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About Beacon
Financial Advisors Ltd.
Beacon is an
independent fee-only
advisor with a clear
mission statement: To
provide our clients
long-term valueadded financial
counsel and
investment
performance with
exceptional service.
Beacon is a
Registered Investment
Advisor with the US
Securities and
Exchange Commission.

Please remember to contact Beacon Financial Advisors, Ltd. if there are any changes in your financial situation or investment objectives, or if you wish to impose, add, or modify any
reasonable restrictions to our investment management services. A free copy of our FIRM BROCHURE (Form ADV, Part 2) is always available upon request.
An important note: Where reference is made in VIEW to Beacon’s relative performance, or individual mutual fund performance, it applies to fully invested portfolios for the period.
Actual results vary among clients, as risk tolerance levels and the timing of asset purchases & sales are unique to each of our clients. Each client’s unique results are revealed in the
performance reports inside their Investment Review. Clients are urged to compare the custodians (Schwab Institutional et al) account statements with Beacons reports.

Anchor

to windward! Beacon likes to borrow that nautical term when we
address clients about the key role of bonds (aka fixed income) in a
balanced, global portfolio. We want bonds to give our clients income and a total return north of
cash, maintain a high degree of liquidity, and preserve capital. This last objective, capital
preservation, describes the “anchor to windward”, as when bonds provide some protection in
the client’s overall portfolio when stock markets are misbehaving. So, even as we assert bonds
are a core asset class in a diversified portfolio, it is vital to understand how bonds behave in
differing market environments especially as interest rates change. We will establish that bond
prices move opposite the direction of interest rates (charts below). Then we will consider
Beacon’s outlook for interest rates and how that perspective impacts our bond strategy.

BOND PRICES move opposite INTEREST RATES

BOND PRICE drops as INTEREST RATE rises
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Now

we understand the price (value) of bonds rise if interest rates fall, or fall if interest rates rise. We then need to understand the
current level of interest rates relative to history (see charts below). We then must have an informed view of the likely direction of
future rates and the expected magnitude of the change in rates (see page 3). The major “takeaway” from the two charts below is that US interest
rates now stand at an historic low. The “great recession” of 2007-2009 resulted in massive monetary initiatives by the US Federal Reserve (“FED”) to
halt the economic decline and to stimulate an economic recovery. The FED has anchored a key interest rate at 0%, and nominal interest rates are the
lowest in generations (real rates after inflation are negative). The southwest chart shows the dimensions of short, intermediate, and long government
interest rates including a hi/low range (orange bars), a mean/average (white lines), and the current level of those rates (black lines). The southeast
chart shows how short and long term government rates have changed through time. The post-WWII economic expansion, led by a housing
construction boom, caused interest rates to rise in the 1950-1970 period. The “oil shocks” of the 1970’s, in part, caused a dramatic spike in interest
rates in that decade. In the 1980’s to the present, US interest rates have declined steadily and given bond investors a long-run bull market. But, with
interest rates resting near the floor investors face the possibility of rising rates in the future—and price declines for bonds. Next up, our outlook.

US INTEREST RATES REST NEAR THE FLOOR

Beacon Financial Advisors, Ltd.

RISING RATES UP NEXT? HOW BEST TO NAVIGATE?

•

VIEW From The Lighthouse 2013 Q1 •

2

VIEW From The Lighthouse—2013 1st Quarter
Continued from page 2

The

widespread investor panic in 2008 resulted in over $1 trillion of net flows into bond mutual funds (out of stocks).
On that rising tide of investor demand, coupled with the FED’s “anchoring” of short rates, bond yields have
plummeted (see page 2). A “bond bubble about to burst” is how some have described the losses bond investors could
sustain if we had a quick uptick in interest rates—investors will flee bonds, they predict. Beacon thinks there is time to
navigate this bond market, and we believe our active, talented bond managers have the right strategies if rates rise. We do
think interest rates will rise, but we think several things have to happen first and these can be evaluated and anticipated.
1. The economy would have to improve drastically— If US interest rates rise in the next year or three, it will likely be
because the economy is growing faster—much faster than today’s 1%-2% annual growth. While there are positives like
the rebound in housing, the improving balance sheets of consumers, and the great health of corporate America, it still
seems like the US political parties are miles away from enacting sound fiscal policy. Europe is still a global laggard.
2. Don’t fight the FED— The FED has signaled it will not abandon it’s 0% federal funds rate until unemployment falls to 6.5%
(from 7.7% now), and core inflation is no greater than about 2.5%. We are not anywhere close to the FED’s
unemployment target, and that slack in the labor market is not pressuring inflation.
3. No one wants what you’re selling—by this we mean demand for US debt would have to fall. There is still ample evidence
that the US’s major trading partners are still increasing their holdings of US Treasuries. Most of these trading partners are
more concerned with collateralizing their trading positions in our local currency, and are less sensitive to interest rates.
4. US as “safe haven” replaced by _______? - “ the least bad house in the neighborhood” is how some contrast the US (our
large sovereign debt, $ trillion budget deficits, etc) with our global trading partners. However, despite this problem, in
times of turmoil global investors still take-flight to US Treasuries. If we can make more progress on the fiscal front (i.e.
reduce spending et al), our safe haven status will be strengthened. Besides, where else will investors go? Cyprus? The US
is still the safe haven, and that demand for our sovereign debt keeps downward pressure on US interest rates.
Next, we think rising interest rates are not necessarily bad provided rates don’t rise faster or higher than the bond
community anticipates. As we suggested above, and often overlooked, is that if interest rates are rising then the economy is
probably stronger. For the US economy, a better economy would mean tax receipts are rising faster as well. So, an increase
in interest costs on the national debt could be offset by increased revenues. As for our clients, rising interest rates in an
improving economy has benefits as well. For one, stock prices would have added support as corporations improve earnings.
But, specifically for our fixed income investments Beacon’s active managers at AllianceBernstein, Dodge & Cox, Fidelity, and
TCW/MetWest can take the sales proceeds from maturing (or pre-matured & sold) bonds and reinvest in new bonds at the
higher interest rate. The chart on the right shows how this increased income helps offset a decline in price. Stay tuned!
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STOCKS

