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Weekly Market Flash 
 

What To Expect When You’re Expecting…Bond Returns 
April 5, 2019 
 
The bond market has been an active place of late. The Fed’s monetary policy pivot back in January (and 
an even more dovish position in March), a tempered outlook on global economic growth and related 
concerns have sparked a broad-based bond rally, with falling yields across most fixed income asset classes. 
We have been getting a number of questions from our clients about how these dynamics affect the returns 
they are seeing in the fixed income securities in their portfolios. So here are some key things to keep in 
mind when you are reviewing the bond portion of your portfolio. 
 
It’s All In the Math 
 
One question that comes up frequently is what drives relative performance between similar securities 
(e.g., governments or corporates) with different maturities. Consider, for example, the Treasury market. 
The chart below shows the relative yield trends of the 10-year Treasury note, a key benchmark for 
intermediate term bonds, and the 2-year note, a popular proxy for short term issues, so far this year. 
 

 
Source: MVF Research, FactSet 

 
Two things jump out in this chart. First, the spread between these two bonds is relatively tight. Currently 
just 18 basis points (0.18 percent) separate the 10-year and 2-year yields. The second thing is that the 
relative movement of each yield has been remarkably similar: when one goes up so does the other, and 
vice versa.  
 
But when you look at the total return performance in your portfolio you will notice that they are not the 
same, or similar, at all. For example, the total return for the iShares 1-3 year Treasury ETF (SHY) for the 
year to date as of April 4 was 0.88 percent. The total return for the iShares 7-10 year Treasury ETF (IEF) 
was 2.15 percent. Big difference! What gives? 
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Fortunately, the answer is very simple: it’s all about the math. Bond pricing is entirely and completely 
driven by math. It’s all about the rate of interest and the magnitude & timing of a bond’s periodic interest 
and principal payments. The math works such that, for any incremental change in interest rates, the price 
of a longer-dated security will change by more than the price of a shorter-dated security. So, to use the 
example of the 2-year and the 10-year bonds in the above chart, the same decrease in the rate of interest 
will cause the longer-term price to appreciate by more than the shorter-term one. That’s why, all else 
being equal, bonds with longer maturities (or effective duration, which is a measure by which we compare 
the relative effect of interest rate changes) have outperformed ones with shorter durations this year. 
 
A Bond’s Purpose 
 
If you knew that interest rates were going to go down for a long time then, all else being equal, you would 
want to position your portfolio to capture the benefits of longer duration. Conversely, if your vision of the 
future is one of rising rates, then you are interested in shorter-dated securities as a way to reduce interest 
rate risk. Of course, nobody can ever know for certain which way rates are going to trend (think, for 
example, of the Fed’s complete U-turn between its December and January meetings). The answer – or 
our approach, in any case – is to maintain a range of short to intermediate duration exposures with an 
eye to mitigating the risk of a sudden jump in rates.  
 
Ours is a fairly conservative approach for the simple reason that for our portfolios, the fixed income 
portion is where you go for safety, not for outperformance. Bonds are for stability (predictability of the 
size and timing of income streams) and for cushion against the risks to which other asset classes – 
primarily equities – are exposed. And it is those riskier asset classes – again, not bonds – where we actively 
seek growth through capital appreciation.  
 
The total size of our fixed income allocation may change – higher or lower as a percentage of total portfolio 
assets depending on our overall market and economic outlook. But you won’t find us aggressively chasing 
returns through active duration management, because that is not why we have bonds in the first place. 
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Investment Advisory Services offered through MV Capital Management, Inc., a Registered Investment Advisor.  MV Financial 
Group, Inc. and MV Capital Management, Inc. are independently owned and operated. 
  
Please remember that past performance may not be indicative of future results.  Different types of investments involve varying 
degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or 
product (including the investments and/or investment strategies recommended or undertaken by  MV Capital Management, Inc.), 
or any non-investment related content, made reference to directly or indirectly in this newsletter will be profitable, equal any 
corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful.  
Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of 
current opinions or positions.  Moreover, you should not assume that any discussion or information contained in this newsletter 
serves as the receipt of, or as a substitute for, personalized investment advice from MV Capital Management, Inc. To the extent 
that a reader has any questions regarding the applicability of any specific issue discussed above to his/her individual situation, 
he/she is encouraged to consult with the professional advisor of his/her choosing.  MV Capital Management, Inc. is neither a law 
firm nor a certified public accounting firm and no portion of the newsletter content should be construed as legal or accounting 
advice. A copy of the MV Capital Management, Inc.’s current written disclosure statement discussing our advisory services and 
fees is available for review upon request. 


