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The Bond Market Crash
By Vineer Bhansali| October 25th, 2023
The following article was published here on forbes.com.

Many participants in the financial markets don’t remember the bubble and bust of the early
2000s. Almost 25 years ago the Nasdaq index reached a peak of about 4400 on March 31,
2000, and then plunged to a low of 925 on September 30, 2002. Total loss of almost 79% from
top to bottom. On a split-adjusted basis Amazon.com stock went from $4.30 to about 30
cents! Both, however, recovered from the ashes to make new highs and Amazon went on to
dominate the world as we know it, soaring to an all-time, pandemic-aided high of 186.57 in
2021 (all data in this article is from Bloomberg). The bond market has had its own crash over
the last two years. And to some, including me, it was not a big surprise, because bonds can
only be expected to return what they yield over long periods of time, and when yields fell to
zero (even negative), the expected return on bonds should have been expected to be...
negative ...or zero, if one is lucky. No wonder that over the last three years the bond market
has delivered a total return of minus 5%, and of essentially zero over the last five years
(source: Bloomberg and LongTail Alpha calculations). Total return means return from both
prices and yields, so the fact that the price fell more than the yield could make up just shows
how low yields were. It was a historic and major distortion caused by central bank buying
without attention to price, and now investors are faced with the task of cleaning up. But what
comes next — are bonds a good buy?

Let’s start with the obvious fact that even good long-term investments can suffer major
drawdowns if the entry price is wrong, and if an investor does not have a plan on how to deal
with the consequences of a bad purchase price, the result is panic and exit at the bottom.

“There are, as they say, no good or bad securities, only good or bad
prices.”
| still recall how Amazon.com fans changed their minds, overnight, as the stock lost over 90%

of its value in the tech wreck, so once the price was right, the asset was worth holding. Some
folks call this building a margin of safety. | like to call it waiting patiently until the price is right.
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Today, we are seeing the greatest crash in the bond markets possibly in recorded history. Ina
Forbes article in 2019, | highlighted the negatively yielding zero coupon bond in Germany
where buyers were induced to pay more than par (ensuring a certain loss if held to maturity).
That bond was issued at a price of 103.61 (issue yield of -0.11%), and as inflation and yields
have surged, the bond’s price has fallen to about 45 (current yield of 3.05%). Who owned it?
Amongst others, the Government Pension Fund of Japan (GPIF), Index Funds (Vanguard,
Blackrock etc.), and many others who need long duration bonds to “hedge” their liability or
convexity risk.

“There is nothing inherently wrong with the bond itself or with the

concept of liability hedging or risk management, or even indexation;

but when these drivers become the only consideration, and price is
ignored, we run into problems.”

Overpaying for insurance should not be a reason to get a free pass. How else could one justify
the negative yields? And to be sure, the biggest buyer of these bonds was the ECB (the
European Central Bank), which got inebriated by its own power to access and deploy the
balance sheet of its member countries. There will be more to this story as the value of the
ECBs bond portfolio tanks, but that will have to wait for another article. To make the story
even more interesting, look at the 100-year maturity Austrian bond with a coupon of 0.85%
and maturity of 2120. This bond reached a peak price of 132.715 in November 2020, and has
since fallen to a price of 35.51 (an over 70% decline in value). Owners are the same as above
and a few others. Bad prices were paid for a good bond.

As of this writing (October 2023), the US 2-year Treasury note is yielding over 5%. It is
government guaranteed, so the two ways investors can lose money are (1) inflation exceeds
5%, so the “real” income is negative, (2) investors who buy this bond sell it before maturity in
two years when the mark to market price is lower than par. | am pretty sure that the US will
not actually default, i.e. refuse to pay, in the next two years — but of course | could be wrong (I
hope not). Other than these possibilities, this boring and modest little instrument will deliver
a nice 5%+ annual return for two years and then be redeemed at 100% of the capital invested.
A good bond at a reasonably good price. The duration of this bond is about 1.8, so to have an
annual loss in total return terms, the yield has to rise by roughly another 2.75% per year
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(remember you are earning 5%+, so yields have to rise enough to have a price loss that
exceeds that income). Surely this can happen, but in my view unlikely given that the recent
sharp rise in long term bond yields is likely to slow the economy down, maybe even tip it into
a recession, because such a big increase would imply a Fed funds rate of 8%! As readers know,
| have been a big proponent of staying close to cash-like investments, what with Treasury Bills
yielding a healthy 5.25% or more today. But as we get closer to tipping into a recession or a
financial crisis, locking in short duration bond yields seems, for the first time in a few years, to
be a good strategy to me.

