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Dividend-paying stocks, bank loans, short-term Treasuries also can provide an iriflation hedge 

ixty is the new 40. At least 
that's how some investors 
at or near retirement would 
like to think of their portfo­
lio's asset allocation model 

and its potential returns. 
As baby boomers migrate out of 

the traditional 60/40 allocation model 
- 60% stocks and 40% bonds - and 
into a more conservative 40/60, the 
quest for equitylike returns and the 
need for alternative income sources 
have intensified. 

By cutting their equity position, 

investors and advisers have reduced 
the growth and capital gains compo­
nents of their portfolios, which they 
typically rely on for 

point fo r investors. New issuance of 
shorter~duration paper has come to 
market , offering liquidity .and less 

downside if rates rise 
returns. That, coupled with 
quantitative easing, has 
investors wondering how 
they should deal with inter­
est rate exposure and infla-
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unexpectedly. 
Even if the Fed reduces 

its quantitative-easing pro­
gram, shorter maturities 

tion potential. 
Recently, yie lds on Treasuries 

and some other fixed-income p rod­
ucts have risen from near multiyear 
lows, providing an attractive entry 

shouldn't be affected sig­
n ificantly. In addition, the credit 
spread on s horter corpo rate debt 
would tighten in an improving econ­
omy. ShOlier-term Treasuries could 
offer som e protection with limited 

upside if the market becomes defen­
sive. Investors, however, would be 
placing an expensive hedge by hold­
ing Treasuries when considering the 
opportunity cost associated with 
such a low-yield product. 

ATTRACTIVE RETURNS 
Dividend equity funds and bank 

loans are two other alternative 
incom e so lutions that can give 
attractive returns while mitigating 
the effects of rising in terest rates 
and inflation. 
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Dividend equity funds typically 
invest in the shares of high-qual ity 
companies across multip le sectors 
that regularly pay dividend income. 

Dividends historically have been 
a large pati of equity market total 
returns. Dividend-paying securities 
offer the potential for both capital 
growth and incom e. They h ave 
lower variability of returns t h an 
non-dividend-paying compa n ies 
a nd have he lped buffer portfolio 
losses when equity prices decline. In 
a low-interest- ra te environment, 
some investors have used dividend 
equity funds to augment their fixed­
income allocation, making them a 
plausible source of alternative income. 

Last year, fa lling rates were a 
large pali of tota l returns in fixed­
income portfolios. But the massive 
gains in fixed- income products a re 
unsustainable as rates hover near 
'historic lows. TI1US there is a strong 
argument for posi tioning fixe d­
income-credit portfolios to capture 
the value and opportunity the bank 
loan asset class offers . 

Many investors believe that they 
should a llocate to bank loans 
because they're a float ing- rate 
instrument. W hile th at is t rue , the 
p rimary reason to consider bank 
debt is because it will enhance the 
yie ld of a portfolio without adding 
s ubstan tia l risk. In fact, the a sset 
could reduce r isk if the investor is 
rotating out of high-yield bonds. The 
outlook fo r bank debt a ppears 
healthy, in the 5% to 6% range. 

LOW OEFAULT RAT ES 
Ba nk loans also are secu red 

against the issuers ' underlying 
assets, and their low defaul t rates 
and h ig h recovery ra tes t rans late 
into reduced risk of credit loss. Con­
tra rily, high-yield bonds are lower in 
their capital structu re, and most are 
fixed-rate. 

Over the past 20 years, bank loans 
have had only one negative. retur n 
year (2008), while high-yield bonds, 
investment -g ra de bo nds and Trea­
s uries have had th ree negative years. 

We be l.i eve t hat a ll the ups ide 
potential related to interest rates has 
been priced into the bond market 
and that the downside risks are sig­
nificant. We a lso think tha t cred it 
migration is inevitable in the coming 
yea rs and that rotating out of h igh 
yield - which is going to be more 
cred it-sens itive a nd could have 
higher defaults and lower recoveries 
- is something to cons ider. Hig h 
y ie ld is n 't going to experience the 
inte rest rate move it has in the past, 
a nd it lacks the senior structure that 
bank loans p rovide. 

[nvestors searching for yield and 
dive rs ity w itho u t wishi ng to 
inc rease the r is k p rofile of their 
pOltfolio greatly should consider the 
income opportunities offered within 
djvidend equity funds and bank 
loans. Those seeking simply to pro­
tect and preserve capital should look 
at s horter-term Treasuries. 

Sixty may be the new 40, but that 
doesn't mean investors have to sac­
rifice return and diversity in their 
portfolio. 

Marl~ Okada is the co-founder and 
chief il1vestl11 en t officer of High­
land Capi tal M al1 agement LP. 


