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For the past year the financial press has been focused on whether the Federal Reserve will begin
to increase interest rates and whether the new Fed Chairman, Janet Yellen, will continue her
predecessor’s easy money-low interest rate policies. Part of the reason for this intense interest is
the impact rising interest rates can have on fixed income securities, especially bonds. Basically
bond prices move in the opposite direction of interest rates, if rates go up bond prices drop and
bond holders potentially suffer capital losses. With interest rates at historic lows, if the Fed
moves to increase rates, then bond prices are guaranteed to go down, right? In fact some clients
have asked why own any bonds at all if they are likely to suffer losses in the near future. Well the
truth is not as clear cut; bonds have not always moved in lock step in the opposite direction of
interest rates as there are other factors that affect bond prices. The article below looks at this
interaction of bond prices and interest rates from an historical perspective, and discusses some
surprising results.
You may know someone who has the same questions and concerns about interest rates and their
portfolio. If you think it will help, feel free to forward this email and let me know if you have
questions about a specific situation.
Sincerely,
Bill Simpson, CFP®, MBA
Azimuth Financial Planning, LLC
(603) 373-8793
bsimpson@azimuthplanning.com
www.azimuthplanning.com

Rate Expectations
Jim Parker, Vice President-Dimensional Fund Advisors.

Interest rates around the world are at historic lows. They can only go in one direction from here,
right? And aren’t rising interest rates bad for bond investors? The truth might surprise you.
Central banks in developed economies have injected extraordinary stimulus into the system
since the recession arising from the global financial crisis five years ago. In 2013, markets
became unsettled when the US Federal Reserve signaled it was contemplating a timetable for
reducing its stimulus—the so-called “taper.” The central bank later changed its mind, and
markets cheered the news. In the meantime, many investors are asking what will happen to
their portfolios when central banks do decide to start restoring rates to more normal levels.
The market values of bonds rise or fall depending on investors’ views about the outlook for
inflation and interest rates, their perceptions about the creditworthiness of individual issuers,
and their general appetite for risk. The yield on a bond is the inverse of its price. So if the price
falls, it means investors are demanding an additional return, or yield, on that bond to

compensate for the risk of holding it to maturity. This sensitivity to interest rate change is called
term risk.
So if interest rates can only go up from current levels, why hold bonds? There are a few points to
make in response. First, it is very hard to forecast interest rates with any consistency. Standard
& Poor’s regular scorecard shows most traditional forecast-based managers fail to outpace bond
benchmarks over periods of five years or more.1
Second, there is nothing to say that rates will return to normal very quickly. In the case of Japan,
benchmark lending rates have been at or close to zero for the best part of 15 years. We have
already seen many large bond fund managers make badly timed calls on when the cycle will
turn.
Third, bonds perform differently from stocks. So regardless of what is happening with the rate
cycle, there is a diversification benefit in holding bonds in your portfolio. Diversification is a way
of managing risk and helping to target a smoother ride. Fourth, if you look at history, there is no
guarantee in any case that longer-term bonds will underperform shorter-term bonds when
interest rates are rising.
We carried out a case study of four periods of rising rates from the past 30 years. To meet the
test, the rate increases had to be spread out over 12 months or more and cumulative increase
had to be at least 1.5 percentage points. The four periods were December 1976–March 1980
(when rates skyrocketed by 15.25 percentage points), September 1992–June 1995 (3 points),
November 1998–December 2000 (1.75 points) and June 2003–August 2007 (4.25 points). The
chart below looks at the performance of US government bonds during those four periods. We
use standard indices: the Barclays Intermediate (1–10-year maturity, in blue) and the Barclays
Long (10–30-year maturity, in green). What’s notable in the chart is that in two of these four
periods of rising interest rates long-term bonds did better than shorter-to-intermediate-term
bonds. In the other two periods (1998–2000 and 1976–1980), longer-term bonds
underperformed. This may seem counterintuitive, but it can be explained by the fact that longterm bond holders, whose biggest concern is inflation, can be comforted by a central bank
moving aggressively and pre-emptively against this threat by raising official rates. Also note that
seven of these eight bars show positive returns, which contradicts the view that bonds always
deliver negative returns in periods of rising interest rates. The exception in this study is the late
1970s, when the longest-term bonds (10–30 years) suffered during a period of very sharp
increases in rates.
So, the first lesson is that an increase in official lending rates set by central banks is not always
replicated across bonds of all maturities. Indeed, in some cases, as we have seen, longer-term
bonds have outperformed in rising rate environments.
The second lesson is that bonds can play an important role in your portfolio whatever the stage
of the interest rate cycle. How much term (or credit) risk you take with bonds will depend on
your own risk appetite and investment goals. Trying to forecast interest rates is not a sustainable
way of investing in bonds. But there is plenty of information in today’s prices on which to base a
strategy. In the meantime, you can help temper risk by diversifying across different types of
bonds, different maturities, and different countries.

Ultimately, the reasons for investing in bonds should be driven by your own needs, not by
everybody else’s expectations.
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