
June 25, 2012

Five on Five: 
Five Thoughts on What 
Will Drive the Bond Market 
Over the Next Five Years

Thomas Brennan, CFA



William Blair & Company  � Five on Five June 2012  |  2

Five Thoughts on What Will Drive the 
Bond Market Over the Next Five Years 
The past fi ve years have been nothing short of extraordinary 
in the global fi xed-income markets. In 2007, the fi xed-
income markets became mired in the subprime crisis; 2008 
brought the credit crisis, and a near-meltdown of the capital 
markets ensued. From 2010 through 2012, the European 
debt crisis garnered headlines and drove returns in the 
fi xed-income markets. 

Given all we have gone through, where do we go from here? 
This paper identifi es fi ve thoughts, which consist of themes, 
issues, and opportunities that investors should consider 
when evaluating fi xed-income instruments over the next 
fi ve years. 

1. The Fed’s Exit Plan
To combat the myriad problems faced during the past 
fi ve years, the Federal Reserve has implemented several 
programs to restore confi dence and liquidity in the capital 
markets. These programs ranged from TARP, TALF, QE1, 
QE2, and Operation Twist, to name a few. Many of these 
programs involved the Federal Reserve purchasing fi xed-in-
come securities in the secondary market and, in the process, 
adding to its balance sheet. Figure 1 shows the combined 
eff ects of these programs.

If the economy improves, investors should prepare for the 
Federal Reserve’s removal of stimulus and, in particular, 
how the withdrawal of stimulus will aff ect their fi xed-
income investments. The impact of the Fed’s exit will be 
far-reaching and there are segments of the market that 
investors should avoid. Securities that have been targeted 
by the Fed’s programs will be vulnerable. For example, the 
Fed has targeted lower-coupon, agency mortgage-backed 
securities (MBSs) in the Fed’s mortgage purchase program. 
Figure 2 shows this graphically; it shows that the Fed’s 
holdings of MBSs are concentrated among 30-year pools 
with either 3.5% or 4.0% coupons. These securities will be 
hard-hit should the Fed begin to withdraw its stimulus, 
and these securities provide an example of the types of 
securities investors should avoid. 

Fed Response to 
Global Financial Crisis
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Figure 1: Federal Reserve Balance Sheet Assets

Figure 2: Federal Reserve MBS Purchases by Coupon 
since October 2011

Source: Federal Reserve, Bloomberg. Data through 5/23/12

Source: Barclays Capital, Federal Reserve Bank of New York. Data as of 
May 23, 2012
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2. Rising Interest Rates
With Treasury rates near historical lows, it would be foolish 
for investors to discount the idea that rates will rise at some 
point over the next fi ve years. Rising interest rates will be a 
headwind to all fi xed-income securities, but some securities 
will perform especially poorly in a rising rate environment. 
There are several tactics that can be employed to help 
protect fi xed-income investors against rising interest rates. 

  •  High-coupon agency MBSs: Let’s take a moment 
to think through the “option” embedded in a MBS. 
Bondholders give homeowners the option to 
refi nance their mortgage loan at any time at par. In 
investment-speak, it is as if bondholders are short 
an option. As interest rates decline, a homeowner’s 
incentive to refi nance increases and models 
predict that MBSs will not rise in price as fast as an 
option-free bond. Conversely, as interest rates rise, 
homeowners’ incentive to refi nance their mortgages 
diminishes, and models predict that higher-coupon 
MBSs will fall in price less than an option-free 
bond. Because of this phenomenon, investing in 
higher-coupon, low-loan balance MBS pools could 
help mitigate the eff ect of rising interest rates by 
providing steady, consistent cash fl ows. 

  •  Lower-quality corporate bonds: Lower-quality, 
investment-grade corporate bonds and higher 
quality, high-yield bonds have appeal in a rising rate 
environment. If rates rise as a result of increasing 
growth, corporations will benefi t from the expanding 
economy. In that environment, corporate bonds 
should benefi t from capturing their risk spreads, and 
lower-quality securities that off er higher risk spreads 
should generate more cash fl ow. Rates may rise 
due to infl ationary forces. Infl ation is benefi cial to 
lower-quality issuers, because it devalues companies’ 
fi xed-rate debt obligations in real terms. Lastly, the 
strength of corporate balance sheets is encouraging, 
as corporations have been hoarding cash since the 
global fi nancial crisis of 2008. However, credit risk 
remains and must be managed prudently, so the 
exposure to corporate bonds must be achieved in a 
diversifi ed manner.

  •  TIPS: TIPS are duration instruments, but if 
interest rates rise because of fears of accelerating 
infl ation, TIPS provide a hedge in a long-only 
fi xed-income portfolio. 

