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As the title suggests, we believe the much debated, long 
anticipated, first rate hike since 2006 by the Federal      
Reserve will occur during the December 15-16 meeting. 
The market reprimanded the Fed following their pass at 
the September meeting when everything seemed to be in 
place for the miniscule  increase from 0% to .25% on the 
Fed Funds rate. Will the beginning of a rate hike cycle 
equate to "taking away the punch bowl"? 

Hardly, the Fed is simply moving 
from ultra-accommodation to     
extreme-accommodation with  
respect to monetary policy. The 
expectation of this day has     
allowed ample time to study past 
periods when the Fed began a 
rate hike cycle and what impact 
that had on various asset       
classes. There have been 4 such 
periods since 1970, including 
1994, 1997, 1999, and 2004. 
The chart illustrates how          
different investments fared      
following the 1994 and 2004     
cycles.  

What is most notable to us is the difference in the macro 
conditions between now and past cycles. Data at the time 
of the previous lift-offs for inflation and GDP were much 
higher than they are today. The unemployment rate at 5% 
is consistent with past cycles but it can be argued the low 
unemployment rate is more a function of the collapse in 
the labor participation ratio than robust job growth. 

Years of the Fed's zero interest rate policy make            
anticipating how the market will react to nominally higher 
rates challenging. The initial rate hike should not have any 
material impact on the markets but will certainly have     
implications for investors. There will be unintended        
consequences but we view that as inevitable as the Fed 
cannot leave rates at 0% forever.  

The first implication is likely a sharp rise in the U.S. dollar. 
The Fed will be creating a "policy gap" between U.S.     
monetary policy and the rest of the world. The European 
and Asian central banks will continue to follow a policy of 
quantitative easing in their attempts to stimulate their   
economies. The yield on a U.S. 10-year government bond 
is already significantly higher than bonds issued by      
Germany, Japan, U.K., France, and even Italy. Higher 
rates in the U.S. will attract flows from overseas and 
should result in a strong greenback. 

A strong currency has benefits and drawbacks. It keeps 
inflation at low levels since imported goods or services 
cost less. However, a strong currency becomes a strong 

headwind for companies who are competing in a global 
economy for sales. The most concerning implication of a 
stronger dollar is the impact it will have on emerging     
market (EM) stocks and bonds. Trillions of new EM debt 
has been created over the last 8 years that is priced in 
U.S. dollars. As local currencies fall against the dollar, debt 
service can become unsustainable leading to defaults. It 
would not surprise us to see a crisis develop in the     
emerging markets that tips the global economy into a     

recession and causes the next 
global bear market for stocks.  

The fundamentals of the stock 
market look much different today 
than past rate hike cycles. First, 
profit margins are peaking and 
show signs of declining as labor 
costs increase. Second, earnings 
growth has turned negative on 
both a sequential quarterly basis 
and year-over-year. Third,        
valuations are both historically 
high and moving higher as a     
result of lower earnings. Fourth, 
the strength of the U.S. dollar as 

previously referenced. Each of these conditions were op-
posite when the Fed last initiated a rate hike cycle in June 
of 2004.  

While stocks require robust earnings growth to counteract 
higher rates, bonds rely mostly on the overall level of     
economic growth. In past cycles, bond prices were driven 
primarily by the markets expectation of the pace of rate 
hikes. When the Fed raised rates more rapidly than the 
market expected, bond prices fell dramatically. When the 
actual pace was consistent with expectations, bond prices 
remained stable. We believe this reality will result in the 
Fed raising rates at a much slower pace than even the 
Fed's projections show today. 

Portfolio management during a rate hike cycle is          
challenging. It is critical to remain agile with asset           
allocation and not be afraid to use cash to hedge          
short-term risk. It is important to understand which risks the 
Fed is more comfortable with. The Fed appears willing to 
overshoot on inflation to avoid negatively impacting 
growth. The Fed also does not want to reverse course     
suddenly as the Swedish central bank was forced to do 
when they last raised rates. Lastly, the Fed still fears      
deflation over all other risks. China is exporting deflation 
throughout the world which could hinder their plans to    
normalize rates.  

