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managing fixed income portfolios in
an uncertain interest rate environment.
As interest rates have dropped to historic lows, concerns have begun to
focus on how to manage fixed income portfolios through a potentially

BY JASON P. LIOON, CFA
Senior Vice President

rising interest rate environment. Intuitively, it would seem that a shorter
duration bond portfolio would outperform during a period of rising rates, and indeed rapid
and severe increases in interest rates across the board would have a larger impact on a
longer duration bond portfolio. However, when short rates rise, this does not necessarily
mean longer rates will rise by the same magnitude (or even rise at all). In tightening
cycles the circumstances which surround the rate hike are relevant, as illustrated in the
last two rate tightening periods in 1994 and 2004. Given the current uncertainty about
the direction of interest rates, fixed income investors should focus on three areas: (1)
maintain a prudent duration, (2) utilize higher yielding bonds, and (3) emphasize portfolio
diversification using senior loans and global bonds.
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historical tightening
cycles.
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and long-term rates fell slightly, resulting in a flatter yield curve and strong
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outperformance for longer duration bonds (see right graph). In 2004, the

financial markets

generally are unpredictable.

Fed tightening was partially preemptive. Due to a fair amount of slack in
the economy and low inflation, the Fed was able to gradually raise rates at a
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measured pace without having to race ahead of an out of control economy. As

that one has to have

different scenarios…

long-term inflationary fears remained low, the Fed was able to make small rate
increases at a measured pace, and long–term rates actually dropped despite
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the rise in short-term rates.

predict what’s going to

long-duration bond outperformance.

happen contradicts my way
of looking at the market.

While short-term interest rates are largely driven by the Fed Funds rate,
long-term interest rate movements are linked more to assumptions about

— GEORGE SOROS

future inflation, market conditions, deficit spending and GDP growth, which
are all built into the price of longduration bonds. As a result, long-
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guarantee a similar movement in yields. If short rates rise dramatically and concerns about long-term
inflation mount, it is possible that long rates could move higher. However if rate hikes are gradual
and preemptive in a slowly growing economy, long-term rates could again benefit from low inflation
expectations and a steady economy. The circumstances surrounding the tightening cycle matter.

the importance of interest income and yield advantage.
For many bond investors, interest
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rates can be partially blunted by investing in higher yielding securities
to create a “yield advantage.” Treasuries are currently viewed as safehaven investments, but their depressed yields offer little protection
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should rates begin to rise. Many high quality bonds, including investment

The benefit of a higher initial yield is apparent in the example in the
table on the right. The two bonds shown have the same duration and
the same initial price. The only difference is the initial yield; at 6%, the
corporate bond has a 4.5% yield advantage over the 1.5% coupon of

($100 - ( 1%* 5yrs)) = > ( 100 - 5 )
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the Treasury bond. Since both bonds have the same duration, when
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rates increase by 1%, the price of each bond decreases by $5. This loss of

Important Notes And
Disclosures

$5 of the principal is offset by the 6% yield of the corporate bond. The $6
interest payment minus the $5 principal loss results in a total gain of $1 for
the corporate bond. In the case of the Treasury however, the interest payment

This White Paper is being made available for
educational purposes only and should not be used
for any other purpose. Certain information contained

of $1.50 is not enough to offset the $5 loss, resulting in a total loss of $3.50.
Although the corporate bond investment entails a measure of additional credit

herein concerning economic trends and performance

risk, the higher initial yield provides a substantial cushion to offset the loss in

is based on or derived from information provided

principal when rates begin to rise.

by independent third-party sources. Diversified Trust
Company, Inc. believes that the sources from which
such information has been obtained are reliable;

portfolio diversification.

however, it cannot guarantee the accuracy of such
information and has not independently verified the

While it is inevitable the Fed will ultimately raise short rates, the timing and

accuracy or completeness of such information or the

magnitude of these increases and the economic circumstances surrounding

assumptions on which such information is based.

them remain unclear. As a result, it is wise to maintain a diversified bond

Opinions expressed in these materials are current

portfolio that includes securities not directly vulnerable to rising rates, in

only as of the date appearing herein and are subject
to change without notice. The information herein is

addition to being mindful of duration and yield advantage. Senior loans and

presented for illustration and discussion purposes

global sovereign bonds offer attractive diversification properties as neither

only and is not intended to be, nor should it be

is directly impacted negatively by rising rates.

construed as, investment advice or an offer to sell, or
a solicitation of an offer to buy securities of any type
of description. Nothing in these materials is intended
to be tax or legal advice, and clients are urged to
consult with their own legal advisors in this regard.

Senior loans are secured loans made to non-investment grade companies.
These securities have floating rates that are typically linked to the London
Inter-Bank Offered Rate (LIBOR), or another inter-bank loan rate, plus a fixed
spread above that rate. As a result, these inter-bank loan rates tend to move
with short-term interest rates, pushing coupons on senior loans upwards as
rates rise. This makes senior loans one of the few investments that are a true
inflation hedge. Because of historically low central bank rates, the interest
rates on these bonds are already nearly as low as possible, although there is
still credit risk associated with these securities.
Global sovereign bonds can also provide diversification to a bond portfolio.
These bonds represent debt issued by foreign governments, similar to the U.S.
government’s issuance of Treasury bonds. Because these loans are denominated
in a foreign currency, they are only indirectly impacted by rising rates in
the U.S. However, sovereign debt can entail additional risks which include
continued on next page >
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movements in foreign countries’ interest rates or fluctuations in their currencies.
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Still, a well-managed global sovereign portfolio typically has a relatively low
correlation to a domestic portfolio and typically assumes a modest level of risk.

conclusions.
Although the Fed will likely begin to increase short-term interest rates at
some point, it is unclear exactly when this will happen, what the state of the
economy will be when it does, and what the exact effect on the yield curve and
bond portfolios will be. However, some themes have emerged that can help
investors position their portfolios for the uncertain future. Short-term bonds are
generally favored over long-term bonds when rates rise faster than expected.

■

Such circumstances typically arise as a result of the Fed’s efforts to control

MEMPHIS

inflation or rapid economic growth, as was the case in 1994. Conversely, longer
duration bonds tend to outperform when rates rise slowly or if the economy
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stays in a slow growth/low inflation environment for an extended period of
time as evidenced by the 2004 tightening cycle.

■

Treasury bonds are at an advantage if the economy slips back into a crisis

NASHVILLE

and credit spreads begin to widen. However, investment grade and high yield
corporate bonds are favored in nearly every other economic scenario as a

3102 West End Avenue, Suite 600
Nashville, TN 37203

result of their significant yield advantage over Treasuries. Senior loans and

Phone: 615.386.7302

global bonds can help add diversification benefits to a portfolio in the event
rates rise.
Although these strategies can be helpful in positioning a portfolio for rising
rates, there is significant uncertainty in the bond universe about the immediate
future of interest rates. It is therefore prudent to maintain a portfolio with market
duration instead of switching towards a more “strategic” bond allocation with
shorter duration. The portfolio should be well diversified with allocations to
corporate bonds, global sovereign bonds and other floating rate securities.
The goal is to maintain an “all-season” portfolio positioned to preserve capital,
but also capable of producing favorable returns during periods of volatility
and global uncertainties.
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