
2019 Bond market review
abnormal returns and hidden risks

January 2020
By Ian Marthinsen, CFA,

 Portfolio Strategist, Lysander Funds Limited 

2019 In Review
It is said that investor euphoria is the final stage of a bull market, and in 2019, investors should be feeling 
pretty good. Canadian equities (S&P/TSX Total Return Index), U.S. equities (S&P 500 Total Return Index), 
U.S. high yield bonds (ICE BofAML U.S. High Yield Index) and Canadian investment grade bonds (ICE BofAML 
Canada Broad Market Index) returned, 23%, 32%, 14% and 7%, respectively.

Looking back over the past 20 years, years with large (>5%), correlated gains across asset classes have 
typically been observed in years following recession (2003, 2009, 2010). Now ten years into the current 
market cycle, it is now more important than ever to consider the risks in the marketplace for portfolio 
positioning in 2020, especially in corporate bonds.
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Investing fast and slow
The fall of global interest rates and the rise of negative yielding debt was a major bond market theme 
in 2019. In Canada, the government 10-year bond yield went from a high of 2.60% in October 2018 to a 
low of 1.09% in August 2019. Despite an overall low yield-to-maturity, which is the return an investor can 
expect by holding a bond to maturity, investors in the broad Canadian bond market (ICE BofAML Canada 
Broad Market Index) earned considerably more in 2019 because of the capital gain created by the decline in 
interest rates. This unusually large capital gain, although welcomed by some investors, can be problematic 
as it can also skew perceptions of future bond market returns and the potential risks to achieving those 
returns – behavioural finance refers to this as being a result of cognitive and emotional biases. Going into 
2020, investors should be prudent in considering the yield characteristics of their bond investments along 
with the potential risks such as interest rate risk and credit risk.

Interest rates have quietly risen
The interest rate risk in bonds has started to re-emerge. Falling global interest rates caused the market value 
of global negative yielding debt to top out at USD$17 trillion at the end of August 2019. However, since then 
global interest rates have been on the rise, and the amount of global negative yielding debt has
reduced by 34%.
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In North America, Canadian and U.S. government bonds with terms 7-years and greater have experienced 
losses large enough to offset one-year’s worth of interest payments. Furthermore, with a yield-to-maturity 
of 2.3% and a duration of 8.3 years (as of December 31, 2019), the ICE BofAML Canada Broad Market Index 
is showing poor investment fundamentals. Not only does the yield barely compensate investors for  the rate 
of inflation, investors would incur 2.1% capital loss if interest rates were to increase by only 28 basis 
points (0.28%).

Corporate credit has disconnected from corporate leverage 
The investor appetite for risk assets that was seen in equity prices was also reflected in
credit markets. Declining interest rates in 2019 saw a continuation of the “easy credit” theme for corporations 
issuing debt. Relative to GDP, U.S. corporations have now issued more debt outstanding than any other time 
over the past 25 years.

As corporations increase their debt levels it generally increases their chances of default, which then gets 
reflected in the value of the debt in the form of higher credit spreads (lower prices). This relationship 
between corporate debt levels and the value of debt has shown a strong correlation over the past 25 years, 
except for the past 4 years, where corporate debt has increased to all-time high levels and credit spreads 
have declined! The market is not assigning the same risk premium it typically has in the past. Using history 
as a guide, the current level of corporate debt would correspond with credit spreads of U.S. high yield bonds 
being at least 600bps higher than they are currently. For context, in the first three quarters of 2008, the 
credit spread of the ICE BofAML U.S. High Yield Index rose by 502bps and produced a total return of -10.6% 
over the same time period.
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After a year of dramatic gains in 2019, investors should pause to consider the yield they are getting for the 
risks they are assuming in their bond portfolios. For corporate bonds, rising interest rates and rising credit 
spreads are risks that could erode investor capital in what is largely considered to be a safe asset class. This 
is a market for those who are loss-averse to be more selective in terms of interest rate and credit exposure 
assumed in their bond portfolios. Broad market bond exposure should be treated with caution.

conclusion
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Important disclaimers 
This document has been prepared by Lysander Funds Limited (“Lysander”) solely for information purposes. Information 
in this document has been derived or obtained from sources believed to be trustworthy and/or reliable. Lysander 
does assume responsibility for the accuracy, currency, reliability or correctness of any such information. Nothing in 
this document should be considered a recommendation to buy, sell or short a particular security. Information in this 
presentation is not intended to constitute legal, tax, securities or investment advice and is made available on an “as 
is” basis.

