oil consumer, climbed to its highest level since November
last week. The U.S. Energy Information Administration (EIA) forecasted
gasoline demand will be slightly down this spring-summer from a year
earlier and will drop to a 12-year low. But the near-term strength is
spilling over into crude oil prices on expectations that refiners will use
more to turn out more refined products. Also, tighter sanctions on Iranian
oil sales, led by the U.S and the European Union, cut Iran’s crude oil
exports by 39% last year to 1.5 million barrels a day, the lowest level
since 1986, the EIA announced this week.
Gold also slipped up to end the week, but still managed to post a 4.1%
gain, settling at $1,457.61 an ounce. The precious metal posted its
biggest weekly gain in more than year and ended a streak of five
consecutive weekly drops. With Q1 GDP falling short of expectations,
many believed this was a sign that quantitative easing (QE) and real
interest rates would continue along the current path. In the past, QE has
pressured the dollar which can lead to inflation thereby increasing
demand for gold as an inflation hedge. Also, in a report issued Friday,
the World Gold Council (WGC) stood behind gold and its benefits in
mitigating market risk and preserving wealth while also noting the metal
is far from overbought. Annual investment demand for the metal has
grown, adding 534.6 metric tons to reserves in 2012, the most in almost
a half century, and the WGC expects purchases of 450 to 550 tons this
year, valued now at as much as $25.3 billion.
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Economic Update
The number of Americans filing for first-time unemployment benefits fell
18,000 to 324,000 for the week ended April 27. This is the lowest figure
we have seen in over five years, and it was a nice precursor to a rather
upbeat employment report that came out today. 165,000 jobs were
added in April in the U.S., beating expectations of 140,000. This
improvement alone would have been good news, but the big story in the
report was a massive upward revision to the previous two months of data.
March was revised up to 138,000 from 88,000 and February was revised
to an eye-popping 332,000 – the highest figure since the government was
hiring Census workers back in 2010. The household survey also showed
the unemployment rate ticked down to 7.5%. The labor force
participation rate, at 63.3%, is still at its lowest level since May 1979, but
overall the report was a good sign for the economy.

Economic Indicators, Quarterly Change
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Growth in manufacturing slowed in April as the ISM reported its PMI fell
to 50.7 from 51.3 the previous month. Behind the weaker headline
number there were a couple good signs, though. New orders accelerated
to 52.3 and there was a continued rise in backlogs at 53.0. The larger
service side of the economy continued to expand, but at a somewhat
slower pace falling from 54.4 to 53.1. Overall the two reports show the
economy is still growing at a respectable pace.
The European Central Bank cut its interest rate for the first time in ten
months this week, taking it from 0.75% to a record low of 0.50%. The cut
will likely have only a limited impact, but any relief for Europe is welcome.
Unemployment in the eurozone hit a record high just above 12% in
March, and growth is elusive especially for hard-hit southern members
like Spain who just reported its seventh consecutive quarter of recession.
There was some good news out of Italy, though, as the country finally
swore in Enrico Letta as Prime Minister after two months of political
stalemate. Italian 10-year bonds fell below 4% and Greek bond yields fell
below 10% for the first time since 2010, indicating concerns over the
sovereign debt crisis are abating.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Treasuries had their largest one-day selloff in nearly eight months on
Friday as a better than expected jobs report drove investors into risker
asset classes, sending the bond market lower for the week. However,
Treasuries posted their best one-month gain in April since July of 2011
amid weaker than expected economic data, according to Bloomberg.
Separately, the Fed’s bond buying program has helped reduce volatility in
the bond market as Merrill Lynch’s MOVE index, a measure of price
swings, declined to a record low level in early May.
Meanwhile, Apple Inc. sold $17 billion in bonds, the world’s largest
corporate bond issue ever, despite having $145 billion in cash. Even with
very low yields (0.5% for the three-year maturities), demand for these
bonds was surprisingly robust with the deal more than three times oversubscribed. Reflecting this strong demand for high quality investments in
a low yield world, so far this year U.S. companies have managed to issue
nearly $300 billion of new debt, on track to surpass last year’s record of
$1 trillion. Although low yields benefit corporate treasurers, investors
holding this debt may end up with negative real interest rates if the Fed
succeeds in getting the moderate inflation it wants. In the short-term we
believe the combination of low default rates, robust demand and room for
spreads to narrow will likely drive corporate bonds higher. Over longer
periods, the threat of higher inflation along with a probable reduction in
the U.S. central bank’s bond buying program later in the year suggest
investors will need to soon focus on duration reduction strategies.
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Stocks ended on a high note Friday after the strong employment report
as the Dow Jones Industrial Average crossed the 15,000 level and the
S&P closed up over 1600 for the very first time. Stocks were higher each
day this week, with the exception of Wednesday when investors took
profits following weak manufacturing data and cautious comments from
Ben Bernanke. For the week the Dow Jones Industrial Average
increased 1.8%, closing at 14973.96. The broader S&P 500 Index ended
2.0% higher at 1614.42, while the NASDAQ Composite Index climbed
3.0% over the five-day trading session to finish at 3378.63.
European equities as measured by the STOXX Europe 600 Index were
also strong, up 1.7% for the week. Of note in Europe was the decline in
Greek bond yields below 10% for the first time since 2010, a sign, some
analysts believe, that Europe may truly be on the road to recovery.
Germany’s DAX index closed Friday at its highest level in history. In
Asia, investors in Japanese equities took profits after the recent rally. The
Nikkei Stock Index fell 1.3% after climbing 12% in the month of April.
According to S&P, of the more than 300 companies that have reported
quarterly earnings, 68% beat expectations, 21% missed estimates and
11% reported in-line with analysts’ consensus. Earnings surprises have
outpaced the last three reporting periods. Sectors with the highest
percentage of companies to report earnings upside are Consumer
Discretionary and Financials while Materials and Industrials have seen
the lowest percentage of outperformance. Companies reporting earnings
this week included Exelon, Express Scripts, Merck and Pfizer. Exelon’s
results were in-line with expectations, but investors have been selling the
stock in the last few days after strong performance through April.
EBITDA per adjusted claim, a true measure of profitability in the
pharmacy benefit industry, increased 20% for Express Scripts as the
company increased its use of generic drugs. Both Merck and Pfizer
missed revenue estimates.
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Crude oil gained 2.93% this week hitting a one-month high after monthly
U.S. jobs data showed hiring picked up in April, offering a hopeful sign
for the broader economy. For traders, the jobs report helped quiet
expectations that rising domestic oil supplies and weak readings on fuel
demand would translate to falling oil prices for crude and gasoline. U.S.
oil stockpiles rose to their highest level in at least three decades last
week, while gasoline supplies in the high-demand Northeast U.S. are
11% above average for this time of the year.
Gold finished higher for the second consecutive week as the precious
metal had its best showing since March with cuts in interest rates by the
European Central Bank and the U.S. Federal Reserve’s decision to stick
to its stimulus program backing bullion’s appeal as a hedge against
inflation. The gains could have been higher for the metal, though, had it
not fallen on Friday thanks to the dollar erasing gains and rising against a
basket of currencies after April payrolls pushed the unemployment rate to
a four-year low of 7.5%. Right before the data’s release, gold prices were
trading around $13 an ounce higher than Thursday’s close, but then fell
around $10 lower after the employment figures came out. For the week,
gold gained 0.85%, settling at $1,470 an ounce.
Real estate investment trusts (REITs) were up last month and for the first
time this year surpassed the returns of the broader stock market.
According to NAREIT.com, the FTSE NAREIT All Equity REITs Index
posted returns of 5.8% in April, besting the S&P 500 which was up
1.93%. The index is now up 15.44% on the year, compared to 12.74%
for the S&P 500. Many continue to point to REITs’ dividends, hard assets
and visible cash flows as attractors for investors in search of safe havens
from broader economic concerns. Retail REITs, composed of Shopping
Center and Regional Malls, were the best performing sector for the
month, posting gains of 9.81%. Many believe Retail REITs faired so well
last month because of trends in consumer spending indicating growing
confidence in the economy. Timber REITs were the leading performers in
March, up 7.3%; however, they underperformed in April, losing 1.61%.
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Economic Update
Jobless claims continued trending downward with a recovery low of only
323,000 Americans filing for first-time unemployment benefits in the week
ended May 4. The four-week average also hit a new recovery low falling
6,250 to 336,750 – a solid improvement of roughly 20,000 over the
month-ago period. Continuing claims are trending lower as well with the
4-week average at its own recovery low of 3.034 million. These numbers
point to an improving job market, and if they continue it may point to a
strong payroll report for May. Should the job market continue to improve,
the likelihood of the Fed expanding quantitative easing will diminish given
we are inching towards the 6.5% unemployment level discussed as a
threshold to begin discussing rate hikes.
China’s export and import growth unexpectedly accelerated in April. The
14.7% increase in exports reported by the General Administration of
Customs in Beijing was led by a 57.2% jump in shipments to Hong Kong.
This raised increasingly loud skepticism of the numbers being reported by
China as they greatly exceed what Hong Kong is reporting it imported
from China. In response China’s currency regulator said it will increase
scrutiny of cross-border capital flows and try to curb fake reports that may
be masking the flow of speculative funds into the country. On the bright
side, imports were up 16.8% which may ease concerns of a slowdown in
domestic demand for the world’s second largest economy.
Industrial production in Germany experienced a surprising increase of
1.2% from last month, beating estimates and silencing worries that
Germany may be headed for a second quarter contraction. The amount
of orders improved as well as activity in the construction industry, which
should provide an additional boost in the coming months. Each subgroup
of the industrial production number showed improvement, including a
2.1% rise in capital goods production. Demand is strong in the Euro
region, and industrial production remains one bright point in the near-term
economic picture for Germany.
Mexico did not experience the same positive growth that Germany did
last month; industrial production there fell nearly 5%, triple the drop
analysts had estimated. This release further solidifies expectations the
central bank will cut rates sometime in the second half of 2013. Governor
Agustin Carstens of the Banco de Mexico noted a weakness in Mexican
production, primarily in exports, was attributable to a weak U.S. GDP, as
the U.S. buys nearly 80% of Mexico’s exports.
SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S. Treasuries extended their losing streak from last week, with yields
on 10-year notes climbing to their highest levels in six weeks amid signs
of a stronger U.S. economic outlook. A stronger U.S. dollar versus the
yen also drove demand away from safe assets. A weaker yen increases
the competitiveness of Japan’s exports in global markets. Known as the
yen carry trade, a low interest rate policy encourages investors to borrow
yen cheaply to invest into riskier asset classes outside of Japan. At the
same time, improving U.S. labor market reports could shift the Fed’s
stance on their bond-purchase program toward a possible cutback
sometime during the second half of the year – a scenario that would likely
send yields even higher.
Separately, we continue to believe municipal bonds represent one of the
few attractive sectors in the fixed income markets today. Given
traditionally high levels of calls and maturities during the summer months,
strategists expect municipal bonds to remain strong as investor demand
increases in the face of weaker expected supply. Although President
Obama’s proposed 2014 budget calling for limits to the value of municipal
tax exemption may keep retail investors on the sidelines in the short-term,
over the long-term we feel the prospect of taxation remains too remote to
justify avoiding these securities. Largely attributable to current high
taxable-equivalent yields for investors in higher tax brackets, we continue
to recommend munis with an emphasis on a defensive structure in the
form of above-market coupons. Our focus maturity range for yield curve
positioning remains between five and seven years with a preference
towards “A” rated GO and essential service revenue bonds.
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The stock market finished higher for a third consecutive week while
topping its all time highs set the previous week. Key psychological levels
were hit also with the Dow topping 15,000 and the S&P 500 Index
reaching 1,600. During the last past week The Dow Jones Industrial
Average closed at 15,118.49, finishing the week up 1.00%. The broader
S&P 500 Index ended the week at 1,633.70, higher by 1.19% on the
week. The NASDAQ Composite finished higher by 1.72% and closed the
week out at 3,436.58.
It’s not just technology firms creating new products in Silicon Valley.
Shares of Tesla Motors (TLSA) were up 24% on Thursday when the
company announced earnings after the close on Wednesday. The
electric car company reported its first profit and raised its sales guidance
for the rest of the year. A day later Consumer Reports magazine
reported that the Model S car made by Tesla Motors is the best car ever.
This sent shares up another 10% on Friday to close the week out up
40%.
Japan’s Nikkei Index continued to surge and was up 3% on Friday
marking the best week since 2009 and closing at its highest level in five
years. The weaker yen is contributing to the earnings of the large
Japanese exporters as well. Toyota Motor reported net income more
than triple from the prior year and projected earnings to rise 42% in the
year ahead. The monetary policy to fight deflation has resulted in a 40%
rise in the stock market so far this year making it the top performing
country.
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Gold fell nearly 1.5% on Friday as a sharp rise in the dollar against the
Japanese yen triggered technical selling, sending the precious metal to a
two-week low. Gold bullion posted a weekly drop of around 1.8% as
continued outflows in gold-backed exchange-traded funds more than
offset strong physical retail demand following the metal’s historic sell-off
in mid-April. The metal fell for a second consecutive day as the yen
dropped to its lowest level against the U.S. dollar in more than four years
on Friday. Also announced this week, the world’s largest gold-backed
ETF, the SPDR Gold Trust, reported its first daily inflow since March 19.
SPDR Gold’s holdings are down 167.1 tonnes so far in Q2, but analysts
expect a potential surge in physical bullion demand from both China and
India to support bullion prices.
Crude oil also fell on Friday with a stronger U.S. dollar on top of new
indications of sluggish global fuel demand. In its monthly outlook, the
Organization of the Petroleum Exporting Countries (OPEC) suggested
global oil demand remains weak. OPEC kept its 2012 oil-demand outlook
unchanged from last month when it predicted demand would increase by
800,000 barrels a day compared to last year. But the group said demand
growth was weaker than expected in Q1 and warned that slowing growth
in China and economic weakness in the eurozone are threatening to
further slow the global economy. Crude gained 0.4% this week, settling
at $95.86 a barrel.
Hedge funds posted broad but modest gains last month as just two of the
22 strategies and sub-strategies tracked by the HFRI suite lost ground
last month, according to Hedge Fund Research (HFR). However, data
released this week shows that investors put a “meager” $817 million into
hedge funds in March, compared to the February inflows of $11.4 billion.
Also, Asian hedge funds are nearing a major milestone, thanks to
renewed interest in Japan. According to HFR, the Asian industry’s assets
under management rose 7.6% in Q1 to hit almost $95 billion, putting it on
track to top the U.S. $100 billion threshold for the first time in six years
and to break its record level, $111.4 billion, reached in 2007. This region
bottomed out in 2008 at $71.4 billion with the turnaround now credited to
Japanese hedge funds, which have seen soaring interest and returns.
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Economic Update
Retail sales edged up 0.1% in April beating expectations for a 0.3%
decline. Sales at gas stations were down 4.7%, which hurt the headline
number, but was good news because it was a reflection of lower prices at
the pump. Sales of motor vehicles were up 1.0% and strength was also
seen in building and garden equipment, which was up 4.7%. While this is
by no means a knock-out month for retail sales, it does appear that
consumers are still spending despite the negative impact of the payroll
tax hike. It is also interesting to note that consumer refinancing activity
has not been as stimulative to consumer spending as in previous cycles.
Cash-out refis made up less than 30% of all refinancing in the fourth
quarter of 2012 as compared to 90% in 2008.

Economic Indicators, Quarterly Change
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The NAHB housing market index rose for the first time since December
climbing three points to 44. The report noted an improvement in the sixmonth outlook for sales at 53 even as buyer traffic remains depressed at
33. Housing starts were disappointing in April plunging 16.5% to an
annualized pace of 853,000. On the bright side, housing permits jumped
to over one million for the first time in five years, pointing to improvement
in the summer months ahead.
Headline inflation continued its downward trend in April with the
consumer price index falling 0.4% after declining 0.2% the previous
month, and is now running at only 1.1% year-over-year. The energy
component fell 4.3% with gasoline dropping 8.1%, while food rose a
modest 0.2%. Stripping out these components core inflation nudged up
0.1% and is running at 1.7% year-over-year. Prices also fell at the
producer level, declining 0.7% for the month. We have Japan’s
“Abenomic” monetary easing to thank for the disinflationary growth we
are experiencing. As Japan crushes the value of the Yen many other
countries around the world have once again started to cut rates. This has
been very supportive of the U.S. dollar which has allowed equities to rise
while commodity prices fall.
Germany narrowly avoided recession in the first quarter of 2013, but its
return to growth was not enough to pull the eurozone economy out.
France GDP declined 0.2% and the overall eurozone has now been stuck
in recession for a record six consecutive quarters.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S. Treasuries extended their losing streak, falling modestly for the week
amid stronger than expected consumer confidence and leading economic
indicator reports. This data comes at a time when anxiety has been
mounting the Fed could start cutting back on their bond-purchase
program, suggesting yields could move higher going forward. The central
bank’s steady purchases have been a major factor holding bond yields
near historic lows. However, on Thursday Federal Reserve Bank of San
Francisco President John Williams indicated the purchase program might
taper off as soon as this summer. Meanwhile, although monetary policy
and the underlying health of the corporate sector remain supportive of the
high-yield market in the short-term, we continue to recommend a cautious
stance in this asset class from a long-term perspective. The 2003 to
2007 credit cycle may provide an instructive template on how the current
cycle may eventually play out. Spreads narrowed throughout 2006 even
after the Fed boosted its target lending rate. They continued to trend
lower in early 2007 despite weakening corporate balance sheets. While
these two factors together created a considerable headwind for highyield, spreads still needed a catalyst before reversing direction. That
catalyst appeared in mid-2007 as the Fed’s Senior Loan Officer Survey
indicated banks were actively tightening lending standards. With the
supply of credit to low-quality firms shut down, the high-yield market
declined significantly. In the short-term, we feel spreads likely trend
lower. However, should the Fed begin to phase out its easy monetary
policy programs and the banking sector begin tightening credit conditions,
which may materialize sooner than most market participants anticipate,
the high-yield sector will sell-off significantly.
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Stocks began the week on a positive note following a better than
expected retail sales report. Markets declined Thursday due to concerns
the Fed may soon put an end to its bond-buying program, but bounced
back on Friday with the Dow up 121 points as investors cheered the
rebound in April’s leading economic indicators and the increase in
consumer sentiment. For the week the Dow Jones Industrial Average
rose 1.6%, closing at 15354.40. The broader S&P 500 Index ended 2.0%
higher at 1666.12, while the NASDAQ Composite Index climbed 1.8%
over the five-day trading session to finish at 3498.97.
European equities were also strong. The STOXX Europe 600 Index was
up 1.2% for the week, closing at its highest level since June, 2008. The
Nikkei Index climbed another 3.6%, finishing the week above 15,000 for
the first time in five years. Continued yen strength and expectations that
non-financial Japanese companies will post a 20% growth in pretax
profits for the twelve months ending March 31, 2014 helped boost
Japanese stocks.
Tech giants Cisco and Dell both reported earnings this week. Cisco’s net
income increased 14.5% on 5% growth in revenues. Higher sales of
cloud computing data centers, video, and wireless systems were enough
to offset weakness in the company’s traditional switches and routers.
Cisco stock closed the day up 13%. Dell’s revenues fell 2% as the shift to
tablets and smartphones continues to negatively impact PC demand.
Several major retailers announced their quarterly results as well. Macy’s
same store sales beat expectations despite concerns about cooler spring
weather. Management also announced a 25% increase in its annual
dividend and a $1.5 billion boost to its share buyback program. WalMart’s quarterly U.S. sales were below forecasts, declining for the first
time since 2011.
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Gold fell for a seventh straight session on Friday, its longest streak in
four years, as speculation that the Federal Reserve may soon rein in
monetary easing lifted the dollar. The dollar rose, hitting a near threeyear high against a currency basket, helped by comments from San
Francisco Fed chief John Williams earlier this week that the bank could
begin easing up on stimulus this summer. Constant outflows from goldbacked exchange-traded funds have also undermined the metal. Shares
in SPDR Gold Trust (GLD) dropped nearly 6% this week and are down
almost 15% quarter to date. Oil had a volatile week, registering modest
gains the past two sessions, settling into an almost flat pattern as
contradictory data has pulled the price in two directions. Weak data out
of the U.S., the largest oil consumer, and a growing oil glut continue to
put downward pressure on crude prices. A factor that has had the ability
to limit the impact on supply is the U.S. bottleneck effect, which is the
difficulty in moving large amounts of oil from landlocked production
regions to the coast. China, another one of the world’s major crude
consumers, is also seeing a slowdown in its oil-driven industries.
According to China’s National Bureau of Statistics, the country’s refinery
activity dropped to 9.36 million barrels a day in April, the lowest since
August 2012.
Also announced this week, commercial mortgage-backed securities
(CMBS) delinquencies in the U.S. fell last month to their lowest level in
five years, according to the latest data from ratings agency Fitch Ratings.
Late payment for CMBS declined 19 basis points in April, going down to
7.44% from 7.63% in March. The report went on to note that the total
amount of new delinquencies in April, $747 million, dropped below the $1
billion mark for the first time since February 2009. The apartment sector
saw its delinquency rate fall the most of any individual sector, dropping
from 8.91% in March to 8.38% in April. On the other hand, Fitch found
that CMBS delinquencies rose to 9.82% for the industrial sector in April,
up from 9.41% in the previous month. Analysts expect that the volume of
CMBS loan resolutions is likely to remain strong as the share of real
estate owned assets is at an all-time high, representing 45% of the total
outstanding delinquencies.
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Economic Update
Fed Chairman Ben Bernanke testified this week before a congressional
committee, discussing the central bank’s bond buying program. "A
premature tightening of monetary policy could lead interest rates to rise
temporarily, but would also carry a substantial risk of slowing or ending
the economic recovery and causing inflation to fall further." While he did
not specifically indicate when its controversial stimulus policy, known as
quantitative easing, may slow down, Fed meeting minutes released later
in the afternoon mentioned that some members would like to start
tapering QE as soon as next month.

Economic Indicators, Quarterly Change
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The Commerce Department reported a 3.3% increase in durable goods
orders last month to a seasonally adjusted $222.6 billion after a revised
5.9% drop in March, better than the 1.4% expected by economists.
Excluding transportation, orders increased only 1.3% but demand was
still broad based. Almost every key sector reported higher orders. This
report is often viewed as an indicator of future business spending, but
some economists expect government austerity programs may weigh on
durable goods in the future.
The National Association of Home Builders reported April sales of newly
built, single-family homes rose 2.3% to a seasonally adjusted annual rate
of 454,000 units, according to data from HUD and the U.S. Census
Bureau, 29% above April 2012. This gain builds on a strong upward
revision to sales numbers reported for March (from 417,000 to 444,000).
The inventory of new homes for sale increased slightly, but still stands at
only a 4.1 month supply of 156,000 units.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S. Treasuries extended their losing streak from last week with yields on
10-year notes climbing to their highest levels since March 14 after Fed
Chairman Bernanke said the central bank may cut the pace of bond
purchases if policy makers see signs of sustained growth. However, he
also warned that a step down in purchases does not indicate a one-way
march toward the end of quantitative easing. Because the Fed has made
clear their monetary policy is data dependent, many strategists feel
sensitivity to upcoming economic reports will be even greater than
normal.
Meanwhile, Japanese government bonds plunged during the week, taking
yields to their highest levels in a year. In keeping with its pledge to act as
needed, the Bank of Japan injected funds into the market Thursday,
buying ¥810 billion ($7.8 billion) in JGBs maturing in less than five years.
However, these large-scale bond purchases are reducing liquidity in the
market, which is expected to keep market conditions turbulent. Less than
two months after declaring the Bank of Japan would push down bond
yields to spur economic activity and beat deflation, central bank governor
Kuroda is struggling with an unexpected rise instead. Large purchases of
Japanese government bonds by the BOJ, close to 70% of newly issued
debt, were meant to bring down long-term interest rates, lowering
borrowing costs for businesses and households. Because the bond
market has defied the central bank's intentions, market participants
continue to question the viability of the BOJ’s aggressive fiscal and
monetary stimulus programs.
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The domestic stock market fell on Friday and finished lower for the week
for the first time in five weeks. During the last past week the Dow Jones
Industrial Average closed at 15,303.10, finishing the week down.33%.
The broader S&P 500 Index ended the week at 1,649.60, lower by 1.07%
on the week. The NASDAQ Composite finished lower by 1.14% and
closed the week out at 3,459.14.
J.P. Morgan was in the news this week as the annual shareholders
meeting voted on the separation of Chairman and CEO roles currently
held by Jamie Dimon. The separation of duties was handily voted down
with just over 30% of the vote. Several key board members were also up
for re-election and maintained their seats on the board with well over 50%
approval.
Other companies making news this week were Saleforce.com and
Pandora in the technology sector. Salesforce.com fell over 7% after the
company reported lower profit margin on higher expenses while Pandora
saw its subscriber base increase and the stock jumped up over 5%.
Proctor & Gamble was up Friday after the company announced current
CEO and Chairman Bob McDonald is out and the previous CEO, A.G.
Lafley will return and attempt to reinvigorate sales. Lafley held the title of
CEO previously from 2000-09.
The Nikkei stock market opened up Thursday 2% higher than the prior
day only to finish down over 7% for the day, posting the worst one-day
drop since the earthquake and tsunami back in March of 2011. The
reversal Thursday came after preliminary results for the China
manufacturing Purchasing Managers’ Index dropped to its lowest level in
seven months. The Nikkei Index, despite the drop on Thursday,
continues to be the best performing country with a return just under 40%
year-to-date. On Friday, the market rebounded and finished higher by
3%.
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West Texas Intermediate crude (WTI) sold off this week after myriad
concerns sent WTI to its biggest weekly loss in over a month. Improving
U.S. economic data, including this week’s durable goods orders, sent
trepidation through the market that the Federal Reserve Board may taper
asset purchases sooner rather than later. Reduction in asset purchases
is expected to moderate U.S. and possibly global growth as well as lead
to a strengthening in the U.S. dollar, which would prove a difficult
environment for commodity prices. With U.S. stockpiles of crude oil
sitting at 80 year highs, investors found little incentive to stake long
positions. Furthering the dour mood in the oil markets is anticipation that
increased pipeline capacity out Cushing, Oklahoma will be soon be
online and could create a glut of supply on the Gulf Coast. Bearish
sentiment also got a boost from poor economic data out of China where
manufacturing data came in at seven month lows.
While oil prices slumped this week, gold futures enjoyed their first weekly
gain this month, although prices weakened toward week-end with other
commodities. The trend higher in futures prices narrowed the bifurcation
between the demand seen in the futures market and the physical
markets. While hedge funds remain bearish in the futures markets,
demand for physical gold has surged since the April sell-off. Investors
remain split on whether futures prices would rise to mirror the physical
markets or physical demand would slow, although traders are the most
bullish in a month.
After underperforming the S&P 500 since the financial crisis, hedge
funds continue to have a difficult time in 2013. Goldman Sachs’ quarterly
report on hedge funds found that returns have averaged 5% for hedge
funds versus the S&P’s 15%. The poor performance led to only $5.8
billion in net inflows into funds, the second lowest in a decade according
to industry tracker eVestment.
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Economic Update
Real GDP growth in the U.S. was revised down one-tenth of a point to
2.4% in the final estimate for the first quarter of the year. Growth is
forecast to moderate in the second quarter, but we believe it will likely
reaccelerate in the latter half of the year. Meanwhile the IMF lowered its
forecast for 2013 growth in China to 7.75% from its 8% forecast made
earlier this year. In its statement the IMF recommended China reduce
government involvement in the economy, improve local oversight and
push to increase household incomes.

