Fixed-Income Recalibration as Rates Are Shifting

How to aim for both income and stability in an uncertain market environment

After a period of significant interest rate volatility, fixed
income investors face a pivotal moment. While the
Federal Reserve's aggressive tightening cycle
appears to have concluded, uncertainty remains
about the timing and pace of potential rate cuts. This
environment creates both challenges and
opportunities for bond investors seeking to balance
income generation with principal protection.

The Current Fixed Income Landscape

The fixed income markets have undergone dramatic
transformations over the past three years. Following
near-zero interest rates during the pandemic, the
Federal Reserve implemented one of the most
aggressive rate-hiking cycles in history to combat
inflation. This created a challenging environment for
bond investors, with many fixed income categories
experiencing unprecedented price declines.

Now, as inflation shows signs of moderating and
economic growth faces headwinds, markets are
anticipating a transition to a more accommodative
monetary policy stance. However, uncertainty
remains about the timing and magnitude of potential
rate cuts, particularly given:

Economic Resilience: Despite predictions of
recession, the U.S. economy has demonstrated
remarkable resilience, potentially limiting the Fed's
urgency to reduce rates.

Inflation Persistence: While inflation has moderated
from peak levels, it remains above the Fed's 2%

target, creating caution about premature policy
easing.

Policy Framework Changes: The new administration
may influence Federal Reserve policy through future
appointments and fiscal policies that affect inflation
and growth dynamics.

This environment creates both risks and opportunities
across the fixed income spectrum, necessitating a
thoughtful recalibration of bond allocations.

Strategic Fixed Income for Today's Market
Several strategies warrant consideration in the current
environment:

Bond Ladder Construction: A bond ladder — a
portfolio of individual bonds with staggered maturities
— offers particular advantages in today's uncertain
rate environment. This structure provides:

¢ Regular liquidity as bonds mature
¢ Reinvestment opportunities at prevailing rates

¢ Reduced sensitivity to interest rate forecasting
errors

e Natural diversification across the yield curve

Bond ladders can be constructed using high-quality
corporate bonds, municipal bonds, or Treasury
securities, depending on your tax situation and risk
preferences.
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Barbell Strategies: Rather than concentrating in
intermediate-term bonds, a barbell approach
combines short-term bonds (providing liquidity and
reduced interest rate risk) with longer-term bonds
(offering higher yields). This strategy can provide
flexibility to adjust as rate expectations evolve.

Floating Rate Exposure: Floating-rate securities,
including bank loans and floating-rate notes, offer
yields that adjust with market interest rates. While
these may not appreciate significantly if rates decline,
they provide income that adjusts upward should
inflation prove persistent and rates remain elevated.

Credit Quality Balancing: With economic
uncertainties persisting, maintaining a quality bias in
credit allocations offers prudence. However,
selectively incorporating higher-yielding segments can
enhance overall portfolio yield. Consider:

e Investment-grade corporate bonds for their
yield premium over Treasuries with moderate
credit risk

e Higher-quality high-yield bonds for additional
income (focusing on BB-rated securities)

e Agency mortgage-backed securities for their
government backing and yield advantage

Tax-Efficient Positioning: For taxable accounts,
municipal bonds continue to offer compelling value in
many cases, particularly for investors in higher tax
brackets. The tax-equivalent yields on high-quality
municipal bonds remain attractive relative to taxable
alternatives with similar credit quality.

Implementation Considerations
When recalibrating fixed income allocations, several
implementation factors deserve attention:

Cost Management: Bond transaction costs and
ongoing expenses can significantly impact returns,
particularly in a moderate yield environment. Consider
using a combination of individual bonds (to eliminate
ongoing expense ratios) and low-cost ETFs or mutual
funds (for diversification in specialized segments).

Liquidity Planning: Segment your fixed income
allocation based on potential liquidity needs, with
highly liquid Treasury or short-term investment grade

allocations for near-term requirements and less liquid
but higher-yielding investments for longer-term
objectives.

Tax Lot Management: If adjusting existing bond
positions, carefully analyze tax implications of sales,
particularly for bonds purchased at premiums or
discounts to par value.

Systematic Rebalancing: Establish a disciplined
approach to rebalancing fixed income allocations as
yields change and credit conditions evolve.

Be Thoughtful

The current fixed income environment, while complex,
offers meaningfully higher yields than were available
during the extended low-rate period following the
financial crisis.

By thoughtfully recalibrating bond allocations with
attention to the yield curve, credit exposure, and
potential rate paths, investors can position fixed
income portfolios to provide both income and stability
in an uncertain market environment.
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