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CIO Update 
Navigating Through Challenging Times 

SUMMARY  Despite some challenging macro events, the global 
recovery remains on track. We are seeing healthy vital signs in 
many of the companies that we follow. U.S. equities continue to 
offer extremely compelling valuations, in our view.  Although the 
overall bond market has become more susceptible to interest rate 
volatility, we continue to see attractive risk-reward opportunities in 
corporate credit.  

KEY POINTS   

• U.S. equities remain extremely attractive, based on 
historical valuations and improving fundamentals.  

• Central banks are behaving responsibly to contain inflation 
in emerging markets; however, economic growth may slow 
near-term. 

• We believe additional upside remains in fixed-income, with 
some of the more attractive opportunities in higher-yielding 
credits. 

• Uncertainty remains a prevalent theme in today’s market, 
highlighting the importance of in-depth, fundamental 
research and security selection. 

Jonathan Coleman 
Chief Investment Officer, 
Equities 

Gibson Smith 
Chief Investment Officer, 
Fixed Income 
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NEW RISKS AND OPPORTUNITIES 

Geopolitical concerns and the natural disaster in Japan took 
center stage in the first quarter, weighing on investor 
sentiment after a strong start to the year. Once again, the 
markets reverted to a familiar dynamic of “risk on, risk off” 
trading, echoing a pattern seen frequently in 2010 when 
investors bought and sold equities, Treasuries and the U.S. 
dollar based more on headlines than fundamentals. Some of 
the issues that arose in the quarter—such as higher oil 
prices, sovereign debt risk in Europe and rising inflationary 
pressures—certainly raised risks. However, equity markets 
rebounded to finish the period higher, rising on improved 
economic data and confidence. We find this resilience in the 
face of bad news to be impressive and suggestive of pent-up 
demand for equities from investors who have fled the asset 
class in recent years. In light of the volatility in the equity 
markets, credit spreads continued to trend tighter with 
financials seeing the greatest tightening over the period. 
Overall, we continue to see healthy vital signs in many of the 
companies that we track, supporting our view that the 
recovery remains on course.  

While the disaster in Japan took a tragic human toll, the 
global impact is likely to be limited. Near-term, Japan’s 
economy will almost certainly weaken, and damage to some 
factories and infrastructure may lead to supply-chain 
disruptions, especially for components early in the 
production cycle. However, we expect these disruptions to 
be manageable and don’t think Japan’s slowdown will drag 
significantly on global growth (its economy accounts for 9% 
of world GDP). Rebuilding efforts are likely to stimulate 
Japan’s economy longer-term, creating opportunities for 
infrastructure-related companies. If the 1995 Kobe 
earthquake is a corollary—and we think it is—capital  
equipment spending is likely to accelerate within two fiscal 
quarters, followed by housing expenditures within four 
quarters, while personal consumption growth may take 
slightly longer than a year to rebound.     

Rising oil prices pose a potentially longer-term challenge. 
Even before the crisis in the Middle East, demand in 2010 
grew at the fastest pace in history, leaving little spare 
capacity. Japan’s reconstruction will be very energy-
intensive and may lead to additional demand for oil and 
natural gas. The flipside of these pressures is demand 
destruction, which is likely to be substantial if crude prices 
rise much further. This could significantly impact the growing 
emerging economies, where energy consumption is a 
greater percentage of total consumption than it is in 
developed nations. It’s worth noting as well that oil revenues 
are the main source of foreign currency in the Middle East, 
and are vital to the quality of life in those countries; we think 
that whoever takes power in energy-producing countries 
(good guys or bad) will not close the spigot. While the future 

is uncertain, stability in the region and incremental demand 
destruction could very well result in crude coming off its 
recent peaks.  

