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How to Interest-Rate-Proof your 
Fixed Income: Understanding 
Floating Rate Notes
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Chart 2: Canada 5-Year Bond Yield & Canada CPI Inflation
As of October 31, 2021

Canada 5-Year Yield Canada CPI Inflation YoYSource: Bloomberg Finance L.P.
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Chart 1: FTSE Canada Universe Bond Index
Calendar Year Total Returns

Source: Morningstar Direct*2021 as of November 30th

*

A New Paradigm for Interest Rates

2021 has been a rough year for the Canadian 
bond market, and it may only be the 
beginning of more pain to come.  The FTSE 
Canada Universe Bond Index, which tracks 
Canadian dollar corporate and government 
bond issuances, has returned -4.14% year-to-
date as of November 30, 2021, and as 
illustrated in Chart 1, is on track for its worst 
calendar year return since 1994. 

The main culprit behind the bond market 
weakness has been rising interest rates –
interest rates and bond prices have an 
inverse relationship. Year-to-date as of 
November 30, 2021, the Canada 5-year bond 
yield has risen by 1.00%, and there is reason

to believe that interest rates could rise 
further. As illustrated in Chart 2, as of 
October 31, 2021, year-over-year Canada 
inflation exceeded the Canada 5-year bond 
yield by an unprecedented 3.19%.

This is significant because inflation erodes 
the purchasing power of “fixed” coupon 
payments, therefore investors typically 
demand higher bond yields to compensate for 
the loss of purchasing power as inflation 
rises.  Therefore, it has been customary for 
the Canada 5-year bond yield to exceed the 
rate inflation, and for this relationship to 
normalize one of two things must happen –
inflation goes down or interest rates go up.



There is an Alternative
The risk of rising interest rates for bond 
investors has never been stronger.  With 
absolute yield levels nearing all-time lows, 
and price sensitivity to interest rate changes 
(i.e. duration) nearing all-time highs, it only 
takes small increases in interest rates to 
offset one year’s worth of interest income 
and start depleting investment capital (for 
more on this, check out our June 2021 
whitepaper: Now is Not a Bad Time to Own 
Bonds, Although it May Be a Bad Time to 
Own Conventional Bond Strategies).  

Against this backdrop of uncertainty, a 
popular phrase has emerged: “There is No 
Alternative”, or TINA, which suggests the 
fixed income asset class should be 
abandoned all together in favour of asset 
classes with better perceived relative value 
characteristics (i.e. equities).  It is important to 
remember, however, that the purpose of an 
asset mix is to align an expected return with a 
given level of risk tailored to an individual’s 
needs.  For investors with lower risk 
tolerances, abandoning fixed income could be 
potentially catastrophic in the event of a 
market downturn.

For investors wanting to maintain exposure 
to fixed income and at the same time 
decrease exposure to negative price volatility 
from rising interest rates, one solution to 
consider is the floating rate note1 (“FRN”).  As 
opposed to traditional fixed coupon bonds, 
where the rate of interest paid does not 
change, the distinguishing feature of FRNs is 
their coupons change with interest rates.  

When interest rates rise, FRNs can benefit 
investors in two ways:

1) Coupon income increases 
2) Price volatility is low relative to fixed 

coupon bonds.

Coupon Structure
To better understand how FRN coupon 
income increases as interest rates rise, it helps 
to understand the underlying parts of the 
FRN coupon, which is simply the sum of 1) 
the reference rate and 2) the spread.

Reference Rate
The reference rate is the key mechanism that 
adjusts the coupon payment of an FRN over 
its term.  Historically the key reference rates 
for US and Canadian FRNs were the London 
Interbank Offering Rate (LIBOR) and the 
Canadian Dollar Offered Rate (CDOR), 
respectively.  As a result of the LIBOR 
scandal, which came to light almost a decade 
ago, these reference rates are in the process 
of being phased out and replaced with the 
Secured Overnight Financing Rate (SOFR) 2 in 
the U.S., and the Canadian Overnight Repo 
Rate Average (CORRA) 3 in Canada.  The main 
differences between the new and old regimes 
of reference rates are summarized in Table 1.

