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The Cost of Safety
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It is no surprise that yield is scarce everywhere you
look. Money markets, CD’s, Muncipals, Treasuries –
many of those areas that investors historically look
for a conservative income stream are bone-dry. Yet
investors as a whole still are flooding the fixed
income market with their dollars, choosing abysmal
yields instead of anything to do with the equity
markets and rationalizing their decisions with “my
money might not be growing much, but at least it is
not losing anything.” Let’s explore what is
fundamentally flawed about that statement.

How investing in CD’s and “safe” assets is costing you your purchasing power
The average yield on a current one year CD is 0.18%. The average yields in 2011 and 2010 for one year
CD’s were 0.18% and 0.32% respectively. Historically, the number one risk to choosing these safer
assets classes over equities is what we refer to as the loss of purchasing power. This means that an
investor is unable to purchase the same or similar goods at some point in the future for the same
proportion of their assets. Essentially, your money is worth less than before. Purchasing power is best
measured by using the Consumer Price Index (CPI) to study how the price of consumer goods have
risen or fallen. The CPI has risen by 1.6% in 2010, 3.2% in 2011 and 1.07% to date in 2012. Do you
think that because rates are low, “inflation” is close to zero? Clearly, the inflation measures
consumers should care about are not even within an ear shot of nominal. These numbers matter.
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in just two years! Common
sense tells us that goods will continue to become more expensive. If this low rate environment
continues for some time, which we believe is likely, CD investors will continue to erode their
purchasing power. Just because a CD statement shows an investor that their principal remained
intact, clearly doesn’t mean they haven’t lost anything.
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Are investors in store for a bloody lip in the bond market?
Historically, investors seek bonds and fixed income assets to provide a stream of income with small
fluctuations in their principal value. This is achieved by investors lending their principal to an entity
and, in return, receiving interest payments for a period of time until their principal is returned to
them. This applies in effect whether investors use individual bonds or fixed income pools such as
mutual funds or exchange traded funds. The relationship between the interest payments (yield) the
investor receives and price paid, typically are affected by a number of factors, which primarily include
length of time until the principal is returned (maturity), risk of the entity paying the principal and
interest payments (credit rating), and how the current market is pricing similar investments.
The fixed income market today is in a strange place. Just last August, for the first time in the history
of the United States Treasury, Standard & Poors removed U.S. debt from their risk-free investment
list, removing their AAA credit rating. Ahead of the decision, Wall Street speculators everywhere
shorted U.S. Treasuries waiting for their price to decline after the suspected downgrade. After the
news broke, U.S. Treasury prices skyrocketed driven by continued investor demand for “safe” yield.
Standard & Poors, the juggernaut independent rating agency, essentially stated that the Treasury is
now less likely to repay their debt than before, and investors continued to flock to it – even at a
higher premium than before. Only in America (as they say).
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We measure the price sensitivity of a
80
fixed income portfolio to changes in
rates using a statistic called duration.
It works like this: if your duration
statistic is 5, that means with every 1%
increase in rates, the price will
decrease by 5%. As an example, if you purchased the Barclays 20+ Year Treasury Bond Fund (Ticker:
TLT) today, you could likely receive a yield of around 3%. The effective duration of TLT is currently
around 16. That means if interest rates were to rise by 1 percent, the price of this pool of 20+ year
treasuries could potentially decrease by around 16 percent. Is that risk worth the 3% yield? Typically,
the longer the maturity, the higher the duration. We believe investors stretching for yield with long
maturity and/or high duration bonds could be in for a fight with a big bully.

The Fixed Income Premium

How to invest in fixed income today
Fixed income is still a critical asset class as a part of a well-diversified investment portfolio. Over a
long period of time, it has played an important role in providing a steady stream of income and
stability to portfolios, especially when equity markets fluctuate. Today, we favor credit risk over
duration risk, short term over long term maturities, and corporate over sovereign issuers. Credit risk
vs. duration risk: As illustrated, the current inherent duration risk in fixed income securities is our
biggest concern. If you are stretching for yield, we favor taking credit risk with issuers who have
strong balance sheets and cash reserves. We also recommend diversified fixed income portfolios
with an effective duration of 7 or less. Short term vs. long term maturities: Short term issues
typically have less sensitivity to changes in interest rates than longer term issues. They also can
provide a higher yield than traditional CD’s for nominal increases in risk, with similar or improved
liquidity. Corporate vs. Sovereign Issuers: Both in the U.S. and globally, we favor searching out the
cash-rich companies that have weathered the global recession and emerged leaner and
strengthened. We do not favor the interest rate risk inherent in U.S. government fixed income. In
addition, we do not favor the credit and repayment risk of non-U.S. sovereign debt, although it may
provide a hedge to rising rates in the U.S.
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