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To Bond or Not to Bond?
Over the last few years, there has been a fair bit of concern in
the market over the general impact of rising interest rates. “You
shouldn’t be holding bonds because rates will rise soon” goes
the logic. But what does this really mean for investors? If interest
rates rise, what will ultimately be the impact on investors’
portfolios?
To understand this, we first need to understand how all of the
moving pieces fit together. At a high level, if interest rates
increase, this generally has a negative impact on bond prices,
and to get a sense for how large this impact could be, we can
look to a bond’s duration¹ or interest rate sensitivity². Using the
broad Bloomberg Barclays U.S. Aggregate Bond Index to
approximate an investor’s diversified bond portfolio, we see that
the index has a duration of about 5.3. This means that if interest
rates at ALL maturities move higher by 1 percent, the PRICE of
the bonds will fall by an average of 5.3 percent.
There are a couple of key distinctions in that statement. The first is that all interest rates need to move together, not just
some. The Federal Reserve can move short-term rates, but they have little direct control over 30-year rates, which
contribute more heavily to price changes in bonds. The second note is that the price of the bonds will decline for a
change in interest rates, but investors also still receive coupon payments³ or yield⁴. Currently (as of 12/8/16), the yield
on the index is about 1.9 percent, which can help to offset losses from bond price movements. Taking these two
sources of return together, if all interest rates move higher by 1 percent over the next year, bond investors could see a
total loss of 3.4 percent.
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To put this into historical context, the largest total return loss
on the Bloomberg Barclays U.S. Aggregate Bond Index, going
back to 1976 was 2.92 percent and the index has only been
negative on a total return basis in three of those 40 years.⁵
If a relatively significant move higher in interest rates can be
expected to result in a loss (no matter how small) for fixed
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income investors, why take the risk of holding bonds? One way to think about fixed income is like insurance. On your
car, you probably pay an insurance premium of about $150 per month, or $1,800 per year. If you are driving a $20,000
car, that annual premium represents 9 percent of your car’s value every year for protection against a significant financial
loss in the case of an accident. While nobody likes paying for insurance, it’s a necessary expense that people
understand and fixed income in a portfolio might be the cheapest insurance you can buy.
“Bond insurance” can provide a very strong diversifier to stocks. Going back to 1976, the Bloomberg Barclays U.S.
Aggregate Bond Index had a positive total return in EVERY year that stocks had a negative return (and stocks had a
positive return every year that bonds had a negative return.) Highlighting a couple of examples when the “insurance”
paid off, 2008 was a year when stocks (S&P 500) declined 37.0 percent, but bonds returned 5.2 percent and in 2002,
stocks were down 22.1 percent and bonds were positive 10.3 percent.⁶
Over the last 40 years, stocks have outperformed bonds, so there is no denying that holding some exposure to fixed
income over that time may have underperformed a pure stock portfolio, but the overall volatility of the portfolio could
have been lower as well. A portfolio consisting of half S&P 500 and half Bloomberg Barclays U.S. Aggregate Bond
Index would have experienced a 1.5 percent lower annual return with 40 percent lower volatility than a pure stock
exposure.7 In other words, 1.5 percent annual “insurance premium” reduced your risk by over 40 percent - that’s a lot
cheaper than car insurance.
¹A measure of the sensitivity of the price of a fixed-income investment to a change in interest rates. Duration is expressed as a number of years.
²Interest rate sensitivity is a measure of how much the price of a fixed-income asset will fluctuate as a result of changes in the interest rate environment. Securities
that are more sensitive have greater price fluctuations than those with less sensitivity.
³The annual interest rate paid on a bond, expressed as a percentage of the face value.
⁴The income return on an investment, such as the interest or dividends received from holding a particular security. The yield is usually expressed as an annual
percentage rate based on the investment’s cost, current market value or face value.
⁵Morningstar through 2015.
⁶Morningstar from 1976 through 2015 comparing the total return of both the Bloomberg Barclays U.S. Aggregate Bond Index and the S&P 500 Index
7The annualized return (the returns an investment provides over a period of time, expressed as a time-weighted annual percentage) on the S&P 500 TR index from 1976
through 2015 was 11.35% with a standard deviation (a measure of the dispersion of a set of data from its mean) of 16.4. The same metrics for the 50/50 portfolio of
stocks and bonds are 9.85% annualized returns and a standard deviation of 9.6. The volatility value of 9.6 is over 40% lower than 16.4. The 50/50 portfolio simply blends
the annual returns of the indexes in equal amounts each year. All data sourced from Morningstar.

Complying With ERISA 404(c)
According to ERISA, plans intending to comply with 404(c) must provide that participants: Have the opportunity to
choose from a broad range of investment alternatives (which are adequately diversified); may direct the investment of
their accounts with a frequency which is appropriate; and can obtain sufficient information to make informed investment
decisions. The plan sponsor must provide annual written notification to participants with its intent to comply with 404(c),
and be able to provide the following:
 Information about investment instructions (including contact information of the fiduciary responsible for carrying
out participant investment instructions);
 Notification of voting and tender rights;
 Information about each investment alternative; and
 A description of transaction fees and investment expenses.
Compliance with section 404(c) of ERISA protects plan fiduciaries from liability for losses that result from the investment
decisions made by participants. Conversely, failure to comply with 404(c) could result in liability for losses due to poor
investment decisions made by plan participants. As your plan service team, we assist you by providing you with a boiler
plate template you can use for your plan. Contact your Lebel and Harriman plan service team for assistance.
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Considering a Safe Harbor Retirement Plan
Depending on the recent discrimination testing results, plan sponsors may find it advantageous to consider adopting a
safe harbor design for their retirement plan. Adopting a safe harbor retirement plan design permits an employer to
essentially avoid discrimination testing (the testing is deemed met). Remember, this testing limits highly compensated
employees’ contributions based upon non-highly compensated employees’ contributions. By making a safe harbor
contribution highly compensated employees can defer the maximum amount allowed by their plan and Internal Revenue
Code limits, without receiving any refunds. General rules for all safe harbor contributions include the following:
 Safe harbor contributions are 100 percent vested.
 There may be no allocation requirements imposed on safe harbor contributions, for example, a 1,000-hour
service requirement or a last day employment rule.
 Safe harbor contributions may be used toward satisfying the top heavy plan minimum contribution requirement.
 All eligible participants must receive a written notice describing the applicable safe harbor provisions between
30 and 90 days before the beginning of the plan year. This notice must be provided for each year the plan will
be safe harbored.
Generally, there are two types of safe harbor contributions: 1) the non-elective contribution, which is a 3 percent
contribution to all eligible participants, or 2) a matching contribution to participants who are contributing to your plan.
There are two options from which to choose, for the matching contribution, either the basic or the enhanced match. The
basic safe harbor matching contribution is defined as a 100 percent match on the first 3 percent of compensation
deferred and a 50 percent match on deferrals between 3 percent and 5 percent of compensation. Alternatively, the
employer may choose an enhanced matching formula equal to at least the amount of the basic match; for example, 100
percent of the first 4 percent deferred. All that said, employers wishing to explore a safe harbor solution should also be
aware that it may entail more cost (if their present contribution structure is less than the required safe harbor required
structure).
To learn if a safe harbor feature is appropriate for your plan, contact your third-party administrator or your plan service
team at Lebel & Harriman.
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COMMUNICATION CORNER: Tax Saver’s Credit
This month’s employee memo provides participants with information on the Tax Saver’s Credit – what it is, and who is
eligible for it.
Please feel free to call or email Nate Moody at (207) 773 -5390 or nmoody@lebelharriman.com, if you have questions .
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