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 Fear and Loathing in the Bond Market – Alternative Recommendations 

 

With the Federal Reserve on the path to higher 
interest rates, investing in bonds is increasingly 
risky since bonds lose market value as rates 
increase unless held to maturity.   

Slow Return to Neutral Rates  
The Fed Funds rate was slashed from 4.75% before 
the “Great Recession” to nearly 0% by the end of 
2008. It remained at that record low level until the 
Fed in December 2015 embarked on what is 
emerging as the slowest rate-hike cycle in its 100-
year history, with its target range for short-term 
borrowing costs now at a mere 1.5 percent to 1.75 
percent despite what many believe is a robust 
economy that is firing on all cylinders. With the 
current strong U.S. economy, many believe the 
Fed's stimulus of such low rates is no longer 
required and risks overheating the economy with 
inflation rising to above the Fed's 2% target.  

As of May 1, 2018, the Effective Federal Funds 
rate was 1.69%.  According to Number Nomics 
4/27/2018 a neutral rate today would be 3% - not 
1.69%. Over the past 30 years, the funds rate has 
averaged 1.0% higher than the inflation rate.  
Hence, with 2% inflation a "neutral" funds rate of 
3% would be reasonable. 

The Fed expects to raise the funds by 0.25% two 
or three times this year. It expects to further raise 
rates four times next year, which would raise the 
funds rate to about 3.0% Some economists have 
warned that the Fed may need to raise rates faster 
to prevent inflation from accelerating, now that 

unemployment is a low 3.9 percent and expected 
to fall further as consumer and business spending, 
along with expansionary fiscal policy (large tax 
cuts and record high deficits), fuel economic 
growth. So far there have been minimal wage 
increases which could reduce corporate profit 
margins. 

Trillions of Deficit Spending – Potential for 
Further Rate Increases Needed to Fund 
Total deficit spending will increase by $11.7 trillion 
over the next 10 years, including an additional 
$1.58 trillion because of the GOP tax law and the 
omnibus spending bill, according to the April 2018 
report by the Congressional Budget Office. Annual 
deficit spending will top an astounding $1 trillion 
by 2020. 

The CBO estimated that the tax law that went into 
effect in January would boost real economic 
growth in the short term to 3.3 percent before it 
dropped back down below 2 percent in 2020. The 
boost in economic activity would raise federal 
revenues by some $461 billion from 2018 to 2028. 
But revenue losses from the tax cuts would cost 
the government some $2.3 trillion over the same 
period, the CBO found, leaving roughly $1.9 trillion 
in increased deficits. 

Republicans brushed aside these estimates 
insisting that more rapid economic growth would 
cover the deficits projected. 

Though the Fed sets only short-term rates, 
movements in the federal funds rate are a 
benchmark for many other interest rates in the 
economy. Historically, most interest rates tend to 
move closely in line with the fed funds rate. 

In Addition: Fed's shrinking balance sheet  
Additional upward pressure on interest rates (and 
potential bond losses) could come from the Fed's 
shrinking balance sheet.  

Bankrate.com on 4/6/2018 reported: 
That sound you hear is the Federal Reserve 
backing up a multi-trillion-dollar dump truck. 



  

The Fed is six months into a long-term effort to 
substantially reduce its unprecedentedly huge 
balance sheet, bringing an end to nearly a decade 
of extraordinary action to prop up the U.S. 
economy after the worst financial collapse in 
generations. 

The central bank bought up Treasury bonds and 
mortgage-backed securities to push down long-
term interest rates as a tonic for the ailing 
economy. Now, the Fed is in the process of 
shrinking its $4.5 trillion in bond holdings - no 
central bank in the world has ever tried something 
so bold. 

The central bank wants to let bonds roll off from its 
huge portfolio to help return long-term rates to a 
more historically “normal” level.  (This means it 
must raise these additional funds in addition to 
financing the current huge deficit spending.) 

