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Summary  
 
Rising bond yields this spring and summer coincident with indications from Federal Reserve 
officials that the Fed might soon begin to taper its QE bond buying program caused investors to 
extrapolate Treasury yields to levels that would produce big losses in bond portfolios. While we 
believe higher yields are coming, we expect the increases to be gradual and relatively modest, 
which may be the message the Fed was trying to impart with its decision not to taper at this time. 
Bonds should remain a key holding in balanced portfolios.  
 

Recent interest rate rise in historical context   
 
Long-term interest rates have backed up roughly 125 basis points in the past four months, albeit 
from levels not far off historical lows. While history suggests that rates can stay low for a long 
time following financial crises, the Federal Reserve’s use of extraordinary and unconventional 
monetary accommodation pushed yields to 60-year lows last year – which makes identifying 
“normal” yields all the more difficult. In other words, wherever bond yields ought to be on a 
fundamental basis, the tapering and unwinding of Quantitative Easing yet to be begun stand to 
give them an additional upward boost. The chart below shows that the recent rise in yields has 
been matched or exceeded a number of times since 1981, with all of the previous rises taking 
place within the context of a 30-year secular drop in rates. 
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Issues in recent rate rise  
 

 Economic fundamentals: The Federal Reserve’s forecasts for the U.S. economy in 
2013-15 are for a ramping up of GDP growth from the subdued 2.2% pace averaged since 
the end of the great recession in June 2009 to 2.0%-2.3% in 2013 and 3.0%-3.5% in both 
2014 and 2015. Private forecasts, while generally more subdued – and more accurate 
lately – also call for a revival of economic growth in 2014 (2.7%) and 2015 (3%), after a 
decidedly slower 2013 (1.6%). Of course, at virtually every update point over the current 
cycle (including the forecasts released on September 18) the Fed’s forecasts have been 
reduced, and we expect that will probably continue to be the case so long as employment 
growth creaks along at an anemic rate and balance sheet repair remains a priority for 
consumers and businesses alike. 
 

 Inflation: The consumer price index has risen at a 1.5% rate over the 12 months ended 
August, well under the Fed’s 2% target rate (not to mention the 2.5% inflation the Fed is 
prepared to tolerate for a while before sounding an inflation alarm). The core CPI, the 
headline rate less changes in energy and food prices, has increased 1.8% over the past 
year. While the Fed’s preferred inflation measure, the core PCE deflator, is likely to rise 
from the near-record low 1.2% rate seen in the 12 months to August 2013, we do not see 
inflation as a legitimate risk to Fed policy any time soon. 
 

 Europe: Europe has recently emerged from its long, double-dip recession, although the 
robustness of economic recovery remains in doubt, as weak recent industrial production 
numbers attest. The European Central Bank has taken a more cautious approach than the 
U.S. or Japan with respect to providing monetary accommodation, with less robust 
economic improvement the result so far – although President Mario Draghi has 
committed the ECB to doing “whatever it takes” to support the euro. The economic status 
of peripheral Europe remains problematic, but yield spreads that are narrower by 300-400 
basis points than at their widest in (2011-12 )ought to make for an easier recovery. 
 

 Japan: Japan’s second-quarter GDP was revised higher, pushing growth in the first half 
of calendar 2013 to over 3%, a three-year high. The Bank of Japan is engaged in a 
massive experiment in quantitative easing, on a scale two to three times the rate of the 
Fed’s bond buying. Ten-year government bond yields in Japan have risen almost 50 basis 
points off their April lows (from 0.44% to 0.92%), but they have since retraced about 
40% of that rise, settling back at 0.73% midway through September. Interesting enough, 
Japan’s recent rate history suggests that Quantitative Easing cannot always and 
everywhere be considered a depressant (or a booster) of interest rates irrespective of 
fundamental growth and inflation considerations. 

 
 China and other emerging markets: The Chinese economy increased around 7.5% in 

the 12 months through June, down from the near double-digit growth rates of 2009-10 
but a leveling off in the slowdown of 2011-12. If the latest indicators are to be believed – 
and they do have enough of a Madoff-like precision to them to think otherwise – China 
appears to have pulled off its hoped-for “soft landing.” Elsewhere in emerging Asian 
markets, growth has also come up short of expectations: in India, for example, GDP 
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increased a sluggish (for India) 4.4% relative to year-earlier levels, and while government 
economists expect better in the second half, the recent raising of interest rates to support 
the rupee will make faster growth a more daunting objective. Russian GDP growth 
forecasts have been halved this year after second-quarter output declined; on a year-over-
year basis, output growth was close to stalling out in the April-June period. Brazil 
appears to be the anomaly, surprising on the upside in the second quarter; still, growth is 
projected to be only moderately better over the next two years than the 2%-2.5% now 
estimated for 2013. 
 