What about other bonds? First let’s stick with Treasuries and see what taking more duration
(maturity risk) does. The thirty-year bond looks decent too at close to a 5% yield. Not bad if
you want to lock it in and forget it, but since its duration is 16 years, it can have a lot more
price volatility that investors might not want to deal with. Somewhat less liquid is a pure play
cousin of the zero-coupon German bond that | mentioned above in the US. The 20-year
maturity zero coupon “Strips” maturity in 2043 will give you a 5.35% vyield to maturity. But
there is no coupon payment, so the price today to get 100 in the future is only 35. In other
words, if one believes (hopes) inflation is not going to get out of control, you can
approximately triple your money on a pre-tax basis in 20 years as long as you hang on to this
bond. But it also has a lot of duration (20 years), so every 1% in yield increase can cause a
mark-to-market loss of 20%. Not for the faint of heart or those who panic easily.

We can also ruminate about other parts of the bond markets. As mortgage rates hit 8%,
mortgage-backed securities yield even more (100 to 200 basis points more) than Treasuries.
But because agency (Fannie, Freddie and Ginnie Mae) mortgage-backed securities have
embedded options such as prepayment risk, it is hard to come up with a fixed “yield” without
making some assumptions about these other factors. But for all practical purposes, yields
north of 6% are entirely available today as long as an investor is willing to take price volatility.
Since mortgage securities are hard to buy and sell for average investors, investors can access
them via mortgage bond funds. Some attention is warranted, however, to not get in the way
of redemptions coming from other panicking investors who are in the process of exiting these
funds in panic over a lost half-decade of returns.

Moving into the dimension of credit risk, one would be tempted to look at the current yields
on investment grade bonds and high yield bonds of almost 6.5% and 9.5% respectively. | am
most certainly tempted as well, but with the yield curve volatility and illiquidity in the
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government bond markets, | think | would rather give up some yield and stick with safer assets
for now.

Part of this wait and see when it comes to credit is simply because we are at the point of the
credit cycle where something is likely to break, and if the breakage happens due to failures or
troubles in the banking sector, | think corporate and high yield bonds can be bought cheaper
in a few months’ time. One investor’s pain is another’s gain.

Finally municipal bonds. What we know is that with the fiscal situation deteriorating, and debt
servicing costs rising for the Federal government, one place there is safety and tax advantages
is in the muni bond market. For reference, in a high-tax state like California, 10-year maturity
bonds yield roughly 4 percent today on a tax-free basis, which is equivalent to a 7% or so pre-
tax yield for someone in the 40% tax bracket. Not bad, but again there is a tradeoff — munis
are simply not that liquid, and they are not substitutes for Treasuries for someone who is
looking for safety for prolonged periods. Also, shorter maturity munis trade at a fair price on a
pre-tax basis, so there isn’t a great deal there yet. But they are great for buy and hold
investors. | typically look at the auctions to put in my orders so that | don’t pay high
transactions costs. And for what its worth, | am sticking with GOs (general obligation) bonds
that are covered by the full faith and credit of my home state of California. Why take more
credit risk than is necessary?

Of course, there are many other corners of the bond markets | did not mention, such as asset-
backed securities, structured credit, CLOs, bank loans, preferreds etc. But if the idea is to have
liquidity, safety and yield that is “good enough”, | think one can ignore those markets for now.
“There will be a time to dip our toes, but it’s not there yet. Right now,
it’s all about keeping it simple and liquid, with just enough yield locked
in for a couple of years while we wait and see what the 500 basis
points of tightening will do to the economy.”

For my own money, a slight duration extension from T-Bills to 2-year notes is good enough.

So, the bond market meltdown has created a veritable smorgasbord of delectable scraps for
an investing rat like me. Some patience and managing the gluttony will likely be a good way to
not get into trouble, for now. And | will repeat my other suggestion from prior articles —
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anyone who can open a Treasury Direct account and buy their Treasuries directly from the
government without the intermediaries should do so, —a penny saved in fees is a penny
earned in return.
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Important Disclosures

Vineer Bhansali, Ph.D. is the Founder and Chief Investment Officer of LongTail Alpha, LLC, an SEC-registered
investment adviser and a CFTC-registered CTA and CPO. Any opinions or views expressed by Dr. Bhansali are
solely those of Dr. Bhansali and do not necessarily reflect the opinions or views of LongTail Alpha, LLC or any of
its affiliates (collectively, “LongTail Alpha”), or any other associated persons of LongTail Alpha. You should not
treat any opinion expressed by Dr. Bhansali as investment advice or as a recommendation to make an investment
in any particular investment strategy or investment product. Dr. Bhansali’s opinions and commentaries are based
upon information he considers credible, but which may not constitute research by LongTail Alpha. Dr. Bhansali
does not warrant the completeness or accuracy of the information upon which his opinions or commentaries are
based.

This publication is for illustrative and informational purposes only and does not represent an offer or solicitation
with respect to the purchase or sale of any particular security, strategy or investment product. Past performance
is not indicative of future results.

Different types of investments involve varying degrees of risk, including possible loss of the principal amount
invested. Therefore, it should not be assumed that future performance of any specific investment or investment
strategy, or any non-investment related content, will be profitable or prove successful. Nothing contained herein
is intended to predict the performance of any investment.
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