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By Greg Brown
Bond investing is often seen as the sleepy end of the market, a place for 

retirees and widowers to seek income and safety from the animal spirits of the 
stock market.

Yet the numbers tell a different tale. In its own creeping way, U.S. debt 
has been a massive bull market opportunity, one that has gone on for literally 
decades. The yield on 10-year Treasury debt peaked in September 1981 at 
nearly 16 percent.

The long, slow tumble since then has made a lot of investors rich without 
much effort. As bond yields have steadily fallen over the years, the declining 
rates have goosed up demand. Bond prices rise when yields fall.

Nothing in investing ever goes in a straight line, but the trend has been 
steady enough to encourage long-term investors to stay in and hold bonds. 
There was a solid income attached — inflation and then some — and the 
implication that bond price appreciation could go on forever. Credit risk was 
nearly zero, since it was U.S. paper. Win-win, right?

Forever is impossible, of course, and now the risk of a broad, generational 
reversal in the bond market is far more real than in years past. Yes, inflation is 
low and could stay low for a while longer. The Federal Reserve may find itself 
motivated to keep interest rates near zero for years to come.

Yet bond risk is now top of everyone’s mind. The Fed, for instance, recently 
began to reverse its bond-buying, the so-called “quantitative easing” policy that 
has caused the Fed balance sheet to balloon to $4.18 trillion now from less 
than $1 trillion at the onset of the credit crisis, in 2008.

The monetary authority continues to buy U.S. bonds in a bid to keep rates 
lower than market forces might dictate, but that “tapering” process has been a 
spooky, two-steps forward, one-step back affair. The yields on the 10-year and 
30-year Treasurys are about the same as a year ago, yet bond managers are on 
edge just the same. Once the market turns, they fear, there will be no going 
back to the good old days of safety and income in a single package.

Retirees and institutions need income and prefer that income to be 
relatively safe, since they must also rely on more-volatile equities for growth 
over the long term. If long bond rates are overtaken by inflation, then all bets 
are off.  

Money managers are thus on the hunt for alternatives. They see little 
price upside left in government paper, so they’ve fanned out in a variety of 
directions in hopes of finding better yields and relative safety in a remarkably 
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unsafe world.
Private Opportunities talked with financial 

advisers across the country about prudent, smart 
medium-term strategies to protect wealth while 
earning a reasonable return as the “QE era” winds 
down. 

Here are seven strategies they offered:

Strategy No. 1: Focus on Equities 
for Long Term

Yes, the bond market is higher risk, but 
to focus on a single asset class is missing the 
forest for the trees, says Bill Hammer, a certified 
financial planner in Melville, N.Y., and author of 
“The 7 Secrets of Extraordinary Investors.”

“My feeling is that investors shouldn’t be 

concerned about earning a reasonable return 
while QE winds down,” Hammer says. “They 
should be thinking about how to create an 
income that will outlive them, and that requires 
careful planning and a smart approach.”

Whether you draw your income from bonds 
or equities is irrelevant if inflation outpaces that 
return plus your spending needs. The answer 
for most investors is to make sure that they have 
enough stocks in their portfolio to offset that 
inflation risk. 

Strategy No. 2: Diversify and 
Choose Unconstrained Funds

Investors worried about interest rates should 
focus instead on short- to intermediate-term bonds 
and diversify across a variety of fixed-income 
classes, says Mark Donnelly, CFA, a portfolio 
manager at AEPG Wealth Strategies in Warren, 
N.J.

“Diversification across fixed income sub-
asset classes is important, as is the inclusion of a 
portion of higher-yielding, lower-credit securities, 
especially if your biggest concern is rising interest 
rates,” Donnelly says. “High-yield corporate bonds, 
floating-rate bank loans, and emerging market 
debt are all good examples of higher yielding 
fixed-income assets.”

One way to achieve 
this exposure is to buy an 
“unconstrained” bond fund. 
Such funds by design allow 
their managers to be much 
more active in their securities 
selection. 