 Quantitative Easing: The Federal Reserve’s policy of purchasing Treasury and 
mortgage-backed bonds has expanded the Fed’s balance sheet from under $800 billion 
before the financial crisis of 2008-09 to a total approaching $3.7 trillion currently. This 
so-called quantitative easing has been the Fed’s answer to keeping interest rates low 
when the federal funds rate is already essentially at the zero bound. Estimates vary on 
how much the Fed’s QE program has actually reduced bond yields and how much it has 
affected the real economy and inflation. Wright tends to believe that QE’s effects in all 
three arenas have been more modest than its supporters or its critics maintain, less 
certainly than its impact on stock prices. This may be why there is growing sentiment at 
the Fed for beginning the process of ending the large scale asset purchase program and 
allowing the economy to stand on its own. Research published last month by the San 
Francisco Federal Reserve Bank concluded that “interest rate forward guidance probably 
has greater effects than signals about the amount of assets purchased.” With its 
September decision to stand pat on QE at $85 billion a month, the Fed has missed an 
opportunity to begin weaning the economy from this artificial support. The decision is 
only a postponement of the inevitable. 
 

Where do rates and yields go from here? 
 
Widely viewed not too many months ago as the “risk-off” trade, bonds have demonstrated that they 
are in fact not without risk. The volatility in bonds since April has been due in part to expectations that 
the U.S. economy is moving into a faster growth phase with rising inflation risks. Possibly as 
important has been the Federal Reserve’s program of buying Treasury and Mortgage bonds, i.e., 
Quantitative Easing. While the Fed failed to announce a start to its QE tapering at its mid-September 
policy meeting, it also tied the rate at which it will scale back bond purchases to economic statistics as  
 

 
 
opposed to the calendar timetable that Ben Bernanke seemed to be proposing this past spring. 
Fed officials have also taken pains to distinguish between tapering – which will probably start 
before the end of 2013 and finish over the following 12 months – and its forward guidance on 
when the Fed starts raising its federal funds rate target – which is probably years in the future. 

Probability
Direction of 

Interest Rates
10-Year Treasury 

Yield
Likely Economic 

Environment Jobless Rate
Monthly Increase 
In Employment Fed Monetary Policy Regime

10%-15% Lower 2.0%-2.75%
Renewed Economic 

Weakness & Low Inflation
7.5%-8.5%

Less Than 
100,000

More QE, Extended Interest 
Rate Guidance

25%-30% Stable 2.5%-3.25%
Modest Economic Growth & 

Moderate Inflation
7.0%-8.0%

100,000-
200,000

Gradual QE Taper, Low Fed 
Funds Rate Into 2016

55%-65% Higher 3.0%-4.0%
Stronger Economic Growth 

& Higher Inflation Rates
6.5%-7.5%

More Than 
200,000

Accelerated QE Tapering, 
Rate Hikes Start In 2015
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Wright’s probabilistic view of the course of the economy, prices and interest rates in 2013-15 is 
summarized in broad strokes in the table above and paragraphs below.  
 

 Recession/Sub-1% GDP Growth (Probability = 10%-15%): With QE tapering having 
been postponed, to the surprise of much of Wall Street, bond yields have reset lower and 
some further reversal in what has been a four-month uptrend in interest rates is possible. 
Bond yields do not figure to go appreciably lower except in the case of a serious fall-off in 
economic growth or in a full-fledged recession, although some “buy the rumor, sell the 
news” appreciation in bond prices is possible when the QE taper finally does arrive. Either 
way, one cannot rule out the lower-rates scenario, although Wright assigns it a limited 
probability on the order of 10%-15%. 
 

 

 
 More Muddle (P = 35%-40%): The U.S. business cycle expansion following the great 

recession of 2008-09, now into its fifth year, has been one of the least robust in history, 
certainly in the postwar era. So long as it continues, the deleveraging produced by the 
financial crisis has reduced risk taking by households and by businesses, with the result 
slower than normal economic growth. There have begun to be hints – in consumer credit, 
home prices and business capital expenditures – that this period of risk aversion may be 
coming to an end. At the same time, a case can be made that the rise in borrowing rates is 
beginning to reduce whatever economic momentum had been building through stronger 
housing, car sales and business capex. Under this scenario, the net of these factors and the 
growth constraints imposed by the nation’s shifting demographics should produce GDP 
growth similar to the anemic rates seen for the past four years – i.e., in the 2%-2.5% range.  
Further, real interest rates and inflation expectations – the elements of nominal interest 
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rates – are likely to remain in their current neighborhoods, which are still quite low by 
historical standards due to Federal Reserve policies designed to encourage borrowing and 
risk taking.  
 

