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The Benefit of Diversification in Fixed Income
The fourth quarter of 2016 logged the worst quarter for bonds in over 35 years. For the quarter, the
Bloomberg Barclays U.S. Aggregate Bond Index fell about 3% and the yield on the 10-year
Treasury bond rose nearly a whole percentage point. While these numbers may sound small,
assuming yields remain in the same range, it could take a bond investor over a year to make up this
loss.
There have been several factors pushing rates higher. The Trump administration has indicated
that it would like to increase monetary spending, decrease tax rates and relax regulations. These
policies have the potential to spur growth which could lead to more inflation and tighter monetary
policies. The sharp jump in yields was driven by these inflation expectations. In addition to these
domestic factors, there are also international factors driving down demand for Treasurys and
pushing their yields higher. It is expected that the Bank of Japan and the European Central Bank
will reduce their expansionary monetary policies, which may cause their bond yields to rise as they
buy fewer bonds. Also, the yield advantage for foreign buyers, who had been buying U.S.
Treasurys and hedging the currency risk in a search for yield, has dissipated as it has become
increasingly expensive to hedge this currency risk. Lastly, central banks in emerging markets have
been selling Treasurys and using the proceeds to support their currencies.
Since the financial crisis of 2008, the issuance of longer-dated Treasurys has extended the
duration of many market-cap-weighted bond benchmarks like the Bloomberg Barclays Aggregate
Bond Index. This has further exacerbated the risk of rising yields or falling bond prices. The
duration, a measure of the sensitivity to interest rate movements, has extended from under 4.5
years to close to 6 years. Compounding the problem, the yield-to-worst has fallen from around 5%
to 2.5%, indicating that interest rate risk has increased while return potential has decreased.
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Given these concerns, why invest in fixed income at all? While rates are expected to rise and thus
bond prices are expected to fall, the timing is often tough to predict. Rates have been expected to
rise for a long time, but have not until recently. Not owning bonds could increase the volatility of
an overall portfolio. Also, rates are expected to increase gradually over a period of years. The
gradual rise in rates would allow the yield to cover loss of principal. Fixed income remains one of
the few asset classes that is consistently uncorrelated or even negatively correlated with equities.

When equity markets sold off in 2008, bonds with sensitivity to duration were positive. In fact,
high quality bonds were one of the only asset classes that finished positive that year. The S&P 500
lost 37% and the Bloomberg Barclays U.S. Aggregate Bond Index was up 5.24%. Investment grade
fixed income volatility is generally much lower than equity volatility.
So, how can fixed income investors avoid large losses when interest rates rise? The answer may lie
in diversification. By adding less correlated fixed income strategies together, it could be possible to
smooth returns, possibly even increasing return with less risk. Investors usually think of
diversification within a broader sense, such as equity, fixed income and cash. However, one can
also be diversified within fixed income in a number of ways. Fixed income investors can diversify
by sectors and subsectors, credit quality, country, inflation protection, duration, the yield curve
and currencies. Many multi-sector or nontraditional bond managers aim to accomplish this
diversification. (It’s important to note that diversification does not guarantee a profit or protect
against loss.)
Periodic investment tables are often used to illustrate the power of diversification in asset classes,
equity sectors or market capitalization, but are used less often for fixed income. Chart 2 is a
periodic table showing calendar year returns for different risk factors in fixed income. One can see
the benefits of diversifying among these factors. For instance, when yields rose in 2013, durationsensitive bonds fell, while credit-sensitive bonds were up. Conversely, when credit-sensitive bonds
fell in 2008, bonds with more duration were positive.
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At a more granular level, we could take a sector like below-investment-grade, otherwise known as
high-yield bonds, and break it down by economic sector or by credit quality. Chart 3 on the next
page is an illustration of the high yield sector broken down by credit quality. Lower grade CCCrated bonds had a rough year in 2015, but they have rebounded in 2016. Some managers like to
invest more in lower grade issues, while some like to invest in higher grade BB issues, and other
managers rotate between these ratings. It is important to be familiar with high yield managers’
biases when picking a fund, as the differences in returns from BB-rated bonds to CCC-rated bonds
can be dramatic. There are many different opportunities for diversification within fixed income. It
is a larger and more complex universe than many realize.
