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2014 FIRST QUARTER ACCOUNT MANAGEMENT REVIEW – APRIL 15, 2014 

 

HIGHLIGHTS 

 US Deficit is becoming manageable 
 The Fed reins in bond purchases but keeps low interest rate promise 
 We view interest rates as remaining stable 
 Emerging markets currency rates continue to offer opportunities to 

dollar cost average down, and zero coupons could be highly rewarding 
 “Held to Maturity” vs “Held for Sale” approaches are discussed 
 Puerto Rico gets stop gap funding but has hired restructuring 

consultants and the market could rally 
 High Yield bonds continue to rise 
 Target Portfolio Purchase Yield is dropped .25% to 6.75%  

 

We continue our basic recommendation that to achieve a “comfortable 

portfolio” and preserve wealth, our clients should strongly consider allocating 

most of their liquid assets to a managed portfolio of income instruments selected 

in the broadest possible way from all security types and worldwide markets.  

 

Our US Deficit is Down to $498 billion 

 The work of the Congress and the President in raising taxes, the 

sequestration, and creating the first real budget in several years is bearing fruit. 

The Congressional Budget Office predicts a budget shortfall this year of $498 

billion or only 2.8%. This is down from a peak of over $1 trillion in 2009 when the 

deficit was an unsustainable 9.8% of GDP. The average deficit of the last 40 years 

has been 3.1%. This lower deficit is predicted to rise again in the next few years as 

Social Security and health care costs for retiring baby boomers increase 
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dramatically. More work will have to be done to remain in sustainable ranges but 

for now we are in a lull.  

The Federal Reserve Continues to Curtail Bond Purchases 

 Bond purchases are now set at $55 billion per month. Down from a peak of 

$90 billion but still annualized higher than the predicted federal budget deficit. On 

March 19th, at the press conference, our new Federal Reserve Chairwoman, Ms 

Janet Yellen, also emphasized that they are no longer focusing as closely on the 

unemployment rate, and that interest rates could begin a rise approximately six 

months after the ending of bond purchases. On their current trajectory, bond 

purchases could end as soon as October of this year.  Should that come to pass, 

we would expect that interest rates could be raised as early as April 2015.  

But by how much? In this quarterly review we have often discussed the march of 

technology taking over jobs of ordinary citizens. Unless the Federal Reserve gives 

up on perhaps the 10% of the population who either cannot find a job, or have 

quit looking, it may have to keep rates low. Further, we have demographic trends1 

that also may keep pressure on interest rates. The combination of a large aging 

population of baby boomers acquiring less with a diminishing population of 

spenders to take up the slack, it is reasonable to assume that inflation and 

interest rates may stay low.  

  

The Outlook for US Rates - Did they make a peak at the end of 2013? 

 

 Using the ten year treasury as a bellwether, interest rates rose from May 

last year to the end of 2013, and since then have declined. When the Federal 

Reserve announced the plan to curtail its bond purchases, there was a natural 

market reaction to seek higher rates. The 10 year treasury moved from a low of 

1.63% in May 2013 to 3.02% at year end and now is back down to 2.64%. 

Simultaneously, the new year has brought on a softer stock market. Investors may 

                                                           
1 Consumer Expenditure Survey, U.S. Bureau of Labor Statistics, September, 2012 

http://www.bls.gov/cex/2011/Standard/age.pdf 

http://www.bls.gov/cex/2011/Standard/age.pdf
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be beginning to shift assets from equities to fixed income.  Further, with the US 

budget deficit back to historical ranges, and other economies softer around the 

world, we may be seeing more demand for US fixed income from international 

investors. Could it be that the Federal Reserve bond purchase program was a 

response to the drying up of international demand for our treasuries? Looking 

back, we did get our credit ratings downgraded. We did have a dysfunctional 

Congress, a sequester, and a government shutdown. That did not look very good 

to international observers. Now that those things are better, is demand 

returning? and will it continue? If so, bond yields for the 10 year could have 

peaked at 3.02% for the foreseeable future. 

 An additional item poised to impose a ceiling, if not exert downward 

pressure, on US rates would be the possible European Central Bank Quantitative 

Easing plan. Though it has not been officially decided, it is likely to happen, driving 

rates down across the EU to stabilize much of that geographic area, and spilling 

over, affecting rates worldwide.  

 

“Held to Maturity” or “Held for Sale” –What Kind of Investor Are You? 

 

 Banks have two approaches to owning bonds. They can mark them “Hold to 

Maturity” or “Hold for Sale.” In the first category, bonds are held at their cost 

value and adjust based on interest payments unless there is a default. This 

method can be used as long as the bank can reasonably believe it can afford to 

hold the bonds. “Held for Sale” is a different category and is used for bonds the 

bank intends to sell at some time in the future.  

