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Should we be reducing Fixed
Income exposure?
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Although it may not have been
visible, bond yields have actually
been rising in anticipation for the
past year despite there being no
change in the Federal Reserve’s
official Fed Funds Rate target of
0. 2 5 %
or
rate
of
bo n d
purchases. This Fed
Funds Rate determines the
Chart 1
overnight borrowing rate at
National Average 30 Year Mortgage Rate
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which banks lend money to
4.6
each other. Likewise, there
4.4
has not yet been any change
4.2
in the Prime Rate of 3.25%.
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This is the rate at which
3.8
banks lend to their most
3.6
3.4
secure customers, and is
3.2
often used as a base from
which to calculate credit,
auto loan and consumer
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Bonds are the asset class most
obviously affected by rising interest
rates, prompting headlines warning
of “bond-bubbles” and “bond bearmarkets”. It is undoubtedly true that
bonds have been in a 30 year bull
market, providing levels of returns
that we cannot hope to repeat in the
next decade. However, the primary
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The Federal Reserve
has implemented an
extremely loose
monetary policy
environment since
the Great Recession.
From a high of
5.25% in mid-2007,
the Fed Funds Rate target has been
just 0-0.25% since the end of 2008. In
addition to this extremely low
borrowing cost, the Federal Reserve
also embarked on the purchase
of mortgage-backed securities,
bank debt and Treasury notes.
Currently, the Fed buys $ 8 5 billion

However, one exception to this is
with mortgage rates. Mortgage rates
are based on bond yields - the
national average 30-year mortgage
has risen from 3.4% earlier this year
to 4.3% in September (Chart 1).

Oct-12
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loan rates. In most areas of life,
rising bond yields have not directly
impacted consumers.

When do we expect borrowing costs
to rise?
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Fed Tapering,
Bond Yields and
Interest Rates

of U.S. Treasuries and mortgagebacked debt each month, artificially
lowering the cost ( i n t e r e s t r a t e )
of
borrowing.
Tapering
represents the end of this bond
buying frenzy, while the speed of
tapering refers to how quickly the
Fed transitions from $85 billion of
purchases per month down to $0 per
month. As demand for bonds from
the Fed declines, the cost of
borrowing will rise.

Source: Bloomberg

reason for holding bonds remains
valid - high quality bonds are held
for portfolio diversification benefits
and protection against downside
volatility. Despite the potential for
short-term losses, the inclusion of
bonds in a diversified portfolio will
still reduce overall long-term
portfolio risk, thus improving riskadjusted returns. While there is no
standard definition of a bond bear
market (for equities it is a decline
from of 20%), it is generally thought
of as a period of negative returns.
Alliance Bernstein calculates that
even with another 1% increase in the
yield on 10-year bonds, over an 18
month period the total return on the
Barclays Aggregate Bond Index
would be marginally positive. The
downside to a well-diversified high
quality bond portfolio is not
significant. Moreover, higher yields,
while creating some transitional
pain,
will
also
create
new
opportunities. Bonds will become
more attractive to hold and cash
rates may actually exceed the
inflation rate.
Within high yield debt markets, the
current attractive spreads (yields
relative to Treasuries) provide some
protection against rising rates.
Moreover, where a period of rising
rates is coupled with a
strengthening economy, the credit
quality of high yield companies is
likely to increase. As such, the
current environment of modest
growth and historically low default
rates can continue to be a good
environment for our active high
yield bond managers.
So, to answer the question, Market
Street has already tactically reduced
allocations to high quality bonds
given our lower return outlook.
However, given the diversification
benefits of holding bonds, we
continue to believe that they remain

an important anchor in accounts,
dampening volatility and providing
the desired downside protection
should equity-related assets sell-off.
What will be the effect on equity
markets?

consequent relative performance of
homebuilders over the last year.
Conversely, as the unemployment
rate has fallen, employment service
stocks have benefited from strong
relative performance (Chart 4).
Chart 4

The effect of rising rates on stocks
really depends on the economic
environment in which the rate rise is
occurring. Independent research
firm ISI argues that if higher rates
are associated with economic
recovery, then stocks should rally as
a result of expanding price/earning
(P/E) multiples. Morgan Stanley
similarly opines that equity multiple
expansion can occur with higher
real rates (Chart 2). The real yield
(inflation adjusted) on long term
Treasuries is currently 1.5%.
Chart 2
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Notwithstanding a broadly positive
equity market, sector rotation can
result in winners and losers. As the
m o r t g a g e r a t e h a s r i s e n,
homebuilding economic data has
become more mixed, with the new
homes purchased index suffering a
sharp decline. Chart 3 illustrates the
Chart 3
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Such sector rotations create
opportunities for active stock
pickers to outperform. Increased
dispersion of stock and sector
returns will help both the active
managers in our US equity
strategies as well as the long/short
hedged equity managers.
Moreover, while investors have
been fretting about ’tapering’ for
many months now, Wells Fargo
believes that a resolution to these
fears (the start of tapering) could
well increase investor confidence
and propel the equity market
higher. The Fed recently surprised
investors by not announcing a start
to tapering in September. However,
institutional investors continue to
believe that tapering will start this
year, but that it will start slowly
with the $85 billion of monthly Fed
bond purchases reduced initially to
around $70-75 billion a month (this
is still an $840 billion annual
stimulus!)
As to the first rise in the Fed Funds
Rate, this remains an unknown but
it is quite possible that there will be

no action until the second half of
2015 or even later. Recently, the
President of the Federal Reserve of
San Francisco commented that an
unemployment
rate
of
6.5%
(currently 7.3%) was not a trigger for
higher rates, but more of a threshold
above which rates would not be
raised. And as Alliance Bernstein
has stated, if the economy does not
progress as well as expected, it
expects that the Fed will adjust its
plan accordingly.

