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Revisiting Bonds: The Interest Rate Conundrum
The Federal Reserve’s recent attempt to tame inflation has resulted in a sharp decline in bond prices. The current 
situation is incredibly unique. Through May 31, 2022, core bonds, as represented by the Bloomberg US Aggregate index, 

have fallen over 10%the largest fall coincident with a market selloff since at least 1962i.  

To better understand the complexity of the current situation, let’s start with why bond prices decline. 

A bond purchase is similar to making a loan to a corporation or a government entity. A bond held till maturity pays interest 
(also known as a coupon) periodically and returns principal on the maturity date. Let’s assume the coupon rate of a bond 
is 3%. When interest rates rise, new bonds will be issued with a higher coupon rate, which means the old bond with the 
3% coupon is now less desirable. For the old bond to be attractive to investors, it must be priced at a discount. This 
causes existing bond holders to see price declines when interest rates rise.  

Is there a silver lining? 

While the recent sharp rise in interest rates has resulted in steep price declines and significant losses, it has also provided 
a larger cushion for future investors. For example, the yield on the 2-year Treasury note rose from 0.14% a year ago to 
2.55% as of May 31, 2022ii. In other words, an investor who purchases a 2-year Treasury note at the end of May 31, 
2022, can expect to earn 2.55% of income.  

The chart below illustrates how higher yields provide a greater cushion for bond investors against a future rise in rates. 
For example, interest rates would need to rise enough to push the yields above 3.87% iii for the 2-year bond to begin to 
lose money over the next 12 months. The hypothetical breakeveniv in the chart below represents the maximum amount 
yields can rise over the next 12 months before total returns (including both coupons and bond price drops) are negative. 
The cushion against future bond prices falling is greatest for shorter-term bonds where yield increases have been 
dramatic. 
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Another reason the higher yield matters for long-term investors is because of its significance to total returns for bond 
investors. Total return for bonds is driven by coupon and price changes. Historically, the coupon for the commonly used 
US bond index, the Bloomberg US Aggregate Bond Index has been shown to be the primary driver of total return v. 
Today’s higher yields relative to the start of 2022, offer a better buffer to interest rate volatility going forward.  
 
To be clear, interest rate risk remains elevated, and the Fed may decide to hike rates more aggressively than 
expected. However, if history is any indication, the short-term hiccup in the bond market during a rising rate 
environment could pave the way for higher coupon payments and higher total returns over time.  

  
 

i Beaumont Capital Management. Staying the Course in Turbulent Markets. May 2022. 
ii FactSet. 
iii Goldman Sachs Asset Management. Change in Yield…Change in Fortune. May 2022. 
iv The breakeven level is calculated by dividing the yield of each maturity by the bond’s respective duration. Duration is the measure 
of interest rate sensitivity for each bond and measures the drop in price for each one percent increase in yields. 
v Goldman Sachs Asset Management. Market Pulse. June 2022. 
 
Data in this report is obtained from sources which we believe to be reliable, but we do not warrant or guarantee the timelines or 
accuracy of this information. Individual investor portfolios must be constructed based on the individual’s financial resources, 
investment goals, risk tolerance, investment time horizon, tax situation and other relevant factors. Consult your financial professional 
before making any investment decision. Past performance is no guarantee of future results. Diversification/asset allocation does not 
ensure a profit or guarantee against a loss.  Investments through PKS or Summit Financial, LLC are not FDIC insured, not bank 
guaranteed, may lose value, including loss of principal, not insured by any state or federal agency.  
 
Economic and market forecasts presented herein reflect our judgment as of the date of this presentation and are subject to change 
without notice.  These forecasts are subject to high levels of uncertainty that may affect actual performance.  Accordingly, these 
forecasts should be viewed as merely representative of a broad range of possible outcomes. These forecasts are estimated, based 
on assumptions, and are subject to significant revision and may change materially as economic and market conditions 
change.  These forecasts do not take into account the specific investment objectives, restrictions, tax and financial situation or other 
needs of any specific client.   
 
The Standard & Poor’s 500 Index (S&P 500) is an unmanaged group of securities considered to be representative of the stock 
market.  
 
The S&P 500 Index is a market-capitalization-weighted index of the 500 largest publicly-traded companies in the U.S. It is not an 
exact list of the top 500 U.S. companies by market capitalization because there are other criteria to be included in the index. The 
index is widely regarded as the best gauge of large-cap U.S. equities. Investors cannot directly purchase an index. 
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business as Nolan Wealth Management, LLC, Founder, President & Wealth Advisor, Brian A. Nolan, CLTC. Summit 
headquartered at 4 Campus Drive, Parsippany, NJ 07054. Securities offered through Purshe Kaplan Sterling Investments, 
Member FINRA/SIPC, headquartered at 80 State Street, Albany, NY 12207 (“PKS”). PKS and Summit are not affiliated 
companies.  
 
Brian A. Nolan, CLTC   Tel. – Main: 609-920-0321 
Nolan Wealth Management, LLC  Toll Free: 877-NOLANWM (877-665-2696) 
475 Wall Street    Fax: 609-651-8209 
Princeton, NJ 08540   Email: bnolan@nolanwealth.com 

Website: www. nolanwealth.com 
 
 
 
07112022-0506 
 

 



 
 
 

 

 
3  

 
Data in this report is obtained from sources which we believe to be reliable, but we do not warrant or guarantee the timelines or 
accuracy of this information. Individual investor portfolios must be constructed based on the individual’s financial resources, 
investment goals, risk tolerance, investment time horizon, tax situation and other relevant factors. Consult your financial professional 
before making any investment decision. Past performance is no guarantee of future results. Diversification/asset allocation does not 
ensure a profit or guarantee against a loss.  Investments through PKS or Summit Financial, LLC are not FDIC insured, not bank 
guaranteed, may lose value, including loss of principal, not insured by any state or federal agency.  
 
Economic and market forecasts presented herein reflect our judgment as of the date of this presentation and are subject to change 
without notice.  These forecasts are subject to high levels of uncertainty that may affect actual performance.  Accordingly, these 
forecasts should be viewed as merely representative of a broad range of possible outcomes. These forecasts are estimated, based 
on assumptions, and are subject to significant revision and may change materially as economic and market conditions 
change.  These forecasts do not take into account the specific investment objectives, restrictions, tax and financial situation or other 
needs of any specific client.   
 
The Standard & Poor’s 500 Index (S&P 500) is an unmanaged group of securities considered to be representative of the stock 
market.  
 
The S&P 500 Index is a market-capitalization-weighted index of the 500 largest publicly-traded companies in the U.S. It is not an 
exact list of the top 500 U.S. companies by market capitalization because there are other criteria to be included in the index. The 
index is widely regarded as the best gauge of large-cap U.S. equities. Investors cannot directly purchase an index. 

 