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Balancing risk factors is important, since too much duration risk could leave a portfolio susceptible
to rising interest rates, while too much credit risk could cause the fixed income part of the portfolio
to correlate with equities. We currently recommend a shorter-than-benchmark duration with an
overweight to credit, which can be achieved in several ways. One example would be to invest in a
core bond fund and a short duration bond fund with a tilt to credit, coupled with a high yield bond
fund. Another approach to building a diversified fixed income portfolio might entail adding a
floating rate fund — which generally carries below investment grade credit risk with little to no
duration — to a core fixed income portfolio.
One could also invest in a core bond fund along with an unconstrained offering such as a multisector or nontraditional bond fund. These more unconstrained bond funds try to navigate the
fixed income universe, usually adjusting some or all of the factors discussed earlier; factors such as
sectors and subsectors, credit quality, country , inflation protection, duration, the yield curve and
currencies. In doing so, the more nontraditional funds tend to aim for absolute returns or a certain
return over cash, while other more multi-sector focused funds aim to rotate sectors depending on
the credit cycle. Both types of funds try to be more dynamic than traditional bond funds and
attempt to avoid some of the pitfalls seen in more traditional funds, like the effect of rising rates or
increasing inflation. Every unconstrained bond fund addresses these risk factors differently, so it
is important to understand the flexibility of each fund’s mandate and the options available to the
portfolio manager - some strategies are more active in managing duration risk while others focus
more on rotating sectors.
While rates may continue to rise, we still recommend an allocation to fixed income. Fixed income
can provide a hedge against equity volatility and reduce overall volatility in a portfolio. To help
mitigate the risk of rising rates, we recommend diversifying the previously mentioned bond factors
while keeping long term risk and return objectives in mind.
This report is created by Tower Square Investment Management LLC
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Appendix

About Tower Square Investment Management ®
Tower Square Investment Management LLC is an SEC registered investment adviser owned by
®
Cetera Financial Group . It provides investment research, portfolio and model management, and
investment advice to its affiliated broker-dealers, dually registered broker-dealers and registered
investment advisers.
About Cetera Financial Group®
Cetera Financial Group (Cetera) is a leading network of independent retail broker-dealers
empowering the delivery of objective financial advice to individuals, families and company
retirement plans across the country through trusted financial advisors and financial institutions.
Cetera is the second-largest independent financial advisor network in the nation by number of
advisors, as well as a leading provider of retail services to the investment programs of banks and
credit unions.
Through its multiple distinct firms, Cetera* offers independent and institutions-based advisors the
benefits of a large, established broker-dealer and registered investment adviser, while serving
advisors and institutions in a way that is customized to their needs and aspirations. Advisor
support resources offered through Cetera include award-winning wealth management and
advisory platforms, comprehensive broker-dealer and registered investment adviser services,
practice management support and innovative technology. For more information, visit
ceterafinancialgroup.com.
"Cetera" refers to the network of retail independent broker-dealers encompassing Cetera Advisors,
Cetera Advisor Networks, Cetera Investment Services, marketed as Cetera Financial Institutions,
Cetera Financial Specialists, First Allied Securities, Girard Securities, and Summit Brokerage
Services.
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Disclosures
The material contained in this document was authored by and is the property of Tower Square
Investment Management LLC. Tower Square Investment Management provides investment
management and advisory services to a number of programs sponsored by affiliated and nonaffiliated registered investment advisers. Your registered representative or investment adviser
representative is not registered with Tower Square Investment Management and did not take
part in the creation of this material. He or she may not be able to offer Tower Square Investment
Management portfolio management services.
Nothing in this presentation should be construed as offering or disseminating specific investment,
tax, or legal advice to any individual without the benefit of direct and specific consultation with
an investment adviser representative authorized to offer Tower Square Investment Management
services. Information contained herein shall not constitute an offer or a solicitation of any
services. Past performance is not a guarantee of future results.
For more information about Tower Square Investment Management strategies and available
advisory programs, please reference the Tower Square Investment Management LLC Form ADV
disclosure brochure and the disclosure brochure for the registered investment adviser your
adviser is registered with. Please consult with your adviser for his or her specific firm
registrations and programs available.
No independent analysis has been performed and the material should not be construed as
investment advice. Investment decisions should not be based on this material since the
information contained here is a singular update, and prudent investment decisions require the
analysis of a much broader collection of facts and context. All information is believed to be from
reliable sources; however, we make no representation as to its completeness or accuracy. The
opinions expressed are as of the date published and may change without notice. Any forwardlooking statements are based on assumptions, may not materialize, and are subject to revision.
