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The Next Hurdle

Capital markets threw a real “Hail Mary” pass in 2009. Stock investors were hoping that good
times were ahead, with a return to a more normal economic environment. They boosted the
S&P 500 by an astonishing 68% from March 9th through the end of the year. But sometimes
investors can get ahead of themselves. What stock markets really want to see is the real
economy actually “catch” that pass by growing at a reasonable rate.

Growth in the real economy this year would be a good thing, of course, with strong growth
even better. But good news almost always carries challenging side effects along with it. That’s
what this commentary will explore.

As you know, the Federal Reserve has brought down and kept the Fed Funds rate at historically
low levels in order to encourage growth, as well as to help banks repair their balance sheets.
But with re-emerging growth, the Fed will need to begin raising these short-term interest rates.
And when growth re-emerges, investors will move to take on more risk and demand greater
return. As a result, interest rates for intermediate and long-term bonds are likely to go up as
these bonds compete with other investments for capital. And bond prices will go down.

Just as what happened in the past two bear markets for bonds in 1994 and 1999, the problem
for bond investors is to find some place to hide while interest rates go up. The chart below
shows how the rise in interest rates decreased the total return (interest + change in bond price)
on long-term 20-Year US Treasury bonds in those two years:
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But before discussing where those hideouts are, let’s review basic bond math.
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Bonds are complicated investments because they are highly mathematical and counter-
intuitive. One concept that many investors fail to appreciate is that when interest rates go up,
bond values actually go down. Seems like it should be the other way around, right?

The best way, | think, to peel this onion is by example. Keep in mind that this example uses
massive, unrealistic swings in interest rates to make the point and is in no way a prediction of
future interest rates.

Imagine a 30-year bond for which you paid $1,000 has a 5% coupon. That means for 30 years
you will be paid $50 interest annually, and at the end of the 30 years you will get back your
$1,000. If market interest rates remain unchanged at 5%, then the price of the bond remains at
$1,000. But what happens if inflation goes up? This will mean investors will want higher interest
rates to compensate them for inflation.

Let’s say that inflation pushes the market interest rates on 30-year bonds up to 10%. What
happens to your bond? s it worth more or less? It’s still paying its $50 per year in interest. But if
other bonds are paying the going rate of 10%, the value of your bond has been cut in half.
That’s because for your bond to return the new interest rate of 10% with its $50 interest, it can
be worth only $500 ($500 times 10% equals $50). It’s only worth $500 because other bonds are
returning 10%, and the only way for your bond to adjust is by lowering its value. Remember,
the only thing on a bond that is static is the interest in dollars it pays annually and the return of
principal at the end of its term.

This is a simplistic example, but the bottom line remains: when interest rates go up, bond prices
go down. And when interest rates go down, bond prices go up.

The measurement that captures the relationship between a change in interest rate and its
impact on bond pricing is called duration, and it is a close cousin to a bond’s maturity.
Basically, the longer a bond’s duration (or maturity), the bigger the impact an interest rate
change has on its price. For example, if instead of holding a 30-year bond, one is holding a
two-year bond, the price decline would be only about $85 instead of $500.

A bond with high duration (or long maturity) is a great investment when interest rates are going
down, but toxic when interest rates go up.

| want to point out one more subtlety of duration that can impact bond pricing. Duration is
much higher on bonds that pay low interest rates. Say you hold two bonds, one a 30-year U.S.
Treasury paying 5% per year (like the one described above) and the other a “junky” 30-year
corporate bond paying 10% per year. If interest rates on both bonds go up 5 percentage
points, (to 10% and 15% respectively), the U.S. Treasury bond will go down about $500 as noted
above. But the junky corporate would go down only about $330. In large part this is because
the increase in interest rates is smaller on a relative basis for the corporate bond than it is for
the Treasury.

Therefore, on balance, if you believe that interest rates are heading up, an effective strategy is
to reduce maturity by buying short-term to intermediate-term bonds and avoid long-term
bonds. And if there is no credit crisis, you can get additional benefit by buying bonds of lesser
quality whose interest rates are higher.

That’s what we’ve done for our portfolios this year: our current holdings emphasize corporate
bonds of shorter maturity.

Bob Henkel

Chief Investment Officer
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Disclaimer

Past performance is not a guide to future performance and the value of investments and the income derived from those investments can go
down as well as up. Future returns are not guaranteed and a loss of principal may occur.

This material represents the views of Weyland Capital Management LLC (WCM). Certain results shown herein reflect the reinvestment of dividends
and other earnings but do not reflect advisory fees, transaction costs and other expenses a client would have paid, which would reduce return. No
representation is being made that any client will or is likely to achieve results similar to those shown. Modeled, back tested, simulated and
hypothetical results are subject to high levels of uncertainty regarding future economic and market factors that may affect actual future performance.
Accordingly, such data should be viewed as merely representative of a broad range of possible returns. The data shown herein should not be
construed as providing any assurance or guarantee as to returns that may be realized in the future from investments in any asset or asset class
described herein and may not be representative of how we will manage any of our portfolios or allocate funds to such asset classes. WCM makes the
assumption that external data and studies are accurate, but can not and has not verified outside sources. WCM does not provide tax advice to its
clients and all investors are strongly urged to consult with their tax advisors regarding any possible investment. This document might include
performance results. Weyland results are after management fees and all transaction costs have been deducted, and reflect all discretionary client
accounts custodied at Charles Schwab & Co (12/98-Present). Weyland results are a composite figure: account performance dispersion has and will
occur due to client specific client cash and security holdings. The Average Balanced Fund return is an average of all balanced mutual funds tracked by
Morningstar (through December 2009) for each time period, and is before front-end and back-end loads. The Balanced Index "60/40" is a mix of 60%
S&P 500 Index and 40% Barclays Capital Aggregate Bond Index. YTD and Total Returns for Average Balanced Fund uses Balanced Index return for
current calendar year. The indices presented are for informational purposes only and are not directly investable. The volatility and holdings of the
indices shown may be materially different from that of Weyland's composite or single client portfolios. A balanced index is geared towards investors
looking for a mixture of principal protection, income, and capital appreciation, and Weyland considers it its primary benchmark. Weyland performance
figures are derived by compounding the daily IRR. All Index and Average Balanced Fund Return data is derived by monthly compounding returns,
unless otherwise noted. All performance figures include the reinvestment of dividends and income.
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