
    

 

 

 

   
 

 
What in the World is Happening with Bonds?   
 
 
Making an investment that is guaranteed to lose money sounds like something that would cost 
you your job. But in bond markets, it has become a fact of life.  Bonds worth US$17tn - roughly 
30% of the debt issued by governments and companies around the world - are currently trading 
with negative yields. That means prices have risen to the point that investors are certain to get 
back less than they paid, via interest and principal, if they retain the bond to maturity. They are, 
in effect, paying someone to hold their money. 
 
Some strategists say yields could keep moving lower until the trade wars are resolved or there 
are improving signs of global growth.  Some see scope for positive news on these fronts, and if 
there is an abrupt reversal, the ultimate unwinding of the world of lower yields could be painful 
for investors holding these bonds.  In this note we dig more deeply into the current Fixed Interest 
environment and discuss portfolio positioning from an investor perspective. 
 
The chart below highlights the meagre bond yields on offer in various parts of the world (as at 21 
August 2019, unhedged in local currency).  The US stands out as offering positive yields 
(green), and the stronger countries in Europe as offering mainly negative yields (red).  
 
       Global Bond Yields 
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The following chart shows the trend in recent years toward a greater proportion of Global Bonds 
offering negative yields. 

 
Developed Market Global Bond Yield Distribution 

 

 
 
Source: BlackRock 

 
To re-cap events, following the Global Financial Crisis, global interest rates fell to record lows as 
Central Banks sought to stimulate economic activity and investors sought the safe-haven of high 
quality bonds.  Many had concerns about increasing interest rate risks associated with Global 
Aggregate bond portfolios, which were twofold: 
 

 Sovereign bond yields sat at historically low levels in many developed countries and 
there was a perceived asymmetry of future returns – with greater prospects of low or 
even negative returns going forward. US 10-Year Bond yields were approximately 2.5% 
in 2013.   
 

 The duration of the Bloomberg Barclays Global Aggregate Index had lengthened 
considerably, particularly since the GFC. The longer the duration, the more sensitive a 
global bond portfolio is to changes in bond yields. The duration of the Index was 
approximately 6.2 years in 2013 (up from around 4.6 years in 2002). 

 
More recently, after moving upward in 2018, yields moved lower in 2019 as the Fed signalled its 
intention to ease monetary policy amid slowing global growth.  The Fed cut rates by 25bps at the 
end of July and the market has priced a further four 25bps cuts by the end of 2020.  Investment 
grade corporate bonds outperformed in Q2 as spreads narrowed.  Spreads remain in line with 
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their historical median, although the average credit quality of the universe is worse than before 
previous recessions (2001 and 2008/09).   
 
The chart below shows that as the US yield curve has become particularly flat, the benefit of 
holding longer versus shorter dated securities has diminished.   
 

US 10-Year Bond Term Premia 

 
Source: Mercer 
 

With the US and China having entered into a strategic competition that could be structural and 
persistent, the fallout is a potential rollback of decades-long globalisation trends that gradually 
lowered inflation and expanded corporate profit margins. Could this eventually result in a supply 
shock that pushes down trend growth and ends disinflation? This is a scenario that markets are 
not prepared for - and could lead to negative returns in both equities and bonds.   
 
It’s worth recalling that fixed income, in theory, can provide investors with two things: first, a 
reliable stream of income, and second, diversification benefits that can help protect the overall 
portfolio. Unfortunately, when the yield curve is decidedly flat, managing duration exposure can 
be challenging.  
 
The chart below highlights that, in today’s low yield environment, small increases in long-dated 
bond yields can have a large impact on the price of a bond. This results in price losses 
exceeding the income received from holding long-dated Treasuries.  It suggests that investors 
should look to the front end of the curve for a more reliable stream of income: the relative 
flatness of the yield curve means investors get a similar level of yield to what can be found at the 
back end of the curve without taking on the duration risk - and therefore potential price loss - that 
comes with long-dated bonds. 
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% Yield Increase Required to Wipe Out 1 year of Income 
(US Treasuries as at 5/7/19) 

 

 
 
Source: J.P. Morgan. 
 

We note in this context that the duration of the Bloomberg Barclays Global Aggregate Index has 
continued to gradually rise, and now stands at 7.1 years (versus 5.3 years in mid-2009).   
 
There are some other factors which need to be borne in mind: 
 

 At present, market technicals appear to be dominating fundamentals, and with central 
bankers wary of pushing back on market expectations, it is hard to rule out recent trends 
persisting.   

 

 History demonstrates that future yield levels are incredibly hard to predict. While rising 
interest rates will have a negative impact on capital values of fixed income bonds, the 
overall effect may be less than expected for two reasons: 

 
1. Yield expectations are reflected in the yield curve: to the extent that interest rates are 

expected to increase, the chances are that this is already priced into bonds. Only to 
the extent that interest rates rise by more than what is reflected in the yield curve, will 
bonds experience further capital losses. 
 

2. Bond reinvestment into higher yields: bond portfolios engage in a programme of 
rolling bonds prior to maturity. If interest rates rise, new bonds will be purchased at 
higher yield levels, dampening the initial capital impact of the rate increase. 
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The extent of the recent escalation in global trade tensions has surprised most analysts.  
Partially responding to this, as noted, over the course of 2019 we have seen the Fed and other 
central banks pause or indeed reverse their policy of gradually tightening monetary policy back 
to more “normal” levels.  While a year ago there was the prospect of three-four Fed funds rate 
hikes in 2019, this year the Fed eased at the end of July, with high expectations of further easing 
in the remainder of 2019.  This is a significant development that has precipitated a general fall in 
bond yields.  
 
To sum up, government and investment grade bonds retain a core role in client portfolios for 
their diversification benefits. Even at these low yields - and with lower prospective returns - 
bonds can act as ballast. They help offset the impact of equity sell-offs in an environment of 
rising macro uncertainty.  Yet the cost of this protection is at historically high levels and the 
risk/reward trade-off is different on a near-term horizon. While reducing duration dials down 
interest rate risk, we still see an important role for long-term government and investment grade 
bonds as portfolio stabilisers, especially on a medium-term horizon. 
 
 
 

Mercer, August 2019 

 

This article does not contain investment advice relating to your particular circumstances. No 

investment decision should be made based on this information without first obtaining appropriate 

professional advice and considering your circumstances. 

 


