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1 Source: Bank of Canada. 

What to Expect from  
Fixed Income when 
Interest Rates Rise

Fixed income assets, like corporate and government bonds, have historically been an 
important part of a diversified portfolio as they provide the opportunity for regular income  
and may reduce risk during periods of elevated volatility – but you may be wondering if that  
is still the case when inflation and interest rates climb. 
This document will help you answer that question by highlighting the relationship between 
inflation, interest rates and fixed income.

The relationship between inflation and interest rates
	• Inflation refers to the ongoing rise in the cost of goods and services in an economy and since 1991, the Bank 

of Canada has targeted an inflation rate of 2% per year1. Inflation can occur when companies raise prices due 
to increases in production costs, such as raw materials and wages. Supply disruptions or a surge in demand 
can also cause inflation as more buyers compete for fewer goods, forcing consumers to pay more for various 
products and services. 

	• When inflation becomes elevated, central banks attempt to discourage spending by increasing interest rates, 
which aims to cool consumer demand by increasing the cost of borrowing.

How do interest rates impact bond prices?
Bond prices and interest rates move in opposite 
directions. When interest rates increase, bond prices 
fall and when interest rates fall, bond prices rise.

Here’s what happens…If interest rates go up, new 
bonds being issued will reflect the higher rates and 
investors will want to invest in those new bonds 
which will reduce the demand for bonds with a lower 
rate. Therefore, the price of a bond will go down to 
coincide with the lower demand.

Bond Prices Rise

Bond Prices Fall

Interest Rates Rise

Interest Rates Fall
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After the lift-off: Why fixed income remains an important 
part of a diversified portfolio

While volatility in a rising rate environment can be concerning, it's important that investors 
stay invested and stick to their plan. 
Let’s take a look at an example of what could happen to a $1,000 investment in a bond when 
interest rates rise.

Chart 1: Value of a $1,000 Investment

For illustrative purposes only. Source: TD Asset Management Inc. Illustrates a $1000 investment into a bond fund with a coupon rate of 5.00%. As well as 
duration of 7.32, which is the same as the FTSE Canada Universe Bond Index as at September 30, 2017. Interest is received annually at the end of the 
year and reinvested at 5.00%. A 0.50% interest rate increase occurs during year 2.
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Key takeaways
If the issuer of the bond does not default, investors will receive their  

principal back along with interest regardless if the price of the  
bond fell along the way as interest rates moved higher. 

Interest rates increase by 0.50% in 
year 2, similar to what happened 
in early 2022, causing the value  
of the investment to decline

By the end of year 
10, as a result of the 
compounded reinvested 
interest payments and 
if interest rates remain 
consistent, the total 
value of the initial 
investment is now $1501.

B

Bond has a coupon interest rate 
of 5%, which does not change 
despite interest rate fluctuations.

Since the interest payments are 
reinvested, by the end of year 3, the 
value of the investment has recovered
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Diversifying fixed income holdings
	• Short-term bonds are an important part of fixed income diversification because they are less sensitive to 

interest rate changes than long-term bonds. A 1- or 2-year bond will be less impacted by a sudden increase in 
rates than a 7-year bond of the same quality. 

	• Short-term bonds are helpful for capital preservation, and in a higher-yield environment, they can also help  
to provide income.

	• But long-term bonds are also a powerful tool in a diversified portfolio: if the economy hits a low point and 
central banks decide to lower rates, longer-term bonds stand to benefit. Although more sensitive to rate 
changes than short-term bonds, they can benefit from decreasing yields at times when equities could suffer.

	• Diversification among short- and long-term bonds can help strengthen a mutual fund holding during times of 
economic change, such as a high interest rate environment, by capturing opportunities and reducing risk.

The TDAM Fixed Income Team 
	• At TD Asset Management Inc. (TDAM), our experienced Fixed Income team is comprised of over 80 investment 

professionals who collaborate closely to manage over $161.1 billion2 in assets on behalf of our institutional and 
retail investors.

	• Our portfolio managers are constantly monitoring the bond market to attain the optimal balance between 
managing risk and seeking out opportunities to generate income - both key factors that may help investors 
achieve their long-term financial goals.

	• Our team of seasoned credit research analysts navigate the changes in the fixed income market to 
complement our extensive and independent credit research. These capabilities enable our portfolio managers 
to seek yield opportunities through the construction of diverse portfolios while actively managing allocations 
across sectors, terms, and credit quality.

2 Fixed income assets under management (AUM) as at March 31, 2022 for TD Asset Management Inc., and Epoch Investment Partners, Inc. TD Asset 
Management Inc. operates in Canada and Epoch Investment Partners, Inc. operates in the United States. Both entities are affiliates and are wholly-owned 
subsidiaries of The Toronto-Dominion Bank. 

The key characteristics of bonds include:

Income
Helps to generate cash flow to fund 
desired lifestyles

Liquidity
Allows access to the money that is 
needed, when it is needed 

Reduced volatility
Absorbs risk to support a more stable 
portfolio 

Capital preservation  
& safety
Provides a comforting safety net  
in periods of market volatility



Making the right choices for your investment objectives and time horizon  
may help protect you from rising rates and inflation, so over the long-term  

you can strive to live the life you want, not just the life you can afford.

(0722)

Let's talk
For more information about rising rates and inflation, and what they could mean  

for your investments, please contact your investment professional.

Connect with TD Asset Management

Invested

The information contained herein has been provided by TD Asset Management Inc. and is for information purposes only. The information has been 
drawn from sources believed to be reliable. Graphs and charts are used for illustrative purposes only and do not reflect future values or future 
performance of any investment. The information does not provide financial, legal, tax or investment advice. Particular investment, tax, or trading 
strategies should be evaluated relative to each individual’s objectives and risk tolerance. Commissions, trailing commissions, management fees 
and expenses all may be associated with mutual fund investments. Please read the fund facts and prospectus, which contain detailed investment 
information, before investing. The indicated rates of return are the historical annual compounded total returns for the period indicated including 
changes in unit value and reinvestment of all distributions and do not take into account sales, redemption, distribution or optional charges or income 
taxes payable by any unitholder that would have reduced returns. Mutual funds are not guaranteed or insured, their values change frequently and 
past performance may not be repeated. Mutual funds, unlike GICs, are not insured by the Canada Deposit Insurance Corporation (CDIC) or any other 
deposit insurer nor guaranteed by any entity. TD Mutual Funds and the TD Managed Assets Program portfolios are managed by TD Asset Management 
Inc., a wholly-owned subsidiary of The Toronto-Dominion Bank and are available through authorized dealers. Mutual Fund Representatives with 
TD Investment Services Inc. distribute mutual funds at TD Canada Trust. ®©2022 Morningstar is a registered mark of Morningstar Research Inc.,  
All rights reserved. ®The TD logo and other TD trademarks are the property of The Toronto-Dominion Bank or its subsidiaries. 

https://www.td.com/ca/en/asset-management/
https://www.linkedin.com/showcase/tdassetmanagement
https://twitter.com/TDAM_Canada
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