
  
 
 
  
 
 
 
 
 
July 11, 2014  

 

Dear Investor:  

Stocks and bonds performed well in the second quarter.  The bellwether S&P 500® Index moved up nearly 
5% in the second quarter, as did the NASDAQ Composite Index.  Bonds, too, advanced 1.4% during the 
period, as gauged by the Barclays Bond Index.  The VIX Volatility Index – Wall Street’s oft-described fear 
index – matched a 24-year low at the end of June, and went on to set a record low of 10.3 after quarter end 
(July 3). 

 
 Q2 2014 Q1 2014 Pct. Change 
S&P 500® Index  1960.2 1872.3 +4.7%  
Dow Jones Industrial Average  16826.6 16457.7 +2.2%  
NASDAQ Composite Index  4408.2 4199.0 +5.0%  
VIX Volatility Index  11.6  13.9  -16.6%  
Barclays Bond Index – ETF “AGG”  109.4  107.9  +1.4%  
10-Year U.S. Treasury Yield  2.53%  2.72%  -7.0%  
Gold (ounce) $1,327.3  $1,284.0  +3.3%  
Oil (barrel – West Texas intermediate)  $105.37  $101.58  +3.7%  

 
Source: Bloomberg L.P. 

 
The steady stream of good news from U.S. financial markets over the past five years – the S&P 500® Index 
has now advanced by 190% from its recession low (676.5 on March 9, 2009) – combined with the sharp 
drop in the VIX Index, has raised the specter of investor complacency, even of a bubble.  The ever-quotable 
Warren Buffett said it best: “Nothing sedates rationality like large doses of effortless money”.  Those who 
invested in U.S. stocks in early 2009 could hardly be criticized for having made money “effortlessly” – 
swimming against the rip tide of fear that gripped the financial markets at that time took both guts and 
brains. But what about now?  Is it wise or foolish to increase asset allocations to stocks today – or even 
remain at the table after such a long winning streak?   

U.S. stocks – as a group – are neither cheap nor expensive.  Based on the consensus forward estimates of 
S&P 500® earnings, the market is trading at a reasonable 16.6 price/earnings multiple.  Over the past 60 
years, the market P/E ratio – based on trailing earnings – has swung between 7 and 30 times.  Further, 
based on Yale University Professor Robert Shiller’s long (140-year) historical analysis of stock prices, the 
P/E of the U.S. stock market averaged 15.5 over one and a half centuries.  So, in the context of that deep 
history, our present day market P/E of about 17 seems balanced and reasonable – particularly against the 
backdrop of interest rates and inflation, which remain at historically low levels.  None of this is to argue that 
all stocks and stock market segments are valued reasonably; in retrospect, many biotechnology and social 
media shares were overvalued late last year – and many have had their subsequent comeuppance.  As your 
investment managers, it is our job to allocate capital to maximize your return; one of the best ways of doing 
this is by steering clear of sky-high valuation air pockets.  Even now, we still believe that there are many 
opportunities for risk-averse investors to profit handsomely from equity investments.  Inflation and interest 



 

rates are low, corporate balance sheets are healthy, the economy appears to be gaining traction, and most 
institutional and personal investors are still relatively underexposed to equities, at least based on anecdotal 
evidence.  

One segment of the global capital market that does appear to be priced for perfection is the sovereign 
government bond market.  At the end of the second quarter, 10-year government bond rates in Western 
Europe were the lowest in recorded history, and the U.S. long bond was not far behind in this “race to the 
bottom” of rates.  To cite one example of this phenomenon, the 10-year Spanish government bond yield 
recently fell to 2.71%, its lowest rate since at least 1789.  Many things can occur – mostly bad – that could 
sharply erode the worth of this bond including inflation, tightening monetary policy, and political shifts.  No 
sensible person would argue, for example, that the euro bloc is as politically cohesive as the U.S., even with 
all our factional divisions. But U.S. government bond prices will fall, too, if rates rise.  It’s the iron law of 
the bond market that prices fall when rates rise.  And just how vulnerable are bond prices to rising rates?   
The numbers are brutal.  If the rate on the U.S. 10-year rose from its current 2.5% to 3%, then the bond 
price could be expected to fall by 4%, thus wiping out the current coupon and more.  If rates rose to 4% - 
the approximate average U.S. 10-year bond yield over the last 15 years – then the price of the current 10-
year bond would fall by 12%.  From a yield perspective alone, sovereign bonds are a particularly 
unattractive bet against equities – if not immediately, then certainly over the next several years.   Remember 
that equity issuers raise their dividends over time, but borrowers never raise their bonds’ coupons.  The 
current dividend yield on the S&P 500® is 1.9%, just 60 basis points (six-tenths of one percent) shy of the 
rate on the 10-year T-bond.  Over the last five years, S&P dividends have risen by 7.5% per year.  At that 
growth rate, the dividend payment on S&P stocks would have fully caught up to the current yield on the 10-
year bond in just 4 years.  