U.S. AND GLOBAL OUTLOOK 

In the U.S., the economic climate continues to improve. The 
February ISM Manufacturing Index reached 61.4%, its 
highest level since May 2004. Unemployment is easing, not 
because of lower labor force participation but because of 
hiring; the U.S. added 216,000 jobs in March, bringing 
unemployment down to 8.8%, the lowest level in two years. 
We are seeing early indications of improving confidence at 
the corporate level with management teams indicating 
interest in hiring. Moreover, small businesses have been 
hiring and are showing interest in future hiring. These signs 
of improving employment are welcome and may quiet the 
skeptics questioning the sustainability of the recovery. 
Monetary stimulus and liquidity in the system continue to 
bolster demand for risk assets.  

We are even seeing some hopeful signs of fiscal discipline in 
Washington. A bipartisan approach to tackling the debt 
seems to be emerging, with a group of 64 senators recently 
calling for a comprehensive deficit reduction plan. With this 
in mind, the prospects of a full battle around the debt ceiling 
and a potential shut down of the federal government will play 
out over the coming months; we expect fireworks in 
Washington and market volatility. While there will certainly 
be politicians from both parties who seek political gain from 
this issue, we are encouraged that serious members of 
Congress recognize the need for change.  

Non-U.S. markets continue to offer attractive opportunities, 
albeit with some caveats. In Europe, the recent approval of a 
permanent liquidity facility for sovereign debt issuers should 
improve long-term confidence in the region’s 
creditworthiness, as well as the risks associated with the 
highly leveraged peripheral countries. Near-term, the region 
faces a number of challenges, including the impact of 
austerity measures, inflationary pressures and monetary 
tightening. GDP in the United Kingdom is now expected to 
grow 1.7% in 2011, down from earlier estimates of 2.1%, in 
part due to lower consumption. Long-term, we think austerity 
programs will strengthen euro-zone economies. The risk is 
that they go too far in the near-term. We are monitoring how 
core Europe deals with these issues and their banking 
institutions’ debt exposure to peripheral regions. Greece, 
Ireland, Portugal and Spain are receiving the most focus. 

In emerging markets, inflation pressures are a growing 
concern. Rising energy and food price inflation is a serious 
issue, especially in India. The rising energy and food prices 
have a direct impact on domestic consumption. In addition, 
rising input costs are depressing corporate margins and 
could potentially slow economic growth. Countries such as 
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China and Brazil have been raising interest rates and 
tightening capital requirements. Nonetheless, these are real 
pressures and are among the reasons that emerging 
markets underperformed last year. We think central banks in 
these countries are behaving responsibly to contain inflation 
and promote long-term growth, but we could see a 
slowdown in the near-term. The prospect of a hard landing in 
China remains a risk for emerging markets as the 
government strives to slow the exuberant housing and 
construction market as well as to contain inflationary 
pressures. We will be monitoring this closely. 

EQUITIES: VALUATIONS REMAIN ATTRACTIVE 

Equity valuations remain compelling, in our view, particularly 
for U.S. based large cap companies. The valuation gap 
between large- and small-caps is at a 10-year high (see 
chart), creating opportunities to invest in global growth 
businesses at historically discounted prices. Small cap 
multiples look high, in contrast, but we think many of these 
companies deserve premium valuations at this stage in the 
economic cycle. Margins for small-cap stocks are well below 
their peak in the late 1990s. For small companies with good 
growth profiles, there is plenty of room for margin expansion. 
More than anything, we think this reinforces the value of 
active management and deep fundamental research. Stock 
selection matters.  

In terms of sectors, we continue to find some of the most 
promising opportunities in technology, financials and health 
care. Growth estimates for many tech companies remain 
healthy and some of the industry’s largest firms have 
amassed record levels of cash. In financials, U.S. banks are 
starting to win regulatory approval to raise dividends, and 
clarity on capital requirements (in the Basel III accord) is 
lifting some uncertainty. Health care remains challenged by 
low utilization rates and regulatory pressure. Yet our 
analysts are finding values in companies lowering their cost 
structures or finding ways to make the system more efficient. 
Our views on cyclical industrials are less sanguine: while 

orders have rebounded and earnings have improved, margin 
compression remains a concern. 

