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With interest rates and bond yields at exceptionally low levels and the economy
showing some modest signs of improvement, many investors have been
wondering “when will interest rates start to rise?” The prospect of rising rates will
have a dramatic effect on their investment portfolios. In particular, bond investors
have been questioning what the future holds for their investments in a rising
interest rate environment.

Rising Rates’ Impact on Bond Values

Bonds and other fixed income instruments are unique because their future cash
flows are known, unlike stocks. When an investor buys a bond they know that
periodically the bond will make fixed coupon payments and the principal will be
repaid at maturity. These features of bonds make them sensitive to current yields
or, more specifically, the expectation of future interest rate moves. For example,
if an investor purchases a bond and a short time later market yields rise, this
change in interest rates will affect the price of the previously purchased bond as
newly issued bonds will have higher coupon payments. The bond that the investor
purchased will decline in value as the coupon payments (which are typically fixed
unless they are adjustable rate bonds) is lower than those on the newly issues
bonds. This lower price on the investors previously purchased bond will increase
the stated yield on the bond, even though the coupon payment stays the same.
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The adjustment in price allows the bond to trade at a yield that is similar to
the newly issued bonds. This is a simple example of the inverse relationship
that bond prices share with interest rates. When yields rise, bond prices
decline and vice versa. Bond investors fear rising market yields will
negatively affect the performance of their current fixed income holdings.
Generally speaking, market yields are at or near historically low levels and
have been for some time thus leaving investors preparing for a time when the
economy is strong enough to cause upward pressure on interest rates and
market yields.

Bond yields offer depend largely on the characteristics of the bonds
themselves. Typically, bonds with longer maturities or lower credit ratings

will offer higher yields to entice investors to invest in them. When graphed,
these yields create a yield curve, which generally slopes upward as bond
maturities get longer. The level of yields on the short-end of the yield curve
are influenced by the rates set by the Federal Reserve Bank. Conversely,
the longer-end of the yield curve is more influenced by the market’s inflation
expectations, among other things. Yield curves change over time adjusting to
new market data both in level and in shape. These changes in yield curves
impact the performance of bond portfolios.

Because a significant portion of a bond’s total return is derived from the
income that it provides rather than merely price changes, the prospect of a
bond bear market is not nearly as severe as a bear stock market.

Impact of Rising Rates on an Investment Portfolio

Historically, asset classes have had varying reactions to the Federal Reserve
(Fed) raising interest rates.
The attached chart provides a
summary of what the average
return has been during a Fed
rate hike cycle. The chart
depicts commodities having
the strongest performance
followed by Emerging Market
(EM) equities. Higher inflation
rates have been an important
reason for the Federal
Reserve to raise interest rates.
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producers. It is important to note that fixed income investments, such as

U.S. Treasuries or Corporate bonds have had positive returns, albeit at much

lower levels, during the periods
of rising interest rates.

The graph on the right shows
the average return of U.S.
equities before and after the
initial rate increase. As you
can see, U.S. equities tend to
decline by slightly more than
5% in the six months leading
up to the initial rate increase.
However, U.S. equities
generate positive returns
following the start of a rate
cycle hike, as the Fed tends to
lift rates in reaction to a strong
economic environment.

Conclusion

Returns on various asset classes may be somewhat different than the past
as the Fed is not raising interest rates in order to slow the economy but
rather trying to normalize interest rates following the period of extraordinarily
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accommodative monetary policy following the credit crisis.

B vTD Returns (as of July 31)

Emerging Market Corporate Bonds
Developed Market Stocks

S&P 500

US High Yield Corporate Bonds

EM Dollar Gvoernment Bonds

US Treasuries

Developed Market Government Bonds
Emerging Market Stocks

EM Local-CGurrency Gvoernment Bonds
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Sources: Bloomberg, JPMorgan

Note: Return in emerging-market local-currency bonds is measured in dollar terms
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Bloomberg

S&P 500 Index

3 Month 1.41%
Year-to-Date 3.35%
1 Year 11.20%
3 Year 17.57%
5 Year 16.22%

MSCI EAFE Net

Index

3 Month -1.32%
Year-to-Date 7.72%
1 Year -0.28%
3 Year 12.32%
5 Year 8.01%
Barclays Aggregate
Bond Index

3 Month -0.64%
Year-to-Date 0.59%
1 Year 2.82%
3 Year 1.60%
5 Year 3.27%
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1. Consult an Idaho Trust Bank financial consultant for more details. Securities and insurance products are
offered through LPL Financial and its affiliates, Member FINRA/SIP. Idaho Trust Bank is not a registered broker/
dealer and has a brokerage affiliate arrangement with LPL Financial. Idaho Trust Bank is a separate company from
LPL Financial. Investment accounts generally under $300,000; Insurance and Annuities of all sizes.

