
Bonds:  surviving the taper Won’t require an olympian effort 
Credit-sensitive securities historically have been less vulnerable to rising interest rates. 

The prospect of continued tapering of the Federal Reserve’s bond 
purchasing program is being welcomed by many, but some are 
concerned about its effect on long-term Treasury yields. Investors are 
worried about the effect of higher yields on their bond portfolios and 
have been pulling out of fixed-income mutual funds. The Investment 
Company Institute reports that outflows from bond mutual funds 
totaled $25 billion in December 2013, marking the seventh straight 
month of negative flows in this category. Outflows for the full year 
came to more than $83 billion—a sharp reversal from 2012, when 
inflows totaled $304 billion. 

In addition to rising interest rates, durations may also cause inves-
tors concern if they have exposure to the Barclays U.S. Aggregate 
Bond Index. Duration in the index has been rising as a result of the 
index’s changing composition, creating the possibility for greater 
losses when interest rates rise. Given a duration of 5.5 years, for 
example, a one-percentage-point rise in yields will produce a 5.5% 
drop in price. Thus, even taking into consideration income from the 

yield (2.32%, as of January 31, 2014), the Barclays U.S. Aggregate 
Index would produce a loss of 3.2%. (See Chart 1.)

But this simple bond math is too simple. It fails to consider the 
economic environment and its effect on certain fixed-income catego-
ries. If Treasury yields are rising because of inflation, that would 
bode ill for most fixed-income securities. But if they are rising 
because the economy is improving, then certain categories, those that 
are credit-sensitive, are likely to perform better than interest-rate-
sensitive categories, such as higher-rated corporates. While rising 
Treasury yields could pressure all fixed-income prices, an improving 
economy is likely to be a countervailing force on those that are 
credit-sensitive, boosting prices and compressing yields.

Chart 2 shows which categories are likely to hold up when 
Treasury yields rise. The Barclays U.S. Aggregate Bond Index, for 
example, has historically been highly and positively correlated with 
Treasuries, meaning that when Treasury prices fall (and yields rise), 
the value of this index is likely to do so as well. Treasury Inflation-
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Chart 1. In the Barclays U.S. Aggregate Bond Index, 
Duration and Yields Recently Have Been Rising
Duration and yield, January 31, 2014

Source: Barclays. Duration as represented by modified adjusted duration in years. Yield as represented by 
yield to maturity. For illustrative purposes only and does not reflect the performance of any Lord Abbett 
mutual fund or any particular investment.

  Source: Morningstar and Barclays Municipal Index data.
1 Barclays U.S. Aggregate Bond Index.
2 Barclays U.S. Treasury U.S. TIPS Index.
3 Barclays U.S. Corporate ‘Baa’-Rated Index.
4 BofA Merrill Lynch 1–3 Year U.S. Corporate Index.
5 Barclays U.S. Corporate High Yield Index.
6 S&P 500 Index.

7  BofA ML All Convertible Bonds All Qualities Index.
8  Credit Suisse Leveraged Loan Index.
9  Deutsche Bank Breakeven 5-Year CPI Swap  
(correlation data are available only for  
01/01/2004–10/31/2013). 

Performance quoted above is historical. Past Performance is no guarantee of future results. Indexes are unmanaged, do not reflect deduction of fees or expenses, and are not available 
for direct investment. For illustrative purposes only and does not reflect any Lord Abbett mutual fund or any particular investment. Indexes are unmanaged, do not reflect the deduction of fees or 
expenses, and are not available for direct investment.

Chart 2. Rising Interest Rates Affect Some Bonds 
More Than Others
Correlations with Barclays U.S. Government Index,  
January 31, 2004–January 31, 2014
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Hypothetical Returns for 5.5-Year 
Duration Fixed Income in Rising Rates