As illustrated in Chart 3 and Chart 4, major 
changes to SOFR and CORRA rates tend to 
be driven by changes to overnight target rates 
by central banks.  SOFR and CORRA rates 
also tend to be lower than LIBOR and CDOR 
rates, respectively, as the old regime have 
embedded credit spreads to compensate for 
the credit risk of a large financial institution, 
where the new regime is typically 
collateralized by government bonds, and as a 
result have little to no credit risk.

D E CE MB E R  2 0 2 1  |  LYS AND E R  F U ND S  WHI TE P AP E R



D E CE MB E R  2 0 2 1  |  LYS AND E R  F U ND S  WHI TE P AP E R

determined when the bond is issued based 
on how the market perceives the risk of the 
FRN issue – the greater the risk, the greater 
the spread, the lower the risk, the lower 
the spread.

Spread
The spread (or “coupon spread”) refers to the 
additional yield that is added to the reference 
rate to determine the overall coupon payment 
of an FRN, which remains constant 
throughout the FRN’s term. The spread is 
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Chart 4: SOFR vs. LIBOR
As of November 30, 2021
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Source: Bloomberg Finance L.P.
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Chart 3: CORRA vs. CDOR
As of November 30, 2021
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Source: Bloomberg Finance L.P.

US Canada

Reference Rate 
(Old Regime) London Interbank Offering Rate (LIBOR) Canadian Dollar Offered Rate (CDOR)

Basis for Rate Short-term borrowing rates between large 
financial institutions Bankers' Acceptance Rates

Security Credit quality of the financial institution Credit quality of the financial institution

Reference Rate 
(New Regime) Secured Overnight Financing Rate (SOFR) Canadian Overnight Repo Rate Average 

(CORRA)

Basis for Rate Repo Rates Repo Rates

Security Short-term government bonds (typically) Short-term government bonds (typically)

Table 1: FRN Reference Rates: New Regime vs. Old Regime
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Chart 5: FRN vs. Fixed Coupon Price Action with Rising Interest Rates
As of November 30, 2021

Canada 5-Year Yield (Right) Fixed - RBC 1.936% 5/1/2025 (Left)

FRN - RBC CDOR+60 9/27/2023 (Left) Fixed - RBC 1.60% 10/16/2030 (Left)

Source: Bloomberg Finance L.P.

As illustrated in Chart 5, over the one-year 
period ending November 30, 2021, the price 
return (not including the interest income 
received) of an RBC FRN was -1.0%, while the 
price returns of RBC fixed rate bonds with 
terms-to-maturity of 4 years and 9 years were 
-3.9% and -7.9%, respectively.  Over the same 
period, the Canada 5-year yield increased by 
0.97%.  

FRN vs. Fixed-Coupon Price Volatility
FRNs typically protect capital better than 
fixed-coupon bonds in rising interest rate 
environments because their coupons can 
adjust higher to align their yield-to-maturities 
with higher levels of interest rates.  As fixed-
coupon bonds cannot adjust their coupons, it 
is their prices that must adjust lower to 
increase their yield-to-maturities in-line with 
higher interest rates. 



Conclusion
With historically low interest rates and the 
prospect of persistently high inflation looking 
forward, 2021 may only be the beginning of a 
more protracted period of rising interest rates 
and bond market weakness.  Now more than 
ever, investors should be taking stock of how 
much duration they are exposed to in their 
fixed income portfolios.

The two key sources of value for FRNs 
relative to fixed-coupon bonds in periods of 
rising interest rates are:
1) Coupon payments that adjust with the 

prevailing level of overnight central bank 
rates and 

2) More stable prices that better protect 
against short-term capital losses.

For these reasons, FRNs can be effective 
tools for investors who want to maintain 
exposure to fixed income and reduce the risk 
of capital loss from rising interest rates.  