To conclude…
While future monetary policy
actions remain uncertain, it is highly
likely that both interest rates and
bond yields will rise in the future.
We must have confidence that the
Fed will implement, and modify as
necessary, policies that will boost
economic growth and employment.
While bonds will remain an
important safeguard to mitigate

portfolio losses, our current
overweight allocation to higher
volatility assets acknowledges their
upside potential as the tapering
process gets under way. As always,
Market Street will be monitoring
developments
and
adjusting
portfolio asset allocations with the
aim of delivering the best possible
risk-adjusted returns.

Hedge funds can also use leverage, which is investing
with borrowed money, short stocks, and run extremely
broad mandates.
Do all hedge funds “hedge?”
Originally, most hedge funds did hedge against down
markets by either shorting certain stocks or indices. This
practice was meant to protect investors during bear
markets by minimizing the absolute level of losses (as
opposed to losses relative to a benchmark).
Today, a high percentage of hedge funds still use
hedging techniques to mitigate risk, especially in down
markets. But many strategies focus on maximizing
returns using various strategies and techniques, which
could be exacerbated during a bear market. Hence, it is
important to understand the manager’s underlying
philosophy, process and investments as some strategies
may be more risky than the overall equity market.

What is a hedge fund?
In a nutshell, hedge funds are private
investment partnerships (vehicles) that
use traditional and non-traditional
investment strategies with the goal of
delivering high absolute returns with
lower levels of risk than normally found
in the public markets. Historically, hedge funds have
been less regulated than traditional mutual funds, only
open to sophisticated “accredited” investors, with high
annual incomes or a net worth greater than $1 million.

What are some hedge fund strategies?
There is no one way to define hedge fund strategies, but
in general, strategies fall under three broad headings:
Directional – these strategies take a directional market
bet (either with or against the market trend). For
example, if a manager thought a specific asset class was
going to produce above average returns, they could
leverage a portfolio to take greater than market risk in
that asset class. Equity long/short, credit long/short and
global macro all are directional strategies.

What do hedge funds invest in?
Hedge funds invest in traditional stocks and bonds, but
due to their unregulated nature, they can also invest in
many other parts of the markets that are not usually
found in traditional mutual funds. Some of these
investments are in distressed debt, non-traditional
mortgages, liquidation claims, convertible securities,
less liquid stocks, commodities, real estate, derivatives,
senior loans, insurance contracts and private equity.

Relative value – the relative value thesis takes
advantage of pricing anomalies, specifically as they
relate to the valuation of an underlying security or the
3

relationship between multiple securities. For example, a
manager might look at two securities offered by the
same company (equity and debt) and go long the
undervalued asset and short the other. This is known as
a capital structure arbitrage. Convertible, volatility and
fixed income arbitrage, as well as equity market neutral
are types of relative value strategies.
Event driven – event driven strategies are strategies that
need a catalyst event to unlock value within a security.
This strategy is driven by opportunities in companies
going through transactional events, such as a merger,
spin-off, debt exchange, share buyback or restructurings.
Merger
a r b i t r a g e, distressed debt and
special situations are
known as event driven
strategies.
Haven’t hedge funds
received a lot of bad
publicity?
U n f o r t u n a t el y , h e d g e
funds are usually in the
news for the wrong
reasons. First, several
high profile hedge fund
managers have either
been convicted of outright
fraud (Bernie Madoff),
breaking
the
law
(Galleon’s Raj Rajaratnam, insider trading) or completely
blown themselves up with bad trades and risk
management (Long-Term Capital, Amaranth). But in our
opinion, the mistakes or criminal behavior in the hedge
fund business relate to a minority, similar to the handful
of problems all industries have. The mutual fund
business had trading scandals, banks have had rogue
traders, baseball has steroid usage and biotech firms
work years on products that fail in trials. Hedge fund
managers probably get extra attention in the news due to
reason number two: many are fabulously wealthy due to
the fees they charge. Standard hedge fund fees are a 2%
management fee plus a profit allocation of 20%. So on a

10% gross return, the hedge fund manager keeps 3.6%
and the investor gets 6.4% ((10% - 2%) x 80% = 6.4%).
The truth is, out of the 10,000 hedge fund managers out
there, only about 2%, or 200 are probably worthy of
these fees. And although many of the successful
managers are extremely generous and charitable with
their wealth, the media prefers to highlight those who
behave poorly.
Hedge fund investing seems complex, risky and
expensive. Why should I invest in hedge funds?
Hedge funds have historically provided excellent risk
adjusted returns, which means they d e l i v e r r e t u r n s
commensurate to those
available
in
many
markets but with less
volatility.
Therefore,
they can add value as
part of a diversified
portfolio by increasing
returns and reducing
risk.
Hedge funds must be
selected with care, as
many have very broad
investment mandates
with the ability to invest
in any asset class, long
or short and using
leverage. Additionally, certain strategies, especially
those that rely on rapid trading, can be very tax
inefficient, providing after-tax returns that are
significantly below the pre-tax returns presented in most
pitch books.
At Market Street, we believe hedge funds have a place in
a diversified portfolio. Performing thorough due
diligence on a manager, their firm, strategy, risk controls
and return profile is a must. We believe, with a rigorous
due diligence process and thoughtful portfolio
construction, hedge funds can offer a solid alternative to
traditional investments.
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