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Investors have likely noticed the improved
opportunity in fixed income due to higher yields.
And yet some investors may be hesitant to take
advantage of higher yields because of concerns
about future interest rate hikes. Some may even
be considering reducing their bond exposure after
this year’s negative returns for fixed income. As
understandable as this is, the correct course of
action for investors looking to earn a portion of
their portfolio’s total return from low-risk bonds, is
to maintain their fixed income allocation.

Rising yields impact fixed income portfolios in several ways. On the one hand, longer duration bonds will
experience larger immediate losses from rising interest rates, relative to shorter-duration bonds. On the
other hand, higher yields mean higher expected returns. Investors can think of this trade off as a pit stop
in a Formula 1 race. The pit stop immediately causes the driver to fall back. However, fresh tires can help
the driver win the race if there are enough laps left to catch the leader.

Exhibit 1 illustrates this using two scenarios for a $100k fixed income allocation with a five year duration.
Scenario 1 experiences a constant yield of 1% during the period. Scenario 2 is faced with a sudden spike
in interest rates from 1% to 4% (which is what has happened this year), which sees its value drop to $86k
(a 16% decline in the face value of the bonds). However, the higher-yield environment accelerates
Scenario 2’s recovery. Why? Because of the higher 4% yield rather than the previous rate of 1%, Scenario
2’s portfolio value overtakes Scenario 1’s within five years -the time horizon determined by the duration of
Scenario 2.

Source: Dimenional

When faced with uncertainty, investors should focus on the things they can control. Research tells us that
trying to outguess the market by holding on to cash, or shortening duration, may not help you achieve
your long-term goals. Markets quickly incorporate new information about higher interest rates and
inflation. Investors who maintain appropriate asset allocations, even after increases in bond yields, are
positioned for a more rewarding experience in the long run.

Thanks for reading!
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Mutual Funds and some Segregated Funds provided by the Fund Companies are offered by Martin
Weiler, a registered representative, through Worldsource Financial Management Inc., sponsoring mutual
fund dealer. Other Products and Services are offered through First Capital Financial Corporation.This
email and any attachments are intended only for the recipient(s) named in this email and may contain
personal and/or confidential information. If you have received this email in error, please email the sender
immediately, and delete the original email. Dissemination, distribution, or copying of all or any part of this
message by anyone other than the intended recipient(s) is not authorized.The information provided in this
email and/or attachment/s is solely for general and educational purposes and is based on the
perspectives and opinions of the owners and writers. It is provided with the understanding that it may not
be relied upon as, nor considered to be, the rendering of tax, legal, accounting, or professional advice.
Please consult an appropriate professional regarding your particular circumstances. References to third
party goods or services should not be regarded as an endorsement of those goods or services. All
information provided is believed to be accurate and reliable, however, we cannot guarantee its accuracy.
Commissions, trailing commissions, management fees and expenses all may be associated with mutual
fund investments. Please read the prospectus and/or the fund facts before investing. Mutual funds are not
guaranteed, their values change frequently and past performance may not be repeated.
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