All economic and performance information is historical and not indicative of future results. The
market indices discussed are unmanaged. Investors cannot directly invest in unmanaged indices.
Please consult your financial advisor for more information.
Additional risks are associated with international investing, such as currency fluctuations,
political and economic instability, and differences in accounting standards.
While diversification may help reduce volatility and risk, it does not guarantee future
performance.
High-yield bonds are bonds rated below investment grade by one of the established credit rating
agencies—i.e., below Baa-3 by Moody’s Investors Service or below BBB- by Standard & Poor’s
Ratings Services and Fitch Ratings. Also referred to as junk, speculative, high opportunity, nonor sub-investment grade, high-yield bonds are issued by organizations that are perceived to have
a greater risk of defaulting on interest or principal payments and therefore do not qualify for
investment grade ratings.
___________________________________________________________________
The funds listed in this document may or may not be approved by your broker-dealer. Please
verify whether or not these funds are approved directly with your broker-dealer prior to transacting.
Investors should consider the investment objectives, risks and expenses of the funds carefully
before investing. The prospectus contains this and other information about the funds. Contact
BlackRock at 800.882.0052, Eaton Vance Mutual Funds at 800.836.2414, Federated Investors at
800.245.5051, John Hancock at 800.225.5291, Legg Mason Investor Services at 877.534.4627,
Loomis Sayles Funds at 800.633.3330, Lord Abbett at 888.522.2388, Metropolitan West at
800.241.4671 or Prudential Investments at 800.257.3893 to obtain a prospectus, which should be
read carefully before investing or sending money.
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Glossary
The Bloomberg Barclays Treasury 1-3 Year Index consists of public US Treasury
obligations with remaining maturities of one to three years.
The Bloomberg Barclays US Long Treasury Index measures the performance of US
dollar-denominated, fixed-rate, nominal debt issued by the US Treasury with a maturity greater
than 10 years. STRIPS are excluded from the index because their inclusion would result in
double-counting. The US Treasury Index is a component of the US Aggregate, US Universal,
Global Aggregate and Global Treasury Indices. The US Treasury Index was launched on
January 1, 1973.
The Bloomberg Barclays U.S. Corporate High Yield Index measures the market of USDdenominated, non-investment grade, fixed-rate, taxable corporate bonds. Securities are
classified as high yield if the middle rating of Moody's, Fitch, and S&P is Ba1/BB+/BB+ or below,
excluding emerging market debt.
The Bloomberg Barclays Capital U.S. Aggregate Bond Index, which was originally
called the Lehman Aggregate Bond Index, is a broad based flagship benchmark that measures
the investment grade, US dollar-denominated, fixed-rate taxable bond market. The index
includes Treasuries, government–related and corporate debt securities, MBS (agency fixed-rate
and hybrid ARM pass-throughs), ABS and CMBS (agency and non-agency) debt securities that
are rated at least Baa3 by Moody’s and BBB- by S&P. Taxable municipals, including Build
America bonds and a small amount of foreign bonds traded in U.S. markets are also included.
Eligible bonds must have at least one year until final maturity, but in practice the index holdings
has a fluctuating average life of around 8.25 years. This total return index, created in 1986 with
history backfilled to January 1, 1976, is unhedged and rebalances monthly.
The S&P/LSTA Leveraged Loan Index (LLI) reflects the market-weighted performance of
U.S. dollar-denominated institutional leveraged loan portfolios.
The Bloomberg Barclays Capital Global Treasury Ex-US Index includes government
bonds issued by investment-grade countries outside the United States, in local currencies, that
have a remaining maturity of one year or more and are rated investment grade.
The J.P. Morgan Emerging Markets Bond Index Global Diversified tracks total returns for
U.S. dollar-denominated debt instruments issued by emerging market sovereign and quasisovereign entities: Brady bonds, loans, Eurobonds. The diversified index limits the exposure of
some of the larger countries.
The S&P 500 is an index of 500 stocks chosen for market size, liquidity and industry grouping
(among other factors) designed to be a leading indicator of U.S. equities and is meant to reflect
the risk/return characteristics of the large cap universe.
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