
Market view
Bonds:  should You Tak e d uraT ion ouT of T h e equaTi on? 

Even experts have trouble predicting swings in interest rates. Fixed-income investors may be  
better served by a more comprehensive approach to valuation.

MondaY, June 2, 2014

The historical data are for illustrative purposes only, do not represent the performance of any Lord Abbett mutual fund or any particular investment, and are not intended to predict or depict future results. Investors may 
experience different results. Due to market volatility, the market may not perform in a similar manner in the future.

Past performance is no guarantee of future results. The value of an investment 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. As rates rise, prices tend to fall. 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.

if a panel of 50 experts can’t reliably predict the direction and 
degree of changes in interest rates, what does that say about the pros-
pects of a strategy mainly focused on managing interest-rate risk? 

that’s an important question, as many investors have been 
managing the duration of their portfolios based on expected moves 
in interest rates. But interest-rate prognostication is a tricky game. 
indeed, consensus interest-rate predictions from a monthly Wall 
Street Journal survey of more than 50 economists from a variety of 
financial firms have proved to be incorrect in the direction of the 
movement of interest rates (based on then-current benchmark U.S. 
treasury yields) 66% of the time since the early 1980s.

Not only have these experts been wrong about the direction  
of interest rates, but they have missed badly as to the size of  
interest-rate moves. On average, the experts’ forecasts have incor-
rectly predicted actual interest rates by an average difference of 72 
basis points (bps). 

with ever more elaborate models and advanced analytical tools 
at their disposal, have the forecasters gotten any better? 

Not at all. as Chart 1 reveals, at the start of 2014, the Journal’s 
experts predicted that the 10-year U.S. treasury note yield would rise 
by 20 bps or more by the end of June 2014. as of May 29, the yield had 
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CharT 1. eConoMiC experTs inCorreCTlY prediCTed inTeresT raTes—again
Six-MONth iNtereSt rate fOreCaSt Of eCONOMiStS SUrveyed By The Wall STreeT Journal (deCeMBer 2013) verSUS aCtUal  
yield MOveMeNt  

Source: The Wall Street Journal economic forecasting Survey and the U.S. department of the treasury. data represent the six-month forecast and actual yield for the 10-year 
U.S. treasury bond. The Wall Street Journal surveys a group of nearly 50 economists on more than 10 major economic indicators on a monthly basis. 
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actually dropped by more than 50 bps from the beginning of the year. 
yet again, the experts’ consensus has been wrong on both counts: 
the direction of the yield change and the size of the move. 

what, then, does that mean for fixed-income investors in the current 
market? Ultimately, a strategy that seeks to boost the performance of 
a portfolio by calibrating its duration based on expected moves in 
interest rates may bear fruit from time to time, but consistently pre-
dicting interest-rate moves has proved to be extremely difficult. instead 
of adding value, such a strategy can often add volatility instead. 

rather than relying on a crystal ball, there are many other ways 
that portfolio managers could more consistently add value to a fixed-
income portfolio. for example, they could emphasize strategic port-
folio rotation among various sectors, and disciplined security selec-
tion—identifying securities that are cheap, or expensive, by focusing 
on their underlying credit fundamentals and risk characteristics.

andy O’Brien, lord abbett Partner & Portfolio Manager, explains 
the fundamental approach: “value comes from bottom-up security 
selection in concert with the identification of salient investment 
themes.” O’Brien says he and his research team “continually assess 
the market environment in an effort to maintain a dynamic under-
standing of the drivers of valuation across all sectors.” the team 
also seeks to calibrate exposure to a variety of risks, taking into 
account credit rating, maturity, and sensitivity to changes in 
financial market credit conditions.

 “to be sure, duration is a valuable metric for portfolio managers, 
as it gives them a sense of how bonds will likely react to changes in 
interest rates,” adds Zane Brown, lord abbett Partner and fixed 
income Strategist. through a thorough understanding of industries 
and individual companies, and analysis of various market and 
economic factors, “good asset managers navigate portfolio risk 
beyond duration,” Brown says. 

IMPORTANT INFORMATION

A Note about Risk: 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. 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. 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 interest rates decline.

No investing strategy can overcome all market volatility or guarantee future results.

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 market interest rates. Generally, the larger a portfolio’s duration, the greater the interest-rate risk or reward for underlying 
bond prices. A duration neutral approach means managing a fixed-income portfolio so that the portfolio has the same duration as its benchmark index. 

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

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.
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CAN ADJUSTING 

REALLY ADD VALUE
to anticipate interest rates 
A BOND PORTFOLIO 

*  The Wall Street Journal economic forecasting Survey and the U.S. department of the treasury, and the University of California, Santa Barbara. Before July 2002, University of 
California, Santa Barbara, data (from datastream) were used, and represent forecasts and actual data for the 30-year U.S. treasury bond. after that time, data were sourced 
from The Wall Street Journal economic forecasting Survey and the U.S. department of the treasury and represent forecasts and actual data for the 10-year U.S. treasury note. 
The Wall Street Journal surveys a group of nearly 50 economists on more than 10 major economic indicators on a monthly basis.

In December, experts forecasted

ACTUALLY FALLEN.*
But, year to date, they have 
RISING INTEREST RATES.