“Many times they are 
able to hedge interest rate 
risk by buying bonds and 
simultaneously shorting 
a portion of the interest 
rate risk by selling interest 
rate futures,” Donnelly says. 
“This reduces their portfolio 
duration close to zero while 
also paying a relatively 
attractive yield of 2 percent to 
4 percent.”

Unconstrained bond 
funds are more volatile, he 

warns. A falling stock market can hurt them, 
too. Investors often scurry back to government 
paper at the first sign of trouble, so a riskier bond 
portfolio coupled with equity holdings might be 
too much risk for some.

Finally, Donnelly recommends considering 
Guggenheim Bulletshares, a bond ETF that 
manages more than 100 underlying positions and 
closes each year, paying out proceeds to investors 
much like an ordinary short-term bond. 

“This allows smaller investors access to a 
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As the credit crisis raged in 2007 and 2008, the Federal Reserve sprang into action, bailing 
out banks. The government also spent hundreds of millions to support the financial system 
and major corporations, such as failing car makers and insurers. Then the economy began 
to flounder as well, leading the Fed to cut interest rates to near zero and leave them there for 
years on end. That extraordinary, ongoing action has kept bond rates low.

Dow Jones hits recent 
bottom, March 2009
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diversified fund that they can hold knowing that 
it will close and return principal at maturity as 
if they personally held the 100-plus underlying 
positions,” Donnelly says. “These are available for 
both investment grade corporate bonds and high-
yield bonds.”

Strategy No. 3: Go With 
Momentum

Investors need to be tactical with their bond 
investing, says Matthew Tuttle, a certified financial 
planner in Stamford, Conn. 

The mistake investors make is in persisting 
in the belief that the recent past can and should 
be extrapolated out into the distant future, Tuttle 
says. “It has become standard portfolio wisdom 
that bonds are conservative and that you need 
some sort of allocation to bonds. That’s wrong. 
They need to reframe the question,” he says.

In fact, bonds are no longer a conservative 
investment at all. “Conservative is, ‘Can I lose 
money?’ and you can now lose money on bonds,” 
he says. “So you take a tactical approach.”

Tactical means investing in the parts of the 
bond market that are doing best, letting the bond 
market tell you if you should be in the bond 
market at all, and if so, where you should be, 
Tuttle says.

“Investors need to always be looking where 
the relative strength is; sometimes it will be 

emerging market bonds or high yield, other times 
it will be Treasurys,” he says. “They should rotate 
at least monthly to the sector of the bond market 
showing the most strength.”

Strategy No. 4: Shopping Smart 
for Municipals

Not that many years ago, the media was 
running wild with a story that the municipal 
debt market was set to implode. There were 
challenges, particularly in obviously broke locales 
in the Midwest and California, but the “municipal 
massacre” many expected stubbornly refused to 
happen on schedule.

Meanwhile, managers who put in the research 
time can find alternatives to federal debt that offer 
decent yields at far less risk than one might guess, 
says Rick Ashburn, chief investment officer for 
Creekside Partners in Lafayette, Calif.

Certain California hospital bonds, for 
instance, are backed by $63 billion in taxable real 
estate in San Diego County. The hospital could go 
completely under and yet the bonds would still 
be paid, Ashburn explains. Meanwhile, they pay 
3.25 percent tax-free. In a taxable account, that’s 
the equivalent of holding a Treasury paying 5 
percent.

“Yes, credit quality can be an issue, but 
certain types of bonds are immune to municipal 
bankruptcy risk and will pay on time under 

every conceivable economic 
scenario,” he says. “You just 
have to do some homework.”

Imagine an investor who 
might wish to hedge against 
the scenario that the rate on 
the 10-year Treasury rises to, 
say, 5 percent from its current 
level of 2.70 percent, Ashburn 
says. 

Can the investor buy 
today a bond that provides 
an assured rate of return 
equivalent to that possible 
future Treasury, with 
comparable credit risk? 

