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Among the many decisions facing 
investors, determining when to 
invest funds is one which frequently 
causes anxiety. While market timing 
is often attempted, it is a risky 
undertaking, particularly when 
it comes to the bond market.

Many investors delay their purchase 
of bonds because they think interest 
rates are going to rise. In the 
meantime, they keep funds in lower-
yielding savings and money market 
accounts. What they may not realize 
is that even if interest rates go up 
to a level where they are ready to 
purchase bonds, the higher yield 
may not make up for the lower return 
received while they were waiting. It 
is difficult to make up this penalty 
imposed by the “cost of waiting.”

The cost of waiting can be best 
illustrated with an example. Let’s 
compare Investor A, who buys an 
AA-rated municipal bond with a 
$100,000 par value that matures in 
10 years and yields 3.1%, to Investor 
B, who will not buy the same bond 
now because he thinks that interest 
rates will go up. Investor B, therefore, 
keeps his money in a money market 
account currently earning a 1.75% 
yield. If interest rates do not change 
and he continues to wait in the 
money market, Investor B will earn 
$17,500 over the course of 10 years.  
Investor A would earn $31,000 in that 
same time period. Furthermore, even 
if money market rates increased 
2% over the next three years and 
were stable thereafter, Investor 
B would earn $9,688 less than 

Investor A assuming payment of 
the maximum federal tax including  
the net investment income tax.

Playing catch up
There are many different scenarios 
one could consider. The following 
examines one that could transpire if 
the Fed were to remain on hold for 
the next year, then ratchet up rates 
quickly due to rapid economic growth, 
before moving to a holding pattern 
to assess the impact of their actions. 
Investor B earns the 1.75% money 
market rate for a year, then sees that 
rate increase 100 bps per year for 
three years before leveling off for the 
final six years. Even in this scenario, 
it would take Investor B until the 
fourth year to begin to turn the tide 
and still have earned $6,432 less than 
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Scenario 1:
3.1% interest 
$100k face

Money market 
account 1.75% 
(MM rate)

Total difference 
accumulating 
over life

Scenario 2:
multiple 
increasing 
beginning yr 1

Total difference 
accumulating 
over life

Scenario 3:
MM increases 
1.0% in yrs 2,3,4

Total difference 
accumulating 
over life

$3,100 $1,750 -$1,350 $2,750 -$350 $1,750 -$1,350

$3,100 $1,750 -$2,700 $3,250 -$200 $2,750 -$1,700

$3,100 $1,750 -$4,050 $3,750 $450 $3,750 -$1,050

$3,100 $1,750 -$5,400 $3,750 $1,100 $4,750 $600

$3,100 $1,750 -$6,750 $3,750 $1,750 $4,750 $2,250

$3,100 $1,750 -$8,100 $3,750 $2,400 $4,750 $3,900

$3,100 $1,750 -$9,450 $3,750 $3,050 $4,750 $5,550

$3,100 $1,750 -$10,800 $3,750 $3,700 $4,750 $7,200

$3,100 $1,750 -$12,150 $3,750 $4,350 $4,750 $8,850

$3,100 $1,750 -$13,500 $3,750 $5,000 $4,750 $10,500

$31,000 $17,500 $36,000 $41,500

After fed Tax After fed Tax After fed Tax After fed Tax After fed Tax After fed Tax After fed Tax

$31,000 $10,360 -$20,640 $21,312 -$9,688 $24,568 -$6,432

For illustrative purposes only 
Source: RBC Wealth Management (fed Tax=max federal rate +net investment income tax)
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Bond investors should carefully consider risks such as interest rate risk, credit risk and market risk, including the possible loss of principal. 
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Investor A after payment of maximum 
federal taxes. There are always many 
moving parts within the bond market, 
so the more known things (3.1% 
coupon, 10 years) the better to help 
take the volatility out of the market.

Investors’ loss aversion bias 
(preference to avoid losses over 
achieving equivalent gains) 
influences their belief that interest 
rates must increase. But this bias 
has continually proven costly for 
short-term buyers because interest 
rates have generally fallen for 
the greater part of 40 years. Loss 
aversion bias causes investors 
to focus on the potential decline 
in the value of a bond (which 
is moot if the bond is held to 
maturity) yet does not focus enough 
attention on reinvestment risk.

Count the cost
No one has absolute vision to 
foresee where future rates are 
headed, especially the further out 
one projects. But we do know that 
putting money to work is always 
beneficial and in the current rate 
environment, adding duration rather 
than staying short appears to be 
the most prudent action, in our 
opinion. Trying to time the market by 
waiting for rates to rise has proven 
costly for investors in recent years. 

We believe there are better strategies 
than wait-and-see. One strategy is 
to build a bond ladder where you 
diversify your portfolio across a 
maturity range. Another approach 
is to build a barbell where you split 
your portfolio between long and 
short maturities. The discipline 

of each strategy helps you have 
exposure to a greater part of the 
yield curve, limits reinvestment risk 
and provides the confidence to lay 
to rest the wait-and-see approach.

For more information on either of 
these bond portfolio strategies, 
please consult your RBC Wealth 
Management financial advisor.
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