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Weren’t Bonds Supposed To Be Safe?
“So, what’s happening to the value of bonds in my portfolio?  I thought they were supposed to be the ‘safe’ part of my investments.”

That’s a question that more and more investors are asking, as the market volatility continues and even spreads to equities.

As we’ve seen, it’s what lies beneath the name of the bond or mutual fund that’s important, for a bond investment can be only as safe as the underlying holdings.

Of course a bond issued by our federal government is very safe.  Although the value may fluctuate based on market interest rates during the holding period, there is virtually no possibility that the government might default or that the full principal amount would not be available upon maturity.

A bond issued by some other entity – even one of the big banks such as JP Morgan Chase, Wells Fargo or Citigroup – can’t adequately be assessed for risk without knowing exactly what type of underlying issues comprise the security and then assessing the degree of risk for each.

Unfortunately, too many investors are learning they did not really know what was beneath the name of their bond holding; and, in many cases, the value has now declined substantially.

A good rule of thumb to use for gauging degree of risk is by comparing the interest rate and yield for a particular issue to a truly risk-free benchmark, such as the 5 year Treasury.  Say the 5 year Treasury has an interest rate of 4.6%.  If the bond/fixed income investment you’re considering has an interest rate of 7.25% and a yield of 7.31%, you can be fairly certain that the investment carries a higher degree of risk than the Treasury.  The reward that investors receive for taking on a higher degree of risk comes through the form of a higher yield.

Many times individuals – especially those near or in retirement – feel they have to receive a higher yield than what a relatively safe investment such as a Certificate of Deposit offers.  That’s an understandable goal.  At the same time, investors must keep in mind the higher degree of risk that may well be present with anything that offers a higher yield than the CD.

Unfortunately, many investors haven’t.  There’s a great disconnect between the investments they hold and the defaults on sub-prime mortgages, in their view.

However that relationship is very valid.  It starts with mortgage companies who perhaps granted credit to buyers who were on the fringe or unqualified for a mortgage, then spreads to banks who bought those loans and re-packaged them for sale as collateralized debt obligations or other investment vehicles, and then goes on to investors who bought them, attracted by the prospect of that higher yield.  
So imagine an investor’s shock in seeing the values of their bond/fixed income holdings plummet and the source of that needed higher yield dry up, all over something related to sub-prime mortgages.

Those are the conditions we face today.  Granted, it’s not as simplistic as described above, nor will it likely reach a quick resolution.

Obviously the deepening credit crunch has the Federal Reserve’s attention.  It’s too early to know whether their actions to date may help dispel further erosion in the markets.

However this will be a pivotal week in my view, with key economic reports due.  Though we will likely not see an end to the credit crunch and market volatility, hopefully we can gain some better insight into whether the Fed’s recent actions can stem further deep market erosion, help restore stability to the credit markets, and, yes, help restore some degree of consumer confidence.

We maintain our positive outlook for the markets on a longer term basis, given information currently available.  The next few weeks may be trying though.  If you’re unsure what actions may be appropriate for your portfolio, in view of current market conditions, give us a call and we’ll be glad to discuss your specific situation with you.