“At first glance, you would 
think, ‘No, of course not,’” he SOURCE: St. Louis Federal Reserve
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As U.S. bond yields have fallen, bond prices have risen steadily in response. However, now 
that yields are at historic lows there is a new risk in terms of price: If interest rates start to rise, 
existing bonds will be worth less than before. Investors seeking income thus face a dilemma. 
Bond yields pay less than inflation and they are riskier than they have been in past decades.
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says. “But the investor can do that, if the account 
is taxable. Simply turn to municipal bonds.”

The punch line, Ashburn says, is that you can 
earn 3 percent or 3.5 percent now. “Don’t buy 
Treasurys and high-grade corporates and then pay 
taxes on them, buy municipals instead,” he says. 

“Taxes are what really kill bond returns. If 
inflation is 3 percent, you have to earn 5 percent 
and then pay taxes.”

Strategy No. 5: Corporate Bonds 
Can Cut Risk

One way to reduce risk is to approach the 
market from a capital structure perspective and 
instead own higher-grade corporate debt, says Pete 
Wiley, a senior portfolio manager for Whitebox 
Advisors, a $3 billion asset management company 
based in Minneapolis, Minn.

“We’re focused on corporate credit, on loans, 
and bonds. When you buy a corporate bond, 
you’re a creditor that is senior to equity,” Wiley 
explains. “You’re safer. You’re looking for a 
security that’s better than the 5.4 percent yield 
that’s across the whole market.”

Whitebox doesn’t attempt to forecast, Wiley 
says. For instance, one plausible scenario is the 
market we’ve been living in goes on for years 
and years. Another plausible scenario is external 
macro shocks that could change that, Wiley said. 

Moreover, if we do see an external shock, it’s 
hard for anyone to avoid that in the short term, 
he explains. “It’s difficult to build a portfolio that 
can resist the short term, but we’re confident in 
the long-term path of those securities. We’ve also 
built in protections in the portfolio, such as short 
positions in a wide variety of securities.” 

It’s important to have a long-term perspective, 
Wiley says. “If you own a corporate bond, you 
have a maturity in two years or five years. We 
invest in bonds where we have a high degree of 
confidence we’ll get the money,” he says. “You 
might have an external shock, but our job is 
investing in securities that when the maturity 
comes, you get paid back.”

Strategy No. 6: Call Options
Because the Fed has suppressed interest 

rates, many investors are being forced into 

higher-risk investments in search of income, says 
Patrick Hejlik, CEO of Fourth Quadrant Asset 
Management in Danville, Calif.

His firm instead uses options, constructing 
bond buy-write strategies and cash-secured put 
sales in exchange-traded funds such as iShares 
Barclays 20+ Year Treasury Bond (TLT), a long 
bond fund.

Hejlik’s competitors, he says, see interest 
rates climbing higher in 12 to 24 months. Fourth 
Quadrant, however, sees disinflation continuing 
for a while longer, he says, “so why not try these 
buy-write vehicles and earn some income?”

By buying TLT and selling a call option 
against it, his firm was able to capture an 
additional 4.5 percent to 4.6 percent in yield, he 
notes. “ETFs have really just come into the main 
market in the last few years,” Hejlik says. 

“Now you have more liquidity and more 
ability to move pretty effectively in and out of the 
market.” 

He figures a portfolio that’s 40 percent bonds 
today would benefit from having a quarter of 
that exposure hedged by call options. There 
are additional risks, but selling call options is 
something about which a private investor could 
get educated in about a year’s time, he estimates. 

Strategy No. 7: Consider Peer-to-
Peer Lending (P2P)

Finally, one of the more interesting non-
traditional trends marries the social aspects of the 
Internet with the current low-rate environment. 
Squeezed by low CD rates and riskier times in 
bond funds, some investors turn to direct lending 
to individuals, known as peer-to-peer, or P2P, 
lending.

“You can invest directly on sites such as 
Lending Club or Prosper,” explains Jeff Nauta, 
a certified financial planner in Belmont, Mich. 
“A diversified portfolio of loans with low to 
moderate credit risk will yield in the 10 percent 
range. 

