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Interest Rates Have Spiked!
What Does It Mean for Your Portfolio?

The election is over!  And despite all of  the contentious talk about walls, e-mail servers, and some unsavory things that 
are best left unsaid, one thing on which most people can agree is that the outcome of  the election was a surprise.  
Regardless of  one’s feelings about him, Donald J. Trump will soon be sworn in as the 45th President of  the United 

States.  

	 There	is	no	question	that	the	Trump	victory	had	an	immediate	and,	perhaps,	surprising	impact	on	financial	markets.		
After a sharp selloff  in the futures market in the early hours of  election night, domestic equity markets and the U.S. Dollar 
went on to rally steadily throughout November and December. However, there has been another, less publicized, component 
to	the	post-election	market	reaction	that	has	no	less	of 	an	impact	on	diversified	investment	portfolios	-	the	sudden	rise	in	US	
interest rates. 

 Interest rates in the US have been falling since the 10-year US Treasury peaked above 15% in 1981.  By the time we 
celebrated the turn of  the millennium seventeen years ago, the yield on the 10-year Treasury had fallen to around 6.4%.  This 
past summer, following years of  monetary easing, slow economic growth, and a Brexit vote that sent foreign investors seek-
ing the safety of  US government bonds, the yield on 
the 10-year Treasury dropped all the way to 1.36%, a 
record low.  By the time of  the presidential election, it 
had clawed its way back to 1.86% and now, just weeks 
later, that yield has surged to roughly 2.50%.  In addi-
tion, December saw the Federal Reserve increase the 
Federal Funds target rate by 0.25%, as expected. The 
rate hike was only the second in eight years, and was ac-
companied by hints that three similar increases may be 
on the table for 2017.

 So what happened to cause this sudden course 
correction in interest rates?  Where there had been 
widespread consensus just a few short months ago that 
low	growth	and	 low	inflation	would	allow	rates	to	re-
main	“lower	for	longer”,	the	narrative	has	now	changed	to	one	of 	higher	growth,	more	inflation,	more	debt,	and	higher	rates.		
The President-elect is pushing to roll back regulations, cut taxes, and spur economic growth.  With a willing Congress, Trump 
will have an opportunity to actually deliver on those promises.  If  his efforts are successful, history has shown that higher rates 
of  economic growth often lead to rising interest rates.

	 Indeed,	viewers	of 	financial	news	programs	have	likely	found	it	easy	to	get	excited	about	the	year-end	stock	market	
rally.  However, when investors tear open their brokerage statements in January or peek at 4th quarter investment reports 
expecting a late holiday gift, they may be left wondering if  the Grinch paid them a visit instead. Though most investors are 
generally familiar with the relationship between interest rates and bond prices, the 4th quarter perhaps more than any other 
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in recent memory will put that relationship on full display.  Because bond prices move inversely with changes in interest rates, 
investors will likely see negative returns for their bonds in the 4th quarter with the magnitude of  the decline being dependent 
on the type of  securities owned, length of  maturities, and size of  coupons, among other factors.  

 It is important to remember that bonds with longer maturities and/or lower coupons are more sensitive to interest 
rate changes than those with shorter maturities and higher coupons.  This sensitivity to interest rate changes is expressed by a 
measure called duration.  In the context of  a portfolio of  bonds, duration tells an investor how much the portfolio’s value is 
likely to change in the event of  a 1% move in interest rates.  For example, a bond portfolio with a weighted average duration 
of  4 would be expected to drop roughly 4% given a 1% rise in rates.  

 While duration is a useful tool for estimating the impact on prices of  changes in interest rates, it has its limitations.  
The duration calculation assumes a linear change in rates across the board, but interest rates do not move in that fashion.  
There is a second order price effect that shows that a bond’s sensitivity to deviations in interest rates actually changes as rates 
move.  The table at right shows the expected 
effect of  a 1% change in interest rates on the 
price of  2-year, 5-year, 10-year, 20-year, and 
30-year bonds originally priced at par with a 
3% coupon that includes both duration as well 
as the second order effect (convexity).  The 
orange line represents a 1% parallel decline in 
interest rates across the curve, while the blue 
line represents a 1% rate increase.  Notice that 
bond prices change more dramatically for lon-
ger maturities in response to the rate shift (but 
not in a linear fashion).  

 With interest rates marching higher 
and the possibility that this trend could con-
tinue, it is fair to consider whether or not it is 
wise to hold bonds in such an environment.  
The	short	answer	is	-	it	depends.		In	situations	where	investors	are	dependent	on	the	sale	of 	bond	funds	to	meet	cash	flow	
needs, they run the risk of  being caught in a downward spiral of  selling depreciating securities.  That is one reason that we 
typically	prefer	to	purchase	individual	bonds	with	laddered	maturities	that	cover	client	cash	flow	needs,	a	benefit	bond	funds	
do	not	provide.		As	such,	we	should	never	be	forced	to	sell	equities	when	the	stock	market	is	falling	nor	should	we	find	our-
selves in the unfortunate position of  needing to sell bonds when interest rates are rising.  This ability to hold bonds until they 
mature means that our clients know the exact amount they will receive from their bonds when they mature.  As a result, the 
intermittent price changes of  those bonds, while meaningful and real in the short-term, will ultimately wash out upon their 
final	maturity.

 In addition to their attractiveness as a source of  cash generation, bonds have historically proven to be effective at re-
ducing	the	volatility	of 	diversified	portfolios.		Anyone	who	owned	high	quality	bonds	in	2008	and	2009	knows	how	well	they	
retained (and even gained) value in the face of  a 50% stock market decline.  This stability is critical to creating portfolios that 
are in line with investor risk tolerance, which in turn helps increase the odds that they can adhere to a given investment plan 
throughout an entire market cycle. However, not all bonds are created equally and higher interest rates will put added pressure 
on some lower quality issuers.  Therefore, credit analysis will only increase in importance as interest rates rise.

 With all of  that said, we believe investors should stick to their investment plans and not give up on bonds or try to 
time the interest rate cycle.  Over time, higher interest rates (assuming they do not rise too quickly causing unwanted eco-
nomic	damage)	are	beneficial	to	investors,	as	maturity	proceeds	are	available	for	reinvestment	in	higher	yielding	securities.		
Eventually, as the bond portfolio turns over, the increase in portfolio income from reinvestment at higher yields will trump 
the impact of  price declines from higher rates.
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