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Is lower for longer dead already? As a refresher, lower for longer is an investment thesis premised on the fact that, while
interest rates are significantly below their long-term mean, a reversion to the mean is unlikely in the foreseeable future
due to a variety of factors, such as: even lower (or negative) interest rates abroad, sensitivity of a fragile domestic
economy, and interest cost impact of an over-levered government following years of balance sheet expansion. This
thesis began to circulate a couple of years back as an outlying opinion, and quickly morphed into what seemed like a
consensus view by mid-year 2016. After a brief 15 minutes of fame, however, investors started backing away from this
conviction over the course of the 4th quarter, thanks in large part to an upcoming Trump administration that has
signaled a shift from monetary to fiscal policy.
Increasingly, the new market expectation is for inflation to increase and bond yields to rise. Should this scenario play
out, 2016 could have been the year when a bond market bull-run 35-years in the making finally ran out of steam. Bull
markets may not die of old age on the equity side, as the saying goes, but that is exactly how they die on the bond side.
If we did just witness this metaphorical passing in 2016, then the full adoption of lower for longer will have coincided
almost perfectly with all-time lows in both 10-year and 30-year US Treasury yields (1.36% and 2.10%, respectively) and
will have been the mother of all contrarian indicators.
Figure 1: Bull Market 30 Years in the Making
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While we are not ready to abandon lower for longer altogether, we do believe that yields are biased higher going forward
and that bond market returns will not likely have the benefit of as friendly a secular tailwind as they have enjoyed in the
past. With that said, 2016 returns could have been one last hurrah before the landscape becomes more secularly
challenging. Overall bond market performance was modest, with the Bloomberg Barclays Aggregate Bond index (the
Agg) returning 2.65%. Credit, however, knocked it out of the park, with the Morningstar Corporate Bond and BofA
Merrill High Yield Master II indices returning
Figure 2: Doucet Asset Management FI Strategy Composite Performance
5.81% and 17.49%, respectively. It was a
Since
similarly excellent year for the Doucet
Inception
4Q16
2016
2015
Asset Management Fixed Income Strategy Doucet Fixed Income Composite
0.73%
10.64%
0.74%
5.57%
Barclays US Aggregate Bond
-2.98%
2.65%
0.55%
1.59%
Composite (the Composite), which
3.71%
7.99%
0.19%
3.98%
returned 10.64%, outperforming the Agg by +/- Benchmark
*Performance calculated by Morningstar Office, periods over 1 year are annualized
799 bp. This brings its 2 year annualized
since inception outperformance to 398 bp.

Bond Market At-a-Glance
Overall, yields generally rose on the year, with lower quality besting higher quality and the long-end outperforming both
the short and intermediate parts of the curve. The Morningstar
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Figure 4: U.S. Treasury Market Snapshot
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In the Treasury market, the 2-Yr, 5-Yr, 10-Yr, and 30-Yr finished at
1.19% (+14 bp), 1.93% (+17 bp), 2.44% (+18 bp), and 3.07% (+5
bp), respectively, for a 2s-30s steepness of 188 bp. The 2-Yr, 5-Yr,
10-Yr, and 30-Yr AAA benchmark municipal finished at 1.23% (+49
bp), 1.80% (+48 bp), 2.35% (+35 bp), and 3.08% (+18 bp),
respectively, for a 2s-30s steepness of 185 bp. Thanks in part to
another Fed hike in December and an overall shift in tone postelection, 2-Yr yields on both curves are the highest they have been
since 2009 and both curves are the flattest they have been heading
into a calendar year post-crisis.
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Within credit, investment grade spreads narrowed 45 bp and high yield spreads narrowed 283 bp to finish at 111 bp and
461 bp, respectively. According to Morgan Stanley Research, “Within IG, Gas-Pipelines (+20.1%) and Metals/Mining
(+19.3%) had the best excess returns and Textile/Apparel (+2.2%) and Banking (+2.5%) were the laggards.
Unsurprisingly in HY, Metals/Mining (+50.64%) and Energy (+35.81) outperformed in total return, whereas Lodging
(+5.40%) and Healthcare (+6.68%) performed worst.”
Figure 5: Fixed Income Spreads by Sector

Source: Bloomberg

Final Re-cap and Look Ahead
Over the course of 2016, the Composite moved up in credit quality and shed duration, both in absolute terms and
relative to the benchmark. As we have stated time and again, our very short duration is less an expression of a deepseated conviction that interest rates are going to immediately and severely rise, and is more a by-product of the fact that
we just are not seeing compelling enough opportunities in the market to extend, as: absolute yields are low, the curve is
flat, and risk product is generally tight. Should opportunities arise in the coming year, we would love to extend our
duration to be closer to that of the benchmark, although we certainly would not want to be long.
Furthermore, we substantially
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proposition changed to the point
where we could no longer rationalize maintaining such an overweight to the sector. The majority of the proceeds from
corporate sells were reinvested into municipal bonds, and the Composite finished with a 27.52%, 0.04%, 5.56%, 4.88%,
61.92% allocation to credit, Governments, preferreds, securitized debt, and municipals, respectively.
It is important to make a couple of qualifying statements here regarding our asset allocation, as well. For one, the
Composite looks nothing like its benchmark. The benchmark, being the Agg, is simply the best, most-widely accepted
approximation of the taxable bond market as a whole. We, however, are not trying to be the market, but rather are
trying to beat the market by employing our own value-driven, total return strategy. Also, we have the ability to buy taxfree municipals when either absolute or taxable equivalent yields make sense. Secondly, taking the benchmark out of
the equation for a second, our 61.92% allocation to municipals is not necessarily a conviction call that municipals are
the best place to be or that they are exceedingly cheap relative to other sectors. Instead, short municipal bonds are
typically our default stance when we are not seeing a lot of value elsewhere in the market. Because of the inherent
inefficiencies within the sector, we find municipals to be a more effective way to express the core in our core-plus
strategy, while generating incremental yield pick-up at the same time.
As a result of the changes made in 2016, the positioning of the Composite is the most conservative it has been in its
two year history as we head into 2017. The way it is structured, it will be difficult (if not impossible) to generate the
type of performance we had last year. Consider, however, that while our 4th quarter return of 0.73% was our lowest of
the year, it was by far our best outperformance (+371 bp) quarter relative to the benchmark since the Composite’s
inception. This demonstrates the power of a conservatively built portfolio with a short duration in a period where rates
are rising and bond market returns are negative, which they were in the 4th quarter.
Lastly, and perhaps more importantly, by being short duration and high quality, we have a lot of flexibility and liquidity
built in that should enable us to jump on any dislocations that may arise. There are many question marks heading into
2017, and there are bound to be some opportunities along the way. Setting aside rising rates and macro, geopolitical
shocks for a minute; there are a number of more micro, market specific situations worth keeping an eye on. In credit,
for example, fundamentals have weakened with defaults having risen, while interest coverage and recoveries have

declined. Should spreads adjust to this reality, there could be a buying opportunity there. In municipals, the prospect
of tax reform continues to loom large. At a minimum, lower personal tax rates would reduce the value of their taxexemption and yields would theoretically have to adjust higher to compensate. Municipal spreads have already widened
out some in anticipation of this, but could widen further should reforms come in more aggressively or momentum build
behind the idea of limiting (or even eliminating) the tax exemption, altogether. With a new administration and a
seemingly tectonic shift in policy on the horizon, there are many scenarios like these that could potentially play out in
the months to come, far too many to name here. If 2016 taught us anything, however, it was to expect the unexpected
and to be skeptical of consensus opinion when it becomes too loud.

Sincerely,

Will Aycock, CFA
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