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Recovery: A Double-Edged Sword for Bond Investors

This week marks the one-year anniversary of the st market's plunge to levels not seen since 1997at year
at this time, the very existence of the Financial y&tem was in question as the Fed, Treasury, Congresand
their counterparts across the globe struggled miglly to craft a recipe for survival of the stock, band, and
credit markets. Central banks met the challenge byowering interest rates to historic lows and injeang

massive amounts of liquidity into the system. Forame, those days seem like ancient history. Perhafisat

distinction underscores the difference between a WiaStreet banker and a retiree living on a fixed itome. It's
all about perspective. The banks and brokers haveeturned to profitability and business as usual, notvithout a

substantial assist from taxpayers. The retiree iseft wondering how to avoid outliving their income-poducing

assets in the current low interest rate environmentvith inflation knocking at the door. History provi des a great
lesson for them in what not to do.

We've often been critical of those who believe thast performance is indicative of future resuttswever, we still
take the occasional glance in the rear-view mifoorhistorical context and clues to what may hapigetihe future.
There are some lessons to be learned. Sadly, 3iter 40 years, they disappear from the colleatmnesmory of the
major actors in the Financial System: bankers, édnqykfiscal and monetary policy-makers, and privatestors. All
of the above had a hand in the collapse of the estdte and stock markets in what is being caled“Great
Recession”. Of course, the term hearkens backetdG@heat Depression” of the 1930’s. Another versibrthe same
story played out in the 1968-1982 “Stagflation-ditbn” period. All of these periods were precedgdeltended
economic expansions and record stock market adsafideat's where the similarity ends. The 30's stasdan
example of a battle lost to deflation. The econa@hthe 70’s, having averted the same fate, wasrevehallenged
by the cure, a crippling form of inflation. The $es learned by central bankers was that anythimgdgerable to
severe deflation. Today, the outcome isn't assimgdhey’re seeing some success in easing defa@tjopressured.
Complete success will bring a return of inflatiordénigher interest rates.

The titles may differ but the story usually goé®lthis: Act 1. Fostered by easy credit, imprudisatl and monetary
policy, short-sighted bankers, brilliant financielax regulation, and willing investors, the ecoryoamd its markets
expand beyond all predictions. They declare “Thigetit's different”. They succumb to the belief tlEanew era of
financial alchemy is upon us, that markets don’tdgavn, and money grows on trees, or in this casd, astate. Act 2|
Then...... all markets collapse under the weight offiaidily supported asset prices. What follows isaa$,
destruction, finger-pointing, and extremely loweirgst rates. The lesson: the rules of markets eatrétched but ndt
broken. Act 3. A new-found religion emerges, basadoversight, regulation, and a resolve never feae these
mistakes. The economy moves into a decade-longveegoDeflation yields to inflationary expectatioriolicy-
makers shift to an aggressive stance once inflasioleemed to be under control. The markets thafirooa return of
economic expansion. Asset valuations rise...and thegngage from reality. Financiers and investodade “This
time it's different”. Fade to black.......

Unfortunately, this is a story we are destinedepeat since human nature is at the heart of it.dfama lies in the
third act, where the economy hopefully defeatsatighh only to then be confronted by a more famiksemy.
Inflation. It's the by-product of a real recoverysymptom of an overheated economy, and usuadjgdrs a policy
response in the form of higher interest rates.riégarded as a headwind for both the stock and bmadtets. We
usually discuss inflation in terms of its effect stocks. Today, we're focused on interest ratesthan effect on
fixed income investors who will be making decisianday that could have unintended adverse consegadar their
portfolios years from now.




The Yield Trap

We believe the central banks’ attempt to inflate ghobal economy and avert a deflationary spirahiz developed
nations will bring about a change in the seculendrin interest rates. The current downward trenchies began i
1982. Inflation was about to be reined in as thedomarket launched into a decades-long bull maRatalmost threq
decades, investors have been paid handsomely émcxhaturities out to the farther reaches of thedycurve.
They've captured both higher yielihd price appreciation. Those days are over. With tsleom rates near 0%,
doesn't take a rocket scientist to rate the chafmehigher interest rates at 100%. Some questienswin: When7
How fast? And how far will rates go?

