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INTRODUCTION
Economically, there is certainly something about the last several
years that has felt abnormal. Low interest rates are one thing;
negative interest rates are an entirely different animal. However,
interest rates have been rising slowly across much of the world
since Brexit. In the US, interest rates surged following the election.
What has driven this change? There are several possible
explanations: less uncertainty following Brexit and the US election,
a relatively robust US economy, the prospect of higher growth
and/or inflation under President-elect Trump, and lastly, gravity
(meaning interest rates should not be zero or negative). If this new
interest rate environment persists, it could have several important
implications for investing, including some of the pillars of
quantitative equity investing. Some increasingly popular strategies
built around bond-like, low volatility, low beta, and defensive
equities may struggle in a rising interest rate environment. Value
strategies, which struggled for much of the last decade but
prospered over the last several months, may serve as a hedge to
rising rates as investors focus less on income and safety and more
on total return potential.

Figure 1 shows the Shiller P/E ratio versus long-term interest rates
(in the US)1. From 1881 forward, the correlation between the E/P
ratio (inverse P/E) and long-term interest rate is +23.8%. From 1960
forward, that correlation jumps to +78.8% (!), indicating valuation
levels are historically highly correlated to the level of interest rates.
Over either period, it is clear there has been some relationship
between earnings yields and long-term interest rates, and over the
last half-century, the effect has been dramatic. At the same time,
the risk-on/risk-off effect has been real over the last two decades,
but there is less precedent for it historically. Figure 2 shows the
rolling 5 year correlation between the returns of the S&P 500 and
US Treasuries2. Though it has been consistently negative over the
last two decades, it was actually quite positive from the 1960s to
the 1990s.
Figure 2. S&P 500 / US 10 Year Treasury Rolling 5 Year Return
Correlation
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RISK-ON / RISK-OFF
One well established investment concept is that of the risk-on
properties of equities and risk-off properties of US government
bonds. This has manifested itself historically in the generally
negative correlation between equities and treasuries. On the other
hand, there is a belief (which Man Numeric subscribes to) that lower
interest rates bolster equity valuations because of discount rates
and substitution effects. Paying 150x earnings for Amazon.com or
30x earnings for a Utility company may be much more rational
when there is very little discount on future earnings and equivalent
bonds earn almost nothing. Both of these effects exist today,
though as with many of these relationships, they are not consistent
over time.
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Figure 1. Shiller P/E vs Long-Term Interest Rates
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Focusing on the relationship between equities and US Treasuries, it
is clear that there has recently been a negative correlation between
returns of the two assets, hence the risk-on, risk-off narrative. But
the relationship between equities’ earnings yield and long-term
interest rates appears to be more consistently positive, so the
possibility of a material increase in interest rates could be a downer
for the equity markets. Of more interest to us as quantitative equity
investors is how the historical and prospective market environments
influence factors that are near and dear to our hearts (or at least
portfolios).3

THE BOND-LIKE BUBBLE
Historically, bonds served investors who wanted to preserve capital
(at least notionally) and seek a relatively safe income. As long-term
interest rates declined materially and below equivalent dividend
yields in the developed equity markets, investors started seeking
alternatives that would provide them with a more defensive return
stream and a stable income. Enter the rise of “bond-like” strategies.

1. Source: http://www.econ.yale.edu/~shiller/data.htm
2. Source: Bloomberg, Man Numeric.
3. As a side note, this has interest implications on the realized and prospective performance of risk parity strategies, which tend to pair levered bond exposure with equities. The negative
correlation of these two assets over the last two decades has led to very strong realized Sharpe ratios. The future may not be as bright.
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There are many names for these strategies, including: minimum
variance, low volatility, low beta, defensive, stable, and yield. Value
strategies have struggled as investors shunned the associated risks
while at the same time bidding up the price of stocks that have the
“bond-like” characteristics they crave, making the stocks appear
expensive by historical standards. Figure 3 shows the rolling
correlation of returns to US 10-year Treasuries, Barra Value, and
Inverse4 Barra Beta over the largest 500 stocks in the US5. In the
aftermath of the dotcom bubble, value and inverse beta were
closely aligned and their returns were highly correlated. Yet, before
and after the Global Financial Crisis (‘GFC’), value and inverse beta
diverged significantly.