The most likely implication of the impending rate hike will 
be higher volatility for both equity and fixed income       
portfolios, an environment we have historically excelled in. 
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The Cost of Terror 

 The Spending Gap 

 The Slide Continues 

 

Homeowner equity recently rose to a 
level that exceeded the peak in 2007 
according to a recent Wall Street    
Journal article. With the stock market 
within a few percentage points of its   
all-time closing high, 401k balances 
have also exceeded the level reached 
before the great financial crisis wiped 
out trillions of investor worth. Gas   
prices have now been at severely   
depressed levels for over one year 
with most states seeing regular       
unleaded sell for less than $2 today. 
Consumers today have experienced a 
positive "wealth effect" and have     
increased discretionary income so why 
does consumer spending continue to 
disappoint and result in a condition of 
on again, off again GDP growth?  

The attacks in Paris raised a pressing 
question for portfolio managers.  What 
are the economic implications and 
costs of terrorism?  The Institute for 
Economics and Peace, a think tank in 
Sydney, Australia, has created the 
Global Terrorism Index. The calculation 
for the index includes property damage, 
medical costs, and lost wages among 
those whose lives are taken.  A NY 
Times report cited the cost as a result 
of September 11

th
 was as high as $3.3 

trillion.  The market tells somewhat of a 
different story.  The Monday following 
the Paris attacks, U.S. broad indexes 
were up while European markets 
closed flat.  The stock market also 
quickly rebounded following 9/11.       

 

To say that commodity prices have 
come under pressure is an                
understatement. Broad benchmarks 
are lower over the past year by a     
considerable margin, driven down 
mainly by concerns of a slowing global 
economy. 

As illustrated in the table, copper has 
suffered four straight quarters of       
decline, and is down roughly -30% over 
the past year. Copper has sunk to a six 
year low. Likewise, oil (WTI) has       
collapsed by roughly -41% over the 
past year. 

 

 Consumer spending represents 67% 
of GDP and is the dominant factor 
determining whether the economy is 
expanding or headed towards reces-
sion.  

 Rising home prices have not led to an 
increase in homeowner equity lines of 
credit to boost spending as has oc-
curred in the past.  

 Consumer Confidence is highly corre-
lated with consumer spending. If con-
fidence remains high, we expect 
spending to increase. 

 Average hourly earnings have just 
recently showed signs of increasing 
and could fuel higher spending. 

 Act of terror had a total, global cost 
of $52.9 billion in 2014, outpacing 
2001 and the September 11

th
       

attacks with a total cost of $51.51 
billion. 

 The chart from the Institute for      
Economics and Peace shows a    
significant increase in the cost of 
terrorism from 2011 through 2014. 

 More than 75% of deaths as a result 
of terrorism occur in five countries: 
Iraq, Nigeria, Afghanistan, Pakistan, 
and Syria.   

The decline is driven by many factors: 

 Slowing growth prospects in China: 
45% of copper demand comes from 
China, which has seen a slowdown 
in credit growth and fixed investment 
due mainly to a slowdown in the 
property sector. 

 Oversupply: fracking has allowed the 
U.S. to become the largest producer 
and consumer of oil; likewise, Saudi 
Arabia has not cut back on produc-
tion levels 

 While lower oil prices should have a 
net positive impact on the economy 
through increased consumer spend-
ing, certain sectors like metals and 
energy will suffer.  
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From a macro perspective, a rising rate environment can be 
perceived as a sign of an economy that is growing in a healthy 
way and capable to withstanding possible shocks resulting 
from raising rates.  The Fed has demonstrated and made clear 
that it would not raise rates until multiple factors proved that the 
economy was on stabile ground.       

 

 

 

 

 

 

 

GDP numbers released the end of October showed the U.S. 
economy decelerating.  A close look at the results showed that 
the decrease was a result of more cautious stockpiling by com-
panies as economic turmoil overseas intensified.   This was 
balanced by residential investment, consumer, and govern-
ment spending, though.  Inflation continues to remain tame, 
with core CPI coming in at an annual rate of 1.3% last quarter 
(Bloomberg).  The chart below shows change in GDP and the 
third quarter drop in GDP (Labor Department). 

 

Macro View– Clean Bill of Health   

 

It is often believe among investors stocks are destined to suffer 
in a rising rate environment.  History and an examination of 
valuations teach otherwise.  Stock valuation models include 
interest rates.  As rates rise, multiples compress, leading to 
lower valuations.  This sequence of events leads to volatility, 
initial depreciation in stocks, but lower valuations will ultimately 
generate demand for the stocks creating appreciation over a 
longer time horizon. 

