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Adapting Bonds to Modern Retirement Portfolios

Despite the challenging bond market environment of the past few years, bonds still play a
crucial role in a diversified retirement income portfolio. While it's true that bonds have
experienced their worst returns in modern history over the last 3.5 years, and it has been
discouraging to hold bonds since 2021, their fundamental benefits remain intact. Let's
explore why bonds may prove to be relevant going forward and how portfolios have adapted
to the changing landscape.

The Enduring Value of Bonds in Retirement Portfolios

Stability and Income: Bonds have traditionally served as a stabilizing force in investment
portfolios, providing a steady stream of income and acting as a counterbalance to more
volatile equity investments.

Even in the face of recent poor performance, bonds continue to offer these core benefits:
1. Predictable income streams through regular interest payments.
2. Capital preservation, as bonds typically return the full principal at maturity.

3. Althoughitdid notseem so backin 2022, the worst year for bonds since the American
Revolution over two centuries ago, traditionally it has provided lower volatility
compared to stocks, helping to smooth out portfolio returns.

Diversification Benefits
One of the primary reasons to include bonds in a retirement portfolio is diversification.

Most of the time bonds and stocks move in opposite directions, which can help reduce
overall portfolio risk.

This potential negative correlation becomes especially valuable during market downturns
caused by economic recessions, as bonds can help offset losses in the equity portion of a
portfolio.



Reduce but Not Erase Bond Allocations in Modern Portfolios

Given the challenging bond market environment, many investors have reduced their bond
allocations and diversified into alternative investments. This shift reflects a pragmatic
approach to generating income and managing risk in a low-yield environment.

Reduced Bond Allocations: In many of my clients’ retirement income portfolios, traditional
bond allocations have been reduced to between 12.5% and 25% of the portfolio. This
adjustment acknowledges the long-term challenges in the bond market, while still
maintaining some exposure to the asset class.

The reduced allocation allows for:
1. Mitigation of interest rate risk.
2. Opportunity to explore higher-yielding alternatives.

3. Flexibility to increase bond exposure when long-term market conditions for bonds
improve or a severe recession looks more likely.

4. Account for long-term increases with government spending, primary due to aging
demographics, such as more expenditures on health care, seniors assistance social
programs, as well as due to the need for higher military spending in the Western
world. Increased government spending means increased budget deficit, which
results in the need to issue more bonds. This dilutes bonds due to increased supply
and potential price decline relative to demand for bonds.

Alternative Income Sources

To compensate for the reduced bond allocation, portfolios have incorporated alternative
investments that aim to generate income and provide diversification benefits. Some of these
alternatives include:

1. Structured Notes income-generating investment funds: These financial instruments
can offer enhanced yields and potential downside protection, though they come with
their own set of risks.

2. Covered Put Income investment funds: These funds use options strategies to
generate income, potentially offering higher yields than traditional bond funds.

Strategies for Optimizing Bond Exposure

While bond allocations have been reduced, it's important to maximize the effectiveness of
the remaining bond exposure.



Consider the following strategies.

Diversify Bond Holdings

Spread your bond investments across different types of bonds, including:
e Government bonds for safety
e Corporate bonds for higher yields
¢ International bonds for geographic diversification

Focus on Quality

In uncertain times, prioritize high-quality bonds from issuers with strong credit ratings. These
bonds are more likely to withstand economic turbulence and provide reliable income.

Manage Duration

Consider shortening the duration of your bond holdings to reduce interest rate risk. Shorter-
duration bonds are less sensitive to interest rate changes and can provide more flexibility in
a rising rate environment like 2022 and 2023. (In 2024 we are in a declining interest rate
environment, likely for the next year ortwo.) This can also protect against too much optimism
on the timing and size of rate cuts. Longer-duration bonds, however, will benefit the mostin
a traditional severe recession, such as 2008 and 2009, one of the historical best periods for
bonds performance.

Explore Active Management

In challenging market conditions, actively managed bond funds and ETFs may potentially be
better equipped to navigate the complexities of the fixed-income market compared to
passive index funds. Make sure to compare the management fees of active versus passive
funds, relative to the net after fees performance.

The Future of Bonds in Retirement Portfolios

While the recent past has been difficult for bond investors, it's important to maintain a long-
term perspective. As interest rates stabilize or potentially decline further, bonds may once
again offer more attractive yields and returns. Additionally, the core benefits of bonds —
income, stability, and diversification —remain valuable in retirement portfolios.

As market conditions evolve, it's crucial to regularly review and adjust your portfolio
allocation. While alternative investments can provide valuable diversification and income,
they often come with their own set of risks and complexities. Maintaining some exposure to



high-quality bonds ensures that your portfolio remains well-balanced and prepared for
various market scenarios.

In conclusion, despite recent challenges, bonds continue to play an important role in
diversified retirement income portfolios. By adapting allocations, incorporating alternative
income sources, and employing smart bond investment strategies, retirees can build
resilient portfolios designed to generate income and preserve capital over the long term.

If you want to explore post-retirement goals aimed at creating healthy and balanced
financial strategies, please contact me at wwoo@researchcapital.com.
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