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Volatility – and how to find shelter from it – has become
a common denominator in conversations regarding asset
allocation lately.
Jerome Schneider
Managing Director
Portfolio Manager

To help stem the effects of market gyrations since mid-2015, many investors have scaled back
allocations to “risk” segments – including emerging markets, high yield bonds and equities
– as implied and actual volatility have edged higher during the many times of market stress,
especially since the start of 2016 (Figure 1).
Figure 1: VIX Index November 2015 – 29 March 2016
VIX Index
30

25

20

15

10

Nov
’15

Dec
’15

Jan
’16

Feb
’16

Source: Bloomberg, as of 29 March 2016

This defensive response has left investors with plenty of residual cash. Already, many
investors have increased their strategic allocations to cash and cash-related instruments
(“cash”) in recent years, which is, in and of itself, a fundamental change in asset allocation.
Cash has indeed moved from apathetic afterthought to a structural component of
portfolio composition.
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Seeking traditional “safe harbors” for their cash, U.S. investors
are typically turning to a familiar standby: 2a-7 money market
funds. Ironically, however, this harbor may not be as “safe” as it
once was: Regulatory reforms are taking effect soon, including
the requirement for liquidity gates or redemption fees on many
funds during times of market stress, which means these vehicles
no longer offer pure liquidity management. In a world of
structurally low yields, amid rising interest rates and potentially
higher inflation, they are also unlikely to offer attractive
compensation that can help protect investors’ purchasing power.
The increased volatility in the market has already left some
investors with negative returns due to increased credit risk.

It is also important for investors to recognize that there will be
some volatility at the front end of the yield curve as market
expectations of Federal Reserve rate hikes under- or overshoot
actual Fed moves. Such volatility increases the probability of
investor miscalculation and can potentially lead to negative
absolute returns just when investors may need access to their
cash. While several factors could prolong the pace of rate
increases, the direction remains clear, in our view, and once the
Fed is convinced it needs to react to firming economic data in

How then can investors add some stability, or ballast, to their
portfolios? Cash allocations can still serve to damp portfolio
volatility, but to preserve capital and maintain liquidity,
investors may want to consider alternatives to traditional
cash vehicles.

2. Relatively attractive interest rate policy (RAIRP) in the
U.S. is creating more demand in U.S. markets.

THE CHANGING LANDSCAPE

Cash investing is changing, and many investors may need to
increase their awareness of the new landscape to invest
successfully for capital preservation today. We have identified
three critical changes for investors to watch.
1. Independent credit and interest rate expertise
are essential.
Over the past seven years, quantitative easing (QE), zero interest
rate policies (ZIRP) and a generally positive credit cycle meant
that investors did not have to think much about cash:
Stimulative monetary policy minimized interest rate risk, and
the likelihood of credit default was unusually subdued during
the long economic expansion in the U.S. Today, credit risk is
increasing as the credit cycle advances. In recent months, we
have already seen credit risk increase in the energy and mining
sectors, and many investors – including some in the short-term
space – did not properly evaluate these credits. Going forward,
independent credit expertise will be essential to preserving
capital when investing.

the U.S., the front end of the yield curve will be susceptible to
re-pricing and the potential for capital loss, which makes
expertise in navigating rate rises crucial.

Investors in Japan and the eurozone will likely search more
aggressively for return and income following the recent actions
by the Bank of Japan (BOJ), which introduced negative deposit
rates in late January, and the European Central Bank (ECB),
which lowered deposit rates further into negative territory in
early March. For investors in these jurisdictions, capital
preservation is becoming a daunting prospect; already, many
money market funds in Japan have closed because they cannot
adapt to the emerging negative rate structure.
These investors have begun to search for investments abroad
where they can still find positive interest rates, such as in the
U.S. Several real-time indicators show this growing demand
from non-U.S. investors. The foreign exchange basis swaps
market, for example, reflects rising demand for U.S. dollars
versus a variety of currencies. More specifically, Figure 2 shows
the increase in demand in recent months from investors looking
to buy U.S. dollars versus the yen. We see opportunities for
capital appreciation in short-term securities as a result of this
growing structural demand, and U.S. investors could potentially
benefit by being positioned well, especially within the front end
of the credit sector.
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Potential redemption gates and fees. Not only will prime
(credit) money market funds no longer be valued at $1 par
NAV (i.e., NAVs will float), but also, many will be subject to
potential gates and fees during times of stress. For many
investors, the guarantee of liquidity without a punitive cost is
no longer assured.

Figure 2: Currency basis becomes more deeply negative,
demonstrating demand for U.S. dollars versus the yen
Japanese yen/U.S. dollar five-year basis 2006 – 29 March 2016
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3. Regulatory reforms are changing the risks in
money market funds.
The long-expected implementation of reforms in the U.S. for
regulated 2a-7 money market funds in the third quarter of 2016
will be noteworthy, but for different reasons than many investors
might think. Investors need to be aware of the changes
themselves, as well as some of their knock-on effects.

