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     Setting the Stage … 

 The objective of fixed income in a portfolio  

 

 The realities of the bond market 

• Equilibrium 

• Yield and risk are related 

 



The Sources of Risk in Bonds 

 Credit quality of the issuer  
 

 Bond term (the duration of the bond) 
 

 The current interest rate environment 

 Market psychology 

 Supply and demand 



Credit quality and bond term drive “risk”  
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Range of Annual Returns 
January  1965 - December 2014 

Average         5.1%       5.7%                7.0%    7.6%            8.0%  

Source: Ibbotson Associates / Morningstar Direct 

 



Considering high-yield bonds 
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S&P 500 Index - TR Barclays US High Yield - TR US 1-Year Treasury 

Source: Ibbotson Associates / Morningstar Direct 

 



Bond pricing relationships 

 Bond price and yield and inversely related 

 Long bonds are more sensitive to changes in the 

interest rate environment 

 Interest rate risk is inversely related to a bond’s 

coupon rate 

 As maturity increases, price sensitivity to changes in 

yield slows 

 



Price and yield are inversely related … 

10-Year bond at 2.2% 

 

 
YTM 2.20% 3% 4% 1.50% 

Price $1,000 $932 $854 $1,065 

Difference n/a -$68 -$146 $65 

Change -6.8% -14.6% 6.5% 

Calculation assumes a single annual interest payment. Duration is treated as equal to bond 

maturity (figures rounded) 



Long bonds have greater sensitivity to interest 
rate changes 

Calculation assumes a single annual interest payment. Duration is 

treated as equal to bond maturity (figures rounded).  



Interest rate risk is inversely related to a bond’s 
coupon rate 

All things equal, higher coupon bonds are less sensitive 

to increases in interest rates 

What is the price impact of a 1% increase in YTM on bonds 

having different coupon rates? (20-year bond) 

 

Calculation assumes a single annual interest payment. Duration is treated as equal to bond 

maturity (figures rounded).  

 



As maturity increases, price sensitivity to changes 
in yield increases at a progressively slower rate 

What is the price impact of a 1% increase in YTM on 

bonds having different coupon rates?  

 (3% coupon bond) 

 

 

Calculation assumes a single annual interest payment. Duration is treated as equal to 

bond maturity (figures rounded).  

 



Defining Duration ...  

 A measure of a bond’s effective maturity. This is the 

time required for full repayment of the bond at the 

bond’s stated yield. 
 

 Duration is the sum of the PV of payments (both 

coupon and bond redemption) weighted for their 

relative importance to repayment. 

 



Duration as a measure of risk 

 Duration is a proxy for volatility 

 For each 1% movement in yield – duration measures the 

approximate percentage change in bond price 

 Example – a bond portfolio with a duration of 8 years 

could be expected to rise or decline in value by 8% for 

every 1% change in yield 

 All other factors equal, bonds of longer duration will 

experience greater volatility 



The relationship between yield and duration 
 

Source: PIMCO, Bloomberg, Barclays 



Bond Performance in Past Interest Rate 
Environments … 

A review of bond class returns in past periods 

of rising rates 



50 Years of risk and return – the “classic” yield curve  
January 1965 – December 2014 

Source: Ibbotson Associates / Morningstar Direct 
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Standard Deviation (volatility) 

30-day T-bills - TR 

US 1- Year Treasury - TR 

US Intermediate Gov’t  - TR 

Barclays US High Yield - TR US Long Term Gov’t  - TR 



1-Year bond yield increase = 2% (beginning yield of 4%) 
‘ 

June 1, 1965 – September 30, 1966            (Long bond yield increase of 0.6% to 4.8%)
  

Source: Ibbotson Associates / Morningstar Direct 
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1-Year bond yield increase = 1.8% (beginning yield of 4%) 
‘ 

 May 1, 1967 – November 30, 1967            (Long bond yield increase of 0.9% to 5.7%)
  

Source: Ibbotson Associates / Morningstar Direct 
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5 Year returns - June 1, 1965 – May 31, 1970 
  

Source: Ibbotson Associates / Morningstar Direct 
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Inflation over the 

period 4.2% 

 



1-Year bond yield increase = 2.8% (beginning yield of 7.3%) 
‘ 

January 1, 1974 – August 31, 1974            (Long bond yield increase of 1.2% to 8.6%)
  

Source: Ibbotson Associates / Morningstar Direct 
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1-Year bond yield increase = 5.6% (beginning yield of 4.9%) 
‘ 

November 1, 1976 – December 31, 1978           (Long bond yield increase of 1.5% to 9.0%)
  

Source: Ibbotson Associates / Morningstar Direct 
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5 Year returns - January 1, 1974 – December 31, 1978 
  

