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hese days, it seems like
all eyes are on the Federal
Reserve. Well, maybe not
all eyes, but certainly a
large number of investors
are  paying
close attention to the Fed as it begins

unusually

to unwind its bond investments and
thus reduce the size of its balance sheet.
While this shift in monetary policy may
ultimately have important implications
for asset allocation and other investment
decisions, were not convinced that its
near-term impact will be particularly
significant.

Meanwhile, we continue to focus on
security selection. With so many resources
devoted to interpreting the Fed’s every
move, it’s virtually impossible to create
a meaningful performance advantage
based on superior macroeconomic
information—i.e., the broad markets
are largely efficient. A better strategy,
we think, is to exploit inefficiencies at
the individual bond level through solid
fundamental research. As we will argue
below, the research process must be
consistently applied and repeatable in
order to counteract the natural human
tendency to treat each situation as unique
and thus arrive at conclusions that may
contradict one another.

WILLIAM L. PATERNOTTE, CFA
Senior Advisor

Big Balance Sheet

By way of background, the Fed’s balance
sheet has roughly quintupled since the
financial crisis of 2008. Interestingly,
for many years prior to the crisis, the
portfolio changed very little in value or
in the composition of its holdings, which
include Treasury securities, mortgage-
backed securities and other types of
loans. Monetary policy was implemented
largely through a combination of the
discount rate (the interest rate that banks
and other depository institutions pay
for loans from regional Federal Reserve
lending facilities), reserve requirements
(the funds that an institution must
hold against certain deposit liabilities),
and open market purchases or sales
of Treasury and other federal agency
securities designed to sustain short-term
interest rates at targeted levels. Starting
with the bankruptcy of Lehman Brothers,
the depth and breadth of the crisis called
for considerably larger-scale measures
to restore liquidity and stability to the
financial system, and—once the discount
rate was lowered and reserve requirements
relaxed—massive bond purchases quickly
became the tool of choice. As shown in
Exhibit 1 on the next page, the Fed’s
balance sheet more than doubled in a



EXHIBIT 1: Federal Reserve assets have quintupled since the onset of the 2008-09 credit crisis.
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matter of months.

As short-term interest rates on low-risk assets
approached zero during the crisis, conventional monetary
policy became ineffective at encouraging investment and
stimulating the economy. The Fed turned to a series of
three rounds of quantitative easing (QE), aimed at raising
the price of longer-dated financial assets (i.e., lowering
their yield) to incent investors to funnel money into riskier
assets, thereby stimulating the economy while at the same
time expanding the money supply. By 2014, when QE
officially ended, assets on the Fed’s balance sheet totaled
$4.3 trillion, compared to $870 billion just six years earlier.

Once the need for QE ended, the Fed shifted its strategy.
Rather than adding to its balance sheet, it decided to
maintain the level of bond holdings by reinvesting the
proceeds of maturing bonds into new bonds. On balance,
this approach was still stimulative, and, as we've seen,
financial asset prices have continued to climb and the
economy has grown.

Uncertainty in Unwinding
The main reason that investors are so focused on the

Fed now is that on Sept. 20, the Fed announced that it
would reverse course and begin the process of unwinding

(or “undoing”) its enormous balance sheet. Along with
President Trump’s recent nomination of Jerome Powell as
the next Fed chairman, the announcement has left some
people wondering if the benign and relatively predictable
environment to which they've become accustomed is about
to change—and not for the better.

Our fixed income team has been skeptical of the impact
that this change in policy will have on the bond markets, at
least in the short to intermediate term.

= For one, the move was hardly a surprise. Investors
have long been aware that QE was designed to address
a specific (and somewhat dire) situation and would
eventually need to be unwound. Further, the Fed has
telegraphed its plans well in advance. The minutes of
its meeting in May reference a debate over the timing
of a balance sheet reduction, and in June, it announced
its plan. Hints about the timing of implementation
came in August.

= Also, balance sheet reduction is expected to be
extremely gradual. At the outset, the vast majority of
all principal repayments of Treasuries and mortgage-
backed securities will be reinvested according to a
strict formula. Then, the limits will be raised such that
after five quarters, the balance sheet will be reduced
by a maximum of $50 billion per month. While that
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amount isn’t exactly chump change, it represents less
than half of 1 percent of average trading volume in the
securities it holds.

The effect on fixed income markets thus far has been
muted, and it was largely felt last spring when the
internal debate over policy was first made public. The
Fed’s economists seem to believe that the effect of QE in
recent years has been to hold the interest rate on 10-year
Treasury bonds (now about 2.3%) about a percentage
point below where it otherwise would have been. If they
are correct, rates would presumably rise by that amount
as QE is undone, but the adjustment could take a number
of years. One could argue, as Warren Buffett recently did,
that a percentage point increase in rates would not exert
a significant effect on stock valuations because even at
3-3.5%, the 10-year rate would still be low by historical
standards.

A number of thoughts are swirling in the wake of these
policy and leadership shifts. Will the new Fed chair change
the plan? Will the pace of bond sales accelerate? How
fast will the balance sheet return to normal? And what is
“normal” anyway, given changes in how the Fed operates
today and the size of the balance sheet that is needed to
effectuate monetary policy?

