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COMMENTARY: FEBRUARY 3, 2015 
Innealta 
C A P I T A L  

 

FIXED INCOME IN 2014 
Following up on our commentary last month, in which we detailed the significant pressures faced by the Fixed Income 

Portfolio during the final months of 2014, we wanted this month to expand the review to include the whole year, 

emphasizing both those decisions that positively contributed to portfolio return and those that did not, all in the context of 

the drivers of total return for the benchmark. 

As we noted last month, the Investment Committee expected yields on U.S. Treasury bonds to prove rather narrowly range-

bound in 2014. On the contrary, of substantial impact through the year was the progressive downtrend in interest rates in 

the U.S. As we show in Figure 1, the yield curve flattened substantially last year and even further in 2015. From a medium-

term peak of 3.97% on 12.31.13, the 30-year bond yield closed out January at a record low 2.22%. And the 10-year Treasury, 

which also saw a medium-term peak of 3.03% at the end of 2013, finished last month at 1.64%. 
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There are obvious reasons—in hindsight, anyway—for investors to have flocked to the long bonds in the U.S. First came 

Putin’s march on Crimea, an initial volley in a battle with Ukraine that continues to this day and seems, once again, to be 

intensifying. The threats presented and confirmed by ISIS and ongoing instability in the Middle East also weakened 

appetites for risk in most places outside of U.S. equities. Meantime, global macroeconomic growth trends seem to have 

added further pressure to interest rates. And the yearend brought a commodity rout, global currency volatility, renewed 

uncertainty in regard to central bank policy motivations and expectations, and a dramatic shift in Eurozone stability. 

Core to the positioning of the Fixed Income Portfolio in 2014 was the Committee’s belief that many domestic exposures—

Treasuries in particular—had become unattractive from a valuation standpoint. To show at a very high level what we mean, 

we chart the post-Great Recession trend in yield and duration for the Portfolio’s benchmark, the Barclays Capital U.S. 

Aggregate (BarCap Agg) in Figure 2.  
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Combining those two series, we show the ratio of yield and duration for the benchmark in Figure 3. A bit of the “meat” of the 

positioning thesis, the cost in terms of duration for incremental yield in a large swath of the U.S. fixed income space had 

grown uncomfortably dear. 

 

 

RATES A THEME, BUT NOT THE WHOLE STORY 

As already mentioned, however, there were more than enough folks who thought otherwise, and the effects of the shift in the 

term structure can be seen clearly in the contribution to return for the various segments of the BarCap Agg, detailed in 

Figure 4. Together comprising just about 12% of the overall index, the long ends of both the Treasury and the credit groups 

comprise well more than a third of the Aggregate’s total return in 2014. Not as much discussed in regard to the performance 

of the Aggregate last year, though, is the total return contribution from the securitized market. The largest component of that 

group is the mortgage-backed securities (MBS) sector, constituting 90% of the total securitized market and a bit under 30% 

of the BarCap Agg; MBS gained more than 6% last year. Not surprising, then, the substantial addition to total return from 

that group. 

 



 4 FEBRUARY 3, 2015 

 

Turning to the Fixed Income Portfolio, we see in Figure 5 among the primary contributors to total return that the portfolio 

captured the shift in rates (and the relatively stable spreads in that sector) via the decision to invest in the U.S. intermediate 

investment-grade corporate sector. So, too, did the portfolio partake in gains from mortgage-backed securities. 
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At the midpoint of the year, however, risk appetites began to shrink, with a particular disdain shown for several of the 

exposures from which the Committee sought more attractive yield/duration tradeoffs. While each had augmented return 

through 06.30.14, contributions from investments in emerging markets and in U.S. short-term high yield turned south 

through the second half of the year, with the final two months of 2014 seeing particularly negative sentiment and return. 

STILL BETTER PLACES TO BE 

The risks we assume at the individual exposure and total portfolio levels...always...are top-of-mind for the Innealta 

Investment Committee. These risks, in turn, are weighed against the opportunities for income and capital gain the 

Committee believes presented by each potential decision the Team may make. Though the prior year proved a tough one 

from a performance comparison basis, the Team continues to believe that the collective decisions we have made in regard to 

the balancing of potential risk and return will prove themselves for our partners and clients as we progress further into 2015. 
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IMPORTANT INFORMATION 

The information provided comes from independent sources believed reliable, but accuracy is not guaranteed and has not been 

independently verified. The security information, portfolio management and tactical decision process are opinions of Innealta 

Capital (Innealta), a division of AFAM Capital, Inc. and the performance results of such recommendations are subject to risks and 

uncertainties. For more information about AFAM Capital, Inc. please visit afamcapital.com. Past performance is not a guarantee of 

future results.  

Any investment is subject to risk. Exchange traded funds (ETFs) are subject to risks similar to those of stocks, such as market risk, 

and investors that have their funds invested in accordance with the portfolios may experience losses. Additionally, fixed income 

(bond) ETFs are subject to interest rate risk which is the risk that debt securities in a portfolio will decline in value because of 

increases in market interest rates. The value of an investment and the return on invested capital will fluctuate over time and, when 

sold or redeemed, may be worth less than its original cost. This material is not intended as and should not be used to provide 

investment advice and is not an offer to sell a security or a solicitation or an offer, or a recommendation, to buy a security. Investors 

should consult with an investment advisor to determine the appropriate investment vehicle. Investment decisions should be made 

based on the investor’s specific financial needs and objectives, goals, time horizon and risk tolerance. All opinions and views 

constitute our judgments as of the date of writing and are subject to change at any time without notice.  

Sector ETFs, such as Real Estate Investment Trusts (“REITs”) are subject to industry concentration risk, which is the chance that 

stocks comprising the sector ETF will decline due to adverse developments in the respective industry. 

The use of leverage (borrowed capital) by an ETF increases the risk to the fund. The more a fund invests in leveraged instruments, 

the more the leverage will magnify gains or losses on those investments. 

Country/Regional risk is the chance that world events such as political upheaval or natural disaster will adversely affect the value of 

securities issued by companies in foreign countries or regions. Country/Regional risk is especially high in emerging markets. 

Emerging markets risk is that chance that stocks of companies located in emerging markets will be substantially more volatile, and 

substantially less liquid, than the stocks of companies located in more developed foreign markets. 

Securities rated below investment grade, commonly referred to as “junk bonds”, may involve greater risks than securities in higher 

rating categories. Junk bonds are regarded as speculative in nature, involve greater risk of default by the issuing entity, and may be 

subject to greater market fluctuations than higher rated fixed income securities. 

Diversification does not protect against loss in declining markets. 

Registration of an investment adviser does not imply any certain level of skill or training. 

AFAM Capital, Inc. is an Investment Adviser, registered with the Securities & Exchange Commission and notice filed in the State of 

California and various other states. For more information, please visit afamcapital.com. Registration as an investment advisor does 

not imply any certain level of skill or training. Innealta is an asset manager specializing in the active management of portfolios of 

ETFs. 

Contact your financial advisor for additional information. 

AFAM Capital, Inc. 

12117 FM 2244  

Building 3, Suite 170 

Austin, TX 78738 

P: 512.354.7041  F: 512.402.1014 
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