Economic Indicators, Quarterly Change
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Initial unemployment claims rose 10,000 to 354,000 for the week ended
May 25, but the rolling three-month trend is still declining. Additionally
this week’s data may have been distorted by holiday closures which
prevented five states from completing a full count. The troubled
eurozone reported unemployment hit a record high of 12.2% in April.
Things continue to be the worst for Spain and Greece with both countries
at roughly 27% unemployment. There are some indications the pace of
decline in Europe may be moderating, though, and hopefully that leads to
a turning point in their employment situation.
Personal income was flat in April and consumers cut back a little with
spending decreasing 0.2%. Things may pick up in the months ahead, as
consumer confidence has been buoyed by rising home prices and a
strong stock market as well as an improving jobs market. The consumer
confidence index jumped 7.2 points in May to a recovery best level of
76.2.
Home prices rose 1.1% in March according to Case-Shiller’s 20-city
index. It was the fourth straight increase over 1.0% and is the strongest
run the housing market has seen since the glory days of 2005. Yearover-year gains are now in double-digit territory at 10.9%. Supply has
been tight and has kept sales activity essentially flat for the past six
months, but a rising trend in pending sales suggests sales are likely to
pick up. On the other hand mortgage rates have climbed 50 bps this
month, creating a headwind for prospective buyers.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S. Treasuries slid further this week as a number of positive economic
reports including a strong Chicago Purchasing Managers Index and
higher consumer confidence numbers again led investors to be
concerned over the future of the Federal Reserve’s quantitative easing
program. The yield on the ten-year Treasury hit an intra-day high of
2.20% on Friday, the highest level in more than a year, before finishing
the week at 2.16% as equity prices slid at the end of the day. Stronger
economic data will continue to reinforce the opinion that the Fed would
have the opportunity to end its bond-buying program in the not too distant
future and potentially continue to place pressure on bond prices.

Yield Curves
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Yields on Spanish bonds were on the rise again, extending their first
monthly increase since August. Ten-year yields rose 30 basis points in
May to close the month at 4.44%. Meanwhile German bonds had their
worst month of performance since January. Despite the weak economy
and worsening job market, inflation accelerated across the eurozone to
1.4% in May from 1.2% in April.
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The domestic equity markets started the holiday-shortened week with
strong gains on Tuesday but gave back the gains over the rest of the
week, punctuated by a late sell-off on Friday, and ended mostly lower.
The Dow Jones Industrial Average closed at 15,115.57, losing 187
points, or down 1.22%. The broader S&P 500 Index ended the week
down 1.14% to close at 1,630.74, while the NASDAQ Composite finished
slightly lower by 3 points, or down 0.09%, to close the week out at
3,455.91.
Investors continued to fret over the Fed’s talk of tapering its latest round
of quantitative easing and mixed economic readings. The Personal
Income and Spending report for April was disappointing as income was
flat and spending declined 0.2%. The May Chicago PMI surprised on the
upside, coming in at 58.7 versus the expected 49.3. The University of
Michigan final May Consumer Sentiment Survey rose to 84.5, the highest
level since July 2007. The S&P/Case-Shiller 20-city home price index
gained 1.2 percent for February which followed a 1.0 percent boost in the
prior month. The year-on-year rate, at an adjusted plus 9.4%, was the
highest since May 2006.
With 490 of the 500 companies in the S&P 500 having reported their first
quarter 2013 earnings, about 74% met or exceeded expectations;
however, companies continued to be cautious in their outlooks for the
rest of the year. According to S&P, earnings for the full year 2013 for the
S&P 500 companies are expected to increase about 13% over last year.
International markets declined for the week as disappointing economic
news out of Europe weighed on foreign equities. Some of the data
included weaker than expected retail sales in Germany, a decline in
French consumer spending and an unemployment rate of 12% in Italy
that marked a 36-year high. In Japan, despite rising 1.37% on Friday, the
Nikkei Index ended the week lower by more than 5%.
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Gold prices pulled back on Friday, locking in a second consecutive
monthly decline on signs the pace of coin and bar purchases were
slowing. The 5.4% drop in May marked the seventh monthly drop in the
last eight months for the precious metal as the surge in demand for coins
and bars following the market’s record-setting April selloff faded. The
precious metal extended its losses on separate reports published this
week which showed gains in both consumer confidence and Chicagoarea business conditions this month. Such data could spur the Federal
Reserve to end its stimulus measures sooner, which may limit demand
for gold as a refuge from the inflation that could follow such policies.
Traders note the U.S. central bank’s bond-buying programs have been
key supporters for the precious metal’s prices in recent years. For the
week, though, gold managed modest gains to settle at $1,385.52 an
ounce.
Crude oil finished the week lower, suffering from losses for the month as
well as pessimism among traders over the outlook for energy demand,
which fueled a drop in prices below $92 a barrel. The market also
assessed the Organization of the Petroleum Exporting Countries’
(OPEC) decision to keep its oil production target unchanged despite
worries about energy demand and rising U.S. output. OPEC announced
on Friday it would maintain its current target for oil production at 30
million barrels a day. On the horizon for crude are official China
manufacturing data, which is due out Saturday. Analysts claim a key
factor in the government-sponsored purchasing managers’ index will be
whether the data matches preliminary results from a privately compiled
version from HSBC and Markit, which showed Chinese manufacturing
activity contracting in May. Manufacturing PMIs are expected to weaken
in China, the country with the strongest growth momentum, which could
further disappoint investors. For the week, crude lost 2.26%, settling at
$91.74 a barrel.
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Economic Update
A peaceful sit-in that was an effort to prevent plans to demolish Gezi Park
in central Istanbul has exploded into the largest protest movement Turkey
has seen during Prime Minister Recep Tayyip Erdogan more than ten
years in office. A heavy-handed response by police has escalated the
small protest into outright riots across the country and reveals bigger
issues about freedom of speech and a government that has become
increasingly authoritarian. The Turkish economy grew by about 9% in
both 2010 and 2011, but slowed to 2.2% last in part due to government
measures to prevent the economy from overheating. The unrest in the
country has rocked the nation’s stock market with the Borsa Istanbul
National 100 Index falling as much as 17% during the week from its
recent May 22 high.
Here at home, the ISM's manufacturing index fell to its lowest level since
June 2009. The 49.0 reading for May indicates that manufacturing
swung to contraction territory for the first time in six months. This
conflicts with the less-widely-followed Markit PMI that ticked up for the
month, suggesting manufacturing may not be that bad. The key
divergence between the two was new orders which increased among
Markit’s larger sample size but decreased in the ISM sample. The much
larger service side of the U.S. economy remains firmly in expansion
territory, rising six-tenths to 53.7. The new orders and business activity
components both rose 1.5 points, but at 50.1 the employment component
was essentially flat.
Employment numbers came in better than expected for the month of
May. The U.S. economy added 175,000 payroll jobs against an analyst
consensus of 167,000, although both March and April numbers were
revised downward. Despite the positive May gain the unemployment rate
edged back up to 7.6% from 7.5% due to an increase in the overall labor
force. Professional and Business service sectors led the rise in payrolls
while the goods-producing sectors were basically flat overall. Wages
showed no change for the month after analysts expected a 0.2%
increase. Although positive, this report could have further implications in
the Fed’s decision of whether or not to begin reigning in the QE program
as the unemployment rate actually climbed, albeit very slightly.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Although speculation the Federal Reserve may soon taper its bondbuying program remains strong, U.S. Treasuries finished the week mostly
unchanged. Fears that the market will lose the support of its biggest
buyer have triggered a sharp sell-off since early May, with yields on the
10-year note increasing by almost 0.45%. However, many strategists feel
that even if the Fed does slow its monthly asset purchases, Treasuries
will likely not suffer an additional large drop in prices, given a subdued
outlook for inflation. Meanwhile, in a sign of how investment banks are
trying to satisfy the demand for higher yields amid a low interest-rate
environment, J.P. Morgan and Morgan Stanley are moving to assemble
synthetic collateralized debt obligations. Synthetic CDOs offer investors
a slice of a pool of insurance-like derivative contracts on company
bonds. These are the very same financial instruments blamed for much
of the 2008 financial crisis. During the crisis, synthetic CDOs pegged to
mortgage loans that ultimately defaulted caused losses throughout the
global investment landscape. Their catastrophic impact was denounced
by many politicians and investors, practically eliminating the market for
these highly engineered financial instruments. Now, a group of
institutional investors has asked investment banks to construct synthetic
CDOs again. At the same time, market participants are dipping back into
a related type of security tied to corporate debt, known as collateralize
loan obligations, with more than $35 billion sold this year. Based on these
activities, we feel banks and investors are increasingly willing to ignore
bad memories in an effort to reach for higher returns, suggesting the riskon trade remains pervasive.
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The domestic equity markets had a strong end of the week with gains on
Friday erasing losses from earlier in the week. Markets were positive for
the week after two consecutive down weeks. The Dow Jones Industrial
Average closed at 15,248.12, gaining 133 points for the week, or up
0.88%. The broader S&P 500 Index ended the week up 0.77% to close
at 1,643.38, while the NASDAQ Composite finished higher by 13 points,
or up 0.39% to close the week out at 3,469.22.
U.S. payrolls rose 175,000 last month and a revised 149,000 in April that
was smaller than first reported. The unemployment rate ticked up to 7.6%
in May from April’s 7.5% reading. The steady improvement in the jobs
market signals progress but the report also seemed to give the market
some confidence that the improvements in the job market are not strong
enough to cause the Fed to aggressively taper their bond purchases at
this time. Earlier in the week, the Institute for Supply Management’s
Services Index rose to 53.7 in May, up from 53.1 in April. The reading
shows that the service sector of the economy is stable and should
support economic growth in the 2.0% to 2.5% range.
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With most companies in the S&P 500 having reported their first quarter
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the second quarter of 2012, but the third and fourth quarter estimates
have not come down much and are expected to show very strong results
versus the third and fourth quarters of last year with year over year
increases of over 15% expected each quarter. These estimates may
prove to be too optimistic if economic growth remains below average.
International markets were mostly down for the week as continued weak
economic news out of Europe weighed on foreign equities. However,
European markets rebounded on Friday reacting positively to U.S. jobs
data. In Japan, the sell-off continued as the Nikkei Index ended the week
lower by more than 6%. China also posted a decline for the week as the
Shanghai Composite Index fell for the seventh straight day.
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Crude oil ended the week up 4.81% after the dollar plummeted against a
basket of major currencies with some soft initial job claims data out of the
U.S. Crude also advanced after a weekly report from the Energy
Information Administration (EIA) announced that U.S. crude stockpiles
dropped more than expected last week, easing demand growth
concerns. The EIA weekly oil report showed U.S. crude inventories
plunged 6.30 million barrels and gasoline stocks eased 0.40 million
barrels in the week ended May 31. Analysts expected U.S. crude
inventories to dip, but to only drop about 0.80 million barrels last week.
Traders had been concerned about high U.S. inventory, especially with
last week’s EIA report showing total U.S. crude supplies at 397.6 million
barrels, which brought the inventory to the highest level since at least
1978, the year when the agency said it began collecting the data. For the
latest week, gasoline supplies fell by 400,000 barrels, while distillate
stockpiles, which include heating oil, rose by 2.6 million barrels,
according to the EIA. Crude ended the week at $96.15 a barrel.
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Gold prices tumbled Friday by more than $30 an ounce, for their first
weekly loss in three, after jobs growth data came in slightly better than
expected, driving investors away from the precious metal. Labor
department data showed the U.S. created 175,000 jobs in May, an
increase that exceeded previous forecasts of 164,000. These betterthan-expected figures helped push money back into the dollar and
equities, which is working against bullion. Also announced this week,
investment funds pulled $9.1 billion from commodities markets in April,
the second biggest monthly outflow on record, as fears of tighter
monetary policy prompted second thoughts about the precious metal and
other hard assets. The bulk of net outflows, $8.7 billion, were from
exchange traded products backed by precious metals. According to
Barclays, “poor performance, regulatory uncertainty and ethical
considerations regarding agricultural exposures” all contributed to the
sluggish commodity investment activity so far this year. They went on to
note that the number-one driver of outflows remains the steady
liquidation of physically-backed gold investments.
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Economic Update
The number of Americans filing for first-time unemployment benefits fell
12,000 to 334,000 in the week ended June 8, coming in 16,000 below
consensus estimates. The four-week average fell 7,250 to 345,250 but is
still trending about 5,000 higher than a month ago. Meanwhile continuing
claims continue to trend lower with the 4-week average falling 13,000 to a
new recovery low of 2.967 million. Overall the labor market is steadily
improving which is a source of optimism for the economy.

Economic Indicators, Quarterly Change
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Retail sales jumped 0.6% in May thanks in part to a 1.9% increase in
spending at car dealerships. Even without the automobile component
retail sales were up 0.3%. On a year-over-year basis sales are up 4.3%.
The consumer has so far proved to be resilient in the face of tax
increases which is a positive sign considering the consumer segment
makes up about 70% of our economy.
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The manufacturing sector still looks soft based on industrial production
data for May. Overall production was flat for the month after falling 0.4%
in April. Capacity utilization also fell one-tenth to 77.6% in the month.
Inflation at the producer level heated up a bit in May on higher food and
energy prices, but the core rate remained benign. Headline PPI was up
0.5% as energy rose 1.3% and food rebounded 0.6%, while the core rate
edged up only 0.1%. CPI will be reported on Tuesday which could have
an impact on the Fed’s statement on Wednesday. The market is looking
for more clarification from the FOMC on when they plan to begin tapering
their quantitative easing program.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S. Treasury yields ended the week lower, showing small weekly gains
for the first time in recent weeks. Bond prices move inversely to yields;
as prices increased, yields decline. The benchmark 10-year yield has
seen robust growth since the beginning of May when it bottomed at
1.63%. Since then, it increased over 30%. Nonetheless, the 10-year
treasury yield still remains within an established trading range of 1.50 to
2.30%. The rise in the 10-year yield is pushing the cost of mortgage
financing higher as this rate is used to price long-term mortgage rates,
leading to the recent drop in the refinancing activity.
A lower expectation for future inflation is decreasing investor demand for
inflation protection. Real yield on a 10-year Treasury has moved above
zero for the first time in 18 months. It seems the market expectation for
the Fed to soon trim its monthly bond buying program is the reason
behind the selloff in Treasury Inflation-Protected Securities (TIPS). To
many investors, a potential tapering in QE is an indication the U.S.
economy is on path toward a sustainable recovery. It appears a
correction in the TIPS market was long overdue. For a long time this
market appeared overvalued as implied by persistently negative yields.
The 10-year TIPS yield reached a record low of -0.90% last December,
and just as recently as April it was -0.75%. For the U.S. Treasury, rising
nominal and real yields means higher financing cost on new bond issues.
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Following a more than 200 point rally in the Dow Jones Industrial
Average last Friday, domestic stocks were volatile this week on mixed
economic data, a positive revision in S&P’s U.S. credit rating outlook, a
large selloff in Japanese stocks, and anxiety regarding “quantitative
easing” policy direction statements that might be used at next week’s Fed
meeting. Following three straight daily losses for the Dow, stocks
rebounded Thursday. The S&P 500 Index recorded its best day in five
months, up nearly 24 points or 1.5%. Stocks declined again on Friday
after the IMF lowered its forecast for U.S. growth in 2014 and industrial
production reports came in weaker than expected. For the week the Dow
Jones Industrial Average declined 1.2%, closing at 15070.18. The
broader S&P 500 Index ended 1% lower at 1626.73, while the NASDAQ
Composite Index fell 1.3% since last Friday to finish at 3423.56.
International stocks were also down this past week. The STOXX Europe
600 Index declined 1.2% posting its fourth straight weekly loss. A report
issued on Friday showed the number of people employed in the eurozone
reached its lowest level in the last seven years. In addition, but not
surprisingly, equity index provider MSCI moved Greece from its
developed market index to its emerging market index.
Japan’s Nikkei Index had another tumultuous week, closing down 840
points on Thursday to its lowest level in two months. The yen, having
weakened considerably since November, has rebounded in the last few
weeks leading to increased stock and bond market volatility. Investors in
Japanese equities have become concerned about whether or not now is
the time to take profits after a nearly 80% rise in the Nikkei between
November and mid-May. On Thursday, the yen traded around 94.00 to
the American dollar, its strongest level since early April. Japanese stocks
rebounded nicely on Friday, up 2%, but volatility is expected to continue
going forward.
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Crude oil futures accelerated toward a four-month high on Friday as the
U.S. government’s decision to play an active role arming rebels in Syria
raised concerns about tension in the oil-rich region. Analysts believe this
could prompt the involvement of other regional powers that are key oil
suppliers as well. Although Syria is not a major oil producer, its proximity
to significant oil exporters such as Iran, Iraq and Saudi Arabia weighs on
investors’ minds. For the week, crude gained 1.71%, settling at $97.79
per barrel. Lifted by data showing a larger-than-expected rise in
wholesale prices after a report indicated the Federal Reserve would try to
calm fears over tapering its monetary stimulus program, gold settled
higher this week as well.
The number of new hedge fund launches increased for the fourth
consecutive quarter in Q1, according to the latest Hedge Fund Research
(HFR) Market Microstructure Industry Report. Hedge fund launces in Q1
totaled 297 funds, the third highest quarterly launch total since the
beginning of 2008, narrowly trailing only Q1 of last year, 304, and Q1 of
2011, 298. Equity Hedge strategies led Q1 hedge fund launches with 132
as investors and fund managers were encouraged by strong gains in
both U.S. and Japanese equities. Macro hedge fund launches totaled 93,
while Relative Value Arbitrage saw just 26 new funds launched in the
period, following more than 200 such launches in calendar year
2012. Also announced, hedge fund liquidations declined to 196 in Q1
from 211 and 238 in each of the prior two quarters, respectively. HFR
noted that the average management and incentive fees declined for the
quarter, with the average management fee falling 1 bps to 1.55%, while
average incentive fees declined 15 bps to 18.39%, their fourth
consecutive quarterly decline. In related news, it was announced this
week hedge funds are cutting market exposures across all strategies.
According to a report from the Hedge Fund Monitor in Bank of America
Merrill Lynch Global Research, Market Neutral, Equity Long/Short and
Macros all reduced market exposure with Market Neutral and Long/Short
Equity cutting exposures below historical averages. Hedge fund cash
holdings and net exposures are back to Q2 2007 pre-financial crisis
levels.
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Economic Update
Consumer confidence was up for the third straight month jumping nearly
7 points in June to hit a recovery best of 81.4. Consumers’ assessment
of the present situation is also at a recovery high, and expectations for
the future were up nearly 9 points reflecting rising confidence about the
job market. Stable gas prices and a rising housing market are also
having a positive impact on the confidence.

Economic Indicators, Quarterly Change
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Home prices are surging as the lack of supply has fostered a sense of
urgency amongst some buyers. The Case-Shiller 20-city index rose
1.7% in April following a 1.9% rise in March, bringing the year-over-year
increase up to 12.1%. New home sales were up 2.1% from an upwardly
revised April figure to a 476,000 annual pace in May. Builders are
picking up the pace to try and meet demand, with inventory edging up
4,000 to 161,000 units – a 4.1 month supply.
Real GDP growth for the first quarter got a significant and unexpected
downward revision. The third estimate was six-tenths below the prior and
consensus figures coming in at 1.8%. The downgrade was primarily a
reflection of lower personal consumption expenditures than originally
thought. Expectations are for second quarter GDP to be moderately
positive as well, with growth picking up in the second half of the year.
New factory orders for durable goods pointed to strength in
Manufacturing in May, climbing 3.6% after a matching rise the previous
month. Much of this was tied to strong aircraft sales which helped the
transportation component surge 10.2%, but stripping this out orders still
rose 0.7%. Strength was mostly broad-based, indicating that
manufacturing may be gaining some momentum.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Largely attributable to concerns regarding a tapering in the Fed’s bond
purchase program and an unexpected increase in short-term interest
rates in China, the uninterrupted year-long rally in the bond market came
to an abrupt end as technicals (supply versus demand) overwhelmed the
markets. The yield on the 10-year Treasury note rose as high as 2.64%,
up from 2.16% on May 31 and this year’s low of 1.63% reached on May
2. This sell-off has led to a total return of -2.55% for the Barclays U.S.
Aggregate Index, the worst first half of a year since 1994. At the same
time, the municipal bond market posted its worst monthly loss since 2008,
with investors pulling well over $5 billion from municipal bond mutual
funds in the past three weeks, the largest level of outflows since February
2011. More susceptible to bond fund outflows than other fixed income
asset classes, this sector underperformed the broad market index by a
considerable margin. In a sign of the magnitude of loses, the $3.4 billion
iShares S&P National AMT-Free muni ETF fell by almost 4% for the
month. However, some strategists now feel munis represent an attractive
opportunity given the combination of higher yields and empirical research
indicating virtually all large sell-offs lead to strong rallies, with AA yields
declining by 0.55% on average over the succeeding two to three months.
The largest sell-off occurred in 2008, post the Lehman Brothers failure,
with yields increasing by 1.38%. Because muni yields have recently
increased by nearly 1.00% over the past two months and the current
market environment remains far stronger than the precarious state 2008,
strategists feel downside risk is limited in this sector of the market.
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Domestic stocks rebounded after two straight weeks of declines with
economic data showing increases in durable goods orders, new home
sales and consumer confidence. Comments from Federal Reserve
officials that monetary policy depends on the economic outlook appeared
to ease investor fears about rising interest rates. For this past week the
Dow Jones Industrial Average increased 0.7%, closing at 14909.60. The
broader S&P 500 Index ended 0.9% higher at 1606.28, while the
NASDAQ Composite Index rose 1.4% since last Friday to finish at
3403.25. Volatility continued to reign as the Dow experienced 15 tripledigit moves in June, finishing 1.4% lower for the first monthly decline in
2013. The S&P 500 and the NASDAQ both declined about 1.5% on a
price only basis in June.
Strong economic data out of Japan this week helped the Nikkei bounce
back 3.4% after declining nearly 20% from its high on May 22. European
stocks were also strong as the STOXX Europe 600 Index increased 1.2%
for the five-day trading session after falling to its lowest level in 2013 late
last week. Chinese stocks were exceptionally volatile, falling nearly 6%
on Tuesday intraday on heightened fears of volatile money market rates,
only to close the trading session basically flat. For the week the Shanghai
Composite Index fell 4.5%.
Companies that reported quarterly earnings this week include Walgreens,
Nike and General Mills. Walgreen’s continues to struggle to regain
customers after Express Scripts mishaps and the integration of the
Alliance Boots acquisition. Nike reported strength in the Americas
segment as well as relative improvements in Europe and Asia despite
economic weakness. While General Mill’s earnings were in line with its
recent pre-announcement, the forecast for 2014 was less than expected
as the company cited higher raw materials costs and a slowing economic
recovery.
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Gold surged more than 2% on Friday on end-of-quarter short-covering,
but bullion still posted its largest quarterly loss in nearly 45 years due to
selling amid fears the Fed could wind down its stimulus program. The
precious metal’s 2.3% rally on Friday was impressive because it was
during a session that had little macroeconomic news and no dramatic
movements in other commodities and financial markets. Despite these
end of week gains, bullion is still 23% lower for Q2, its biggest decline
since 1968, according to Reuters. The precious metal ended the week
and Q2 at $1,232 an ounce. Crude oil, on the other hand, bounced back
to post modest gains this week. Analysts point to the Fed officials’
comment that sought to calm investor worries combined with U.S.
economic data and the weaker dollar as factors driving crude’s rally. The
Fed’s bond-purchases program has so far boosted economic growth in
the U.S., the world’s largest consumer of oil. Traders had been worried
that tapering of these stimulus efforts too early could hurt oil demand.
The hottest commodity of late, surprisingly, has been hog futures. Live
hog prices have surged 18% year-to-date and about 40% since
bottoming out in late March. China's Shuanghui International's pending
$4.7 billion deal to take over Smithfield Foods helped to elevate hog
futures. Though some in Congress said they had regulatory issues, hog
prices have risen after the May 29 announcement of the deal.
According to a survey from Morningstar and Barron’s, liquid alternatives,
or hedged mutual funds, are becoming the dominant vehicle for advisors
and institutions looking to access hedged strategies. Alternative mutual
funds saw inflows of $19.7 billion in 2012, while Morningstar estimates
that among funds in its database $7.6 billion flowed out of single-strategy
hedge funds. According to survey data, 61% of institutions said they
used a hedge fund for long/short equities in 2010, while only 26% said
they used hedge funds for long/short exposure this year. 45% of
institutions said they managed long/short exposure through a hedged
mutual fund, up from 38% in 2010. The survey went on to suggest that
advisors see the value of hedged strategies, even if they are using
mutual funds for exposure, as more than 20% of institutions said they
expect alternative investments to make up more than 40% of holdings
over the next five years.
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Economic Update
This week’s major economic report was the June employment released
on Friday which came in stronger than analyst expectations. The U.S.
economy added 196,000 new jobs in June stronger than the expected
155,000, continuing the improving trend we have seen in the last number
of job reports. The unemployment rate remained unchanged at 7.6% as
more workers are seeking out jobs with the improving employment
picture, which is also a positive sign. The bond market reacted
negatively to the report as it bolsters the outlook for the Federal Reserve
to begin tapering asset purchases later this year. The ten-year yield
moved immediately to 2.69%, reaching levels last seen in August 2011.

