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Chart 1: US Data better than expected
Cumulative US data surprise index (June 30, 2007= 0)

(see definition on page 3)
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Chart 2: Surveys point to an acceleration in growth
US all economy ISM index & annual growth in GDP
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2. Fed Policy and Rates
We agree with the assessment of the Fed2

 

that this recovery is still not self sustaining and therefore 
expect that short term rates will remain unchanged through this year.

That said, the rates market is on high alert for higher rates. We have warned on several occasions 
that as money markets and credit markets normalize the risk for higher interest will rise…and, that 
history suggests that this realignment of market interest rates will be rapid. The 100bp rise in 10Y 
rates between October and early December is evidence of this. Our long term valuation models 
continue to stress that bond yields will eventually move higher.

 

However, our shorter term 
valuations suggest that 10Y yields around 3.25-3.50% should offer support, as (i) the extreme 
curvature distortion induced by QEII has unwound (see chart 3); (ii) that the yield curve is near its 
steepest levels, implying attractive carry and roll-down; and (iii) inflation pressures remain very 
subdued, which supports the outlook for unchanged Fed Funds.

Given our structural bias on rates we were quick to re-position for the move in Q4’10. We are 
neutral now, but will remain on high alert for rising rates, where the short end of the curve is 
already massively expensive on our long term models, despite our

 

belief that the Fed bias is to 
maintain low rates for longer to underpin the recovery.
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Investment strategy:

We spent the first week of January reviewing our views and positioning. Our conclusions were 
virtually unchanged from that of the last quarter. We maintain an overweigh credit exposure. 
We see 2011 generating attractive carry from credit rather than significant spread contraction. 
Our credit analysts emphasize name selection to navigate through

 

the risks that credit will face 
during 2011. Our rates team is neutral on yields after the adjustment higher during Q4, 
however, our bias is bearish on the medium-to-long term. We therefore will be watching for 
signals to again react and shorten duration.

j~Åèì~êáÉ=^ääÉÖá~åÅÉ
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Source: Macquarie and Bloomberg

Chart 3: US Curvature QE induced volatility
US: 2-5-10Y
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Chart 5: EM spreads now below Sovereign
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Chart 4: Sovereign Spreads and Investment 
Grade Credit
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Chart 6: US Data – Better than expected
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Definition:

 

US data surprise 
Index is based on official 
released data and how it 
actually comes out relative 
to expectations. The index 
is calculated by Macquarie 
economists and is not a 
published index\\
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Portfolio Positioning and Strategy

Macquarie Allegiance manages separate accounts, invested in fixed income securities 
including Government-only, AAA-only and Investment Grade portfolios. Below is a summary 
of our Investment Committee views at month end.

Duration:

 

Short.  A short position is warranted through the view interest

 

rates are at the low 
end of the recent range and are trending higher.  Technical analysis, an important part of our 
investment process, confirms the view interest rates are in a range in the near term but the 
main trend is toward higher rates.

Yield Curve:

 

Underweight 5-7 year maturities.  We positioned portfolios to benefit from 5-7 
year maturities underperforming shorter and longer maturities.  We flattened our exposure to 
the long end of the curve.
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