WHERE ARE WE TODAY?
Though interest rates have risen lately, they are still well below any
true sense of historical “normalcy” – whatever that is these days.
Generally, long-term rates are now slightly positive in developed
markets, but may still have quite a ways to run in our view.
Figure 4. US 10 Year Yield6
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Today, the inverse beta strategy is highly correlated to treasury
returns, becoming almost the same trade. In contrast, value is quite
the opposite. It is because of the current relationship that we
believe value may serve as a hedge to rising interest rates. In our
opinion, recent factor performance trends support this relationship
(Table 1).
In June, prior to the Brexit vote, equites were cautious while US
Treasuries rallied due to risk aversion. Defensive strategies did quite
well, while value strategies suffered. Since then, interest rates slowly
moved up, and this accelerated after the US election. The
performance of defensive strategies has deteriorated over this
period, while value strategies have started to perform better.
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The recent spike in interest rates (Figure 4), particularly in the US, is
fairly dramatic when viewed over the short-term; when looking over
the long-term, this spike looks more like a blip. Therefore, we feel it
is worth considering the risks and potential opportunities associated
with a true reversion towards (not necessarily to) the long-term
mean.

Table 1. Recent Factor Performance7
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4. Inverse Beta is used as a proxy for defensive or low risk/beta.
5. Source: Barra, Man Numeric.
6. Source: Bloomberg.
7. Source: Barra, Man Numeric. US universe is largest 500 stocks monthly by market cap. Global universe is largest 1,000 stocks monthly by market cap (inclusive of EM). Returns are quintile
spreads.

Low volatility strategies still appear expensive to us relative to their
long-term history, even after the move of the last several months.
Figure 5 shows the Barra Value and Yield of the lowest 20% of
Total Risk stocks in the US and Global universes8. Over the last 20
years, low risk stocks have gradually become more expensive, and
this has not changed recently. Should interest rates continue to
rise, these sorts of strategies may be at risk of further
underperformance.9
Figure 5.
Lowest 20% Total Risk vs Rest of Top 500 US Stocks
2.00

earnings-based spreads are close to 1 standard deviation, narrower
than average. The difference between the book and earnings based
metrics speaks to relatively large differences in profitability across
sectors. For example, the Financials sector has been “underearning” for years relative to other sectors due to the low interest
rate environment, and value has been a powerful tool within
Financials over the last several months. So if we focus purely on
value spreads, we might say the potential opportunity for value
appears somewhere between average and a little below average.
Empirically, value historically does appear to be positively leveraged
to interest rates (recall Figure 3).
Figure 6. US and Global Valuation Spreads10
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The valuation story is a little more mixed (Figure 6). Globally,
valuation spreads (the spread between the cheapest and most
expensive names) are at average levels with respect to history,
suggesting to us potentially average performance going forward. In
the US, book-based value spreads are still at average levels, while