Economic Indicators, Quarterly Change
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The U.S. auto sales report for June was released on Tuesday which also
came in strong due to the improving economy and higher consumer
confidence. The Ford Motor Company led the growth, reporting a 13
percent increase for its Ford and Lincoln brands. General Motors
reported gains of 6 percent and the Chrysler Group reported gains of 8
percent. These gains were also fueled by increases in pickup and SUV
sales supported by the improving housing and construction markets.
Oil prices moved higher this week largely due to the political unrest in
Egypt, rising above $100/barrel. Though Egypt is not a major oil
producer, it does control the Suez Canal, and its proximity to major
exporters has caused a spike in prices. This oil price rise has yet to be
captured in gas prices and, depending on the course of resolution, it
remains to be seen as to whether prices at the pump will be
impacted. The strong jobs number, which generally reinforces an
accelerating economy, also contributed to the rise in oil prices.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bonds suffered another tumultuous week after Friday’s strong U.S. jobs
report sent bond yields sharply higher. Investors viewed the labor report
as further confirmation that the Federal Reserve will begin tapering off
their bond buying program in the fall. The U.S. 10-year Treasury note
which had stabilized near the 2.5% yield mark earlier this week, jumped
to the 2.72% level. The spike marked the highest yield in two years and
the 20 basis point rise marked the biggest intra-day decline in two years
as well.
European bonds also struggled this week although comments from the
European Central Bank helped pare losses at week’s end. Political
problems in Portugal sparked soaring bond yields across peripheral EU
countries as Portugal’s ruling government struggles to maintain
control. Portuguese 10-year yields spiked over 8% before Thursday’s
pledge by the ECB to keep rates low for an “extended period” helped trim
losses on Friday. Adding to investor angst is the coming show down
between Greece and its lenders as creditors threatened to withhold the
next loan payment unless the nation followed through with agreed upon
public sector job cuts.
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The stock market rallied Friday during a shortened trading week after an
upbeat jobs report Friday morning. The upbeat data pushed domestic
equities into positive territory for the week while emerging markets
continued their decline due to political unrest. During the past week The
Dow Jones Industrial Average closed at 15,135.84, finishing the week up
1.52%. The broader S&P 500 Index ended the week at 1,631.89, higher
by 1.59% on the week. The NASDAQ Composite finished higher by
2.24% and closed the week out at 3,479.38.
International equities continue to decouple as developed international
equities rallied after comments out of the Bank of England and the
European Central Bank while emerging markets declined due to unrest in
Egypt and lowered GDP forecast out of China. On Thursday, as the U.S.
markets were closed, both the Bank of England and the ECB commented
that key interest rates will remain unchanged in the short-term. It was the
comments from ECB President Mario Draghi that sent shares rallying as
he stated “euro-zone interest rates will remain low or go even lower for an
extended period of time.”
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Emerging markets finished lower this week as Egypt dominated the
headlines with the overthrow of President Mohammed Morsi. The
country declared a state of Emergency on Friday ahead of mass protests
to be staged by the Muslim Brotherhood. The political unrest, along with
a stagnant output in China, contributed to a decline in the emerging
markets.
Domestic stocks rallied Friday in a shortened week that saw light
volume. The jobs data came in at 195,000, well ahead of the 155,000
that was expected. The jobs report is being closely monitored as it may
be a signal that the Federal Reserve may begin to taper its bond buying
program.
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Gold fell over 3% on Friday as the U.S. dollar gained strength after a
positive jobs report. Markets are likely reacting in anticipation of the
Federal Reserve’s plan to scale back the current stimulus plan, which
could occur sooner as economic (specifically employment) data improves
further. Gold prices dropped 23% in the second quarter of 2013, the
largest quarterly loss on record, while the U.S. dollar climbed to a threeyear high against other major currencies. The other primary precious
metals, including silver, platinum, and palladium, also dropped
significantly this week. If bond yields remain at elevated levels, or rise
further, the downward trend of gold prices will likely continue as the
attractiveness of the metal against U.S. treasury securities is lessened
Oil prices moved in a different direction this week as political turmoil in
Egypt fueled supply concerns throughout the Middle East. Brent crude hit
$107/barrel on Friday and West Texas Intermediate moved to over
$102/barrel after the Egyptian military expelled President Mursi from
power. There have not been any supply disruptions as
of Friday afternoon, but Egypt is located on the Suez Canal where ships
and pipelines transport over 2.2 million barrels of oil per day, making
political stability in the region a potential issue for oil markets.
In hedge fund news Steve Cohen, billionaire and head of SAC Capital,
will not face charges for his involvement in the insider trading ring that
was run by portfolio manager Mathew Martoma. This is not the first time
Cohen has been accused of involvement with securities fraud, and
investigators say he still could incur civil charges.
Hedge funds have significantly underperformed U.S. equity markets in
2013, posting an average 3.4% gain year-to-date while the S&P 500 has
climbed nearly 13%. Many hedge funds showed losses in June as the
market sell-off caught many fund managers off guard after Ben
Bernanke’s comments regarding the tapering of the quantitative easing
program. Some, however, have still managed to hold up quite well; David
Tawil’s Maglan fund, for example, has posted a 23% gain so far in 2013,
and Niederhoffer Capital Management reported a 30% gain during this
period.
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Economic Update
The FOMC minutes released this week reinforced the main points of the
Fed’s message that they will likely begin tapering QE in September if and
only if the economy remains on a firm trajectory and that rate hikes are
still a long way off. Fed Chairman Ben Bernanke gave a speech
following the release of the minutes that repeated essentially the same
message he gave three weeks ago, the only difference being the market
reacted very positively this time. Essentially QE will slow down if the
economy is doing well, and if the economy is doing well that’s a good
thing for risky assets. If the economy isn’t doing so hot QE will continue
and risky assets will be supported that way. It’s the so-called “Bernanke
put” and markets are finally getting it.
Inflation heated up at the producer level in June, topping consensus
estimates by 0.3%. PPI jumped 0.8% during the month following a halfpercent rise in May. The increase was largely driven by energy prices
which rose 2.9% with gasoline prices surging 7.2%. Excluding food and
energy the core rate firmed 0.2% with a 0.8% increase in passenger cars
being a major contributor. Year-over-year PPI is now running at 2.5%, up
from 1.8% the previous month. Inflation is still relatively tame, but the
recent increases will give hawks at the Fed ammo to continue arguing in
favor of tapering QE.
Initial claims spiked in the holiday-shortened 4th of July week. The
number of Americans filing for first-time unemployment benefits rose
16,000 to 360,000 coming in at the high end of estimates. In addition to
the holiday special factor, claims are difficult to adjust for in July because
of seasonal events like vehicle plant shutdowns. This makes the report
hard to read and it would not be surprising to see this reverse in the
coming weeks.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Largely attributable to comments from Fed Chairman Bernanke
reassuring investors the central bank is not in a rush to taper its bondbuying program, U.S. Treasuries gained for the week. Uncertainties
remain however, as Federal Reserve Bank of Philadelphia president,
Charles Plosser, said they should start reducing purchases by the end of
September, with a goal of ending the program by the end of the
year. Despite mixed messages, most market participants expect the Fed
to announce its plans to taper, some time during the
fourth quarter. Meanwhile, adding to anxieties, investors must now
determine whether individual bonds or bond funds perform better in a
rising rate environment. The advantage of an individual bond is that as
its maturity shortens over time, its price becomes less sensitive to
changes in yields, and, barring default, the bond will mature at par. The
advantage of a fund when yields rise is that rebalancing over time
enables the proceeds to be reinvested in higher yielding securities. Most
strategists feel the benefits of the individual bond usually outweigh those
of a fund, particularly for a passively managed platform targeting a
particular maturity range. However, investors also ought to consider other
factors. Another consideration includes the steepness of the yield curve;
the more positively sloped the curve, the bigger the yield pickup will be
from extending maturities with rebalancing, suggesting funds will
outperform in this environment. Finally, an active manager might be able
to position their portfolios for a rise in yields. Still, under most
circumstances, strategists like individual securities for intermediate and
long-term holdings in a stronger rate setting, and funds or ETFs for short
duration holdings.
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The stock market rallied to new highs this week on encouraging
comments out of the Federal Reserve. This week also marked the
beginning of earnings for the quarter as Alcoa kicked off earnings on
Tuesday. During the past week The Dow Jones Industrial Average
closed at 15,464.30, finishing the week up 2.17%. The broader S&P 500
Index ended the week at 1,680.19, higher by 2.96% on the week. The
NASDAQ Composite finished higher by 3.47% and closed the week out
at 3,600.08.
Developed international stock finished the week higher rising for five
straight days this week. The encouraging comments out of the Federal
Reserve continued to support the markets. The comments were also
supportive for the emerging markets which rose nearly 5% on Thursday,
marking the largest one-day rise over the past 19 months. China alone
rose over 5% on speculation Beijing may take action to stabilize the
economic growth.
JPMorgan Chase (JPM) announced earnings prior to the open on
Friday. The earnings in the second quarter surged up 32% from a year
ago to $6.1 billion. A year ago the bank generated a profit of $4.6 billion,
however, the profits were affected by the trading loss that occurred last
year out of London. Jamie Dimon has come under much scrutiny for
holding the positions of both CEO and Chairman and recently survived a
vote on May 21st that would have called on him to give up his dual role
with the bank. For the year, shares of JPM are up over 26% and closed
Friday at $54.97/share.
Wells Fargo (WFC) also announced earnings that beat expectations and
that stock opened higher on the news. WFC is also beating the broader
index to start the year and is up over 25% year-to-date closing Friday at
$42.63/share.
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Crude oil hit a third straight weekly increase, its longest run of gains
since May, and is forecasted to rise next week as well in a Bloomberg
News survey amid speculation U.S. stimulus measures would continue.
U.S. crude stockpiles shrank, a government report showed earlier this
week, while Federal Reserve Chairman Ben Bernanke called for
maintaining bond purchases to revive the economy. Crude inventories
fell by 9.87 million barrels last week, the Energy Department announced.
It was also announced this week that oil production in non-OPEC
countries will increase at the fastest pace in two decades next year,
according to the International Energy Agency (IEA). Supplies from
outside the Organization of Petroleum Exporting Countries (OPEC) will
increase by 1.3 million barrels a day in 2014 amid booming output in
North America, reducing the need for shipments from the producer
group. According to the EIA, global oil consumption will expand by 1.2
million barrels a day in 2014, up from a forecasted 930,000 this year.
Gold scored its biggest weekly gain in nearly two years on the easing
fears of an early end to U.S. monetary stimulus. This marks the precious
metal’s first weekly gain in four weeks and the biggest percentage climb
since the week ended October 28, 2011, according to FactSet data. This
weeks gains for the metal came as the dollar dropped sharply earlier in
the week following Bernanke’s comments regarding the Feds plans on
quantitative easing. The metal has tumbled around 24% this year on
worries that the Fed would start winding down its bond-buying program.
Having underperformed the S&P 500 in first half of 2013 and performing
slightly higher than the broader real estate investment trust (REIT)
market, office REITs domestically are still trying to gain ground that was
lost in the recession. According to the FTSE NARIET U.S. Real Estate
Index Series, through the end of June, office REITs had total returns of
6.71%, higher than the 6.49% gain for all equity REITs but lower than the
12.5% return from the S&P 500. With the national unemployment rate at
7.6% at the end of June, the small gains in job growth has not translated
into office demand. Analysts are optimistic that with the recovering
economy, albeit slow, could allow office REITs to raise rents during the
remainder of the year.
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Economic Update
The Eurozone manufacturing PMI has been trending higher over the past
year and finally broke into expansion territory in July for the first time in
18 months. This suggests that real GDP is improving in the struggling
region. In contrast, the Chinese manufacturing PMI has hooked down
and declined to 48.7% this month. Differences in monetary policy, with
the ECB keeping rates low while rates in China remain elevated, help to
explain this decoupling. Additionally, the Chinese government showed
its commitment to curbing wasteful government spending this week by
putting a five-year ban on the construction of new office buildings for
state-owned companies and Communist Party agencies. Slower growth
in China puts downward pressure on commodity prices, which is a benefit
to manufacturers in both the U.S. and Europe.
The recent spike in mortgage rates resulted in a slowdown of sales for
existing homes in June to an annual rate of 5.08 million, well below
estimates of a 5.27 million rate and 1.2% below the previous month.
Despite the slowdown median prices continued to rise up 5.5% to
$214,000. More sellers are coming to market with the supply up 0.2
months to 5.2, and they are staying on the market for a shorter period of
time – 37 days in June vs. 41 in May. Meanwhile, new home sales came
in better than expected climbing 16,000 to an annual pace of 497,000 – a
new recovery high. The jump in sales may be attributed to buyers
rushing to make a purchase in the face of rising mortgage rates. Supply
in the new home market is extremely tight with only 3.9 months of
inventory at the current sales rate. Here prices cooled a bit, though, with
the median new home going for 5.0% less in June than the previous
month.
The number of Americans filing for first-time unemployment benefits rose
7,000 to 343,000 for the week ended July 20. As we mentioned earlier
this month, initial claims data in July tends to be distorted as automakers
shut down their plants for retooling and schools close for the summer.
It’s interesting to note, however, that this week’s number, the 4-week
average, and the 13-week average are all right at about the 345,000
mark indicating a flat trend with no discernible improvement or
deterioration.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Taxable bond prices softened this week after a two week rally brought
yields on 10-year Treasuries down to 2.5%. Yields jumped over the 2.6%
threshold before closing the week slightly lower as investors digested $99
billion in new Treasury issuances this week. The rise in yields was also
attributable to investor positioning ahead of potential headline risk from
the Federal Reserve comments and important economic data due to be
released next week. Investors also reversed course on corporate credit
as benchmark credit default swaps ticked up 5 basis points, marking the
first rise in 5 weeks. This comes on the heels of an impressive month
long rally which had substantially narrowed investment grade paper
spreads from the May/June sell-off.
The municipal markets remained jittery as the City of Detroit’s bankruptcy
filing last week continues to rattle investors. Investor concerns are
primarily focused on Detroit’s treatment of general obligation (GO) bonds
as unsecured debt in the bankruptcy filing. This bond treatment could set
a precedent for other municipalities going forward, which is a concern.
Investors had long viewed GO bonds as the safest tranche of municipal
issuance as the bonds are backed by the municipality’s ability to levy
taxes. The result has been continued outflows from municipal bond funds
and stubbornly wide spreads relative to earlier this year.
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Domestic stocks were mostly flat this past week as interest rates climbed
and earnings reports were muted. Despite consumer sentiment reaching
its highest level in six years, all three major indices were down on Friday
for most of the day, but closed in positive territory. The Dow Jones
Industrial Average closed at 15558.83, up 13 points, for its fifth
consecutive weekly gain. The broader S&P 500 Index ended flat at
1691.65, while the NASDAQ Composite Index rose 0.7% since last
Friday to finish at 3613.16.
Japanese stocks declined after five straight weekly gains, falling over 3%
alone on Friday as the U.S dollar fell under the 99 yen level. Stocks in
China were flat for the week after rallying 2% on Wednesday when the
government announced it would take actions to ensure economic growth
does not fall below 7%. European equities as measured by the STOXX
Europe 600 Index were also flat for the five-day trading session, closing
near the highest level since late May. Preliminary PMI releases from
Germany, France and the euro-zone were all slightly better than
anticipated.
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According to Bloomberg, with about 50% of S&P 500 firms reporting
quarterly results, 73% have beaten earnings estimates and 57% have
surpassed revenue expectations, slightly above average. Companies of
note this week were Apple, General Electric, and Chinese search engine
company Baidu. Apple’s iPhone shipments were higher than expected
with especially strong growth in emerging markets. GE’s revenues were
below estimates, but margins were strong and the company repurchased
$10B in shares since January 1st. Baidu reported progress in mobile
monetization, 58,000 new advertising clients, and a 33% increase in its
active customer base.
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Gold eased back on Friday, but stayed on pace for its third straight
weekly gain, as wariness over the U.S. Federal Reserve’s message at
next week’s monetary policy meeting pushed the dollar down. The dollar
slipped broadly against a basket of major currencies, keeping the floor
under bullion, after a Wall Street Journal report suggested the central
bank would not be raising rates any time soon. The precious metal has
gained more than 8% in the past three weeks after the Fed assured
financial markets it would start phasing out its bond buying program
when it was sure the U.S. economy was strong enough to stand on its
own. Physical demand in China has been crucial in supporting gold
prices this year, despite the outflows in ETFs. Data from the Shanghai
Gold Exchange shows that physical deliveries have totaled 1,198.4 tons
so far this year. The exchange delivered 1,140 tons in all of 2012, and
according to the World Gold Council, China could overtake India this
year as the world’s biggest bullion consumer.
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Crude oil dropped this week after a modest decline in domestic oil
inventories gave traders an opportunity to book profits. Oil inventories in
the U.S. fell by 2.8 million barrels to 364.2 million barrels for the week
ended July 19, according to data from the U.S. Energy Information
Administration (EIA). Even though the decline was larger than analysts'
expectations, compared with the three sharp drops in previous weeks,
this wasn’t that sizable. Gasoline stockpiles also fell by 1.4 million barrels
compared to expectations of an increase of 900,000 barrels. Distillate
stocks, which include diesel and heating oil, fell by 1.2 million barrels.
Analysts had expected an increase of 1.6 million barrels.
The talk of the week has been Steve Cohen’s hedge fund, SAC Capital
Advisors, pleading not guilty in regards to being indicated on insidertrading charges. U.S. prosecutors charged the $14 billion hedge fund
with presiding over a “culture where employees flouted the law and were
encouraged to tap their personal networks for inside information about
publicly traded companies.” SAC's illegal practices ran roughly from
1999 to 2010, according to the indictment. SAC and various affiliates
were charged with four criminal counts of securities fraud and one count
of wire fraud.
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Economic Update
Second quarter GDP growth topped expectations coming in at 1.7%, but
it was in part at the expense of first quarter GDP which was revised down
to 1.1% from the previous estimate of 1.8%. Annual revisions also
showed the 12 months leading up to April were weaker than previously
reported. Federal budget cuts have been a drag on the economy, but
consumer spending continued to increase during the second quarter.
Business investment and the housing recovery were positive contributors
as well. This was the first report using the new methodology from the
Bureau of Economic Analysis that includes research and development
and spending on the arts as business investments.

Economic Indicators, Quarterly Change
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Manufacturing showed considerable strength in July with the ISM’s index
jumping 4.5 points to 55.4. This was the strongest reading in over two
years. New orders improved 6.5 points to 58.3, and the production
reading surged 11.5 points to a recovery high of 65.0. Inventories were
down, which given the gain in new orders should equate to expanding
production in the months ahead. This is a very good report and points to
a reacceleration of economic growth for the third quarter.
The number of Americans filing for first-time unemployment benefits fell
19,000 to a five-year low of 326,000 for the week ended August 1.
Despite this decline the payroll numbers for July came in slightly below
expectations. According to the report only 162,000 jobs were added
during the month while the consensus expectation from economists had
been 175,000. Private payrolls accounted for all but 1,000 of the new
jobs as government payrolls turned slightly positive. Federal employment
is still in decline, but the seven-times-larger state & local employment has
hooked up a little. The unemployment rate managed to tick down slightly
to 7.4% partly because 37,000 Americans dropped out of the workforce.
The report probably was not as strong as the Fed had hoped, but it is not
likely weak enough to stall their plans to taper QE in September.
August’s employment report will be all the more important, but with initial
claims looking like they will resume their downward trend and
manufacturing activity picking up, it will likely be a decent number.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Despite volatility earlier in the week, U.S. Treasuries finished modestly
lower as a stronger than expected GDP report was offset by cautious
comments by the Fed along with a weaker than anticipated jobs report.
On Wednesday, the Federal Reserve announced plans to sell fewer
bonds in coming months and the Treasury signaled they plan to reduce
supply of some debt sales as soon as later August, which will mark the
first reduction in auction sizes in three years. The Treasury also
announced they would begin selling in January floating rate debt whose
yields change along with interest rates, a major shift in strategy driven by
investor concerns about rising interest rates. Demand for floating rate
securities sold by companies and banks has risen in recent months as
investors seek protection from increasing yields. The Treasury said the
initial floating rate notes would have a two-year maturity and it plans to
expand into other maturities. The yield will be set based on the most
recent yield of the 13-week Treasury bill auction. U.S. money market
funds, that are required to buy very short-term securities, will be one of
the targeted audiences, according to strategists. “For some investors, the
Treasury floating rate notes may eventually become a substitute for
money funds invested only in Treasury bonds,” said Alex Roever, head of
short-term fixed income strategy at JPMorgan. “The notes will appeal to
investors looking for a very high quality, liquid asset with limited interest
rate risk.”
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The stock market continued its trend in August where it left off in July by
reaching new intra-week highs. This was also the case in Europe as the
region’s benchmark index finished at a two-month high on Friday. During
the past week The Dow Jones Industrial Average closed at 15,658.36,
finishing the week up 0.64%. The broader S&P 500 Index ended the
week at 1,709.67, higher by 1.07% on the week. The NASDAQ
Composite finished higher by 2.12% and closed the week out at
3,689.59.
Making news on Friday were shares of Dell (DELL) that were up more
than 5% to $13.65 on news that Michael Dell and his private equity
partner Silver Lake upped their bid for the company and also agreed to a
new special dividend of 13 cents per share. More importantly, the
company’s special committee had agreed to a voting change so that
abstentions no longer count as opposing votes. Carl Icahn, who owns
8.7% of the company, still feels that the offer is too low and continues to
fight for a price in the range of $15.50 to $18.00 a share.
Also making news in the technology sector this week were shares of
LinkedIn (LNKD), which posted better-than-expected quarterly results.
The company reported earnings of $3.7 million on revenue of $363.7
million. During the same period last year the company earned $2.8
million on revenue of $228.2 million. Several analysts increased their fair
value estimates for the company and the shares were up significantly on
the news rising over 10% to close Friday at $235.28 a share. Year-todate shares of LNKD have far exceeded the market with a return of
105%.
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Gold rebounded on Friday as the dollar dropped after U.S. labor market
reports brought into question the likelihood that the Federal Reserve
would start tapering its commodities-supportive stimulus. These gains
weren’t enough to offset the precious metal’s drop from earlier in the
week, as bullion posted its first loss in four weeks thanks to the dollar
rallying after the European Central Bank chief said eurozone interest
rates would remain low for an extended period of time. Also, gold’s 22%
drop year-to-date is hurting the profitability of gold miners. The world’s
number one gold producer, Barrick Gold, posted an $8.7 billion write
down and cut its dividend by 75% on falling gold prices. On a more
positive note for the metal, holdings of the world's largest bullion-backed
exchange traded fund (ETF), SPDR Gold Shares, were unchanged for a
fifth day this week. Gold ETFs have recorded outflows of nearly 600
tonnes of metal this year, helping push prices down more than 20%.
Crude oil posted gains this week, even though prices fell Friday after
growth in July U.S. non-farm payrolls was lower than expected. Analysts
believe prices had been due for a correction following a sharp two-day
4.7% rise that pushed U.S. benchmark crude to a two-week high. Labor
strikes in Libya, blocking more than 1 million barrels a day of crude-oil
exports, had helped fuel earlier gains. The signals from the job market
suggest that demand growth in the world’s largest oil consumer will
continue to be modest.
It was announced this week that America’s largest hedge funds have
$1.47 trillion in net assets, but more than $1 trillion in debt, according a
new report from the Securities and Exchange Commission (SEC). Due to
Dodd-Frank, the SEC issued the report, the first of its kind, to Congress
last week. The new reporting rules require hedge fund managers with
more than $1.5 billion in gross assets to file quarterly with the SEC.
According to the report, 27% of the $1.47 in net assets could be divested
within a day, 53% of the net assets could be liquidated in a week or less,
and 71% would take no more than a month to sell.
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Economic Update
After being in a sideways channel for the past three months it now
appears that initial unemployment claims are resuming their downward
trend. The 4-week average for the number of Americans filing for firsttime unemployment benefits fell 6,250 to a new recovery low of 335,500
for the week ended August 3. The improving job market further increases
the odds that the Fed will begin to taper QE in September.

Economic Indicators, Quarterly Change
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The service side of the economy showed substantial improvement with
the ISM’s non-manufacturing index climbing 3.8 points to 56.0. This was
the best reading since February, and the new orders component rose
nearly 7 points for its best reading since December. This, along with last
week’s strong manufacturing number, points to improved economic
growth for the third quarter.
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A decline in imports coupled with a rise in exports made for a surprisingly
narrow trade gap in June. The trade deficit improved nearly $10 billion
to -$34.2 billion which was more than $8 billion better than expectations.
While this is backward-looking data, the magnitude of the surprise should
equate to a much-improved estimate for second-quarter GDP. Looking
forward, the Organisation for Economic Co-operation and Development
(OECD) released its composite of leading indicators which showed the
U.S. component at its highest level in five years. The United Kingdom
and Japan are showing signs that economic growth is firming as well, and
although still weak, the Eurozone LEI has turned up. In contrast, LEIs for
Brazil, Russia, and China are all declining.
Chinese, exports and imports for the country both showed strong growth
in July. This could be viewed as a positive, but the longer-term trend for
exports is still declining and imports have been in a sideways channel for
over two years. While iindustrial production and retail sales have both
stabilized, a slowdown in bank loan growth points to further declines
ahead. China’s CPI remained elevated in July at 2.7%, which also
suggests growth needs to remain slower.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Despite volatility earlier in the week, U.S. Treasuries finished modestly
higher as debate persists over the timing of the Federal Reserve’s
decision to scale back its bond-buying program. After a quiet week,
market participants will look for direction from some key economic
releases. Next week’s retail-sales report will be a main gauge of
consumer spending. Other important data points include the nonfarm
jobs report on September 6 and the Fed’s next policy meeting on
September 17 and 18. Meanwhile, the trend in municipal bond fund and
ETFs outflows continued, with investors redeeming from $1B to $1.5B
weekly. Many strategists feel the selling pressure is creating an
opportunity in munis, however, concerns over how Detroit bondholders
will be treated in bankruptcy make it difficult to know when the bond fund
hemorrhaging will stop. On a positive note, traders are starting to see
cross-over buyers stepping into the market. These are insurance
companies and hedge funds who only participate in the muni market
when they can buy munis at levels more attractive than their taxable
alternatives. At the same time, with rates having risen 1.00% to 1.50%
on the AAA scale, the market is seeing the supply side tighten as new
deals become economically unfeasible to refinance. Going forward, we
believe the two biggest risks to the muni market include mutual fund
flows/ETF redemptions and the market's reaction to potential QE
tapering. Despite all of the headwinds against munis, we still believe
there is a significant opportunity to capture attractive long-term returns as
long as the investment horizon is over the next two to three years, not the
next two to three months.
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After finishing slightly higher on Thursday following three straight days of
declines, domestic stocks dropped sharply on Friday, bringing an end to
the Dow’s six-week run of positive returns. Atlanta Fed president Dennis
Lockhart’s statement that the initial taper in the central bank's asset
purchase program could start at any of the three remaining Federal Open
Market Committee meetings this year scared investors. For the week,
the Dow Jones Industrial Average fell slightly, -1.59%, closing at
15425.51. After a record close above the 1700 level last Friday, the
broader S&P 500 Index ended 1.19% lower at 1691.42, while the
NASDAQ Composite Index fell 0.8% for the week to finish at 3660.11.
Chinese stocks rose on Friday following reports that showed industrial
production in July was up 9.7% from 2012, compared to +8.9% in June,
its fastest rate of growth since February. In addition, consumer prices in
China rose at a slower-than-expected 2.7% rate. For the week, the
Shanghai Composite index was up 1.1%. Japanese stocks were down
this week, falling 5.9% for the five-day trading period, as the yen hit a sixweek high on Tuesday. Several stocks of Japanese exporters fell sharply
after reporting poor earnings and cuts to their outlooks. Economic news
from Europe was generally positive this week as German industrial
orders beat forecasts in June to record their biggest rise since October
and British manufacturing growth was above expectations. For the fiveday trading session, European equities as measured by the Stoxx Index
were up 0.6%.
With earnings season winding down, entertainment giants Disney and
Time Warner both reported their second quarter results this week.
Sports-related advertising revenue and solid box office receipts helped
boost Time Warner’s adjusted operating income up 25% for the quarter.
Disney’s The Lone Ranger did not fare as well as TWX’s Man of Steel,
leading the company to post a 36% decline in operating income for the
studio entertainment division. Strength at the theme parks and media
networks divisions helped the Disney company beat analysts’
expectations.
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Gold finished the week higher, as the precious metal posted its highest
gains in almost two weeks on Thursday. The dollar dropped for the fifth
straight session on fears of moves by the U.S. central bank to taper its
stimulus measures next month, which increased demand for the metal as
an alternative investment. Gold gained nearly 2% on Thursday after
having fallen to a three-week low earlier this week, its recovery was
helped by the dollar's slide to a seven-week low. The precious metal
was also supported by Friday's strong data from China that suggested
economic optimism and news of falling mine output in South Africa.
Crude oil extended its rebound on Friday, looking to break a five-day
losing streak and find support on a pickup in Chinese industrial
production, but was still unable to escape from the negative territory over
the week. The Organization of Petroleum Exporting Countries (OPEC),
also announced this week that production by members was the lowest
since March, as supply disruptions in Libya and Iraq undercut output.
OPEC, in its monthly report, expected July output at 30.3 million barrels
a day, down 100,000 barrels from the June production pace.
Hedge fund asset flows were negative for the first time this year in June,
according to figures released this week by BarclayHedge and TrimTabs
Investment Research. Hedge fund investors redeemed a net $8.6 billion
in June, the largest outflow since October 2012 and a sharp turnaround
from an $18.8 inflow in May. Despite this setback, year-to-date inflows to
the hedge fund industry stayed positive at $27.1 billion. In the first five
months this year, the industry took in $35.7 billion, compared with just
$484 million during the same period last year. Also announced this week,
global investors increased their allocations to Asian hedge funds in Q2,
with net inflows to Asian hedge funds exceeding the flows to both U.S.
and European-focused hedge funds, according to Hedge Fund
Research’s Asian Hedge Fund Industry Report. Investors allocated over
$3 billion of new capital to Asian hedge funds, with new inflows
concentrated in Equity Hedge strategies and Japan-focused funds. As of
Q2, total capital invested in the Asian hedge fund industry increased to
over $98.4 billion, the highest level since 2007. Total global hedge fund
industry capital increased by nearly $40 billion to a record $2.41 trillion.
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Economic Update
Inflation remained in check for the month of July thanks to a surprise drop
in energy prices, providing support for further P/E expansion in the equity
markets. Prices at the producer level were much softer than anticipated
coming in flat for the month after a 0.8% increase in June. Excluding
food and energy inflation was still contained creeping up only one-tenth of
a percent. At the consumer level prices eased 0.2% after a half-percent
increase in June. In contrast the year-over-year rate of inflation firmed to
2.0% from 1.8% the previous month. Both the doves and the hawks on
the FOMC will try to find something in this data to make their case to
either taper QE or keep it going, but the bottom line is neither inflation nor
deflation looks to be a threat right now. Inflation is likely to remain well
contained over the next year thanks to slower emerging market growth,
high unemployment, low unit labor costs, and a stronger dollar.