Our STOCK and BOND Fund Partners 2013 Q1

extended their 2012 advance with an exceptional Q1 in 2013. The US S&P 500 Index had a total return over 10%, and the
MSCI-EAFE index of international stocks returned over 5%. Beacon’s stock funds enjoyed similar returns. So, in just 3
months we have enjoyed returns that would be considered solid for an entire year. Where do we go from here? For insight we took more than a
peek at recent research published by Fidelity and AllianceBernstein (see charts below). In the southwest chart, the S&P 500 Index is plotted from
1871 to 2012 and four (4) boxed periods represent “secular bear markets” (SBrM = a prolonged period spanning several business cycles of below-average—
although not necessarily negative—nominal returns, an outright decline in real [inflation-adjusted] returns, and a sustained compression in price-to-earnings (P/E) ratios). But,
even more impressively have been the ensuing “secular bull markets” (SBuM) producing abnormal returns lasting, on average, 21 years.
Beacon red-circled the current SBrM dating from 2000 to the present. The late 1990’s tech-boom and S&P 500 rise gave way to the 2000-2002 dotcom bust. Stocks recovered from early 2003 to late 2007 before the housing finance collapse and “great recession” again pushed the S&P 500 much
lower. Since March 2009 the S&P 500 has reached—for the 3rd time—the 1,550+ level. Is the 3rd time the charm? Do we break out and experience
another extended SBuM? Or do stocks fall or go sideways? The southeast chart suggests we have good reason to believe the former scenario is a
reasonable prospect (if not right away). As Bernstein’s Seth Masters opined in his 3/21/13 blog: “We think the third time’s the charm: We think the
stock market still has room to rise because equities are now more attractively priced and of higher quality than at previous peaks...Of course, stocks
may retreat briefly from recent highs, and another shock—perhaps related to Europe’s ongoing troubles—could take away investors’ risk appetite for
a while. But we see no fundamental reason to avoid stocks at current levels.” We agree. Stay tuned!

Net Debt/Equity of 30% distorted
in 2000 by high P/E, debt-free
technology companies.

Beacon Financial Advisors, Ltd.

•

VIEW From The Lighthouse 2013 Q1 •

4

VIEW From The Lighthouse—2013 1st Quarter

BONDS

Our STOCK and BOND Fund Partners 2013 Q1

as measured by the Barclays Aggregate Bond Index had a negative return Q1, it’s first decline since 2006. In that tough environment
Beacon’s bond partners each managed to squeak out positive returns, albeit small ones. In 2012 for the full year Beacon’s balanced,
global portfolios of stock, bonds, REITS, etc. managed to perform about as well as a 100% stock portfolio in part because our bond returns rivaled that of stocks.
We discussed in our 2012 Q4 VIEW that was partly due to bonds performing well after a late 2011 selloff. We have informed clients for some time that on a
forward-looking near-term basis, bond returns will be less than “normal.” That is the overall thesis of pages 1-3 in this issue of VIEW. We contend bonds still have
a key role and we are making no major changes to our client’s long-term investment plans (see chart below). But given this lower-return near-term outlook for
bonds, Beacon has deliberately implemented three (3) asset allocation adjustments from early 2012 that have had positive results to date:
1. International bonds—in 2012 we re-allocated part of our clients’ US bond funds into international bonds (see our Investment ALERT 2/8/12).
2. Municipal bond adjustments—in early 2012 we reallocated clients’ higher quality, short-term municipal holdings to lower-quality, intermediate term holdings.
This was a big positive in 2012 and in the 2013 Q1.
3. Overweight to stocks—each of our clients has an investment allocation in accordance to their long-term financial plan and risk tolerance. We have normal
asset allocation profiles to match our clients’ needs, and each has ranges of allocations to stocks, bonds, REITs, etc. Our current assessment is that on a
comparative basis, stocks appear to have more compelling return prospects than bonds. As such, on a client-by-client basis we have allowed a slight
overweight to stocks and delayed any major rebalancing.
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