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Rising Rates Don't Mean You Should Abandon Bonds
 

 

Why Fixed Income Should Still Play a Role
 

Published: March 10, 2005

By Paul Lombino 

When the Federal Reserve boosted a key interest rate at its 
February meeting for the sixth time since this past June, it also 
heightened an age-old concern among bond investors.  

Conventional wisdom says that when interest rates rise -- a 
trend that many believe will continue in 2005 -- bonds suffer. 

It's a cause-and-effect premise that has some bond investors 
wondering whether it makes sense to sell off existing issues in 
favor of higher-yielding, newer instruments or even liquid-cash 
alternatives until rates peak. 

But trying to determine the precise impact of rising rates on 
fixed-income investments isn't always as straightforward as it 
appears. You can never truly know the outcome until it happens. 

Rather than shunning bonds or moving to the sidelines 
whenever rates rise, experts say that individual investors may 
be better served by creating a well-balanced portfolio built for 
the long-term that includes a mix of equities and fixed-income 
instruments. 

What higher rates mean to your portfolio 
All bonds are essentially loans, and are affected by prevailing 
interest rates. Bondholders earn income by loaning money to a 
corporation or government agency at a pre-determined rate of 
interest for a specific period of time. When the bond reaches 
maturity, which may take anywhere from three months to 30 
years, the entire principal, barring default, is returned in total to 
the investor, in addition to the interest paid out over the term of 
the bond. 
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"Ideally, prospective bond buyers want to get in the market at 
the lowest price and at the highest yield," says Jack Tilton, 
director of research at Dallas-based Channel Trend. "If inflation 
grows higher than your current yield, that means the real 
purchasing power of your principal may erode over time." 

When the Federal Reserve pushes up the discount rate (the 
interest it charges commercial banks for loans) or the more 
familiar federal funds rate (the interest banks charge each other 
for overnight loans), a domino effect occurs. 

To help offset for the suddenly higher cost of borrowing, U.S. 
banks typically raise the prime rate assessed to their customers. 
Those same banks will, in turn, increase rates on CDs and other 
interest rate-sensitive instruments to lure new depositors. The 
momentum then typically trickles down to the broader debt 
market. 

"As these interest rates tick higher, rival financial instruments 
must offer more attractive returns to remain competitive," says 
Scott Berry, a senior mutual fund analyst at Morningstar in 
Chicago. 

Here's where it can get complicated: There are many different 
types of bonds with varying durations and levels of credit risk. 
Because of these variations, bond sectors don't always march in 
lockstep to the same financial tune. 

"There's this popular misconception that when the Fed raises 
the target for the federal funds rate that all interest rates must 
rise," says Tilton. "As we've seen lately, that's not necessarily 
true, particularly for longer maturity bonds." 

Different returns 
Case in point: Since the Fed's last rate action in February, 
interest rates on short-term Treasury bills rose to the highest 
levels in more than three years, while the yield on long-term 
bonds plunged. 

The Treasury Department recently auctioned $20 billion in 
three-month bills at a discount rate of 2.54% and $17 billion in 
six-month bills at 2.76% -- the highest rates the short-term 
market has seen since September 17 and September 10, 2001, 
respectively. In contrast, the yield on the 30-year Treasury bond 
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plummeted from 5.05% on December 2, 2004, to 4.37% on 
February 9, 2005, defying the expectations of many market 
prognosticators. 

Part of the reason for the surprisingly high price on long bonds -
- prices and yields always move in opposite directions of each 
other -- is partly attributed to the unique fact that the U.S. 
government discontinued issuing 30-year bonds in 2001, 
thereby reducing supply. 

In addition, strong foreign investment has worked to prop up 
demand. Either of these influences, which could change 
tomorrow, underscores the challenges investors face in 
predicting which fixed-income vehicles may perform best in a 
rising-rate environment. 