Economic Indicators, Quarterly Change
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Retail sales rose 0.2% in July following an upwardly revised 0.6%
increase the previous month. This was slightly below expectations for a
0.3% increase as a 1.0% decline in auto sales weighed on the number.
Excluding motor vehicle sales retail spending was up 0.5% and the gains
were widespread within the core. Gasoline sales were up 0.9% and a
recent upturn in gasoline futures suggest that retail prices could move
higher this month, which might depress consumer confidence. Overall,
though, spending remains moderately healthy.
The August number for the NAHB Index came in higher than expected for
the third month in a row, climbing three points to 59 when the market was
only expecting a reading of 56. Homebuilder confidence is now at its
highest since the bubble days of 2005. Housing starts rebounded 5.9%
in July to an annual pace of 896,000 while permits resumed a moderate
uptrend climbing 2.7% to an annual pace of 943,000. Despite a full one
percentage point increase in mortgage rates from their recent lows, they
are still low on a historical basis. The rise has had a significant impact on
refinancings, though, which have declined 54% from recent highs.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.

0.0%
-2.0%
Q3 12
Real GDP

Q4 12

Q1 13

CPI (Year over Year)

Q2 13

Unemployment Rate

Source: Bureau of Economic Analysis, Bureau of Labor Statistics

Aug 13th
Aug 13th
Aug 13th
Aug 13th
Aug 14th
Aug 14th
Aug 14th
Aug 15th
Aug 15th
Aug 15th
Aug 15th
Aug 15th
Aug 15th
Aug 16th
Aug 16th

Retail Sales, July Monthly Chg.
Import Prices, July Monthly Chg.
Export Prices, July Monthly Chg.
Business Inventories, June Monthly Chg.
MBA Purchase Applications Index, Wkly. Chg.
Producer Price Index, July Monthly Chg.
EIA Petroleum Status Report, Wkly. Chg.
Consumer Price Index, July Monthly Chg.
Initial Jobless Claims (week ending 8/10)
Empire State Mfg Survey, August
Industrial Production, July Monthly Chg.
Housing Market Index, August
Philidelphia Fed Survey, August
Housing Starts, July
Consumer Sentiment Index, August

0.2%
0.2%
-0.1%
0.0%
-4.7%
0.0%
-2.8M Barrels
0.2%
320,000
8.24
0.0%
59.0
9.3
896,000
80.0

August 16, 2013
[page 2]

MainStreet Advisors
Financial Market Update
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U.S. 10-year Treasuries ended the week at a two-year high for yields as
investors increased bets that domestic economic growth will soon end the
Federal Reserve’s bond purchases at current levels. The move in yields
marked the biggest weekly increase in more than a month. The sell-off
was strongest on the long end of the yield curve as spreads widened
between the 5-year and 10-year Treasuries. At 1.25%, this was the
largest spread in two years. The softness in Treasuries was not limited
to domestic investors as a Treasury Department report indicated foreign
investors have contributed to the recent rise in yields. Total foreign sales
of Treasuries reached $40.8 billion in June which marked the highest
monthly sell-off on record.
The recent sell-off in Treasuries has brought considerable turmoil
throughout the fixed income markets. Corporate bonds rated AAA have
recently started trading with yields above lower rated credits, an oddity
that only happened as recently as 2009 when bell weather financial
company paper was trading on par with junk bonds. The reasoning this
time around stems from the slightly higher duration AAA bonds carry
relative to other bonds. In that context, the move makes sense as
investors have strongly run from interest rate risk to credit risk.
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Domestic stocks continued to show weakness as markets saw their first
back-to-back weekly declines since late June. The stock market was
down for the week despite seeing continued improvement in initial
unemployment claims and tame inflation. Concerns included the rise in
Treasury yields and uncertainties about the timing and extent of tapering
and who the next Fed chairman will be. The Dow Jones Industrial
Average closed at 15,081.47, dropping 344 points for the week, or down
2.23%. The broader S&P 500 Index ended the week at 1655.83, to close
down 2.10% for the week, while the NASDAQ Composite fell 1.57% for
the week to finish at 3602.78.
Economic data showed that the euro zone ended a year-and-a-half long
recession in the second quarter as euro zone GDP expanded by 0.3% in
the second quarter. European stocks got some lift from this news on
Wednesday, but failed to follow through for the rest of the week and only
ended up with a slight gain for the week. In China, the Shanghai
Composite Index ended the week with a gain of 0.8% despite selling off
on Friday. The Hang Seng Index was among the best performers in the
region for the week as it posted a 3.3% gain, its best weekly return for the
year. Japanese stocks declined on Friday but held onto a slight gain for
the week.
With earnings season just about done, the generally positive reporting
period turned a bit negative this week with earnings misses and reduced
guidance from retailers Macy’s and Wal-Mart. The warning from Wal-Mart
was especially concerning as same store sales declined and it halved its
revenue growth expectations for the rest of the year to between 2% and
3%. Another earnings report that investors fretted over came from Cisco
Systems. Despite posting in-line earnings and better than forecast
revenues, Cisco announced plans to reduce its workforce by 4,000
employees or 5%, causing the stock to sell off more than 7% on
Thursday.
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Hedge fund managers have been cutting their stakes in gold ETFs while
many long-term investors appear to be standing their ground despite the
precious metal’s price decline so far this year. The amount of gold held in
bullion-backed ETFs listed around the globe fell by more than 400 metric
tons in Q2, according to a World Gold Council report released this week.
The reduction was “driven by hedge funds and other speculative
investors continuing to exit their positions, predominantly in the U.S.” In
Q2, overall gold demand fell by 12% from the previous quarter to 856.3
metric tons. The report went on to note that ETF outflows accelerated
during Q2 as a number of hedge funds and speculative investors “exited
their positions in reaction to predictions of U.S. economic recovery.”
Despite these outflows, the precious metal closed in on a two-month high
on Friday, leaving prices on course for their biggest weekly gain in a
month.
Crude oil traded near its highest price in two weeks as an escalating
conflict in Egypt weighed on oil prices amid concerns that shipments
through the Suez Canal would be impacted. Traders continue to monitor
the news but the market is better prepared for disruptions due to
alternative sources of supply including the U.S. Traders were also
monitoring a weather system heading towards the Gulf of Mexico which
is home to about 6 percent of U.S. natural gas output, 23 percent of oil
production and more than 45 percent of refining capacity, according to
the U.S. Energy Department.
A number of hedge fund indices reported results for July this week
including the Credit Suisse Hedge Fund Index and RBC Hedge 250
Index with both showing positive results of 0.88% and 1.05%
respectively. Best performing strategies were Market Neutral, Equity
Long/Short and Mergers and Special Situation funds. Also dominating
the news in the hedge fund space this week were the ongoing problems
at SAC Capital which has been indicted for insider trading and is facing
large client withdrawals as a result. Many clients are demanding that
redemptions be accelerated as they fear assets may be frozen as the
case proceeds. SAC has refused the withdrawal requests and indicated
it will follow contractual procedures in meeting client withdrawal requests.
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Economic Update
The minutes from the August FOMC meeting released this week
indicated tapering QE in September was very much on the table, but the
Fed is not firmly committed to it. At any rate, “almost all” participants
indicated they were comfortable with reducing QE, so it is now only a
question of when. Regardless of when they start, the Fed looks to be set
on phasing out QE entirely by mid-2014. The employment report
scheduled to be released September 6 will be the most influential data
point in the Fed’s decision of whether or not to start tapering in
September. With initial jobless claims breaking out to the downside and
the 4-week average 15,000 lower than a month ago, there is decent
potential for a good payroll report and as a result QE tapering in
September.

Economic Indicators, Quarterly Change
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Markit’s preliminary PMI for August increased to 53.9%, and the U.S.
leading indicator increased 0.6% in July from the previous month. These
two data points, along with the declining trend in initial claims, suggest
U.S. real GDP accelerates in 3Q.
There was a big jump in existing home sales in the U.S. in July as a
number of buyers rushed to the market in the face of rising mortgage
rates. Sales rose 6.5% from June to an annual pace of 5.39 million,
beating every estimate from economists, and were 17.2% higher than the
same period last year. 30-year mortgage rates hit a two-year high of
4.58% this week, up 127 bps from the all-time low of 3.31% hit on
November 21, 2012. Prices have also been climbing and are up 13.7%
year-over-year, but so far these are not factors consumers are citing as
reasons not to buy a house. If anything they have instilled a sense of
urgency for buyers who want to get in before it is too late, but this will
likely diminish the future pool of eligible buyers as demand is pulled
forward. Market forces have also resulted in a resurgence of the muchmaligned adjustable-rate mortgages, which have lower rates than 30-year
fixed mortgages and now make up 6% of the application pool -- up from
3% at the beginning of the year. In sharp contrast to existing sales, new
home sales fell well below expectations and data from previous months
was revised lower. The 62,000 drop to an annual rate of 394,000 came
as a surprise given the recent surge in the homebuilder’s market index.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Despite volatility earlier in the week, U.S. Treasuries finished mostly
unchanged as a weaker than expected U.S. home sales report on Friday
tempered speculation the Fed will slow its bond-buying program as soon
as next month. Some strategists feel the rally on Friday reflected a pull
back of negative bets on bond prices along with many market participants
staying on the sidelines in fear the sell-off is not yet over. Yields on 10year notes touched their highest levels since July 2011 earlier in the week
after Federal Reserve minutes showed most voting members of the
central bank are prepared to taper quantitative easing should economic
growth strengthen.
Over the past several years, market participants have invested heavily
into bonds believing these securities would provide a steady stream of
income with little risk of a sharp decline in prices. Between 2009 and
2012, U.S. bond mutual funds and ETFs experienced more than $1 trillion
of inflows, according to TrimTabs Investment Research. However, this
year sentiment toward the fixed income markets turned negative, with
investors redeeming more than $30 billion from these same securities in
August, the third largest monthly outflow ever. This follows a record
$69.1 billion outflow in June, and a $14.8 billion outflow in July. Going
forward, should sentiment remain quite negative, traders feel outflows will
likely continue pulling yields even higher.
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August has historically been a month with the lowest trading volume over
the year and this week was no exception. As the earnings season
continues to wind down and kids are going back to school the news was
very light this week. During the past week the Dow Jones Industrial
Average closed at 15,010.36, finishing the week down 0.47%. The
broader S&P 500 Index ended the week at 1,663.50, higher by 0.39% on
the week. The NASDAQ Composite finished higher by 1.53% and closed
the week out at 3,657.79.
The biggest news of the week is what Wall Street has now termed the
“Flash Freeze.” On Thursday the Nasdaq stock exchange closed
intraday trading for a three-hour period for what has been described as a
technology glitch. Over the past couple of decades, technology and
computers have created a more efficient trading platform, lowered costs,
and leveled the playing field for retail investors; however, it does bring
into play the ability for technology to fail when it is needed the most. As
trading platforms are shut down it reduces the liquidity in the market and
can enhance risk and volatility. The Nasdaq stock exchange is a publicly
traded company under the symbol NDAQ. Market reaction to the
‘technology glitch’ put pressure on shares of NDAQ which finished lower
by almost 4 % on the day after trading resumed.
On Friday morning before the open it was announced by Microsoft that
current CEO Steve Ballmer would retire within the next 12 months. Since
taking over as CEO in 2000 the stock price of Microsoft has stayed
relatively flat. The company struggled to compete in the mobile
technology revolution that has been dominated by Apple and Google.
Ballmer was employee number 30 at Microsoft and will retire as one of
the richest people in the world with an estimated net worth close to $11
billion. The news of his retirement sent shares soaring in the premarket
and Microsoft closed Friday up 7% at $34.76/share.
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Gold struggled to break through a tight trading range and was little
changed on Friday after strong U.S. jobs and manufacturing data added
to concerns about an imminent pull back in the Federal Reserve’s
commodities-friendly stimulus measures. Bullion rose to a two-month
high of $1,384.10 an ounce earlier this week and managed to finish the
week slightly higher. The metal was helped by the start of the Hindu
festival Raksha Bandhan in India, which usually marks a good time for
Indians to buy gold. Gold jewelry demand in Indonesia is also set to
expand to a four-year high as consumers in Southeast Asia’s biggest
buyer join India and China in increasing purchases as prices slump.
Lower prices boosted Indonesia’s total gold demand, including for
investment, 55% to 16.4 tons in Q2 compared with a year earlier,
increasing first-half consumption 11% to 33.4 tons, according to data
from the producer-funded council. The precious metal has slid by nearly
a fifth this year on the back of speculation that the Fed may rein in its $85
billion monthly bond-buying program as early as next month.
Crude oil traded higher thanks to growth in China’s manufacturing sector,
but was unable to escape the red after three days of losses. A
preliminary gauge of Chinese manufacturing activity rose to 50.1 in
August, from 47.7 in July, showing expansion in the vital sector and
calming worries about a potential slowdown in oil consumption. China,
the world’s second-biggest oil consumer after the U.S., is expected to
account for about 40% of the 900,000 barrel-a-day rise in global oil
demand projected for this year by the International Energy Agency (IEA).
Amid strong refiner demand, U.S. crude-oil inventories have dropped by
35 million barrels in the past eight weeks, including the latest decline of
1.4 million barrels, which put stocks at 359 million barrels, the lowest
level since the end of August 2012, according to the IEA.
Strong demand for hedge funds in Europe and North America helped
insure that, for now at least, June is the only month this year in which the
industry has suffered outflows. Hedge funds took in about $5 billion in
July, according to Eurekahedge, recovering some of the nearly $25
billion they lost to net outflows the previous month.
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Economic Update
Real GDP growth for the second quarter was revised up to 2.5% from an
initial estimate of 1.7%, beating expectations. A sharp increase in net
exports led the improvement, but a buildup in inventory was also a
contributor which is not very favorable. Labor market improvements have
been good but economic growth is still far from strong, so it is likely the
Fed will only taper a little in September if at all.

Economic Indicators, Quarterly Change
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Consumer confidence improved slightly in August, according to the
Conference Board, edging up a half-point to 81.5. There was a bit of
weakness in the present situation component which was down 3.1 points,
but the expectation for the future and the outlook for the job market both
improved. The sample for the survey only included data up to August 15,
so the recent pullback in the stock market and the events in Syria which
are almost certain to get the U.S. involved in yet another military conflict
in the Middle East were not yet factors. These events along with the
uncertainty about the next Fed Chairman and the looming political theater
surrounding the debt-ceiling are likely to put downward pressure on
consumer confidence over the next couple months.
The confidence report also revealed a decline in consumers’ plans for
buying a home. This notion was reinforced by a 1.3% decline in pending
home sales in July as higher mortgage rates seem to finally be
discouraging buyers. As a result, existing home sales numbers for
August and September will probably be softer. The rate of home price
appreciation slowed down for the third month in a row according to a
report from S&P/Case-Shiller. U.S. single family home prices for the
largest 20 cities rose 0.9% in June, down from an average monthly gain
of 1.4% from January to May. Year-over-year prices are still up an
impressive 12.1% with the largest gains being seen in Las Vegas, up
24.8%, and San Francisco which is up 24.4%
Things in India are looking rather weak. The country is dealing with
stagflation along with a current account deficit problem and government
turmoil. India’s rupee fell the most in two decades earlier this week and is
down 20.1% so far this year. The recent surge in oil prices risks pushing
India into a recession.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Largely attributable to concerns over the prospect for U. S. military action
in Syria, investor demand for safe-haven U.S. Treasuries increased
driving the bond market higher for the week. However, U.S. government
debt posted its fourth consecutive monthly loss in August, as investors
remained fixated on the anticipated pullback in the Fed’s bond-buying
program. According to J.P. Morgan’s fixed income strategy team, the
Treasuries market has fully priced in a $15 billion reduction in this
program starting in September. After that, strategists feel the central
bank could reduce purchases by another $20 billion in December and
March, before ending the stimulus package in June with a $30 billion
reduction. Because the Fed has been a buyer in the Treasuries market
for nearly five years, the looming prospect of its withdrawal has caused
investors to sell out of bond mutual funds, with approximately $100 million
of outflows over the last three months. At the same time, Fed Chairman
Bernanke said last month that even if the fiscal stimulus program ends in
2014, the central bank would continue to keep short-term interest rates
near zero to continue to support the economy. If the Fed manages to
reassure investors the current monetary policy will be in place for an
extended period, the rise in bond yields will likely remain in check.
Meanwhile, sales of short-term corporate bonds have risen over the past
two months as large global borrowers prepare for the potential of higher
interest rates. In a sign of this change, the share of corporate debt
maturing in ten years or less rose to almost 70% of total U.S. dollardenominated sales last month, up from 47% in January. Strategists
expect this trend to continue, as investors increasingly demand shorter
maturity bonds to help minimize exposure to duration risk.
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Domestic stocks ended August on a down note as continued worry over
Fed tapering and the situation in Syria over-shadowed signs of an
economy continuing to recover. The equity markets traded mostly lower
for the week on continued very light volume, despite a higher than
expected revision to second quarter GDP. The Dow Jones Industrial
Average closed at 14,810.31, falling 200 points for the week, or down
1.33%. The broader S&P 500 Index ended the week at 1632.97, to close
down 1.84%, while the NASDAQ Composite fell 1.86% for the week to
finish at 3589.87.
Second quarter GDP was revised up to 2.5%, confirming that the
economy is still growing and not showing signs of stalling. After-tax
corporate profits rose to a new all-time high of $1.68 trillion in the second
quarter, up 7% from a year ago. European markets were generally weak
as economic data was mixed with a negative reading on German retail
sales, causing some concern amid an uneven economic recovery in
Europe. One bright spot for the week came from China, where the
Shanghai Composite rose 2% over the past week, its best weekly
performance since March. In Japan, the Nikkei Index lost 2% for the
week and finished August with a fourth straight monthly decline.
Both Verizon and Vodafone saw strong price gains Thursday on news
that Verizon is close to buying Vodafone’s stake in Verizon Wireless for
$130 billion. The deal would give Verizon, the biggest cellphone carrier in
the U.S., full control of Verizon Wireless, the faster growing portion of
their business. Vodafone is expected to pay down debt in addition to
distributing a large portion of the proceeds to shareholders, most likely as
a special dividend. Vodafone would also like to expand its wireless
businesses in Europe, Africa and Asia through acquisitions.
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Gold fell about 1% Friday on U.S. jobs reports and news of the conflict in
Syria. Jobless claims declined to 331,000 this week which was a
reduction of 5,000 from the previous week. This data, along with a strong
GDP revision gives the Fed more reason to go through with its plan of
beginning QE tapering as improved economic data is one of the primary
motivations for such action. British parliament rejected the suggestion of
participation in an assault against Syria and U.S. officials admitted that
they did not yet have the evidence needed to move forward with the use
of military force. This apparent delay has quieted the typical rise in gold
prices when global conflicts arise. Despite the slowdown this week, gold
prices have risen nearly 7% in August and silver by over 20%.
Oil futures also moved lower Friday with the news of uncertainty about
U.S. action in Syria. WTI fell nearly 1% to $107/barrel and Brent Crude
dropped 0.3% to $114/barrel. This comes after the market spiked earlier
in the week as major military powers considered taking action against
Assad for his apparent use of chemical weapons. The crude market
appears to be in a holding pattern as news continues to surface with
regards to the assault on Syria.
In hedge fund news, a new report found that over the past six years the
most expensive funds, the ones that charge more than the standard 20%
performance-based fee, have been the best performing managers. An
increasingly competitive environment for hedge funds has caused many
to improve management and performance-based fees in recent years.
Elsewhere, Bill Ackman of Pershing Square reportedly sold his entire
18% stake in J.C. Penney (Ticker: JCP) at a $473 million loss. Despite
Ackman’s loss of confidence in the major U.S. department store, many
hedge fund managers continue to hold major stakes in the firm, including
Soros Fund Management, Perry Capital, Citadel and SAC Capital.
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Economic Update
Manufacturing expanded at a faster rate in August, defying expectations
for deceleration. The ISM’s index rose three-tenths of a point to 55.7,
with the new orders component surging almost five points to 63.2. It’s
interesting to note the inventories component is at a 4-year low and the
spread between inventories and new orders is at a 4-year high. This
suggests manufacturing activity should remain elevated, however rising
oil and material costs are a risk to growth. On the larger service side of
the economy ISM reported the greatest level of strength since the peak of
the last recovery. The non-manufacturing index rose 2.6 points to 58.6
for the month, beating all expectations. The new orders component and
employment components both showed strength, indicating economic
activity and the labor market are likely to pick up steam.

Economic Indicators, Quarterly Change
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Rising tensions in the Middle East and the looming debt-ceiling debate
are likely to weigh on consumer confidence, but so far it has not had a
negative impact on automobile sales. Motor vehicle sales were up a solid
1.9% in August to an annual pace of 16.1 million, the highest rate in six
years. Very low interest rates for auto loans are helping overall vehicle
sales, and the Manufacturing and Energy Renaissances are specifically
supporting truck sales.
Initial jobless claims broke out to the downside during the month of
August, with the four-week average hitting a new recovery low of 328,500
for the week ended August 31. Despite this the August employment
report was somewhat disappointing. Payrolls increased only 169,000
coming up a little short of expectations. Gains in the private sector were
soft at only 152,000 and July’s number was revised down 34,000, but the
strong employment components in the PMIs suggest this should
accelerate. Federal payrolls were flat while state & local governments
added 17,000 jobs. The unemployment rate ticked down to 7.3%, but it
was attributed to a large reduction in the labor force. This will probably
be the most influential piece of data the Fed will look to in deciding
whether or not to taper on September 18, meaning the odds of it
happening this month have gone down. Other data has been strong so it
is not completely off the table, but any tapering announced would likely
be small.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Despite a rally on Friday led by a weaker-than-expected jobs report,
investor demand for safe-haven U.S. Treasuries waned for the week,
driving the bond market lower. Yields on the 10-year note breached
3.00% for the first time in two years before the report, but closed near
2.90%. Year to date, U.S. government debt has lost 4.3%, which would
be the largest annual decline since 1978, according to Merrill Lynch index
data. Meanwhile, the European Central Bank and the Bank of England
have maintained low interest rates even amid budding signs of economic
recovery. ECB president Mario Draghi played down recent signs of a
strengthening eurozone economy, suggesting the central bank’s easy
money policies will remain in place. "These shoots (of recovery) are still
very, very green," Draghi said. The ECB will keep its key short-term
interest rates unchanged at the record low level of 0.5%. Separately, the
Bank of England held its benchmark rate at 0.5%, while also leaving its
bond-buying program unchanged at £375 billion ($585 billion). BOE
governor Mark Carney pledged not to raise short-term interest rates until
unemployment in the U.K. drops to 7%, a threshold bank officials feel will
not be reached until 2016. The eurozone exited a lengthy recession
earlier this year with annualized growth of 1.1%. At the same time,
business surveys suggest similar expansion this quarter, with economies
like Italy and Spain showing signs of stabilizing from downturns led by
high unemployment. Looking ahead, strategists feel government debt
yields should remain relatively stable given stronger economic growth
along with the ECB’s pledge to continue its program to purchase
government debt of “at-risk” countries.
.
Issue

8.30.13

9.6.13

Change

3 month T-Bill

0.03%

0.02%

-0.01%

2-Year Treasury

0.39%

0.52%

0.13%

5-Year Treasury

1.62%

1.85%

0.23%

10-Year Treasury

2.78%

2.98%

0.20%

30-Year Treasury

3.70%

3.88%

0.18%

Yield Curves
5.0%

4.0%

3.0%

2.0%

1.0%

0.0%
2 yr

3 yr

5 yr

U.S. Treasury

10 yr

Muni (Tax Equiv.)*

Source: U.S. Department of Treasury, Standard & Poor's, FTN Financial
*Taxable Equivalent rate is calculated by using a 35% tax margin

SEE IMPORTANT DISCLOSURES ON BACK PAGE. Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.

