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The financial crisis that began in 2008 was one of 
the worst crises in U.S. history. As the U.S. 
economy slipped into negative growth, action 
was taken to try to revive economic activity and 
reverse the worsening financial conditions. One 
of the main actions at this time was to 
significantly lower interest rates. Lower interest 
rates make borrowing less expensive and lead to 
increases in spending and investment by 
consumers and businesses. In the years after the 
crisis, interest rates remained extremely low as 
the economy struggled to recover with 
consumers and businesses still wary of risks.  

The U.S. economy has now regained strength with positive data pointing to more growth in the future. As a result, 
interest rates have begun rising out of crisis levels. Despite this rise being a result of stronger economic conditions, 
it has potential impacts on fixed income investing. Changes in interest rates dictate changes in bond yields, so 
when interest rates are extremely low bond yields are extremely low. Now with interest rates rising bond yields 
are moving higher and bond prices lower due to the fact that bond prices move in the opposite direction of yields. 
The options for a fixed income investor are to either: 

a)  Hold current bonds with lower yields until maturity, losing out on the larger coupons of new offerings, or 

b)  To sell the bonds on the open market at a lower price and possibly incur a net loss on the investment 

With bond cycles typically lasting long periods of time, finding an alternative is crucial as the dilemma above could 
persist for perhaps the next 10-15 years. Investors need a viable solution that manages interest rate risk while 
providing income and peace of mind. 

 

Tactical Income is an investment strategy that invests in a diverse basket 
of ETFs with exposure to yield generating fixed-income, equity and 
alternative investments. The strategy uses a quantitative investment 
process to determine asset allocation and evaluate individual holdings 
for investment. The goals of this strategy are to generate 2% - 3% above 
inflation annually by investing in fixed-income and income oriented 
equities while mitigating risks through tactical moves and diversification. The major risk to income portfolios today 
is that interest rates are rising. Rising rates have the potential to disrupt returns of income portfolios that are ill-
equipped to manage risks effectively. The goals of Tactical Income were designed in consideration of how to best 
achieve returns during a rising rate environment. 
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while mitigating risks through tactical moves 
and diversification. 
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Why Rates are Rising and How 

Interest rates cannot be held low for too long because of the risk of economic “overheating” when prices increase 
at an unsustainable rate. To avoid “overheating” and excess inflation the Federal Reserve raises interest rates by 
incrementally increasing the rate it charges private banks to borrow. These increases ripple through the economy 
and raise general interest rates charged to consumers and businesses. The Fed began raising rates in December 
2015 and meets periodically to evaluate inflation and announce their findings. While rising interest rates can 
sometimes cause unease in the equity and bond markets, they are generally considered an indication of solid long-
term economic data. 

 

Impacts of Rising Rates on Income Portfolios 

Fixed income investors are generally seeking two sources of returns. The first is the income received from the 
coupons or dividends. This income is generally fixed, determined upon purchase of the fixed income investment 
and paid out on scheduled dates. The second source of return is appreciation in the value of the investment. Just 
like a stock, a fixed income investment can appreciate (or depreciate) in value. Investors holding long-term bonds 

will be locked into lower levels of income relative to other investments 
offering new higher yields. Not only do these investors miss out on the 
higher level of income, they also lose value in their bonds because the 
lower yielding investments are less attractive to other investors. The 
values of longer-term bonds are much more sensitive to swings caused 

by interest rate changes. Herein lies the root of the fixed income investor’s dilemma where higher income is missed 
and values decrease. Investors with exposure to shorter-term bonds will experience less severe impacts on their 
investments’ prices and relative level of income. 

 

 

 

 

 

 

 

 

 

 

 

  …prices move in the opposite direction of fixed 
income yields so when yields rise, prices fall and 
the assets depreciate. 

PRICE 

YIELD 

Yield is the percentage income 
investors receive from a bond. As 
interest rates rise, newly issued bonds 
offer higher yields. 