Options for investors 
Bond investors have many options from which to choose. A 
government Treasury is considered among the safest bonds. 
For investors seeking higher yields while taking on greater risk, 
high-yield, lower-rated bonds have the potential to outperform 
Treasuries. In between those options, corporate, government, 
municipal, international, strip, and mortgage-backed bonds and 
guaranteed investment certificates, to name a few, are all 
influenced to some degree by rising rates. 

So does that mean abandoning bonds until interest rates peak? 
No. 

Investors who forget the past are destined to repeat it. The 
previous time the Fed embarked on a string of rate hikes was in 
1999 to cool off the then-skyrocketing economy. Blinded by the 
white-hot equity market, many investors back then chose to 
unload their bond holdings in favor of stocks. But when the dot-
com sector imploded beginning in March 2000, the fallout was 
severe, especially for portfolios overweight in equities. 

"Even in a rising-rate environment, bonds have a role to play," 
says Rick Spillane, executive vice president of Fidelity 
Management & Research Co. "It's important to understand that 
the main reasons for owning bonds are to generate income and 
manage price swings. Bonds are less volatile than stocks." 

There are strategies that individual investors can use to 
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navigate the uncertainty of bond investing over longer periods. 
One common approach is called "laddering" -- that is buying 
bonds with incremental maturity dates of, say, one, three, five, 
and ten years. But even that sound technique has its 
drawbacks. 

"When one bond matures, investors have to be prepared to do 
something with the principal," says Morningstar's Berry. 

Consider a bond fund 
For investors who don't have the time or knowledge to evaluate 
credit qualities or track multiple holdings with dissimilar 
durations, bond mutual funds offer a simpler approach to fixed-
income investing. 

With individual bonds, no matter how volatile the market 
becomes, the bond issuer is obliged to repay principal and 
whatever interest is accrued along the way to maturity. Sounds 
good unless, of course, your bond defaults. Bond funds offer 
three important advantages over bonds: professional 
management, automatic reinvestment, and instant 
diversification.  

"When you invest in a fund, if any one bond or sector suffers, 
your portfolio won't be hurt as badly as if all your assets were 
lumped into a single troubled bond like those issued by Enron," 
Spillane says. "But because nobody can predict the future, 
asset allocation should not be premised on where an investor 
thinks interest rates are headed." 

If nothing else, a shifting-rate environment is a reminder that 
investment portfolios require periodic rebalancing. Because 
different asset classes and industries perform at different 
speeds, almost everyone's asset allocation -- the percentage of 
money spread among stocks and bonds based on an 
individual's financial goals -- tends to fall out of equilibrium over 
time. 

Regular rebalancing can help you ensure that your portfolio's 
asset allocation among stocks, bonds, and cash is in line with 
your individual investment goals. Fidelity's Portfolio Analysis 

Learn about Fidelity's bond funds.
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Tool (login required) can help you determine if your asset 
allocation is in line with your long-term goals. 

"By comparing your current portfolio breakdown to an online 
profile, you'll be able to figure whether you are overweight or 
underweight in bonds and other asset classes," Spillane says. 
"The bond market has made a nice rally over the past 10 to 15 
years. Bonds still have a place in most investment portfolios."  

(Paul Lombino is a freelance editor and writer based in 
Somerville, Massachusetts. E-mail any questions or comments 
to Investor's Weekly at Investors.Weekly@fmr.com.) 

Past performance is no guarantee of future results. 

The opinions of the experts presented are their own and are not the 
opinions or recommendations of Fidelity Investments. These materials are 
provided for informational purposes only and should not be used or 
construed as a recommendation of any security. 

Fidelity Investments does not guarantee that the information supplied is 
accurate, complete, or timely, and does not make any warranties with 
regard to the results obtained from its use. Fidelity Investments does not 
guarantee the suitability or potential value of any particular investment or 
information source.

APPSERVER: fiap111:MFID2  
 
#398433

© Copyright 1998-2003 FMR Corp.
All rights reserved.

Terms of Use

Page 5 of 5Rising Rates Don't Mean You Should Abandon Bonds

03/14/2005http://myfidelity.members.fidelity.com/investorsWeekly/cms/FEArates050311.dyn?keyword=bonds