In some ways, regardless of Brexit or the US election, we believe
the last few months have moved us closer to normal – more
“reasonable” interest rates in the US and less negative or slightly
positive interest rates outside the US. Though the US market has
been rising since the election, under the surface there has been a
very interesting rotation away from defensive and towards value.
This has led to underperformance in low volatility strategies and a
noticeable recovery in value strategies. Though it is difficult to
determine the future course of interest rates, there is some
evidence that there is a real historical relationship between interest
rates, the defensive equity trade, and value. We believe that
valuation models struggled post GFC in part due to the declining
interest rate environment. Central bank policy continues to be an
unknown, especially outside the US, but we feel it is likely that
regardless of policy, interest rates have reached absolute minimums
across much of the developed world (i.e., less than zero). Assuming
interest rates have stabilized, value could regain efficacy, and may
serve as an effective hedge to a rising interest rate environment.
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8. Source: Barra, Man Numeric.
9. More thoughtfully constructed defensive strategies need not meet the same fate.
10. Source: Barra, Man Numeric. US universe is largest 500 stocks monthly by market cap. Global universe is largest 1,000 stocks monthly by market cap (inclusive of EM). Returns are
quintile spreads.
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IMPORTANT INFORMATION
This material was prepared by Numeric Investors LLC (“Numeric”) and is registered as an investment advisor with the SEC. Numeric is a division of Man Group plc.
(‘Man Group”). Registration with the SEC in no way implies a certain level of skill or training, or that the SEC has endorsed Numeric. Numeric is also registered as a
commodity pool operator with the National Futures Association (“NFA”) as authorized by the US Commodity Futures Trading Commission (“CFTC”). Numeric utilizes its
affiliate, Man Investments Inc. (“Man Investments”) to assist in the marketing of its investment services. To that end, in the US this material is presented by Man
Investments. Man Investments is registered as a broker-dealer with the SEC and is a member of the Financial Industry Regulatory Authority (“FINRA”). Man Investments
is also a member of Securities Investor Protection Corporation (“SIPC”). Man Investments and Numeric are members of Man Group plc. (“Man Group”). The
registrations and memberships in no way imply that the SEC, FINRA, SIPC, CFTC or NFA have endorsed Man Investments or Numeric. In the US, Man Investments can
be contacted at 452 Fifth Avenue, 27th floor, New York, NY 10018, Telephone: (212) 649-6600.
Simulated hypothetical performance. The model portfolios created and used throughout this paper, and the underlying components, are not available for investment and
do not represent any actual investment product(s). The performance results provided herein were based on historical back tested market simulations of the models
created. The simulated performance data is shown for information purposes only. The simulated data does not represent actual performance of any product and it
should not be used as a guide to the future. This approach has inherent limitations, including that results may not reflect the impact material economic and market
factors might have had on the investment manager’s decision-making had the strategy been managed throughout the period over which the simulated performance is
illustrated. The simulated performance is shown for comparison purposes and has been adjusted for transaction costs. Hypothetical results should not be relied on and
a decision to invest in a particular strategy should not be based hypothetical performance. The performance results shown for the model simulations do not reflect the
deduction of investment management fees, which would reduce portfolio performance. As fees are deducted quarterly, the compounding effect would have been to
increase their impact by an amount directly related to gross portfolio performance. For example, on a portfolio with a 2% annual fee, if gross annual performance is
10%, the compounding effect of the fees will result in net annual performance of 7.81%.
Opinions expressed are those of the author and may not be shared by all personnel of Man Group. These opinions are subject to change without notice, are for
information purposes only and do not constitute an offer or invitation to make an investment in any financial instrument or in any product to which the Company and/or
its affiliates provides investment advisory or any other financial services. This material represents an assessment of market conditions at a particular time and is not a
guarantee of future results. This information should not be relied upon by the reader as research or investment advice regarding any particular security.
Any organizations, financial instrument or products described in this material are mentioned for reference purposes only which should not be considered a
recommendation for their purchase or sale. Neither the Company nor the authors shall be liable to any person for any action taken on the basis of the information
provided. Some statements contained in this material concerning goals, strategies, outlook or other non-historical matters may be forward-looking statements and are
based on current indicators and expectations. These forward-looking statements speak only as of the date on which they are made, and the Company undertakes no
obligation to update or revise any forward-looking statements. These forward-looking statements are subject to risks and uncertainties that may cause actual results to
differ materially from those contained in the statements. The Company and/or its affiliates may or may not have a position in any financial instrument mentioned and
may or may not be actively trading in any such securities. This material is proprietary information of the Company and its affiliates and may not be reproduced or
