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BONDS: A LONG‐TERM PERSPECTIVE
The first half of the year left bond investors discouraged and at times despondent, with bond values falling as 
yields climbed upward. Now, some are even questioning the necessity of owning any traditional bonds in their 
investment portfolios. While certainly impactful, the recent drop in bond prices may not matter as much as 
investors might think over the long-term.

The reason is that higher, more historically “normal” rate levels are a vital element to a healthy economy. While 
it’s true that rate hikes have a negative impact on bond prices, longer-term investors should remember that over 
time, the income bonds generate have much more influence on bond performance than do bond prices.

Bond Bear Markets and Stock Bear Markets Are Different Animals
As the chart above illustrates, over time bond prices have a diminishing overall impact on total bond returns. In 
contrast, stock prices play a bigger role in overall long-term stock performance. This was clearly visible between 
2000-2009 (known as the “Lost Decade"), when the total return for the S&P 500, including reinvested dividends, 
was -9.1%, or -0.95% annualized (see below). Negative price returns during the bear market of 2000–2002 and 
Financial Crisis of 2007–2009 greatly contributed to the final results.

Anatomy of Bond Returns
Price vs. Income Returns of U.S. Aggregate Bonds (1/1/2000 to 5/31/2022)
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Now consider the bond bear market of the 1970s, when both inflation and nominal interest rates skyrocketed. 
Long-term bond investors who reinvested their income were eventually rewarded, as the power of compounding 
nearly doubled their capital from 1976–1983. Unlike stock prices during the Lost Decade, bond prices made 
minimal contributions to overall bond performance.  It was reinvested income that drove total returns.

Better Days Ahead
Investors are well-served to look beyond the current pain of falling bond prices and focus on the longer-term 
benefits of rising interest rates. Take for example short-term Treasuries, which are highly sensitive to changes in 
interest rates. As rates on the short end of the yield curve have spiked due to anticipation of future Fed decisions, 
so too has the weighted average yield to maturity for funds that invest in these securities. This provides a 
stronger foundation for bond investors when future rate hikes occur. Important to consider is that if rates were to 
increase an additional 2% from current levels, investors would be able to recoup any lost principal within a year 
and then benefit from higher yields afterward. This is because the time required to recoup lost principal from 
interest rate hikes depends on the starting yield. A 2% increase from a starting yield of 0.5% requires more time 
to break even than a 2% increase from a 2.5% starting yield.

While the past benefits of owning traditional fixed income (namely diversification from stocks and income 
generation) have temporarily broken down, this is not the time to write them off as a thing of the past.  As rates 
continue to climb back toward historically normal levels, re-stabilization will occur, and investors will be better off 
as a result.
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