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U.S.  STOCKS: BEYOND THE “RATE TANTRUM” VOLATILITY

Despite the recent market volatility, we believe high-growth stocks remain better-positioned  
than so-called “bond proxy” names. Here’s why.

MONDAY, FEBRUARY 05, 2018

Following the equity market sell-off—one that might be classified 
as something of a “rate tantrum” in response to new economic data 
suggesting hints of potential inflation and a move higher in 10-year 
U.S. Treasury yields—investors may take this opportunity to scruti-
nize their equity exposure. As they do, it’s worth noting that:

  1.    Recent data reports offer signs of strengthening economic growth.

  2.    Even as interest rates creep higher, they remain at historically  
low levels.

  3.  We have transitioned from a liquidity-driven phase of this bull 
market to a phase driven by improving economic and corporate 
fundamentals.

These developments should suggest that the selling was not 
“the beginning of the end” but rather a step forward toward more 
“normal” market conditions.  Market participants are adapting to a 
new rate regime and, we think, markets will ultimately continue to 
move higher (despite recent bouts of volatility) as investors focus on 
U.S. economic strength, with technological innovation continuing to 
lead the way among market opportunities.

Against that backdrop, we note that the substantial gains in the 
broader U.S. equity market (as represented by the S&P 500® Index) 
in 2017 that extended into the first month of 2018 (before the vola-
tility of early February) represented a distinct break from prior 
years. A bevy of robust growth stocks led the market, while there 

has been pronounced weakness occurring among overvalued low-
growth, low-volatility bond-like stocks (see Table 1). These stocks 
often are called “bond proxies” and frequently are found within the 
real estate, utilities, consumer staples, and telecommunications 
sectors (the “RUST” sectors for short). 

What, exactly, constitutes a bond proxy? Companies that pay the 
bulk of their earnings out in dividends and, consequentially, have a 
high dividend payout, while also having very low volatility in their 
earnings, can often trade in a very similar pattern as U.S. Treasury 
securities (hence, the “bond proxy” moniker).  These companies also 
have very mediocre, if not declining, underlying earnings because they 
are either no longer in the growth phase of their corporate life-cycle or 
they are in heavily regulated industries, such as utility and telecom-
munication companies. These bond proxies also can be found in the 
consumer staples sector, where profit margins can be thin and com-
panies are compelled to pay out the bulk of their earnings in dividends 
because they cannot generate returns higher than their cost of capital.

Such stable-income characteristics cause these stocks to trade 
with a high correlation to U.S. Treasuries in certain types of markets, 
and this certainly occurred following the global financial crisis of 
2008–09. Because many investors believed U.S. Treasuries carried 
higher risk due to their historically low yields, the perception appears 
to have been that it was “safer” to own bond-like equities than actual 
U.S. Treasury bonds. 
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Source: Bloomberg and Lord Abbett.
The information shown is for illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment.   Statements concerning financial market trends are based on current market 
conditions, which will fluctuate. There is no guarantee that markets will perform in a similar manner under similar conditions in the future. Past performance is not a reliable indicator or a guarantee of future results.

TABLE 1. “RUST” NEVER SLEEPS? TELL THAT TO BOND-PROXY INVESTORS

Sector YTD Return 
(1/31/2018)

Consumer Discretionary 9.34%

Information Technology 7.63%

Health Care 6.65%

Financials 6.48%

Industrials 5.31%

Materials 4.14%

Energy 3.81%

Sector YTD Return 
(1/31/2018)

Consumer Staples 1.59%

Telecommunication Services 0.55%

Real Estate -1.89%

Utilities -3.07%

S&P 500 5.73%

The 4 “RUST” Sectors



The result of this high demand for bond proxies during the 
period of the U.S. Federal Reserve’s program of quantitative easing 
(2010–16) has been a dramatic increase in their valuations and 
their increased weight in various equity market indexes. Conse-
quently, many investors have taken on new factor risks within their 
equity allocations, with interest-rate risk being a major one. And as 
interest rates continue to edge higher (the yield on the 10-year U.S. 
Treasury note, for example, recently moved to four-year highs), 
investors may be wise to continue to scour their portfolios for 
exposure to these types of stocks.