In view of our cautious comments on bonds, why would Palisade clients ever want to own bonds in their 
portfolios?  One simple reason is for stability of income – no small consideration for retirees or those with 
otherwise unpredictable incomes.  Although bonds are not likely to continue to generate the paper gains that 
they have over the last four or five years, they need not be losers either.  By taking several steps, we have 
attempted to maximize bond investors’ incomes while minimizing their price risks.  First, we construct 
“ladders” of staggered maturities so that as short maturities roll off we reinvest the proceeds at the 
prevailing rate; if those rates are higher, our investors gain the income pick-up, and if rates are lower, they 
win through the appreciation of their remaining bond portfolio.  Second, we purchase short-duration 
corporate bonds (duration – a measure of price risk – can be minimized by combining short maturities with 
high coupons) which have relatively little sensitivity to rate shifts.  And, third, we do our own credit 
analysis to try to ensure that our bonds are “money good”, i.e., that they will pay their coupons and 
principal at maturity as advertised.  

All things considered, we prefer equities to bonds at the present time.  We believe that equities, 
although hardly cheap, still have room for appreciation.  And, although we are skeptical of bonds’ 
appreciation potential, we believe that they still have a place in the portfolios of owners who need 
steady and reliable income. One “middle road” for investors might be in convertible securities which 
offer (in many cases) relatively high income combined with a claim on the value – and appreciation 
potential – of the issuer’s common shares (we hope to more fully discuss convertibles in our next 
investor letter to you).  

Thank you for allowing us to manage your investments.  We strive to honor your faith in us with diligence, 
creativity, and good results.  That is our only business model.  

 
Sincerely,  

Palisade Capital Management  



 

 
 
 
Past performance is no guarantee of future results. 
 
Discussions regarding potential future events and their impact on any portfolio are based solely on historic information and Palisade’s estimates 
and/or opinions, are provided for illustrative purposes only, and are subject to further limitations as specified elsewhere in this material. No 
guarantee can be made of the occurrence of such events or the actual impact such events would have on any portfolio’s future performance.  

Palisade Capital Management, L.L.C. (the “Firm”) is an SEC registered independent investment management firm established in 1995. Beginning 
January 1, 2008, the Firm was redefined to include private equity investments. As of February 2, 2009, the Firm acquired three growth strategies 
from AG Asset Management LLC, all of the strategies’ key investment decision makers, and a significant amount of corresponding assets. Other 
than the key decision makers, no other persons played a significant part in achieving the performance of the growth strategies during that time. 
While under the management of the key decision makers while at AG Asset Management, the investment objectives, policies, and strategies of the 
growth strategies were substantially similar in all material respects to those of the Firm’s growth strategies. The key decision makers intend to use 
the same analytical methods for identifying potential investments for the Firm’s growth strategies as was used at AG Asset Management.  

As of January 1, 2013, the Firm acquired a private fund which employs a long short securities investment strategy, the key investment decision 
maker, and all of the assets of Hermes Advisers, LLC, the fund’s investment advisor. Other than the key decision maker, no other persons played a 
significant part in achieving the performance of the long short strategy during that time. While under the management of the key decision maker at 
Hermes Advisers, the investment objectives, policies, and strategies of the long short securities strategy was substantially similar in all material 
respects to those of the Firm’s long short securities strategy. The key decision maker intends to use the same analytical methods for identifying 
potential investments for the Firm’s long short securities strategy as was used at Hermes Advisers.  

Based in Fort Lee, NJ, the Firm manages a variety of assets for a diversified client base including institutions, foundations, endowments, 
pension & profit sharing plans, retirement plans, mutual funds, private limited partnerships, family offices, and high net worth individuals. 
The past performance of the strategies described above is not indicative of the future performance of the Firm’s corresponding strategies.  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

  


