
MARKET VIEW
FIXED INCOME: READY FOR RISING RATES?

If history is any guide, certain segments of the bond market may generate positive returns even in the face of rising rates.

MONDAY, NOVEMBER 28, 2016

We have often made the case that it is very difficult to correctly 
predict the direction of interest rates with any consistency. History 
shows that the “experts” often get this call wrong, and market 
indicators are not always great predictors. Still, the most common 
question we get from clients is, “What will happen to my bonds 
when interest rates go up?”

Over the past several years, we have pointed out those asset 
classes that historically have done well during periods of rising 
interest rates. Namely, as rates rise, longer-duration government-
related securities tend to suffer the most, while lower-duration 
and more credit-sensitive bonds historically have done well. The 
recent market environment has provided another data point. 

The jump in yield in the 10-year U.S. Treasury bond since the 
election has garnered much attention, but the adjustment to 
higher rates started much earlier. According to Bloomberg, the 
recent low point in the 10-year bond yield occurred in early July, 
just after the surprise “Brexit” vote. From a historical low point of 
1.36% on July 8, 2016, through the week ended November 21, 
2016, the yield on a 10-year Treasury rose by approximately 100 
basis points (bps). How did various asset classes react?

It should come as no surprise that rising Treasury yields have 
led to negative returns on the Bloomberg Barclays Aggregate 
Bond Index, which now has a duration of 5.7 years and is largely 
comprised of U.S. government and government-related securities. 
Lower-duration bonds such as short-term corporates remained 
relatively stable, while credit-sensitive securities such as high-
yield bonds (see box, “High Yield: A Closer Look”) and floating-rate 
loans generated positive returns in the face of rising interest rates. 
As is typically the case during periods of increasing yields, credit 
spreads on high-yield and investment-grade corporate bonds 
compressed during this period to help offset the detrimental 
impact of higher Treasury rates.

It may be a surprise to some that Treasury inflation-protected 
securities (TIPS) suffered during this period. But as we pointed out 
in last week’s Market View, TIPS have long-duration exposure and 
historically positive correlation with nominal U.S. Treasury bonds, 
which has led to the typical TIPS mutual fund generating negative 
returns in certain previous periods of rising Treasury yields.

This recent performance experience is in line with past episodes 
of rising interest rates. In previous articles, we highlighted seven 
periods when the yield on the 10-year U.S. Treasury bond rose by 
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CHART 1. LOWER-DURATION AND CREDIT-SENSITIVE BONDS HISTORICALLY HAVE OUTPERFORMED DURING RISING RATES
INDEX PERFORMANCE DURING THE MOST RECENT PERIOD OF RISING RATES (07/09/2016 – 11/21/2016)

-10.0%

-8.0%

-6.0%

-4.0%

-2.0%

0.0%

2.0%

4.0%

6.0%

Stocks8Convertibles7Leveraged 
Loans6

High Yield
Bonds5

Short-Term 
Corporates4

U.S. 
TIPS3

Bloomberg Barclays
Aggregate Index2

10-Year
Treasuries1

Cu
m

ul
at

ive
 R

et
ur

ns

-8.09%

-3.43%
-2.70%

0.18%

3.26% 3.56%
4.70%

4.02%

Source: Morningstar. 1As represented by the Citigroup Treasury Bond 10-Year Index. 2As represented by the Bloomberg Barclays Aggregate U.S. Bond Index. 3As represented by the Bloomberg Barclays U.S. TIPS Index. 4As represented by 
the BofA Merrill Lynch U.S. Corporate BBB-Rated 1-3 Year Index. 5As represented by the BofA Merrill Lynch U.S. High Yield Master II Constrained Index. 6As represented by the Credit Suisse Leveraged Loan Index. 7As represented by the 
BofA Merrill Lynch All Convertibles All Qualities Index. 8As represented by the S&P 500® Index. 
Past performance is no guarantee of future results. Performance during other time periods may have been different or negative. Other indexes may not have performed in the same manner under similar conditions. Indexes are 
unmanaged, do not reflect the deduction of fees and expenses, and are not available for direct investment. For illustrative purposes only and does not represent the performance of any specific portfolio managed by Lord Abbett or any 
particular investment. Cumulative return is the total amount that an investment has gained or lost over a time period. 

https://www.lordabbett.com/en/perspectives/marketview/how-might-bond-investors-prepare-for-any-interest-rate-environment.html
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more than 100 bps. In each of those past periods, short-term 
investment-grade corporate bonds, high-yield bonds, and float-
ing-rate loans generated positive returns in the face of negative 
returns on Treasury bonds.