Source: Merrill Lynch

Source: Merrill Lynch

3/25/2013

11/20/2012

7/20/2012

3/22/2012

2.0%
11/21/2011

50

11/22/2010

3.0%

3/25/2013

150

11/20/2012

4.0%

7/20/2012

250

3/22/2012

5.0%

11/21/2011

350

7/22/2011

6.0%

3/23/2011

450

11/22/2010

7.0%

7/22/2011

U.S. Investment Grade Corporate Bond Yields (BBB-A)

550

3/23/2011

U.S. Investment Grade Corporate Bond Spreads (BBB-A), in bps

September 6, 2013
[page 3]

MainStreet Advisors
Financial Market Update
Stock Market Update

Markets were stronger across the globe to start off the month of
September on a positive note. Strong economic data offset uncertainty
regarding the U.S. response to the chemical weapons attack in Syria.
The lower than expected payrolls report on Friday fueled a stock rally
with investors anticipating that the Fed may possibly delay the end of its
bond buying program beyond September, but volatility set in when
Russian President Putin stated he would aid Syria if the U.S. strikes. For
the holiday-shortened week, the Dow Jones Industrial Average increased
1.2% after four straight weeks of declines, closing at 14992.50. The
broader S&P 500 Index ended 1.4% higher at 1655.16, while the
NASDAQ Composite Index was up 2.0% for the week to finish at
3660.01.
Stocks were strong in Asia this week helped by positive economic news
from China. Chinese data released last weekend showed the Purchasing
Managers’ Index for August rose to 51.0 from 50.3 in July. For the week,
the Shanghai Composite index was up 2.0%. The Nikkei index increased
3.5%, its strongest weekly gain in two months. Japanese automaker
stocks were strong, boosted by double digit increases in U.S. sales.
Economic news from Europe was generally positive this week as well.
PMI measures showed improvement for Germany to its highest level
since July 2011. Even Italy and Spain reported strength in manufacturing
to levels not seen since April 2011. For the five-day trading session,
European equities as measured by the Stoxx Index were up 1.5%.
In company news, Verizon confirmed its plans to purchase the remaining
share of its joint venture with Vodafone. Microsoft announced on Tuesday
it had agreed to buy most of Nokia’s devices and services business in an
all cash deal valued at $7.2 billion. The company hopes to shore up its
presence in the smartphone market where it currently has less than 4%
market share. Apple scheduled a media event in Cupertino for
September 10th, where the company will most likely reveal its latest
version of the iPhone. Analysts predict a less expensive version will also
be introduced for lower-end markets. Apple stock has rebounded 25%
from its late-June low.
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Crude oil prices gained this week amid the rising tension in the Middle
East and signs of declining U.S. oil inventories. Traders noted that the
market shook off a softer-than-expected U.S. jobs report and bought up
contracts to protect against a price spike over potential developments in
White House efforts to gain support for a strike on Syria. Crude prices
have climbed this week on the uncertainty regarding how the U.S. would
respond to claims of the use of chemical weapons by the Syrian
government in their ongoing civil war. Also helping the rise in crude were
inventories falling more than expected last month, according to the
Energy Information Administration (EIA). In a report released this week,
U.S. crude oil inventories fell to a seasonally adjusted annual rate of 1.8
million barrels to 360.2 million barrels for the week ending August 30,
down from 2.9 million barrels in the preceding month. Analysts had
expected U.S. crude inventories to fall only 1.2 million barrels last month.
The stockpile decline was the eighth in the past 10 weeks and comes as
U.S. refiners have boosted their crude consumption amid strikes that
have halted production in Libya. While Libya's oil production has fallen by
more than 80%, U.S. refiners last week processed 15.9 million barrels a
day, the highest such figure for the last week of August in seven years.
Gold rebounded from a two-week low as weak U.S. payrolls revived
prospects for an extension of economic stimulus by the Federal Reserve,
stoking demand for the precious metal as a store of value. The metal
was unable to escape the red though, posting its second consecutive
week of losses. The metal has been pressured for much of this year as
traders bet an improving U.S. economy would lead the Fed to curb its
bond purchases. The Fed's easing programs had drawn buyers to the
precious metal in recent years as investors sought shelter from the
inflation that could follow increased liquidity. As of this week though, gold
is down roughly 18% so far this year.
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Economic Update
The number of Americans filing for first-time unemployment benefits fell a
staggering 31,000 to 292,000 for the week ended September 7. It was
the first reading below 300,000 since May 2007 and the lowest reading
since April 2006. It’s not quite time to pop the champagne, though; the
Department of Labor reported an administrative issue surrounding the
upgrade of computer systems in two states caused fewer claims to be
reported and said “the decrease in filings probably didn’t signal a change
in labor-market conditions.” Still, initial claims have been improving and a
number of other employment indicators including PMI employment
indices and the NFIB’s small business employment index are also
pointing to improvement in the labor market.
Retails sales on the whole for August were somewhat disappointing,
climbing only 0.2% for the month and falling short of expectations.
Automobile sales did very well jumping 0.9% during the month, but
stripping this out retail sales were basically flat. Spending on home
furnishings and electronics & appliances was good, but garden
equipment, apparel, and sporting goods were all weak. This divergence
paints a picture of a “picky” consumer that is being selective about what
they spend their money on. However, recent improvements in consumer
confidence and a decline in gasoline futures over the past couple weeks
might help boost sales in September.
The foreclosure crisis in the U.S. appears to be drawing to a close. The
number of new foreclosure filings fell to an eight-year low in August,
according to RealtyTrac. Daren Blomquist, vice president at RealtyTrac
said "the foreclosure floodwaters have receded in most parts of the
country, although lenders and communities continue to clean up the
damage left behind." In another positive sign for the housing market
Corelogic reported that 2.5 million fewer people were underwater on their
mortgages at the end of June relative to the previous quarter. 14.5% of
mortgage borrowers still owe more than their house is worth, but this is
down from a high of 26% at the height of the crisis.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Despite weaker than expected economic reports, U.S. Treasuries finished
the week mostly unchanged. The bond market has showed some signs
of stabilization as some investors believe the rise in yields over the last
two months is overdone, arguing a further rise could hamper economic
growth. Meanwhile, municipal bonds continue to sell-off more severely
than the rest of the market on credit concerns raised by a bankruptcy in
Detroit. This, along with significant withdrawals from mutual funds and
ETFs, has led to the highest yield levels since 2011. Because individual
investors own approximately 70% of the muni market and tend to
overreact to market news, they can inflate the market’s gains and losses.
As such, these individual investors have sold $20 billion from muni funds
this year, including $9.5 billion since the Detroit bankruptcy. Separately,
borrowing costs for Puerto Rico have risen to the highest levels in more
than four years, as concerns over the financial health of this U.S. territory
escalate. Puerto Rico’s finances are considered weaker than those of
any state because of its budget deficit, high per capita debt load and
unfunded pension obligations of more than $30 billion. This backdrop
has made investors less willing to hold the commonwealth’s debt despite
the attractive tax advantage of also being state tax-exempt. Looking
ahead, strategists expect higher volatility in the muni market as investors
focus on attractive valuations along with considerable mutual fund and
ETF outflows.
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Markets continued their third quarter rally on positive economic data here
and abroad, as well as encouraging diplomatic talks that will likely
eliminate the need for a U.S. military attack on Syria. For the week, the
Dow Jones Industrial Average increased 3.0%, closing at 15376.06, its
best weekly gain since January. The broader S&P 500 Index finished the
week at 1687.99, higher by 2.0%. The technology-heavy NASDAQ
Composite Index rose only 1.7% for the week to finish at 3722.18, as
Apple’s performance weighed on IT stocks.
The rebound in international, especially emerging markets stocks,
continued this week. Positive economic news from China included a
report indicating value-added industrial output rose 10.4% in August from
a year earlier, accelerating from a 9.7% on-year increase in July. August
retail sales accelerated by 13.4% compared to last year, up from 13.2%
growth in July. China also reported exports rose 7.2%, well ahead of
expectations for a 6% increase. In addition, Chinese inflation remained
subdued, up only 2.6%. In Japan, the Nikkei index surged 3.9%,
following a 3.5% increase last week, helped by Tokyo’s successful bid to
host the 2020 Olympic Games as well as news GDP growth reached
3.8% in the second quarter. This was significantly higher than initial
reports of 2.6% growth. European stocks were not as strong, with the
Stoxx Index up only 1.8%, but still rising to a five-year high.
Apple released their new iPhone this week to mixed reviews, with some
analysts disappointed the “cheaper” version of the iPhone will not be
“cheap enough” to expand the market. The stock fell back below the
$500 mark to close the week down 6%. In other stock news, S&P Dow
Jones announced the first "three for three" change to the index since
April 8, 2004. Alcoa, Bank of America and Hewlett Packard will be
replaced by Nike, Goldman Sachs and Visa. The changes will be
effective later this month and were prompted by the low stock price of the
three companies to be removed as well as the index committee's wish to
diversify the sector and industry group representation of the index.
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Gold and silver fell, heading for their biggest weekly drop since June, on
speculation that the Federal Reserve would cut fiscal stimulus next week,
while talks started on a plan for Syria to surrender its chemical weapons.
The Fed will decide to cut monthly purchases of Treasuries to $35 billion
from $45 billion and keep mortgage-bond buying at $40 billion at its
meeting starting September 17, according to Bloomberg. Also, the
perceived decreasing odds of U.S. military action against the Syrian
regime continue to pressure gold as a safe-haven investment. The
precious metal reached a three-month high on August 28th on concern
that the U.S. would initially attack Syria. As of this week, gold has fallen
21% year-to-date as investors lost faith in the metal as a store of value
amid a U.S. equity rally and low inflation. Gold rose 70% from December
2008 to June 2011 as the Fed pumped more than $2 trillion into the
financial system by purchasing debt.
Crude oil also declined this week as disappointing U.S. retail sales and
consumer sentiment data dampened the outlook for energy demand.
Crude prices were already under pressure by the expected easing of any
kind of attack on Syria in the near term. Investors also digested
projections that global oil demand would rise by 1.2% next year. Reports
released this week from both the EIA and OPEC showed a sizeable
production climb from non-OPEC oil producers, including the U.S.
Hedge fund launches and liquidations both declined modestly in Q2, as
U.S. regulators eased restrictions on the marketing of hedge funds.
According to the latest report from Hedge Fund Research (HFR) a total
of 288 new hedge funds launched in Q2 this year, a slight decline from
the 297 launched in Q1, but represented a year-over-year increase from
the 245 funds launched in Q2 of last year. Hedge fund liquidations in Q2
were also in line with the prior quarter as 190 funds closed, a slight
decline from Q1, which saw 196 liquidations. The current number of
active hedge funds, including fund of hedge funds, rose to a 5-year high
of 10,009, approaching the record number of 10,233 established in 2Q
2008. The report also noted the industry-wide average decline of hedge
fund management and incentive fees.
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Economic Update
There was a lot of market moving news surrounding the Fed this week,
beginning with Larry Summers’ withdrawal from consideration for the
Chairmanship. Janet Yellen is now the frontrunner, but regardless of who
is ultimately chosen the simple fact that it won’t be Summers is probably
more important as it eliminates widespread concern that monetary policy
would take a hawkish turn. This removes a potential headwind for equity
and bond prices, and both markets responded favorably to the news.
Markets got another boost on Wednesday when the FOMC made an
unexpected one-eighty turn with regards to its policy stance on
quantitative easing. The Fed view at the end of July that QE tapering
was “likely” to begin “later this year” is now merely a possibility. The
timeframe for tapering to be completed by June 2014 seems to have
been extended as well. Any future decisions by the Fed are going to be
data-dependent, so keeping tabs on incoming economic data will be the
best way to gauge the next policy move.
Inflation at the consumer level remained tame in August with headline
CPI edging up only 0.1% for the month and the year-over-year rate
easing to 1.5% from 2.0% in July. Gasoline prices have been falling so
far in September with the end of the summer driving season and as
tensions in the Middle East have subsided. Gasoline futures indicate
prices will continue to drop at the pump, which will help CPI remain low
and be a boost for consumer confidence.
One place where inflation is not in check is India which is currently seeing
prices rise at a 6.1% annual rate and has seen its currency fall over 14%
against the U.S. Dollar so far this year. In an effort to prevent inflation
from spiraling out of control, the new governor of the Reserve Bank of
India, Raghuram Rajan, made a bold and unexpected move this week by
raising interest rates a quarter-point to 7.5%. Rajan, the former chief
economist at the International Monetary Fund, seems undeterred by the
challenges he faces and the difficult choices he has to make saying
"some of the actions I take will not be popular. The governorship of the
central bank is not meant to win one votes or Facebook likes.”

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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The U.S. Federal Reserve dominated news in the fixed income markets
this week after the committee refrained from reducing the $85 billion a
month purchases of bonds. The news stunned investors as expectations
had reached a near consensus that purchases would be tapered by $20
billion at the meeting. Treasury prices soared after the announcement
with the 10-year Treasury bond rallying the most in almost two years.
Yields, which had topped 2.88% to start the week, dipped as low as
2.69% before ending the week up at 2.74%. The move spurred a new
flurry of corporate debt issuance as companies look to lock in the low
rates after months of rising yields.
The Fed’s decision had ramifications beyond the U.S. as emerging
market currencies rallied after months of weakness. The result was a
drop of 0.22% in emerging market borrowing costs. Some of the
countries hardest hit by capital outflows since the Fed first hinted at
tapering were the biggest beneficiaries. Local currency Thai bonds
posted their biggest sales since 2010 after global funds bought $1.2
billion of debt. Mexico’s peso denominated bonds also outpaced the
broader emerging market average with yields dipping 0.34%.
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The equity markets experienced low volume early in the week ahead of
the Federal Reserve meeting that took place Tuesday and Wednesday.
Upon the announcement of the Fed’s continued quantitative easing, both
domestic and international equity markets rallied more than 1%
Wednesday afternoon as both the Dow Jones Industrial Average and the
S&P 500 Index reached record highs. Equities sold off Friday on news
one FOMC member said the Fed might start to curb its bond buying
program as soon as next month; underscoring the volatility markets have
been experiencing lately. The Dow closed Friday at 15,451.09, finishing
the week up 0.5%. The broader S&P 500 Index ended at 1,709.91,
higher by 1.3% compared to last Friday’s close. The NASDAQ Composite
Index rose 0.7% and finished the week out at 3,774.73.
International stock markets also rallied significantly on the Fed news. The
MSCI EAFE Index rose 2.6% on Wednesday and finished the week
higher by 2.3%. Stocks in Europe closed at their highest level since June
2008 on Thursday, but sold off slightly on Friday ahead of this weekend’s
elections in Germany. The emerging markets were the best performing
equity asset class after the Fed’s announcement on Wednesday, rising
by over 4% that day, but also sold off Friday to finish the week higher by
only 2.1%.
Fiscal first quarter revenues for Oracle were up 4% y/y excluding
currency, while EPS grew 12% to $0.59, ahead of consensus estimates
of $0.56. The EPS upside was due to better than expected margins on
improved sales productivity and cost controls. Highlights included
strength in new license and cloud sales as well as growth in hardware
support revenue. Over the last 12 months, ORCL has returned 90% of its
cash flow to shareholders through dividends and share repurchases. In
other corporate news, Caterpillar’s retail machine sales continue to
experience weakness, including a 30% decline in Asia in the month of
August.
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Crude oil dipped on Friday and was set for a weekly loss as the market
assessed demand prospects after the Federal Reserve said that the
world’s largest economy isn’t yet strong enough to withstand the
withdrawal of monetary stimulus. Also effecting crude this week were
reports that Libya’s oil output would be increasing. Libya’s production is
said to rise from 700,000 to 800,000 barrels a day. In the wake of the
massive flooding over thousands of square miles in Colorado, reports
emerged that at least 5,250 gallons of crude had seeped into the South
Platte River in the north central part of the state. The oil was leaking from
damaged petroleum tanks and inspectors have yet to reach many of the
sites due to most of the roads remaining inaccessible.
Gold fell the most in a week on Friday after Federal Reserve Bank of St.
Louis President James Bullard stated that a “small taper” in fiscal
stimulus would be possible next month, dampening demand for the metal
as a store of value. Gold had previously jumped 4.7% earlier in the week
when the Fed made it known that it would maintain its current pace of
monthly bond purchases.
Investors poured $2.2B into non-traded real estate investment trusts
(REITs) last month, sending 2013 fundraising past a full-year record and
returning money to the industry after payouts from takeovers and public
offerings. In a report from the Investment Program Association, nonlisted equity REITs have raised $12B this year, surpassing the previous
record of $11.5B raised in 2007.
U.S.-based hedge funds have bounced back from the financial crisis
better than those in other regions and currently account for 73% of total
hedge fund industry assets. According to new research from Preqin, U.S.
funds have added $150B to their assets under management (AUM) yearto-date, primarily driven by performance. For comparison purposes,
Europe-based hedge funds have added $33B to their AUM year-to-date.
U.S.-based hedge funds dominate that segment of the industry,
managing $508B, or 65% of all fund of funds capital. Also, according to
eVestment, the industry saw inflows totaling $19.6B in August, the
largest on record so far this year.
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Economic Update
Consumer confidence declined 2.1 points to 79.7 in September as a
decrease in the expectations component pulled the number down. In
contrast, the present situation component was up 2.3 to 73.2, revealing
some strength underneath the headline. The growing contentiousness
of the debt ceiling debate is a headwind, but gas price declines are
supportive of consumer confidence. Meanwhile Europe is seeing
stronger confidence surveys in Germany and France, and Italian
confidence hit a two-year high.

Economic Indicators, Quarterly Change
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Initial unemployment claims data has stabilized and there are no special
factors clouding the report for the week ended September 21. Claims fell
5,000 to 305,000 sending a clear message that layoffs are definitely
down and the rate of that decline has accelerated. The four-week
average continued to breakout to the downside hitting a new recovery low
of 308,000 – more than 20,000 less than a month ago. This should
provide additional support to consumer confidence in the near term.
New home sales jumped 7.9% in August to 421,000 but still came up a
little short of expectations. The rise was largely attributable to a decline
in mortgage rates, which have fallen 38 basis points from their recent
highs. New homes have been coming to market with inventory up 6,000,
but supply still fell to 5 months from 5.2 due to the increase in the rate of
sales. Home price appreciation is slowing according to the Case-Shiller
20-city index which rose 0.6% in July, compared with 0.9% in June and
1.7 and 1.9% the two months before that. Pending sales for existing
homes fell 1.6% in August pointing to slower demand, but lower
mortgage rates should help to extend the housing recovery.
The new governor of the Reserve Bank of India, Raghuram Rajan,
provided an encore to last week’s rate hike by announcing this week that
the Bank’s primary inflation gauge will change from the Wholesale Price
Index (WPI) to the Consumer Price Index (CPI). This is an important
change because policy rates are currently 7.5% which indicates real
interest rates are positive relative to WPI (currently 6.1%) but negative
relative to CPI (10.8%). This suggests further rate increases are likely
out of India.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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For the third straight week, U.S. Treasuries finished higher as demand for
safe haven assets increased amid speculation a political standoff over the
U.S. budget will lead to a government shutdown. In a sign investors
remain cautious about the current market environment, the yield on the
10-year Treasury note has dropped close to 0.40% from the 3.01% level
reached on September 6. Looking ahead, many strategists feel demand
for Treasuries will likely remain robust until Congress resolves to raise the
debt ceiling, ending concerns of any risk of a government default.
Meanwhile, municipal bond market volatility remains high as rating
agencies have started to revise their evaluation methodologies again.
Three years ago Moody’s and Fitch Ratings “recalibrated” tens of
thousands of municipal bond ratings, arguing a uniform rating scale
based on the probability of default would more directly map to other asset
classes, specifically corporate bonds. Standard & Poor’s, while not
formally recalibrating its ratings scale, also implemented several rating
criteria methodology changes. Recently, it appears the ratings agencies
are once again refining their rating methodologies, now with increasing
occurrences of downgrades. In general, there have been no fundamental
changes in the risk profile of the affected bonds, but rather a revision in
the rating agencies approach to assessing credit strength. Unfortunately,
investors may perceive these downgrades as a new trend of overall
weakness in municipal bond fundamentals. Although this has the
potential to continue to contribute to lower valuations and reduced
liquidity in the short-term, we are optimistic municipal bonds can recover
from currently oversold conditions.
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Equity markets closed out the last week of the month and the third
quarter on a down note after three strong weeks as investors digested
mixed economic data and worried about a possible government
shutdown next week. For the week, the Dow Jones Industrial Average
declined 1.1%, closing at 15258.24. The broader S&P 500 Index ended
1.1% lower at 1691.75. The NASDAQ Composite Index rose slightly,
0.2%, for the week to finish at 3781.59. For the month of September, the
indices were up 3.0%, 3.6% and 5.3% respectively. There was a fairly
large dispersion between index price performance in the third quarter as
the NASDAQ finished 11.1% higher, the S&P 500 closed up 5% and the
Dow increased only 2.4% since June 30.
European stocks were down to start the week after weekend elections in
Germany showed Chancellor Angela Merkel will likely struggle to form a
coalition government. On a positive note, the euro-zone “flash” composite
PMI reached a 27-month high of 52.1, slightly ahead of expectations. The
European Stoxx Index declined 0.7% for the week, but was up 4.7% in
September and over 9% for the third quarter of 2013. Investors took
profits in Chinese stocks after a strong rally. The Shanghai Composite
Index decline 1.5% this week, despite a report on Monday showing
China’s manufacturing activity jumped to a six-month high in September,
beating expectations. New export orders were positive while output and
overall orders grew at a faster rate than the prior month. The index closed
up 4.8% in September. Since the end of the second quarter, Chinese
stocks increased 10.7%. In Japan, the Nikkei index was flat for the week,
up 10% in September, and 7.8% for the third quarter.
JC Penney stock fell near a 13-year low due to concerns about the
company’s liquidity position heading into the holiday season. New Dow
Jones Index member Nike reported its first fiscal quarter of 2014 results
and the stock jumped over 5% on the news. Despite a 1% decline in
sales in China, the company announced an 8% increase in worldwide
revenues along with higher gross margins.
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Gold reached a one-week high on Friday, moving the precious metal out
of negative territory for the week as uncertainty over the U.S. budget and
jitters on the outlook for Federal Reserve policy fueled buying interest.
The metal managed to post modest gains this week as many weighed
the possibility of politicians continuing to “kick the can down the road”
and not address the fundamental fiscal challenges facing the U.S. Gold
surged to record highs, over $1,900 an ounce, after the last debt-ceiling
fiasco in 2011.
Soybeans rose this week, heading for a quarterly gain, after surging U.S.
export sales signaled steady demand from China, the world’s biggest
importer and consumer. Net export sales of soybeans more than tripled
to 2.82 million metric tons in the week through September 19 from a
week earlier, the U.S. Department of Agriculture reported this week.
Wheat also managed to post gains this week, while corn was little
changed.
Crude oil slightly declined this week as traders weighed the looming U.S.
budget deadline and its potential to weaken the dollar, which could lead
to higher prices for dollar-denominated crude. Also contributing to oil’s
price were reports that the United Nations is investigating more chemical
attacks in Syria. Oil prices had been falling in recent days as tensions
over Syria eased and the U.S. and Russia agreed on a U.N. chemical
arms draft resolution. The oil market followed developments in the Middle
East and North Africa closely for possible disruptions to oil supply and
transport in the region. Also announced this week, the Organization of
Petroleum Exporting Countries (OPEC) would increase crude shipments
by 1% next month as they seek to maximize flows before refineries are
shut down for maintenance. OPEC, which supplies nearly 40% of the
world’s oil, will raise exports by 230,000 barrels a day to 23.9 million a
day.
Natural gas futures rebounded from a five-week low earlier this week as
traders closed out positions in expiring October contracts. Natural gas for
electric power generation in the U.S. has slipped 14% during the first
seven months of this year, compared with the same period last year,
according to the Energy Information Administration (EIA).
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Economic Update
The Federal Government shut down on Tuesday and remains closed with
the exception of essential services. As it stands now the deal
Republicans want in exchange for raising the debt ceiling includes a
package of substantial entitlement reforms, changes to the ACA
(Obamacare), and other concessions. To say the Republicans and
Democrats are far apart on this is an understatement, and Democrats are
pressing their political advantage and refusing to provide the GOP with
even the slightest concession to allow them to save a little face and end
the shutdown. Republicans are not winning the public relations battle at
the moment so we may see some Republicans break ranks soon in order
to pass a clean continuing resolution. In the meantime, the odds of a
technical default, where the debt ceiling is not raised before the Treasury
runs out of cash, are rising quickly.

Economic Indicators, Quarterly Change
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The much-anticipated September employment report was not released
today on account of the government shutdown. We did however get
initial unemployment claims data which came in at 308,000 for the week
ended September 28. The four-week average continued to trend lower
suggesting the labor market continues to improve. Furloughed
government workers will not be included in future reports but contractors
affected by the shutdown will be included.
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ISM’s manufacturing PMI ended the quarter with another solid report
climbing to 56.2. It was the best reading since 2011 where comparisons
against softer rates of growth made gains appear more substantial.
Growth on the service side of the economy slowed with the nonmanufacturing survey falling 4.2 points to 54.4 for the month. Despite
this activity, the third quarter as a whole accelerated which bodes well for
GDP growth in the quarter.
Silvio Berlusconi suffered a humiliating defeat in Italy when he ordered
his party members to cast a vote of no-confidence against Prime Minister
Enrico Letta. About one third of the party members publicly said they
would not force Berlusconi to abandon his bid to topple the government.
This is a positive for risky assets in Europe and could finally mark the
beginning of the end for Berlusconi’s political career.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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After rallying over the last three weeks, U.S. Treasuries finished mostly
unchanged as investors await a resolution to the government shutdown.
In a sign of ongoing concerns over the debt ceiling and technical default,
many money managers have sold T-Bills maturing closest to the debt
ceiling deadline, purchasing longer maturity securities. This move has
caused the short-term yield curve to invert with a 0.19% yield on the onemonth bill and a 0.03% yield on the three-month, the largest inversion
since September of 2008. Looking ahead, most strategists expect
Treasuries to trade in a tight range until the government reaches a budget
deal. Meanwhile, trading in high yield bonds has slowed to levels not
seen since 2008, with volumes dropping by 18% relative to the first half of
the year. Investment grade bond trading, although supported by
Verizon’s record $49 billion sale last month, has also slackened falling
13% during the same period. Many market participants are now more
reluctant to sell high yield bonds due to liquidity concerns, as the
country’s biggest banks continue to trim holdings in the face of higher
capital requirements set by the Basel Committee and risk-curbing rules,
introduced by the Dodd-Frank Act. At the same time, uncertainties
regarding tapering of the Fed’s bond-buying program have slowed
demand for “risk-on” securities. Until these uncertainties get resolved,
strategists expect volume in this sector of the market to remain below
average.
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The government shutdown took effect as no deal was finalized at the
eleventh hour putting the equity markets on high alert. The first trading
day after the shutdown the equity markets sold off only to recover the
following day. Economists put more emphasis towards the looming debt
ceiling as an imminent risk facing the economy and the markets. A
government shutdown is one issue, but a default on U.S. debt could put
additional strain on the equity markets.

