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Concerns about credit risk and other perceived dangers of nontraditional bond funds are 
building among some financial advisers.  

One worry is the amount of money that has flooded into the funds, which give managers 
the flexibility to range across various types of fixed-income investments.  
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Under the threat of higher interest rates, assets in nontraditional bond funds rose to 
$135.80 billion at the end March from just $68.23 billion at the end of 2012, according to 
Morningstar. That has spurred some of the funds to branch into what some advisers 
consider riskier investments. 

Like others, Jacob Wolkowitz, an adviser with Accredited Investors Inc., bought shares 
of a flexible bond fund in an effort to obtain gains regardless of the direction of interest 
rates. During last summer's selloff, JPMorgan Strategic Income Opportunities Fund lost 
significantly less than the average bond fund.  

"It was much less volatile than a typical total-return bond fund and provided better 
absolute returns as well," says Mr. Wolkowitz, whose Edina, Minn., firm manages $1.4 
billion.  

But now he has a few general concerns with the unconstrained space as well as with 
the $26.2 billion fund, compelling him to kept his allocation small. Currently, just 2.5% of 
the firm's most equity-heavy portfolios and 9% of its most conservative portfolios are 
allocated to unconstrained funds, he says.  

In 2010, credit spreads on high-yield bonds were still relatively wide and certain 
nonagency bonds were attractively priced. But since then, valuations have risen and 
covenants are becoming lighter on newly issued bonds--forcing funds to trim their high-
yield exposure, Mr. Wolkowitz says.  

Like many unconstrained funds, the JPMorgan fund has branched "into the margins of 
fixed income," he notes, with allocations to whole loans for commercial properties and 
catastrophe bonds.  

Bill Eigen, portfolio manager of the JPMorgan fund, says with the margin of safety gone 
in all the typical areas of fixed income, he has had to engage in unconventional 
methods such as using more hedge-fund strategies and holding more cash.  

Today, many unconstrained bond funds are holding investments, like high-yield bonds, 
which are trading at all-time low yields, Mr. Eigen says. Investors who pile into high-
yield bonds as the Federal Reserve tapers its way to higher interest rates are "just 
choosing to whistle through the graveyard and ignore" the risks, he says.  

Since 2009, the JPMorgan fund has cut its exposure to high-yield bonds into the 20% 
from 60%. About 60% of the fund's assets are now in cash, Mr. Eigen says. When 
others get caught up in a liquidity trap, he adds, "I'll have tons of cash at my disposal to 
take advantage."  

Mr. Eigen wants no part of the unconstrained label. He describes the JPMorgan fund as 
an absolute return fund, which employs short positions, noting that some unconstrained 
funds are long only.  
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"The problem with long only in general, is that when interest rates go up, you're going to 
lose money," he says, adding that he's engaging in more hedge-fund strategies and 
increasing the fund's short positions.  

Bob Siefert, principal at Modera Wealth Management, says his firm had also invested in 
the JPMorgan fund as well as Pimco Unconstrained Bond Fund, but no longer invests in 
nontraditional bond funds. That's partly due to disappointment with those funds' 
performance and costs, as well as his firm's increased sophistication in fixed-income 
investing, he says.  

The average nontraditional bond fund has gained 2.5% over the three years through 
Tuesday, while intermediate-term bond funds rose 3.7% on average, according to 
Morningstar. This year through Tuesday, nontraditional bond funds have gained 1.7% 
on average, while their average intermediate-term bond fund peer rose 3%.  

The JPMorgan fund and the Pimco Unconstrained Fund have gained 2.8% and 2.1%, 
respectively, in the three years through Tuesday, Morningstar says.  

Mr. Siefert, whose Boston firm manages $1.3 billion, says many of the funds were 
launched as yields were bottoming. "You would purchase a fund intended to be 
defensive and, boy, it sure was," he says. "It was failing to capture any capital gain in 
the midst of a continuing bond bull."  

When yields did stabilize, and funds were doing well, for many that was because they 
had huge amounts of exposure to high yield, Mr. Siefert says.  

That's not a choice he would have been comfortable making for clients, he says. He 
says he's heard unconstrained bond fund managers say they limit their high-yield 
exposure because they don't want to be categorized as a high-yield fund.  

And he's heard that much of the money that's come out of high-yield bonds has been 
shifted to emerging-markets debt. At what point, he asks, does an adviser managing 
money for conservative elderly clients tell them that 20% of their fund is invested in 
emerging-markets debt?  

"You have to ask yourself, if you want to give the manager that much flexibility...why 
aren't you doing it across the board--put all your money in there," he says.  

Instead, his firm now splits its fixed-income investments across six or seven asset 
classes. "If we add an unconstrained bond fund, it's going to immediately alter the flavor 
of fixed income that we choose to implement," he says.  

Anthony Ogorek, of Ogorek Wealth Management, has about 4% of some clients' 
portfolios invested in the Scout Unconstrained Bond Fund--which he bought last June.  



"It hasn't been terribly helpful to us," says Mr. Ogorek, whose Williamsville, N.Y., firm 
manages $305 million. Still, he says, "it's a great tool for the right environment," noting 
he just didn't expect rates to drop as they did starting in January.  

The Scout fund has gained about 0.5% in the 12 months through May 6, according to 
Morningstar.  

Mr. Ogorek is now looking for the point at which to exit, likely when the 10-year 
Treasury yield--now at about 2.6%--gets to the 3.25% to 3.55% range, he says.  

But Daniele Donahoe, president and chief investment officer at Rinehart Wealth 
Management, says she doesn't use unconstrained bond funds and believes they're 
substituting credit risk for duration risk.  

"Investors think fixed income and they think safety," says Ms. Donahoe, whose 
Charlotte, N.C., firm manages $300 million. "What most of them have done is buy near-
term high yield."  
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