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In this report, we highlight our fixed income positioning strategies for 
the first quarter.
Duration
• Owing to the recent updates on vaccine development, the yield curve has steepened with longer-term rates moving 

up. For this exact reason, over the last several months, we have outlined the importance of having assets within 
portfolios that protect against rising interest rates. Exposure to rate reset preferred shares will partially offset the 
impacts of rising rates on duration risk.

• Although we anticipate optimism for an economic rebound to grow as the year progresses, and as a greater portion of 
the general population become vaccinated, we do not expect a straight path towards recovery. With such a prolonged 
shutdown and some businesses operating at a limited capacity, economic hardship is a reality for many. Consequently, 
exposure to long-duration bonds will still play a part in a portfolio to offset occasional bouts of equity market volatility, 
not to mention political risk. 

• The majority of central banks have essentially committed to keeping rates at current levels for at least a year, which 
pegs short-term rates to remain fl at inside of two years.

• While infl ation has been muted in the last decade, we expect it to become a growing concern as the year progresses. 
The Federal Reserve’s (Fed) policy shift to target longer-term averages of infl ation rather than short-term is only one of 
the potential catalysts.

• Proponents of Modern Monetary Theory (MMT) will argue that central bank balance sheet expansion in itself does 
not stoke infl ation. However, the coronavirus pandemic has created massive supply and demand imbalances that 
will persist. Supply chain disruptions are already causing cost-push infl ation in many industries. When the economy 
gradually reopens leading to increasing demand, this will lead to demand-pull infl ation.

• In addition to the exacerbated demand and supply issues, already accelerating money velocity will further increase 
infl ationary pressure. While we don’t expect rampant infl ation in itself, we do anticipate infl ation-related market 
concerns to rise. The U.S. 10-year breakeven rate recently broke above 2.0%, which suggests the market anticipates 
infl ation to be higher than the consumer price index (CPI) suggests. This means investors should consider either small 
positions in a portfolio that directly shield against infl ation, such as U.S. Treasury Infl ation Protected Securities (TIPS) 
or areas exposed to gold, base-metals or energy within the equity allocation that provide indirect protection.

Credit
• Credit spreads in many areas have tightened to pre-COVID levels. U.S. CDX High Yield credit spreads opened the year 

at around 290 bps, just a mere 10bps wider than their typical tights. Provincial bond spreads are also tighter than a 
year ago, with the Ontario 10-year bonds at 58 bps.

• In terms of credit, we do prefer investment-grade corporate bonds. While spread compression opportunities in the 
space are also limited, they do offer more opportunities on a relative basis. More importantly, they expose investors to 
less insolvency risk as we believe high yield defaults are not entirely factored into prices.

• For higher yield, we continue to recommend U.S. preferred shares over non-investment grade bonds, as we believe the 
higher credit quality offers investors a safer space from default risk. Emerging market bonds are another alternative 
given the strong balance sheet of developing countries.

Currency
• An eventual economic re-opening should benefi t the more cyclical oriented nature of the Canadian economy. Not to 

mention, the more prudent monetary policy of the Bank of Canada (BoC) over the Fed’s should provide the Canadian 
(CAD) with some stability. Tactical investors may want to consider hedging USD/CAD exposure, while strategic 
investors more focused on long-term should appreciate the diversifi cation benefi ts of the greenback. It should be 
noted that the loonie outperformed its U.S. counterpart for two years coming out of the Great Financial Crisis, as the 
BoC looked to fi rm its monetary policy years prior to the Fed. An eventual economic re-opening should benefi t the 
more cyclical oriented nature of the Canadian economy. Not to mention, the more prudent monetary policy of the 
Bank of Canada (BoC) over the Fed’s should provide the Canadian dollar some stability. Tactical investors may want 
to consider hedging USD/CAD exposure, while strategic investors more focused on long-term should appreciate the 
diversifi cation benefi ts of the greenback. It should be noted that the CAD outperformed its U.S. counterpart for two 
years after the Great Financial Crisis, as the BoC looked to fi rm its monetary policy years prior to the Fed.