Naturally, we do see some trouble spots. Input cost 
pressures are building and we worry that companies can’t or 
won’t pass through price increases. Loan growth has been 
sluggish and the U.S. consumer continues to deleverage 
(albeit at a slower pace). The U.S. housing market remains 
worrisome too; prices slipped in January for the sixth month 
in a row, and foreclosures continue to weigh on inventory 
and prices in aggregate. As we have mentioned, corporate 
balance sheets are strong even as economic growth has 
been slow; with that comes the temptation to reach for 
growth via overpriced acquisitions. Disciplined capital 
allocation is important at this point in the economic cycle.  

Despite these macro challenges, we remain confident in our 
security selection. Many of our top holdings trade at a 
discount to the market with the potential to generate faster 
growth; other holdings trade at a premium but justify their 
multiples with strong growth trajectories and opportunities for 
margin expansion. These characteristics create very 
compelling risk-reward profiles that we think will result in 
higher returns long-term.  

FIXED INCOME: NAVIGATING CRITICAL CHALLENGES 

Volatility was a central theme in the first quarter as investors 
grew increasingly concerned about building inflationary 
pressures in the global economy and the potential for 
changes in the monetary policy positions of central banks 
around the globe. As the concerns around a deleveraging 
deflationary spiral wane, the bond market is pricing in the 
possibility of higher inflation and higher interest rates sooner 
rather than later. At the company level, we are seeing input 
costs rise across the board. Pressures are also building in 
food and energy costs, which may affect consumption 
patterns as consumers commit more discretionary dollars to 
these areas.  

Looking beyond the headlines, however, the picture does 
not appear as dire. Two key inflation components—wages 
and housing—remain weak. With unemployment near 9%, 
we have not seen much evidence of wage inflation, a key 
component of sustainable inflation. The housing market, 
meanwhile, continues to struggle. Prices have been falling 
for six months and owner-equivalent rents have stayed 
largely flat. These imbalances help to explain why the 
Federal Reserve has called recent inflationary pressures 
“transitory” and hasn’t signaled a change in rate policy 
(although we do expect the Fed’s quantitative easing 
program to wind down in June, as expected, potentially 
adding to rising rate pressures). We are watching input 
prices on the key inflation measures very closely for early 
indications of sticky price inflation (driven by less volatile 
components). Clearly, however, the consensus is focused 
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on higher rates due to building inflationary pressures and a 
sustainable recovery. 

In light of these challenges, we think an active approach to 
fixed income—with a slightly more defensive posture—
makes sense. As we have highlighted in previous white 
papers, due to the fundamental changes in the fixed 
income market brought about by the financial crisis, 75% of 
the Barclays Capital U.S. Aggregate Bond Index now 
exhibits Treasury-like characteristics, making the overall 
bond market much more susceptible to interest rate 
volatility. Thus, a passive allocation in fixed income comes 
with an outright bullish view on interest rates (i.e. that rates 
will decline), a position with which we fundamentally 
disagree. Corporate debt or credit remains the primary non-
government alternative in the fixed-income markets, and 
we believe our focus on security selection in this segment 
represents the most effective way to generate excess 
returns, as well as to protect against rising rates.  

We believe that the lower quality segments of the credit 
markets (high yield) offer some of the best opportunities for 
investors as the higher yields provide greater downside 
protection and the fundamental deleveraging and new-
found corporate conservatism should result in tighter 
spreads (see chart). We have also reduced duration risk 
relative to the index, as well as reduced holdings in longer 
dated securities to protect against rising rates. While 
concerned about an increase in rates, we have maintained 
some exposure to the Treasury market in the portfolios, 
primarily as a hedge against unforeseen events or another 
flight to safety. Most of our exposure remains at the front 
end of the curve, however, where price volatility is far lower 
than at the longer end of the market.   

Overall, we are finding attractive opportunities across 
various sectors in the credit markets. We remain disciplined 
in our individual security selection with a focus on 
companies that continue to go through a positive 
fundamental transformation of their capital structure. This is 
generally facilitated by an aggressive approach by 
management teams to reducing overall leverage (paying 
down debt) and focusing on the benefits to the equity 

holders of the company. While 2009 and 2010 were strong 
years for the credit markets, we believe additional upside 
remains in the asset class, but security selection is critical 
in this environment.  

