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There’s an extreme 
tug of  war taking place 
in the bond market: It is 
between the defi cit doves 
and the defi cit hawks.

You cannot be a bond inves-
tor today without letting politics 
creep into your decision-making 
psyche. Whether you are for 
continued spending or increased 
austerity, whether you vote for 
liberal candidates or more conservative ones, realize that 
Congress will not decide who wins this tug of  war. The bond 
market will make the ultimate decision. The bond market will 
be the judge and jury, hangman and executioner, all rolled 
into one giant arbiter.

As the Greek debt crisis went into full swing during 
May 2010, many television talking heads downplayed the 
suggestion that the United States is like Greece. After all, our 
economy is considerably larger and produces a much bigger 
variety of  goods. Our real similarity with Greece, however, 
lies in our entitlements and in our continued practice of  
spending with abandon.

At the current spending rate, by 2030 United States public 
debt as a percentage of  gross domestic product (GDP) will 
be 146%. Figure 1, which is taken from the Congressional 
Budget Offi ce’s Long-Term Budget Outlook, shows that the 
outlook is not pretty.

You may be asking yourself, why and how has debt risen 
so much? Public debt is now double what it was over the 
past three decades. The largest of  several 800-pound gorillas 
driving this debt is entitlement spending.

Figure 2, which is from the 
White House Offi ce of  Manage-
ment and Budget, graphically 
depicts how entitlement spending 
increased nearly elevenfold from 
1965 to 2010, while real GDP grew 
only threefold. Whether or not you 
have ever studied trajectories, you 
can visually “tell” that the path 
of  spending over time cannot be 
sustained.

So where and how does all of  
this gel with the high price of  commodities? The debase-
ment of  the dollar? The increased infl ation that the Federal 
Reserve continues to disavow? It all ends “with” and “in” 
the bond market, when the bond vigilantes scream they’ve 
had enough and make their tactical moves.

If  you are worried about the direction of  interest rates, 
history lends support to your view. We’ve had 30 glorious 
years of  a bull market in bonds. Granted, there have been 
some near-death experiences like the bond bear markets of  
the early 1980s, 1987, 1989–1990, 1994 and 2000. Figure 3, 
from the Federal Reserve Bank of  St. Louis, shows the 10-
year U.S. Treasury bond interpolated yield going back to 
January 1979. (An interpolated yield curve uses mathemati-
cal models to smooth out gaps from bonds with different 
maturity dates and yields.)

Do you think the tug of  war will end in a depressionary 
implosion where massive amounts of  U.S. debt of  all kinds are 
repudiated? Or do you think it will end with higher interest 
rates, refl ation and a weaker dollar? Or you might think we 
will muddle along accepting the kindness of  others (China, 
for example) who will continually buy U.S. Treasury debt.
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Rather than sit and worry, there are 
ways to rebalance your bond holdings 
so that no matter what the ultimate 
outcome is, you will benefi t or achieve 
good results.

Strategies for Individual Bonds

A great place to start is with variable-
rate bonds. This includes fi xed-to-fl oat 
individual bonds and Consumer Price 
Index (CPI)–based bonds. I don’t mean 
TIPS (Treasury Inflation-Protected 
Securities), which most do-it-yourself  
investors fl ock to—I mean corporate 
infl ation-protected securities, or CIPS.

Fixed-to-fl oat bonds simply begin 
with a coupon that is fi xed for a specifi c 
period of  time, typically one to two 
years, and then fl oats based on a vari-
ety of  options. These options include 
LIBOR (London Interbank Offered 
Rate) three-month rate, 10-year constant 
maturity Treasury (CMT), LIBOR plus a 
fi xed rate, or a fi xed rate plus a monthly 
CPI component. There’s something for 
every investor.

Many of  the fi xed-to-fl oat bonds 
are issued by fi nancial institutions. Many 
of  these are also backed with derivatives. 
As is the case with all derivative-style 
securities, make sure you understand 
what you are buying, including the 
structure and its terms.

