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Market Insights for Week Ending March 2, 2018 
 

 
 

Finding the Right Mix for Fixed Income 
 
Over the past month, investors may have begun to notice a strange relationship 
happening in their portfolios.  For the first time in quite a while, both fixed income and 
equities were losing money at the same time.  For those who subscribe to the notion 
of diversification, this shouldn’t happen.  As a quick refresher, diversification is simply 
the idea of spreading your portfolio risk around to different asset classes, with the idea 

that when one doesn’t perform well the others will act in a different way, ultimately lowering the overall 
volatility in the portfolio.  Unfortunately, this concept is often misunderstood as a method for ensuring 
that investors won’t lose money in times of market stress.  Diversification is designed to lower volatility 
in a portfolio; it is not the market’s version of FDIC insurance. 
 
Most diversification strategies start with the idea that equity risk can be offset with fixed income.  
Normally this relationship holds up well, but last month it didn’t.  The chart below can offer some 
answers as to why.       
 

 
 
The blue line represents the yield on the 2-year US Treasury bond while the orange line represents 
the yield on the 10-yr US Treasury bond.  What we can see from this chart is that starting in January 
2018; both these lines began to move up together.  When rates move up, bond prices move down.  In 
addition, bonds with longer maturities saw their prices decline more than bonds with shorter maturities.  
This relationship between longer and shorter-term securities is called duration.  Duration is a number 
that expresses a bond’s price movement, as a percentage, for every 1% movement in interest rates.  
Example, a bond with a duration of 5 would lose 5% of its price if interest rates moved up 1%. 
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Why Do We Care? 
 
During his latest testimony, Fed Chair Jerome Powell re-iterated the belief that 3-4 rate hikes this year 
was still appropriate, citing a strong economy and the beginning of increased inflationary readings.  
Four rate hikes of .25% per hike would result in a cumulative total 1% for the year.  As you can recall 
from the duration example above, this would put bonds with higher duration under significant price 
pressure and lessen their ability to act as a sufficient source of diversification for investor portfolios. 
 
HCM believes that fixed income is an important component of any diversified portfolio.  However, we 
also recognize that managing the different types of fixed income within a portfolio can be just as 
important, especially during a time when most forecasts for fixed income returns over the next few 
years are lower than normal.  Our current fixed income allocation combines an equal mix of high 
quality, core bond positons alongside managers that have greater flexibility to invest across the entire 
fixed income universe.  The duration of the high quality portfolios is generally higher than that of the 
flexible portfolios.   
 
As we assess our positioning going forward, we feel that shorter term rates have moved up sufficiently 
to allow us to lower our duration further, while not giving up a significant amount of income.  Referring 
back to the chart above, you can see how the blue line has closed the gap to the orange line over the 
past few years.  Over the next week, we will be replacing one of our high quality managers with a 
portfolio of similar quality but with significantly less duration.  This will allow us to receive a similar level 
of income but not take on as much price risk if rates should continue to move higher.  In addition, the 
reduced duration risk should help act as a true diversifier in times of equity stress caused by rates 
moving higher. 
 
HCM doesn’t know what the future holds for rates or inflation, but we can adjust portfolios to try and 
narrow the range of possible outcomes and capture the best risk/return opportunities for our clients. 
 
 
Weekly Focus – Think About It  
 
“So, vision takes place with the eyes, but it truly takes place in the brain.” 
      -Fei-Fei Li, Director of Stanford’s Artificial Intelligence Lab 
 
 
 
Market Activity 
 
Performance last week for the four major asset classes were: 

 U.S. Stocks – Russell 3000 (IWV) – Los of 1.82% 
 Developed Foreign Markets (EFA) – Loss of 2.86% 
 Emerging Markets (EEM) – Loss of 2.81% 
 Fixed Income (AGG) – Gain of .02% 

 
 (Note: performance is based on the change in net asset value) 
 
 
 
 
 
 
Last Week’s Headlines 
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-Global equities suffered another setback as President Trump said the US will impose tariffs on steel 
and aluminum imports-a move likely to increase tensions with major trading partners, including China. 
 
-A string of manufacturing data underwhelmed around the world, with figures showing some payback 
from previous strength. 
 
-US consumer confidence hit a 17-year high in February while core PCE prices as expected in 
January and incomes posted a surprisingly strong gain. 
 
 
Eye on the Week Ahead 
 
-China’s National People’s Congress(NPC) next week will unveil a broad overhaul of the government 
structure.  The changes point to more centralized leadership with the Communist Party, tighter 
financial regulation and a smoother path for President Xi Jinping’s flagship reforms. 
 
 
If you have questions about how this new position will affect your portfolio, please contact a 
member of HCM’s Wealth Advisory Team: 
 
 
Mike Hengehold (Mike@HengeholdCapital.com)  Casey Boland (Casey@HengeholdCapital.com) 
 
Jake Butcher (Jake@HengeholdCapital.com)  Jim Eutsler (Jim@HengeholdCapital.com)  
 
Greg Middendorf (Greg@HengeholdCapital.com)    Steve Hengehold (Steve@HengeholdCapital.com) 
 
Doug Johnson (Doug@HengeholdCapital.com)  
 
 
Disclaimer 

Any tax or other advice contained in this document, including any attachments, is not intended and cannot be used for the 
purpose of avoiding penalties under Internal Revenue Code. No action should be taken on any information contained in this 
message without first consulting with your tax/legal advisors regarding the tax/legal consequences for your particular 
circumstances. 
 
Additional Notes: 

 The Standard & Poor’s 500 (S&P 500) is an unmanaged group of securities considered to be representative of the 
stock market in general. 

 Opinions expressed are subject to change without notice and are not intended as investment advice or to predict 
future performance. 

 Past performance does not guarantee future results. 

 You cannot invest directly in an index. 

 Consult your financial professional before making any investment decisions. 

 
• • • 
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