  •  Focus on coupon: All else being equal, a bond with 
a higher coupon should outperform a bond with a 
lower coupon in a rising rate environment. Higher-
coupon securities allow investors to receive their 
promised cash fl ows sooner, allowing for reinvest-
ment at higher interest rates. This is another reason 
that high-coupon agency MBSs have appeal in a 
rising rate environment. 

3. Aging U.S. Demographic
The United States is undergoing a population shift that is 
unprecedented in our nation’s history. The U.S. population 
is aging and the working-age population is diminishing as 
the baby boomer generation approaches retirement. 
Figure 3 shows how people over 65 are expected to become 
an ever-increasing portion of the U.S.’s total population over 
the next 30 years.

This demographic shift will aff ect several aspects of the U.S. 
economy: growth, consumption patterns, tax revenue, and 
government spending are all likely to be aff ected. An uncon-
ventional consequence of this change could be the demand 
for fi xed-income assets. There are factors that could drive 
an increased demand for fi xed-income assets by the aging 
demographic: 

•  Recent Equity Market Volatility: The recent volatility 
in the equity markets has created a de-risking sentiment 
among the aging demographic. These investors may seek 
to de-risk their portfolios once yields reach higher levels, 
but not necessarily a substantially higher level. 
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Figure 3: Percent of U.S. Population > Age 65

Source: U.S. Census Bureau, Bloomberg
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•  Ending Working Years and Beginning Retirement: There 
is the expectation that the retirement of baby boomers 
will create an increase in the demand for fi xed-income 
assets as the new retirees seek to de-risk their nest 
eggs. Should this happen, these new retirees will seek 
incremental yield in their fi xed-income portfolios, which 
we believe bodes well for the technicals of the spread 
sectors and high-yield corporate bond markets.

•  Diminished Expected Returns: The United States is not 
coming out of a garden-variety recession. This recovery 
period is unique compared with prior recoveries because 
the economy is also deleveraging. We believe that as 
investors look ahead to the types of returns they can 
expect out of the equity market, their return expectations 
will be diminished as investors think about how equity 
markets will perform in a less leveraged environment. 
This is another factor that strengthens the technicals of 
the fi xed-income market; it does not mean it will prevent 
rates from rising, but it might limit the amount to which 
rates rise. 

A combination of these factors could cap the extent to 
which rates might rise, as there is likely to be large, pent-up 
demand for fi xed-income assets by a large investor base 
seeking mid- to high-single-digit returns.

4. Financial Reform 
Many lessons were learned from the 2008 global fi nancial 
crisis, with one being the ties between government and the 
fi nancial services industry. Government offi  cials orchestrat-
ed bailout packages for some banks and implemented other 
programs to restore confi dence in the world’s fi nancial 
systems, as previously mentioned. In an eff ort to curb 
certain behaviors and prevent such a crisis from occurring 
again, government offi  cials and regulators enacted several 
new pieces of legislation aimed at reforming the fi nancial 
services industry. The Dodd-Frank Wall Street Reform 
and Consumer Protection Act (Dodd-Frank) was signed 
into law in July 2010 and has been the legislation with the 
most profound impact on the fi nancial services industry. 
Contained within Dodd-Frank is the Volcker Rule, which 
seeks to ban proprietary trading by banks and limit the 
extent to which banks can invest in hedge funds and 
private equity. 

The legislation targeted at fi nancial reform may have two 
noteworthy eff ects on the bond markets:

 1.  Financial institutions will seek risk-taking 
activities that evade the new legislation: 

   Many people are trying to discern what the fi nancial 
world will look like with Dodd-Frank in eff ect, 
and fi nancial institutions are still learning how to 
operate within Dodd-Frank’s rules. History has 
shown that people within fi nancial institutions 
will work diligently to fi nd risk-taking activities 
that exploit loopholes in legislation and that these 
activities will include fi xed-income products, either 
cash-paying bonds or derivatives. If this scenario 
unfolds, segments of the fi xed-income market could 
be subject to episodes of unexpected volatility.

 2.  As dealers reduce risk exposures, certain segments 
of the market will become less liquid:

   One lesson from the global fi nancial crisis of 2008 
was “know your source of liquidity.” This question 
will become more to diffi  cult to answer as dealers 
comply with new regulations that call for smaller 
levels of risk-taking. Fixed-income investors must 
have several plans for where to source liquidity in 
diff erent scenarios.

