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What about bonds? 
 
Investors have turned more cautious during the past two months. As a result, the bond market has 
rallied and the stock market has weakened. Earlier this spring, many investors worried that bond prices 
could drop sharply when the Fed ended its quantitative easing program this month. However, bonds have 
rallied instead. That’s because the economy is cooling off and commodity prices have decreased slightly. 
On a short-term basis, the bond market could rally further, especially if commodity prices continue to 
decline. But long-term investors may want to use the current rally in bonds to reduce positions in order to 
prepare for rising interest rates once the economy strengthens again. 
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History shows that bond yields are cyclical. When 
the economy is getting weak and inflation is 
subsiding, investors seek lower risk assets and buy 
bonds, driving prices higher and yields lower. 
Conversely, when the economy is getting stronger 
and inflation is rising, investors are willing to take 
more risk elsewhere and buy fewer bonds, driving 
yields higher. In other words, when investors are 
confident about the economy, they tend to favor 
stocks over bonds. When investors are risk averse, 
they prefer the perceived lower risk of bonds over 
the risk of stocks. During the past two months, 
many investors have sought the relatively lower 
risk of bonds, even though other bearish factors 
like the growing debt and the deficit and the 
ending of Fed purchases of government securities 
might argue for higher yields rather than lower 
yields.  
 
In this mixed fundamental environment, our fixed-
income strategy team has been anticipating that 
the 10-year Treasury note could trade within a 
range of 3.0% to 4.0% this year with a year-end 
target of 3.5%. The recent rally in bonds has 
pushed the 10-year note yield to the low end of 
their range, dipping slightly below 3.0% last week. 
This shows that the end of the Fed’s purchases of 
$600 billion of Treasury securities may not 
necessarily drive bond prices lower if other 
investors want to buy bonds at the same time that 
the Fed stops its purchases. This increased 
demand for bonds is happening because investors 
are turning more risk averse, causing bond yields 
to decline in other countries, not just the United 
States, as economic growth cools off. 
 

When investors and analysts are trying to 
determine if a country has trouble financing its 
debt, they can compare one country’s interest 
rates to another. For example, in Europe, Greek 
bond yields have increased relative to German 
bond yields. Investors are worried that the Greek 
government may have to restructure its debt so 
potential buyers are demanding a high risk 
premium over the much safer German government 
bonds. Thus, comparing one country’s bond yields 
to German bond yields is an important measure of 
investor willingness to buy the debt of the two 
countries. During the past two months, German 
government bond yields have declined as a flight 
to safety and concerns about slower economic 
growth in Europe has bid up German bond prices, 
pushing German government bond yields lower. 
This has allowed U.S. bond yields to decline at the 
same time. 
 
Many investors have been worried that the United 
States could face a debt problem like Greece if 
U.S. policymakers do not get the deficit under 
control. However, the spread between U.S. and 
German yields suggest this concern about the U.S. 
deficit is not a major problem at this time. This can 
be seen in the very small difference between U.S. 
government bond yields and German government 
bond yields. If investors were really concerned 
about the U.S. government debt and the debt 
ceiling, U.S. government bond yields would be 
substantially higher than German government 
bond yields. Fortunately, that has not happened. 
In fact, as German government bond yields have 
declined this spring, the “floor” below U.S.  
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government bond yields, as represented by 
German bond yields, has declined. This has 
allowed U.S. government bond yields to decrease, 
despite the other negative fundamentals that 
drove yields higher earlier this year. Looking 
ahead, the key to the bond market in the short-run 
will probably be commodity prices. Last week, 
OPEC failed to reach an agreement to increase 
output as proposed by Saudi Arabia. Nevertheless, 
after the meeting, Saudi Arabia suggested that it 
was prepared to supply all the oil the market needs 
at this time. In addition, if the conflict in Libya 
ends relatively soon, that country could increase 
output again, potentially pushing oil prices lower. 
This could reduce investor concerns about inflation 
and could boost bond prices further. 
 
Of course, a further decline in oil prices would be 
good for the U.S. economy. Therefore, at some 
point, investors might think that stocks are also a 
good value, especially since stocks have been 
declining during the past few weeks while bonds 
have been rallying.   

Finally, last week Fed Chairman Bernanke said that 
the U.S. economic recovery was still underway 
although activity has slowed. Consequently, he 
suggested that the Fed did not need to undertake 
another round of quantitative easing or QE3. This 
statement appears to have boosted the dollar, 
indirectly helping lift U.S. government bond prices 
too.  
 
In summary, bonds have done better than many 
investors anticipated during the past few months 
as the economy has cooled off and commodity 
prices have decreased. If oil prices continue lower, 
bonds could rally further. However, at some point, 
investors may recognize that lower oil prices would 
be good for the U.S. economy, and stock prices 
could benefit too. We continue to believe that the 
current rally in the bond market is a good 
opportunity for long-term investors to reduce 
exposure in bonds and prepare for rising interest 
rates once the U.S. economy strengthens again. 
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Important Information, Risk Factors and Disclaimers: 
 
 Past performance is not a guarantee of future results. 
 Investing in fixed income securities involves certain risks such as market risk if sold prior to maturity 

and credit risk, especially if investing in high yield bonds, which have lower ratings and are subject to 
greater volatility.  All fixed income investments may be worth less than the original cost upon 
redemption or maturity.  Bond prices fluctuate inversely to changes in interest-rates.  Therefore, a 
general rise in interest rates can result in the decline of the value of your investment.   

 Although Treasuries are considered free from credit risk they are subject to other types of risks.  
These risks include interest rate risk, which may cause the underlying value of the bond to fluctuate. 

 
 
 
 