 Moderate to Stronger Economic Growth With Higher Inflation (P = 45%-55%) The 
most likely scenario for bond yields over the next couple years is that rates will gradually 
move higher as the U.S. economy starts to move out of the economic doldrums that have 
passed for expansion the past four years. In other words, GDP growth is expected to 
move up from the 2.2% annual rate averaged since June 2009 to the 2.5%-3% range over 
the next 18 months. To the extent that this expectation proves to be correct, the Federal 
Reserve will become more inclined toward ending Quantitative Easing and starting to 
signal the end of the period of zero interest short-term rates. Pent-up demand – for 
household formations, for homes, for cars and other consumer durables and for business 
capex – should start to steepen the economy’s growth curve. Demographic challenges 
remain, of course, which is why the 1947-2000 rates of growth – roughly 7% per annum, 
equal parts real growth and inflation – are not remotely likely any time soon. Productivity 
and labor force growth, the building blocks of GDP growth, are increasing at rates way 
below their historical norms, limiting nominal GDP growth to roughly 3% over the past 
four quarters. As U.S. economic growth moves back up into the 4%-5% range, which 
Wright believes will be more gradual than the Fed’s central forecast of 4.3%-5.1% by 
2014, 10-year Treasury bond yields should follow with a lag. The lag arises out of the 
fact that Federal Reserve forecasts of economic growth have consistently been revised 
lower since at least 2007. 
 

Risks to bond portfolios in a rising rate environment 
 
On the assumption that U.S. economic activity steps up from the anemic 3% nominal growth rate 
seen over the past 12 months to a 4% rate of nominal GDP growth over the next 18 months, is it 
reasonable to expect a 4% 10-year Treasury bond yield over the same time frame? Probably not, 
in our view. The latest Federal Reserve expectations are that the fed funds rate, which the Fed 
controls, will get to 1% only by the end of 2015 and to 2% only by the end of 2016 (these are the 
median forecasts of the 17 FOMC policy makers). After the September FOMC meeting, Fed 
funds futures generally conform to the Fed’s rate expectations. The long-term spread between 
fed funds rates and 10-year Treasury yields is on the order of a 1 percentage point premium in 
Treasurys over fed funds. Spreads greater than 2.5%, such as exist today, have prevailed less 
than 20% of the time.  
 
Should economic growth surprise on the upside and should the Fed follow a quicker, more 
restrictive path to higher short-term interest rates, then 10-year Treasury yields will probably get 
to a more normal 4% level sooner than appears likely at this point. Following the Fed’s pass on 
the “taper” in September, the forward curve on active Treasurys indicates that a 4% 10-year T-
note will be reached in roughly 60 months. Forward curves are obviously not a foolproof 
predictor of future yields – one year ago, the 3% level on 10-year Treasurys was not priced into 
the forward curve until 2019 – but they do suggest what market expectations are at the moment 
and they have utility for that reason alone. 
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The table below details the returns that Treasury securities of various maturities would produce 
over one-, two- and three-year investment horizons under the following interest rate scenarios: 
 

 Scenario A: Yields decline to match their July 2012 lows. 
 Scenario B:  Yields remain stable. 
 Scenario C:  Yields rise by one percentage point. 
 Scenario D:  Yields rise by two percentage points. 

 
 

 
 
 
 
 

Scenario A:  Yields decline to July 2012 lows
3-Month 2-Year 5-Year 10-Year 30-Year

T-Bills2 T-Note T-Note4 T-Note4 T-Bond4

12-Month Horizon 0.0% 0.5% 5.2% 13.7% 31.7%
24-Month Horizon 0.0% 0.3% 2.8% 7.4% 16.2%

36-Month Horizon 0.0% 0.2%3
2.1% 5.4% 11.5%

Scenario B:  Yields are stable
3-Month 2-Year 5-Year 10-Year 30-Year

T-Bills2 T-Note T-Note4 T-Note4 T-Bond4

12-Month Horizon 0.0% 0.3% 1.5% 2.8% 3.8%
24-Month Horizon 0.0% 0.3% 1.5% 2.8% 3.8%