   For the most part, investment-grade fi xed-income 
markets remain among the most liquid markets 
in the world. Treasuries trade in markets around 
the world with small bid/ask spreads. Agency 
MBSs remain exceptionally liquid as well. Figure 4 
shows that primary dealers’ inventory of MBSs has 
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Figure 4: U.S. Dealer MBS Inventory

Source:s Federal Reserve Bank of New York, Bloomberg
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increased since the global fi nancial crisis. With 
the help of the TBA market, agency MBSs remained 
liquid during the depth of the credit crisis in 2008. 
One role that agency MBSs can play in fi xed-income 
portfolios is to be a valuable source of liquidity.

However, liquidity of corporate bonds has decreased since 
the global fi nancial crisis of 2008. Dealers have reduced the 
levels of risk they assume, and one way they have done so is 
by decreasing the inventory of corporate bonds held. Figure 
5 illustrates this trend. Figure 5 shows that dealers have 
drastically reduced their inventory of corporate bonds since 
2008 despite growth in the corporate bond market. Still, 
segments of the corporate bond market remain 
highly liquid.

There is evidence that fi nancial institutions are adapting 
to this trend. For example, BlackRock, Inc., which is the 
world’s largest asset manager, plans to launch a bond 
trading system that will allow it to trade with other 
investors while both parties bypass dealers and investment 
banks.1 If this system is successful, dealers may be aff ected 
further if large trading partners go directly to other 
buy-side institutions with their orders. Fixed-income 
investors will need to adapt their approaches to assessing a 
bond’s liquidity profi le in this new paradigm. 

5.  Investment-Grade 
Emerging Markets Issuers

A decade ago, the concept that an emerging market issuer 
would be able to issue bonds at investment-grade valuations 
was a far-fl ung notion. In the 1990s and early 2000s, it 
seemed as though fi nancial crises were regular occurrences 
in the emerging markets; Argentina, Mexico, Brazil, South 
Korea, Indonesia, and Thailand were some examples of 
emerging market countries that experienced a crisis during 
those decades. It is interesting to note that the emerging 
markets entered and exited the global fi nancial crisis in the 
best shape, with several countries carrying investment-
grade metrics. However, the ratings agencies assigned 
high-yield credit ratings to most, if not all, emerging 
market issuers. 

The ratings agencies are catching up. The majority of the 
emerging market debt universe is now investment-grade. 
Figure 6 shows that 63.6% of the BC USD EM Index carried 
an investment-grade rating as of April 30, 2012. These 
bonds are also becoming a signifi cant part of a manager’s 
opportunity set; 6.6% of the BC Credit Index represented 
emerging market issuers.2

Despite carrying investment-grade metrics and credit 
ratings, many of these securities continue to be off ered 
at yields higher than warranted. These securities may 
represent value opportunities and could provide diver-
sifi cation benefi ts in an investment-grade fi xed-income 
portfolio. It is possible that these opportunities will persist 
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1 Kevin Crowley and Alexis Leondis,  "BlackRock Plans to Start Bond-Trading System to Bypass Banks," Bloomberg April 12, 2012.
2 Barclays Capital, BlackRock Solutions; as of April 30, 2012.
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as issuers domiciled in emerging markets continue seeking 
to raise funds in the United States. 

Conclusion
The fi ve thoughts shared in this white paper provide an 
outlook of what might lie ahead for fi xed-income investors. 
There are also other risks to investors on the horizon, in 
particular, the European debt crisis and U.S. fi scal reform. 
As investors grapple with how to incorporate fi xed-income 
in their portfolios given low nominal yields, investors should 
think about what they want their fi xed-income portfolios to 
do for them. If investors want high absolute returns in an 
investment-grade portfolio, they may need to realign 
expectations with reality. However, if clients want income, 
liquidity, and correlation benefi ts against risky assets, 
we believe that a “core,” investment-grade fi xed-income 
portfolio can still deliver those attributes to investors in 
the years that lie ahead.

Important Disclosure
This material is provided for general information purposes 
only and is not intended as investment advice or a recom-
mendation to purchase or sell any security. Any discussion 
of particular topics is not meant to be comprehensive 
and may be subject to change. Any investment or strategy 
mentioned herein may not be suitable for every investor. 
Factual information has been taken from sources we believe 
to be reliable, but its accuracy, completeness or interpre-
tation cannot be guaranteed. Information and opinions 
expressed are those of the presenter. Information is current 
as of the date appearing in this material only and subject to 
change without notice. 

Please carefully consider the William Blair Funds' 
investment objectives, risks, charges, and expenses 
before investing. This and other information is 
contained in the Funds' prospectus, which you may 
obtain by calling +1 800 742 7272. Read it carefully 
before you invest or send money. 

William Blair & Company, L.L.C., Distributor
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