Observation Deck
Approaching the Cliff

Renuka Kumar, Portfolio Manager
While there has been a great deal of attention paid to the
austerity measures being enforced across Europe this year,
the U.S. has been facing its own austerity challenge with the
“fiscal cliff” approaching at year-end. In an economy that
has yet to fully recover, a major tightening of fiscal policy at
this time has the potential to severely restrain growth in the
coming year.
Though there is some debate on the size of the fiscal cliff
and its probable impact on GDP, the major components
remain the same. First, we are coming upon the expiration
of the Bush tax cuts at the end of the year, which would raise
tax rates across all income levels in 2013 and increase the
tax rates on long-term capital gains and qualified dividend
income. Second, we have the end of the 2 percent payroll
tax holiday, which was initially enacted in 2011 as a oneyear tax holiday to boost spending and was then extended
by another year. The third element is the discontinuation of
extended unemployment benefits, which were put in place
to supplement the standard 26 weeks of benefits generally
available, and which has already been extended numerous
times since first passed in 2008. Fourth, is the automatic
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federal spending cuts of $100 billion per year beginning in
2013, as a result of the Super-Committee’s failure to reach
an agreement on deficit reductions last year. The last of the
major contributors is the new tax on investment income
to take effect in 2013 to help finance healthcare reform.
Additionally, there are a few components which will arise at
year-end, but have regularly been extended in recent years.
These include the Alternative Minimum Tax (AMT) rate,
which will raise taxes for many if not “patched” beforehand,
a reduction in Medicare reimbursements, and expiring
business tax credits. In conjunction with all of this, an
overall decline in stimulus spending is expected to continue.
Estimates for the total amount of this fiscal contraction have
ranged from $500 billion to north of $700 billion, or 3 to 5
percent of GDP.
Regardless of which political party takes office, addressing
the fiscal cliff will be a difficult process given the lack of
cooperation in Washington. As Congress does not need to
pass any legislation for the measures above to take effect in
2013, there will be a greater need for the political parties
to work together in order to avoid a sudden shock to the
economy. It’s also worth noting that we may reach the debt
ceiling once again at year-end.
A likely scenario is that politicians will kick the can down
the road by extending some programs rather than figuring
out a long-term solution to gradually stabilize and reduce
debt. Not only will this create the potential for the country’s
credit rating to be downgraded again, it will create greater
uncertainty. Business spending, including hiring and capital
investment may remain on the sidelines, consumer confidence
and spending may decline, and volatility may increase. Along
with some of the recent weak economic data we have seen
lately, the increased uncertainty almost certainly means
slower growth through the rest of the year and into 2013.
The Fed has also acknowledged the risks of the fiscal cliff
and although they continue to provide support through
accommodative monetary policy, they have made it clear that
Washington needs to do their part as well.
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Economic Vista

Debi Hanson, Portfolio Manager
June’s release of the May employment numbers showed further
weakening in the job market. Non-farm payrolls rose by only
69,000, well under the 150,000 expected. Additionally, the April
numbers were revised downward from 115,000 to 77,000. The
unemployment rate rose from 8.1 percent to 8.2 percent and the
government’s U6 number (underemployment) rose from 14.5
percent to 14.8 percent.
Energy costs have been dropping, with WTI crude just under
$80/barrel resulting in lower inflation numbers. The Producer
Price Index fell 1.0 percent for the month as did the Consumer
Price Index falling 0.3 percent for the month. Those same indices
at the core level, which excludes food and energy, were both
reported at 0.2 percent for the month respectively.
The housing market continues to be mixed with new home
sales jumping 7.6 percent in May while existing home sales fell
1.5 percent. Prices were reported up to 0.8 percent after falling
the prior month. Home inventory is rising again and is up to
6.5 months after falling as low as 6.1 months back in January.
Home prices were up 0.8 percent last month with the average
price according to the S&P/CS Index reported home prices fell
1.9 percent over month of April. This index is based on a three
month average. Pending homes sales came in at 5.9 percent, a
two-year high.
Consumer spending as measured by retail sales fell during the
month to 0.2 percent. Falling with it was consumer confidence.
The University of Michigan fell this month to 74.1 a big drop
from the 79.3 reported last month.
Overall, Chairman Bernanke gave a rather gloomy report of
the economy for the remainder of this year. He announced an
extension of Operation Twist and stands ready to do whatever is
necessary to try to get this economy moving.

Credit Vista

Melina Hadiwono, CFA, Head of Credit Research
As tension continues in the euro zone, U.S. prime money market
funds exposures to euro zone continued to hover at a historical
low of 12 percent at the end of May 2012 — a 67 percent
reduction compared to the end of May 2011 levels according
to Fitch. This data is primarily based on the Fitch-rated top ten

SVB Asset Management
555 Mission Street, Suite 900
San Francisco, California 94105
866.719.9117
service@svbassetmanagement.com
JULY 2012

largest funds, which represents around 45 percent of Investment
Company Institute’s estimate of approximately $1.43 trillion of
total U.S. prime money market assets. In contrast, prime funds
exposures in Australia, Japan and Canada have increased in
the past six months and have been in the range of 30 percent
compared to 20 percent in May 2011. These U.S. prime funds do
not have any direct exposures to Greece, Ireland, Portugal, Spain
or Italy. Exposures to European banks outside of the euro zone
continue to be stable at about 16 percent with decline to Swiss
banks offset by increased exposures to Nordic and UK banks.
Money fund risk aversion continued to persist as reflected by
increased exposures to U.S. Treasuries and agencies to around
30 percent compared to 12 percent in May 2012, in the form
of both direct holdings and repurchase agreements despite
persistent low yields. U.S. prime money funds continued to
manage their liquidity positions conservatively with overnight
and one-month liquidity positions of around 20-25 percent and
40-45 percent respectively based on Crane data. Prime money
funds have been proactive in managing the exposure to the euro
zone and focusing on the high credit quality issuers with shorter
maturities. Going forward, given the uncertainties about a
resolution of the euro zone crisis, sluggish U.S. economy, fiscal
issues and potential MMF reforms, money funds are expected
to continue to pursue conservative investment parameters.

Trading Vista

Hiroshi Ikemoto, Money Market Trader
Surprisingly, even with all the dire news coming from Europe
and the weakening of the U.S. job market, Treasury yields across
the curve remained relatively unchanged in June. A lot had to do
with the FED extending Operation Twist to the end of the year.
The two-year Treasury note actually cheapened a couple of basis
points to end the month yielding 0.30 percent. Corporate bond
yields remained unchanged with industrial issues plus 20 to 40
basis points to similar maturing Treasuries, and plus 60 to 100
basis points for financial names.
Corporate bonds maturing in the 2a-7 area tightened by 5 basis
points as the one-year Euro Dollar Synthetic Future curve, the
benchmark to price bonds maturing 13 months and in, tightened
to 45 basis points from 55. Six-month commercial paper rates
remained flat with the Canadian and Australian bank names
being the richest. One-year agency yielded 0.25 percent by
month-end, an increase of two basis points.
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