The table below also provides a history lesson going back to 
the early 1980s specific to stock market performance in a rising 
rate environment.  Generally speaking, equities performed well 
prior to Fed rate increases, struggled or declined just following 
the rate hike(s), followed by recovery and outperformance for 
two years following the first rate increase (Barrons).   

Equities Survived Previous Fed Rate Hikes 

S&P 500® Index Returns Before and After Rate Increases 

 

Taking Stock– Rates and Equity Valuations  

While the fixed income markets are understandably     
focused on what decision the Fed makes during their   
December meeting, many could be missing what may 
look like the canary in the coal mine. You do not have to 
look far to see evidence that junk bonds could be         
unraveling.  

We track many different credit spreads for indications of 
strain or health in the bond market. The last 12 months 
have seen bonds rated CCC underperform BB-rated 
bonds by 700 basis points. Wider spreads, even if      
contained in the high yield market, are an indication that 
there is waning appetite for risk. These spreads have only 
been this wide on 3 occasions; the credit crisis of 2000 
and 2008, and again in 2011 when the Fed ended QE.  

 

 

 
 

The Fed's decision in December is very likely to         
influence market sentiment and the trend for the equity 
markets. The challenge is that analysts are nearly 
equally mixed as to whether it will benefit stock prices 
or cause a decline in stocks. History suggests that 
stocks hold up well in the early stages of Fed tightening 
but it remains unclear if such patterns will prevail in   
today's environment.  

A favored sentiment chart we track is the future        
expectations in the consumer confidence survey a 
swell as the coincident leading economic indicators 
(LEI). Not surprisingly, these indicators are giving 
mixed signals with people becoming much less           
confident about the future economy even as the LEI 
breaks out to new highs. The risk of market trends     
reversing sharply make technical analysis less valuable 
today. 

 

. 

Fixed Income– A Canary In The Coal Mine Technical– Confidence Shaken 

 Performance Before/After Initial Rate Hike 

Date of Initial Hike 
250 Days  
Before 

250 Days  
After 

500  
Days After 

5/2/1983 36.60% -1.10% 12.20% 

12/16/1986 19.10% -5.90% 11.20% 

3/29/1988 -11.40% 11.70% 30.60% 

2/4/1994 5.30% 0.60% 34.10% 

6/30/1999 19.70% 6.00% -10.70% 

6/30/2004 14.80% 4.40% 9.10% 

Average 14.00% 2.60% 14.40% 
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Risk Budgeting– It’s Worth Considering 
As practitioners, we are faced with the ubiquitous question 
– how should I allocate my client’s capital? While there is 
no singular answer, we consider risk budgeting a         
compelling framework for addressing this question. 

Risk budgeting offers a framework for allocating capital by 
risk rather than by dollars. While this might sound        
awkward, intuitively it makes sense.  

Unfortunately, practitioners often use “rule of thumb” or 
arbitrary methods to allocate capital. We believe this      
approach will invariably lead to unintended consequences 
that can derail a portfolio. 

The Framework 

With risk budgeting, practitioners need to estimate two 
critical parameters – 1) the volatility of each asset in the 
portfolio, and 2) the correlation across the assets.  

Volatility estimates are generally based on a sample of 
historical returns, or a forecast assumption. Likewise,     
correlation estimates are based on historical analysis or 
forecasts. 

Together, volatility and correlation create a measure 
known as covariance. Using covariance and a set of      
target weights, practitioners can 1) estimate total portfolio 
risk, 2) deconstruct risk by the underlying portfolio                  
constituents, and 3) establish optimizations to solve for 
desired risk exposures. 

Consider a three asset portfolio with the following weights, 
risks and correlations: 

 

 

 

 

 

The portfolio above has an overall risk of roughly 8%, with 
the following risk contributions: 

 

 

 

 

 

From the table above it’s clear to see how an equally 
weighted portfolio, by dollars, is not necessarily balanced 
in risk terms. In this case, almost 60% of my portfolio risk 
lies within one asset, even though my dollar capital is    
allocated evenly. 

Applications 

Consider an example. Suppose we have a portfolio of 
three assets, but are uncertain about the return prospects 
for each asset over the near term.  

