State of Fixed Income
Will Bonds Continue Fulfilling their Dual Role?
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An allocation to fixed income has traditionally been present in all but the most aggressive of portfolios, with conservative
portfolios often being 100% fixed income. Certainly, many portfolios have benefited from their allocation to bonds over the last
35 years. But the wise investor should look forward, not backward, to determine if bonds will be able to deliver the dual role
they have typically served.
But to look forward, we must examine the state of bonds today.

High Demand for Bonds
Yields have languished at historic lows and are slowly beginning to rise, but the demand for bonds has remained quite high
ever since the credit crisis of 2007-08.
And why wouldn’t the demand be high when the following drove investors to bonds:
•
•
•
•

Investors’ fears of equity markets in the 9+ year bull market
Non-U.S. central banks maintained a healthy cushion of current account reserves
Open market operations by the Federal Reserve Bank (i.e., “quantitative easing”)
A very accommodative monetary policy

As demand for bonds has soared, the yield plummeted. As every student of finance knows, the yield on bonds is inversely
related to its price. While the Fed eventually started a policy of tighter monetary conditions, the overhang from a nearly a decade
of loose monetary policy still haunts the market.
This has left bond investors with an unattractive set of options:
1. If rates stay low, bonds are unlikely to generate enough income to meet their spending needs.
2. If rates increase, current bond holdings are susceptible to losses in value.

The Income Challenge
Historically, investors averaged 6.25% from Treasury bonds over the last 40 years. With rates roughly a third of that since the
Financial Crisis, many investors were forced to reach for yield in riskier assets.
Think about it…at a 6.25% yield, a million-dollar position in ten-year Treasuries would produce $62,500 per year, or $625,000
over a decade. Alternatively, a 2.50% yield would produce only $25,000 per year. That’s roughly the definition of poverty-level
income for a family of four 1….and that’s on a million-dollar portfolio.
So investors should welcome an increase in rates, right? With an increase in rates, a decrease in value follows threatening the
capital preservation role of bonds.

The Capital Preservation Challenge
Bonds have historically been able to provide not only capital appreciation but also capital preservation. Over the last 35 years
(Jul 1983 – Jun 2018) the investment grade bonds of the Barclays U.S. Aggregate Index have averaged an annual rate of
7.03%. The graph below shows why.

1

https://www.uscis.gov/sites/default/files/files/form/i-864p.pdf
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As inflation was tamed and interest rates descended from an eye-popping 15.8% in 1981, the value of high-yielding investmentgrade bonds increased dramatically. Today, with yields at 2.85% there is little upside remaining. In fact, many would argue
there is much more downside to bonds than upside.
With such a long, steady fixed-income bull market, it is easy to forget bonds can lose money, especially when interest rates
change. In 2018, the Barclays Aggregate Bond Index is down -1.62% through June 30th.

Duration Risk
The unfortunate reality is that the relationship between bond values and yields works in reverse: rising interest rates decreases
the values of bonds. Duration measures the sensitivity of a bond’s price to changes in interest rates. With a current duration of
5.29 (Morningstar category average: Intermediate Term Bonds, 6/30/2018), the typical bond fund is very susceptible to capital
losses should interest rates rise from their current 2.85% to the historical average over the last 40 years of 6.25%.
Those relying on bonds for downside protection or protection for their often irreplaceable capital might be in for a rude shock.

Rethinking Fixed Income
Previously bond holders were able to have their cake and eat it too. They received both income when yields were higher. Bonds
provided not only capital preservation when equity markets sold off, but capital appreciation when yields fell. With the current
state of bonds the way it is, investors must choose between yield or protection. They cannot have both.
This forces investors and advisors to rethink how they invest for income and manage market risk and what it means for their
long term financial plans going forward. Instead of relying solely on bonds, many may have to look to alternative funds or
strategies to fulfill the two roles bonds have done in the past.
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Important Notes and Disclosures:
Swan Global Investments, LLC is a SEC registered Investment Advisor that specializes in managing money using the proprietary
Defined Risk Strategy (“DRS”). SEC registration does not denote any special training or qualification conferred by the SEC. Swan
offers and manages the DRS for investors including individuals, institutions and other investment advisor firms. Any historical
numbers, awards and recognitions presented are based on the performance of a (GIPS®) composite, Swan’s DRS Select
Composite, which includes non-qualified discretionary accounts invested in since inception, July 1997, and are net of fees and
expenses. Swan claims compliance with the Global Investment Performance Standards (GIPS®).
All Swan products utilize the Defined Risk Strategy ("DRS"), but may vary by asset class, regulatory offering type, etc.
Accordingly, all Swan DRS product offerings will have different performance results due to offering differences and comparing
results among the Swan products and composites may be of limited use. All data used herein; including the statistical
information, verification and performance reports are available upon request. The S&P 500 Index is a market cap weighted
index of 500 widely held stocks often used as a proxy for the overall U.S. equity market. Indexes are unmanaged and have no
fees or expenses. An investment cannot be made directly in an index. Swan’s investments may consist of securities which vary
significantly from those in the benchmark indexes listed above and performance calculation methods may not be entirely
comparable. Accordingly, comparing results shown to those of such indexes may be of limited use. The adviser’s dependence
on its DRS process and judgments about the attractiveness, value and potential appreciation of particular ETFs and options in
which the adviser invests or writes may prove to be incorrect and may not produce the desired results. There is no guarantee
any investment or the DRS will meet its objectives. All investments involve the risk of potential investment losses as well as the
potential for investment gains. Prior performance is not a guarantee of future results and there can be no assurance, and
investors should not assume, that future performance will be comparable to past performance. All investment strategies have
the potential for profit or loss. Further information is available upon request by contacting the company directly at 970-3828901 or www.swanglobalinvestments.com. 328-SGI-080818

Swan Global Investments | 970-382-8901 | swanglobalinvestments.com

