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As investors approach retirement, most generally reduce the overall risk profile of their portfolios, moving from more aggressive alloca-
tions towards more conservative investments. Some of the key investment risks investors tend to reduce are: equity risk, credit risk and
interest rate risk. Reallocating away from equities into fixed income or cash, as well as moving from high beta stocks towards low beta
stocks, is generally utilized to mitigate risk. With regard to credit risk and interest rate risk, we analyzed the implications on the overall
risk profile of a portfolio, by altering the credit quality and duration of international fixed income investments. Our analysis shows that
reallocating within the international fixed income component may appreciably help manage a portfolio’s overall risk profile.

With ongoing financial turmoil and volatility, and historically low interest rates increasing the likelihood of a rising interest rate environ-
ment globally, managing the international fixed income allocation may be of the utmost importance. Specifically, we find that reallocat-
ing away from duration and credit risk may result in lower volatility and potential “black swan” risks.

Duration Considerations

Reducing the duration of international fixed income investments may significantly reduce a portfolio’s risk profile. The following chart
illustrates the trade-off between risk and return when an investor moves further out the yield curve, increasing duration (interest rate)
risk. We depict the risk-return profiles over a 10-year period for international fixed income investments with maturities of one to three
years against those with maturities greater than 10 years:

Risk-Return Profile of International Fixed Income Investments
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Our analysis found that the standard deviation of returns increased proportionally more than the increase in annualized returns as the
duration for international fixed income investments was increased. As a result, investments in shorter duration international fixed income
securities generally produced improved risk-adjusted returns, as measured by the Sharpe ratio. For instance, we found that during the
period 9/30/01 — 9/30/11, an investment in a basket of German Government securities with maturities between one and three years pro-
duced a Sharpe ratio of 1.30. In contrast, a corresponding basket of securities with maturities greater than 10 years would have generated
a Sharpe ratio of 0.70.!

However, this only tells part of the story — not only has the price volatility of longer duration international securities been much higher
than corresponding shorter duration international securities, but the distribution of daily returns for longer duration securities exhibits
“fatter tails”. Using a basket of German Government securities — widely perceived as relatively safe international fixed income invest-
ments — we find a significant contrast in the distribution of daily returns for maturities between 1 and 3 years relative to those securities
with maturities greater than 10 years over a 10-year period:

Ls6% of the international security groups Merk Investments analyzed had higher Sharpe ratios for maturities between one and three years relative to those with ma-
turities greater than 10 years, over the same time period.
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Distribution of German Government Security Daily Returns
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In an environment of rising interest rates globally, these price movements may be exacerbated to the downside, as longer duration securi-
ties have greater susceptibility to interest rate risk.

Credit Considerations

Increasing the average credit quality of international fixed income investments may reduce the overall risk profile of a portfolio’s in-
ternational allocation. As an example, we analyzed the daily returns of an index comprised of high-yield pan-European fixed income
securities (as a proxy for low credit quality) against that of a corresponding pan-European aggregate index of fixed income securities.
We found a substantial divergence in both the absolute levels of volatility and the distribution of daily returns; specifically, lower credit
quality investments tend to exhibit “fatter tails” than that expected under the normal distribution, and thus may be more prone to causing
“black swan-"type of events. For instance, whereas during the 10-year period analyzed, we would expect 13 observations to fall below
2.58 times the standard deviation from the mean under the normal distribution assumption, we found 46 observations, more than 3.5

times this number.
Return Distribution of International Fixed Income Securities
High Yield vs. Aggregate
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Conclusion

While reallocating away from international equities to international fixed income may help reduce the risk profile, there appears evi-
dence to support the notion that reallocation within the international fixed income allocation may also be an effective tool to manage
the overall risk profile of a portfolio. Specifically, decreasing the credit and duration risk associated with international fixed income
investments may help to reduce the overall risk profile of a portfolio. Notably, with ongoing instability in global markets, it may be an
evermore-important consideration for investors to reduce the likelihood of a “black swan” event negatively effecting investment perfor-
mance, by managing the duration and credit risk of international fixed income investments.

Investors may be able to reduce interest and credit risk in international fixed income investments by choosing bond funds with a com-
mitment to reduced interest and credit risk. Currency funds may be worth considering as a tool to actively address interest and credit risk
in a diversified portfolio. Such funds may be considered special cases of international bond funds, as they tend to focus on currency risk
while seeking to mitigate interest and credit risk.