Structurally low yields. Unlike previous economic cycles when
higher interest rates were reflected in similar increases in the net
yields of money market funds, this time around net yields will
likely lag the reset to higher rates for a trio of reasons: a limited
supply of investible money market assets, administrative fund
fees no longer being waived, and recent regulations that have
increased demand for money market instruments to meet
liquidity and central clearing requirements. While net yields on
money market funds should eventually increase with future rate
hikes, they may underperform other front-end assets and
strategies that do not face the same rigid parameters.
Purchasing power eroding. For much of the past 40 years,
money market fund investors benefited from handsome
nominal returns. For most of that period, those returns, as
measured by a widely used fund benchmark, were higher than
the rate of inflation (see Figure 3). However, achieving attractive
positive returns, in nominal or real terms, will be extremely
challenging after the reforms are implemented later this year.
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Figure 3: Money market funds 1979–2015: returns after inflation have turned negative
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Money market returns are represented by the Citi 3-month T-bill index, a widely used benchmark for money market funds. Inflation is represented by the
U.S. Consumer Price Index (CPI) Urban Consumer.
Source: Citi, Bureau of Labor Statistics, PIMCO, as of 29 March 2016

BEFORE THINGS HEAT UP

Now is the time for a spring awakening for cash investors –
before money market reforms officially take effect and before
the Fed raises rates again. Awareness of cash allocations is
critical to successful investing because of the structural
transitions underway; cash is therefore moving from an
afterthought to a structural allocation, not just for companies
but for individual investors as well.
We are seeing some investors begin to evaluate alternatives to
traditional cash vehicles and adjust their strategic allocations to
include short-term strategies that have more flexibility to
manage credit, interest rate and liquidity risks. Actively
managed short-term strategies can invest outside of the money
market sphere and diversify across high quality asset classes
globally in a way that not only aims to increase returns via
varied sources of income, but also adds the freedom and

flexibility to better manage liquidity, albeit for an additional step
out in the risk spectrum. Asset managers with significant
experience and long track records in short-term investing have
weathered different economic cycles and can manage portfolios
in an effort to benefit from larger macroeconomic trends.
They can also offer several solutions to meet investors’
various objectives.
As many investors revisit their cash allocations in the face of
market volatility, this is an opportunity to consider capital
preservation strategies that are multifaceted in approach and
global in scope in order to successfully navigate the changing
cash landscape.

April 2016 Viewpoint

BIOGRAPHY

Jerome Schneider

Mr. Schneider is a managing director in the Newport Beach
office and head of the short-term and funding desk.
Morningstar named him Fixed-Income Fund Manager of the
Year (U.S.) for 2015. Prior to joining PIMCO in 2008, Mr.
Schneider was a senior managing director with Bear Stearns.
There he most recently specialized in credit and mortgagerelated funding transactions and helped develop one of the first
“repo” conduit financing companies. Additionally, during his
tenure at Bear Stearns he held various positions on the
municipal and fixed income derivatives trading desks. He has 20
years of investment experience and holds an undergraduate
degree in economics and international relations from the
University of Pennsylvania and an MBA from the Stern School
of Business at New York University

5

Short-term strategies are not federally or otherwise guaranteed and may lose value. Investing in the bond market is subject to
risks, including market, interest rate, issuer, credit, inflation risk, and liquidity risk. The value of most bonds and bond strategies are
impacted by changes in interest rates. Bonds and bond strategies with longer durations tend to be more sensitive and volatile than
those with shorter durations; bond prices generally fall as interest rates rise, and the current low interest rate environment increases
this risk. Current reductions in bond counterparty capacity may contribute to decreased market liquidity and increased price volatility.
Bond investments may be worth more or less than the original cost when redeemed. Investors should consult their investment
professional prior to making an investment decision.

Newport Beach Headquarters
650 Newport Center Drive
Newport Beach, CA 92660
+1 949.720.6000

The Consumer Price Index (CPI) is an unmanaged index representing the rate of inflation of the U.S. consumer prices as
determined by the U.S. Department of Labor Statistics. There can be no guarantee that the CPI or other indexes will reflect the
exact level of inflation at any given time. The Citigroup 3-Month Treasury Bill Index is an unmanaged index representing
monthly return equivalents of yield averages of the last 3 month Treasury Bill issues. It is not possible to invest directly in an
unmanaged index.

