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Market Setting
“Market turmoil and an evolving economic outlook have produced a volatile situation that has 
made forecasting the course of the economy even more difficult than usual”—Fed chairman 
Ben Bernanke 1/10/08.

The verdict is still out whether or not the Fed’s aggressive, accommodative responses to the 
risks of the sub prime market have halted the contagion.  

Fears about sub-prime loans and leverage exposure are being realized as delinquencies and 
foreclosures continue to move up sharply.

Huge mark to market losses related to eroding investment asset quality at financial companies 
have created a credit crunch and a growing contagion with a spillover into the general 
economy.

GDP growth rate is likely to fall and remain in the slow growth mode for the first half of the year.  
Conditions suggest more than a 50% chance of a recession in 2008.  Government stimulus 
programs are being considered, however, any delay would defer their beneficial impact.

Job growth tailed off in the second half of 2007 with the jobless rate closing the year at 5%. 

High commodity prices and a flagging stock market weigh heavily on consumer sentiment and 
retail sales.

Home inventory recently reached a 50 year high, which triggered falling home prices. 

Upside risks to the CPI and core inflation are increasingly evident and raise the risk of 
stagflation. 

Fed cuts and the recent economic softening continue to weaken the dollar.

Corporate earnings are expected to be substantially below recent quarters, as margins have 
come under pressure and losses continue to mount.

Global liquidity has tightened although economic growth still appears generally positive.

Geopolitical tensions pose a backdrop risk for the market.

Outlook For Interest Rates and the Markets
Fed has accelerated its easing policy in order to offset economic weakness and mitigate the 
impact of the credit crunch.  

Despite growing inflation risk, the Fed has indicated “it will do whatever it takes” in responding 
to the fallout emanating from the sub prime market.

The Fed may cut by as much as 125 basis points in the first quarter and another 25 to 75 basis 
points through year end, closing 2008 at 2.25%-2.75%.
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Notes and Disclosures
The market outlook contained herein is prepared by McDonnell Investment Management, LLC (“MIM”) for 
informational purposes only. The information set forth herein is

 

neither investment advice nor a legal opinion. 
It is presented only to provide information on investment strategies and our view on market opportunities. 
The data used for this presentation was obtained from publicly available reports and may include, but are not 
limited to, some or all of the following: internally derived databases and information, third party research, 
issuer-derived documents and news media reports. McDonnell believes the

 

data to be reliable but does not make 
any representations as to its accuracy or completeness.

 

References to specific securities and issuers are for 
illustrative purposes only and are not intended to be, and should not be interpreted as, recommendations to 
purchase or sell such securities.

 

The views expressed by MIM are as of the date of publication of this piece, are 
based on current market conditions, may fluctuate

 

and are subject to change without notice. MIM cannot assure 
that the type of investments discussed herein will outperform any other investment strategy in the future, nor 
can it guarantee that such investments will present the best or an attractive risk-adjusted investment in the 
future. There are no assurances that any predicted results discussed herein will actually occur. Past performance 
is no guarantee of future results.
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Outlook For Interest Rates and the Markets (cont’d.)
We anticipate a continued steepening in the yield curve through the end of the quarter 
and year. 

We expect 10-year Treasury yields to close the 1st quarter at  3.8% and year end near 3.7%. 

While the weakened economy and flight to safety have driven up Treasury bond prices, prices 
are high on a historical basis. This presents the risk that these prices will reverse if inflation is 
not contained and deficit financing increases supply.

The dollar is expected to continue to lose ground modestly compared to most major currencies.

Stock market performance is likely to be lackluster with negative returns appearing more likely. 

The most significant risks that could likely alter the degree or volatility of our rate prediction 
relate to:

- The speed of global growth, liquidity and credit conditions worldwide

- Domestic job base growth

- Rising inflation

- Containment of losses emanating from residential real estate, consumer debt and 
overall leverage

- Declining corporate profits

- Upward price pressure on goods and services due to pass-through of commodity 
price increases

- The demand for borrowing in the credit markets

- Currency exchange rates

- Geo-political tensions, especially in the Middle East, and

- Sustained support by Foreign Central Banks for the dollar
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