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With Yields this Low, the Risk to Bondholders is High

H

ow would you feel
if your equity portfolio declined in value by
a third over the next 16
months?

I also had a front row seat for Black Monday on
October 19, 1987, when the stock market dropped
22% in one day—the largest single price decline in
U.S. history. So three out of my four bear markets
have been doozies.

Why do we ask? That’s
what an average stock
bear market looks like
from peak to trough.
Since the end of World
War II, there have been
11 bear markets, where
the stock market declines
by 20% from its peak
value. They occur about once every five years, and
then, on average, it takes another two years for the
market to regain its previous high and begin moving
upward again.

But while stocks appeared to be going to zero
from time to time, a funny thing happened along
the way. They actually recovered and reached new
highs. From the closing level of about 211 on the
last day of 1985, the S&P 500 closed at about 2,044
on the last day of 2015—almost a 10x increase in
price, or an 869% gain, which is equivalent to a
compounded growth rate of just under 8%
(excluding dividends).

Increase in the S&P 500 Price Since 1985
2,500%

Over the course of an average 40-year working
career, a person can expect to experience about eight
bear markets. Over the course of an average 30-year
retirement, a person can expect to experience
another six.
My Wall Street career began on Monday, July 8,
1985 at Kidder, Peabody & Co., Inc. on the 9th floor
of 20 Exchange Place in New York. Ronald Reagan
was President, and the S&P 500 closed at 191.93
on that day. At the end of 1985, the S&P closed at
about 211.
So far, I have only experienced four bear markets
in my career, but the last two also happened to be
the two most severe since the end of WWII. From
March 24, 2000 to October 9, 2002, the S&P 500
declined by 49%. And then from October 9, 2007 to
March 9, 2009, the S&P 500 declined by 57%—the
largest drop since the Great Depression.
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But now, let’s turn the tables a bit. How would you
feel if your bond portfolio declined in value by a third
over the next 16 months? And just to be sporting,
Please see YIELDS page 3
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The 5 Iron Rules of Investing

T

he second quarter public
company earnings season
is now upon us. And the Q1
earnings news was not cheery.
Consider:

Over time, stock prices are
inextricably linked to the
earnings and dividends they
generate for their owners,
though not at all precisely.
They fluctuate.

♦ The Q1 2016 drop in earnings

marked four consecutive
quarters of year-over-year
declines in earnings. The last
time this happened: Q4 2008
to Q3 2009.
♦ The Q1 revenue results were similarly gloomy,

with revenue dropping for the fifth quarter in
a row.
Assuming the recent trend in soft earnings continues,
the catastrophists will come out in force and the
financial media will have a heyday.
Look for more headlines along the lines of “Earnings
Skid Worst Since Financial Crisis” and “A Year Later,
Record Eludes S&P 500.”
Then will begin the quest to explain why the S&P
500 hasn’t been able to breach its record closing
high of 2,130.82, reached on May 21, 2015.
Some of the usual suspects that will be dragged in
for questioning by the financial media will include:
valuations (high), corporate earnings (poor), stock
buyback authorizations (low), mutual fund redemptions (high). In short, look for the ritual rending of
garments and gnashing of teeth.
So what do we make of all this? Nothing.

Blog
Keating Wealth Management’s blog is a
forum for thoughts, insights and commentary about intelligent investing. Topics
covered include: the stock market, behavior, financial
planning, investment advisory, historical returns,
asset allocation, volatility and risk, financial history,
bear markets, and Wall Street. Visit the blog:
www.keatingwealth.com/blog/
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The stock market historically
has advanced over time,
though not in a straight line.
As the table below illustrates, the stock market is up
on only 53% of individual days. But if one lengthens
one’s perspective to look at months and years, the
frequency of positive returns rises to 59% and 67%,
respectively.

Frequency of S&P 500 Index
Positive Returns Since 1926
(Price change only; excluding dividends)

67%

Annual

59%

Monthly

53%
Daily

Source: J.P. Morgan Asset Management

Conclusion: The volatile and asymmetric returns
experienced over days and weeks are smoother over
the course of months and years.
Do you think that the earnings and dividends of
the 500 leading companies of the United States will
be higher five or 10 years from now than they are
today? If so, you can also reasonably expect more
record highs for stock indices along the way.
At times like this, it is especially helpful to step back
and add some perspective to think about what really
matters for the typical investor with a multi-decade
time horizon.
In fact, a sound investment plan has nothing to do
with current events but is instead grounded in a
handful of timeless, bedrock principles, which we
think of as the five iron rules of investing.
Please see IRON page 3
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1. Diversification. Since large company stocks have
historically generated an average return (before
inflation) of 10% annually, the goal of every
equity investor should be to earn as close to the
market return as possible. And the equity market
return can be achieved, simply, by owning broadly
diversified equity index funds, which lets an investor own a little bit of every one of the leading
companies in the world. This is also a bet on the
humility of not trying to outperform the market,
which history has shown to be a valuable trait.
2. Costs. Over the past 10 years, over 80% of actively
managed U.S. stock funds have underperformed
a low-cost equity index fund. One way to look at
this is that investors in actively managed funds
get excess fees instead of excess performance.
But investors can tilt their odds of getting better
returns in their favor by simply lowering costs.
3. Volatility. The stock market has historically
offered stellar long-term returns—two to three
times higher than those of bonds (after adjusting
for inflation). And the reason why stocks offer
superior long-term returns is precisely because it
is impossible to forecast what they will do in the
short run. The price of admission to earn these
high long-term returns is volatility—the market’s
often times gut-wrenching gyrations in reaction
to whatever happens to be the apocalypse of the
day along with a ceaseless torrent of unpredict-