Amsterdam

PIMCO provides services only to qualified institutions and investors. This is not an offer to any person in any jurisdiction where
unlawful or unauthorized. | Pacific Investment Management Company LLC, 650 Newport Center Drive, Newport Beach, CA
92660 is regulated by the United States Securities and Exchange Commission. | PIMCO Investments LLC, U.S. distributor, 1633
Broadway, New York, NY, 10019 is a company of PIMCO. | PIMCO Europe Ltd (Company No. 2604517), PIMCO Europe, Ltd
Amsterdam Branch (Company No. 24319743), and PIMCO Europe Ltd - Italy (Company No. 07533910969) are authorised and
regulated by the Financial Conduct Authority (25 The North Colonnade, Canary Wharf, London E14 5HS) in the U.K. The Amsterdam
and Italy branches are additionally regulated by the AFM and CONSOB in accordance with Article 27 of the Italian Consolidated
Financial Act, respectively. PIMCO Europe Ltd services and products are available only to professional clients as defined in the
Financial Conduct Authority’s Handbook and are not available to individual investors, who should not rely on this communication. |
PIMCO Deutschland GmbH (Company No. 192083, Seidlstr. 24-24a, 80335 Munich, Germany) is authorised and regulated by the
German Federal Financial Supervisory Authority (BaFin) (Marie-Curie-Str. 24-28, 60439 Frankfurt am Main) in Germany in accordance
with Section 32 of the German Banking Act (KWG). The services and products provided by PIMCO Deutschland GmbH are available
only to professional clients as defined in Section 31a para. 2 German Securities Trading Act (WpHG). They are not available to
individual investors, who should not rely on this communication. | PIMCO (Schweiz) GmbH (registered in Switzerland, Company
No. CH-020.4.038.582-2), Brandschenkestrasse 41, 8002 Zurich, Switzerland, Tel: + 41 44 512 49 10. The services and products
provided by PIMCO Switzerland GmbH are not available to individual investors, who should not rely on this communication but
contact their financial adviser. | PIMCO Asia Pte Ltd (501 Orchard Road #09-03, Wheelock Place, Singapore 238880, Registration
No. 199804652K) is regulated by the Monetary Authority of Singapore as a holder of a capital markets services licence and an
exempt financial adviser. The asset management services and investment products are not available to persons where provision of
such services and products is unauthorised. | PIMCO Asia Limited (Suite 2201, 22nd Floor, Two International Finance Centre, No. 8
Finance Street, Central, Hong Kong) is licensed by the Securities and Futures Commission for Types 1, 4 and 9 regulated activities
under the Securities and Futures Ordinance. The asset management services and investment products are not available to persons
where provision of such services and products is unauthorised. | PIMCO Australia Pty Ltd ABN 54 084 280 508, AFSL 246862
(PIMCO Australia) offers products and services to both wholesale and retail clients as defined in the Corporations Act 2001 (limited
to general financial product advice in the case of retail clients). This communication is provided for general information only without
taking into account the objectives, financial situation or needs of any particular investors. | PIMCO Japan Ltd (Toranomon Towers
Office 18F, 4-1-28, Toranomon, Minato-ku, Tokyo, Japan 105-0001) Financial Instruments Business Registration Number is Director
of Kanto Local Finance Bureau (Financial Instruments Firm) No. 382. PIMCO Japan Ltd is a member of Japan Investment Advisers
Association and The Investment Trusts Association, Japan. Investment management products and services offered by PIMCO Japan
Ltd are offered only to persons within its respective jurisdiction, and are not available to persons where provision of such products or
services is unauthorized. Valuations of assets will fluctuate based upon prices of securities and values of derivative transactions in
the portfolio, market conditions, interest rates and credit risk, among others. Investments in foreign currency denominated assets will
be affected by foreign exchange rates. There is no guarantee that the principal amount of the investment will be preserved, or that a
certain return will be realized; the investment could suffer a loss. All profits and losses incur to the investor. The amounts, maximum
amounts and calculation methodologies of each type of fee and expense and their total amounts will vary depending on the
investment strategy, the status of investment performance, period of management and outstanding balance of assets and thus such
fees and expenses cannot be set forth herein. | PIMCO Canada Corp. (199 Bay Street, Suite 2050, Commerce Court Station, P.O.
Box 363, Toronto, ON, M5L 1G2) services and products may only be available in certain provinces or territories of Canada and only
through dealers authorized for that purpose. | PIMCO Latin America Edifício Internacional Rio Praia do Flamengo, 154 1o andar,
Rio de Janeiro – RJ Brasil 22210-906. | No part of this publication may be reproduced in any form, or referred to in any other
publication, without express written permission. PIMCO is a trademark of Allianz Asset Management of America L.P. in the United
States and throughout the world. ©2016, PIMCO.

43734

London
Milan
Munich
New York
Rio de Janeiro
Singapore
Sydney
Tokyo
Toronto
Zurich

pimco.com
blog.pimco.com

CMR2016-0324-175834

This material contains the opinions of the author but not necessarily those of PIMCO and such opinions are subject to change
without notice. This material has been distributed for informational purposes only and should not be considered as investment advice
or a recommendation of any particular security, strategy or investment product. Information contained herein has been obtained
from sources believed to be reliable, but not guaranteed.

Hong Kong

