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Intro
We have been receiving a lot of questions about the
behavior of bonds when interest rates rise and what that
behavior means for your portfolio’s returns. This piece will
address how bonds work, the effects on returns when
interest rates change, and the differences between holding
bonds directly compared to holding them inside mutual
funds.
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Bonding
Let’s start with an example.

Let’s say that the City of San Francisco wants to
construct some new schools. Their typical fundraising
would come through the issuance of bonds. Let’s say
you buy one of these $10,000 bonds and it happens to be
due in 10 years (August, 2028) and has a coupon of 5%.
Why 5%? That is simply the coupon rate that most
investors prefer, so municipalities tend to issue bonds at
that rate.
Since rates are currently closer to 3%, you’re going to
pay more than $10,000 because the bond is going to pay
you 5%. Using bond math, this translates to a purchase
price of about $13,000.
For the next 10 years, you’re going to receive 5% of
$10,000, or $500 each year of interest (paid at $250
every six months) and at the end of 10 years, you will
receive the maturity value of $10,000.
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Bouts With Bonds
What happens to your bond as time
passes?

Since most bonds are issued with a fixed interest
payment (in this case 5% or $500 of interest per year),
the value of the bond will change when interest rates
move.
For example, if interest rates suddenly went up by 1%
the value of your bond would drop by about 8%. So, the
bond you paid $13,000 for would be worth about $12,000.
On the other hand, if interest rates dropped by 1%, your
bond’s value would increase by about 8% and be worth
about $14,000. If you wanted to sell the bond after one of
these interest rate changes, you would either lose or gain
money.
However, what if you didn’t sell the bond and instead
waited until it matured? Then, you wouldn’t lose or gain
money due to changes in interest rates. You would still
get your 10 years of interest payments ($500 per year)
and you would still get the maturity value of $10,000.
This creates a much different way of thinking about the
values of bonds you see on your statements, especially
when compared to the values you see for stocks. When
a stock’s price drops in value, there is always a chance
that it will never recover or take a very long time to do
so. When a bond drops in value, there is a high
probability that you will still get all of the money you were
planning to get when you first purchased the bond
(interest and eventually principal), even though its quoted
value is lower or higher. This is a little like trimming a
plant in your garden because even though you trim it, it
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rates go up. Even though the bond’s value has dropped
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on the open market, you still have a high probability that
you will receive the maturity value (here $10,000).
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The fact that you are highly likely to receive the maturity
value of a bond is one reason that they add stability to an
investment portfolio. The other reason is that price
volatility of bonds is usually lower because interest rates
usually change in small increments.
Let’s be clear about one item here, though. When you
buy a bond, you do lock in an interest rate, or yield, on
that bond. In our example we locked in a yield of 3%,
which is approximately the current interest rate of a
municipal bond with a 10 year maturity. Interest rates
may go up during the 10-year period to maturity, but your
interest payments (the $500 per year) won’t change. If
rates went up to 4%, we would call that 1% interest
difference “foregone interest”. This is the risk we run
when rates are going up: we may lose out on higher
interest income if rates rise and stay higher. We deal
with this risk in two ways:
Most bond portfolios have at least 10-20 bond issues,
each of which matures at a different time. In the
simplest structure, we might have 20 bonds with one
bond maturing every 6 months for the next 10 years.
This structure allows us to reinvest the matured
proceeds of a bond every 6 months at the current,
perhaps higher, yield.
When we believe that interest rates are going to be
going up for a long period of time, we tend to keep
maturities shorter in order to minimize the foregone
interest risk. This is not to say that we can predict
interest rates: nobody can do that consistently over
long periods of time. However, because we look to
our bond portfolios as the safe bedrock of your
investments, we do tend to manage them
conservatively, which means keeping maturities
relatively shorter when interest rates are generally
believed to be increasing over long time periods.
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Funds with Bonds
Most Vista portfolios contain bond
mutual funds.