Under this scenario, we might want to equally weight the 
risk contributions of each asset. This way, each piece of 
the portfolio contributes equally to the risk of the overall 
pie. The table below illustrates an equally weighted risk 
portfolio: 

 

 

 

 

 

Continuing with our example, the table above transforms 
an equally weighted dollar portfolio into an equally 
weighted risk portfolio. We achieve this transformation 
through an optimization process. 

In contrast, assume we had strong convictions in some 
assets, and low convictions in others. Under this scenario, 
we might not equally weight risk contributions, but instead 
tilt the risk budget based on our convictions. 

Oversight 

The inputs that go into risk budgeting, or any optimization 
problem, are not always stable over time. Markets are  
dynamic, and what held true yesterday might not hold true 
tomorrow. 

As volatilities and correlations change, so will the         
portfolio’s risk exposures. As practitioners, we must set 
rules for when and how to rebalance the portfolio. 

Rebalancing, or more specifically, the buy and sell          
discipline, is critical. Are we sensitive to short-term market 
dynamics, or are we longer-term oriented? 

One approach is to set a desired risk exposure, apply a 
range around that exposure, and rebalance if the portfolio 
violates that range. 

Summary 

Risk budgeting can be a standalone framework for asset 
allocation, or a tactical complement to more traditional   
asset allocation techniques, such as mean-variance     
optimization. 

At its core, risk budgeting gives practitioners a way to    
assess risk and a framework to make asset allocation   
decisions. 

Clint Pekrul, CFA  

Weight Risk Correlation 

33.33% 15% 1.00     

33.33% 11% 0.45 1.00   

33.33% 9% 0.01 -0.20 1.00 

Dollar    
Weight 

Risk Contri-
bution 

Risk    
Weight 

33.33% 4% 56% 

33.33% 3% 33% 

33.33% 1% 12% 

Dollar    
Weight 

Risk Contri-
bution 

Risk    
Weight 

20.73% 2% 33.33% 

32.54% 2% 33.33% 

46.73% 2% 33.33% 
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Many of us may have recently been reminded as 
we gathered as families that discussing   politics 
or religion can be a bad idea. Political              
discussions can get heated quickly but history is 

clear as far as market performance under different      
presidents. 

 

 

 

 

 

 

Because the market performed better with Democrat    
President's does not necessarily mean there is a causal 
relationship between "Democrat policies" or "Republican 
policies." Part of the discrepancy can be explained 
through economic events that had very little to do with   
policy decisions. 

In general, policies that are seen as favorable towards 
business should benefit the stock market. Organizations 
like the Chamber of Commerce will publish business-
friendly ratings of candidates based in their past voting 
record. Because Democrat candidates have traditionally 
favored higher taxes to solve budget challenges they are 
sometimes viewed as anti-business.  

Markets essentially represent the opinions of groups of 
individuals. What is important to each of these individuals, 
in terms of who would serve best as President, is very    
different. For this reason, I do not think the market as a 
whole necessarily favors one candidate over another.  

 

That’s a tough one. Some people will say that 
the markets favor Republicans, but look at    
equity returns under President Obama (post 
2008 Crisis) and former president Clinton (tech 
boom of the 1990s). It’s hard to argue those 

results, so I’m not sure what correlation, if any, there is 
between market returns and party affiliation. 

I believe that post WWII, the Dow Jones Industrial           
Average has posted larger gains, on average, under a 
Democratic president than under a Republican president. 
Of course, these numbers have been skewed a bit         
recently as the tech implosion in the early 2000s and the 
credit crisis both occurred under the Bush administration. 

I think the market, above all else, loves certainty, so the 
candidate that lays out a comprehensive plan for tax      
reform and legislation that is pro small business, will get 
the market’s nod. 

 

 

I certainly expect there to be many winners and 
losers as the market adjusts to a rising rate cycle 
as some companies and sectors will immediately 
become more or less attractive. Determining 
which sectors will provide leadership next is 

where history is most helpful. 

You generally want to avoid sectors that are known to   
carry high levels of debt when interest rates are rising as 
higher debt service will impede earnings. Utilities and real 
estate are both very vulnerable to higher rates as rank 
among the most indebted sectors. I also believe industrial 
stocks in general are going to suffer as much of this       
sectors debt is floating rate and will be more directly      
impacted by the Fed Funds rate. 