LOOKING AHEAD 

Staying active and maintaining a balanced portfolio is 
crucial at this juncture. Uncertainty remains a prevalent 
theme in today’s market, highlighting the importance of in-
depth research both to mitigate risk and to uncover 
opportunities offering the most attractive risk-adjusted 
returns. We can’t say that geopolitical risks won’t rise again 
or that the correlations won’t spike. However, tuning out the 
short-term noise and staying focused on company 
fundamentals, we believe, remains the best way to achieve 
attractive long-term results.  

*******************************************************************
See following page for important disclosures. 
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Please consider the charges, risks, expenses and investment objectives carefully before investing. For a 
prospectus or, if available, a summary prospectus containing this and other information, please call Janus 
at 877.33JANUS (52687) or download the file from janus.com/info. Read it carefully before you invest or 
send money. 
Investing involves market risk. Investment return and fund share value will fluctuate and it is possible to lose money  
by investing. 
The opinions are those of the authors as of March 2011 and are subject to change at any time due to changes in market or 
economic conditions. The comments should not be construed as a recommendation of individual holdings or market sectors, but 
as an illustration of broader themes. Past performance is no guarantee of future results. 
Bonds in a portfolio are typically intended to provide income and/or diversification. In general, the bond market is volatile. Bond 
prices rise when interest rates fall and vice versa. This effect is usually pronounced for longer-term securities. Any fixed income 
security sold or redeemed prior to maturity may be subject to a substantial gain or loss. 
Foreign securities have additional risks including exchange rate changes, political and economic upheaval, the relative lack of 
information, relatively low market liquidity and the potential lack of strict financial and accounting controls and standards. These 
risks are magnified in emerging markets. The prices of foreign securities held by investment portfolios and therefore a portfolio’s 
performance may decline in response to such risks. 
U.S. Treasury securities are direct debt obligations issued by the U.S. Government. With government bonds, the investor is a 
creditor of the government. Treasury Bills and U.S. Government Bonds are guaranteed by the full faith and credit of the United 
States government, are generally considered to be free of credit risk and typically carry lower yields than other securities. 
All current and potential holdings in Janus products are subject to risks that individuals need to address. 
There is no assurance that the investment process will consistently lead to successful investing. 
The risk-adjusted return of a portfolio is the return it provides adjusted for the level of associated risk. Risk-adjusted return enables 
investors to compare the performance of low risk, low return investments to high risk, high return investments.  
Price/Earnings Ratio is a valuation ratio of a company’s current share price compared to its per-share earnings. This ratio 
represents equity securities within the portfolio, and is not intended to demonstrate the growth of the portfolio, income earned by 
the portfolio, or distributions made by the portfolio. 
Russell 2000® Index is an index that measures the performance of the 2,000 smallest companies in the Russell 3000® Index. 
Russell 1000® Index measures the performance of the 1,000 largest companies in the Russell 3000® Index. 
Barclays Capital U.S. Aggregate Bond Index is made up of the Barclays Capital U.S. Government/Corporate Bond Index, 
Mortgage-Backed Securities Index, and Asset-Backed Securities Index, including securities that are of investment grade quality or 
better, have at least one year to maturity, and have an outstanding par value of at least $100 million. 
Barclays Capital U.S Corporate High-Yield Bond Index is composed of fixed-rate, publicly issued, non-investment grade debt. 
A Fund’s portfolio may differ significantly from the securities held in an index. Indices are unmanaged and not available for direct 
investment; therefore, their performance does not reflect the expenses associated with active management of an actual portfolio. 
Statements in this piece that reflect projections or expectations of future financial or economic performance of a mutual fund or 
strategy and of the markets in general and statements of the Fund’s plans and objectives for future operations are forward-looking 
statements. Actual results or events may differ materially from those projected, estimated, assumed or anticipated in any such 
forward-looking statements. Important factors that could result in such differences, in addition to the other factors noted with such 
forward-looking statements, include general economic conditions such as inflation, recession and interest rates. 
Janus Distributors LLC (04/11) 
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