Weekly Change
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Overall for the week the markets have been volatile, but finished the
week relatively flat. The Dow Jones Industrial Average closed at 15,
072.58, down 1.22% for the week. The broader S&P 500 Index ended
the week down 0.07% to close at 1,690.50, while the NASDAQ
Composite finished up 0.69% to close the week out at 3,807.77.
The European markets ended the week slightly negative posting a return
of negative 0.64% while emerging market equities continue to be one of
the better performing equity asset classes with a return of 2.43% for the
week. The Federal Reserve’s delay of the tapering of the bond buying
program has put upward pricing pressure on the emerging markets as
most of the countries continue to fight off inflation. This week the Bank of
India raised its short term lending rate by a quarter percentage point to
7.5%, as the country contends with a high inflation rate.
The most anticipated IPO since Facebook (FB), Twitter, announced on
Thursday after the close that it has filed for an initial public offering and is
looking to raise over $1 billion. This news sent shares of Tweeter Home
Entertainment (TWTRQ) up over 600% before the stock was halted as
investors confused the company with the Twitter debut. Another notable
IPO was Potbelly’s Sandwich Shop (PBPB) which opened up Friday at
$14/share and finished higher by almost 120% to close its first day of
trading at $30.77/share.
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Crude oil prices dropped earlier in the week on concerns over weak
near-term refiner demand, along with the potential consequences of the
shutdown. These concerns were overshadowed, however, by worries
over a potential disruption from a tropical storm in the Gulf of Mexico.
Several oil companies announced late this week that they would be
removing personnel from offshore rigs as a precaution as Tropical Storm
Karen approached, and were closely monitoring forecasts to alter
operations at refineries if needed. Worries about the storm tempered
earlier losses that were fueled over fear that near-term inventories were
too high as refiners reduce operations on a seasonal basis. The Energy
Information Administration (EIA) released figures that showed that U.S.
refiners cut their crude-oil processing rates to the lowest level since early
June, helping crude stocks climb much higher than expected, by 5.5
million barrels in the week.
Gold fell this week on speculation that the effect of the partial U.S.
government shutdown would be short-lived, crippling demand for the
precious metal as a store of value. On top of this, the massive Comex
sell order earlier this week sent the price below $1,300 an ounce, which
played a major role in the metal reaching its biggest weekly drop in three
weeks. Gold was able to recover, but unable to escape the red for the
week.
The impact on hedge funds of the October 1 government shutdown is
beginning to play out. While the Securities and Exchange Commission
(SEC) remains open due to its ability to self-fund for a few weeks, its
“sister agency”, the Commodity Futures Trading Commission (CFTC),
has shut down. These are the agencies that provide oversight to the
securities and commodities markets that hedge funds trade in, along with
supporting rule-making, registration, and the examination systems that
backbone the hedge fund industry. Forbes notes that the CFTC closure
could not have come at a worse time as the agency is just at the point of
putting in place a large number of their Dodd-Frank mandates including,
most importantly, the creation of the swap execution facilities for
derivative trading. If the shutdown drags on and the SEC runs out of
funding, analysts foresee its closure plunging the industry into unknown
territory. During previous government shutdowns, hedge funds had little
regulation or oversight, which is certainly not the case today.
Issue

Current1

Change

1,337.36

1,309.82

-2.06%

Crude Oil Futures

102.72

103.63

0.89%

Copper

331.90

329.90

-0.60%

Sugar

17.74

18.48

4.17%

HFRX Equal Wtd. Strat. Index

1,176.79

1,178.30

0.13%

HFRX Equity Hedge Index

1,120.03

1,124.75

0.42%
-0.03%

HFRX Equity Market Neutral

0.4%
0.2%
0.0%
-0.2%
-0.4%
-0.6%
-0.8%
-1.0%
-1.2%
-1.4%
-1.6%
-1.8%
DJ UBS Index

NAREIT

HFRX Equal Wtd Index

Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research

Year to Date Change

6.0%
4.0%
2.0%
0.0%
-2.0%
-4.0%

Previous Week

Gold

Weekly Change

934.44

934.12

HFRX Event Driven

1,535.03

1,541.35

0.41%

HFRX Merger Arbitrage

1,551.76

1,551.47

-0.02%

Dow Jones UBS Commodity Index

128.01

127.26

-0.58%

FTSE/NAREIT All REIT

160.04

157.43

-1.63%

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.

-6.0%
-8.0%
-10.0%
DJ UBS Index

NAREIT

HFRX Equal Wtd Index

Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research

Opinions herein are as of the publication date; they are not statements of facts and may include “forward-looking statements” which may or
may not be accurate over the long term. Report includes candid statements and observations regarding investment strategies, asset
allocation, individual securities, and economic and market conditions. Statements, opinions or forecasts not guaranteed; actual results could
differ materially. Do not place undue reliance on forward-looking statements. We disclaim any obligation to update or alter any forwardlooking statements.
MainStreet Advisors performance results reflect time-weighted rates of returns based upon MainStreet Advisors hypothetical model
strategies. Hypothetical performance results reflect the reinvestment of dividends and other earnings as well as the deduction of
management and transaction fees. Performance does not reflect additional fees charged by institutions which utilize MainStreet Advisors
investment advisory services. In some cases, performance reflects the quarterly rebalancing of assets based upon MainStreet Advisors
Tactical Asset Allocation Models.
Past performance may not be indicative of future results, and the performance of a specific individual account may vary substantially from
performance presented herein. Therefore, no current or prospective client should assume that future performance will be profitable or equal
the performance results reflected herein. In calculating account performance, MainStreet Advisors has relied upon information provided by
various sources believed to be accurate and reliable but cannot be guaranteed. All past recommendations are available upon request.
Investments in equities, fixed income, mutual funds, and exchange traded funds involve risk and may lose value.
Different types of investments involve varying degrees of risk, and there can be no assurance that any specific investment will be profitable.
MainStreet Advisors investment strategies may involve portfolio turnover, which could negatively impact the next after-tax gain experienced
by an individual client.
MainStreet Advisors displays its performance results in addition to the market index that it believes represents a similar strategy in terms of
asset allocation (stocks, bonds), generally accepted investment objectives (growth, income, or balanced), style benchmarks (growth, value,
or core), geographic allocations (US, Foreign, or Global), sector allocation potential, and cap size objective (small cap, mid cap, or large
cap). The index is shown in order for clients to make a comparison of performance for the designated time period. However, the indices
shown above may not completely reflect the risk or volatility of the overall market or of the risk taken by the MainStreet Advisors program.
The indices shown are not intended to be an absolute benchmark for the MainStreet Advisors program due to the fact that clients may not
be able to duplicate exact holdings in the indices shown. MainStreet Advisors programs may reallocate some or all assets in the program
to cash in response to market conditions, and MainStreet Advisors programs utilize a flexible management strategy with regard to equity
selection, cap size, style, and asset allocation. It should be noted that market indices are always fully invested and holdings are limited to
the index charter. The market index used for comparison is an unmanaged index and is a common measure of performance of the relevant
stock markets. They are not available for direct investment.
Any investments purchased or sold are not deposit accounts and are not endorsed by or insured by the Federal Deposit Insurance
Corporation (FDIC), are not obligations of the Bank, are not guaranteed by the Bank or any other entity, and involve investment risk,
including possible loss of principal. MainStreet Advisors and Bank are independently owned and operated. MainStreet Advisors is an SEC
registered investment advisor. Form ADV Part II is available upon request.
120 North LaSalle Street, 37th Floor
Chicago, Illinois 60602
312.223.0270 direct
312.223.0276 fax
www.mainstreetadv.com

MainStreet Advisors

MainStreet Advisors
Financial Market Update

October 11, 2013
[page 1]

Economic Update
On Wednesday President Obama nominated Janet Yellen to be the first
female chairman of the Federal Reserve. The nomination removes an
uncertainty that has existed since around July and should reassure
markets and restore some clarity in Fed communications. Yellen is
dovish when it comes to monetary policy, therefore, with her nomination
and the current government shutdown the market should expect a further
delayed phasing out of QE. Yellen still has to clear Senate confirmation,
but it should not be too difficult for her to get unanimous Democratic
support and enough Republicans to clear the 60-vote hurdle.

Economic Indicators, Quarterly Change
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The weekly initial jobless claims number was up drastically for the week
ended October 5. Claims surged 66,000 to 374,000 for the week, but
about half of that gain can be attributed to a backlog of applications in
California from a computer changeover last month. (Furloughed federal
employees are not counted in this data.) Still, about 15,000 claims were
attributed to non-federal employees affected by the government
shutdown. With the ongoing issues in California we can’t give any
significant weight to these nebulous readings.
The partial shutdown of the Federal Government continues to deprive
economists of some of their favorite data. The international trade
balance data from the Commerce Department, retail sales numbers from
the Census Bureau, and the Producer Price Index (PPI) from the Bureau
of Labor Statistics all went unreleased this week. This gives us a chance
to report some lesser-observed things in the economy, like weekly U.S.
lumber orders which have picked up again recently. The correlation
between lumber orders and housing starts has been 97% since 1996, so
this is a good sign for the new home market. There was also further
evidence of the Energy Renaissance as the seasonally-adjusted weekly
U.S. crude oil production surged to a 24-year high, helping the U.S. beat
out Russia for the title of world’s #1 energy producer; this has huge
implications for the future of U.S. manufacturing strength as well as our
national security.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Similar to last week, U.S. Treasuries finished mostly unchanged as
investors continue to await a resolution to the government shutdown.
Officials from China and Japan increased their holdings in U.S
government debt over the past two weeks, suggesting the ongoing fiscal
gridlock has not reduced demand from foreign central banks. Strategists
feel this is a positive sign, as these countries represent key funding
sources for the U.S. to finance its budget deficit. Foreign investors own
nearly half of all outstanding Treasury debt, with China and Japan each
holding more than $1 trillion.
Looking ahead, although the short-term outlook for the fixed-income
market has grown clouded, most market participants expect interest rates
to eventually rise, as the U.S. economy is likely to normalize within the
context of a slow recovery and subdued inflation. Although, the Fed’s
decision to maintain their existing quantitative easing program at $85
billion in bond purchases per month may have temporarily stalled the
move to higher rates, we feel it has done so at the risk of increasing
market volatility. As Treasuries remain expensive, in our opinion it is
prudent to maintain an underweight exposure to this sector across all
durations. We believe the best way to diversify against interest rate
exposure is through underappreciated credit opportunities. Compelling
prospects exist in certain investment-grade corporate and municipal
credits, as the rating agencies’ struggle with their methodologies has
increased market uncertainty around spread products.
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Most major equity markets were surprisingly positive this week
considering the volatility experienced due to political infighting in
Washington; the government shutdown and the debt-ceiling deadline, the
announcement of the nomination of Janet Yellen to lead the Federal
Reserve Bank, and the rumors on Thursday of a deal being reached in
Congress. The Dow Jones Industrial Average posted its largest singleday gain since January, up 323 points, on Thursday. For the week, the
Dow was up 1.1%, closing at 15237.11. The broader S&P 500 Index
ended 0.8% higher at 1703.20. The NASDAQ Composite Index declined
slightly, -0.4% for the week to finish at 3791.87. It was the NASDAQ’s
first weekly decline after five straight increases.
International stocks were also positive this week despite increased
volatility and the downward revision in the International Monetary Fund
global growth forecast from 3.2% to 2.9%. A weakening outlook for
emerging markets like India and China drove the revision. European
stocks as measured by the STOXX 600 Index closed out the week up
0.6% after similar volatility, despite mixed economic data from England
and France. The Bank of England announced it will keep interest rates
low, indicating they might stay low until 2016, at which point it is predicted
unemployment will finally fall below 7%. In Asia, the Nikkei Index
increased 2.7% for the five-day trading session. After a week long holiday
in China, the Shanghai Composite Index finished 2.5% above its preholiday close.
Earnings season began this week with Alcoa reporting profits ahead of
expectations and affirming its 7% increase in global aluminum demand
this year. The company has been cutting production costs by closing
high-cost smelters, as well as focusing on making lightweight aluminum
products for cars and planes as a way to offset the aluminum industry
glut. Wells Fargo reported a slowdown in its mortgage business as rising
interest rates crimped customer demand for mortgages throughout the
quarter. In early September, home loan refinance applications fell to their
lowest level since November 2008. Higher revenues from other
businesses helped to offset some of the decline in mortgage banking.
Trust and investment fees increased to $3.28 billion from $2.95 billion in
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Gold broke a three-day losing streak on Friday but still ended the week in
the red as its safe-haven appeal lessened, and the dollar rebounded on
signs that the U.S. Government was taking steps towards resolving its
budget standoff. On top of this, soft physical demand, lack of economic
data, along with outflows from gold-backed exchange-traded funds
(ETFs) have also weighed on the precious metal. Analysts believe gold
could stay below the $1,300 an ounce threshold for the near future due
to lack of strong fundamentals.
Crude oil hit a 14-week low earlier this week after government data
showed inventories climbed much more than expected, as refiners
sharply reduced operations due to operational snags and seasonal
maintenance. Crude oil stocks rose 6.8 million barrels last week, the
biggest weekly rise since mid-September 2012, says the Energy
Information Administration (EIA). At 370.5 million barrels, inventories are
at their highest level since mid-July and 6.7% above the five-year
average for the week. The EIA went on to warn of significant risks posed
by any economic fallout from the political standoff in the U.S. and the
sharp currency depreciation in many emerging markets that could
undercut its projections. The agency boosted its forecast for global oil
demand growth by 100,000 barrels a day, to 1 million barrels a day for
this year and left 2014 growth forecasts unchanged at 1.1 million barrels
a day. The EIA also boosted its forecast for oil output outside the
Organization of the Petroleum Exporting Countries (OPEC) by 360,000
barrels a day. This rise would surpass expected oil demand growth, thus
putting pressure on OPEC to reduce supplies or lower prices.
Even though hedge funds are having a difficult time outperforming the
broader market this year, the industry is still on pace to beat 2012
returns. According to research released this week from eVestment,
hedge funds rose an average of 1.7% last month, ending Q3 up 2.4%,
and have returned an average of 5.7% through the first nine months of
the year. On an annualized basis, the industry is on pace to return 7.7%
this year, slightly ahead of 2012’s 7.2% increase.
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Economic Update
The big news from Washington is that the shutdown has ended with a
Wednesday night scramble and an early Thursday morning signature
from President Obama. The government is now funded through January
15th and the debt “cushion” extends through February 7th, when the
President and Congress will go through this process again (hopefully with
less pain). Employees can return to work, government functions are
open, and markets can breathe easy for the time being. With that said,
this temporary bill does not address all of the issues that have come into
play during this political mess, so it is possible that we see a similar
situation again in January. Citigroup Chief Equity Strategist Tobias
Levkovich warns “Kicking the proverbial can down the street does not
address the long-term fiscal imbalances … Averting disaster should not
be confused with problem solved.”

Economic Indicators, Quarterly Change
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Upcoming data releases will likely be affected by the wake of the
shutdown, so Q4 GDP and other economic points may be inconsistent for
the time being. The U.S. outlook continues to remain favorable now that
the political confusion has subsided for a short time, and we look ahead
to the anticipated QE tapering in the first quarter of 2014.
One data point that is still available despite the government shutdown is
homebuilder confidence. Homebuilder confidence slipped for the second
month in a row in October, falling to 55 from a recovery peak of 58 in
August. Uncertainty in Washington was cited as a special negative this
month, but supply constraints on both labor and available lots was also a
factor. Despite the slide, the index is still showing the best readings in
nearly ten years.
Several industry districts noted expected increases in capital spending in
the coming months, including manufacturing and high-tech services,
according to the Philadelphia, Cleveland, Kansas City, and St. Louis
surveys. This comes as a welcome indication of potential strength in the
industrial sector in 2014, although some isolated districts did continue to
highlight modest or low growth to come.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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The U.S. bond markets returned to relative normalcy after Congress lifted
the debt ceiling and averted a potential default on U.S. debt. Yields on 1month Treasury bills soared over .34% early in the week as investors
shunned paper maturing closest to the deadline set by the Treasury.
That move inverted the yield curve out to two years and caused
significant problems in the repo markets. After a deal was reached,
yields plummeted below 0.05% where they had averaged for most of the
year. Longer term debt also rallied on the news with investors
speculating that the government shutdown would trim fourth quarter GDP
and reduce the possibility of the Federal Reserve tapering their asset
purchases this year.
With the Treasury market functioning normally again, the corporate bond
market is expected to resume operating at full capacity. After strong
issuance in September, sales of corporate bonds sank 44% in October as
political uncertainty prompted companies to hold back on tapping the
capital markets. With the Washington deal in hand, companies are lining
up to issue new paper and fund capital needs through year end.
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Domestic equity markets had a positive week and saw the S&P 500
Index reach a new all-time high. The deal to end the shutdown and move
the debt ceiling deadline to February has only postponed the political
dysfunction for a few months. The equity markets for the time being will
get back to focusing on corporate earnings and the economic health of
the country. The Dow Jones Industrial Average closed at 15,399.65,
gaining 163 points for the week, or up 1.07%. The broader S&P 500
Index ended the week up 2.42% to close at 1,744.50. The NASDAQ
Composite Index also finished higher, up 3.23% for the week to close at
3914.28.
International equity markets were mostly higher for the week as news that
China’s economy grew at 7.8% in the third quarter met expectations and
represents its fastest growth rate this year. European stocks as
measured by the STOXX 600 Index closed out the week up 2.0%, near a
five-year high. Japan’s Nikkei stock index climbed 1.1% for the week, its
second straight weekly gain. In China, the Shanghai Composite Index
climbed on Friday but ended the week down 1.5%, giving back some of
the previous week’s strong gains.
Earnings season moved to the forefront this week as several large bell
weathers reported third quarter results. The earnings so far, with around
70 S&P 500 companies having reported, have been mixed with some
notable misses and beats. IBM missed on revenues, showing a decline
of 4% in revenues versus the year ago period, and saw its shares fall to a
52-week low. Among the companies reporting better than expected
earnings included Abbott, Pepsi, Johnson & Johnson, Charles Schwab,
General Electric, and Google. Investors reacted positively to Google’s
report and pushed the stock price over $1,000 per share on Friday.
Google saw its revenues grow sequentially and year over year and the
company was able to increase its gross margin to 60.6%. Google also
increased its cash and short term investments to $56.5 billion on strong
free cash flow for the quarter. The next couple of weeks of earnings
reports should give investors a clearer picture of whether or not fourth
quarter earnings will come in as strong as expected.
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Gold held near $1,320 an ounce on Friday, heading for its biggest weekly
gain in two months on expectations that the partial U.S. Government
shutdown will lead the Federal Reserve to postpone tapering of its
stimulus program. It could have been an even stronger week for gold
had a rally in global equities on Friday not curbed demand for the metal
as an alternative investment. The MSCI All-Country World Index of
stocks extended a rally to a five-year high after China’s economic growth
accelerated. The precious metal had leaped 3% earlier in the week after
the deal to re-open the U.S. Government and a downgrade to the
country’s sovereign rating by a Chinese rating agency knocked the
dollar, prompting a rush among over-extended shorts to cover. The
metal’s 20% drop this year has largely been due to speculation that the
Fed’s $85 billion monthly bond-buying program, which had driven gold
higher by keeping a cap on interest rates while fueling inflation fears, will
be tapered. Barring a miracle, gold is headed for its first annual drop
since 2000 as investors lost faith in the precious metal as a store of
value.
The price of oil rebounded around $101 a barrel on Friday, boosted by a
bounce in China’s economic growth, along with traders awaiting the
release of official figures on domestic stockpiles of crude and gasoline.
Crude dropped earlier in the week as investors weighed the economic
impact of the 16-day government shutdown. The main support for oil
came from data released by the Chinese government, which showed the
world’s second-largest economy grew by an annual 7.8% in Q3,
improving on the two-decade low figure of 7.5% posted in Q2. With the
regular supply report from the Energy Department postponed this week
by the shutdown, investors went to the American Petroleum Institute
(API) instead. The API announced that U.S. stocks of crude rose by 5.9
million barrels last week, nearly doubling analyst expectations.
Industry analyst Preqin reports that hedge fund performance could finally
be on track to match the returns of 2012, with year-to-date figures of
7.17% through the end of Q3, compared with 7.37% through the end of
September 2012. Investor sentiment towards hedge fund performance
has improved over the past 12 months, according to the data provider.
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Economic Update
The holidays are upon us and the outlook for the holiday shopping
season looks increasingly positive as the Rasmussen indicator of
consumer confidence has increased over 10% since the government
shutdown ended on October 17th. The decline in gasoline prices, which
is a major tailwind for retail sales, is another indication that the holiday
shopping season could be boosted as consumers have more
discretionary money to spend in retail. Gallup polls suggest that
Americans plan on spending more than they have in each of the past five
years this holiday season. Despite the poll being taken during the
government shutdown, the average response was up 2.1% from the
figures quoted in last year’s poll, suggesting accelerated holiday sales.
Employment was mixed this month as nonfarm payrolls came in below
consensus at 148,000, but the unemployment rate did tick down to 7.2%.
The latter figure is likely due to decreases in the worker pool rather than a
genuine decline in the unemployment rate. Although the September
number was weak, the August figures were revised up to 193,000 from
the original 169,000. The government shutdown had affected weekly
jobless claims during the past few weeks and is likely still affecting
headline employment numbers as well. Claims did settle this week at
350,000, down from 362,000 and 373,000 in the prior two weeks, so
normalization does slowly seem to be returning to the data.
New factory orders rose 3.7% in September, significantly overshooting
the consensus estimate of 2.3%, but all of this gain can be attributed to
transportation (specifically aircraft) orders as the index, excluding
transportation, was flat. Taking into account auto production gains and
high-tech equipment, the expectations for overall business investment in
equipment is only slightly above flat for the third quarter. Weekly
automotive production has climbed nearly 8% over the past quarter and
this, among other production increases, has led to increased production
in raw goods, such as steel (up 1.7% in the past three months). Another
production positive: unfilled orders for core capital goods bumped up
0.6% to a new record high, suggesting optimism for further business
investment in Q4.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Stronger demand for safe-haven U.S. Treasuries drove the bond market
higher amid speculation the economy is recovering too slowly for the
Federal Reserve to begin reducing its bond purchase program soon.
Looking forward, uncertainties in the market are apt to continue as the
recent government shutdown likely reduced consumer and business
spending this quarter, clouding the economic growth outlook further.
Even as a last minute deal was reached last week to suspend the debt
ceiling, budget negotiations will resume in early 2014, likely triggering
another round of political brinkmanship. Given weakness evident in the
latest employment report, many market participants expect the Fed to
delay quantitative easing tapering until at least March. Because of this,
the ultimate size of the Fed’s asset holdings will grow by an estimated
additional $500 billion. QE3 is now expected to increase these asset
holdings from the current level of $3.5 trillion to $4.2 trillion, causing
several Fed governors to express concerns about the ultimate size of the
central bank’s balance sheet. Although unlikely, at some point the
Federal Reserve might need to curb its bond purchase program to reduce
costs, even if labor market conditions have not improved substantially, a
worst case scenario that could lead to a considerable adverse market
reaction.
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Most major equity markets finished higher compared to last week. The
long awaited release of the September unemployment report boosted
stocks on Tuesday as it raised expectations the Fed will continue its bond
buying program for the foreseeable future. Markets were volatile midweek as investors digested earnings news and mixed economic data.
The Dow Jones Industrial Average edged up 1.1%, closing at 15570.28.
The broader S&P 500 Index finished up 0.9%, to 1759.77, a record close.
The NASDAQ Composite Index increased 0.7% for the week to finish at
3943.36.
International markets were mixed as European stocks were positive while
Asia suffered losses. The European STOXX 600 Index ended up 0.5%.
Germany’s DAX index closed at record levels, despite the first decline in
German business confidence in six months. The FTSE Index in the UK
jumped 1.5% for the week, as the Office for National Statistics reported
GDP grew 0.8% in the third quarter, up slightly from 0.7% growth in the
previous three-month period; the strongest growth rate since the second
quarter of 2010. In Asia, the Nikkei Index suffered its biggest percentage
loss since early August on Friday, down 2.8% as the dollar fell below its
200-day average of 97.30 yen. Investors in China were focused on a
sharp rise in money market rates as the Shanghai Composite index fell
2.8% since last Friday, despite positive economic data regarding strength
in Chinese manufacturing.
According to Zacks Investment Research, total earnings for the 212 S&P
500 companies that have reported results as of Thursday morning are up
8.1% from the same period last year, as 68% beat earnings expectations
with a median surprise of 2.5%. Total revenues for these companies have
increased 3%, with 42% beating revenue estimates. Of note reporting this
past week were General Electric, McDonald’s, Johnson & Johnson and
VF Corp. GE’s third quarter sales were below expectations, but lower
operating costs led to a 120 basis point improvement in industrial margins
compared to the year-ago quarter. McDonald’s better-than-expected
margins and improved cost controls offset softer international revenues.
Strength in recently launched drugs for diabetes, cancer, and heart
disease helped boost Johnson & Johnson’s gross margins by 240 basis
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Gold hovered around one-month highs this week and is set for its second
consecutive weekly gain on the notion that sluggish U.S. data could
persuade the Federal Reserve to keep its stimulus intact well into next
year. The precious metal fell to a near three-year low in June on the back
of speculation that the Fed was set to curb its stimulus program, a key
driver of higher gold prices. The two-week government shutdown earlier
this month boosted expectations that the U.S. central bank would delay
such a move until at least early next year, which helped drive the metal
this week. Also, positive economic news out of China, the world’s
second-largest gold consumer, helped support prices of the metal.
Crude oil prices were slightly higher on Friday, taking a break from a $4a-barrel slide this week on rising inventories and weak refinery demand.
News of better-than-expected U.S. durable goods orders helped frontmonth crude move higher, but analysts caution that the near-term
outlook remains weak. Government data this week showed the U.S.
pumped crude at its fastest rate since 1989, while stockpiles rose during
the U.S. fall refinery maintenance season to the highest level since June.
Domestic inventories rose by 5.25 million barrels last week, compared
with expectations of a 1.7-million-barrel rise. In the key Gulf Coast
region, where refinery operations were slowed by maintenance and
unplanned outages, higher inventories are now sufficient to cover 25.3
days of refiners’ needs, a four-year high for this time of year. The U.S.,
the world’s biggest oil consumer, will account for about 21% of global
demand this year, almost double China’s share, according to forecasts
from the International Energy Agency. Saudi Arabia, the world’s largest
oil exporter, announced this week that it was beginning to reduce
shipments in response to a possible surplus in supply.
Hedge funds saw another strong month of inflows in September.
According to the latest asset flows data from eVestment, investors added
an estimated $16.95B in September, a strong showing following August’s
large inflows. Performance gains increased AUM by an additional
$34.2B, or 1.27%, resulting in AUM increasing 1.9% last month, the
industry’s largest asset increase since February 2012. eVestment went
on to note that in Q3, investors allocated approximately $42.2B, which
was the largest quarterly allocation since Q1 2011 and second largest
since the financial crisis
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SEE IMPORTANT DISCLOSURES ON BACK PAGE.
1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
The FOMC announced Wednesday that the quantitative easing policy will
remain in place and rates will remain unchanged for the time being. The
Federal Reserve will continue to purchase $40 billion of mortgage-backed
securities and $45 billion of long-term treasury securities each month, but
this action will be more data dependent than has been the case in the
past. The levels at which the Fed has indicated it will take action continue
to be a 6.5% inflation rate and a 2.5% inflation rate, but no additional
clues were given about when a supposed tapering of the quantitative
easing will begin.
Manufacturing continues to show strength in the United States as
measured by the ISM Manufacturing Index. The index came in at 56.4
this month, marking the best reading since early 2011. The leading
factors in the report, new orders and new export orders, which indicate
domestic and foreign demand, respectively, both came in strong at 60.6
and 57.0. This data goes along with yesterday’s Chicago PMI reading
that significantly exceeded analyst expectations, showing a reading of
65.9 versus consensus estimates of 55.0. This jump was the third largest
gain since data has been collected (data collection began in 1967) and
the largest monthly bump since the early 1980’s. These two
manufacturing reports create a strong basis for improved production in
the U.S. which will likely flow into other sectors of the economy.
Spain announced finally that the recession is over after two years.
Spanish GDP in Q3 2013 moved up 0.1%, but a continued recovery may
be difficult to achieve as domestic demand is still very low and CPI
numbers are showing levels close to deflation. Retail sales in Spain
increased for the first time since June of 2010, but this number has been
called into question as tax consequences may have affected previous
readings.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S Treasury yields crept up to two-week highs after a pair of
manufacturing reports indicated economic activity is picking up in the U.S.
With bond market participants pouring over economic data to try and
ascertain when the Federal Reserve will taper their current monthly bond
purchasing program, the positive data points provided some evidence
that the economy may be getting strong enough to justify an earlier taper
than March, where the current consensus forecast lies. Bond investors
were also concerned after the Federal Open Market Committee’s
statement was released and included language pointing to “underlying
strength in the broader economy.” The apparent shift to a tighter Fed
stance had investors beginning to speculate that a reduction in bond
purchases may come as soon as December.
While Fed monetary policy had fixed income investors dealing with
interest rate fluctuations, Fed regulations had municipal bond investors
dealing with a potential loss of demand in their markets. The Fed
announced liquidity requirements for banks which included qualifications
for easy-to-sell assets during a potential 30-day credit crunch. Assets
that qualified as easy-to-sell included Treasuries, some sovereign debt,
and investment-grade corporate bonds. Municipal bonds did not qualify
which reduces their attractiveness as bank holdings and potentially takes
some large buyers out the municipal markets.
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Major equity markets were mixed for the week amid volatility regarding
the timing of the tapering of the Federal Reserve’s bond buying program
and strong economic data. Commentary from Wednesday’s meeting of
the FOMC led investors to believe the Fed might actually start cutting
back on its bond purchases before year-end. The Dow Jones Industrial
Average rose slightly for the week, up 0.3%, to close at 15615.55. The
broader S&P 500 Index finished up 0.1%, to 1761.64. The NASDAQ
Composite Index declined 0.5% to 3922.04. In the month of October
which ended yesterday, the Dow advanced 2.8%, the S&P gained 4.5%
and the NASDAQ rose 3.9%.
International markets were also only slightly positive for the five-day
trading session. The European STOXX 600 Index increased 0.4% from
last Friday’s close. For October, the index finished up 3.8%. In Asia, the
Nikkei Index bounced back from losses last week, increasing 0.8%,
helped by the reversal of recent strength in the yen. The Shanghai
Composite index also rebounded, up 0.8% since last Friday, in a light
week for economic news in China. The index rose on Friday as markets
are anticipating an important Communist Party meeting this month, where
there are expectations that the country’s new government will unveil
economic reforms.
As earnings season continued, Zacks Investment Research reported total
earnings for the 355 S&P 500 companies that have reported as of
Thursday morning were up 4.5% from the same period last year; with
67% beating expectations with a median surprise of +2.6%. Total
revenues for these companies have increased 2.9%, with 49% beating
revenue expectations with a median surprise of +0.1%. The company
predicts “the final Q3 earnings growth tally will likely be not much different
from the +3.4% achieved in Q2.” On Friday the major auto manufacturers
announced their October sales data. General Motors and Ford reported
monthly U.S. sales gains as demand recovered following the 16-day
government shutdown and remained on track for the best annual
increase in six years. Sales of cars and light trucks rose 16% at GM and
14% at Ford, while Chrysler reported an 11% gain, ahead of analysts’
expectations.
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Crude oil dropped to four-month lows this week as positive U.S.
manufacturing data strengthened the idea that the Federal Reserve
would taper its stimulus program sooner than expected. Rising domestic
supplies also hurt crude prices, as inventories in the U.S. have climbed
by 7.9% in the past six weeks as processing at refineries has been
slowed by seasonal maintenance work, along with unplanned outages.
Meanwhile, rapid growth in domestic oil output has continued, with flows
from shale-oil fields boosting supplies to 24-year highs. The increase in
stockpiles has been greater than expected, thus adding pressure on
prices. The Energy Information Administration (EIA) reported stocks
climbed 4.1 million barrels last week to 383.9 million barrels. That's the
highest level since late June, when crude last traded around its current
weak levels. EIA data shows crude stocks are on pace to reach their
highest end-October level since 1930. Analysts believe the prospects for
a rebound in prices are unclear until refiners begin to cut down on the
10.8% surplus to the five-year average for this time of year. EIA also
reported that inventories of gasoline and distillate fuel dropped by more
than expected last week, but still remain above levels from a year ago.
Gold fell to a three-week low on Friday and is headed for its worst week
since mid-September as upbeat U.S. economic data boosted the dollar.
The precious metal dropped this week after climbing for two consecutive
weeks as the dollar rose to six-week highs against a basket of
currencies, after U.S. data showed the country’s manufacturing sector
expanded at its fastest pace in two and a half years last month. The U.S.
currency was also boosted by weakness in the euro after a plunge in
eurozone inflation left markets suddenly eyeing the outside chance of a
cut in interest rates by the European Central Bank.
Hedge fund industry compensation rose for the third consecutive year, as
trends of increased investor visibility and increased reporting
requirements accelerated on record industry assets. Average
compensation has risen between five and ten percent this year, with wide
categorical and performance driven disparity, according to Hedge Fund
Research (HFR). Over the first three quarters of 2013, global hedge fund
industry capital exceeded $2.51 trillion, the fifth consecutive quarterly
asset level record, as the HFRI Fund Weighted Composite Index gained
5.5% year to date.
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Economic Update
Rating agency, Standard & Poor’s, cut France’s credit rating for the
second time in two years, this time from AA+ to AA. The downgrade was
justified by S&P as a reflection of economic risks and concerns about
government finances. The outlook is now stable at this level, rather than
negative, but the cut certainly will affect the approval rating of President
Francois Hollande, who already has the lowest approval rating of any
leader in the last 55 years. Prime Minister Pierre Moscovici called the
downgrade “critical and inexact” and maintains that French debt is among
the safest in the eurozone. Unemployment in France is still very high and
concerns over government spending continue to be at the forefront of the
nation’s economic issues.

