Observation Deck
Navigating an Investment World of
Diminishing Options

Ninh Chung, Head of Portfolio Management
It is often written, and perhaps too quickly assumed, that the aftermath of
the financial crisis has left corporate investors with limited suitable fixed
income investment choices. This impression is understandable given
the high level of scrutiny that corporate executives, audit committees,
and board members are giving investment vehicles. Compounding the
issue is that newly created corporate debt often does not fit the credit
and duration parameters required by most investment mandates —
essentially shutting many investors out of the new issuance market.
The historically low interest rate environment adds another level of
complexity when evaluating investment options.
Corporate officers with the responsibility for the safekeeping of their
excess cash are faced with the dilemma of balancing the need to keep
“sufficient cash on hand” without “losing out on the return” on their
money. While this dual mandate is not a new job requirement, the
challenges mentioned above do make investment management much
more difficult than pre-crisis. Although suitable investment options have
diminished in the past four years, we offer two strategies for investors to
consider when seeking acceptable risk-adjusted returns.
The histogram is a distribution of the long-term debt ratings of members
of the Standard and Poor’s 500 Composite. Investors with high credit
requirements are left with very limited options, whereas investment
policies with a long-term BBB rating minimum criteria, as an example,
are able to participate in 65 percent of this composite. Due to the ability
and willingness to migrate down the credit spectrum, this investor
base is better able to diversify its portfolio across industries. A broader
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investment universe offers the investor the flexibility to be selective
across the entire yield curve, thus further minimizing concentration of
credits and spreads out curve exposure. With over 300 debt issuers to
pick from, the new issuance market could also open up merely because
of the larger investment base.
Nevertheless, no matter where the investor chooses to select securities
along the credit spectrum, all fixed income choices must follow a
sound investment process. A thorough analysis of each company’s
creditworthiness must be vetted prior to committing a single dollar
whether the investments are AAA or BBB rated. That is, investors must
interpret the financial strength of each debt issuer and be confident their
principal will be returned, at the very least.
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Another strategy to consider is investing in prime consumer loan
asset backed securities (ABS) with sound credit enhancements and
solid collateral performance. A recent article in the Wall Street Journal
mentioned several high profile companies’ recent appetite for these asset
backed securities to combat the extremely low interest rate environment.
It’s a strategy we’ve deployed for some time and clients continue to reap
the benefits. With yields expected to stay put until 2014, ABS continues
to be a good complement to a portfolio with treasury and corporate
securities. Specifically, we currently favor prime auto and credit card
loans with excess collateral that can withstand adverse economic
conditions. Since the financial crisis, the performance of ABS has
been stellar as consumers continue to service their loan commitments.
Another benefit of ABS is the migration of corporate-specific credit and
event risk. Despite the rating agencies’ aggressiveness in downgrading
corporate debt for the past few years, ABS has mainly been unaffected.
While the financial crisis has shrunk the number of suitable investments,
there are strategies that can meet the dual mandates of a corporate fixed
income portfolio without adding undue risk.
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Economic Vista

Jose Sevilla, Portfolio Manager
FOMC members wanted to see a few more months of consistent
economic data to be certain that the U.S. economy is showing
sustainable growth. However, the August numbers continue to
show mixed signals.
Payrolls rose 163K, better than most expected. The unemployment
rate increased slightly to 8.3 percent from 8.2 percent. With the
additional jobs added, the U.S. is at four million jobs gained
versus 8.8 million jobs lost since the financial crisis.
Retail Sales rose more than forecasts, increasing 0.8 percent.
The strong gain in sales was the best since February. Industrial
Production (IP) rose 0.6 percent, well above the prior month’s
revised print of 0.4 percent. Manufacturing production, which
is 75 percent of IP, gained 0.5 percent, supported mostly by the
auto sector. Excluding auto production, the gain was subdued at
0.2 percent.
The July ISM Non-Manufacturing Index grew 52.6, above the
expected 52. Components were mixed as new orders gained 54.3
from 53.4, while the Employment Index dropped to 49.3 from
52.3. The Business Index increased to 57.2 from 51.7, due to
gains in exports.
The payroll data was deceptive because of seasonal adjustments
in the auto sector. The production increase was part of a string of
uneven performances stretching back to March. Prior retail sales
showed declines for three consecutive months, a condition that
correlates with a recession. The ISM data was still below the 54.2
average over the last six months which implies subdued growth.
This month’s round of numbers seems to make the case that the
Fed will remain on the sidelines.

Credit Vista

Timothy A. Lee, CFA, Senior Credit Risk and
Research Officer
Companies across multiple industries within SVB Asset
Management’s investment universe are beginning to register
positive gains from a stabilizing U.S. housing industry, with
evidence suggesting that the benefits may proliferate if recent
housing activity is sustained.
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During the second quarter, financial and industrial manufacturing
firms observed business improvements attributed to the housing
sector. Wells Fargo experienced a 43 percent increase in home
purchase volume, which lead to a doubling of the bank’s
mortgage origination pipeline. The larger than expected mortgage
banking revenue increase helped the bank to record profits.
Meanwhile, Honeywell credited higher sales volumes in its unit
that manufactures thermostats and home security systems to
improving residential market conditions. At General Electric, the
pick-up in housing starts helped increase appliance revenues 10
percent, as contract sales jumped 22 percent despite a 5 percent
increase in prices. Executives expressed optimism that growing
housing starts will bode well for its future.
In fact, General Electric was not the only company that
commented on possible future gains from housing activity.
Caterpillar forecasted new orders from contractors and rental
fleet owners could come as soon as early 2013. Long-term, heavy
vehicle manufacturer PACCAR projects a couple percentage point
increases to its dump truck, flatbed, and steel hauler business if
housing starts can move back to its 10 year average rate.
With building permits reaching a four year high in July, housing
activity looks to remain steady, and can be prudently employed
as a source of strength by favoring diversified companies with
selected exposure to the housing industry.

Trading Vista

Hiroshi Ikemoto, Money Market Trader
August was a very quiet month in the bond market. With many
traders on vacation and few economic headlines, short-term
rates remained very flat. The two-year Treasury benchmark
note ranged from 0.23 percent to 0.28 percent, with any type
of movement based mainly on European economic speculations.
The one-year Euro Dollar Synthetic Forward curve (EDSF) held
steady at 0.38 percent throughout the month.
Credit spreads also remained relatively flat with two-year
industrial issues yielding 20 to 30 basis points over similar
maturing Treasuries and minus 10 to 15 basis points to EDSF.
Financial issues performed well with yields tightening to plus 40
to 50 basis points over Treasuries for two-year maturities and flat
to plus five basis points over EDSF. Six-month commercial paper
yields remained in the 0.32 to 0.45 percent range, depending on
the country of the issuer.
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