If the RUST stocks have “corroded” in value, what was fueling 
the recent gains in the market prior to the recent tumult? Growth 
equities (as represented by the Russell 1000 Growth Index) were the 
top performers in the U.S. domestic equity market in 2017, accord-
ing to FactSet. This performance was driven by a strong fundamen-
tal backdrop and favorable secular trends for many high-growth 
industries. As we have noted before, the secular growth story that 
recently drove the market higher has many subplots, such as: 
e-commerce continues to disrupt marketplaces; cloud computing 

transforms entire industries; and biotechnology advances revolu-
tionary treatments for chronic and life-threatening diseases.

For these reasons, an allocation to the companies that embody 
innovation in the global economy today continues to make sense 
for investors looking for growth from their equity portfolios. 
However, investors may wish to check for RUST stocks before 
making any commitments to investments purporting to be truly 
growth-oriented. This warning is especially true of broad-based, 
passive-equity vehicles, which have significant holdings in the 
RUST sectors as a result of the flawed nature of index construction, 
which defines growth as the lack of value, and places many of the 
most expensive stocks in the growth index despite their lack of true 
underlying revenue growth. (See Table 2.). 

This characterization of growth has been particularly problem-
atic for investors, due to the hefty valuations accompanying RUST 
stocks in recent years. According to data from the Leuthold Group, 
the valuation premium associated with low-volatility stocks (based 
on a proprietary index) was near its highest levels in more than three 
decades as of early 2017, evoking comparisons to the tech-stock 
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Source: FactSet.
*Historical three-year sales growth data as of 12/31/2017.
**Alphabet, Inc. Class A and Class C share holdings have been combined. Price to earnings ratio shown is an average of the two share classes.
Note: Average overlap data as of 12/2012 to 12/2017.  The historical data shown are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett or any particular investment. The information shown is 
not intended to be relied upon as a forecast, research or investment advice, and is not a recommendation, offer or solicitation to buy or sell any securities or to adopt any investment strategy.  Indexes are unmanaged, do not reflect the 
deduction of fees or expenses, and are not available for direct investment. Equity securities are subject to market risk which means their value may fluctuate in response to general economic and market conditions and the perception of 
individual issuers. Investments in equity securities are generally more volatile than other types of securities.
Past performance is not a guarantee or a reliable indicator of future results.

Holding *Historical 3-Year Sales Growth (%) Price to Earnings

Apple 7.6 14.8
Microsoft 0.7 25.2
Amazon.com 23.6 272
Facebook Cl. A 48.2 30
Alphabet Cl. A & Cl. C** 17.3 32.5
Home Depot 6.5 25.7
UnitedHealth Group 15.3 22
Visa Cl. A 13.1 27.7
Comcast Cl. A 7.2 19.4
Boeing 0.5 29.1
AbbVie 11.6 17.4
PepsiCo -1.7 23
Mastercard Cl. A 9.2 33.2
McDonald's -5.6 26.4
3M -0.7 26
Altria Group 3.2 21.7
Coca-Cola -7.1 24
Walt Disney 4.1 17.3
NVIDIA 23.7 46.1
Verizon Communications -0.1 14.1

TABLE 2. MANY OF THE BIGGEST “GROWTH” COMPANIES DISPLAY SLOW, OR NO, GROWTH 
PRICE-TO-EARNINGS RATIOS AND THREE-YEAR GROWTH RATES (HISTORICAL) FOR THE TOP 20 COMPANIES, BY MARKET CAPITALIZATION, IN THE  
RUSSELL 1000® GROWTH INDEX, AS OF DECEMBER 31, 2017



3

bubble in 1999.  By contrast, valuations on Leuthold Group’s proprietary index of high-beta stocks (i.e., those found in equity market segments 
such as high-growth technology, biotech, and consumer discretionary) were near multi-decade lows, looking attractive relative to their 
underlying organic growth. 