“We much prefer to invest through a hedge 
fund, Colchis Capital. Consumer credit is  
priced such that it is very unlikely to see principal 
losses.”  
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How to Prepare Your 
Portfolio for a Stock
Market Correction

By Dan Weil
The Standard & Poor’s 500 Index hasn’t suffered a 10 

percent correction going back to October 2011, stretching far 
beyond the 18-month average period between such corrections 
since 1946, as calculated by S&P Capital IQ.

But a 10 percent correction will eventually come, experts 
say. “If there’s one guarantee on Wall Street, it’s that while a 
correction may be delayed, they will never be repealed,” says Sam 
Stovall, chief equity strategist at S&P Capital IQ.

So how should you protect your portfolio from a stock-
market correction? Experts have a variety of suggestions, 
including rebalancing your portfolio to a lower stock weighting, 
purchasing options, and relying on bonds to hold up your 
returns when stocks turn down.

Given the frequency of corrections, investors should 
always be prepared for them, says Matthew Coffina, editor of 
Morningstar StockInvestor. “Investors who can’t tolerate that 
kind of decline [10 percent] shouldn’t be invested in stocks in 
the first place,” he says.

If you don’t have a pressing need for capital or a regular 
need for substantial income from your stock portfolio, “a [10 
percent] correction is pretty meaningless,” says Tim Ghriskey, 
chief investment officer for Solaris Asset Management in New 
York City.

If stocks enter a bear market, falling at least 20 percent for a 
prolonged period, the impact is more substantial, he says. One 
protection would be a diversified portfolio that includes bonds 
as well as stocks, he adds.

The problem now is that short-term and intermediate 
bonds offer paltry returns, while long-term bonds are at risk of 
big price declines as interest rates rise over the next four years, 
Ghriskey says. “That’s the conundrum within fixed income.”

Mick Heyman, an independent financial adviser in San 
Diego, says that for those who expect a big market drop, “To the 
degree you have an allocation to bonds, don’t let a rising stock 
market affect that. Quality bonds will typically do better during 
a bear stock market.”

Alternatively, you could purchase a hedge fund or mutual 
fund that goes both long and short Continued on p. 6
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stocks — a long-short 
fund, Ghriskey says. “If properly managed, it is 
meant to reduce risk,” he says. “There are all sorts 
of flavors and risk levels.”

Other options include master limited 
partnerships, real estate investment trusts, 
preferred stocks, and convertible bonds, Ghriskey 
says. “These are hybrid between stocks and bonds. 
Historically their price movement has been 
different than that of stocks. They help to smooth 
the investment ride.” 

You can also use options to hedge against 

your stock portfolio, buying puts on the S&P 500 
Index, for example, he says.

Lane Jones, chief investment officer of Evensky 
& Katz Wealth Management in Coral Gables, Fla., 
recommends buying out-of-the money options 
to save on your expenses. For example, you might 
buy puts on the S&P 500 that are out of the 
money by 10 percent. “Then you absorb the first 
10 percent” of the market’s drop, Jones says.

Another possibility is purchasing an exchange-
traded fund that tracks the CBOE Volatility 
Index (VIX), which measures the volatility of the 
S&P 500, Ghriskey says. A falling stock market 
generally comes with an increase in the VIX, 
he says. “That might be a less expensive way of 
protecting yourself than an option and somewhat 
less complicated.”

Most experts don’t believe long-term investors 

should exit stocks. But, “if someone does believe 
stock prices are vulnerable to a prolonged 
downturn, selling your stocks and going to cash 
is probably the best protection there is,” Ghriskey 
says. “If you’re wrong you haven’t lost money, 
assuming you don’t have to pay big capital gains 
taxes. It’s an opportunity cost.”

Heyman agrees with Ghriskey that a 10 
percent to 20 percent correction doesn’t require 
any action. To prepare for a correction, at times 
like this when stocks have risen substantially, “it’s 
a good time to trim a little off the top,” Heyman 

says. You can add perhaps another 5 percent to 10 
percent to your cash holdings, he says.

