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In the quarterly outlook issued last week I made some com-

ments that may have come off as being much more bearish than 

I intended.  I said: 

“In order to gauge the poten�al risk in fixed income markets let’s 

consider a return to what market par�cipants consider “normal”.  

Over the last 10 years the 10 year note yield has commanded a 

1.7% premium over core infla�on.  At present, that sits at about 

1%.  If bond investors command the average 1.7% historical pre-

mium then we could be in for at least a 3%+ loss in US govern-

ment bonds.  That certainly isn’t good, but we’ve seen a substan-

�al change in the risks of owning US government bonds a.er the 

price reset from 2013.  That said, I would be hesitant about own-

ing 20 year+ US government bonds in 

this environment as there remains the 

poten�al for economic upside surprises 

and con�nual “tapering” talk.  If you’re 

going to own fixed income instruments I 

would much prefer to own shorter dura-

�on instruments and a bond market ag-

gregate like the Ishares aggregate 

(�cker: AGG).” 

 

I should have clarified this statement a 

bit further.  I view the 1.7% threshold as 

being a worst case scenario.  And frank-

ly, I view it as being a low probability 

scenario.  Instead, I think we’re likely to see something much 

closer to the 1%-1.25% levels.  That said, long bonds will expose 
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you to greater risk than some are comfortable with so a por)olio of 20 year+ dura,ons could be a bit 

aggressive given the poten,al downside and the meager yield of 3.25%.   So this is a risk/reward per-

spec,ve.  The long bond has the poten,al to expose us to greater nega,ve returns in a worst case sce-

nario than short dura,on maturi,es will.  But I do not see high probability of this worst case scenario 

occurring, and frankly, I do not think that a ~3% loss in the fixed income por,on of the por)olio is some-

thing that we should get too worked up about.   

 

Therefore, I do not think it’s prudent to be overly bearish on fixed income as a whole.  A moderately long 

dura,on is likely to perform well in 2014 given that infla,on is likely to remain low and the economy 

won’t be excessively strong.  Most importantly, I think that the Fed has eased investors into diges,ng the 

taper and the majority of the price adjustment off the May 2013 lows has probably been accounted for.  

So while there is some poten,al for downside risk in fixed income in Q1 or the first half of 2014 I do not 

think the risks to the downside are as great as they were in 2013.  Therefore, I would actually be more 

bullish about fixed income as a whole.    

 

Addi,onally, I think it’s important to keep things in the proper context.  If you are overweight equi,es as 

our strategic posi,oning states, then a rising interest rate environment should not be one you fear.   

Why?  Let’s do a bit of scenario analysis considering why rates might rise. 

 

Scenario 1—Rates Rise Because the Economy Improves During Infla�on 

 

In this case you will want to be overweight equi,es rela,ve to fixed income.  Because the economy is 

improving we would expect corporate profits to be growing and demand for stocks should be on the rise 

as profits rise.  This doesn’t mean fixed income has to perform poorly, but a por)olio that is overweight 

equi,es will perform well in such an environment.  2013 is a great example where a simple 60/40 bal-

anced por)olio generated a 17% overall return.   

 

Scenario 2—Rates Rise Because the Economy Deteriorates During Infla�on 

 

This is the 1970’s environment that many fixed income investors most fear.  I don’t see the corollary be-

tween the 70’s and today.  In the 70’s the labor class had wage nego,a,ng power, oil prices increased at 

a rate of over 170% year over year in the mid-70’s and credit growth was extremely strong.   The current 

environment is almost precisely the opposite.  Oil prices are stagnant/declining, the labor class has no 

nego,a,ng power and credit growth is weak.  This means the risk of a 1970’s style infla,on during a 

weak economic environment is unlikely.   
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Scenario 3—A Weak Economy During a Defla�on.   

 

In this scenario corporate profits will fall, equi,es will likely fall, interest rates will fall and high quality fixed 

income assets will perform extremely well.   

 

In sum, I presume that 2013 was an anomaly of sorts and that fixed income will perform much be>er in the 

coming years than it has in the recent past.  I would be extremely aware of the tendency to view the recent 

performance with excessive emphasis.  Therefore, I would emphasize that there is some risk in fixed income 

given the poten,al for a strong economic environment in 2014, but I think that 2014 will be much more 

friendly to fixed income por)olios than 2013 was.   

 

I hope that helps clarify.   
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Important Disclaimer 
Nothing contained herein should be construed as an offer to buy any 

security or a recommendation as to the advisability of investing in, pur-

chasing or selling any security. Some of the statements contained 

herein are statements of future expectations and other forward-looking 

statements. These expectations are based on Orcam's current views 

and assumptions and involve known and unknown risks and uncertain-

ties. Actual results, performance or events may differ materially from 

those in such statements due to, among other things, general econom-

ic conditions, performance of financial markets, Orcam Financial 

Group, LLC assumes no obligation to update any forward-looking 

information contained in this document. 
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