 

For this latter category, the bonds’ value changes day to day depending on 

the market for bonds. Investors who will need the cash they used to purchase 

bonds at a time before the bonds’ maturity are naturally “Held for Sale” investors, 

and should be concerned with their bond prices day to day. These investors might 

more often consider short bonds with naturally lower interest rates and less 

market volatility. This way, the money they need in the foreseeable future is more 

predictably intact. Another type of Held for Sale investor would be the bond 

speculator. Those people who recognize the value of cheaper bonds and plan to 
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hold them for a price rise can also be considered Held for Sale investors and 

should be naturally concerned with day to day bond valuations. 

 

Other investors who may be more concerned about current income and 

have less of a worry about day to day account values can consider themselves 

“Held to Maturity” investors. These investors can buy longer bonds with higher 

coupons and collect the substantial interest while waiting patiently to get their 

principal repaid. These investors should be mostly concerned with changes in long 

term credit quality of a bond and not concern themselves with changes in prices 

due to technical market demand or overall interest rates. 

 

Some investors may have all three types of approaches discussed here. We can 

manage accounts for all types and make a large effort to understand our 

investors’ orientations, but generally we view the after tax income produced over 

time to be the largest measure of fixed income investment success. 

 

Puerto Rico gets Stop Gap Funding - But the Island still needs to make changes 

  

 Puerto Rico has made many positive changes and business is getting better 

there but it is still in difficult straits, with far too much debt and a difficult 

business climate. It has $73 billion in total debt and that is about 7x its revenues. 

Puerto Rico is different than a US city or state because legally it is both a 

sovereign country and a US possession. Consequently, it has been widely reported 

that US bankruptcy laws may be unavailable to it. At the same time, it may allow 

Puerto Rico more flexibility. The recent funding, primarily by hedge funds, and the 

nearly simultaneous hiring of restructuring experts says to us that a basic plan 

may be in the works. The new bonds were issued at a relatively strange price of 

93 with an 8.00% coupon to yield 8.73% and a sinking fund beginning in 2021.  

 

One type of restructuring, that is generally not available to US 

municipalities, would be a simple coupon reduction. If the island were simply to 

make an act of its congress to reduce each issue’s coupons by 1%, then the island 

budget may be automatically balanced. That balancing would immediately raise 
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its credit profile, and many bonds now trading in the 50s and 60s might rise 

dramatically despite the lower payout. If a coupon reduction plan were put in 

place and the 8.00% coupons of the new issue became 7.00%, then quite 

conceivably, with a better credit profile, the new bond issue might still trade at 

par or higher. Is this the “hedge” in the hedge funds’ bet on the new Puerto Rico 

issue? We continue to recommend holding Puerto Rico bonds and collecting 

coupons, which lower risk each time they are paid, and we believe a restructuring 

may be advantageous to current prices.  

Softness in Puerto Rico bonds could also spill over to the broader municipal 

market and would make the buying opportunities there even better. Below we 

suggest a leveraged strategy for municipal bonds. 

 

The Outlook for BRIC Countries’ Interest and Exchange Rates  

 

 We noted in the third quarter last year that the BRIC countries have set up 

a fund to counteract attacks and stabilize their currencies. The last quarter saw a 

consolidation phase in their pricing. We believe that now is a good time to 

consider adding to foreign bond positions. This is especially true if the view of US 

interest rates as being relatively steady going forward takes hold. Investors 

seeking yield will begin to seriously consider positions outside the US dollar and 

those who purchase early will be in a fine position to earn solid capital gains on 

currency prices. Many of these countries are currently raising interest rates. 

Recently many risky countries like Venezuela and Argentina have seen their debt 

prices surge, which has led Ecuador to consider returning to the debt markets just 

5 years after their default. This drives the point home that while geographically 

near, and often referred to as a group, each country should be viewed as a 

separate investment area. There are also certain bond funds that invest in various 

areas that we follow. Some of these funds are at highly depressed prices and have 

very high current yields. These funds could be very attractive acquisitions here. 

  

We continue to be highly wary of China with the poor numbers coming 

from there, and of course Russia, with their aggressive behavior toward the 

Ukraine. South Africa has political issues and is affected by the price of gold and 
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charges of corruption. Turkey has a big political shakeout underway but most 

likely will stabilize and become attractive in the next year or two. For clients 

currently holding international currencies, our recommendation is to stay the 

course and possibly add to positions.  

 

For investors who have not yet purchased foreign currency positions, it is 

time to strongly consider entering these markets. 

 

We are mentioning this again this month. For “Hold to Maturity” investors  

who can defer income, Zero Coupons from strong credits in currencies with 

depressed prices offer a special opportunity with risk tempered by the yields that 

are so much higher than similar US bonds. 

