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The problem with bonds
!ǊŜ ǘƘŜȅ ŀƴ άƛƴǾŜǎǘƳŜƴǘέ Φ Φ Φ ƻǊ ŀǊŜ ǘƘŜȅ ƴƻǘƘƛƴƎ ƳƻǊŜ ǘƘŀƴ ŀƴ ǳƴŦƻǊǘǳƴŀǘŜ άǎǇŜŎǳƭŀǘƛƻƴέΚ
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We just finished a 39-year bull 
market for bonds
No one remembers what bond bear markets are like

Now we will have a 39-year bond bear market

Are you playing the role of the ostrich?
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Interest rates went from 16% to 0% over 39 years
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The recent bond bull was preceded by an ugly bond bear
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Are you in denial about bonds?
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Why should we care?
.ŜŎŀǳǎŜ ōƻƴŘǎ ŎƻǳƭŘ όƭƛƪŜƭȅύ ōŜ ŀ ŘƛǎŀǎǘǊƻǳǎƭȅ ǇƻƻǊ άƛƴǾŜǎǘƳŜƴǘέ ƎƻƛƴƎ ŦƻǊǿŀǊŘ

. . . . and a potent source of client loss to another adviser



For internal use only, do not share with clients or prospects

60/40 portfolio defined  - ǎƻƳŜǘƛƳŜǎ ŎŀƭƭŜŘ ŀ άōŀƭŀƴŎŜŘ ǇƻǊǘŦƻƭƛƻέ

60% stocks

40% bonds

Well diversified across the stocks 
of 500 prominent U.S. corporations

Well diversified across intermediate-term 
U.S. Treasury bonds and high-quality 
investment grade U.S. corporate bonds
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60/40 portfolio has delivered consistent long-term success
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The 60/40 portfolio returned an attractive 9.4% 
per year over the long-run

See Disclosure # 1 on the last page
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The successful 60/40 portfolio requires genuine bear market mitigation
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Bear markets have been both severe and long-lasting

See Disclosure # 2 on the last page
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Bonds play a vital role within the 60/40 portfolio

PRIMARY role of bonds 
in a larger portfolio

SECONDARY role of bonds 
in larger portfolio

Current income

Partially offset 
stocklosses
during bear 

market
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Relationship between interest rates and bond prices

Wheninterest ratesrise When interest rates fall
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Why the 60/40 portfolio works so well

Stocks collapse 
during periodic bear 

markets

Interest rates generally 
decline during bear markets, 
driving bond prices higher

60% 
invested 
in stocks

40% 
invested 
in bonds
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An example of past success  - bonds play a vital role
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See Disclosure # 3 on the last page
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A second example of past success  - bonds play a vital role
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See Disclosure # 4 on the last page
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²ƘŀǘΩǎ ƛǘ ƭƛƪŜ ǿƘŜƴ ƛƴǘŜǊŜǎǘ 
rates rise?
Recall . . . you have to look back more than 40 years to understand
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LŦ ƛƴǘŜǊŜǎǘ ǊŀǘŜǎ ǊƛǎŜΣ ōƻƴŘǎ ŎŀƴΩǘ Ǉƭŀȅ ǘƘŜƛǊ ƴŜŎŜǎǎŀǊȅ ǊƻƭŜ

Bond prices will rise or fall by the following amounts depending 
on the direction interest ratestake

Change in interest rates 

(from current levels)

10-year U.S. 

Treasury bond

30-year U.S. 

Treasury bond

-25bps +2% +6%

+25bps -2% -6%

+50bps -5% -12%

+100bps -10% -25%

+200bps -19% -49%

+250bps -24% -61%

Based on where interest rates stood on August 19, 2020

Assumes an instantaneous change in the level of interest rates, i.e., overnight

See Disclosure # 6 on the last page
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Great past performance provides NO basis for future success

One of the very best bond funds But terrible downside risk . . . when interest rates rise

14.2% year to date (through Aug 23rd)

22.5% over last year

9.9% per year, last 5 years

8.6% per year, last 10 years

8.7% per year, since inception (more than 37 years)

Vanguard Long-Term Investment Grade Bond Fund  

(VWESX)

Returns other than year-to-date are as of July 31, 2020

Change in interest rates 

(from current levels)

Vanguard Bond Fund 

(VWESX)

