
 

June 17, 2008 – The Perils of Bond Investing  
 
 

First glance of the chart below, one might ask, ‚What investment is that in green and how can I get a 

significant percentage of my net worth in it? The answer might surprise you. The chart shows the 

S&P500 in red and the Shearson Long-term US Treasury Bond Index in Green. Yes, long-term 

government bonds have outperformed the S&P 500 over almost the last 20 years! And, oh by-the-way, 

it has achieved those results with about one-third the volatility of the S&P 500. 
 

 
 

Modern Portfolio Theory (passive buy & hold) allocates a % of assets to stocks and bonds. A typical 

moderate portfolio would be 60% stocks and 40% bonds. The theory is, bonds are not highly correlated 

with stocks so when stocks go down bonds go up. This keeps the portfolio growing at a moderate rate 

and limiting downside risk. The strategy became popular in the 1980’s and ‘90’s when both stocks and 

bonds were in structural uptrends as seen in the chart. Herein lies the dilemma for investors today. 
 

From 1980 to 2003, the Fed funds rate went from 20% to 1%. This is a perfect environment to be a bond 

investor. Interest rates and bonds are inversely (opposite) correlated so as the interest rates trended 

down for 23 years, the value of the underlying bonds trended up! This is a fairly complicated concept 

but what investors need to understand is, when interest RATES go down, the underlying value of the 

bond goes up. Therefore, the net return to a bond holder can be the almost 9% shown in the chart. 
 

The dilemma then, is what happens when interest rates start trending back up? The value of the bonds 

go down and investors can lose money. On the chart, point A shows a stretch from the end of 1998 

through 1999 when interest rates went up. Long-term treasuries lost about 12% over 15 months.  
 

Today interest rates are at historically low levels. They just can’t go much lower. If rates go up, bonds 

go down and they no longer provide the portfolio diversification they did when Modern Portfolio 

Theory became popular.  If stocks have entered a secular bear (down trending) market and bonds also 

lose value, buy and hold investors may be in for some sleepless nights. 
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