“You are naturally at a higher allocation for 
stocks than a year ago, so you can go back to your 
target. If the market goes down, you can buy 
stocks to get back to your allocation.”

Sticking with your target allocation will make 
you braver about buying stocks when the market 
falls, Heyman says. “If you’re disciplined, you can 
do smart things on the margin at times. The more 
we take emotion out of it, the better we’ll act.”

Jones says that if you are very nervous about a 
stock market decline, you can consider lowering 
your stock allocation “to something that allows 
you to sleep at night.” But, “make sure you don’t 
impair your long-term goals, because your returns 
will go down. Maybe you will reduce your 
standard of living to reduce your risk.”

Continued from p. 5

  % Return from
 Bear Market Bottom after: Corrections ≥ 10% Length
 Bottom Year 2 Years Over Time Period (# of days)
 10/7/66 32.9% 41.7% -9.9% 161
 5/26/70 43.7% 59.7% -13.9% 209
 10/3/74 38.0% 67.0% -13.6% 29
    -14.1% 63
 8/12/82 58.3% 61.5% -13.8% 288
 10/9/02 33.7% 44.5% -14.8% 104

Historical Bull Market Corrections
(% Price Return of the S&P 500)

SOURCE: Investtools.com
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Leave Money to Your Heirs Tax-Free
By Julie Crawshaw

The taxes that heirs must eventually face are 
always a worry, but there is a way to avoid — 
or at least minimize — some of them: Private 
placement variable life insurance (PPVLI) allows 
investors to leave investments such as hedge 
funds, which are usually taxed at the 35 percent 
rate, to their heirs tax-free.

Here’s how PPVLI works. Insurance 
companies invest in dedicated funds, which 
are managed by investment advisers on behalf 
of the policyholder. Those funds can contain 
hedge funds, as well as other lucrative investment 
products that are normally taxed at 35 percent. 

a Great Way to
Hedge investments

Unlike straight life insurance, PPVLI returns 
are variable, so there’s no guarantee of how much 
money beneficiaries will receive. Policyholders 
take on investing risk in lieu of a guarantee and 
exert no influence over the investment decisions 

of the fund.  
“What makes this so appealing is that it’s a 

huge tax play,” says Jonathan M. Bergman, CFP, 
managing director of TAG Associates LLC. “If 
you’re buying tax-inefficient investments, you 
could be paying 50 percent or more of your 
gains in income taxes if you live in a high-tax 
state such as New York or California. This is a 
way to alleviate that burden and have the money 
compound tax-free.”

David Y. Choi, a trusts and estates partner at 
Kurzman Eisenberg Corbin & Lever, concurs. 
“PPVLI is really hedge fund investments wrapped 
in a life insurance coating that allows the 
investment to grow without having to pay income 
or capital gains tax,” says Choi. 

“Hedge fund investing can be a terrific 
source for wealth building, but in the current tax 
regime, investors are taxed both along the way 
and at the end — and, of course, individual tax 
rates are going up as both the federal and state 
governments make desperate grabs for revenue.”

Choi adds that the types of PPVLI currently 

Going to a 50 percent stock 
weighting from a 60 percent stock 
weighting is OK, Jones says. “But you 
don’t want to go from 60 percent  
to zero.”

He agrees with Heyman that 
you should use corrections as 
opportunities to purchase stocks. “You 
want to remain focused on the long 
term,” Jones says. He says you should 
set up parameters ahead of time for 
when you’ll start buying.

Coffina stresses that investors must 
keep their cool to hold on to their 
stocks through difficult periods like 
2008-09, “when even high-quality stocks were 
down 40 percent to 50 percent for no reason and 
then doubled afterward.”

It helps to possess high-quality stocks, he 
says. His newsletter’s more conservative model 

portfolio holds Berkshire Hathaway, 
Lowe’s, ITC Holdings, and Wells Fargo.

“These are the kind of companies 
that can make it through a financial 
crisis without suffering intrinsic 
problems,” Coffina says.