 

Purchased at these reduced currency values, and letting the bet ride 

through the dramatic principal accretion available in zeros not only hedges the 

bet against further currency declines, but if foreign interest rates decline and the 

currency rises, then 100% gains are possible over a 3 to five year horizon. We own 

Brazil in this format in our company portfolio and are looking for the opportunity 

to place it in our managed accounts. 

 

Special Notes on Russia and its Moves in the Ukraine  

 

Realistically what can the US do? It appears that a good part of the 

population of the Ukraine feels a strong affinity to Russia. The Ukraine 

government is a failure both structurally and financially. Crimea, a separate state 

within the Ukraine voted to join Russia. Now much of the east of Ukraine feels the 

same way. We believe it is likely that Russia and eastern Ukraine will become 

more attached. Hopefully it will be peaceful. Hold to Maturity investors seeking 

growth and willing to take risk may do well now by purchasing ruble-based 

securities at depressed prices. In a year or two, the Ukraine could be divided with 

part of it joining the EU and part of it joining Russia. At that point, with things 

settled, the ruble may rise substantially. In our managed accounts we have some 
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ruble bonds. We are placing a hold on them at this time while not adding to the 

positions. 

 

 

 The Tax Exempt Market – Is Margin Appropriate Here? 

  

As we noted last quarter the tax exempt market appears to be making a 

recovery from the angst caused by the bankruptcy of Detroit, and Puerto Rico is 

moving toward a restructuring. Generally, this market is very stable and 

investment grade credits can be broadly relied upon as long as the latest credit 

analysis is relatively recent. Here “Hold to Maturity” investors have a large 

opportunity. Access to advantageous margin rates can magnify a tax exempt 

return up to 50% depending on the yield and margin rate. J W Korth has been 

working to secure better margin rates for its clients. More updates on this to 

come. 

Margin has definite risks and every investor who considers this strategy 

should read our Margin Disclosure Statement. The highest risk is a decline in the 

bond prices while the margin amount remains the same. This can “enhance” a 

decline in overall portfolio value. But we believe the overall interest rate risk is 

low based on our discussions in previous paragraphs, and if you believe the same, 

margin should be considered.  

 

A Special Focus on Gold and Silver – Time to Dollar Average In 

 

 Our opinion of Gold and Silver remains the same as the last quarter. It is 

very close to long term value based on our analysis of “day labor rates” published 

in the First Quarter Management Report of 2013, which is available on our 

website. We continue to believe a disciplined averaging into these markets would 

be wise. 

 

High Yield Bonds – May be too High in Price and Low in Yield 
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 The search for income keeps driving the sub-investment grade market 

higher and higher. We are concerned that it is too high and are only making the 

most selective acquisitions in that market. We are taking profits on bonds where 

appropriate. In general, we believe the risk is too high here for the reward and a 

correction may come sometime soon. Consequently, we are looking very carefully 

at the markets described in the report cited below. 

  

Structured Notes, Step Up Notes, Fixed to Floating Rate Preferreds 

 We just published a whitepaper reviewing of all these possibilities and it can 

be found on our website. All of the securities reviewed in this publication provide 

ways to manage the current fixed income environment and hedge a possibility of 

higher interest rates. Please see this report by following the link here: 

http://www.jwkorth.com/index.php/papers-articles/item/6-how-to-diversify-

achieve-income-and-manage-the-current-interest-rate-market. 

 

Conclusions 

 Overall, we are looking very positively to the rest of 2014 and beyond. We 

believe it is a good time to acquire fixed income securities, and that interest rates 

will not rise dramatically from here. Real Estate prices have generally regained 

their pre-crisis levels, our congress has gotten realistic with our country’s 

finances, and our federal deficit is at manageable levels. Interest rates may have 

peaked late last year. The Russia/Ukraine situation appears to most likely not be 

disruptive to markets. China may have a serious decline but manufacturing here 

in the US is picking up nicely and we are far less dependent on the Middle East for 

oil.  

 Our biggest problems are lack of inflation, and unemployment caused by 

technology, and our demographics, which do not see replacement workers for the 

mass of baby boomers that are retiring. But these things are long term problems. 

Both may keep our interest rates in check. We would like to have interest rates be 

somewhat higher, but at the same time there are products, which when 
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selectively purchased, can still provide excellent yield. Further, enhancing some 

portfolios with margin could be the key to strong returns. 

 

While all investing has risk and our portfolios may not perform up to 

expectations, we believe they represent the best risk vs. reward scenario for 

investors who want income from their investment account while preserving their 

wealth.  

  This report is updated quarterly and the principles are applied to our 

managed accounts. 

As always, we thank our customers for their business and faith in our 

efforts which we take very seriously. 

  We look forward to the rest of the year! 

 

Sincerely, 

  

J  W  KORTH &  COMPANY  


