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Why is everyone suddenly talking about bonds? After all, the interest in our savings account is still only a meager .25% and CD’s are still only paying about 1%. Besides, isn’t the Federal Reserve still buying bonds, which is supposed to keep interest rates low?
The answer to the overall bond question is “yes, and no.” Yes, the Federal Reserve IS still buying bonds in an effort to keep long term interest rates low. But other countries and many financial institutions that own our government’s bonds have been selling them, for a variety of reasons. Much like the little Dutch boy trying to plug the cracks in the dyke with his fingers, additional cracks in longer term interest rates are starting to appear. 
Bonds operate something like a teeter totter. As prices drop, interest rates rise, and vice versa. The more sellers that show up on the US doorstep to sell their bonds, the lower the price goes because the market gets flooded. “But,” you may well ask, “higher interest rates are good for me if I’m a conservative, income-focused investor right?”
In the long term the answer is probably yes, provided that interest rates can at least keep pace with inflation. The difficulty lies in surviving the transition. 
Those investors who rely on the liquidity of bond funds to provide their interest income have undoubtedly seen the price per share (net asset value) of their holdings decline over the past couple months. Likewise, owners of individual bonds, if they were to check the resale value of those bonds, would likely find that they have dropped in value, too. The teeter totter effect is in play, and could remain so for some time to come. So what does that mean for you?
If you are invested in a bond fund, your yield is beginning to rise as the bond fund manager replaces lower paying bonds with higher paying ones. That’s good you because it means more income. The downside is that during the transition from a higher price per share (net asset value) to a lower price per share, your overall bond portfolio value will likely decline. If you needed to sell the holding before the higher rate of interest could compensate for the decline in price, you would lose money. The same would be true if an owner of individual bonds needed cash before the maturity date of the bond, the date at which the bond would be repaid in full. 
So as a bond holder, whether in a fund or individual bonds, how do you compensate for falling prices? One solution, a sort of band aid approach, is to purchase a fund that “shorts” Treasuries. This simply means that the price of the fund goes up when the price of Treasuries goes down. However, the process of shorting anything, including bonds, involves substantially higher capital risks than what most people are accustomed to. You should enter into such investments after deliberate consideration and a thorough risk evaluation. Besides the risk to capital, shorting securities involves an increase in the intensity (both speed and size) of price moves (good if in your favor, shocking when not in your favor.) For several reasons, the tracking won’t be an exact match to the price drop of your bonds or your bond funds, but it should ease the transition, which could take a considerable period of time. Of course, once bond prices level off again, this holding would no longer benefit the portfolio. 
The other solution might be to exchange your long term or intermediate term bond funds to a fund with shorter maturities. Short term funds invest in bonds with maturities of less than a year; Intermediate range funds hold bonds with 3-5 year average maturity periods. 
	Both types of bond funds will have lower yields than longer term funds. And if interest rates shoot up, these funds will also go down in the short term, but they won’t take as long to break even as the longer term funds. 
At some future point we can expect to see attractive interest rates in bonds again. During the transition, however, fixed income investors will have to make some choices.
