
Bonds and base rates

INSIGHT
THE GREATEST WEALTH IS YOUR PEACE OF MIND...



Bonds and base rates

Investors sometimes convince themselves that they know what the future holds and 
seek to position their portfolio to benefit from that knowledge. As one of our clients, you 
will know that this is not a game we play when it comes to investing your portfolio. 

A topical example is the belief that central banks around the world must be about to raise their base 
rates – the rates that they pay commercial banks who lend them money – to combat rising inflation 
and meet their targets. The theory is that higher interest rates are passed through the economy and 
end investors are encouraged to save rather than to spend, reducing the impact of inflation1. Central 
bankers, however, will be the first to admit that this is task is more difficult than it sounds!

One thing we do know is that when interest rates in the bond market rise, outstanding bond prices 
fall to adjust to the more favorable market conditions. Put differently, older bonds were issued at 
lower interest rates and the market now pays a higher rate of interest. As a result, the older bonds 
are less desirable to own and their price falls in line with the new market yield. So far in 2022, bond 
markets have suffered price falls not seen for many years. It is some comfort that sticking to a 
shorter-dated strategy has mitigated the falls in your defensive assets. This has always been one of 
the risks for investors who choose to lend for longer.

What about the future? If a hypothetical tactical investor thought that the Bank of England was going 
to raise its base rate, which is currently 1.25%, to say 2% by the end of the year, they might expect 
bond prices to suffer further falls as this change is made and passed through to commercial banks – 
if interest rates rise, prices must fall. In a situation whereby this hypothetical investor’s view became 
the market consensus, the investor needs to have reached this conclusion, and acted on it, before 
other investors do, otherwise the opportunity gets arbitraged away. In a situation whereby it is not the 
market consensus, the hypothetical investor is betting against all other well-informed investors with 
opposing views. Even without reviewing market data this sounds like a tough game to win (and it is).
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Benjamin Graham

Figure 1: UK government bond YTD performance by maturity (GBP)
Fund performance: L&G UK Gilt 0-5 Year ETF, iShares UK Gilts All Stocks, iShares Over 15 Years Gilts. YTD to 18/07/22.



Bond investors know about base rates; they also know that central banks use them as a tool to 
try to control inflation. Therefore, the market already has an expectation of what the future base 
rate will be, which is reflected in current bond prices. Implied future base rates (i.e. the market’s 
expectation) can be derived from current prices: in mid-June this sat at 2.9% by the end of 2022 
reaching 3.3% in 20232. Some investors will have a lower projection, others will have a higher one, 
and the market sits at the aggregate of all investors.

The reality is that prices adjust to new expectations due to the, by definition, random release of 
new information that we experience each and every day. The chart below shows that since 1998, 
UK government bond returns have actually been positive in 11 of the 21 months when the Bank of 
England raised base rates. Not only do tactical investors need to be able to predict an uncertain 
future, but they also need to be able to work out how all other investors will react to that future. 
Without a crystal ball, this is fool’s errand.

Why is this important? It is important because accepting the market does a pretty good job at 
pricing information is a far more robust philosophy than trying to second guess it. Over longer 
periods of time (15-20 years), around 80-90% of active managers are beaten by a sensible 
benchmark3 across asset classes and geographies. If you thought of it, chances are so did the 
market and you would be best served to hold the faith in your strategy – keep calm and carry on.

Merton Miller, Ph.D., Nobel Laureate in Economics, 1990

‘Everybody has some information. The function of the markets is to 
aggregate that information, evaluate it and get it incorporated into prices.’ 
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Figure 2: UK Gilt returns during months with base rate rises
Fund performance: Scottish Widows UK Fixed Income Tracker. Apr-98 to Jun-22.



Other notes and risk warnings
Use of Morningstar Direct© data

© Morningstar 2022. All rights reserved. The information contained herein: (1) is proprietary to Morningstar and/
or its content providers; (2) may not be copied, adapted or distributed; and (3) is not warranted to be accurate, 
complete or timely. Neither Morningstar nor its content providers are responsible for any damages or losses arising 
from any use of this information, except where such damages or losses cannot be limited or excluded by law in your 
jurisdiction. Past financial performance is no guarantee of future results.

Risk warnings
This article is distributed for educational purposes only and must not be considered to be investment advice or an 
offer of any security for sale. The reference to any products is made only to make educational points and must, in no 
circumstances, be deemed to be any form of product recommendation.

This article contains the opinions of the author but not necessarily the Firm and does not represent a 
recommendation of any particular security, strategy or investment product.  Information contained herein has been 
obtained from sources believed to be reliable but is not guaranteed.  

Past performance is not indicative of future results and no representation is made that the stated results will 
be replicated.

Errors and omissions excepted.

Barnett Ravenscroft Wealth Management is a trading name of Barnett Ravenscroft Financial Services Ltd which is 
authorised and regulated in the United Kingdom by the Financial Conduct Authority FRN: 225634 and registered in 
England and Wales under Company No. 04013532.

The registered office address of the Firm is 13 Portland Road, Edgbaston, Birmingham, B16 9HN
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