otherwise disseminated in whole or in part without prior written consent from the Company. The Company believes the content to be accurate. However accuracy is not
warranted or guaranteed. The Company does not assume any liability in the case of incorrectly reported or incomplete information. Unless stated otherwise all
information is provided by the Company. Past performance is not indicative of future results.
Financial indices are shown for illustrative purposes only and are provided for the purpose of making general market data available as a point of reference. An index is a
statistical measure that shows changes in the economy or financial markets and may serve as a benchmark against which economic and financial performance of an
investment is measured. An index is not available for direct investment, and its performance does not reflect the expenses associated with the management of an actual
portfolio. The Fund’s/Strategy’s investments are not restricted to the instruments composing any one index. Certain information is based on data provided by third-party
sources and, although believed to be reliable, has not been independently verified and its accuracy or completeness cannot be guaranteed.
All investment strategies involve risks including the potential for loss of principal. Alternative strategies involve magnified risks, are speculative, are not suitable for all
clients, and intended for experienced and sophisticated investors who are willing to bear the high economic risks of the investment. Past performance of an investment
does not guarantee similar future results.
Outside is the US this material is distributed pursuant to global distribution and advisory agreements by subsidiaries of Man Group. Specifically, in the following
jurisdictions:
Australia: To the extent this material is distributed in Australia it is communicated by Man Investments Australia Limited ABN 47 002 747 480 AFSL 240581, which is
regulated by the Australian Securities & Investments Commission (ASIC). This information has been prepared without taking into account anyone’s objectives, financial
situation or needs.
European Economic Area: Unless indicated otherwise this website is communicated in the European Economic Area by Man Solutions Limited which is an investment
company as defined in section 833 of the Companies Act 2006 and is authorised and regulated by the UK Financial Conduct Authority (the “FCA”). Man Solutions
Limited is registered in England and Wales under number 3385362 and has its registered office at One Curzon Street, London W1J 5HB, England. As an entity which is
regulated by the FCA, Man Solutions Limited is subject to regulatory requirements, which can be found at http://register.fca.org.uk.
Germany: To the extent this material is used in Germany, the communicating entity is Man (Europe) AG, which is authorised and regulated by the Liechtenstein Financial
Market Authority (FMA). Man (Europe) AG is registered in the Principality of Liechtenstein no. FL-0002.420.371-2. Man (Europe) AG is an associated participant in the
investor compensation scheme, which is operated by the Deposit Guarantee and Investor Compensation Foundation PCC (FL-0002.039.614-1) and corresponds with
EU law. Further information is available on the Foundation's website under www.eas-liechtenstein.li. This material is of a promotional nature.
Hong Kong: To the extent this material is distributed in Hong Kong, this material is communicated by Man Investments (Hong Kong) Limited and has not been reviewed
by the Securities and Futures Commission in Hong Kong. This material can only be communicated to intermediaries, and professional clients who are within one of the
professional investor exemptions contained in the Securities and Futures Ordinance and must not be relied upon by any other person(s).
Liechtenstein: To the extent the material is used in Liechtenstein, the communicating entity is Man (Europe) AG, which is regulated by the Financial Market Authority
Liechtenstein (FMA). Man (Europe) AG is registered in the Principality of Liechtenstein no. FL-0002.420.371-2. Man (Europe) AG is an associated participant in the
investor compensation scheme, which is operated by the Deposit Guarantee and Investor Compensation Foundation PCC (FL-0002.039.614-1) and corresponds with
EU law. Further information is available on the Foundation's website under www.eas-liechtenstein.li.
Switzerland: To the extent this material is distributed in Switzerland, this material is communicated by Man Investments AG, which is regulated by the Swiss Financial
Market Authority FINMA.
Recipients of this material are deemed by the respective Marketing Entity to be investment professionals and/or qualified investors that have employed appropriately
qualified individuals to manage their financial assets and/or are a financial services entity appointed by an investor to provide fiduciary advisory and/or portfolio
management services in respect of their financial assets. Marketing Entities will provide prospective and existing investors with product and strategy information
prepared by the Investment Manager and assist with queries regarding investment strategies and products managed by the Investment Manager but will not provide
investment advice or personal investment recommendations, assess the suitability or appropriateness of any investment products and does not consider the particular
circumstances specific to any individual recipient to whom this material has been sent nor engage in any activity which may be deemed to be “receipt and transmission
of client orders” or “arranging deals” in investments.
This material is proprietary information and may not be reproduced or otherwise disseminated in whole or in part without prior written consent. Any data services and
information available from public sources used in the creation of this material are believed to be reliable. However accuracy is not warranted or guaranteed. © Man
2016.
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