
MARKET VIEW
BONDS: WHY YOU MIGHT REGRET THAT INTEREST-RATE BET 

Trying to forecast interest rates likely adds unnecessary volatility to a portfolio.

[This Market View is excerpted, in part, from a research paper written by Kewjin Yuoh, Lord Abbett partner and portfolio manager.]
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The result of the U.S. general election in 2016 was a surprise to 
many, but some investors also were caught off guard by the reaction 
of U.S. Treasury yields. Instead of a flight-to-quality decline driven 
by uncertainty around the new president’s policies, yields moved 
sharply upward, reflecting the potential for tax reform, infrastruc-
ture spending, and higher inflation.

By December 2016, this so-called “reflation” narrative had 
achieved consensus status, and economists surveyed by Bloomberg 
were forecasting a 10-year Treasury yield of 3% and higher by year-
end. Indeed, the 10-year yield seemed ready to oblige, reaching a 
peak of approximately 2.6% on December 15. But instead of rising to 
the forecasted levels of 3% and above, the 10-year yield ultimately 
retreated to a six-month low of about 2.1% by June. 

Just as interest rates have defied forecasts recently, they also 
have consistently done so in the past, and are likely to do so again in 
the future. The problem is that market participants often overesti-
mate their ability to predict what lies ahead. That makes positioning 

a fixed-income portfolio based on a projection of future interest 
rates inherently risky—and therein begins our case for a duration-
neutral approach. 

THE TOSS OF A COIN
There are volumes of published research on the reliability of 

interest-rate forecasts, including a paper on forecasting1 from the 
board of governors of the U.S. Federal Reserve (the Fed). The Fed 
paper concludes that forecasting rates has an uneven chance of 
success, at best. While it is possible, the paper’s authors say, to be 
correct on interest-rate forecasting, the chances of that are very 
episodic in nature. That is, you may be lucky from time to time, but 
you will not be able to predict with accuracy consistently over the 
longer term. 

The Fed research report confirms Lord Abbett’s own empirical 
analysis of the reliability of forecasting models, which concludes 
that over a 26-year period, going back to June 1991, investors failed 
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CHART 1. EXPERTS CONTINUE TO MISS ON INTEREST-RATE FORECASTS  
SIX-MONTH INTEREST-RATE FORECAST VERSUS ACTUAL YIELD MOVEMENT FOR INDICATED PERIODS

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.
Data as of 06/30/2017. 
The historical data are for illustrative purposes only, do not represent the performance of any specific portfolio managed by Lord Abbett or any particular investment, and are not intended to predict or depict future results. Inves-
tors may experience different results. Due to market volatility, the market may not perform in a similar manner in the future. Market forecasts and projections are based on current market conditions and are subject to change 
without notice. A basis point is one one-hundredth of a percentage point. Past performance is not a reliable indicator or guarantee of future results.
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to forecast the direction of interest rates correctly a majority of the 
time. The time frames of the forecasts were of no consequence, nor 
were the levels of conviction. In fact, the batting average in our 
analysis was approximately 45–48%—no better than a coin toss.

Our own analysis also is confirmed by data collected from The 
Wall Street Journal Economic Forecasting Survey (see Chart 1), 
which surveys a group of 50 economists on a monthly basis.

In fairness, an investor might suggest that a 48% chance of 
getting it right represents a 48% chance of increasing the return on 
a portfolio by, for example, reducing duration ahead of an increase 
in Treasury yields. But there would be added risk to the portfolio in 
terms of increased volatility.

Would it be worth the risk? As Chart 2 illustrates, Treasury-yield 
volatility is consistently higher than corporate-spread volatility (a 
measure of credit risk). That means, for example, it wouldn’t take 

much of an adverse move in Treasury yields to negate any benefit of 
assuming more credit risk in a portfolio. In other words, one would 
potentially be exposing the portfolio to greater performance volatil-
ity by actively betting on the near-term direction and/or magnitude 
of movements in interest rates. 

THE GOAL OF CONSISTENT PERFORMANCE OVER TIME
Given that empirical analysis suggests that accurately forecast-

ing the direction or timing of interest rates is exceptionally difficult, 
this approach is, in our view, counter to an investment objective of 
providing consistent, risk-adjusted returns over the long term. 

As investors, we will always gather knowledge, opine, and be 
aware of Treasury-yield scenarios and risks, but we also will focus 
on performance drivers where we believe we have an edge—such as 
sector rotation and security selection—while remaining duration 
neutral, so as not to introduce unwanted volatility for our clients.

Source: Lord Abbett calculations, based on data provided by Barclays Capital. 
Past performance is not a reliable indicator or guarantee of future results. The historical data shown in the chart above are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett 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. TREASURY YIELDS ARE MORE VOLATILE THAN CORPORATE SPREADS
ROLLING ONE-YEAR BASIS (ANNUALIZED), DECEMBER 31, 2001–DECEMBER 31, 2015
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1Michiel de Pooter (Federal Reserve Board), Francesco Ravazzolo (Norges Bank), and Dick van Dijk (Erasmus University, Rotterdam), “Term Structure Forecasting Using Macro Factors and Forecast Combination,” 
Board of Governors of the Federal Reserve System, January 2010.



IMPORTANT INFORMATION
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. There is no guarantee that these investment strategies will work under all market conditions or are suitable for all investors and each investor should evaluate their ability to invest 
long-term, especially during periods of downturn in the market. Market forecasts and projections are based on current market conditions and are subject to change without notice. Projections should not be considered a 
guarantee. The information provided here is for general informational purposes only and should not be considered an individualized recommendation or personalized investment advice.

Glossary of Terms

Duration is a measure of the sensitivity of the price of a fixed-income investment to a change in interest rates. A portfolio is duration neutral to its benchmark when it does not express a view on the direction or timing 
of interest-rate changes.  The larger a duration, the larger a mark-to-market impact to prices in a portfolio on yield movements. When yields rise, prices decline and vice versa.

The yield is the income return on an investment, such as the interest or dividends received from holding a particular security. 

The yield spread or credit spread is the difference between the quoted rates of return on two different investments, usually of different credit qualities but similar maturities. It is often an indication of the risk premium 
for one investment product over another.

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.

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.

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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Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett funds. This and other important information is 
contained in each fund’s summary prospectus and/or prospectus. To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, contact your 
investment professional or Lord Abbett Distributor LLC at 888-522-2388, or visit us at lordabbett.com. Read the prospectus carefully before you invest.

INVESTMENT-LED. INVESTOR-FOCUSED.