Economic Indicators, Quarterly Change
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Real GDP in the United States grew 2.8% in Q3 after gaining 2.5% in the
second quarter of 2013. Housing investment was a healthy contribution to
GDP, as was personal consumption (1.04% of the 2.8%) and inventories
(0.83% of the 2.8%). The headline number looked good but the overall
economy may not be as strong as the report suggests. Inventories may
see a pullback in the fourth quarter and import growth decelerated
significantly from Q2 figures, marking a slowing of domestic demand.
Initial jobless claims were free of the distorting impact of special factors
for the first time since September. The new claims number came in at
336,000 this month, down 9,000 from the previous week, marking the 4th
consecutive decline from an early October peak. Non-farm payrolls
jumped 204,000 this month, significantly beating consensus estimates of
120,000 and following steep upward revisions in the previous two
months. Private sector service jobs led the way, gaining 177,000 in
October following a September figure of 123,000. Government jobs fell by
8,000. Wage growth was stagnant, as has been the case for some time,
gaining just 0.1% in October. The jobs outlook is stable but slow as wage
growth is lagging and unemployment hovers around 7.3%.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Unlike last week, U.S. Treasuries sold off amid stronger-than-expected
economic reports. The bond market reacted sharply to Friday’s robust
jobs report, suffering their largest one-day drop since July. The stronger
data heightens the prospect the U.S. economy may be healthy enough
for the Fed to soon begin tapering its bond buying program. Central bank
officials have signaled the timing of a pullback in stimulus hinges on the
health of the U.S. economy, particularly the labor market. Meanwhile,
the European Central Bank surprised market participants by cutting shortterm interest rates this week. ECB president Draghi announced the main
refinancing rate would drop to 0.25% from 0.50%, while, at the same
time, reaffirming the central bank’s commitment to keep interest rates at
or below current levels for an extended period of time and emphasized
the bias to monetary policy remains on the accommodative side. Draghi
also said that bank funding operations would continue to be conducted at
a low fixed rate until at least the end of the second quarter of 2015.
Against this backdrop, many strategists feel the ECB will likely pursue
further policy loosening over the coming months, which should continue
to weigh on the euro. All else equal, a weaker euro should benefit
eurozone corporate bonds going forward, particularly companies with
significant revenues derived outside of Europe.
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The stock market crossed through another all-time high in the first half of
this week only to have a sharp correction Thursday, followed by another
rally on Friday after the jobs data was reported. During the past week
The Dow Jones Industrial Average closed at 15,761.78, finishing the
week up 0.94%. The broader S&P 500 Index ended the week at
1,763.77, higher by 0.51% on the week. The NASDAQ Composite
finished lower by 0.07% and closed the week out at 3,919.23.
Making news on Thursday was the decision by the European Central
Bank to cut interest rates by 25 basis points to a record low of .25%.
This news sent most international equity markets higher. The Stoxx
Europe Index finished higher by 1.2% on Thursday with Germany higher
by 1.1%, France up 1.2%, and the U.K.’s FTSE Index higher by .40%.
Following the rate cut by the ECB was news out of Standard & Poor’s on
Friday morning indicating their decision to lower the credit rating on
sovereign debt issued in France citing higher unemployment and lower
economic growth as the reason.
The much anticipated debut of Twitter (TWTR) took place on Thursday as
investors bid the stock up 75% from its initial public offering price. IPOs
in the social media space have been particularly volatile over the past
couple of years. Shares of LinkedIn (LNKD), Facebook (FB), and Zynga
(ZNGA) all were bid up on the first day of trading only to remain volatile
over the next several weeks of trading. Shares of Twitter closed
Thursday at $44.90/share up 75% and finished Friday lower by 7.24% to
close out the day at $41.65.
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Gold reached a three-week low on Friday and has dropped for the
second consecutive week after strong U.S. economic growth sparked
fears that the U.S. Federal Reserve may scale back its bullion-friendly
bond purchases. U.S. GDP grew at a 2.8% annual rate in Q3, the
quickest pace in a year, after expanding 2.5% in Q2. Also hurting the
metal was U.S. payrolls increasing more than forecasted in October,
further raising speculation that the Fed could begin reducing economic
stimulus by the end of the year. The Labor Department announced that
the U.S. economy added 204,000 jobs in October, doubling expectations.
Despite a government shutdown that was expected to weigh on hiring,
August and September payrolls data were revised even higher. Strength
in the dollar also weighed on gold prices this week. The precious metal
has lost about a fifth of its value this year due to fears that the Fed would
begin cutting back its $85 billion monthly bond purchases. The metal’s
inflation-hedge appeal had been helped by the bond purchases and low
interest rates. Barring a miracle, 2013 will mark the first annual drop in
13 years for the gold prices.
Crude oil prices posted their biggest gains in almost two months earlier
this week after government data suggested stronger-than-expected
demand for gasoline and diesel fuel. U.S. gasoline stockpiles dropped
3.755 million barrels in the week ended November 1. The Energy
Information Administration (EIA) stated that implied demand for gasoline
in the latest week was 9.29 million barrels a day, the most since July 5.
Stocks for distillate fuel, composed of diesel and heating oil, fell by 4.9
million barrels, compared with expectations of a drop of 900,000 barrels.
Analysts point to the decline in these inventories as a promising sign for
crude as refiners are now expected to restart their facilities after
seasonal maintenance and begin to carve down an overhang in supply.
Crude stockpiles rose 1.6 million barrels last week, less than the 1.9
million-barrel increase analysts had anticipated, but managed to still
climb to its highest level for the end of October based on EIA records
which date back to 1930.
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Economic Update
A slow week on the economic front: Fed Vice Chair (and current nominee
for the position of Federal Reserve Chair), Janet Yellen, spoke on
Thursday without giving many insights or new developments into
expected monetary policy changes. She again reaffirmed the extended
low-rate policy but made no hints to an imminent QE tapering, merely
confirming that Fed action is data dependent and any tapering will likely
be announced in the next few months.

Economic Indicators, Quarterly Change
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Industrial production contracted slightly (-0.1%) in October after a large
September increase. Consensus expectations were for modest 0.1%
gains. The manufacturing element increased 0.3% despite the motor
vehicle numbers falling 1.3%. This signals strength in the manufacturing
sector as we noted was likely after positive new orders reports in the past
few months. There has been a positive trend of manufacturing jobs
returning to the United States as outsourced operations are less
opportunistic with wage inflation in developing nations. If this trend
continues it could potentially have a long-term positive effect on
manufacturing in the U.S.
Reports from the Federal Reserve in New York show that student loan
debt increased $33 billion in the third quarter of 2013, auto loans
increased $31 billion, and the consumer debt-to-GDP ratio in the U.S.
remained unchanged at 66.9%. Despite auto loan debt reaching a record
high in Q3, credit card debt still remains well below the peak figures seen
during the recession. This is likely a result of low interest rates for auto
loans (4.4%) and generally level rates and at times rising rates for credit
card debt (12%). Student loan debt continues to be a major issue in the
U.S. and could create headwinds for consumers in the future. Because
student loan debt is backed by the U.S. Government there is little worry
about direct effects on the banking system, but the impact on consumers
could be very significant. Not only is student debt a major burden on a
consumer’s ability to save money or make large purchases, but this debt
is also difficult to eliminate through bankruptcy and can damage credit
scores if not handled properly, which creates further inability to make
large purchases and borrow in the future. It is difficult to see if this factor
has played into consumer spending numbers at this time, but as the
problem worsens we could see ill effects on that data.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Despite comments from Federal Reserve Vice Chair Janet Yellen saying
she backs the central bank’s stimulus program as long as the economy is
sluggish, U.S. Treasuries finished mostly unchanged for the week. At the
Senate Banking Committee’s hearing on Yellen’s nomination to become
the next Fed chair, she signaled no significant changes would come
about under her leadership if she were confirmed. “It’s important not to
remove support, especially when the recovery is fragile and the tools
available to monetary policy, should the economy falter, are limited given
that short-term interest rates are at zero,” she said.
Meanwhile strategists are starting to suggest that 2014 will look similar to
this year for U.S. investment grade corporate bonds, which would
represent the first consecutive annual losses for this asset class on
record. These securities, on pace to lose approximately 2.0% this year,
may fall in 2014 as the threat of rising interest rates continue to weigh on
investor sentiment in this area of the bond market. Because this is a
coupon paying asset class starting from a low yield base, many
strategists feel investment grade corporate bonds will provide little
cushion against a rise in rates. At the same time, spreads, or the
difference in yields between corporates and U.S. Treasuries, have
tightened to 1.55%, down from this year’s high of 1.83% reached in June.
Against this backdrop, we continue to recommend investors move to
shorter duration bonds and bond funds to lessen the adverse impact of
rising rates.
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Domestic equity markets finished the week on a strong note as major
indices hit new record highs. The S&P 500 has posted six straight weeks
of gains as the Federal Reserve shows no immediate signs of tapering its
quantitative easing. Better-than-expected third quarter earnings has also
helped stocks over this time period. During the past week the Dow Jones
Industrial Average closed at 15,961.70, finishing the week up 1.27%.
The broader S&P 500 Index ended the week at 1,798.17, higher by
1.56% on the week. The NASDAQ Composite finished higher by 1.70%
and closed the week out at 3,985.97.
Asian markets also had a strong week led by Japan on the outlook for
continued stimulus in the U.S. The Nikkei 225 Index rose by 7.7% for the
week, topping 15,000 for the first time since May. In China, the Shanghai
Composite Index rose 1.4% for the week, as new economic policy
changes promised to boost private investment as the country tries to find
ways to sustain its economic growth going forward.
Cisco Systems went against the trend and sold off by 12% on Thursday
after posting lower-than-expected revenue growth for the most recent
quarter and issued a weak outlook in which it expects revenues to fall 8%
- 10% in the current quarter. Despite the weaker outlook, the company
does have some positive fundamentals that currently justify holding the
position in portfolios. The current valuation at 10.8 times fiscal 2014
earnings is attractive compared with other technology companies. Cisco
continues to generate positive free cash flow and has $32 billion in net
cash on its balance sheet. Gross margins were stable, the company
announced an increase in its share buyback program, and easily covers
a dividend payment that now yields 3.2%.
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Gold rose back to positive daily territory and pared its weekly decline
after data showed manufacturing activity fell to the lowest level since
January, while import prices declined more than analysts projected. The
downbeat data backed comments by Federal Reserve Vice Chair Janet
Yellen at a Senate hearing this week for maintaining the current pace of
the central bank’s monthly bond purchases. John Paulson, the billionaire
investor and manager of Paulson & Co., who halved his gold holdings in
Q2, maintains the view that the metal will continue to decline, despite the
recent rise. Paulson & Co. is the biggest investor in the world’s largest
fund trading gold, SPDR Gold Trust, holding 23.10 million shares as of
the end of September. The precious metal is on the verge of logging its
first calendar year loss since 2000.
Crude oil ended the week relatively flat after inventories in the U.S.
moved up during the week ended November 8. The U.S. Energy
Information Administration (EIA) in its weekly crude oil report stated that
domestic commercial crude inventories increased by 2.6 million barrels
to 388.1 million barrels last week and are above the upper limit of the
average range for this time of year. The week before, crude inventories
increased 1.6 million barrels to 385.3 million barrels. Crude prices had
strengthened earlier in the week after Yellen defended the central bank’s
stimulus measures to bolster growth and called efforts to boost hiring an
“imperative”. Her comments added to expectations that the Fed’s
monthly bond purchases may remain unchanged for an extended period
of time. Traders are also monitoring developments in Iraq, as the
government attempts to restore calm at its giant southern oilfields
following violent protests. The EIA announced this week that planned
maintenance and ongoing unplanned security-related outages have
taken 740,000 barrels per day of crude production offline since
September in Iraq.
Investors have poured $100 billion into hedge funds through the end of
October, bringing total industry assets under management (AUM) to
$1.91 trillion. Data provider Eurekahedge announced this week that the
industry is poised to set a new record for AUM by the end of the year.
Also, assets in funds focused on Greater China have already set a
record, reaching $12.9 billion through the first ten months of the year.
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Economic Update
This week had no shortage of economic data releases but results were
mixed. Retail sales moved up 0.4% in October and were revised upward
for previous months as well, significantly outpacing the expected 0.1%
gain. The year-over-year number increased 3.9% from this time last year.
It seems that the government shutdown did not affect the consumer as
much as many political analysts and economists had suggested; in the
first seventeen days of October (the duration of the shutdown) consumers
continued to spend in a healthy manner. Auto sales were a major factor,
up 1.3%, but this is not the entire story as retail sales excluding autos still
gained 0.2%, and core retail jumped 0.5% up for the 16th straight month.
October existing home sales slipped by 3.2% to a 5.12 million annual
rate, just slightly under consensus, but are still up 6% from a year ago.
This was not a regional drop but rather a country-wide decline that likely
was the result of the government shutdown, at least slightly, as many
sales were delayed because the IRS could not perform income
verification and other services. This will likely result in a bounce-back in
November numbers, but a lack of inventory is still a large reason why
existing home sales have been weak. Meanwhile prices continue to rise
steadily as the median existing home price now stands at $199,500, up
12.8% from this time last year.
Inflation remains very low in the United States as gasoline prices fell a
significant 2.9% in October. Headline CPI dropped 0.1%, pulled down by
a 1.7% dip in the energy index, after a slight rise in September. Some
elements in the CPI basket did increase but by a very marginal amount.
Year-over-year inflation is just 0.9% now, dropping from 1.2% year-overyear in October. This report gives the Federal Reserve the freedom to
continue the QE program according to their target of economic growth, as
inflation remains significantly lower than the target the Fed has set.
Regardless, the Fed seems more focused on the labor market as the key
indicator of health in the economy with regards to plans of tapering back
the QE program.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Despite lower prices earlier in the week, U.S. Treasuries finished mostly
unchanged with the exception of short-term bonds as buyers re-emerged
on Friday to take advantage of a two-month high on yields. As investors
bought long-dated bonds while selling shorter-dated notes, the spread
between the two- and 10-year notes widened to the highest level since
2011. Separately, Fed Chairman Bernanke said the labor market has
shown “meaningful improvement” since the start of the central bank’s
quantitative easing program, but also suggested short-term interest rates
will likely remain low well after their bond-buying program ends. Even if
the unemployment rates fall below the Fed’s threshold of 6.5%, the
central bank would need a “preponderance of data” suggesting
sustainable economic growth before increasing rates. Meanwhile, the
People’s Bank of China injected a sizable sum into the country’s money
markets in an attempt to lower short-term rates. This came after yields
surged amid comments from the central bank suggesting they will
continue to focus on pressuring banks and other financial services
companies to reduce leverage. Reflecting continued concerns of
systemic defaults in the Chinese financial system, 10-year treasury yields
had climbed to their highest levels in nine years, forcing even quasigovernment lenders like the China Development Bank to cancel new
issuance plans and delay investment projects. Although the PBOC failed
to force deleveraging during their last attempt in June, most strategists
feel the central bank needs to stay the course to prevent a widespread
financial system crisis.
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The stock market sold off the first half of the week only to rally on
Thursday with the Dow closing above 16,000 for the first time. The
markets continued the positive momentum Friday as each domestic index
closed out the week finishing higher for the seventh week in a row. The
Dow Jones Industrial Average closed at 16,064.77, finishing the week up
0.65%. The broader S&P 500 Index ended the week at 1,804.76, higher
by 0.37% on the week. The NASDAQ Composite finished higher by
0.14% and closed the week out at 3,991.65.
The healthcare sector has been outperforming all other sectors in the
market this year and continued that pace. The sector is up over 38.54%
for the year and up another 1.5% for the week, with the leaders being
companies in the biotechnology industry. Biogen Idec (BIIB) announced
Friday it won a 10-year exclusivity deal by the European Medicines
Agency (EMA) for a drug that focuses on Multiple Sclerosis. This pushed
the company to finish the week higher by 16.5% and is now up over 95%
year-to-date. Gilead Sciences (GILD) jumped today after an advisory
committee in the European Union recommended that the company’s
hepatitis C drug receive marketing approval by the EMA. GILD closed at
an all time high of $74.27/share and finished the week higher by 6.27%.
The technology sector finished negative for the week driven by the
disappointing outlook announcement from Intel Inc. (INTC). The company
reported disappointing earnings that missed analyst expectations and
also lowered the sales forecast for 2014 to be flat for the year. The news
sent shares down 5.43% and finished the week at $23.86/share.
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Crude oil prices dropped by more than 1% on Friday but managed to
post weekly gains as data revealed that fewer Americans sought firsttime jobless assistance last week, a sign that the economy is improving
and may demand more fuel and energy going forward. Also playing a
role in crude gains were talks regarding Iran and the dismantling of its
nuclear program. Such a deal would resume the flow of Iranian crude
into global markets and lower prices, as sanctions placed on the country
due to its alleged nuclear ambitions have taken out more than 1 million
barrels of oil per day from the global market.
Gold climbed higher on Friday as the dollar weakened but was unable to
escape the red. The metal settled for its sharpest weekly drop in more
than two months as strong U.S. economic data raised uncertainty over
the timing of the U.S. Federal Reserve’s stimulus slowdown. Strong U.S.
data over the past several weeks has hurt bullion prices as it suggests
that the stimulus could begin curbing soon. The precious metal has
dropped 26% this year on expectations that the Fed would start to cut its
monthly asset purchases of $85 billion that helped gold cap a 12-year
bull run last year.
October was the fourth consecutive month of asset inflows for the hedge
fund industry. The latest asset flow data from eVestment shows that
inflows added approximately $9.3 billion last month. October’s
performance gains also increased assets under management (AUM) by
an additional 1.74%, making it the industry’s best month since December
2010. With over $2.8T now in AUM, the industry is nearing its all-time
pre-financial crisis peak. When breaking flows down by specific
strategies, equity hedge funds outpaced credit strategies for only the
second month this year. Allocations of $18.4 billion in the last four
months have now pushed year-to-date flows into positive territory, which
would mark the first calendar year in the black since 2010. While credit
fund flows were positive for the 12th consecutive month, October was its
second lowest month this year. Last month also saw emerging market
hedge funds’ first three-month string of inflows, a measure not seen
since early 2010. Investor interest in European market exposure has
been on a rise of late with $2.9 billion added in October and $7.3 billion
in the last three months.
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Economic Update
Although this week was shorter due to the Thanksgiving Holiday, there
was no shortage of economic data releases. The National Association of
Realtors reported on Monday that the pending existing home sales index
declined 0.6% in October and and suggested that existing home sales
will likely remain weak throughout the end of the year. Higher mortgage
rates and rising home prices are key factors affecting real estate market.
Nevertheless, increases in housing permits and lumber orders indicate
that housing starts are likely to pick up in the following months.
Meanwhile, the Case-Shiller home price index, which measures home
prices in 20 major metro areas, grew 1% in September, bringing the
index up 13.3% over the past year.
Fewer employees applied for unemployment benefits last week,
demonstrating an ongoing improvement in the labor market. New
unemployment insurance claims declined 10,000 to 316,000 compared to
330,000 for consensus estimates. The less volatile, 4-week average
came in at 331,750, which is 7,500 less than the previous week and
roughly 15,000 lower than a month ago. Excluding seasonal factors,
unemployment claims have generally been on a clear declining path
since last November. The last month’s rise in claims was rather
transitory than a start of a negative trend, which should be encouraging
for the overall labor market and 4Q retail sales.
The Commerce Department reported that new orders for U.S. durable
goods dropped 2% last month. The transportation sector, led by civilian
and defense aircraft orders, accounted for almost all the decline in
October. Excluding a more volatile transportation sector, durable goods
orders hardly changed (down 0.1%) from the previous month. One
explanation for this weaker report is that a two-week government
shutdown last month temporarily affected business confidence. The
anticipated recovery in home construction is expected to boost demand
for big-ticket consumer purchases in the following months.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S. Treasuries ended a sleepy week of trading modestly lower as
investors eschewed making big bets during a holiday shortened trading
week. The 10-year U.S. Treasury yield ended the week flat with shorter
duration bonds following suit and longer duration bonds ticking down
slightly. While the bond markets enjoyed a tranquil week, Treasury
yields remained elevated for the month and are poised for the first losing
month since August. October’s strong jobs report remains in the back of
investor’s minds as the November jobs report looms at the end of next
week. Investors are wary of being caught long Treasuries if the
November report surprises to the upside and prompts an early Federal
Reserve bond purchasing taper decision at their December meeting.
Potential changes to the Federal Reserve’s bond purchasing program
affected international bond markets in addition to investors domestically.
The ECB issued a warning to EU policy makers in their bi-annual report
Wednesday which highlighted the potential negative impact a change in
U.S. monetary policy could have on the EU financial markets. The report
expressed concern over bank and institutional investor exposure to fixed
income that stands to lose during a normalization of rates. Additional
concerns include the impact of currency and emerging market volatility
that has erupted since the Fed began hinting of a tapering in purchases
over the summer.
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The last trading day and week of November finished in positive territory
as we head into the final month of 2013. News of the deal with Iran that
will limit advancements in its nuclear program in exchange for easing
economic sanctions helped boost stocks Monday. On Tuesday, the
NASDAQ Composite Index closed about 4,000 for the first time in thirteen
years. The Dow Jones Industrial Average increased slightly, 0.X%,
closing at X for the holiday-shortened week. The broader S&P 500 Index
finished up X%, to X. The NASDAQ Index was the strongest of the three
major domestic indices, gaining X%, to finish at X. For the month of
November, the Dow advanced 2.8%, the S&P gained 4.5% and the
NASDAQ rose 3.9%.