Older bonds with lower yields must be 
offered at a lower price on the open 
market if not held to maturity. 
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Tactical Income Combats the Pitfalls of Rising Rate Environment 

Tactical Income is built to combat these pitfalls using a few of its 
characteristics. Investing in ETFs as opposed to direct investment 
into fixed income assets gives the strategy a layer of 
diversification and a higher level of liquidity. ETFs give the 
strategy exposure to multiple individual bond holdings within 
each position. Since ETFs trade on the equity market with 
generally much more liquidity than individual bonds or other fixed income assets, shifting the allocation can be 
much quicker. Staying nimble is very important to the active and tactical nature of Tactical Income, which is also 
beneficial in achieving the strategy’s goals as rates continue to rise. 

Tactically investing across income-generating products. 

The strategy has four asset classes to which it can allocate depending on the landscape -- cash, equities, fixed 
income and alternatives. Mitigating risk and maintaining income generation are two of the main goals of the active 
management of this strategy. In the case of rising interest rates, diversifying away from assets with higher interest 
rate risk can be a productive way of protecting against missed income. This is accomplished by shifting the 
allocation towards fixed income investments that pay a premium for risk 
other than interest rate risk. Products such as High-Yield or International 
Bonds compensate investors for taking on these other risks such as credit 
risk, currency risk and asset-class risk, generating consistent income. 
Equities with historically large dividends can also be a source of income. 
Interest rate hedged products are incorporated into the strategy to 
maintain exposure to traditional bonds but reduce overall interest rate risk. These products reduce risk exposure 
through a hedging mechanism and incorporating them can lower the strategy’s overall sensitivity to interest rates. 

Tactical Income is not built like other standard income portfolios. A standard income portfolio might invest in 
bonds of differing maturities to be reinvested in the same bonds and rebalanced periodically. Tactical Income 
assesses risks on a daily basis to determine allocation and utilizes multiple asset classes to mitigate risk and achieve 
return. 

Incorporating a duration timing model 

Bond duration measures how long it takes for an investor to be 
repaid the bond’s price by the bond’s coupons. Typically, the 
longer a bond’s maturity the greater its duration and the more 
susceptible it is to interest rate risk. Because investors in these 
bonds are taking on more risk, the bonds offer a higher level of 
income. There is a tradeoff then associated with long-term 
bonds: achieve more income but increase interest rate risk. 
This tradeoff is particularly evident with rising interest rates as 
the prices of bonds with longer durations are more sensitive to 
changes in yields. Their prices decrease more than bonds with 
shorter durations when yields increase and vice versa. A 
duration timing model is used in Tactical Income to evaluate 

 A duration timing model is used to evaluate this 
tradeoff and determine when it is a good idea to take 
on more interest rate risk (increase duration) for the 
higher income and when to shed interest rate risk 
(decrease duration). 

 …diversifying away from assets with high 
interest rate risk can be a productive way of 
protecting against missed income and price 
depreciation. 
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this tradeoff and determine when it is a good idea to take on more interest rate risk (increase duration) for the 
higher income and when to shed interest rate risk (decrease duration). A successful duration timing model 
manages portfolio interest rate risk by shifting allocations to bonds with lower durations during times of bond sell 
offs or shifting to bonds with longer duration during times of high return. The model can not only be beneficial as 
rates rise but also benefits the risk/return profile of the fixed income investment process, regardless of interest 
rate environment. 

These investment tactics hinge on being able to evaluate offerings to ensure the reward justifies the risk, which 
NorthCoast has been doing since 1988. 

 
How Tactical Income is allocated 

As previously discussed, Tactical Income has four separate asset classes to which it allocates. Changing allocations 
between these four asset classes depending on market conditions gives this strategy adaptability and a means of 
mitigating different types of risk. Three of the four are listed below, while the fourth is cash, or a low yielding 
money market fund. Shifting allocation into cash is a way of reducing all risk exposure in the event of very volatile 
equity and fixed income markets. The other three are equity, fixed income and alternatives covered in more detail 
below. 

Equity: 0% - 25% Target Allocation 

Tactical Income seeks some exposure to equities, particularly equities that provide a solid dividend yield and 
potential for price appreciation. However, the allocation to this asset class is typically kept low in order to keep 
market risk low. Keeping a portion of the strategy in equities provides diversification of risk exposure and a 
reduction in the exposure to interest rate risk. Allocation to equities would be high if indicators show signs of solid 
return potential worth taking on additional market risk. The allocation would be lowered if equities appear riskier 
and return is not worth the risk. 