able outcomes. An investor who is able to ride
out the rough spots doesn’t actually pay this bill,
though it is a very real mental tax. And not everyone is willing to pay this price, which is why there
is an opportunity for those who are willing to do
so. The bumpy ride is the reason for the return.
4. Time. The average annual gains associated with
longer time horizons overshadow the average
annual losses in one-year holding periods. This
is why strategies that invest over a market cycle,
such as dollar cost averaging and dividend reinvestment, are powerful. An investor’s sensitivity
to market volatility is largely determined by his
investment time horizon; and the equity markets
have rewarded those who have stayed invested
over longer periods of time. Time, patience and
endurance pay off.
5. Behavior. The biggest risk investors face isn’t a
recession, a bear market, the actions of the Federal
Reserve, the results of an election or geopolitical
events. Instead, it is their own emotions, their
reactions to these emotions, and the destructive
behaviors they can cause. One of the iron rules of
investing is to avoid behavioral errors. But investors
are humans, and they’re going to make predictable
mistakes like selling out at the bottom. That’s where
a wise investment counselor can help most investors
avoid emotionally-driven behavior that can have
adverse consequences for their long-term goals.
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we’ll completely ignore the credit, or spread, risk
associated with corporate bonds—either of the
investment grade or junk variety. Instead, we’ll limit
our discussion to Treasury bonds—backed by the full
faith and credit of the United States government.
A decline of one-third in the value of Treasury
bonds? Can’t happen, you might think. Think again.

The duration of a bond is a measure of when an
investor gets his money back. Longer-term bonds
have higher duration—as do bonds with lower
coupon payments, because low coupons means
more waiting. And duration implies risk: A rule of
thumb is that a one percentage-point change in
interest rates implies a change in the bond’s price
equal to the duration.
Please see RISK page 4
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Case in point from The Wall Street Journal, May 17,
2016:
“The duration of U.S. government bonds, reflecting
their sensitivity to rising interest rates, hit its highest
level last week in 15 years at 6.29, according to
Barclays PLC data. That means a bond portfolio
tracking Barclays’ U.S. Treasury Index would sink by
6.29% in value in response to a one-percentagepoint increase in yields—a large decline at a time
when an investor’s annual payout on the 10-year
Treasury note is just 1.745%.”
Modified duration is a measure of interest rate
sensitivity. It measures the approximate price return
given any yield move (yield move x modified duration
as a negative number = price return).
As of June 2, the most recently auctioned 10-year
Treasury due May 15, 2026 had a coupon of 1.625%
and a yield to maturity of 1.804% (and a duration
of about 9.2). The table below shows the impact of
a two percentage-point increase in rates: a price
decline of 17%.

U.S. 10-year
Coupon: 1.625%
Yield: 1.804%
New yield: 3.804%
Price: 98.975
New price: 82.087
Due: May 15, 2026

There is an excellent government bond duration
calculator available on The Wall Street Journal website
that allows a user to interactively change interest rates
to calculate the change in price of various government
bonds from different countries: http://graphics.wsj.com/
government-bond-duration-calculator/.

5251 DTC Parkway, Suite 200
Greenwood Village, CO 80111

With a coupon of 2.5% and a yield to maturity of
2.63%, a two percentage-point increase in interest
rates would cause the price of the 30-year U.S. Treasury
bond to decline by a third.
It’s also interesting to see what would happen to
holders of Japan’s 40-year bonds (current yield of
0.35%) or France’s 50-year bonds (current yield of
1.85%) with a two percentage-point increase in
rates. In such a scenario, those bonds will lose 40%
of their value. Of course, these bondholders always
have the alternative of waiting 40 or 50 years to get
a return of their original investment.
So what do we conclude from all this? Here are
three key takeaways:
1. Over time, equities—not bonds—have been
the best way to preserve and grow purchasing
power. Since 1926, equities have delivered a
7% real return for large-company stocks and
a 9% real return for small-company stocks,
double and triple the 3% real return for bonds.
2. Equities are more volatile than bonds, which
explains their higher returns. But we don’t
equate equity volatility with risk. Volatility is
just a short-term disturbance, but the longterm returns from equities are enduring. The
bumpy ride is the reason for the return. You
own equities because they go down temporarily
and historically have gone up permanently.
3. Volatility is the norm in the equity market.
Since the end of World War II, intra-year
declines have averaged 14%, and temporary
declines of 15% to 20% occur, on average,
about one year in three. Roughly one year out
of five has seen a bear market—a decline of
20% or more. Nonetheless, the equity market
is now more than 70 times higher than it was
in 1946, and dividends have increased by a
factor of 40.
Sources: Standard & Poor’s and The Wall Street Journal.
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Keating Wealth Management, LLC is a registered investment adviser. Information presented is for educational purposes only and does not intend to make an offer or solicitation for the sale or purchase of any specific
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