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Dear George ,
I have previously discussed the risks associated with bond investing in several of our past
newsletters. This morning, I came across an article that quantifies the risk of investing in
long-term bonds -- i.e., the bonds that currently give the best (though still low) yields for their
rating, but which also lock you in for many years -- that I thought you should see. The author,
while not a recognized "investment guru," is an expert in quantitatively assessing risks, returns,
and degree of diversification for portfolios and for individual securities. In fact, we use the
software that his company developed to analyze and maintain Coromandel Wealth Management's
investment portfolios.
Some of the terminology in the article may not be familiar to you, but the important thing to take
away is the message: Long-term government bonds (i.e., 10- and 30-year Treasuries) currently
carry higher risk than so-called "junk bonds."
Understanding the risks inherent in bond investing is a necessity these days, considering the
volatility of the markets and investor anxieties about whether their portfolios will be able to
withstand further market shocks. I encourage you to read the following article, and contact us if
you have any questions about it.
Sincerely,

George Gagliardi
Financial Advisor
Coromandel Wealth Management
(781) 728-9001

Geoff Considine, Quantext Inc.
October 13, 2010
I recently wrote an article for Financial Planning magazine in which I looked at
ways of judging income investments. One of the major take-aways from the
analysis -- and a conclusion that surprised many readers -- is that long-term
government bonds now look as risky as junk bonds.
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This is not a typo.
Long-term government bonds currently have really low yields because investors
are scared of 'risky' assets like stocks, so they have flocked to government bonds (a
'safe' asset) and long-term bonds, and that's driven their prices up and their yields
down. Long-term bonds, while understood to be riskier than shorter-term bonds,
provide more yield.
High-yield (aka junk) bonds are the bonds issued by companies with low credit
ratings -- the bonds are considered to be below 'investment grade.' It is expected
that there will be a meaningful default rate on these bonds by the issuers. Junk
bonds are considered the riskiest class of bonds.
Long-term government bonds have effectively zero risk of default, but have
substantial exposure to interest rate risk. If interest rates rise, the prices of
long-term bonds will drop a lot more than the prices of short-term bonds.
The sources of risk may be different, but the total risk is a key measure. I think that
investors are signaling that they are really concerned about the default risk, but not
about the interest rate risk -- which explains why investors are willing to hold
long-term government bonds when they have such a poor yield.
How can we get a handle on the true risk of these asset classes -- as opposed to
investor perception?
The best measure that I know of is the implied volatility on bond ETFs. TLT is a
long-term government bond index ETF. How risky is it? There are options that
trade on ETFs and we can use the prices of the options to figure out how risky the
ETF is. This is a standard process in any quantitative finance class. Even
Morningstar provides implied volatility on its website. I am not going to go into
detail, but suffice it to say that implied volatility is a standard measure of risk.
The simplest way to get implied volatility data is from iVolatility.com (and its free).
The implied volatility on the options on TLT expiring in March 2011 is 16%. The
implied volatility on options on HYG, a high-yield bond index fund, expiring in
March 2011 is 10.3%. This means that the long-term government bonds are
substantially riskier (i.e. more than 50% riskier) than the high-yield corporate
bonds.
Now, perhaps the options market has it wrong. This is possible, but there is
considerable evidence that the options market is a pretty 'smart' way to get risk
measures.
The options market is suggesting that the interest rate risk in long-term
government bonds is huge -- big enough so that the aggregate risk on long-term
government bonds is higher than the aggregate risk of junk bonds.
It is worth getting acquainted with implied volatility as a measure of risk because
this measure provides a quantitative measure of risk that may contradict our innate
inclinations. Inclinations like presuming government bonds are 'safe' and junk
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bonds are 'risky,' for example.

All material presented herein, much of which is obtained from other news and investment sources, is believed to
be reliable but we cannot attest to its accuracy. A mention of a Web site is not an implied endorsement of that site.
Readers are encouraged to check with their investment counselors before making any investment decisions.
Advisory services offered by Trust Advisory Group, Ltd., a Registered Investment Advisor, (781)
942-5070.
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