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The role of bonds in a
balanced portfolio today

The purpose of a balanced portfolio has been to
combine the income and safety of fixed income
securities with the potential for capital appreciation
from stocks. A typical blend would start with 40%
bonds and 60% equity. This formula has long been
a structure for pension funds, foundations and
portfolios built for families and individuals, though
there are many variations depending on an
investor’s need for current income, safety of capital
or ambitions for growth.

The challenge for many investors today is that
bonds, the fixed income instruments that have
traditionally provided secure income and capital
safety, offer less of both today. For example, interest
rates for many sovereign European debt
instruments are currently negative. Yields on
German 10-year Bunds are —0.6%! This means that
at maturity 10 years from now, the holder will have
lost 6 euros per 100 euros invested today. Assuming
inflation averages 1% per year over the next decade,
an investor gives up an additional 10 euros in
purchasing power. Furthermore, should the yield
rise to 3%, the level prevailing a decade ago, the
value of that 10-year instrument would immediately
fall by 25%. This government bond strikes out in
both providing reasonable current income and
safety of capital.

While the German Bund may be at an extreme from
a valuation perspective, bonds around the world
today offer historically low yields. A 10-year U.S.
Treasury yields 0.8%, and the Canadian government
equivalent trades at 0.7%. High-quality corporate
bonds of the same maturity issued by Google and
Coca Cola are priced at 1.2% and 1.3% respectively.

Most investors will find this level of income
too low, particularly after tax, and would only
purchase these securities if there was concern for a
deeper recession, a regulatory imperative,

a liquidity requirement, or other necessity for
holding these instruments.

Indeed, we believe that more and more investors are
questioning the wisdom of bond investments as they
are no longer no-risk or low-risk. Some are seeking
other options with similar risk but greater return
prospects, such as high dividend yield stocks,
infrastructure projects, real estate, or even gold. We
find private equity investments in infrastructure and
real estate to be opaque with limited liquidity and
expensive valuations, particularly relative to what is
available in the public markets. We believe owning
gold amounts to speculating on its price as it offers
no current income. We find high dividend yielding
stocks are the most appealing investment substitute
for fixed income securities.

Equity portfolios managed by Letko Brosseau
currently offer yields of approximately 3%, with
dividends paid by a diversified group of businesses
operating in many different industries and
geographies. These companies have been chosen
not just for their attractive yield characteristics, but
also for their ability to grow earnings and similarly
grow their dividends. They include companies in
utility industries generating power, treating water
and providing telecommunications infrastructure,
relatively stable consumer product businesses such
as food production and retail, as well as healthcare
firms. The portfolios’ average 3% dividend yield is
considerably higher than what is available in the
bond markets today. In addition, the portfolio
companies are able to grow, providing the prospect
of capital appreciation. This seems a more
favourable alternative for yield-conscious investors
with long investment horizons. Indeed, we see some
institutions beginning to convert part of their bond
portfolios to specialized portfolios focused on high
yields.
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Two questions must be considered, however.

First, given that bond yields are at historic lows, is
this also true for dividend yields? A review of various
stable dividend-payers shows that this does not
appear to be the case. For example, Canadian
companies such as Canadian Utilities, BCE and the
Royal Bank of Canada offer yields at about the mid-
point between their lowest and highest levels over
the last 20-30 years. The same is true for non-
Canadian companies. This stands in stark contrast
to today’s low bond yields.

quality bonds as a reserve against unplanned
spending requirements or turbulent financial market
conditions. The final answer will depend on the
investor’s particular circumstances. Consideration
should be given to the size of the portfolio relative to
the investor’s requirement for income. All else equal,
the larger the portfolio, the greater the tolerance for
dealing with risk.

Letko Brosseau balanced portfolios are already well
insulated from the bond risks cited above. Bond
holdings are at minimum levels under investment

policy guidelines and are both high quality and short
in duration, which protects from business risks as
well as an upward move in interest rates. We also
have a meaningful weight in dependable dividend
payers across several industries, including utility
and infrastructure companies which contribute to
the overall yields in our portfolios today.

Second, what portion of a balanced portfolio ought
to be reallocated from medium and long-term bonds
to high yielding stocks? While switching from one
risky asset to another similarly risky asset that
generates a substantially higher yield may make
sense, some thought should still be given to the
appropriate amount to put aside in short-term high-

All dollar references in the text are U.S. dollar unless otherwise indicated.

The information and opinions expressed herein are provided for informational purposes only, are subject to change and are not intended to provide, and should not be relied upon for, accounting, legal or tax
advice or investment recommendations. Any companies mentioned herein are for illustrative purposes only and are not considered to be a recommendation to buy or sell. It should not be assumed that an
investment in these companies was or would be profitable. Unless otherwise indicated, information included herein is presented as of the dates indicated. While the information presented herein is believed
to be accurate at the time it is prepared, Letko, Brosseau & Associates Inc. cannot give any assurance that it is accurate, complete and current at all times.

Where the information contained in this presentation has been obtained or derived from third-party sources, the information is from sources believed to be reliable, but the firm has not independently verified
such information. No representation or warranty is provided in relation to the accuracy, correctness, completeness or reliability of such information. Any opinions or estimates contained herein constitute our
judgment as of this date and are subject to change without notice.

Past performance is not a guarantee of future returns. All investments pose the risk of loss and there is no guarantee that any of the benefits expressed herein will be achieved or realized.

The information provided herein does not constitute investment advice and it should not be relied on as such. It should not be considered a solicitation to buy or an offer to sell a security. It does not take into
account any investor's particular investment objectives, strategies, tax status or investment horizon. There is no representation or warranty as to the current accuracy of, nor liability for, decisions based on
such information.

This presentation may contain certain forward-looking statements which reflect our current expectations or forecasts of future events concerning the economy, market changes and trends. Forward-looking
statements are inherently subject to, among other things, risks, uncertainties and assumptions regarding currencies, economic growth, current and expected conditions, and other factors that are believed to
be appropriate in the circumstances which could cause actual events, results, performance or prospects to differ materially from those expressed in, or implied by, these forward-looking statements. Readers
are cautioned not to place undue reliance on these forward-looking statements.
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