Commissions, trailing commissions, management fees and expenses all may be associated with mutual fund 
investments. Please read the prospectus before investing. Investment funds are not guaranteed, their values change 
frequently and past performance may not be repeated.

This document may contain forward-looking statements. Statements concerning a fund’s or entity’s objectives, goals, 
strategies, intentions, plans, beliefs, expectations and estimates, and the business, operations, financial performance 
and condition are forward looking statements. The words “believe”, “expect”, “anticipate”, “estimate”, “intend”, “aims”, 
“may”, “will”, “would” and similar expressions and the negative of such expressions are intended to identify forward-
looking statements, although not all forward-looking statements contain these identifying words. These forward- 
looking statements are subject to various risks and uncertainties that could cause actual results to differ materially 
from current expectations. Readers are cautioned not to place undue reliance on these forward-looking statements. 
While Lysander considers these risks and uncertainties to be reasonable based on information currently available, they 
may prove to be incorrect.

The source of all ICE BofAML Indices is ICE BofAML Indexes. Any unauthorized use or disclosure is prohibited. Nothing 
herein should in any way be deemed to alter the legal rights and obligations contained in agreements between any 
ICE Data Services entity (“ICE”) and their clients relating to any of the Indices or products or services described herein. 
The information provided by ICE and contained herein is subject to change without notice and does not constitute any 
form of representation or undertaking. ICE and its affiliates make no warranties whatsoever either express or implied 
as to merchantability fitness for a particular purpose or any other matter in connection with the information provided. 
Without limiting the foregoing ICE and its affiliates makes no representation or warranty that any information provided 
hereunder are complete or free from errors omissions or defects. All information provided by ICE is owned by or 
licensed to ICE. ICE retains exclusive ownership of the ICE Indices including the ICE BofAML Indexes and the analytics 
used to create this analysis ICE may in its absolute discretion and without prior notice revise or terminate the ICE 
information Indices and analytics at any time. The information in this analysis is for internal use only and redistribution 
of this information to third parties is expressly prohibited.

Neither the analysis nor the information contained therein constitutes investment advice or an offer or an invitation 
to make an offer to buy or sell any securities or any options, futures or other derivatives related to such securities. The 
information and calculations contained in this analysis have been obtained from a variety of sources including those 
other than ICE and ICE does not guarantee their accuracy. Prior to relying on any ICE information and/or the execution 
of a security trade based upon such ICE information you are advised to consult with your broker or other financial 
representative to verify pricing information. There is no assurance that hypothetical results will be equal to actual 
performance under any market conditions. THE ICE INFORMATION IS PROVIDED TO THE USERS “AS IS.” NEITHER ICE 
NOR ITS AFFILIATES NOR ANY THIRD PARTY DATA PROVIDER WILL BE LIABLE TO ANY USER OR ANYONE ELSE FOR ANY 
INTERRUPTION INACCURACY ERROR OR OMISSION REGARDLESS OF CAUSE IN THE ICE INFORMATION OR FOR ANY 
DAMAGES RESULTING THEREFROM. In no event shall ICE or any of its affiliates employees officers directors or agents 
of any such persons have any liability to any person or entity relating to or arising out of this information analysis or 
the indices contained herein.

The source of all S&P/TSX Indexes is TSX © Copyright 2019 TSX Inc. All Rights Reserved. ®Lysander Funds is a registered 
trademark of Lysander Funds Limited.

www.lysanderfunds.com
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