
Investment Advisory
December 2014

1.

2.

3.

Some are optimistic about the final outcome ~ others not so much. In any case, the basic thesis of this experiment is

being sorely tested. We are seeing regional conflicts, ethnic conflicts, and maybe even some lingering "class"

conflicts apply sand, rather the a lubricant, to the gears of change.  

Their problems with Real Estate Markets are legendary. However, their Banking Sector, in general, is extremely

fragile. At best, they will remain on a declining growth trajectory. At worse, they could be heading for some real

economic turmoil.

Finally, Japan is into its third decade of stagnation, if not outright decline. They go from one ineffective program to

another and now they have called for early elections, which could usher in new leadership, but the opposition is even

less popular than the ineffective government currently in power (seems to have a familiar ring).

In China, we are seeing the world's most populous nation transform from what has been little more than a medieval

society a century ago into a world class industrial power. They are experiencing some growing pains, which might

be expected, as we see a "Communist" Government engineer a "Capitalist" Renaissance. In fact, they are

approaching being the largest economy in the world.

As we approach Year-End, it is natural to think back about missed opportunities during the past year and even more naturally,

to contemplate how we might exploit similar opportunities in the coming year. Unfortunately, we live in a chaotic world

which gives us little time for constructive reflection in these areas.

The one universal truth that most of us need to contemplate going into 2015 is the fact that the Fed seems committed to raising

rates this next year. Whether you agree or not with their rationale, such a move seems like a foregone conclusion at this point,

unless there are dramatic changes from the status-quo.

The current Fed seems uniquely focused upon domestic events, at the absolute exclusion of other influences. Ironically, they

seem to have begun to look inward at a time of unprecedented turmoil in global economic conditions. One could easily argue

that the last time we saw such economic turbulence on the international scene was back in the 1920's and '30's.

We now have a situation in which three grand economic experiments are being conducted simultaneously:

Europe, the site of numerous wars over many centuries is conducting the most unprecedented experiment. The

experiment involves trying to determine if a large group of people with diverse cultures, languages, and histories can

pursue a common purpose based solely upon economic incentives and a common currency.
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The Dynamic "Yield Curve"

Yield Curve Placement & Shape - Neither the experienced Portfolio Manager nor the responsible Fed Official should ignore

either the "shape" or the "placement" of the Yield Curve, as it is often a harbinger of the future course of the economy. Below,

I have designed a very abbreviated "primer" on the dynamics of the Yield Curve:

However, it is not the most frustrating by a long shot. It is the Inverted Yield Curve that is the most perplexing. With the

Inverted Yield Curve, the investor actually receives a decreasing reward in the form of Yield for taking on an increasing

amount of risk in the form of Maturity Risk.  No rational Investor can be comfortable  in such an environment.

During a period of "Low Rates," we can expect rates to be relatively low, but most importantly, we should expect the Yield

Curve to be relatively steep , rising in anticipation of the next rise in rates. This is clearly what we have seen. In general,

between 2008 and 2012, with lots of gyrations.

During periods of "Rising Rates," we can obviously expect short-term rates to be rising and we would expect the Yield Curve

to be steepening. We have to look back no further than 2013 when Ben Bernanke made an ill considered remark about the

next phase of Quantitative Easing that caused the "Taper Tantrum." This was because it was generally accepted that the Fed

would be moving sooner, rather than later, to tighten monetary conditions.

It is unwise to discount the Fed. Consequently, the long end of the Curve rose over 100 basis points in a very short time-

frame. This caused the Yield Curve to steepen dramatically, in anticipation of rates rising, as would be expected. One

problem was that we were not anywhere close to a lift-off in rates. As a consequence, we saw a substantial amount of

collateral damage resulting from "unconventional" monetary policy.

During "High Rates" (once again, a relative term) we would expect the Yield Curve to be flattening . This would be caused by

short-term rates continuing to rise in response to Fed Tightening while the longer portion of the Curve rises less, perhaps even

much  less, causing the Curve to begin to flatten.