These are examples of periods with rising long-term interest 
rates. But what about performance during periods when the U.S. 
Federal Reserve (Fed) was lifting short-term interest rates? Table 
2 summarizes the performance of various asset classes during 
the last five cycles of Fed tightening.

The common fear is that Fed tightening will lead to a flattening 
of the yield curve, and short-maturity bonds will suffer negative 
returns. History, however, would suggest that is not the case. It is 
true that short-term yields do tend to rise more than long-term 
yields during Fed tightening cycles. However, you have to look at 
what the impact is on performance: since they are shorter in 
duration, the move in yield has a more muted impact on bond 
prices. The income generated, therefore, is a large component of 
total return.

As a result, two-year U.S. Treasury bonds have generated 
positive returns in each of these five periods. But short-duration 
U.S. corporate bonds have outperformed short Treasuries in each 
period, and outperformed 10-year Treasuries by a wide margin 
(more than 500 bps, on average).

As would be expected, floating-rate loans, which have coupons 
that adjust with short-term rates, historically have generated 
positive returns, and high-yield bonds generally have outper-
formed longer-duration Treasuries and the Barclays Aggregate 
Bond Index.

WHY DOES CREDIT TEND TO OUTPERFORM DURING  
PERIODS OF RISING RATES?

Each market environment may have its own unique aspects. As 
the Fed is raising rates, does the market perceive it to be “ahead 
of the curve” or “behind the curve” in its attempt to slow down 
inflationary pressures? Will the Fed take a slow and gradual 
approach or be overly aggressive in hiking rates to slow the 
economy and risk triggering a recession? Are rate hikes a surprise 
to the market or are they telegraphed well ahead of time and 
anticipated by the market?

But generally speaking, higher rates usually come as a result of 
an improving economy, which should bring improved corporate 
earnings, better credit fundamentals, and increasing investor 
appetite to take on risk, leading to declining credit spreads. Let’s 
look at specific asset classes:

n	Short-term corporates: Low duration leads to limited price 
movements in the face of rising rates. Additional yield spread 
over government-related securities provides higher income, 
while potential spread tightening can partially offset higher 
Treasury rates.

n	High-yield corporates: Although high-yield corporates may have 
an intermediate stated duration, they historically have had 
negative correlation with U.S. Treasury securities. Rising Treasury 
yields typically are offset by spread compression and high coupon 
income, leading to positive returns in periods of rising rates.

n	Floating-rate loans: Loans also benefit from an improvement in 
corporate credit associated with an improving economy. Since 
loans have coupons that adjust with short-term rates, typically 
every 90 days, they can benefit from a rise in LIBOR (which typi-
cally moves with the fed funds rate). In addition, since loans do 

TABLE 1. SHORT-DURATION, CREDIT-SENSITIVE, AND 
EQUITY-RELATED SECURITIES HISTORICALLY HAVE  
PERFORMED WELL IN PERIODS OF RISING LONG-TERM 
U.S. TREASURY YIELDS
INDEX RETURNS DURING PERIODS OF GREATER THAN 100 BASIS-
POINT INCREASES IN THE 10-YEAR U.S. TREASURY YIELD  
(MONTH-END RETURNS)

