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The U.S. Federal Reserve surprised the markets by announcing its decision to

postpone reducing the purchase of Treasury and agency mortgage-back securities. 

The Board of Governors said the central bank will continue buying $45 billion in

Treasury bonds and $40 billion in agency MBS every month “until the outlook for the

labor market has improved substantially in a context of price stability.”   But it is

inevitable that the Fed will start winding down its purchase program when labor

market conditions improve and inflation expectations are within tolerance.  How will

equities and other risky assets be affected?   Understanding the impact of tapering

across asset classes and market sectors may enable investors to take advantage of

the Fed’s reprieve and position their portfolios advantageously. 

In the United States, the prospect of tapering, which is understood as the prelude to

eventual tightening, has had the immediate effect of an upward shift in the Treasury

yield curve and a bludgeoning of long bonds.   It has also sent shockwaves to other

asset markets; emerging market (EM) bonds, in particular, have declined significantly

in sympathy.   It warrants exploring why rising yields on U.S. Treasuries could affect

prices of all income oriented instruments so significantly. 

Historically, risky assets have exhibited varying degrees of interest rate sensitivity. 

Pro-cyclical assets, such as equities, real estate, high yield and emerging market

bonds have historically displayed negative correlations with Treasury bonds over

annual and longer horizons (Table 1). In normal conditions, interest rates provide

information on economic growth.   Rising rates suggest faster GDP growth, better

ROIs and a greater demand for investment capital.   These positive factors, in turn,

also drive better corporate earnings growth and improve household, corporate and

export-oriented EM balance sheets.
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When there is monetary intervention, interest rates also reflect the government’s agenda.   An artificially low nominal interest rate,

resulting from quantitative easing (QE), signals a strategy of financial repression against savers in order to subsidize government

borrowing and mortgage financing .  As the Fed guides interest rates downward, it also injects an unprecedented amount of positive

duration risk into all asset classes.  As a result, pro-cyclical assets, which have historically displayed negative correlation with bond

returns, become positively correlated with Treasury returns.

Central banks have undertaken multiple QE programs to combat the great recession.  Short-term nominal interest rates have been near

zero since the Global Financial Crisis, imposing negative real interest rates—or a wealth tax—on savers.   In this environment, savers

seek to escape financial repression by reaching for positive real yield through excess risk taking.  Speculators are subsidized to lever up

risky investments; everything with a yield has become a target for the carry trade.  The prolonged period of near zero interest rates has

set in motion a substantial flow of investment and speculative funds which has buoyed up prices globally to varying degrees (Table 2).

The liquidity driven price appreciation, in turn, injects duration risk.  The greater the liquidity induced appreciation, the more the asset

class is exposed to the risk of future interest rate increases.
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When U.S. rates ultimately rise (normalize), it is reasonable to expect some unwinding of the carry trades.  If the 10-year Treasury rate

were to hit 5%, then emerging market bonds would lose much of their appeal at their current blended yield of 6%.  This very same

dynamic will be in full force for all other asset classes; it has already impacted returns significantly since the tapering announcement in

June (Table 3).  U.S. equities, judging from their initial sharp negative response to the tapering announcement, have become bond

like!  Bad employment numbers and weak housing starts are now good news for equities as they keep rates low.  High yielding stocks,

which have enjoyed significant outperformance in the recent years thanks to their income advantage in a low rate world, appear to be

most at risk.
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Nonetheless, eventually prices are set by fundamentals, even if in the short-run liquidity and flows can push prices away from fair

valuation.  Ben Graham’s famous analogy captures this combination of long-term and short-term dynamics: the market is ultimately a

weighing machine in spite of its more transient role as a voting machine.  Knowing the estimated long-term valuation allows investors

to profit from short-term over- and under-adjustments.  As carry strategies are reversed and the ensuing momentum is driven by hot

money, rising rates will continue to cause price declines for nearly all asset classes.  This can mean buying opportunities for investors

looking to take positions in pro-cyclical risk assets as the U.S. and global economy slowly regain their footings. 

