
MARKET VIEW
BONDS: A SHORT ANSWER TO VOLATILITY QUESTIONS 

U.S. short-term corporate bonds have offered positive risk-adjusted returns over the last three years. 

MONDAY, MARCH 7, 2016

On May 22, 2013, when former U.S. Federal Reserve [Fed] 
chairman Ben Bernanke announced that the Fed would begin 
tapering back its $85 billion in monthly bond purchases, investors 
thought they had received the signal they’d been waiting for the 
Fed was setting the stage for the first interest-rate hike since the 
financial crisis of 2008–09. 

In the so-called “taper tantrum” that ensued between May and 
September of that year, yields on longer-maturity and economi-
cally sensitive investments, such as the 10-year U.S. Treasury 
bond and U.S. high-yield corporate bonds, spiked. The yield on the 
10-year U.S. Treasury, for example, gained 140 basis points (bps), 
and long-term bond yields in the rest of the world followed. 

Of course, as we all now know, investors still had a long time to 
wait for the anticipated event. Two and half years later, on 
December 16, 2015, the Fed finally raised its fed funds target rate 
by 25 bps. 

As the three-year anniversary of the May 2013 taper announce-
ment approaches, we thought it would be interesting to track the 
performance, since then, of various sectors and maturities of the 
bond market. 

First, a couple of observations regarding the direction that key 
bond sector yields have taken since the spring of 2013, as reported 
by Bloomberg: 

THE 10-YEAR U.S. TREASURY BOUGHT A ROUND-TRIP TICKET

The yield on the 10-year U.S. Treasury ended 2013 at a high of 
3.0%, up from 1.6% in early May of that year, but today (as of March 
4, 2016), it is back to 1.7%, close to where it started before the 
taper tantrum hit. 

HIGH YIELD IS HIGH YIELD ONCE AGAIN

The average yield in the U.S. high-yield bond market reached 
10% in early 2016, up from 5.0% pre-taper tantrum, and today (as 
of March 4, 2016) remains near 9.0%—a 400 bps increase from 
early spring 2013.

THE TWO-YEAR U.S. TREASURY WENT ALONG FOR THE RIDE

The yield on the two-year U.S. Treasury bill rose in anticipation 
of the eventual tightening by the Fed, from a low of 0.2% in the 
spring of 2013 to a peak of 1.1% at the end of 2015. While yields 
have declined in 2016, the recent (as of March 4, 2016) two-year 
yield of 0.85% is still 65 bps above its 2013 low. 
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Source: Bloomberg. As represented by the BofA/ML BBB-Rated 1-3 Year U.S. 
Corporate Index. 

CHART 1. U.S. SHORT INVESTMENT-GRADE CORPORATE 
YIELDS HAVE RISEN OVER THE LAST THREE YEARS
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Source: Morningstar. All categories are Morningstar. From left to right, all other 
bonds as represented by the BofA/ML U.S. Treasury 2-Year Index, the BofA/ML 
BBB-Rated 1-3 Year U.S. Corporate Index, the Barclays U.S. Aggregate Bond Index, 
and the BofA/ML U.S. High Yield Master II Constrained Index, respectively. Past 
performance is no guarantee of future results.

CHART 2. U.S. SHORT INVESTMENT-GRADE CORPORATES 
HAD AN ATTRACTIVE RISK/RETURN OVER THE  
LAST THREE YEARS
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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. Generally, when interest rates rise, the prices of debt securities 
fall, and when interest rates fall, prices generally rise. Bonds may also be subject to other types of risk, such as call, credit, liquidity, interest-rate, and general market risks. 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. Moreover, the specific collateral used to secure a loan may decline in value or become 
illiquid, which would adversely affect the loan’s value. Longer-term debt securities are usually more sensitive to interest-rate changes; the longer the maturity of a security, the greater the effect a change in interest 
rates is likely to have on its price. Lower-rated bonds may be subject to greater risk than higher-rated bonds. No investing strategy can overcome all market volatility or guarantee future results. 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. 

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 guar-
anteed as to payments of interest and principal, their market prices are not guaranteed and will fluctuate in response to market movements. 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.

The BofA Merrill Lynch 2-Year U.S. Treasury Index is a subset of the BofA Merrill Lynch U.S. Treasury Index including all securities with a remaining term to final maturity of two years. 