CIPS are the corporate twin of  
TIPS, but their nominal yields leave 
TIPS in the dust. Now, don’t misunder-
stand: CIPS and TIPS are not identical 
twins. With the corporate version, the 
coupon can have a ceiling or not. CIPS 
can go from a fi xed coupon (the income 
stream from the bond does not change) 
to a fl oating one (the income stream 
changes, resulting in larger or smaller 
payments). They can also be 100% 
fl oating or any variation thereof.

Buy the structure that helps you 
defi ne your infl ation stance. Are you 
thinking that infl ation will be short-lived, 
lasting only two years? Or do you think 
we are in for a long, long spiral that 
lasts 10 years? Or perhaps something 
in between?

Here’s the catch: The majority 
of  CIPS that I’ve seen in the primary 

Figure 1. U.S. Federal Debt

Source: Congressional Budget Offi ce Long-Term Budget Outlook (6/10), Alternative Fis-
cal Scenario. (Assuming a continuation of today’s underlying fi scal policy. This scenario 
deviates from CBO’s baseline because it incorporates some policy changes that are widely 
expected to occur and that policymakers have regularly made in the past.)

Figure 2. Growth of U.S. Entitlement Spending

Source: White House Offi ce of Management and Budget. Data adjusted for infl ation.
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and secondary markets are issued 
by fi nancial institutions. So don’t get 
over-zealous. Have a maximum 15% 
allocation to debt securities issued by 
fi nancial companies. Don’t forget to 
include straight coupon bonds and 
CIPS in that 15% allocation to avoid an 
inadvertent overconcentration.

High-quality corporate bonds 
should be favored over their lower-
quality peers. The logic is that no matter 
how bad things get in the bond market, 
the large, stable companies that have 

high credit ratings will be more likely 
to ride out turbulence in the debt mar-
kets. Look for companies with solid 
balance sheets, good management and 
an abundance of  cash.

If  you have individual bonds and 
are worried about higher rates, then 
shorten your duration. Duration tells 
you the price changes of  an individual 
bond or portfolio of  bonds assuming a 
specifi c shift in interest rates. In other 
words, it measures how sensitive a bond 
or portfolio of  bonds is to changing 

interest rates.
Take a look at my fi ctitious port-

folio containing a meager six bonds in 
Table 1. The “what if ” scenario spells 
out the bond math. What if  interest 
rates decline 150 basis points? What 
will that shift in rates do to the value of  
your portfolio? The six columns on the 
right side of  the table show the effect 
various changes in interest rates, both 
down and up, will have on the portfolio.

Bond Fund Strategies

If  you are a bond fund investor, 
here’s the important question you need 
to ask: What is the average-weighted 
duration of  each bond fund you hold? 
If  the average-weighted duration of  
your municipal bond fund is 14 years 
and interest rates rise 1% (100 basis 
points), the value of  your holdings will 
decline by approximately 14%. If  the 
average-weighted duration of  your cor-
porate bond fund is 10 years and rates 
rise or fall 1%, then the value of  your 
portfolio changes either way by 10%.

We have had such a blissful bond 
run from January 2009 until the pres-
ent that it is hard to fathom how much 
more juice is left. High-yield, emerging 
market, investment-grade and, to a lesser 
extent, municipal bonds have been on 
a tear—high prices, lower yields. We 
are back to the skinny spreads (the 

Figure 3. 10-Year U.S. Treasury Bond Yield

Source: Federal Reserve Bank of St. Louis. Shaded areas indicate U.S. recessions.

  Change in Value When Rates Fall/Rise
 Settlement Face Purchase Total Yield to Call –150 –100 –50 +50 +100 +150
 Date Value Security Coupon Maturity Price Cost Worst Price bps bps bps bps bps bps

