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June 13, 2013 

Dear Client, 

 The fixed income markets have gone through a significant downside correction from levels reached in early May, and we’d like to 
spend most of this letter addressing that.  The UST 10-year note has declined about 4.6% in price and has risen 54 basis points in yield 
since May 2nd.  On May 22nd Federal Reserve Chairman Bernanke appeared before the Joint Economic Committee of Congress and his 
responses to questions from legislators led some market participants to conclude the end of QE3 was much closer than had earlier been 
expected, leading some to begin aggressively selling fixed income securities.  This testimony marked the high point for the equity markets 
and precipitated a decline as the sell-off in bonds picked up steam.  The S&P 500 is down 2.8% since that high – holding up better than the 
intermediate US Treasury bond market.  It is not obvious that a long-awaited rotation out of fixed income into equities is occurring, but it 
appears to be much closer.    

 In spite of the recent sell-off, the equity market and our portfolios have solid gains thus far in 2013.  YTD through 5/31 (after fees) 
our Equity Select Portfolio is up 15.6%, our Mutual Fund Mix Portfolio is up 5.8%, and our Dividend Portfolio is up 13.0%, while the S&P 
500 Index is up 15.4% (including dividends).  These returns stand in stark contrast to the YTD returns for the bond market as represented 
by UST 10-year notes (-1.9%) and the iShares Core Total US Bond Market ETF (AGG) (-1.0%). 

Since the early 1980s when extremely high interest rates were available on bonds, there has been a steady decline in rates to 
today’s historically low levels.  It’s been years since investors opened up monthly statements to see losses in bond positions, and we 
expect that most investors don’t appreciate how dramatically bond prices could fall if rates rise.  Since the chaos of the financial crisis of 
2008 and the collapse of equity markets into the March 2009 lows, many investors have taken (profitable) refuge in bonds.  If we are 
indeed seeing a turn in rates, bonds will no longer feel like a refuge.  It is important to consider, right now, what can happen to bond 
prices if rates rise.  Without getting too technical, the “duration” of a bond is its percentage change in price for a given change in its yield.  
The duration of a bond is not constant – at lower rates durations are higher.  The duration of today’s ten-year note is far greater than the 
duration of ten-year notes of years past.  The duration of the current UST 10-year note is 9.02, which means that if its yield rises 1% (100 
basis points) its price will decline by about 9%.  As noted earlier, since May 2nd its yield has risen 54 basis points and its price has declined 
4.6%.  We don’t expect rates to continue their dramatic rise in the very near-term, but we are reminding investors to review the durations 
of their bond holdings and to watch out for larger-than-expected price declines in bond portfolios. 

 Let’s get back to Chairman Bernanke’s testimony to finish up.  During the Q&A Bernanke’s remarks included, “As the economic 
outlook…improves…the committee will gradually reduce the flow of purchases (QE3),” and any reduction in purchases “would depend on 
the incoming data.”  Basically, the economy and labor market must be on a sustainable path to improvement before we see a marked 
reduction in QE3 – a situation that should be favorable to corporate earnings and equity prices.  In various parts of his prepared remarks 
the Chairman stated, “the job market remains weak overall…financial strains in Europe have also restrained US economic growth…this 
guidance underscores the Committee’s intention to maintain highly accommodative monetary policy as long as needed…the Committee 
made clear that it is prepared to increase or reduce the pace of its asset purchases.”  This is not a committee about to dramatically 
decrease monetary policy stimulus.  Because of this, we think the equity market decline based on fears of higher rates is overdone. 

Thank you for letting us manage your portfolios and please contact us with any questions or comments. 

  Michael A. Camp       Joseph F. Hunt 

Principal        Principal 

 

Investing and trading in stocks and other securities are risky and carry an inherent element of risk, including the potential for loss of principal.  Northwest Criterion Asset Management, LLC cannot guarantee and 
you should not assume past performance of its model portfolios and investment plans are either an indication of or a guarantee for future results.  Northwest Criterion Asset Management, LLC cannot and does not 
give any assurance that the trades placed based on its investment plans will be profitable.  
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