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While swings in global asset prices have been unnerving to many investors, we remain focused on the
largest potential story for global markets outside China: an inevitable shift in monetary policy by the Federal
Reserve (Fed) in the coming months. While the Fed ultimately decided to hold off on hiking rates in
September, we remain convinced that a rate hike is likely by the end of 2015. However, while some advisors
may speak about rising rates casually, we believe it's important to review what rates may be most impacted
when the Fed finally does raise rates. All Interest Rates Are Not Created Equal The two most difficult
questions about preparing for a Fed rate hike have regarded timing and targeting which rates may be
poised to rise the most. When the Fed hikes rates, this shift in policy will have ripple effects across the short
end of the yield curve as interest rates readjust. This is precisely what we saw over the last several weeks.
Leading up to the September 17 Federal Open Market Committee (FOMC) meeting, rates on 2-Year U.S.
Treasury notes rose by more than 24 basis points (bps) from their lows in mid-August.1 On Thursday and
Friday, these rates fell by 13 bps when the Fed delivered no change and “dovish” commentary. However,
the ultimate impact on the longer end of the yield curve may be what matters most to many bond investors.
In many ways, the impact of a change in Fed policy on the long end of the yield curve remains open

for debate. Long Bond Remains Low for Longer: One analyst camp says that long-term rates needn’t
rise because falling commodity prices and slower global growth will keep inflation constrained. Therefore,
with a major determinant of interest rates not necessarily changing with the Fed, rates can remain low.
End of Secular Bond Bull: The other camp believes that any Fed change is an endorsement that the
historically low period of inflation may have bottomed, and therefore increases in inflation may be just
around the corner as the economy continues to expand. In our view, the risks of being wrong on inflation
and longer-term interest rates far outweigh the “benefits” of being right. In the most recent sell-off in global
equities, U.S. interest rates declined only modestly on this significant “risk-off” move—one sign there may
be limited gains to be had from long positions in long bonds. In the days following the Fed’s rate decision,
the initial drop in yields had largely been unwound. This suggests to us that investors should question
being market weight in duration risk. This conundrum is compounded as many have sought comparative
safety in the short end of the yield curve—which also is at risk here. Short End at Risk As we mentioned
previously (and seen in markets recently), the short end of the curve is the segment that will likely come
under the most significant pressure once the Fed lifts rates. Crowded positioning, uncertain timing and
investor complacency could result in an unfortunate combination. One solution for these difficulties may
be to maintain similar exposure to a bond portfolio but hedge interest rate sensitivity to zero. The Shape of
theYield Curve Matters: Steepening vs. Flattening In a separate but related issue, most fixed income
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textbooks talk about rising rates in academic terms, often relying on parallel shifts in the yield curve to
illustrate the concept. Put another way, this assumes that interest rates rise uniformly across all points of
the curve. As we show below, this isn’'t always the case. U.S. Treasury Curve: 2-Year vs. 10-Year
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Source: Bloomberg, as of 8/23/15. Past performance is not indicative of future results.

As the chart illustrates, comparing the 2-year yield against the 10-year yield of U.S. Treasuries gives
investors an idea about the range of possibilities for the shape of the yield curve. Lower numbers

imply flattening, whereas higher differentials imply a steepening trend. Yield curves are generally upward
sloping—that is, rates are generally higher moving from 1-year maturity to longer maturity across the
curve. This is primarily driven by changes in the perception of the timing of Fed rate hikes. However, market
perception can and does change. From January 30, 2015, through June 10, 2015, interest rates in the U.S.
rose across the curve, particularly at longer maturities. As rates at the long end rose more quickly than at
the short end, this steepening in the yield curve resulted in strong performance for our suite of negative
duration bond strategies. Ultimately, the relative level of interest rates will be determined by the outlook
for the U.S. economy and investor supply versus demand. In our view, investors should consider hedging
interest rate risk as opposed to simply moving it by moving into the shorter end of the yield curve. Based on
their views about the future path of inflation, more opportunistic investors should consider negative duration
strategies as one way to profit from a rise in long-term bond yields. These duration-hedged strategies will
become especially important as the Fed discussions shift from focusing on the gradual pace of rate hikes
to the eventual shrinking of the Fed’s balance sheet —potentially in the latter half of 2016. Increasing bond
supply in the market at the long end could see greater pressure for those rates to ultimately drift higher.
1Source: Bloomberg, as of 9/23/15.
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Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Fixed income investments
are subject to interest rate risk; their value will normally decline as interest rates rise. Derivative investments
can be volatile, and these investments may be less liquid than other securities, and more sensitive to the
effects of varied economic conditions.

Fixed income investments are also subject to credit risk, the risk that the issuer of a bond will fail to pay
interest and principal in a timely manner or that negative perceptions of the issuer’s ability to make such
payments will cause the price of that bond to decline.
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