36-Month Horizon 0.0% 0.3%3
1.5% 2.8% 3.8%

Scenario C:  Yields rise 1 percentage point
3-Month 2-Year 5-Year 10-Year 30-Year

T-Bills2 T-Note T-Note4 T-Note4 T-Bond4

12-Month Horizon 0.4% -0.7% -2.3% -4.8% -11.7%
24-Month Horizon 0.2% 0.3% 0.1% -0.6% -3.8%

36-Month Horizon 0.1% 0.5%3
0.9% 0.8% -1.0%

Scenario D:  Yields rise 2 percentage points
3-Month 2-Year 5-Year 10-Year 30-Year

T-Bills2 T-Note T-Note4 T-Note4 T-Bond4

12-Month Horizon 0.8% -1.6% -5.9% -11.7% -24.1%
24-Month Horizon 0.4% 0.3% -1.3% -3.9% -10.4%

36-Month Horizon 0.3% 0.6%3
0.2% -1.1% -5.3%

Notes: 1: Annual Rates of Return at 9/20/13 under various interest rate scenarios assuming no
reinvestment of income; 2: Rolled over at pro rata interest rate every 3 months; 3: Rolled over on
pro rata basis after 2 years; 4: Buy and hold strategy.

Hypothetical Treasury Bond Returns
1
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Conclusions  
 
The Federal Reserve’s decision not to taper its bond buying program in September indicates to 
us that it lacks confidence in its forecasts of increasing economic growth and firming labor 
markets. Further, Fed officials are concerned about tightening financial conditions – read higher 
long-term interest rates – which are beginning to pose a threat to the recovery in housing. Until 
growth picks up, there is a genuine reduction in unemployment (and not merely falling labor 
participation), and inflation moves up into the Fed’s target zone, the “normalization” of interest 
rates will probably not get us anywhere near earlier notions of normal levels. Indeed, only three 
of the 17 Federal Reserve Board governors and bank presidents see the fed funds target rate 
getting above 3% over the next three years; most expect fed funds to be still at or below 2%, half 
the 4% longer run target. 
 
Fed Chairman Bernanke, lame duck though he might be, distanced the Fed from the 7% 
unemployment threshold that he earlier advanced as a marker for when he thought the Fed would 
end bond purchases. There is no “magic number” or any single labor market indicator that will 
guide the Fed’s policy on Quantitative Easing, Bernanke said. Incipient softening in housing, 
ongoing fiscal drag and lingering aftereffects of the financial crisis are reasons to think the U.S. 
is not about to return to normal economic performance or normal interest rates. In other words, 
while higher bond yields are more likely than not going forward, the big move up in rates 
experienced between April and September was not any indication of what comes next, in 
Wright’s opinion. 
 
 

Action steps to mitigate the effects of rising rates on bond portfolios 
 
Investors concerned about the interest rate outlook can hedge against rising interest rates by 
shortening the duration of bond holdings, which is the strategy Wright has been employing this 
year. One can also hedge one’s bond exposure with futures and other derivative instruments, 
such as inverse ETFs, at the possible opportunity cost of limiting returns in the event bond yields 
defy the odds and fall back to their lows (as did JGBs repeatedly did during the decades long 
deflation in Japan). Allocation to other, non-Treasury fixed-income categories – spread 
securities, bank loans, and foreign bonds – can often enhance bond returns even as Treasury 
yields are rising. A greater allocation to stocks and other asset classes can be another effective 
strategy for rising rate environments. 
 
 

Why own bonds? 
 
Bonds bring portfolio balancing characteristics that equities lack so that the combination of the 
two tend to produce better risk-adjusted returned than straight equities. Over the 1926-2012 
period studied in the 2013 Ibbotson SBBI Classic Yearbook, portfolios composed of both stocks 
and bonds typically had higher returns per unit of risk than the 100%-stock portfolio. With 
interest rates still low by historical standards, of course, bond returns stand to come up short of 



 
 

. 

 
 

their long-term average returns. By the same token, stock returns for the intermediate term at 
least are likely to be constrained by today’s slow growth and the low level of dividend yields. 
There is a kernel of truth to the claim that bonds have just ended a 30-year bull market. But 
earlier bull markets in bonds tended to end not with a bang but with a whimper. In other words, 
notwithstanding 2013’s swift move higher in interest rates, there is precedent for bond yields 
staying relatively low for quite a while. For this reason, while we recommend that investors keep 
their bond holdings on the shorter side, we also believe that bonds continue to merit an important 
role in balanced portfolios. 
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