Corporate Bonds
09/03/10 $150,000 Big Blue 1.000% 03/15/13 99.900 $149,850 1.040% 100.000 $0 $3,796 $1,883 ($1,855) ($3,683) ($5,484)
09/12/09 185,000 American Telecom 3.750% 02/15/14 98.000 181,300 4.007% 100.000 13,275 9,355 5,527 (1,864) (5,431) (8,915)
10/01/07 190,000 AngelMed, Inc. 5.000% 09/13/14 91.000 172,900 5.814% 100.000 24,851 19,162 13,666 3,222 (1,738) (6,532)
08/29/10 160,000 Drilling For You 6.157% 02/15/15 96.000 153,600 7.221% 100.000 9,110 6,003 2,967 (2,900) (5,733) (8,503)
04/03/09 100,000 BioTech Logic 4.750% 07/15/15 99.000 99,000 4.884% 100.000 8,667 5,780 2,983 (2,352) (4,895) (7,361)
Subtotal $785,000     $756,650   $55,903 $44,096 $27,026 ($5,749) ($21,480) ($36,795)

Municipal Bonds
09/04/10 $330,000 Austin Sewer Distr 5.000% 09/15/15 110.000 $363,000 0.991% 102.000 $0 $0 $47,291 $29,049 $20,285 $11,750 
Subtotal $330,000     $363,000   $0 $0 $47,291 $29,049 $20,285 $11,750 

Total Bond Portfolio      $1,119,650   $55,903 $44,096 $74,317 $23,300 ($1,195) ($25,045)

Table 1. Sensitivity of a Fictitious Bond Portfolio to Changing Interest Rates

(Continued on page 31)
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that will provide above-normal returns. 
When investing in such potentially 
volatile stocks, it is very important to 
have a system in place that gets you 
out of  a trade with only a minimal loss, 
while allowing the winners to ride until 
their momentum burns out. As the 

tech bubble of  the late 1990s and the 
fi nancial crisis of  2008–2009 showed, 
momentum strategies can crash back 
to earth very quickly, with potentially 
devastating consequences for investors.

As always, keep in mind that screen-
ing is only the fi rst step in the investment 

process. The stocks passing this or any 
other screen do not represent a “recom-
mended” or “buy” list. Before making 
any investment decisions, it is important 
to perform suffi cient due diligence to 
identify those stocks that match your 
investing tolerances and constraints. 
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co-author with Christopher R. Malburg of the recently published “Surviving the Bond Bear Market: Bondland’s Nuclear Winter” 
(John Wiley & Sons, 2011) and writes Marilyn Cohen’s Bond Smart Investor newsletter at www.newsletters.forbes.com. For 
more information, go to www.aaii.com/authors/marilyn-cohen.

differences in yield between what you 
earn on Treasuries versus corporates, 
Treasuries versus high yield, Treasuries 
versus emerging market bonds, etc.) last 
seen before Lehman Brothers collapsed.

Be Preemptive

Even though the tug of  war be-
tween bond bulls and bond bears con-
tinues, be preemptive if  you are worried 

about higher rates. Shorten your dura-
tion; buy fi xed-to-fl oat or CPI-based 
individual bonds. Bond fund investors 
should rebalance from long-term funds 
to intermediate funds. If  you cannot 
stand taking your profi ts from long-term 
funds, then buy an equal amount of  
ultra-short-term bond funds to barbell 
your long-term bond fund portfolio, 
thereby shortening your duration.

Floating-rate bond funds have a 
place in your portfolio, but the pile into 

them has been breathtaking; buy only 
on a pullback. Remember, these are 
bonds with call dates and fi nal maturity 
dates. These are not some high-tech or 
biotech shares whose next big product 
will appear to make price appreciation 
limitless.

There are multiple strong cross cur-
rents and undertows in the bond market 
tug of  war taking place. Don’t let your 
portfolio be a casualty. Be a proactive 
bond investor. 

tion, credit ratings and leverage.
Closed-end funds can often be 

purchased at a discount to net asset 
value during periods of  market turmoil, 
providing the opportunity for additional 
gains. ETFs rarely trade at such dis-

counts. They often offer similar benefi ts 
to closed-end muni bond funds, but at 
a much lower cost.

However, there are risks—including 
interest rate risk, the impact of  which 
is magnifi ed with a leveraged or a long-
duration portfolio. Credit risk also exists 

and, while rare, muni bond defaults could 
happen in today’s world. Even if  a default 
happens outside your portfolio, the nega-
tive psychology could impact the value of  
your fund. While investing in closed-end 
funds and ETFs is very convenient, make 
sure you know the risks. 
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