Weekly Change
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1.5%
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International markets were also positive for the week. The European
STOXX 600 Index increased 0.9%. Economic data out of Europe this
week point to the region’s continued slow economic recovery. The U.K.
confirmed that the economy grew 0.8% in the third quarter, driven by the
fastest rise in household spending in more than three years. On Friday,
Standard & Poor’s revised up its outlook on Spain’s debt to stable from
negative. For November, the STOXX index finished up 1.0%. In Asia, the
Nikkei Index increased 1.8% for the week, slipping slightly on Friday from
a six-year high. Japanese stocks increased 9.3% for the month. The
Shanghai Composite index rose 1.1% this week after the head of China’s
central bank assured the market of more financial reforms. These include
free deposit rates, a more flexible currency and permission to allow more
foreign institutions to invest in China’s domestic stock and bond markets.
The index finished up 3.7% for the month.
Despite some complaints that retailers are starting Black Friday sales on
Thanksgiving Day, WalMart and Target reported strong traffic in both the
stores and on-line. Earnings reports of note this week were Tiffany and
Hewlett Packard. Hewlett Packard reported better than expected revenue
as the company works to transition its portfolio to benefit from the shift to
cloud computing. Tiffany’s comps were particularly strong in the
Asia/Pacific region, helped by double-digit sales growth in China, while
the Americas region posted only a 1% comp gain.
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Gold prices were modestly higher on Friday morning but still headed for
a third straight monthly loss and close to breaking through the low of the
year set back in June. Gold’s allure as a safe haven continues to wane
as weekly U.S. jobless claims and leading economic indicators continue
to signal an improving economy prompting many analysts to continue to
forecast that the Federal Reserve will begin to taper asset purchases in
the coming months. “Gold prices continue to be dictated by U.S.
economic data and monetary policy,” said Lv Jie, an analyst at Cinda
Futures Co.. Silver prices also continue to follow gold lower and are
poised to finish down for the fifth week in a row and down over 9% for
month. Crude oil prices also dropped to their lowest levels in six months
on Wednesday after the U.S. Energy Administration reported an increase
in crude oil inventories for the 10th consecutive week. Prices were in a
modest rebound on Friday, but many analysts continue to expect further
downward pressure on oil prices. Analysts are also waiting for
comments from the Organization of Petroleum Exporting Countries
following next week’s semi-annual meeting in Geneva.
U.S Equity REITs are trading lower on Friday morning but are positive for
the week curbing month-to-date losses. After a strong month of returns
in October for the S&P U.S. REIT index, the index is down over 4% for
the month of November. The S&P Global REIT index Ex.-U.S. is also
down over 2.5% for the month of November after a positive finish in
October. Expectations of higher interest rates and the Federal Reserve
initiating tapering of asset purchases continues to weigh on the
performance of REITs as it did in the middle of 2013. REIT prices were
in a recovery since the sell-off in the middle of the year as there was
confusion surrounding the Federal Reserve’s policy and direction of
interest rates. With stronger economic data, the rate question is back in
focus with many investors concerned about real estate devaluation as
interest rates rise. Based on comments by David Totti, an analyst at
Cantor Fitzgerald, REIT sectors which may be less impacted by rising
rates are the short lease market, “apartments, self-storage, pockets of
health care—anything where there’s an ability to pass on any margin
pressure to the consumer in the context of pricing power.
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SEE IMPORTANT DISCLOSURES ON BACK PAGE.
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Economic Update
Initial jobless claims fell substantially last week to the second-lowest level
of the recovery. The data came in at 298,000 claims, a drop of 23,000
from the previous week, indicating continued improvement in the labor
market. Some outstanding factors, such as a late Thanksgiving holiday
and the reversal of skewed data during the government shutdown in
October, likely have some influence on these numbers, but the trend is
clearly downward. The unemployment rate dropped to 7.0%, the lowest
level in five years, but as has been the case during most of the recovery
this drop is partially due to a lower participation rate. Non-farm payrolls
did increase by 203,000, a very healthy report following net upward
revisions for the past two months. Overall this is a very positive jobs
report and it should bring the discussion of tapering back into focus for
the Fed.

Economic Indicators, Quarterly Change
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Third quarter GDP revisions were released this week with mixed signals.
Q3 numbers came in originally at 2.8% and were subsequently revised
up to 3.6% after a second quarter figure of 2.5%. The revised 3.6% was
significantly higher than analyst consensus of 3.1% but this was mostly
due to an upward revision in inventory growth estimates. Exports,
government purchases, consumer expenditures, and the other primary
elements of the number were not changed by more than a few tenths of a
percent. Overall demand is still sluggish and fourth quarter GDP will
partially depend on how those increased inventory figures will roll off.
Both the September and October new home sales reports came out this
week due to delays stemming from the government shutdown. New home
sales dropped 6.6% in September and the August rate was revised
downward as well, but October followed with a surprising 25.4% jump to
a 444,000 annual rate. Tight supply has been a major headwind for home
sales, as seen in September, and October’s surge of purchases will
tighten that supply further. Supplies fell from 6.4 months to 4.9, marking a
very tight market, but median prices dropped 4.5% to $245,800, which
could help new home sales going into 2014.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Reflecting continued concerns about stronger economic growth, U.S.
Treasuries finished the week lower amid a particularly volatile trading
session on Friday after the jobs report. The strong price swings at the
end of the week suggest investors are still undecided as to when the
Federal Reserve will begin to taper their bond buying program. At the
same time, market participants will need to factor into bond market
expectations the central bank’s short-term interest rate policy, which
should remain near zero for a long period according to Fed chairman
Bernanke.
Meanwhile, uncertainties in the muni markets waned as Illinois
lawmakers approved a reform of the state’s severely underfunded
pension system after months of negotiations. The plan aims to fully fund
the state’s $100 billion pension shortfall by 2044 while saving Illinois an
estimated $160 billion in interest payments over 30 years. Despite strong
opposition from organized labor, this is an important step toward placing
the state and its pension systems, among the worst funded in the country,
on a more stable financial footing. Unions will challenge the legislation,
arguing that government workers should not be punished for decades of
mismanagement and corruption by state officials. Without passage of the
bill, Illinois, already among the lowest rated states, faces further
downgrades.
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SEE IMPORTANT DISCLOSURES ON BACK PAGE. Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.
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As the stock market finished November in record territory, it began
December quite the opposite with four straight days of negative
performance. The domestic markets opened higher on Friday as
investors welcomed a better-than-anticipated jobs report for the month of
November. The U.S. economy generated 203,000 jobs in November and
the unemployment rate fell to 7.0% from 7.3%. The Dow Jones Industrial
Average closed Friday at 15,761.78, finishing the week lower by 0.94%.
The broader S&P 500 Index ended the week at 1,763.77, lower by 0.51%
on the week. The NASDAQ Composite finished lower by 0.07% and
closed the week out at 3,919.23.
The international markets are coming off five straight days in negative
territory only to surprise to the upside Friday after the jobs report was
announced in the United States. The STOXX Europe 600 index finished
Friday up 0.7%, yet finished lower by 2.7% on the week. The Asian
markets followed suit finishing the week lower. The Nikkei average
propelled higher by 9.3% in the month of November only to give some of
those gains back to start December having finished the week lower by
2.3%.
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Alternative Investments Market Update
Crude gained this week as positive U.S. economic data hinted towards a
resurgence of demand for oil in the world’s largest consumer. Traders
noted that gains could have been even higher this week, but there was
concern over whether the positive data would prompt the Federal
Reserve to start curbing its monthly bond-buying program, which could
reduce support for riskier assets such as commodities. The U.S. Energy
Information Administration (EIA) also announced this week that crude
inventories fell by 5.6 million barrels in the week to November 29, cutting
around one-sixth of the 36 million barrels that had built up over the
previous 10 weeks. Domestic crude oil production dipped slightly last
week, but managed to hold above 8 million barrels per day. Elsewhere,
the Organization of the Petroleum Exporting Countries (OPEC) agreed
this week to keep its production target unchanged at 30 million barrels
per day for the first half of 2014. Iran, which recently struck an interim
nuclear treaty easing sanctions with the United States and other world
powers, warned that it would increase production as quickly as possible
once sanctions were lifted and would ignore OPEC restrictions. Bijan
Namdar Zanganeh, the oil minister of Iran, said that after sanctions were
lifted it would raise production from 2.7 million barrels a day to Iran’s
former level of 4 million barrels a day. Iran is unlikely to be able to
increase exports much over the next six months, and most experts think
that rebuilding the Iranian oil industry will be a lengthy process.
Gold, however, dropped this week on the improving U.S. economic data,
thanks to raised fears of an early end to monetary stimulus. The precious
metal attempted to escape from the red on Friday after the U.S.
unemployment rate dropped to a five year low, but was unsuccessful.
Gold traders have been fixed on U.S. employment data for insight into
the likely path of U.S. monetary policy. The Fed's $85 billion-per-month
bond purchasing program had prompted many investors to buy gold as a
hedge against risks such as high inflation or a weaker dollar. Central
bank officials have stated that a stronger labor market is a necessary
precursor to winding down the stimulus measures.
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Economic Update
According to Bloomberg, the global economy is set to grow at its
strongest pace since 2010 with the U.S. at the helm, as noted in a report
published on December 12th. After surveying economists from Goldman,
Deutsche, and Morgan Stanley, among others, the consensus is for an
acceleration in global GDP of at least 3.4%, with the United States and
the U.K. at the forefront of the continued recovery. The economists
interviewed call for a more sustainable year of growth in 2014, which
would boost corporate confidence and equity markets, while propelling
energy demand and consumer wealth. These projections rely heavily on
factors like worldwide central bank actions to prove true.
Turning to the U.S., retails sales showed strong gains in November
despite many stores claiming Black Friday sales were mildly
disappointing. A 0.7% gain in retail sales in November followed a positive
0.6% in October which indicates increased strength in consumer
spending after a weak third quarter. Higher stock markets, lower gasoline
prices, and increased property values helped boost wealth in the U.S.,
allowing consumers to spend more on discretionary items. Sales were
strong across the entire spectrum of business establishments, from
internet retailers to brick-and-mortar furniture outlets, and auto sales were
particularly promising.
In a similar release, U.S. consumer spending (as measured by household
purchases) rose 0.3% in October, after gaining 0.2% in in September,
despite personal income falling 0.1% last month. Durable goods made up
a large piece of the consumer spending gain after strong auto sales. The
disappointing income numbers come after two strong months in August
and September, with October’s release the first income decline since
January of this year. This release is not surprising as wages are typically
lagging indicators, or later economic factors to improve in a recovery. As
jobs numbers continue to show strength and housing recovers further,
income numbers should improve, but this may not be until 2015 or later.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Better retail sales report has pushed yields on a 5-year treasury note to
1.55%, the highest level since September 18. The benchmark 10-year
was little changed at 2.88% while a 30-year note finished the week at
3.88%. The recent yield changes indicate that, at least up to this point,
tapering has been priced in more aggressively on the long end of the
yield curve and intermediate-term maturities (5-10 years) may well come
under pressure in the coming months. Shorter maturities are considered
to be less affected by the stimulus reduction.
Somewhat stronger economic data over the past several weeks
continued to push the U.S. Treasury yields higher, by increasing
investors’ expectations that the signs of improving economy will prompt
the Fed to curb its bond purchases sooner than later. According to a
survey of 35 economists conducted by Bloomberg, 34% of them
predicted the Fed will announce the move next week, while 40% expect it
to happen in March, after the new Fed Chair takes the helm.
In other news, according to S&P, Puerto Rico bonds are already down
18.5% year-to-date. Puerto Rico’s debt is facing a downgrade to junk
status after Moody’s put the commonwealth’s general obligation debt
under review, stating deteriorating finances and increasing reliance on
external short-term debt. After Fitch, Moody’s is the second major rating
agency to issue this warning. A rating cut could adversely affect many
municipal bond funds with exposure to Puerto Rico’s debt as they will be
required to sell into a declining market.
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Domestic equity markets continued to struggle in the month of December
as major indices posted another down week. Uncertainty over the timing
of the Fed’s tapering seems to have led to some profit taking at the end
of a strong year for equity markets. The S&P 500 posted its first back-toback weekly losses since the week ending October 4. On Thursday the
Commerce Department reported a better than expected 0.7% rise in retail
sales for the month of November. Inflation remains low as a drop of 0.1%
in the producer price index for the month of November was reported on
Friday. The Dow Jones Industrial Average closed the week at 15,755.36,
down 1.65% for the week. The broader S&P 500 ended the week at
1775.32, lower by 1.65% on the week. The NASDAQ Composite finished
lower by 1.51% and closed the week at 4000.98.
Several international markets also finished the week lower as global
markets prepare for the inevitable Fed tapering to begin. The Stoxx
Europe 600 Index finished the week with a 2.1% loss. In China, the
Shanghai Composite Index fell 1.8% for the week. Markets in Japan
bucked the trend as weakness in the Japanese Yen helped stocks there
rise on Friday and the week. The Nikkei Average posted a 0.7% gain for
the week.
On Friday, General Electric announced a 16% increase in its quarterly
dividend payment. The increase raises the current indicated dividend
yield to 3.3%. This represents an acceleration of their recent annual
dividend growth rates and reflects the strength the company has seen in
its industrial business units and management’s commitment to returning
cash to shareholders through a combination of dividend payments and
share buybacks.
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Alternative Investments Market Update
Gold rose this week after signs of low U.S. inflation indicated Federal
Reserve policy makers who are meeting next week have more room to
maintain their $85 billion of monthly bond purchases. The Fed’s massive
bond-buying programme has supported bullion by keeping interest rates
low and stoking inflation fears by flooding markets with cheap dollars.
The precious metal is headed for its first annual decline in 13 years as
investors, buoyed by a recovering global economy, pull money from the
metal and invest in riskier assets such as equities. Copper also touched
a six-week high this week as nervous investors bought back short
positions ahead of the central bank meeting. Investors bet the global
metal supply would be tighter than previously expected as Chinese
demand continues to grow and global inventories shrink. Crude oil
slipped this week as falling demand boosted fuel inventories on top of
concern that the Fed would curb its stimulus. Also playing a role in crude
performance was the possibility of supplies from Lybia. The Libyan militia
whom had shut down most of the country’s oil terminals stated that they
will reopen them this weekend, and Libya hopes to increase output to 2
million barrels a day once unrest subsides.
Fitch Ratings announced this week that it would maintain its firm outlook
for U.S. equity real estate investment trusts (REITs) heading into next
year, as positive factors have been kept in check by expectations of a
slow economic recovery. In a report released earlier this week, the
ratings agency believes the outlook is consistent across all property
types, with all major sectors expected to post stable performance in
2014. The report went on to note how REITs should continue to have
access to capital markets for secured and unsecured debt and will
opportunistically access the equity markets to fund acquisitions and
developments. Such access would lead to solid liquidity coverage and
improved fixed-charge coverage as REITs refinance higher-cost capital.
Fitch also emphasized how interest rate increases that result from
stronger economic growth would be positive for REITs, whereas a
stagflation scenario of higher rates would almost certainly be detrimental.
A more gradual increase in interest rates would be preferable for
property sectors with longer-lease tenants, such as net lease, healthcare,
retail, and office.
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Economic Update
The headline this week was the Fed’s decision to begin tapering back the
QE3 stimulus in January of 2014. The Fed will cut back its bond
purchases by $10 billlion reducing the purchases from $85 billion to $75
billion each month. This long-awaited move finally puts to bed the
continuous conversation of when the inevitable tapering will begin.
Investors and economists can now focus on the effects that this tapering
will have on the American economy and investable markets. This
tapering process will be gradual and rates will be kept low for quite some
time, so policy remains very supportive of equity markets and will
continue to be supportive well into 2014 and beyond. The important thing
to remember is that this is not a tightening of policy but rather a reduction
in the magnitude of easing, and the Fed has a very long way to go before
any conversations about tightening will begin. Overall this announcement
is positive for U.S. equity markets and for the economy, but the continued
strength of employment in the U.S. and the rate of inflation will be
important factors in Fed actions going forward.
In other news, U.S. housing starts showed strong gains in November
after slow numbers in the previous two releases, which were delayed by
the government shutdown. The November report marked a jump of
22.7% to an annualized figure of 1.091 million units, topping analyst
estimates significantly. Furthermore, lumber sales, a housing indicator,
have increased sharply over the past month during an already steady
climb since 2011. This trend could translate into continued strength in the
homebuilding market and more positive housing start reports in 2014 as
housing starts and lumber orders are strongly correlated over the past 20
years.
Across the Atlantic, unemployment in the U.K. fell to 7.4%, the lowest
level in 4 ½ years. Prime Minister David Cameron announced that while
the plan seems to be effective, there is still much work to do, and Labour
Leader Ed Miliband noted that many people are settling for part-time work
because hours are difficult to find. Wages in the U.K. picked up as well,
albeit at a rate of just 0.8%, which is significantly less than the 2.1% level
of inflation.

SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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The U.S. Treasury market sold off for the week after the Federal Reserve
voted to trim its bond-buying program, driving the yield on the 10-year
note to its highest levels in three months. On Wednesday, the central
bank announced a plan to wind down its quantitative easing policy, taking
a step labeled “tapering” while ending months of discussions within the
Fed and the financial markets. Starting in January, they will trim
purchases of Treasuries and mortgage-backed securities by $10 billion
from its current $85 billion monthly pace, a slightly slower level than
previously expected. Looking forward, although some investors fear this
move might spark market turmoil similar to the correction seen during
May and June, most strategists agree that only an unexpected short-term
interest rate hike would have a violent impact on the markets.
Meanwhile, after widening earlier in the year, investment-grade corporate
bond spreads have tightened to levels not seen since before the financial
crisis of 2008, with strategists expecting some further tightening in the
short-term. Against this backdrop, relative valuations in this sector of the
bond market appear unattractive. However, most of the credit spread
tightening phase has likely run its course, as credit analysts have a
balanced view that corporate credit risk will remain stable or improve
slightly. At the same time, portfolio managers will continue to focus on
selling longer-term maturities to reduce duration risk in a rising rate
environment. For this reason, we continue to recommend a focus on
shorter duration securities in this asset class.
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Stock Market Update

Most major stock market indices were strong this past week as positive
economic data and the announcement of Fed tapering buoyed markets
which had been down through mid-month. On Wednesday markets
surged on the Fed news. Markets rallied again on Friday on reports the
U.S. economy expanded at an annual rate of 4.1% in the third quarter.
The Dow Jones Industrial Average closed at another record high,
16,221.14 increasing 3.0% for the week. The broader S&P 500 Index
finished up 2.4%, to 1,818.32, also a record high close. The NASDAQ
Index rose 2.6%, to finish at 4,104.74.
International markets were mostly positive for the week. The European
STOXX 600 Index increased 3.7% from last Friday’s close. In addition to
the Fed news, markets reacted positively to preliminary data showing
manufacturing in the euro zone in December grew at its fastest rate since
May 2011. In Asia, the Nikkei Index increased 3.0% for the week helped
by news Japanese exports in November rose 18.4% from a year earlier,
ahead of expectations. This marked the ninth consecutive month of
increases, as manufacturers benefited from a weaker yen resulting from
Prime Minister Shinzo Abe’s pro-growth strategies. The Shanghai
Composite index fell 5.1% this week to its lowest level in four months as
local money market rates hit a six-month high despite efforts by the
People’s Bank of China to engage in short- term liquidity operations.
A better-than-expected earnings report from Oracle (ORCL) helped boost
the stock 10% this week. The company’s hardware system sales
increased 2% in constant currency terms compared to a 6% year-overyear decline last quarter. Software revenue rose 5%, demonstrating high
customer switching costs and the resiliency of Oracle's software business
in the face of cloud-based competition. Paychex (PAYX) also reported
an earnings surprise as year-over-year payroll revenue growth at
Paychex accelerated to 5%, up from 2% last quarter, and the operating
margin expanded 40 basis points.
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A strengthening U.S. currency and an improving U.S. economy provided
conflicting pressures on commodity prices this week. Changes in
Federal Reserve bond purchasing policy supported a stronger U.S. dollar
which typically leads to softening in commodity prices. Investors,
however, tended to look beyond dollar movements and focused on the
growing U.S. economy and sent many commodities higher for the week.
WTI crude ended the week higher by over $2 as U.S. per day oil
consumption rose to the highest levels since 2008. Gasoline followed
crude higher as gasoline futures rose every day this week and finished
up over 5%. The rally marked the longest since June and traders began
speculating that the four month long slump in prices may be over.
Natural gas prices remained at dizzying highs after U.S. inventories
showed a record drop after last week’s unseasonably cold temperatures.
Soybeans rose this week as bad weather threatens South American
crops. A recent dry spell saw little rain fall across a wide swath of the
soybean and corn producing areas and meteorologists are predicting
things may get worse before they get better. Temperatures may exceed
100 degrees in some areas next week with little rain anticipated. The
bout of bad weather comes as crops are developing and the loss of soil
moisture risks damaging crop yields in January.
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Economic Update
New orders for durable goods surged 3.5% in November, easily
outpacing the consensus estimate of 2.0%. Contrary to the last month,
the transportation sector was the largest contributor, accompanied by
industrial machinery. Excluding transportation, new orders were still
strong at 1.2% relative to 0.7% consensus. The prior month was also
revised up, bringing the annual gain to a respectable 10.9%. In addition,
the report showed that unfilled orders rose to a new record high, up 1% in
November and 7.8% for the past year. This trend is a good sign for the
economy, given strong historical correlations between durable goods
orders and employment/GDP data. Correspondingly, both the Richmond
regional and Chicago Fed national manufacturing indexes showed
healthy manufacturing activity in November.
Following a 0.1% decline in October, personal income gained 0.2% in
November. The rebound was largely driven by increases in
wages/salaries (+0.4%) and personal dividend income (+0.7%) while
proprietors’ income slipped for the second month in a row (-0.4%). At the
same time, personal consumption expenditure (PCE) data showed that
spending increased in November (+0.5%). Equally important, the PCE
was revised up in October and September, indicating that the
government shutdown scare had little impact on consumers’ spending
practices. Year-over-year personal income and spending are up 2.3%
and 3.5% respectively. Meanwhile, an improving employment picture
should bode well for both income and spending growth. Inflation, as
measured by the PCE price index, was nonexistent in November, while
core inflation (excluding food and energy) rose 0.1%. Inflation generally
remains contained as both headline (+0.9%) and core (+1.1%) readings
stayed below the Fed’s 2% target in the past year.
The University of Michigan Consumer Sentiment Index for December was
reported at 82.5 compared to 75.1 in the previous month. Improving
economic outlook is the major driver behind the positive sentiment
reading. On the housing front, new home sales declined 2.1% in
November due to weakness in the Midwest and South regions:however,
new sales are up 16.6% from a year ago. The monthly median sales
price increased 4.5% (10.6% year-over-year), partially due to low
inventory. The pace of price increases will likely slow in the future as the
builders add more supply.
SEE IMPORTANT DISCLOSURES ON BACK PAGE.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Treasuries softened through the week as continued positive economic
data fueled investor conviction that the Federal Reserve will remain
comfortable allowing long-term bond rates to normalize. Treasuries from
the 2-year and longer range all eased higher with the 10-year rates
topping a new 2-year high with yields holding over 3%. Market
consensus seems to suggest that economic data out of the U.S. could
support 10-year yields in the 3.25% - 3.50% range over the next quarter
with rates moving higher later in 2014. While a realistic possibility, some
analysts have indicated a sustained move of the 10-year into the 3.25% 3.50% range could begin drawing European and Japanese sovereign
bond investors from their relatively paltry yields and provide support for
the U.S. Treasury prices.
While the Treasury markets struggled, corporate bonds continued to
provide relative outperformance. Spreads between investment grade
bonds and Treasuries have seen a reversal since the summer when
Treasury yields first began their ascent on Fed tapering fears. At that
time, spreads expanded as Treasury yields rose; recent market action
has seen spreads narrow to their tightest range in two years. Spread
compression has not been limited to investment grade corporate bonds
either, as high yield bonds have seen option-adjusted spreads narrow to
their tightest range since 2007.
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Stock Market Update

Domestic markets closed out the holiday-shortened week in positive
territory. Better-than-expected new home sales, weekly jobless claims,
and durable goods data, as well as strong consumer sentiment and
consumer spending reports, helped lift markets throughout the week.
Durable goods orders for big-ticket U.S. items, such as aircraft and
transportation equipment, rose 3.5% last month, ahead of expectations of
only 2%. The Dow Jones Industrial Average has recorded new highs 50
times this year out of 249 trading sessions. The index was up 1.6% this
week, closing Friday at 16478.41.The broader S&P 500 Index increased
1.3% to end the week at 1841.40. The NASDAQ Composite Index
reached its highest level since 2002 on Thursday, rising 1.3% for the
four-day trading session, to finish at 4156.59.
International stocks were also positive for the week with many markets in
Europe closed two days for the Christmas holiday. The European STOXX
600 Index increased 1.9% from last Friday’s close. In Asia, the Nikkei
Index increased 1.9%, extending its six-year high, above the
psychologically important 16,000 mark Thursday as a weaker yen
attracted foreign investors. Prime Minister Shinzo Abe also calmed
investors’ fears over his stimulus measures, saying he would announce a
new reform agenda in June. The Shanghai Composite bounced back
after declining last week, finishing up 0.8% after a 1.4% rally today. A
decline in the benchmark rate Chinese banks charge each other provided
relief to investors looking for liquidity as companies and banks are trying
to shore up their balance sheets for year-end reports.
Tech stocks were especially volatile this week. Twitter’s (TWTR) trading
volume on Thursday more than tripled as investors pushed the
company's stock to new highs, nearly tripling the stock’s price from the
initial public offering last month and up 15% for the week through
Thursday’s close. Twitter shares fell 13% on Friday after an analyst
downgraded his rating on the stock to “sell.” Apple (AAPL) jumped nearly
4% on Monday after the company announced that China Mobile, the
world’s largest mobile phone company with 700 million subscribers,
would finally begin carrying iPhones on January 14th.
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Spot gold prices were higher on Friday morning in thin trading and
heading for a modest gain for the week. It’s been a difficult year for
investors in Gold as the precious metal is approaching its biggest annual
loss in almost three decades due to strong equity markets and an
improving economic environment. Gold is set to lose approximately 30%
this year and is 37% lower than its record close above $1900 set in 2011.
Silver prices are also higher for the week, but have followed Gold lower
over the past year and staged for a 36% drop in 2013 with two trading
days left. Energy Information Administration (EIA) data for last week
showed oil production across the country reached 8.11 million barrels a
day, the highest level since September 1988. Brent crude prices were
approaching $113/barrel on Friday while U.S. crude prices rose over a
$100/barrel for the first time in two months. Despite oil production at a
25-year high in the U.S., refineries in the Gulf Coast reduce inventories
this time of year providing support for prices. With an improving
economy, stronger demand is also providing support to energy and fuel
prices. Further support for oil for the week is due to unrest in Sudan and
Libya disrupting supplies, but both are modest contributors to global oil
output. Natural Gas futures were also set to finish the week lower,
snapping a seven-week rally, as an expected drop in inventories
matched analysts’ expectations.
Real Estate Investment Trusts as measured by the Vanguard REIT Index
ETF (VNQ) is set to finish the year with a modest gain of 2% with two
trading days left. REITs have been under pressure all year as the
prospects of higher interest rates have weighed on their performance.
Despite continued attractive underlying fundamentals, investors have
been paring holdings of interest rate sensitive securities. For the week,
REITs were modestly up despite the ten-year Treasury yield approaching
3.0%. There were also a number of deals announced in the REIT market
this week, including the multifamily REIT Essex Property Trust,
Inc. (NYSE: ESS) acquiring its former competitor BRE Properties (NYSE:
BRE), in a merger valued at approximately $4.3 billion. The transaction
will create a combined company with a total market capitalization of
approximately $15.4 billion.
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