These and other similar questions are being asked by
thousands of investors. Their views are reflected in interest
rates generally, and in the prices and yields of individual
bonds specifically. With so many eyes and ears absorbing
and interpreting every tiny bit of information and nuance on
the subject, it’s virtually impossible to formulate a unique,
differentiable view based on the flow of information. The
markets, in short, are “efficient.”

Seeking an Edge

If an information edge is elusive, how else can one seek
to achieve superior investment performance? Our fixed
income team believes that the answer lies in the consistent
application of certain disciplines in the process of making
decisions, or judgments, about risk and potential return.
In short, they emphasize the importance of having a
well-defined philosophy and sticking to it. Rather than
relying primarily on superior information, they focus on
interpreting and applying the information available in a
thoughtful and consistent manner.

Because Fed policy and the direction of interest rates are
so closely scrutinized, the team doesn’t tend to make big bets
on such “macro” factors by deviating greatly from industry
benchmarks in terms of the maturity and duration of

client portfolios in the aggregate. On individual securities,
however, they do adopt positions that differ from the
consensus. Their conclusions are based on an analysis of
each security’s underlying fundamentals, with a particular
focus on the risk of default. The team’s ability to perform
well rests primarily on this process.

Case Study

A good illustration of how leading experts can arrive at
different conclusions based on the same data is offered
by Michael Lewis, author of Liars Poker, The Big Short
and a number of other best-selling books. In his most
recent book, 7he Undoing Project, he traces the work of
two leading psychologists who have broken new ground
in understanding human behavior and, specifically, how
humans make decisions. Lewis cites a study by the Oregon
Research Institute, in which a group of radiologists was
asked how they decide, based on an X-ray, if a person
has stomach cancer. The doctors cited seven key signs of
cancer, such as the size of an ulcer, its shape, etc., and said
that their analysis of each case involves subtle and complex
thought processes.

To test the doctors' hypothesis, the research team created
a simple algorithm that equally weighted each of the seven
factors to determine if an ulcer was malignant. They
then asked the doctors to examine 96 X-rays and rate the
probability of cancer in each on a scale of one to seven.
Interestingly, the doctors’ diagnoses varied tremendously,
with no apparent consensus on any particular X-ray. In
an interesting twist, without telling the radiologists, the
researchers had included duplicates of each slide in the
sample, so that the doctors unknowingly examined each
X-ray twice. Amazingly, all of the doctors contradicted
themselves on at least one set of duplicate X-rays. The
potential for human error was crystal clear in this
experiment.

In a further development, it turned out that the simple
algorithm (weighting the seven factors equally) was just
as good of a predictor of cancer as the doctors' subjective
diagnoses. In effect, the radiologists might believe that their
analyses required considerable thought and judgment, but
the consistent application of objective standards did just as
good a job.

Consistent Interpretation

The lesson is this: Not only is it important to focus on
the factors that can make a difference in judging the
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merits of a particular security, but the interpretation of the
information must be objective and consistent across the
range of securities. In the medical case study, the algorithm
(based on human judgment and experience) was more
reliable than humans acting individually. After all, any
person’s behavior can be influenced by all sorts of things,
like how they are feeling physically, their emotional state,
etc. In our experience, too many bond analysts (and, for
that matter, equity analysts) fail the test of consistency,
instead approaching each situation as if it is unique. Lewis’
book contains a number of examples in which people
behave differently from one another when confronted with
similar sets of facts and even go so far as to adjust their view
of the facts to fit their conclusion.

None of this is to say that our research process is based
on a recent reading of 7he Undoing Project. In fact, we've
been refining our process for many years. The book does,
however, highlight the importance of identifying a few key
factors and making sure that the interpretation of them is
consistent. Our discipline involves two primary elements:

» Focusing on risk factors: Bond prices and yields tend

to reflect relative risks of default; that is, a bond with
ayield slightly higher than another one has, in theory,
a moderately higher probability of defaulting. The job

of an analyst is to identify the factors that are most
associated with the risk of default and understand
their importance in each situation.

* Repeatability: Comparing yields and the probability
of default across different bond issuers must be
done the same way each time. It must be repeatable
from bond to bond (i.e., ranking bonds “vertically”
according to risk) and over time (horizontally).

We also believe that its important to stay within
the discipline of a particular portfolio strategy, such as
intermediate duration, “core,” certain quality standards
and so forth. Some bond (and stock) portfolio managers
may stray from their strategy in the pursuit of what they
see as an opportunity to capture extra return, but the result
can be counterproductive.

There’s always a temptation to focus resources on the
big picture and try to outguess the consensus with regard
to the Fed’s next move on interest rates or the effect of
unwinding its bloated balance sheet. While we certainly
pay attention to such factors, it’s exceedingly difficult to
gain an edge in these respects. Instead, the bulk of our
energies are devoted to individual security analysis based
on underlying fundamentals and interpreting the results
with discipline and consistency. 4
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