PERIOD 10-YEAR
TREASURIES1

BLOOMBERG
BARCLAYS 

AGGREGATE INDEX
2

SHORT-TERM
CORPORATES3

HIGH-YIELD
BONDS 4

LEVERAGED 
LOANS 5

CONVERTIBLE
BONDS 6 STOCKS 7

09/30/1993-
11/30/1994 -10.3% -3.5% 2.4% 1.4% 13.4% -3.2% 2.2%

01/31/1996-
08/31/1996 -6.0% -1.8% 1.7% 3.1% 4.8% 5.4% 3.9%

09/30/1998-
01/31/2000 -10.1% -0.8% 5.6% 4.9% 6.6% 58.7% 39.4%

06/30/2005-
06/30/2006 -5.8% -0.8% 2.3% 4.7% 6.7% 9.4% 8.6%

12/31/2008-
12/31/2009 -9.9% 5.9% 21.3% 57.5% 44.9% 49.1% 26.5%

08/31/2010-
03/31/2011 -6.1% -0.8% 2.3% 10.3% 7.4% 19.2% 27.8%

07/31/2012-
12/31/2013 -8.7% -1.6% 4.5% 13.8% 10.1% 33.9% 38.3%

Source: Morningstar.
1As represented by the Citigroup 10-year Treasury Bond Index. 2As represented by the Bloomberg Barclays 
U.S. Aggregate Bond Index. 3As represented by the BofA Merrill Lynch U.S. Corporate BBB-Rated 1-3 Year 
Index. 4As represented by the BofA Merrill Lynch High Yield Master II Constrained Index. 5As represented 
by the Credit Suisse Leveraged Loan Index. 6As represented by the BofA Merrill Lynch All Convertibles All 
Qualities Index. 7As represented by the S&P 500® Index. 
Past performance is no guarantee of future results. Performance during other time periods may 
have been different or negative. Other indexes may not have performed in the same manner under similar 
conditions. Indexes are unmanaged, do not reflect the deduction of fees and expenses, and are not available 
for direct investment. For illustrative purposes only and does not represent the performance of any specific 
portfolio managed by Lord Abbett or any particular investment. 
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TABLE 2. CERTAIN ASSET CLASSES HISTORICALLY  
HAVE PERFORMED WELL IN PERIODS OF RISING  
FED FUNDS RATES
INDEX RETURNS DURING PERIODS OF RISING FED FUNDS RATES 
(MONTH-END RETURNS)

DATE SHORT-TERM
GOV’T BONDS1

10-YEAR 
TREASURIES2

BLOOMBERG
BARCLAYS 

AGGREGATE INDEX3

SHORT 
CORPORATE

BONDS4

HIGH-YIELD
BONDS5

LEVERAGED 
LOANS6 STOCKS7

06/29/2004-
06/29/2006 1.51% 1.87% 3.09% 2.41% 7.40% 5.79% 7.81%

06/29/1999-
05/16/2000 2.81% -0.25% 2.17% 3.46% -1.78% 3.00% 9.65%

02/03/1994-
02/01/1995 1.16% -7.11% -2.23% 1.84% -1.77% 9.33% 0.67%

03/28/1998-
02/24/1989 4.13% 2.47% 3.41% 5.65% 8.95% – 15.09%

12/15/1986-
09/04/1987 2.45% -6.32% 0.40% 3.09% 6.38% – 35.35%

AVERAGE 2.41% -1.87% 1.21% 3.29% 3.84% 6.04% 13.71%

Source: Morningstar.
1As represented by the Citigroup Two-Year Treasury Benchmark (On-the-Run) Index. 2As represented by the 
Citigroup Ten-Year Treasury Bond Index. 3As represented by the Bloomberg Barclays U.S. Aggregate Bond 
Index. 4As represented by the BofA Merrill Lynch U.S. Corporate BBB-Rated1-3 Year Index. 5As represented by 
the BofA Merrill Lynch High Yield Master II Constrained Index. 6As represented by the Credit Suisse Leveraged 
Loan Index. 7As represented by the S&P 500® Index. 
Past performance is no guarantee of future results. Performance during other time periods may 
have been different or negative. Other indexes may not have performed in the same manner under similar 
conditions. Indexes are unmanaged, do not reflect the deduction of fees and expenses, and are not available 
for direct investment. For illustrative purposes only and does not represent the performance of any specific 
portfolio managed by Lord Abbett or any particular investment. 



HIGH YIELD: A CLOSER LOOK
We have illustrated that high yield has tended to outperform 
investment-grade bonds during periods of rising rates. But taking 
a closer look within the high-yield index will show that lower-
quality high-yield bonds tend to outperform the higher end of 
high yield during rising rates, as ‘BB’ rated securities are more 
correlated with interest-rate moves than lower-quality credits.

Chart 1, in the accompanying text, showed that U.S. high-yield 
bonds have returned 3.3% since the market low in yields in July 
2016, as compared to a -3.4% return for the Barclays Aggregate. 
However, there was a stark difference in performance by credit 
quality within the high-yield index, with the ‘CCC’ portion of the 
market outperforming the ‘BB’ segment by 680 basis points. 
This divergence also occurred in the most recent, post-election 
jump in rates. While the broad high-yield index outperformed 
the Barclays Aggregate Index, the ‘CCC’ portion has been the 
best performing segment, generating positive returns. Those 
managers who wanted to “be defensive” by having a higher 
quality bias had put themselves at greater risk of rising rates.