Source: Ibbotson Associates / Morningstar Direct 
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Inflation over 

the period 7.9% 

 



5 Year returns - January 1, 1974 – December 31, 1978 
  

Source: Ibbotson Associates / Morningstar Direct 
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Inflation over 

the period 7.9% 

 



1-Year bond yield increase = 6.2% (beginning yield of 9.5%) 
‘ 

June 1, 1979 – March 31,1980            (Long bond yield increase of 3.6% to 12.4%)
  

Source: Ibbotson Associates / Morningstar Direct 
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1-Year bond yield increase = 8.6% (beginning yield of 8.5%) 
‘ 

June 1, 1980 – August 31,1981            (Long bond yield increase of 4.4% to 14.5%)
  

Source: Ibbotson Associates / Morningstar Direct 
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1-Year bond yield increase = 3.4% (beginning yield of 8.7%) 
‘ 

April 1, 1983 – June, 30,1984            (Long bond yield increase of 3.2% to 13.7%)
  

Source: Ibbotson Associates / Morningstar Direct 
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5 Year Returns   June 1, 1979 – June 30, 1984‘ 

  

Source: Ibbotson Associates / Morningstar Direct 
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1-Year bond yield increase = 3.8% (beginning yield of 3.4%) 
‘ 

September 1, 1993 – December 31,1994          (Long bond yield increase of 1.7% to 8.0%)
  

Source: Ibbotson Associates / Morningstar Direct 
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1-Year bond yield increase = 2.1% (beginning yield of 4.2%) 
‘ 

October 1, 1998 – January 31, 2000            (Long bond yield increase of 1.3% to 6.7%)
  

Source: Ibbotson Associates / Morningstar Direct 
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7 Year returns  September 1, 1993 – January 31, 2000 

Source: Ibbotson Associates / Morningstar Direct 
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1-Year bond yield increase = 3.6% (beginning yield of 1.2%) 
‘ 

March 1, 2004 – June 30, 2005          (Long bond yield increase of 0.86% to 4.3%)
  

Source: Ibbotson Associates / Morningstar Direct 
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5 Year Returns   March 1, 2004 – February 28, 2009  

Source: Ibbotson Associates / Morningstar Direct 
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In a global credit crisis bonds aren’t necessarily a 
“safe haven”  
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     Bond portfolio strategy 

 Eliminate or substantially reduce the use of long term 

bonds 
 

 Employ both intermediate and short term bonds in your 

bond allocation. Consider some allocation to other bond 

sectors (mortgage, foreign, TIPs) 
 

 Given the volatility of high yield, consider replacing high 

yield with equity to enhance growth characteristics.  
 

 Review and monitor portfolio duration 

 



Considering the balance between risk and return …  
shorter may be better  January 1, 1965 – December 31, 2014 

Source: Ibbotson Associates / Morningstar Direct 
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The world may yet make sense … 



But the adjustment may not be easy 

Source: Bloomberg, PIMCO           As of June 2013  

 



But … when will rates change and by how much? 

Source: Federal Reserve, FactSet, and JP Morgan Asset Management                                                                           data as of 3/31/15 

*Forecasts of 17 FOMC participants (midpoints of central tendency except for fed funds rate which is a median estimate)  



Equity performance at past inflection points 

A review of equity returns in past periods of 

economic or political turbulence 



The S&P 500 at inflection points   
January 1997 – March 2015 

Source: Standard and Poor’s, Compustat, FactSet, and   

JP Morgan Asset Management  



The S&P 500 following major events   
January 1926 – March 2015 

Source: Standard and Poor’s, NEBR, FactSet, Robert Shiller and 

JP Morgan Asset Management  



The markets have rewarded investment discipline 
The growth of a dollar (MSCI World Index in US dollars, net of dividends) 

Source: MSCI – Morgan Stanley Capital International, Dimensional Fund Advisors, 

Past performance does not guarantee future results.   



The prescription? Ignore timing and focus on what 
you can control – consistent discipline is the key  
 



Questions … 

  



General information: 

• The data reflected in the preceding charts and tables reflect the returns achieved by each bond class over the period of time noted. 

• The returns reflect investment results for indices which do not have fund expenses or investment advisory fees. 

• Actual returns achieved over this time period would differ due to differences in the actual securities held, cash flows into and out of 

the investments  and expenses associated with investment (trading costs, funds expenses, etc.). 

 

Important Note: The returns reflected in this review represent past investment returns. Past returns are not predictive of 

future investment performance. 

Definitions: 

Geometric Mean % - The annual compound rate of return 

Arithmetic Mean % - The mean average rate of return 

Standard Deviation - A measure of investment volatility. This figure expresses the variability of investment returns. The higher the 

number reflected, the more volatile the investment. 
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