During this phase of the Rate Cycle, it becomes increasingly hard to make good Portfolio Management decisions, or at least

ones that you can go to bed and feel good about. During these periods there is an increasing level of presumed risk as

extensions are made along the Yield Curve because there is not a commensurate reward in terms of Yield for these extensions.

This is without a doubt one of the most frustrating periods in which to make investment decisions. 
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Implications for Investment PortfoliosImplications for Investment PortfoliosImplications for Investment PortfoliosImplications for Investment Portfolios
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This is an environment in which the Investment Climate could become increasingly challenging, as if it hasn't been difficult

enough over the past few years. Such a climate could make it extremely difficult to make productive investment decisions.

The basic elements of these challenges:

In such an environment, many Portfolio Managers may be enticed to stay short, recognizing the potential benefits of

such a strategy.  This could reap benefits or it could be a very risky position.

Many of our clients have very high Yields (above 3%) on those Securities maturing in 2015, 2016, and 2017. This

could result in a declining Average Yield in a Rising Rate Environment ~ not a preferred result.

There is a reasonable degree of risk that the Fed overplays their hand, leading to a situation in which rising, short-

term interest rates choke off the recovery. In addition, as falling inflationary expectations actually cause longer rates

to fall below short-term rates and we get an Inverted Yield Curve with a relatively high probability of a new

Recession. 

As rates begin to fall, the short end of the Curve will fall the fastest, which will result (once again) in a positively sloped,

steepening Yield Curve.

As illustrated above, we are normally looking at a positively sloped Yield Curve, which rewards the prudent Portfolio

Manager with an ever higher Yield as that Investor takes on an increasing amount of Maturity Risk. The relationship between

risk and reward is often a function of Inflationary Expectations related to future time periods. Typically, we can expect this

functional Yield Curve relationship in virtually all of the various phases of the Interest Rate Cycle, except very high rates

(once again a relative term), as these phases often end in "Recession ." This is exactly what an Inverted Yield Curve is

typically forecasting.

In our current Interest Rate Environment we are seeing a very peculiar phenomenon. We remain at historically low interest

rates, yet the Yield Curve is flattening dramatically, at least for the time being. This seems to be in response to competing

expectations. The short end of the Curve is responding to the high probability that short-term rates will soon begin to rise in

response to anticipated increases in the Fed Funds Rate as the Fed begins to tighten Monetary Policy. At the same time, the

long end of the Curve is coming down in anticipation of an actual decline in Inflationary Expectations and actual Inflationary

Results.
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Near Term DriversNear Term DriversNear Term DriversNear Term Drivers

ConclusionConclusionConclusionConclusion

There appear to be few good answers, but the next few months could be determinative in terms of how the Portfolio might

performs over the next few years.  Decisions made, or not made, in the 1st Quarter could end up being very important.

Such an outcome could be disastrous for just about everyone. Those who plan to stay short would be faced with the

prospects of re-investing at lower, not higher, rates. Those who felt like being more aggressive but were put off by

the Flat Yield Curve would be awash in remorse over missed opportunities, and everyone would be left to

contemplate a world of very low interest rates when they desperately hoped for an increasing, rather than a

decreasing, Net Interest Margin.

Near Term Events have the potential to pull in one of two directions, or perhaps in both directions at once. Clearly, the Fed is

responding to improving Economic Data, especially Employment Data, even if everyone knows that it includes a lot of part-

time workers and relatively low paying jobs. At the other extreme, there are legitimate concerns related to declining

inflationary indicators.  This is especially exacerbated by the very dramatic decline in crude oil prices.

At this point in the cycle, it seems as though the most likely scenario is a series of Fed tightening moves starting in mid-2015

with a net boost in the Fed Funds Rate of at least 75 to 100 basis points. Given the cross currents and the international

pressures, it is quite conceivable that the Fed could, and should, pause at that point for at least a six month period to determine

if further tightening is warranted, or if perhaps the pause should be extended.
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