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markets Trade in a Narrow range
Both stock and bond markets were little changed last week and, in fact, have 
remained in a relatively narrow trading range for the past couple of weeks. For the 
week, the Dow Jones Industrial Average eked out a 0.1% gain to 16,323, while the 
s&P 500 Index fell 0.5% to 1,857. thanks to a selloff in the technology sector, the 
nasdaq composite dropped 2.8% to 4,155. In fixed income markets, the yield on 
the 10-year treasury dropped slightly (as prices rose), moving from 2.74% to 
2.72%. As we discuss below, however, shorter-duration areas of the treasury 
market did experience some notable movement. 

Value Stocks may Be coming Into Favor
Although the broad equity averages may not be moving much lately, we are 
witnessing a significant sector and style rotation. In particular, some of last year’s 
high-flying segments of the market are now starting to come under pressure. the 
U.s. biotechnology industry, for example, was up roughly 65% last year, but is now 
down 15% from its peak in February. At the company level, we could point to last 
week’s disastrous initial public offering for king Digital entertainment (the maker 
of the ubiquitous video game “candy crush”). the stock suffered the worst first 
day of trading of any IPo this year, losing 15.6% of its value.

In one sense, this shift suggests that glamorous, high-momentum types of stocks 
are less in vogue. It also speaks to the fact that the market appears to be experiencing 
a rotation away from growth and into value styles. over the past month, large-cap 
value stocks have gained roughly 1.25%, while large-cap growth has lost over 2%. 
this rotation is being driven in part by the fading of the momentum trading theme 
(which favored growth styles), but it is also a result of a growing discrepancy in 
relative valuations. As of the end of last month, growth stocks were trading at 
nearly a 40% premium to value stocks, significantly higher than the 10-year 
average of around 25%.

should this rotation continue, one of the beneficiaries would likely be U.s. large- 
and mega-cap stocks, which are trading at a significant discount to small- and 
mid-cap areas of the market. the financial sector may also benefit from this trend. 
Despite a five-year rally, the sector still appears attractive and has been seeing 
strong inflows recently.
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Shorter-Duration Treasuries are Looking Vulnerable
A similar trend is evident in fixed income markets. Beneath the relatively calm 
surface of yield stability lurk some meaningful shifts. to restate an observation we 
have made before, last year investors would have done well to avoid long-duration 
treasuries, but this year it is the short to middle part of the yield curve that 
appears vulnerable (specifically the two- to five-year segment). 

whereas the yield on the 10-year treasury has barely moved over the past couple 
of weeks, the yield on the five-year treasury has jumped from 1.53% to 1.73%. 
looking ahead, we expect this area of the treasury yield curve to experience the 
most volatility, and also to be the most sensitive to expectations of a potential 
increase in the federal funds rate.
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