
 

Bonds: 
It’s Time to Repair the Roof 

November 2013 
 

As JFK once said, “The time to repair 
the roof is when the sun is shining.” 
Rising interest rates have pushed the 
value of bonds lower this year.  To 
protect the “safe” part of their 
portfolios, investors should re-
evaluate their bond holdings in light 
of the new risk landscape, and they 
should be discussing bond risks with 
their advisors.  Now, before surprises. 
 
Most bond investors recognize the bond teeter-
totter relationship with bond prices one side and 
interest rates on the other: 

 

 

 

 

 

 

 

Let’s say a bond investor buying a $1,000 bond 
today can buy a bond that pays 8% ($80 a year) 
(unrealistic today unless you are buying a junk 
bond).  If the owner of the 7% bond (who bought 
that bond prior to interest rates rising) wanted to 
sell their 7% bond, she would have to discount that 
bond in order to provide the 8% return the market 
now demands.  Accordingly, the value of the 7% 
bond declines as interest rates rise. 
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What do rising interest rates mean for 

individual investors?  How do we know 

that sticking with our original strategy 

will be OK?    

[This Newsletter focuses on mutual bond 

funds, not individual bonds to be held to 

maturity (see sidebar).]   

Investing Objectives 

Bonds are viewed as the “stable” part of 

the portfolio.  With bonds, investors can 

often stay ahead of inflation with little 

risk. Bond values typically do not 

decline nearly as much as stock values.  

Given a rising interest rate environment, 

what should we do when price declines 

exceed interest payments? 

For many investors, the best response is 

to continue a disciplined, long-term 

strategy that  

• manages inflation risk,  

• recognizes “reaching for yield” risks 

and 

• avoids market timing. 

Manage Inflation Risk 

“Duration” measures a bond (or bond 

fund’s) inflation risk.  Duration is related 

to the length of time until a bond 

matures.  The longer a bond’s maturity, 

the higher a fund’s duration, and the 

bigger decrease in value when interest 

rates increase.  For each 1 percent 

increase in interest rates, the bond (or 

fund) will decrease by the duration. 

Disclaimer:   

Kurt Winiecki no longer practices 

accounting or law.  The issues 

discussed in this Newsletter are 

general comments and are not 

and should not be construed as 

advice.  Creating strategies 

related to these issues requires 

knowledge of specific situations 

and advice from a tax or legal 

professional. 

For a good discussion of 

individual bonds vs. bond 

mutual funds, go to 

Vanguard’s White Paper: 

 

“A Topic Of Current 

Interest:  Bonds or Bond 

Funds?” 

 
Click HERE for the paper. 

 

The difference is that 

investors holding individual 

bonds until maturity will 

not recognize gains or 

losses from selling 

individual bonds prior to 

maturity.  Bond fund 

managers do sell bonds 

prior to maturity. 

https://advisors.vanguard.com/VGApp/iip/site/advisor/researchcommentary/article/IWE_InvResBondsorBondFunds
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For example, the duration of the US Bond Market is 5.56 In November 

2013  (according to the Barclays US Aggregate Bond Market Index 

website).  So if interest rates increased 1% overnight, the value of the 

bonds in the US Aggregate Bond Index would decline 5.56% in value.   

Bond investors clearly face some headwinds with rising interest rates, but 

given time, investors will break even and be able to take advantage of 

those higher rates to secure their retirement.  See chart below: 

Reaching For Yield 

There are a lot of products that 

replace interest rate risk with 

different types of risks.  PIMCO 

funds use huge amounts of 

leverage, derivatives, currency 

plays, interest rate bets and other 

strategies to shorten duration and 

reduce interest rate risk.  Bill 

Gross’s strategies have worked 

well so far, but investors probably 

have little idea the risks to which 

they are exposed. 

For Vanguard’s in-depth 

white paper about 

reaching for yield:  

Risk of Loss:  Should 

the prospect of rising 

rates push investors 

from high quality 

bonds? 

Click HERE. 
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One Short-Term High Yield Bond (rated four-stars by Morningstar as of 

November 2013) lost 30% in 2008.  Brand new Short Term High Yield 

Municipal funds are being sold as reducing interest rate risks, but none 

even existed during 2008.  Bond investors must recognize that when US 

stocks decline, their low-quality bonds may drop far more than they 

expect. 

Market Timing 

Here’s a great idea:  move to high-yield while interest rates rise, then 

move to something else when stock and junk bond prices drop.  Best of 

luck – this is exceedingly difficult.  Market timers who bailed out of the 

bond market three years ago when interest rate risk first become a 

talking point lost out on some safe returns.  Even with the YTD drop 

(1.1%), the US Aggregate Bond Index returned 3.1% annually (on 

average) over the past three years ending October 31, 2013.  Ask those 

same “tactical” strategists how they did forecasting the latest recession.  

If they didn’t see that coming, maybe market timing isn’t very easy. 

Conclusion 

Our discussions with prospective clients and analyses of bond portfolios 

indicates that many bond investors have little idea of bond risks or how 

that risk fits into their long-term investment strategy.  WWM of course is 

available to discuss your bond portfolio and help you understand which 

risks are appropriate for your personal situation and comfort level. 

“High Yield Bonds” (fka Junk Bonds) may provide better yields, but 

drastically increase the risk of default.  (It is no accident the ticker 

symbol for the iShares ETF is “JNK.”) 

Similarly, Bank Loan funds (those with variable interest rates that rise 

when interest rates rise) expose investors to similar credit (default) 

risks. 

2008 
Return 

High Yield Bond Index -26% 

Bank Loan Index -29% 

US Aggregate Bond Index +5% 