2. Pleas see the Idaho Trust Bank Schedule for Fees. Investment accounts generally over $300,000.

3. Please see the Idaho Trust Bank Schedule of Fees. Investment accounts generally over $500,000.
Certain products may be provided by a Financial Consultant of Idaho Trust Financial is utilized: (1) Securities and
insurance products are offered through LPL Financial and its affiliates, Member FINRA/SIPC; (2) Idaho Trust Bank
is not a registered broker/dealer and has a brokerage affiliate arrangement with LPL Financial; and, (3) Idaho Trust
Bank is a separate company from LPL Financial, Idaho Trust Bank does not provide tax or legal advice. Overlay
Asset Management utilizes external and/or internal managers selected by Idaho Trust Bank.

4. Certain products may be provided by a Financial Consultant of ldaho Trust Financial. Securities and
insurance products are offered through LPL Financial and its affiliates, Member FINRA/SIPC. Idaho Trust Bank is
not a registered broker/dealer and has a brokerage affiliate arrangement with LPL Financial. Idaho Trust Bank is a
separate company from LPL Financial. Idaho Trust Bank does not provide tax or legal advice.

5. Exchange Traded Funds (ETF), mutual funds and individual stocks are subject to risks and fluctuate

in value. Neither asset allocation nor diversification assure a profit or protect against loss. International investing
involves special risks including increased volatility, political risks, and differences in auditing and other financial
standards. Small-cap stocks have historically experienced greater volatility than average. High yield, lower-rated
securities generally entail greater market, credit and liquidity risks than investment grade securities and may in-
clude higher volatility and higher risk of default. Bond prices are sensitive to changes in interest rates and a rise in
interest rates can cause a decline in their prices. Past performance is no guarantee of future results. No represen-
tation is hereby made of the risk and/or return of any particular portfolio. There is no guarantee that any suggested
investment strategy will work in any market. You should fully and carefully consider all objectives, risks, expenses
and fee before you invest.

6. Portfolios are illustrative only. ActualLifeNeedsTM Portfolios will vary from time to time as determined by
Idaho Trust Bank. No representation is hereby made of the risk and/or return of any particular portfolio. There is no
guarantee that any suggested investment strategy will work in any market. You should fully and carefully consider
all objectives, risks, expenses and fees before you invest. Past performance is no guarantee of future results.

Exchange Traded Funds (ETF), mutual funds and individual stocks are subject to risks and fluctuate in value.
Neither asset allocation nor diversification assure a profit or protect against loss. International investing involves
special risks including increased volatility, political risks, differences in auditing and other financial standards.
Small-cap stocks have historically experienced greater volatility than average. High yield, lower-rated securities
generally entail greater market, credit and liquidity risks than investment grade securities and may include higher
volatility and higher risk of default. Bond prices are sensitive to changes in interest rates and a rise in interest rates
can cause a decline in their prices. Past performance is no guarantee of future results. For more information about
performance of Idaho Trust Strategies and our performance calculation methodology, please contact us. Actual
client performance may vary from the performance of model portfolios and/or any strategy. No representation is
hereby made of the risk and/or return of any particular portfolio. There is no guarantee that any suggested invest-
ment strategy will work in any market. You should fully and carefully consider all objectives, risks, expenses and
fees before you invest.

Portfolios are illustrative only. Actual LifeNeeds™ Portfolios will vary from time to time as determined by Idaho
Trust Bank. The Idaho Trust investment strategies will vary from time to time as determined by Idaho Trust Bank.
The information and analysis expressed herein are for general information only and are not intended to provide
specific advice or recommendations for any individual or entity. Information contained herein has been obtained

by sources we consider reliable, but is not guaranteed. Any opinions expressed are based on our interpretation of
data available to us at the time of the original publication of the report. These opinions are subject to change at any
time without notice.
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