Rate Increase
Price Return
Yield
Total Return

+50bps
-2.75%
2.32%
-0.4%

+100bps
-5.50%
2.32%
-3.2%

+150bps
-8.25%
2.32%
-5.9%

+200bps
-11.00%
2.32%
-8.7%
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IMPORTANT INFORMATION
A Note about Risk: The value of investments in fixed-income securities will change as interest rates fluctuate and in response to market movements. As interest rates fall, the prices 
of debt securities tend to rise, and as interest rates rise, the prices of debt securities tend to fall. Investments in high-yield securities (sometimes called junk bonds) carry increased risks 
of price volatility, illiquidity, and the possibility of default in the timely payment of interest and principal. Bonds may also be subject to other types of risk, such as call, credit, liquidity, 
interest-rate, and general market risks. Longer-term debt securities are usually more sensitive to interest-rate changes. The longer the maturity date of a security, the greater the effect 
a change in interest rates is likely to have on its price. Moreover, the specific collateral used to secure a loan may decline in value or become illiquid, which would adversely affect the 
loan’s value. Convertible securities have both equity and fixed-income risk characteristics. Like all fixed-income securities, the value of convertible securities is susceptible to the risk of 
market losses attributable to changes in interest rates. Generally, the market value of convertible securities tends to decline as interest rates increase and, conversely, to increase as inter-
est rates decline. The 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. Investing in derivatives involves the risk that the derivatives are or will become illiquid and that the counterparty may fail to perform its obligations. Because de-
rivatives may involve a small amount of cash relative to the total amount of the transaction, the magnitude of losses from derivatives may be greater than the amount originally invested.
No investing strategy can overcome all market volatility or guarantee future results.
Modified adjusted duration is a measure of the sensitivity of a bond to changes in interest rates. Modified duration typically expresses the change in the value of a security that results 
from a one-percentage-point change in interest rates. The calculation of modified adjusted duration takes into account any option provisions.
Treasury Inflation-Protected Securities (TIPS) are Treasury securities that are indexed to inflation in order to protect investors from the negative effects of inflation. TIPS are con-
sidered an extremely low-risk investment since they are backed by the U.S. government, and since their par value rises with inflation, as measured by the Consumer Price Index, while 
their interest rate remains fixed.
Treasuries are debt securities issued by the U.S. government and secured by its full faith and credit. Income from Treasury securities is exempt from state and local taxes. Although U.S. 
government securities are guaranteed as to payments of interest and principal, their market prices are not guaranteed and will fluctuate in response to market movements.
A basis point is one one-hundredth of a percentage point.
Duration is the change in the value of a fixed-income security that will result from a 1% change in interest rates, taking into account anticipated cash flow fluctuations from mortgage 
prepayments, puts, adjustable coupons, and potential call dates.
Yield is the annual interest received from a bond and is typically expressed as a percentage of the bond’s market price.
Yield to maturity is the return an investor can expect to earn on a bond if the bond is held until it matures, assuming that all coupon payments are invested at a rate equal to the bond’s 
current yield. Yield to maturity is usually expressed as an annual percentage rate.
The Barclays U.S. Government Bond Index is a market value-weighted index composed of all publicly issued, nonconvertible, domestic debt of the U.S. government or any agency 
thereof, quasi-federal corporations, or corporate debt guaranteed by the U.S. government. Flower bonds and pass-through issues are excluded. Total return consists of price appreciation/
depreciation plus income as a percentage of the original investment. Indexes are rebalanced monthly by market capitalization.
The Barclays U.S. Aggregate Bond Index is an unmanaged index composed of securities from the Barclays Government/Corporate Bond Index, Mortgage-Backed Securities Index 
and the Asset-Backed Securities Index. Total return comprises price appreciation/depreciation and income as a percentage of the original investment. Indexes are rebalanced monthly 
by market capitalization.
The Barclays U.S. Treasury Inflation Protected Securities (TIPS) Index (also known as Barclays U.S. Inflation-Linked Treasury Index) is an unmanaged index composed of U.S. 
Treasury Inflation-Protected Securities with at least $1 billion in outstanding face value and a remaining term to final maturity of at least one year and less than five years.
The Barclays U.S. Baa Bond Index is a subset of the Barclays Aggregate Bond Index, which includes only corporate bonds with a rating of Baa1, Baa2, or Baa3.
The BofA Merrill Lynch 1–3 Year U.S. Corporate Index is an unmanaged index composed of U.S. dollar-denominated investment-grade corporate debt securities publicly issued in 
the U.S. domestic market with between one and three years remaining to final maturity.
The Barclays U.S. High Yield Index covers the universe of fixed-rate, non-investment-grade debt. Eurobonds and debt issues from countries designated as emerging markets (sovereign 
rating of Baa1/BBB+/BBB+ and below using the middle of Moody’s, Standard & Poor’s, and Fitch) are excluded, but Canadian and global bonds (SEC registered) of issuers in non-EMG 
countries are included. Original issue zeroes, step-up coupon structures, 144-As, and pay-in-kind bonds (PIKs, as of October 1, 2009) are also included.
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Protected Securities (TIPS) and, to a lesser extent, investment-grade 
(‘Baa’-rated) corporate debt also have relatively high positive correla-
tions to Treasuries.

In contrast, high-yield bonds and leveraged loans historically have 
been negatively correlated with Treasuries, behaving more like the 
stock market. Convertibles, with their equity component, mimic the 
equities market (as represented by S&P 500) even more closely. Inter-
estingly, CPI swaps, which are used to protect against inflation, have 
behaved much differently from TIPS, another common inflation hedge. 

The tapering timeline’s effect on short-term interest rates also 
holds implications for fixed-income investors, according to Zane 
Brown, Lord Abbett Partner and Fixed Income Strategist. “The Fed 
has clearly communicated its intent not to raise short-term interest 
rates until at least 2015. So, in a period in which economic growth is 
slow and there is little expectation of short-term interest-rate 
increases, lower-quality credit securities and shorter-maturity fixed 
income ought to continue to provide attractive income without as 
much risk as longer-term Treasuries.”
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The S&P 500 Index is widely regarded as the standard for measuring large cap U.S. stock market performance and includes a representative sample of leading companies in 
leading industries. 
The BofA Merrill Lynch All Convertibles, All Qualities Index contains issues that have a greater than $50 million aggregate market value. The issues are U.S. dollar-denominated, 
sold into the U.S. market, and publicly traded in the United States. 
The Credit Suisse Leveraged Loan Index is designed to mirror the investable universe of the U.S. dollar-denominated leveraged loan market. The CS Leveraged Loan Index is an 
unmanaged, trader-priced index that tracks leveraged loans. The CS Leveraged Loan Index, which includes reinvested dividends, has been taken from published sources.
The Deutsche Bank Breakeven 5-Year CPI Swap Indices allow investors to track the performance of five-year inflation swaps. These measure the performance of holding an inflation 
receiver, breakeven payer swap. The inflation swaps are based on the US CPI Urban Consumers Index.
The credit quality ratings of the securities in a portfolio are assigned by a nationally recognized statistical rating organization (NRSRO), such as Standard & Poor’s, Moody’s, or Fitch, as 
an indication of an issuer’s creditworthiness. Ratings range from AAA (highest) to D (lowest). Bonds rated BBB or above are considered investment grade. Credit ratings BB and below 
are lower-rated securities (junk bonds). High-yielding, non-investment-grade bonds (junk bonds) involve higher risks than investment-grade bonds. Adverse conditions may affect the 
issuer’s ability to pay interest and principal on these securities.
Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.
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 before making an investment decision.
Copyright © 2014 by Lord, Abbett & Co. LLC/Lord Abbett Distributor LLC. All rights reserved.


