
Don’t  be caught  by surpr ise :   Interest  rate changes  and your port fo l io  

We are in the home stretch of an unprecedented bull 

market in bonds that has lasted three decades and inves-

tors have enjoyed the boost in bond prices as US Treas-

ury 10-year interest rates have fallen from 14% in 1981 to 

below 2%, reaching all-time lows.  It is important to be 

cognizant of the effect fluctuations in interest rates can 

have on the bond market.  A seemingly small move up or 

down in rates can have a dramatic impact on prices.  In-

vestors holding bonds with high coupon rates have reaped 

the benefits as the current rates have dropped.  This is a 

double edged sword and as interest rates increase, inves-

tors holding bonds with lower rates will see the value 

drop.  Consider the example below of an investor holding 

a US Treasury 10-year bond with a 3% yield.  If rates 

went up to 4% or 5%, you can see how quickly the value 

drops. 

 

The majority of investment firms are continuing to squeeze what they 

can out of the bond market before what has been termed the “great 

rotation” out of bonds and into stocks.  The debate among investment 

professionals is not centered around “if” rates will begin to rise, but 

rather “when” the rise will begin.  The Federal Reserve indicated during 

Ben Bernanke’s speech on November 20 that it expects to keep inter-

est rates low in the short to intermediate term.   

 

Many risk averse investors have become complacent in their bond portfolios while focusing solely on the promised interest rate.  

However, expanding on our example above, dramatic effects on bond prices as a result of a small increase in interest rates can 

result in unanticipated downside risk on total return.  As 

an example, we can take a look at the table to the right 

and see the rate increase from 10.39% in 1979 to 12.84% 

in 1980.  Bond prices dropped almost 16%, resulting in a 

negative return despite the healthy coupon payments.  A 

negative 3% return while having a coupon over 12% is a 

major impact.  A possibility that needs to be considered is 

the effect on total return to investors on similar interest 

rate increases when their coupon is only 2%. 
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US Treasury 10‐Year Rate

Year 
US 10Yr  
Interest Income 

Contribution of Price 
Change on Returns 

US 10Yr:  
Total Return 

1979 10.39% -9.72% 0.67% 

1980 12.84% -15.83% -2.99% 

1981 13.72% -5.52% 8.20% 

*Source data:  Federal Reserve Economic Data (FRED) 

Face  
Value Years 

Coupon 
Rate 

Market 
Rate 

Current 
Price 

 $    1,000  10 3% 3%  $     1,000  

 $    1,000  10 3% 4%  $        918  

 $    1,000  10 3% 5%  $        844  

% Price 
Loss 

0% 

-8.2% 

-15.6% 

There is no guarantee that interest rates will change in the future.  Fixed income markets can be volatile and investors may lose money. 
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The chart below displays three data points we can use to demonstrate the relationship between increasing interest rates and de-

creasing bond prices.  The red line is the annual interest rate over time.  The grey line represents the total return and the shaded 

line represents the contribution bond price changes had on total return. 

During the long upward rate cycle, the associated price change in bonds created substantial drag on bond returns to the point 

where returns were routinely lower than the rate of inflation.  After the peak, we consistently see how current bond holdings en-

joyed healthy price increases as rates declined.  At some point in the intermediate term, we expect the trend to mimic the upward 

interest rate cycle and we will see the corresponding adverse effect on bonds prices as a result.   

*Source data:  Federal Reserve Economic Data (FRED) 
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Securities offered through Purshe Kaplan Sterling Investments, member FINRA/SIPC, Headquartered at 18 Corporate Woods Blvd, Albany, NY, 

12211.   

NOT FDIC INSURED. NOT BANK GUARANTEED. MAY LOSE VALUE, INCLUDING LOSS OF PRINCIPAL. NOT INSURED BY ANY STATE OR 
FEDERAL AGENCY.  

All investments contain risk and may lose value.  There is no guarantee that these investment strategies will work under all market conditions, and each investor 

should evaluate their ability to invest for the long term, especially during periods of downturn in the market.  Shoreline Financial Advisors makes candid statements 

and observations regarding economic conditions and current and historical market conditions.  However, there is no guarantee that these statements, opinions or 

forecasts will prove to be correct.  The chart in this material is used to illustrate specific points.  No chart, formula or other device can, by itself, guide an investor 

as to what securities should be bought or sold or when to buy or sell them.  Although the facts in this material have been obtained from and are based on sources 

we believe to be reliable, we do not guarantee their accuracy, and such information is subject to change without notice. 

Rising rates led to considerably more 

downward pressure on  returns 

The downward rate environment has 

significantly bolstered returns 

http://www.sfadvisors.com/�
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