Fixed Income: 50% - 100% 

As discussed previously, this portion of the strategy incorporates many different means of dealing with the 
investors dilemma created by rising interest rates. There are a wide range of fixed income assets that are 
considered for investment and each type carries its own unique risks and yields. Within the strategy’s allocation to 
fixed income, shifts are made between these different products based on the quantitative model’s evaluations to 
maximize return potential and reduce exposure to unwanted risks. The duration timing model specifically 
evaluates the risk-reward of interest rate risk and the higher yield associated with it. Allocation to safer products 
such as U.S. Treasury Bonds would be higher in the case of volatile bond and equity markets. Allocations to riskier 
assets would rise if return potential for taking on higher levels of risk appears beneficial. 

Alternatives: 0% - 25% 

Alternative assets are a key component to Tactical Income, especially during times of equity or bond market 
volatility. This asset class provides a source of return that is relatively uncorrelated to the fixed income or equity 
markets. Having the capacity to shift allocation into these assets gives the strategy another dimension of utility 
that is not available in a typical income or blended portfolio. Allocation to alternatives would increase in the event 
of elevated equity or fixed income market volatility, and would decrease with strong equity or fixed income market 
indicators.   
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Tactical Income asset allocation versus the 10-Year Treasury yield (11/1/2012 - 6/30/2018) 

Source: NorthCoast Asset Management, Bloomberg 

 

Bottom Line 

The change in interest rates is occurring now and is expected to continue for some time. This change demands an 
evaluation of investment diversification and exposure. Seeking new strategies that are able to achieve return 
expectations throughout the rising rate environment should be considered. 

Rising bond yields and decreasing bond prices can quickly become an issue for a standard income portfolio as 
investors could find themselves missing out on higher yields and the value of their bonds decreasing. Standard 
income portfolios may be more likely to lead to this income investor’s dilemma, so find an investment vehicle that 
is capable of achieving target yield and price appreciation in this environment. 

Tactical Income’s wide range of assets, diversification, duration timing and interest rate hedged investments 
separates it from individual bond portfolios. The strategy seeks return by evaluating investments in fixed income, 
equity and alternative asset classes. It weighs the tradeoff between higher levels of income for higher interest rate 
risk. It lowers its interest rate risk exposure when necessary. Tactical Income is a multi-faceted income strategy 
that was designed with rising rates in mind and we believe is capable of navigating these volatile bond markets. 
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Important Disclosure Information 

The information contained herein has been prepared by NorthCoast Asset Management LLC (“NorthCoast”) on the basis of publicly available 
information, internally developed data and other third party sources believed to be reliable. NorthCoast has not sought to independently 
verify information obtained from public and third party sources and makes no representations or warranties as to accuracy, completeness 
or reliability of such information. All opinions and views constitute judgments as of the date of writing without regard to the date on which 
the reader may receive or access the information, and are subject to change at any time without notice and with no obligation to update. 
This material is for informational and illustrative purposes only and is intended solely for the information of those to whom it is distributed 
by NorthCoast. No part of this material may be reproduced or retransmitted in any manner without the prior written permission of 
NorthCoast. NorthCoast does not represent, warrant or guarantee that this information is suitable for any investment purpose and it should 
not be used as a basis for investment decisions.  

PAST PERFORMANCE DOES NOT GUARANTEE OR INDICATE FUTURE RESULTS.  

This material should not be viewed as a current or past recommendation or a solicitation of an offer to buy or sell any securities or 
investment products or to adopt any investment strategy. The reader should not assume that any investments in companies, securities, 
sectors, strategies and/or markets identified or described herein were or will be profitable and no representation is made that any investor 
will or is likely to achieve results comparable to those shown or will make any profit or will be able to avoid incurring substantial losses. 
Performance differences for certain investors may occur due to various factors, including timing of investment.  Investment return will 
fluctuate and may be volatile, especially over short time horizons.  

INVESTING ENTAILS RISKS, INCLUDING POSSIBLE LOSS OF SOME OR ALL OF THE INVESTOR'S PRINCIPAL.  

The investment views and market opinions/analyses expressed herein may not reflect those of NorthCoast as a whole and different views 
may be expressed based on different investment styles, objectives, views or philosophies. To the extent that these materials contain 
statements about the future, such statements are forward looking and subject to a number of risks and uncertainties.  

 