Chris Litchfield, a retired hedge 
fund manager who is now a private 
investor in Greenwich, Conn., has a 
strategy he calls “circling the wagons” 
to deal with stock market corrections. 

“If I think we’re in trouble, I might 
sell the weakest holding in a group, 
say energy stocks, but at the same 

time, I might add some money to something in 
that group I have the most conviction about,” he 
says. That way you’ll avoid losses from the weak 
holding and reap more rewards from a potential 
gain in the strong holding.  

“if you’re 
disciplined, you 
can do smart 
things on the 
margin at times. 
The more we 
take emotion out 
of it, the better 
we’ll act.”

— Mick Heyman
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being marketed are targeted to people from their 
mid-to-late 40s to mid-to-late 50s 

“For middle-aged clients who have the assets 
and liquidity to sustain the potential ups and 
downs of hedge fund investing, PPVLIs can be 
viable options to consider,” he says.

“Still, we always a dvise our clients that 
PPVLIs are really long-term, higher-risk 
investments. There’s no guarantee our clients 
will achieve the kind of stunning results 
that insurance agents like to put up on their 
PowerPoint presentations. 

“Unlike a guaranteed death 
benefit, the investments in a variable 
life insurance product are never set 
in stone.”

 
Fund Outside 
Your Estate

Avoid estate tax on your PPVLI 
by funding it with money that’s 
outside your estate, Bergman advises. 

Also, be aware there’s a certain 
amount of medical underwriting 
in order to qualify for PPVLI in the 
first place. 

“You have to be sufficiently 
healthy for the company to want to 
insure you,” he says.  

“PPVLI is the penultimate tax shelter in the 
tax code and it’s all legal provided you follow a 
few simple rules,” says Jeffrey M. Verdon, head of 
Verdon Law Group. 

One such rule, Verdon says, is that PPVLI 
premiums must be paid four out of the first seven 
years to retain their tax-free status. If they’re not 
paid, the policy becomes a modified endowment 
contract (MEC) that are taxed on withdrawals 
above the tax basis. 

Borrowing is Possible, 
But Discouraged

The key to the success of a PPVLI is 
leverage that comes from the power of tax-free 
compounding. 

“A 50-year-old who invests $8 million in a 

PPVLI with an investment internal rate of return 
of 8 percent might be looking at $30 million after 
20 years of tax-free growth,” Choi says. 

“In addition, assuming the MEC tax rules are 
met, you may be able access the growth portion 
of the investment income tax free during your 
lifetime.”   

Policyholders can borrow as much as 85 
percent of the cash value tax-free as long as the 
policy is not a MEC. 

But Bergman stresses that leaving the money 
to compound tax-free and sending the entire 

amount downstream for future 
generations without gift or estate tax 
concerns is by far the better option.

“If you’re borrowing, you’re 
reducing the benefit by taking 
money out of the policy,” he says. 
“Don’t consider using PPVLI as a 
bank account, because it’s not. It’s 
money to leave to your heirs.” 

However, even though he 
discourages borrowing from PPVLI, 
Bergman adds that the ability to 
borrow provides a safety valve. 

The nearly magical power of 
tax-free compounding often seduces 
people to invest more than they 
should, says Choi. 

“Even though PPVLIs are technically life 
insurance products, they are actually investment 
vehicles and should be thought of in that 
manner,” he says. 

“Like all investments, PPVLIs can and do fail. 
Whether you should be investing through them 
really comes down to many factors, including 
long-term goals, liquidity, diversification, and risk 
tolerance.”

Choi also says that, in order to achieve the 
kind of growth that insurance agents promise, the 
initial investments must be as large as possible. 

This can be problematic because tax rules 
limit the amount of money that can be put  
into an insurance policy relative to the death 
benefit, and insurance companies won’t sell you 
insurance for a disproportionate amount of your 
net worth.  

“PPVLi is really 
hedge fund 
investments 
wrapped in a life 
insurance coating 
that allows the 
investment to grow 
without having 
to pay income or 
capital gains tax.”

— David Choi


