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U nt i l  Januar y 2 4 t h, t he complet e cont ent  of  nat ionalpos t .com is  avai lable 
f or  f r ee. R ead s t or ies  on t h is  w ebs i t e, or  view  t he excit ing new  E lect r on ic 

E di t ion  w hich is  an exact  r epl ica of  t he pr int  edi t ion  of  t he new s paper !  
Af t er  Januar y 2 4 t h , s t or ies  mar ked w it h an  w i l l  be avai lable t o 

r egis t er ed s ubs cr iber s . 

Don' t  get  h i t  by fal l ing r at es  
S tay with shor t term and renew when rates  turn 
around 

 
T hur sday, January 22, 2004 

Depending whether  
you're a bor rower  or  a 
lender , T uesday's  quar ter  
point (0.25% ) drop in the 
bank rate to 2.5%  was  a 
promis ing por tent or  an 
ominous  s ign. Every drop 
in rates  rewards  thos e in 
debt and punishes  saver s .  

Homeowners  playing 
mor tgage roulette at the 
shor t end will  be 
encouraged to s tay shor t 
in var iable mor tgages  for  
at leas t a few more 
months ;  retirees  will  feel 
fur ther  squeezed by rates  close to the lowes t in a generation. 

Prudent souls  parking wealth in liquid vehicles  like money market funds  or  
treasury bil ls  now suffer  fur ther  punishment for  their  caution. T hose with 
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long- term bonds , bond mutual funds  or  prefer red shares  get more bang for  
their  buck with each drop in rates . 

While tiny in magnitude this  time around, the interes t rate direction is  a 180 
degree turn from the climate las t summer , when bond traders  feared 
Amer ican interes t rates  had finally hit bottom and were poised to r ise 
sharply. I f they had (as  they had began to do in mid-2003), holder s  of long-
term bonds  would have suffered s ignificant los ses . 

T he les son for  inves tor s  in bonds  appears  to be the same as  with s tocks :  
don't fight the Fed. When Alan Greenspan says  he'll keep rates  down around 
1%  for  some " cons iderable time,"  believe him. 

Meanwhile, the Bank of Canada is  " taking back"  some of its  rate hikes  from 
2003, imposed when inflation appeared to be heating up, says  Vince Hunt, a 
fixed- income manager  at AI M T r imark I nves tments . T he bond market is  
pr icing in at leas t another  50 bas is  points  in cuts  for  upcoming meetings  in 
March and Apr il,  he says . 

When that happens , homeowners  may get another  chance to lock mor tgages  
in for  longer  terms  at s til l near -his tor ic lows . 

However , Bur l ington-based mor tgage consultant Ron Cirotto 
[www.Amortization.com] says  if forced to choose between a fixed and 
var iable mor tgage, he'd s til l  s tay shor t in the latter . 

I f you're on the receiving end of interes t payments , those with ladders  of 
bank GI Cs  or  s tr ip bonds  coming up for  reinves tment may s tay shor t. Rates  
could s tay low another  year  or  two but at some point will  s tar t to r ise and 
present more attractive reinves tment oppor tunities  than now. 

Every time rates  fall, yield-s tarved inves tor s  reach for  higher  returns .  I f so, 
the dynamics  are in place for  I ncome T rus t Mania, T he S equel. 

S imilar ly,  mutual fund bond managers  are j uicing returns  with inves tment 
grade corporate bonds  and higher -yielding " j unk"  bonds . T he lower  the 
credit quality the les s  interes t- sens itive bonds  tend to be. T hus , bus ines s  
fundamentals  have more impact on such firms  than rates , says  Dan Hallett, 
pres ident of Windsor , Ont.-based Dan Hallett & As sociates  I nc. 

Bond managers  fall into two camps  r ight now, Hallett says :  those who think 
there is  more r is k in bonds  than s tocks ;  and those who think rates  wil l be 
s tagnant for  few years  and if they do r ise, wil l do s o only marginally.  

For  now, fear s  of a crash in the bond market are on hold. 

T he rate cut reveals  how the soar ing loonie is  impacting the economy, says  
Norman Rothery, publis her  of T he S tingy I nves tor . " We appear  to be in for  a 
per iod of s table or  declining rates  in the shor t term ... the real danger  in the 
longer  term is  inflation and increas ing rates ."  

I f yields  " back up"  and r ise again, caus ing bond pr ices  to fall, long- term 
bonds  would lose the mos t, as  occur red in mid-2003. Apar t from that r is k, 
his tor ical data reveals  little compensation for  the greater  r is k taken on 
longer  matur ities ,  Hallett says . T hus , many advisor s  recommend clients  s tay 
in bond funds  with matur ities  of five years  or  les s . 

Rate cuts  give bond fund holder s  a shor t term bounce but " bond funds  wil l 
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continue to eke out modes t returns "  in the optimis tic case of long term 
s table rates , Rothery says . S o he favours  low- fee " frugal funds "  from firms  
like PH&N, Leith Wheeler , Legg Mason and Barclays . " S hould bonds  yield 
5% , you don't want to see almos t half of your  interes t going to pay fund 
fees ."  

High fees  and low rates  also make returns  of money market funds  look even 
punier  next to high- interes t bank accounts  l ike I NG Direct's . 

" People wanting to play the var iable game with their  mor tgages  are bes t to 
de-emphas ize inves tment as sets  that are s trongly, inver sely related with 
interes t rate changes ,"  Hallett says . 

" Or , if one is  more comfor table with trus ts  and bonds  in the por tfolio, 
perhaps  they should cons ider  locking in a rate on the mor tgage."  

I  couldn't put it better  myself, so I  won't attempt to. 

jchevreau@nationalpos t.com  
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