The BofA Merrill Lynch BBB-Rated 1-3 Year U.S. Corporate Index is an unmanaged index comprised 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 BofA Merrill Lynch U.S. High Yield Master II Constrained Index is a capitalization-weighted index of all U.S. dollar-denominated below investment-grade corporate debt publicly issued in the U.S. domestic 
market. Qualifying securities must have a below investment-grade rating (based on an average of Moody’s, S&P and Fitch), at least 18 months to final maturity at the time of issuance, at least one year remaining term to 
final maturity as of the rebalancing date, a fixed coupon schedule and a minimum amount outstanding of $100 million. The index caps individual issuers at 2%. Index constituents are capitalization-weighted, based on 
their current amount outstanding, provided the total allocation to an individual issuer does not exceed 2%. Issuers that exceed the limit are reduced to 2%, and the face value of each of their bonds is adjusted on a pro-
rata basis. The face values of bonds of all other issuers that fall below the 2% cap are increased on a pro-rata basis. In the event there are fewer than 50 issuers in the Index, each is equally weighted and the face values 
of their respective bonds are increased or decreased on a pro-rata basis.
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U.S. SHORT-DURATION INVESTMENT-GRADE CORPORATE 
BOND YIELDS ADJUSTED HIGHER 

The average yield on short-duration investment-grade corpo-
rate bonds rose to nearly 3.0% by early 2016 approximately 170 bps 
higher than its recent lows. Like their high-yield counterparts, 
short-duration corporate securities are exhibiting yields near their 
highest levels since the financial crisis of 2008-09. 

While short-term yields have moved much higher over the past 
three years, short-duration corporates have generated positive 
returns. Why? “This is one of the benefits of a short-duration 
strategy,” according to Steve Hillebrecht, Lord Abbett Fixed Income 
Product Strategist. “Changes in market yields have only a limited 
impact on prices.” As a result, the income generated is the primary 
component of total return. This is as true for one- to three-year 
Treasury securities, which have had positive returns for 29 con-
secutive years (period-ended December 31, 2015), as it is for 
short-duration investment-grade corporate bonds, which have 
had positive returns for 28 of those 29 years. (We‘ve addressed the 
performance history of short-duration corporate bonds in more 
detail elsewhere, and we’ve shown how these securities have per-
formed well during previous Fed-tightening cycles.) 

As a result of this low duration, short-term corporates also 
have lower volatility than intermediate- and longer-maturity secu-
rities. Since the taper tantrum of 2013, short-duration corporate 
securities have achieved positive performance with significantly 
lower volatility (~1%, as measured by three-year standard devia-
tion) than intermediate bonds (3%), high-yield bonds (5%), and 
equities (10%). 

THE GOOD NEWS

Over the past three years, market yields on many types of U.S. 
fixed-income securities have moved higher, providing a headwind 
to returns in the U.S. bond market. The good news is that fixed-
income investors can now reinvest at much higher yields than 
were available three years ago, and, in our opinion, they are in a 
much improved position to generate better returns going forward. 

For investors who are comfortable adding risk to their  
portfolios, the widening spreads of U.S. high-yield bonds offer 
one option. And those spreads have room to compress if high-
yield bonds experience a more positive environment than  
currently anticipated. 

For investors looking for performance with reasonable market 
stability, short-duration, investment-grade corporate securities 
compare favorably with other U.S. fixed-income alternatives.

“U.S. short-term corporate bonds have been able to hold up 
well in a difficult environment,” Hillebrecht said, “generating 
positive returns with lower volatility relative to most other U.S. 
fixed-income asset classes. The higher yields available on short-
term corporate bonds today may create the opportunity for higher 
returns going forward.”

SUMMARY

These may be difficult times for investors, but, depending on an 
individual’s tolerance for risk, there are positive steps that can be 
taken today that may strengthen a portfolio’s performance 
tomorrow. U.S. short-duration corporate bonds offer a number of 
benefits, such as:
n Despite the fact that rates have moved much higher over the 

past three years, U.S. short-duration corporate bonds have 
generated positive returns. 

n This is the benefit of low duration; even when rates move, prices 
do not change all that much. 

n With higher income generated, short-duration corporates have 
outperformed short-term Treasuries. 

n A second benefit of short-duration corporate bonds is their his-
torically low volatility; even though returns have been low over 
the past three years, short corporates have exhibited much 
lower volatility than both investment-quality intermediate-term 
bonds and high-yield bonds. 

n The good news is that yields are much higher today, setting up 
the potential for better returns going forward. 

CONTINUED ON NEXT PAGE

https://www.lordabbett.com/content/lordabbett/en/perspectives/fixedincomeinsights/short-duration-what-happens-when-fed-finally-hikes-rates.html


The Barclays U.S. Aggregate Bond Index represents securities that are SEC-registered, taxable, and dollar denominated. The Index covers the U.S. investment-grade fixed-rate bond market, with index components for 
government and corporate securities, mortgage pass-through securities, and asset-backed securities. Total return comprises price appreciation/depreciation and income as a percentage of the original investment.

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 market interest rates. Generally, the larger a portfolio’s duration, the greater the interest-rate risk or reward for underly-
ing bond prices.

The fed funds rate is the interest rate at which a depository institution lends immediately available funds (balances at the Federal Reserve) to another depository institution overnight.

Spread is the difference in yield between two different investments.

Yield is the annual interest received from a bond and is typically expressed as a percentage of the bond’s market price.

The credit quality of the securities in a portfolio is 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 creditworthi-
ness. 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. High yielding, non-investment-grade bonds 
involve higher risks than investment-grade bonds. Adverse conditions may affect the issuer’s ability to pay interest and principal on these securities

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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