Banks and insurance companies will probably benefit the 
most from higher rates. These sectors traditional maintain 
extremely high levels of fixed assets in their balance 
sheets and have suffered during the ultra-low interest rate 
environment. Met Life (MET) is an example of a company 
I expect to outperform when yields move higher. They 
have a strong balance sheet and great growth prospects 
not only in the U.S. but also in high growth markets like 
India.  

Not surprisingly, the market tends to favor companies that 
produce high quality earnings and are not very leveraged. 
Those characteristics make quality companies attractive 
regardless of the direction of interest rates.  

 

This really depends on why rates are going 
up and the expected velocity of that rise. 

Typically, the Fed will raise rates to cool off a 
hot economy and keep a lid on inflation. 
When inflation is running hot, commodity 

based sectors such as materials and energy tend to do 
well.  

On the fixed income side, there are TIPs which adjust their 
principal to CPI movements, and emerging market debt. If 
you’re willing to assume the principal risk, REITs can      
provide inflation-adjusted cash flows, as rents tend to rise 
with inflation, which is then passed through, by law, to the 
underlying REITs shareholders. 

If rates are expected to ratchet up quickly from a low base, 
then you have to be careful of duration risk. This is        
especially true for TIPs in that any adjustment to principal 
based on CPI could be more than offset by principal     
losses due to duration.  

There are other shorter duration options such as floating 
rate bank loans, but then you have to be mindful of credit 
risk. In some cases, cash might be the safest place to 
park assets if there is uncertainty about the size and     
velocity of any rate increase. 
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Which Presidential Candidate is best for 
the market? 

Q: Q: Do you have a favorite investment when 

rates are rising? 
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Fixed Income 

 

 

 

 

Equity 

 Portfolio continues to evolve towards 
higher credit quality and a barbell 
approach overweighting short and 
long duration and under-
weighting  intermediate holdings. 

 We see value and opportunity 
among revenue bonds in the           
municipal sector. 

 Latest economic data suggests the 
Fed is likely to make a minor          
increase in rates in December. 

 Reducing exposure to Treasuries 
and investment grade corporate 
bonds 

10.1%

8.7%

9.6%

9.3%

3.0%

13.1%

7.2%

6.1%

11.0%

6.0%

0.0%

4.9%

2.9%

4.0%

Long-Term Bond

Multisector Bond

High Yield Bond

Bank Loan

Emerging Markets Bond

Muni National Long

Long Government

Multicurrency

Intermediate-Term Bond

High Yield Muni

Convertibles

Inflation-Protected Bond

Commodities Precious…

Cash

Segment Exposures

As of 09/30/2015

 

 Cash has risen to 36% in                            
anticipation of higher volatility from 
earnings season and expectation of 
weak forward guidance for many 
companies. 

 The Information Technology sector 
has lagged the broad market and is 
currently compelling on a price to 
earnings basis. 

 Financials are likely to be added to 
the portfolio in the near term and 
should benefit when the Fed begins 
to normalize interest rates. 

 Overall risk in equities remains high 
warranting the cash hedge as 
we  expect selling pressure to return 
prior to year-end. 

32.3%

0.0%

12.6%

5.5%7.7%

5.7%

36.0%

Sector Exposures

Information Technology: 32% Health Care: 0%

Energy: 13% Industrials: 6%

Telecommunication Services: 8% Materials: 6%

Consumer Discretionary: 0% Consumer Staples: 0%

Financials: 0% Utilities: 0%

Cash: 36%

As of 09/30/2015
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The information contained in this report represents the opinions of Peak Capital Management, LLC,  
as of the report date and does not constitute investment advice or an offer to provide investment management services.  

Before purchasing any investment, a prospective investor should consult with its own investment, accounting, legal and tax advisers  
to evaluate independently the risks, consequences and suitability of any investment. 

 
Past performance is not indicative of future results, loss of principal is possible. 

Please consider charges, risks, expenses and investment objectives carefully before investing. 
 

The data and information presented and used in generating this report are believed to be reliable.  
Peak Capital Management, LLC. does not warrant or guarantee the accuracy or completeness of such data.  

 
Peak Capital Management, LLC is a Registered Investment Adviser. Advisory services are only offered to clients or prospective clients  

where our firm and its representatives are properly licensed or exempt from licensure. No advice may be rendered by  
Peak Capital Management, LLC unless a client service agreement is in place. Nothing herein should be construed as a solicitation  

to purchase or sell securities or an attempt to render personalized investment advice.  
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