As investors consider how to assess their equity allocation after the “rate tantrum,” those who are looking to avoid the potential low-
growth pitfall of indexing their growth exposure may be wise to consider an equity strategy focused on innovation and accelerating revenue 
growth, given the historical upside presented by these fastest-growing stocks. As we have discussed previously, for those interested in high-
growth equity strategies, a highly active approach incorporating both fundamental and technical analysis may merit special consideration, 
given the idiosyncratic nature of this market segment.

INVESTMENT-LED. INVESTOR-FOCUSED.

IMPORTANT INFORMATION
A Note about Risk: TThe value of investments in equity securities will fluctuate in response to general economic conditions and to changes in the prospects of particular companies and/or sectors in the economy. 
Historically speaking, growth and value investments tend to react differently during the economic cycle. Since value stocks are often cyclical in nature, they may benefit from the increased spending that usually occurs 
during an economic expansion. Growth stocks may also perform well during an expansion, but they may also be out of favor during market downturns, when investors pay more attention to price ratios. While growth 
stocks are subject to the daily ups and downs of the stock market, their long-term potential as well as their volatility can be substantial. Technology and Internet-related stocks, especially of smaller, less-seasoned 
companies, tend to be more volatile than the overall market. No investing strategy can overcome all market volatility or guarantee future results.

References to specific securities and issuers are for illustrative purposes only and are not intended and should not be interpreted as recommendations to purchase or sell such securities. The securities referenced may or 
may not be held in portfolios managed by Lord Abbett and, if such securities are held, no representation is being made that such securities will continue to be held.

Forecasts and projections are based on current market conditions and are subject to change without notice. Projections should not be considered a guarantee.

This article may contain assumptions that are “forward-looking statements,” which are based on certain assumptions of future events. Actual events are difficult to predict and may differ from those assumed. There can 
be no assurance that forward-looking statements will materialize or that actual returns or results will not be materially different from those described here.

Statements concerning financial market trends are based on current market conditions, which will fluctuate. There is no guarantee that markets will perform in a similar manner under similar conditions in the future. 
Past performance is not a guarantee or a reliable indicator of future results.

The Russell 1000 Index® measures the performance of the 1,000 largest companies in the Russell 3000 Index, which represents approximately 92% of the total market capitalization of the Russell 3000 Index. Indexes 
are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

Beta is a measure of the volatility, or systematic risk, of a security or a portfolio in comparison to the market as a whole. Beta is used in the capital asset pricing model (CAPM), a model that calculates the expected 
return of an asset based on its beta and expected market returns. Also known as “beta coefficient.”

The price-to-earnings (P/E) ratio is the valuation ratio of a company’s current share price compared to its per-share earnings. It is calculated by dividing the current stock price by the earnings per share for the preced-
ing 12 calendar months.

The information provided is not directed at any investor or category of investors and is provided solely as general information about Lord Abbett’s products and services and to otherwise provide general investment educa-
tion. None of the information provided should be regarded as a suggestion to engage in or refrain from any investment-related course of action as neither Lord Abbett nor its affiliates are undertaking to provide impartial 
investment advice, act as an impartial adviser, or give advice in a fiduciary capacity. If you are an individual retirement investor, contact your financial advisor or other fiduciary about whether any given investment idea, 
strategy, product or service may be appropriate for your circumstances.

The opinions in Market View are as of the date of publication, are subject to change based on subsequent developments, and may not reflect the views of the firm as a whole. The material is not intended to be relied 
upon as a forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt any investment strategy, and is not intended to predict or depict the performance of any 
investment. Readers should not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. Investing involves risk, including possible loss of principal. This document 
is prepared based on the information Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. Investors should consult with a financial advisor prior to making 
an investment decision.
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