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UNDERSTANDING FIXED-INCOME RISKS 
 

Risk management of fixed-income securities (usually bonds) is equally important to risk management of 

equity securities.  This is often misunderstood by lay investors who automatically assume bonds to be “safe” 

investments in all environments.   

 

There are multiple risks that affect the value of any potential investment, most commonly:  financial risk refers 

to the level of debt, or leverage, in a corporation’s capital structure; business risk deals with the credit worthiness of an 

enterprise and the possibility of bankruptcy; and inflation risk involves the loss of purchasing power, and depreciation 

of the exchange value of a currency in global trade.  These risks, along with others such as: market risk, political risk, 

currency risk, liquidity risk, and marketability risk, require a comprehensive risk management strategy to mitigate their 

potentially adverse impact on an investment program.   

 

In addition to the common risks outlined above, two additional risks, specifically related to fixed income 

securities, require special attention given today’s economic environment.  Before addressing each risk, Figure 1 below 

illustrates the arrangement of the two parties in a lender / borrower transaction, which is the relationship inherent in a 

fixed income investment.   
 

Figure 1 

 

 

 

 

 

 

 

 

 
Reinvestment Risk is most prevalent when interest rates fall from higher levels and bondholders (a.k.a. 

lenders, or for purposes of this commentary, clients of Greenwood Gearhart Inc.) are unable to reinvest coupons or 

replace their existing yield on maturing or called securities due to lower current market yields.  Over the past thirty 

years, interest rates have been falling, and reinvestment risk has been high.  Figure 2 below illustrates the declining 

rate environment since 1980 using the 10-year Treasury yield.   

 

 Figure 2:  Ten-year Treasury Yield (1962-2012) 
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Rates at all maturities are historically low.  In fact, at the end of August, the 30-year bond was yielding 2.68%, 

the 10-year note was yielding 1.56%, and the 2-year bill was yielding 0.22%.  In an effort to support the economic 

expansion, increase employment, and to stimulate growth, the Federal Reserve has indicated that they will keep short-

term interest rates at low levels until the end of 2014.  Consequently, when possible, corporations (a.k.a. borrowers) 

are calling debt securities and refinancing them at lower interest rates.  This “refinancing” is similar to individuals 

(also borrowers, in a mortgage arrangement) refinancing their homes at lower interest rates.  Due to record low 

interest rates, clients holding higher yielding bonds face continued Reinvestment Risk and Call Risk and likely will 
for a considerable period of time.  For newly issued bonds however, Reinvestment Risk is less of a concern as 

interests rates can only rise from here. 

 

Interest Rate Risk is most prevalent when interest rates rise and investors (lenders) buy bonds at lower 

coupon rates or long maturities.  When rates increase, these investors are “locked-in” at lower rates.  Interest rates and 

market prices for fixed-income securities have an inverse relationship: that is, as interest rates rise, bond prices fall.  

Consequently, if an investor buys a bond based on the low interest rates shown in Figure 2, their principal value will 

fall when rates rise.  (Interestingly, the issuing corporation - the borrower - is pleased with the low cost of capital and 

may even be able to buy the bonds back at a discount, if rates have rise substantially).  Given the current record-low 

interest rate environment, Interest Rate Risk is high, and likely to remain high for a considerable period of time.  
 

Interest rates are the price to borrow money.  They compensate the investor (lender) for three costs over the 

life the bond:   

 

1)  Foregone consumption: a proxy for real economic growth (the lender cannot spend 

money provided to a borrower).  GDP growth can be represented as the pure rate of interest 

or “the risk-free rate”.    

2)  Loss of purchasing power: a proxy for inflation which reflects depreciation of the 

currency (the lender’s capital will not be worth as much when the loan is repaid).   

3)  Potential bankruptcy: a proxy for business risk reflecting the creditworthiness of the 

borrower (the lender may not be repaid).   

 

The interest rate (coupon) of a bond reflects the level of these risks / uncertainties when a bond is issued.  

Because risk and return are positively correlated, greater returns correlate with greater assumed risks.  As the economic 

environment changes, risk levels change and the market rate (yield) changes as well.  Conditions that may cause 

interest rates to rise include inflation (a rise in the general price level), inflationary expectations, and real economic 

growth.  Conditions that may cause rates to fall include deflation (a fall in the general price level), and recession which 

could also increase bankruptcy probability.   

 

 Because of the high fixed-income risks addressed in this article, a risk management strategy is required to 

provide focus and alternatives for capital deployment.  The options available may include:  buying high-yield bonds, 

which assumes more business and financial risk;  buying bonds in other global areas, assuming increased political, 

country, and currency risks; seeking alternative security choices such as high dividend paying equities or preferred 

stocks; buying non-marketable securities such as direct mortgages or private equity securities; or utilizing zero-earning 

cash instruments, ignoring the lack of return and choosing to accept a loss of purchasing power.  In today’s 

environment, time is the qualifying factor.  How long will a low interest rate policy be supported?  When will the 

recovery be secure enough to see sustainable economic growth?  When will inflation return to the economic scene?  

 

 Greenwood Gearhart Inc. is examining all client portfolios to ensure their proper exposure to the risks outlined 

above.  When appropriate, we are acting to ensure our risk management strategy is appropriate for the current and 

future economic environment.  As always, we welcome your questions and comments. 
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