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B uys

The party ended early for bonds in 1996. The vir-

tually straight-line descent in yields on 30-year Treasuries, from above 8% to below 6%,
reversed abruptly as traders fretted that a pickup in economic growth would doom further
interest-rate reductions. Janet Showers warned correctly on this page last month that the
longest government issues looked risky then. What’s next for bonds? For the views of
some of the nation’s top bond strategists, staffer Susan Pevear tracked down Ron Speaker
of Janus Flexible Income Fund, Peter Van Dyke of T. Rowe Price Spectrum Income
Fund, and Robert Rodriguez of FPA New Income. As Sue reports, they haven’t suc-
cumbed to the passing panic, and have some interesting thoughts on how to play it—LR

Easy Does It

espite the dramatic rise in bond yields
D over the past month, the top bond strate-

gists we spoke with are sitting tight. All
say they have not changed their portfolio
allocations as a result. And even the most
bearish among them, FPA’s Robert
Rodriguez, says current long-term yields
(around 6.7% on 30-year Treasuries) are
getting (o be attractive

The bond-market turbulence is likely to
continue, say the three strategists, even
though it’s not likely to lead to dramatically
higher rates from here. All think that long-
term Treasury bonds (maturities longer than
10 years) will continue to bear the brunt of
the price volatility because they're the pre-
ferred trading instrument of hedge funds
and other interest-rate speculators.

Interestingly, all the strategists would
shift portfolios more toward fixed-income
holdings that aren’t as sensitive o rising
interest rates: either mortgage-backed secu-
rities or high-yield corporate bonds

In the past nine months, Robert
Rodriguez has boosted his stake in mort-
gage securities to 60%, up from 20%, the
biggest shift he’s made in a long time. Mort-
gage-backed securities yield more than 10-
year Treasuries, and with rates on the rise,
their prepayment risk (mostly homeowners
refinancing) is greatly reduced.

If the yield on 30-year Treasurics rises
10 7%, as Rodriguez suspects it might in
the coming months, he’s poised to buy
even more mortgages. At that point, he
says, investors would be so fearful of
falling interest rates and the resulting
mortgage prepayments that mortgages

would probably be selling

— at bargain prices.
Rodriguez thinks the

yield on 30-year Treasuries
will finish this year at 7%, so he says we're
now in “no man’s land.” But he is not mak-
ing any major changes. Instead, he is
focusing on preserving capital (he’s 20% in
cash) and readying himself to buy more
mortgages if yields rise.

Janus’ Ron Speaker and T. Rowe
Price’s Peter Van Dyke are more upbeat.
They think the yield on 30-year Treasuries
may well climb to around 7% sometime
this year, but they see it making its way
down 10 6.5% or so by year-end. “1’m glad
the rise in interest rates happen=d earlier
in the year...these wounds will heal,”
says Speaker.

Both Speaker and Van Dyke would put
new money into higher-yielding “junk™
bonds, issued by less-creditworthy compa-
nies. Most junk bonds have intermediate-
term maturities (10 years or less) and all
yield more than comparable Treasuries.
Also, they’ll benefit if the issuer’s finances
improve. Because Speaker expects corpo-
rate profits to continue to be strong, he
thinks the creditworthiness of junk, in gen-
eral, should continue to improve. Van Dyke
agrees: “Corporate profits might be pres-
sured on a case-by-case basis, but not in a
macro sense.”

Both are avoiding long-term U.S. Trea-
suries. Van Dyke is also basically staying
away from foreign bonds, even though he
thinks interest rates abroad are likely to con-
tinue falling. Lower foreign rates, he notes,
strengthen the U.S. dollar and greatly offset
the potential return on foreign bonds. “Go
abroad only if hedged,” he says.—Susan
Pevear B
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THEIR Y1ELD FORECASTS

ON 30-YEAR TREASURIES
Rest Year-
of 1996 End

Robert Rodriguez 6.6%t07+4%  7.0%
66%107+%  6.5%
625%107%  6.5%

Ron Specker
Peter Van Dyke

TOTAL RETURN (ANKUALIZED)*
Typeoffund  10-yr. 3yr 1996

US.Treosuries  9.4%  55% —16%
tighquoliyorp. 79 53 06
Junk bonds 92 94 430

Morigoge-bocked sec. 78 49 0.6
“Through Feb. 29, 1996.

Source: Morningstor.
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“Through March 19, 1996; 525,000 mini-
mum. Source: Morningslar.