Sell
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Ticker ETF Name Weight (%) Duration* Yield-to-
Maturity* Management Fee Exposure Positioning

ZAG BMO AGGREGATE BOND INDEX ETF 62.0% 8.25 1.26% 0.08% Canadian Core
ZQB BMO HIGH QUALITY CORPORATE BOND INDEX ETF 16.0% 3.59 0.85% 0.10% Canadian Core
ZIC BMO MID-TERM US IG CORPORATE BOND INDEX ETF 5.0% 6.47 1.64% 0.25% U.S. Core
ZTL BMO LONG-TERM US TREASURY BOND INDEX ETF 7.0% 18.85 1.77% 0.20% U.S. Core
ZPR BMO LADDERED PREFERRED SHARE INDEX ETF 4.0% 3.11 5.92% 0.45% Canadian Non-Traditional
ZHP BMO US PREFERRED SHARE HEDGED TO CAD INDEX ETF 6.0% 5.00 5.96% 0.45% U.S. Non-Traditional

Portfolio 100.0% 7.75 1.72% 0.14%

Model Portfolio

*As of January 15, 2021. Please note yields will change from month to month based on market conditions.
Source: BMO Global Asset Management, Bloomberg.

Any statement that necessarily depends on future events may be a forward-looking statement. Forward-looking statements are not guarantees of performance. 
They involve risks, uncertainties and assumptions. Although such statements are based on assumptions that are believed to be reasonable, there can be no 
assurance that actual results will not differ materially from expectations. Investors are cautioned not to rely unduly on any forward-looking statements. In 
connection with any forward-looking statements, investors should carefully consider the areas of risk described in the most recent simplified prospectus.
This communication is intended for informational purposes only and is not, and should not be construed as, investment and/or tax advice to any individual. 
Particular investments and/or trading strategies should be evaluated relative to each individual’s circumstances. Individuals should seek the advice of 
professionals, as appropriate, regarding any particular investment. Investors cannot invest directly in an index.
BMO ETFs are managed and administered by BMO Asset Management Inc., an investment fund manager and portfolio manager, and separate legal entity from 
Bank of Montreal.
Commissions, management fees and expenses all may be associated with investments in exchange traded funds. Please read the ETF Facts or prospectus of 
the BMO ETFs before investing. The indicated rates of return are the historical annual compound total returns including changes in prices and reinvestment of 
all distributions and do not take into account commission charges or income taxes payable by any unitholder that would have reduced returns. Exchange traded 
funds are not guaranteed, their value change frequently and past performance may not be repeated. 
For a summary of the risks of an investment in the BMO ETFs, please see the specific risks set out in the BMO ETF’s prospectus. BMO ETFs trade like stocks, 
fluctuate in market value and may trade at a discount to their net asset value, which may increase the risk of loss. Distributions are not guaranteed and are 
subject to change and/or elimination.
® “BMO (M-bar roundel symbol)” is registered trademark of Bank of Montreal, used under licence.  

Visit bmo.com/etfs or contact Client Services at 1-800-361-1392.

Exposures Duration Yield Weight

CORE 8.15 1.25% 90.0%
NON-TRADITIONAL 4.24 5.94% 10.0%
Total 7.75 1.72% 100.0%
CANADIAN 7.09 1.41% 82.0%
U.S. 10.80 3.13% 18.0%

Quaterly Fixed Income Strategy - First Quarter 2021 22

Credit Summary

AAA ....................30.36%

AA ......................29.01%

A .........................20.43%

BBB ....................17.99%

BB .......................  2.20%

B .........................  0.00%

Below CCC .........  0.00%

Term Summary

1-5 years ...........48.20%

5-10 years .........24.03%

10-30 years ......27.77%