In particular, EM equities appear to be the more sensibly priced asset class for accessing global growth.  They are trading at a Shiller

cyclically adjusted PE (CAPE) of 13.4x, as compared to U.S. equities trading at a Shiller CAPE of 23.6x (Chart 1). EM bonds are great

values against developed country sovereign bonds at the current spread of approximately 3%.  They are expected to continue receiving

more ratings upgrades and fewer downgrades than developed country bonds, and they are backed by stronger sovereign balance

sheets and surpluses.  Similarly, high yield bonds at a spread of about 5% are poised to experience yield compression as reflation and

mild growth continue.
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Thus flow induced price declines can be viewed as buying opportunities.  As the carry trade unwinds and the hot money leaves, gone

too will be the unnatural positive correlation between Treasury bonds and pro-cyclical assets.  Correlations will return to the norm, and

so, too, will the diversification benefits of a globally diversified multi-asset portfolio.

Endnotes

1. Federal Reserve System press release dated September 18, 2013. 

2. On September 18 , the day the Fed announced that the purchasing program would continue unabated, the yield of the 10-year

Treasury declined from 2.86% to 2.69%.  The 17 basis point change probably reflects the fact that tapering was postponed but not

cancelled.
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The material contained in this document is for informational purposes only. It is not intended as an offer or a solicitation for the purchase and/or sale of any security, derivative,

commodity, or financial instrument, nor is it advice or a recommendation to enter into any transaction. Research results relate only to a hypothetical model of past performance (i.e.,

a simulation) and not to actual results or historical data of any asset management product. Hypothetical investor accounts depicted are not representative of actual client accounts.

No allowance has been made for trading costs or management fees, which would reduce investment performance. Actual investment results will differ. Simulated data may have

under- or over- compensated for the impact, if any, of certain market factors. Simulated returns may not reflect the impact that material economic and market factors might have

had on the advisor’s decision-making if the advisor were actually managing clients’ money. Simulated data is subject to the fact that it is designed with the benefit of hindsight.

Simulated returns carry the risk that actual performance is not as depicted due to inaccurate predictive modeling. Simulated returns cannot predict how an investment strategy will

perform in the future. Simulated returns should not be considered indicative of the skill of the advisor. Investors may experience loss of all or some of their investment. Index returns

represent back tested performance based on rules used in the creation of the index, are not a guarantee of future performance, and are not indicative of any specific investment.

Indexes are not managed investment products and cannot be invested in directly. This material is based on information that is considered to be reliable, but Research Affiliates, LLC

(“RA”) and its related entities (collectively “Research Affiliates”) make this information available on an “as is” basis without a duty to update, make warranties, express or implied,

regarding the accuracy of the information contained herein. Research Affiliates is not responsible for any errors or omissions or for results obtained from the use of this information. 

Nothing contained in this material is intended to constitute legal, tax, securities, financial or investment advice, nor an opinion regarding the appropriateness of any investment. The

information contained in this material should not be acted upon without obtaining advice from a registered professional. RA is an investment adviser registered under the Investment

Advisers Act of 1940 with the U.S. Securities and Exchange Commission (SEC). Our registration as an investment adviser does not imply a certain level of skill or training. RA is not a

broker-dealer and does not effect transactions in securities.

Investors should be aware of the risks associated with data sources and quantitative processes used to create the content contained herein or the investment management process.

Errors may exist in data acquired from third party vendors, the construction or coding of indices or model portfolios, and the construction of the spreadsheets, results or information

provided. Research Affiliates takes reasonable steps to eliminate or mitigate errors and to identify data and process errors, so as to minimize the potential impact of such errors;

however, Research Affiliates cannot guarantee that such errors will not occur. Use of this material is conditioned upon, and evidence of, the user’s full release of Research Affiliates

from any liability or responsibility for any damages that may result from any errors herein.

The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™, RAE™, and the Research Affiliates™ trademark and corporate name and all related logos are the

exclusive intellectual property of RA and in some cases are registered trademarks in the U.S. and other countries. Various features of the Fundamental Index methodology, including

an accounting data-based non-capitalization data processing system and method for creating and weighting an index of securities, are protected by various patents of RA. (See

applicable US Patents, Patent Publications and protected trademarks located at https://www.researchaffiliates.com/legal/disclosures#patent-trademarks-and-copyrights, which

are fully incorporated herein.) Any use of these trademarks, logos, or patented methodologies without the prior written permission of RA is expressly prohibited. RA reserves the right

to take any and all necessary action to preserve all of its rights, title, and interest in and to these marks and patents.

The views and opinions expressed are those of the author and not necessarily those of RA. The opinions are subject to change without notice.
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