The article points out that selling off only $10 
billion a month so far has had little impact on 
interest rates, as demand for new U.S. Treasury 
debt remains strong. However, the Fed plans to 
increase sales to $50 billion a month. This could 
potentially result in rising mortgage rates, a further 
rise in Treasury yields needed to attract more 
buyers and lower economic growth without the 
Fed's stimulus. "Investors should brace 
themselves for choppier days of both big gains 
and big losses as financial markets digest the 
Fed’s bond-trimming." 

Overall Corporate Bonds Higher Duration Risk 
Source: Mesirow Financial - The duration of the 
average corporate bond has increased 
significantly with today's low rates as they seek to 
lock in the low rates for as long as possible. 
(Duration risk means if a bond has a duration of 
seven years, a 1% increase in interest rates would 
result in about a 7% loss of value - if other factors 
remain the same.) 

The duration of the US Corporate index was 
around 7.5 years as of 3/31/2018, longer than it’s 
ever been. Tight spreads and extended durations 
are a precarious combination during a period of 
rising rates.  

Worse: Long-dated Treasury bonds lost nearly 4% 
over the two-week sell-off in February 2018. This 
was certainly less than the swift drop-off in the 
equity market (many major indexes were down 
more than 10%), but hardly the portfolio stabilizer 
investors expect.     

See my white paper Evaluation of Bond Risks – 
Other than default risk -The complications of bond 

investing for a detailed discussion of not only 
interest rate risk but also the hidden markups and 
markdowns of bond traders that hurt the retail 
investor.  

Alternatives   
With the expectation of double-digit earnings 
growth for the rest of 2018, equities have the 
potential to offer additional growth for investors.  
My latest update: Stay Course or Build an Ark 
May 2018   

White Papers on Bond Alternatives  
Senior Secured Floating Rate Loans which can 
potentially benefit from increased interest rates.   

Time to Reduce Equity Risk? - Participate Yet 
Protect Alternatives  
A detailed discussion of alternatives for a 
“participation yet protect” strategy including the 
details on how to select indexed annuities that 
only participate in market gains but not market 
losses. Guarantees based on claims-paying ability of the 

insurance company. 

Money Markets or Bank Deposits – But with 
today’s low rates the “real” rate of return after 
inflation will probably be zero or worse. Of concern 
are the new rules I discuss in depth:  Money 
Market Fund Risks - Floating Values, Liquidity 
Fees and Gates 

This is an Example of the research we do on various 
market segments and how seriously we take 
investment recommendations with ongoing monitoring 
of both individual portfolios and overall specific 
recommendations. 

Managing Risk in a World of Uncertainty 

Invitation - Free Intro Meeting 

Get a Second Opinion to any Current Advisor 

No Cost or Obligation Sharing of our Ideas  

We offer a “Portfolio X-Ray” of  

Your Current Holdings, with Comparisons to our 

“Benchmarks” in Sectors 

Required Disclosures: Past performance does not assure 

future results. There is no assurance that objectives will be met. 
Investments in securities do not offer a fix rate of return. Principal, 
yield and/or share price will fluctuate with changes in market 
conditions and, when sold or redeemed, you may receive more or 
less than originally invested. No system or financial planning 
strategy can guarantee future results. Therefore, no current or 
prospective client should assume that future performance or any 
specific investment, investment strategy or product will be 
profitable. 

The views and opinions expressed is as of the date of the report 
and are subject to change at any time based on market or other 
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conditions. The material contained herein is for informational 
purposes only and should not be construed as investment advice 
since recommendations will vary based on the client’s goals and 
objectives. Information is believed to be from reliable sources; 
however, no representation is made as to its accuracy. Hutchison 
Investment Advisors, Inc. is an Arizona registered investment 
advisor. Part II of Form ADV (Disclosure Statement) has been 
given advisory clients and is available upon request and is at  
http://hutchisonria.com 
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