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Navigating Yield Environments:
The Case for Short Duration Funds

The recent non-consensus move higher in interest rates has brought the 2-year U.S.
Treasury to a yield back above 5%. This brought our attention to the yield differentials
between short duration strategies and money markets. We have highlighted that the
elevated yields available in money markets created a hurdle return for fixed income
investors, raising the question around owning duration. We have stressed that with
duration comes price volatility, but also return potential. With the yield differentials
between money markets and short duration strategies approaching zero, and many
short duration strategies still yielding more than money markets, we believe it is time to
revisit the advantages of short duration strategies.

We believe short duration funds offer competitive and potentially advantageous return
profiles compared to money market funds, even amidst an inverted yield curve
environment and the uncertainty associated with current monetary policy. Short
duration strategies typically invest in debt securities with slightly longer maturities than
those in money market funds, providing them with incremental duration. This can lead
to better total return performance when we move into rate cutting cycles.

Currently, money market funds and short duration funds offer similar yields. While we
have been skeptical of the market’s view of future rate cuts from the Fed, due to the
economy’s resilience, we believe that the next move from the Fed will likely be an easing
of rates. But the most important question is when?
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What we find interesting is that investors can now earn incremental yield in short
duration strategies over money market funds. With the carry/yield differential low, when
the Fed eventually initiates interest rate cuts, short duration funds may benefit from
yields moving lower due to their available duration, resulting in potentially higher
returns. Conversely, money markets may likely experience lower returns as the Fed
engages in taking rates lower. Historical data highlights that when the Fed engages in
an easing campaign, short duration funds outperform money market funds.
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Source: Smith Capital Investors, Bloomberg 4/25/2024

In addition to the future return differences between money market funds and short
duration strategies, recent amendments to money market liquidity requirements have
introduced new fee considerations for investors. The SEC has increased the minimum
liquidity requirements for institutional prime and institutional tax-exempt money market
funds, which imposes liquidity fees during periods of high redemptions. These fees are
designed to protect remaining shareholders from dilution and ensure that redeeming
shareholders bear the costs associated with their redemptions. During rate-cutting
cycles, money market investors are potentially exposed to liquidity fees, whereas there
are typically no liquidity fees for the short duration funds.

In summary, short duration funds can offer attractive yield profiles with incremental
duration compared to money market funds amidst interest rate reduction phases.
Additionally, evolving liquidity requirements for money market funds may impose
restrictions on certain investors. Let us know if you'd like to delve deeper into this topic
or how we can serve your investment needs.
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Let's talk! — Smith Capital Investors

Our mailing address is:
Smith Capital Investors
1430 Blake Street
Denver, CO 80202
303-597-5555
833-577-6484
info@smithcapitalinvestors.com

in/

www.smithcapitalinvestors.com

The opinions and views expressed are as of the date published and are subject to change without notice. Information
presented herein is for discussion and illustrative purposes only and should not be used or construed as financial,
legal, or tax advice, and is not a recommendation or an offer or solicitation to buy, sell, or hold any security,
investment strategy, or market sector. No forecasts can be guaranteed. Any investment or management
recommendation in this document is not meant to be impartial investment advice or advice in a fiduciary capacity
and is not tailored to the investment needs of any specific individual or category of individuals. Opinions and
examples are meant as an illustration of broader themes, are not an indication of trading intent, and are subject to
change at any time due to changes in the market or economic conditions. There is no guarantee that the information
supplied is accurate, complete, or timely, nor are there any warranties concerning the results obtained from its use. It
is not intended to indicate or imply that any illustration/example mentioned is now or was ever held in any portfolio.

The information included in the Report may contain statements related to future events or developments that may
constitute forward-looking statements. These statements may be in the form of financial projections or may be
identified by words such as "expectation,” "anticipate,” "intend," "believe," "could," "estimate," "will," "should" or words of
similar meaning. Such statements are based on the current expectations and certain assumptions of the author and
are, therefore, subject to certain risks and uncertainties. A variety of factors may affect the operations, performance,
business strategy and results of the issuer, and could cause the actual results, performance or achievements of the
issuer to be materially different from any future results, performance or achievements that may be expressed or
implied by such forward-looking statements or anticipated on the basis of historical trends.

Past performance is no guarantee of future results. Investing in a bond market is subject to risks, including market,
interest rate, issuer, credit, inflation, default, and liquidity risk. The bond market is volatile. The value of most bonds and
bond strategies are impacted by changes in interest rates. The return of principal is not guaranteed, and prices may
decline if an issuer fails to make timely payments or its credit strength weakens. High yield or “junk” bonds involve a
greater risk of default and price volatility and can experience sudden and sharp price swings.

Please consider the charges, risks, expenses, and investment objectives carefully before investing. Please see a
prospectus, or, if available, a summary prospectus containing this and other information. Read it carefully before you
invest or send money. Investing involves risk, including the possible loss of principal and fluctuation of value.

All indices are unmanaged. You cannot invest directly in an index. Index or benchmark performance presented in this
document does not reflect the deduction of advisory fees, transaction charges, and other expenses, which would

reduce performance.

This material may not be reproduced in whole or in part in any form, or referred to in any other publication, without
express written permission from Smith Capital Investors.

Smith Capital Investors, LLC is a registered investment adviser. SCI00458
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