This is another example where it may benefit investors not to be 
biased to one particular style of investing within high yield. 
Instead, an active, opportunistic approach that can adjust 
portfolio positioning to the market environment may be a better 
approach to generate returns while managing risk.

TABLE 3. LOWER-QUALITY CREDITS TEND TO BE LESS 
CORRELATED WITH GOVERNMENT-RELATED BONDS
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not have the duration exposure of typical fixed-rate bonds, prices 
are not affected by moves in long-term rates. 

SUMMING UP

We are not suggesting that rates are destined to go only higher 
from here or that high-quality intermediate bonds should be aban-
doned in client portfolios. As we stated at the beginning, history has 
proven that interest rates are very difficult to predict with any con-
sistency. However, if history is any guide, if we continue to see a 
move to higher U.S. Treasury yields, we would expect to see short-
duration bonds, high-yield bonds, and floating-rate loans to outper-
form core bonds.

On the other hand, if we start to see disappointing economic 
data, get indications that proposals of the president-elect are not 
likely to be passed, or we encounter some other “risk-off” market 
event, high-quality core bonds likely will outperform.

What is the best approach? A diversified portfolio that includes 
allocations to high-quality core bonds, short-duration bonds, high-
yield bonds, and bank loans may be the best way to position for this 
environment. Alternatively, instead of buying the individual compo-
nents, one may want to consider adding a multi-sector strategy that 
gives the manager the flexibility to invest across investment-grade, 
high-yield, and equity-related securities in order to position the 
portfolio most appropriately for the given economic environment.

But it should be clear that not all bonds are created equal. 
Investors need to take a closer look at their current bond alloca-
tion to make sure that they are well prepared for the current 
market environment.

IMPORTANT INFORMATION
The BofA Merrill Lynch U.S. High Yield Constrained Index is a capitalization‐weighted index of all US 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, Standard &Poor’s 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 issuer 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. 

The BofA Merrill Lynch U.S. High Yield Constrained Index is a capitalization‐weighted index of all US 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, Standard &Poor’s 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 issuer 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. 

Source: Bloomberg.
Past performance is no guarantee of future results. Performance during other time periods may 
have been different or negative. Other indexes may not have performed in the same manner under 
similar conditions. Indexes are unmanaged, do not reflect the deduction of fees and expenses, and are 
not available for direct investment. 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 (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 
principle on these securities.  For illustrative purposes only and does not represent the performance of 
any specific portfolio managed by Lord Abbett or any particular investment. 

INDEX RETURN
(07/08/2016-11/21/2016)

RETURN
(11/08/2016-11/21/2016)

Barclays U.S. Aggregate Index -3.4% -2.2%

BofA ML U.S. High-Yield Index 3.3% -0.7%

BofA ML U.S. High Yield - BB Index 1.5% -1.2%

BofA ML U.S. High Yield - B Index 3.9% -0.4%

BofA ML U.S. High Yield - CCC Index 8.3%  0.5%



INVESTMENT-LED. INVESTOR-FOCUSED.
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IMPORTANT INFORMATION CONTINUED
The BofA Merrill Lynch U.S. High Yield Constrained Index is a capitalization‐weighted index of all US 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, Standard &Poor’s 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 issuer 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.

The BofA Merrill Lynch U.S. Corporate BBB-Rated 1-3 Year 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 year remaining to final maturity.

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 Bloomberg 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.

The Bloomberg Barclays U.S. TIPS Index is an unmanaged index comprised of U.S. Treasury Inflation Protected Securities with at least $1 billion in outstanding face value.

The Citigroup 2-Year US Treasury Benchmark (On-The-Run) Index measures the total return for the current two-year on-the-run Treasuries that settle by the end of the calendar month. The index includes bonds 
with maturities of approximately 2 years. [An on-the-run security is the most recently issued, and hence potentially the most liquid, of a periodically issued security.]

The Citigroup 10 Year Treasury Bond Index is a broad measure of the performance of the medium-term U.S. Treasury securities.

The Credit Suisse Leveraged Loan Index is designed to mirror the investable universe of the U.S. dollar-denominated leveraged loan market.

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 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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