1 For the purpose of this paper, the discussion around 
FRNs will preclude those classified as “bank loans” 
which are also known as “leveraged loans”.

2 The absolute terminal date for LIBOR is set for June 
30, 2023, however some LIBOR rates are set to cease 
on December 31, 2021.

3 Certain CDOR rates ceased on May 17, 2021. 
There has been no official terminal date established 
for all CDOR rates, however CORRA is the official 
fallback rate.

IMPORTANT DISCLAIMER

This document has been prepared by Lysander Funds Limited (“Lysander”) solely for information purposes. Information in this 
document has been derived or obtained from sources believed to be trustworthy and/or reliable. Lysander does not assume 
responsibility for the accuracy, currency, reliability or correctness of any such information. Nothing in this document should be 
considered a recommendation to buy, sell or short a particular security. Information in this presentation is not intended to 
constitute legal, tax, securities or investment advice and is made available on an "as is" basis.  

Commissions, trailing commissions, management fees and expenses all may be associated with mutual fund investments. Please 
read the prospectus before investing. Investment funds are not guaranteed, their values change frequently and past performance 
may not be repeated. 

This document may contain forward-looking statements. Statements concerning a fund’s or entity’s objectives, goals, strategies, 
intentions, plans, beliefs, expectations and estimates, and the business, operations, financial performance and condition are
forward looking statements. The words “believe”, “expect”, “anticipate”, “estimate”, “intend”, “aims”, “may”, “will”, “would” and 
similar expressions and the negative of such expressions are intended to identify forward-looking statements, although not all 
forward-looking statements contain these identifying words. These forward- looking statements are subject to various risks and 
uncertainties that could cause actual results to differ materially from current expectations. Readers are cautioned not to place
undue reliance on these forward-looking statements. While Lysander considers these risks and uncertainties to be reasonable 
based on information currently available, they may prove to be incorrect.
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Nothing in this presentation should be considered a recommendation to buy, sell or short a particular security. Any specific 
securities or positions discussed are intended as an illustration of the portfolio manager’s selection process. The portfolio
manager may sell these positions at any time, or purchase positions that have previously been sold. The positions may increase or 
decrease in value after the date hereof, and the portfolios that hold such positions may accordingly gain or lose money on the 
investment.  The statements by the portfolio manager in their commentaries are intended to illustrate their approach in managing
the portfolios, and should not be relied upon for any other purpose. 

The source of all FTSE Indices is FTSE Global Debt Capital Markets Inc., copyright © 2021, all rights reserved.  FTSE Global Debt 
Capital Markets Inc (“FTDCM”), FTSE International Limited (“FTSE”) or the London Stock Exchange Group companies (the 
"Exchange" and, together with FTDCM and FTSE, the “Licensor Parties”). The Licensor Parties make no warranty or 
representation whatsoever, expressly or impliedly, either as to the results to be obtained from the use of the FTSE Canada 
Indices (“the Indices”) and/or the figure at which the said Indices stand at any particular time on any particular day or otherwise. 
The Indices are compiled and calculated by FTDCM and all copyright in the Indices values and constituent lists vests in FTDCM. 
The Licensor Parties shall not be liable (whether in negligence or otherwise) to any person for any error in the Indices and the
Licensor Parties shall not be under any obligation to advise any person of any error therein. “FTSE®” is a trade mark of the 
London Stock Exchange Group companies and is used by FTDCM under licence. “FTSE®” is a trade mark of the FTSE 
International Limited and is used by FTDCM under license.

The source of all Morningstar Direct data is © 2021 Morningstar.  All Rights Reserved.  The information contained herein: (1) is
proprietary to Morningstar and/or its content providers; (2) may not be copied or distributed; and (3) is not warranted to be
accurate, complete or timely.  Neither Morningstar nor its content providers are responsible for any damages or losses arising 
from any use of this information.  Past performance is no guarantee of future results.

®Lysander Funds is a registered trademark of Lysander Funds Limited. 
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