They are an inexpensive and efficient way to gain
access to this important asset class. We also use
individually-managed bond portfolios for clients with a
large enough allocation to achieve proper
diversification (which is usually at least about 20
different bond issues).
Our example so far has focused on holding individual
bonds. What’s different when we hold bonds in bond
mutual funds? Since a mutual fund typically holds
hundreds of bonds, each having a different maturity
and yield, the value of the mutual fund is going to
fluctuate according to the characteristics of the bonds
that it holds. For example, if we hold a mutual fund
that only has our 10-year 3% bond, the value of that
fund will change just like the value of the bond would
change if we held it individually. And, if we decided to
sell that mutual fund after interest rates go up, we
could lose money on our investment. The same
changes in values happen when interest rates
fluctuate, whether the bonds are held individually or
in a mutual fund.
However, mutual funds hold a lot more than 20
bonds. One of the funds in many Vista portfolios is
the Dodge & Cox Income Fund. At the time of this
writing, that fund held over 1,000 different bond
positions valued at about $56 billion. Those bonds
http://beacon.by/magazine/pdf/vista-wealth-management/the-stability-of-bonds?type=print
are like all the others in that their values change

6/10

when interest rates change. If you sell the fund after
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rates have increased, you could incur a loss. Mutual
funds, though, have an advantage over a portfolio of
individual bonds, which is that they have bonds
maturing every month, perhaps every week. As the
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bonds mature, the proceeds are quickly reinvested at
the current interest rate. This means that the yield of
a bond mutual fund will usually react more quickly
than a portfolio of individual bonds as interest rates
change.
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Relative Bonds
Bonds have two sources of positive
returns: interest payments and price
appreciation (when interest rates drop).

By far, the most important return source is interest
payments. As the chart shows, when looking at the
most common bond benchmark, the Barclays U.S.
Bond Aggregate, 95% of bond returns since 1987
have been from interest payments and only 5% of
returns have come from appreciation. That period
included both rising and falling interest rates. And
even in the last 10 years, which included some
drastic reductions in interest rates due to the financial
crisis, over 90% of bond returns were from interest
received rather than gains generated by falling
interest rates. Taking a long-term perspective, the
main attribute of this asset class is the consistent
payouts of interest that drive performance and make
it more obvious why the stability of bonds should be
included in most portfolios.
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When we buy stocks we’re looking for appreciation,
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while when we buy bonds we’re looking for stability.
Too much in stocks generally leads to too much
volatility in a portfolio and too much in bonds can lead
to inadequate growth. The proper mix in a portfolio is
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important because most people need a mixture of
both. This is the reason that we tend to frequently
revisit your planning and investment allocations. By
keeping our continuous dialogue about your financial
plans we can determine and fine tune what your
portfolio should look like in order to help achieve your
financial goals.
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Thanks
We hope this this sheds a little more light on our thinking
about bonds and how they fit into our portfolios.
Thank you for the trust you’ve placed in Vista, and we
look forward to hearing from you.

Your Vista Wealth Management Team
Important Disclosure Information
Please remember that past performance may not be indicative of future results.
Different types of investments involve varying degrees of risk, and there can be
no assurance that the future performance of any specific investment,
investment strategy, or product (including the investments and/or investment
strategies recommended or undertaken by Vista Wealth Management Group,
LLC (“Vista”), or any non-investment related content, made reference to directly
or indirectly in this commentary will be profitable, equal any corresponding
indicated historical performance level(s), be suitable for your portfolio or
individual situation, or prove successful. Due to various factors, including
changing market conditions and/or applicable laws, the content may no longer
be reflective of current opinions or positions. Moreover, you should not assume
that any discussion or information contained in this commentary serves as the
receipt of, or as a substitute for, personalized investment advice from Vista.
Please remember to contact Vista, in writing, if there are any changes in your
personal/financial situation or investment objectives for the purpose of
reviewing/evaluating/revising our previous recommendations and/or services,
or if you would like to impose, add, or to modify any reasonable restrictions to
our investment advisory services. Please also advise us if you have not been
receiving monthly statements from the account custodian. Vista is neither a law
firm nor a certified public accounting firm and no portion of the commentary
content should be construed as legal or accounting advice. A copy of Vista’s
current written disclosure Brochure discussing our advisory services and fees
continues to remain available upon request.
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