
MARKET VIEW
BONDS:   WOULD A RAT E H IK E WREAK H AVOC? 

Markets have already been adjusting to a world in which the fed funds rate is higher.

MONDAY, SEPTEMBER 21, 2015

The Federal Reserve’s much-anticipated decision, on September 
17, to keep the overnight lending rate unchanged postponed the 
widely expected “liftoff,” and provided relief to some in the finan-
cial markets. The Fed noted that it would like to see “further 
improvement in the labor market” and be “reasonably confident 
that inflation will move back to its 2 percent objective,” before 
raising the fed funds rate. 

Investors may now shift their focus to the two Fed meetings 
remaining in 2015, in October and December, since a move is widely 
expected before year-end. So, in just a few weeks the anxiety felt  
by some investors before last week’s decision will soon return. But 
does this eventual rate hike really merit such angst?  

Some investors fear that a rate increase would lead to a recur-
rence of the market turmoil that took place after the “taper talk” in 
May 2013, when former Fed chairman Ben Bernanke first men-
tioned that the Fed could soon begin to wind down the bond-buying 
program known as quantitative easing (QE). Investors were con-
cerned not only that the end of QE could cause yields to rise but that 
yield spreads on credit-sensitive securities would widen as well. 

Could an interest-rate increase lead to a repeat of this so-
called “taper tantrum”? A look at yields across the fixed-income 
spectrum indicates that is unlikely. Compared to May 2013, yields 
are higher across a number of fixed-income sectors, suggesting 
that the bond market has been adjusting to the eventual lift-off in 
rates. As Chart 1 shows, the yield on two-year Treasuries has 
risen 47 basis points (bps) since May 1, 2013, and the yield on 
10-year Treasuries has risen 52 bps. Among short-term corporate 
and high-yield bonds, the move has been more pronounced, with 
yields rising 74 bps and 199 bps, respectively.

Perhaps more surprising is the performance of short-term  
corporates and high-yield bonds during this period. Despite the 
rise in yields and a widening of credit spreads, both asset classes 
generated positive cumulative returns. (See Chart 2.) This means 
that whatever was lost as result of a decline in price was more than 
made up by the interest payments. This should serve as a reminder 
to bond investors that interest payments often make up the larger 
portion of their returns.
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CHART 1. YIELDS HAVE RISEN SINCE BERNANKE’S  
MAY 2013 TAPER COMMENTS
YIELDS ON SELECT FIXED-INCOME ASSET CLASSES,  
MAY 1, 2013 – SEPTEMBER 17, 2015
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CHART 2. SHORT-TERM CORPORATE AND HIGH-YIELD BONDS 
HAVE PRODUCED POSITIVE RETURNS SINCE THE “TAPER TALK”
TOTAL RETURNS OF SELECTED FIXED-INCOME ASSET CLASSES,  
MAY 1 – SEPTEMBER 17, 2015

Chart 1: Short-term corporate bonds represented by the BofA Merrill Lynch 1-3 Year U.S. Corporate Index. High-yield bonds represented by the BofA Merrill Lynch U.S. High Yield Master II Index.
Chart 2: 10-year U.S. Treasuries represented by the Citi 10-Year Treasury Benchmark. Two-year Treasuries represented by the Citi 2-Year Treasury Benchmark. “Barclays Aggregate” refers to the Barclays U.S. Aggregate 
Bond Index. Short-term corporate bonds represented by the BofA Merrill Lynch 1-3 Year U.S. Corporate Index. High-yield bonds represented by the BofA Merrill Lynch U.S. High Yield Master II Constrained Index.
Past performance is no guarantee of future results. For illustrative purposes only and does not represent any specific Lord Abbett mutual fund or any particular investment. Indexes are unmanaged, do not reflect the 
deduction of fees and expenses, and are not available for direct investment.
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https://blog.lordabbett.com/blog/2015/09/the_fed_scrubs_september_liftoff.html


In fact, as we have noted before, both high-yield bonds and 
short-term corporates have repeatedly turned in strong perfor-
mances during periods when the Fed was raising rates. Both 
have also done well when long-term rates are rising. (There is no  
guarantee, however, that the market will perform in a similar 
manner under similar conditions in the future.)

So, if investors are concerned about “liftoff,” they might want to 
consider high-yield and short-duration corporate securities. But for 
those who are concerned about volatility, short-term corporates 
may be the better solution, as we noted in last week’s Market View. 
“Adding short-duration securities to a portfolio historically has been 
an effective fixed-income strategy during past rate-hike intervals, 
without the lower-quality credit exposure of high-yield securities,” 
according to Zane Brown, Lord Abbett Fixed Income Strategist.

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 guaranteed  
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 Citigroup 2-Year Treasury Benchmark Index is a broad measure of the performance of two-year U.S. Treasury securities.

The Citigroup 10-Year Treasury Benchmark Index is a broad measure of the performance of 10-year U.S. Treasury securities.

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 BofA Merrill Lynch 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 Government Master Index is a market capitalization-weighted index including all U.S. Treasury notes and bonds, with maturities greater than or equal to one year and less than 10 years and a 
minimum outstanding of $1 billion.

The BofA Merrill Lynch U.S. High Yield Master II Index tracks the performance of U.S. dollar denominated below investment grade corporate debt publicly issued in the US 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.

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.

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 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.  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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