—

Regardless, this will require fixed income investtw rethink the strategy they’'ve employed for plast 20 years if
order to avoid falling into what we callhe Yield Trap. This can occur when investors, pursuing highetdsgi
overweight long maturities or long bond funds irittportfolios prior to a major upward shift in @nest rates. As yo
know, interest rates and bond prices are inversetielated. Higher rates = lower bond prices amg viersa. Whet
rates rise, investors can find themselves “trapjgdd drop in the price of their bonds. The intetlkgy receive can bg
more than offset by the loss to the portfolio #ytave to sell for some reason. Of course, thi$ r© consequence |f
they are diversified across a range of maturitres @n simply hold the bond until maturity. Howeviat requires a
disciplined approach to positioning fixed-incomedatments and this is where investors often rumtiatuble.

—

Baby-Boomers are beginning to swell the ranks @ifees who, for the most part, are less risk-toler@nd more
dependent on the fixed-income component of theitf@as. With the meager returns currently beirffeed by
money market funds and short-term bonds, theretésnptation to pursue higher returns from increasqubsure tg
long-term bonds or bond funds. While many belieweesting in bonds reduces portfolio risk, it catually infuse a
higher degree of risk to a portfolio under certzmmditions. Aside from professional bond traderd iastitutions, most
investors don'’t factor price movement into theicidion to hold bonds. For them, it's all about th&erest rate and
safety. When rates are relatively stable aodat their historical lows, bond buyers can usuabyend the average
maturity of their portfolios in the pursuit of yeéewithout seeing their bonds decrease significantiyprice prior to
maturity. Not so today. Looking back to the mid §,0lve saw many investors, lured by the relativaghtyields
offered by long term bonds and funds, suffer losisasexceeded those of their stock portfolios dliersame period.

Sidestepping Trouble

While most agree that the return of inflation amghber rates is in our future, there is little comsgs as to when that
will occur. Regardless of when, there are thingsldonow.Number One: Liquidate or avoid bond funds that hald
intermediate or long-term maturities. While yieldsay currently appear to be attractive relative borsterm
investments, there is ongoing erosion of returintakblace within the fund. The coupon rate will“belled down” as a
result of turnover in the portfolio even if ratesmain where they are. Reinvesting proceeds frotedc@r maturing
bonds will lower the interest payments to sharetirdd The current rate of return can only be maiethiif the
manager takes more credit risk. The real damagjeetportfolio occurs when interest rates begirige.rSince there i$
no maturity date to the fund, holding those shaemquivalent to buying the same or riskier portfaf bonds, but
with a lower yield in a declining bond market. by must own a bond fund these days, make surengsofshort

duration. There will still be some adverse effects on thefplio but to a much lesser extent. Money mafkaets are
the best substitute in a rising interest rate @mvirent.

Number Two: Diversify bond holdings across the yield curve.iff@s short-term bonds for liquidity. For longermrte
money, extend maturities to capture yield and oegyiat positions just short of where the curve bgdm flatten.
Currently, we are positioning no more than 10% of fixed income allocation in 1 and 2-year matasti We arg
overweighting 60% over years 3-5, and placing #maainder in years 6-7. The curve flattens beyongats and
provides less incentive to extend beyond that. [bhger bonds could show losses as interest ragesbuit, absent
change in liquidity requirements, they’ll be hetdraturity and redeemed at par. The shorter megsintill provide
not only liquidity but an opportunity to reinvestrfhigher returns as rates increase.

This approach requires the discipline to just 9dg™to the higher yield bonds and products lurkmg there. Earning
a little less from fixed income now can mean avugdiosses to the portfolio in the future. Unlike tbrevious threg¢
decades, saying yes to those “opportunities” cbulty about adverse consequences for those whteaanafford it
at this time in their lives
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