-25bps +4%

+25bps -4%

+50bps -8%

+100bps -15%

+200bps -31%

+250bps -38%

Based on where interest rates stood on August 23, 2020
Assumes an instantaneous change in the level of interest rates, i.e., overnight

See Disclosure # 9 on the last page
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Past performance is explained, primarily by declining interest rates
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Current yield has fallen consistently and 
unrelentingly for almost 39 years

See Disclosure # 10 on the last page



For internal use only, do not share with clients or prospects

Where has great performance come from . . . since late-1981

Dueto the declinein the levelof
interest ratessince9/30/1981

Due to the currentyieldon the bonds
held within the portfolio

Due to the bond
ƳŀƴŀƎŜǊΩǎskill

Skill

Current
yield

Bondprice 
appreciation



For internal use only, do not share with clients or prospects

Great past performance provides NO basis for future success  - continued

One of the very best bond funds But terrible downside risk . . . when interest rates rise

14.2% year to date (through Aug 23rd)

22.5% over last year

9.9% per year, last 5 years

8.6% per year, last 10 years

8.7% per year, since inception (more than 37 years)

Vanguard Long-Term Investment Grade Bond Fund  

(VWESX)

Returns other than year-to-date are as of July 31, 2020

Change in interest rates 

(from current levels)

Vanguard Bond Fund 

(VWESX)

-25bps +4%

+25bps -4%

+50bps -8%

+100bps -15%

+200bps -31%

+250bps -38%

Based on where interest rates stood on August 23, 2020
Assumes an instantaneous change in the level of interest rates, i.e., overnight

See Disclosure # 11 on the last page
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STOP -5ƻƴΩǘ ŎƻƴŦǳǎŜ ŀƭǇƘŀ ŀƴŘ ōŜǘŀ

Dueto the declinein the levelof
interest ratessince9/30/1981

Due to the currentyieldon the bonds
held within the portfolio

Due to the bond
ƳŀƴŀƎŜǊΩǎskill

Skill

Current
yield

Bondprice 
appreciation



For internal use only, do not share with clients or prospects

STOP -5ƻƴΩǘ ŎƻƴŦǳǎŜ ŀƭǇƘŀ ŀƴŘ ōŜǘŀ

Dueto the declinein the levelof
interest ratessince9/30/1981

Due to the currentyieldon the bonds
held within the portfolio

Due to the bond
ƳŀƴŀƎŜǊΩǎskill

Skill

Current
yield

Bondprice 
appreciation

5ƻƴΩǘ ŎƻƴŦǳǎŜ ŀ ōǳƭƭ ƳŀǊƪŜǘ 
for brilliance
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How would a simple Treasury portfolio perform?

Å100% pure U.S. Treasury bonds

ÅMaintain simple constant maturity

ÅJust ten years

ÅReinvest every single interest payment

ÅNever take a withdrawal

ÅInterest rates rise gradually over 4 ½ years . . . back to a normal sustainable level
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If interest rates rise gradually . . . as follows
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Assume the following

Å10 year U.S. Treasury bond

ÅConstant and unvarying maturity

ÅNEVER . . . take any distributions

ÅReinvest every single interest payment

ÅTaxes are zero
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The value of your bond portfolio will collapse !!!
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The value of your bond portfolio will collapse !!!
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And this what happens 
before taxes and inflation
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Impact of a rising interest rate environment

Å-5% from falling bond prices

Å-12% from inflation

Å-5% from taxes . . . . recall you still have to pay taxes on bond interest

ÅTotal loss  =  -22%
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Will interest rates rise?
²ƘŀǘΩǎ ǘƘŜ ŀƭǘŜǊƴŀǘƛǾŜΚ Φ Φ Φ Φ ǘƘŀǘ ǘƘŜȅ ǎǘŀȅ ƴŜƎŀǘƛǾŜΚ
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Inflation? . . . yep
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A onetime, but large CPI spike, later this year
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The long bond is reacting
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Rising inflation drives interest rates
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LǘΩǎ ǎƘƻǿƛƴƎ ǳǇ ƛƴ ƳǳƭǘƛǇƭŜ ǎŜŎǘƻǊǎ
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Oil prices on their way back to record high
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Prices paid by manufacturers . . . and labor costs
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Inflation is showing up in labor costs



For internal use only, do not share with clients or prospects

James Ferguson at MacroStrategy out of London


