
MARKET VIEW
HOW MIGHT BOND INVESTORS PREPARE FOR 

ANY INTEREST-RATE ENVIRONMENT?
There’s a better strategy than trying to guess the timing of interest-rate changes, especially given post-election uncertainty. 
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There has been tremendous volatility in the bond market over 
the past week. When it first appeared that Donald Trump was 
going to win the U.S. presidential election on the evening of 
November 8, bond yields initially tumbled before reversing course, 
mirroring the response of the equity market. By this morning 
(Monday, November 14), the 10-year Treasury yield had jumped to 
2.25%, a 40 basis-point move since Tuesday, according to Bloom-
berg, as the market began to speculate that the president-elect 
will pursue a range of policies to stimulate the economy, including 
increased spending and tax cuts, which may lead to higher deficits 
and higher inflation. Can investors manage their bond portfolios 
based on the timing of such interest-rate moves? 

On many occasions, we have written about the challenges of 
predicting the direction of interest rates. Charts 1 and 2 illustrate 
why we believe it may be imprudent to build a portfolio based on 
one’s conviction about the future path of interest rates. 

THE EXPERTS TEND TO GET IT WRONG. 
Chart 1 maps out the results of The Wall Street Journal Economic 

Forecasting Survey, based on a canvassing of 50 economists, 
including their six-month forecast of the 10-year U.S. Treasury 
bond yield. The gray dot indicates the consensus six-month 
forecast, while the gold line is the actual path of the 10-year yield. 
The consensus has called for higher rates in each of the past five 
surveys, while rates actually have fallen four of the five periods. In 
addition, the average consensus forecast level of rates was off by 
more than 70 basis points in these periods—and that’s only looking 
out six months.

THE MARKET GETS IT WRONG. 
Chart 2 compares the market prediction for the future path of 

the fed funds rate (as measured by the pricing in the fed funds 
futures market) with the actual fed funds rate. As illustrated in the 
gray dotted lines, the futures market consistently has been pricing 
in rate hikes since 2009, which seven years later we are still in a 
world with the fed funds rate target range of 0.25–0.50%.
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CHART 1. EXPERTS CONTINUE TO MISS ON INTEREST-RATE FORECASTS
SIX-MONTH INTEREST-RATE FORECAST SURVEYED BY THE WALL STREET JOURNAL VERSUS ACTUAL YIELD MOVEMENT FOR INDICATED PERIODS
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Source: The Wall Street Journal Economic Forecasting Survey and the U.S. Department of the Treasury. As of 06/30/2016. 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. 
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. Investors may 
experience different results. Due to market volatility, the market many 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 no guarantee of future results. 

https://www.lordabbett.com/en/perspectives/economicinsights/us-election-tracking-trump-effect.html
https://www.lordabbett.com/en/perspectives/economicinsights/us-election-tracking-trump-effect.html


At Lord Abbett, our approach to managing fixed-income portfo-
lios is not based on making major bets on the direction of interest 
rates, which we do not believe is the most consistent way to 
generate returns. Instead, we focus our efforts on areas where we 
believe we can consistently add value: sector rotation and individ-
ual security selection, employing in-depth research and rigorous 
risk management.

Despite the reality of these two charts, it seems that many 
investors and their financial advisors do try to make large portfo-
lio-allocation decisions based on their view of the direction of 
rates, tactically moving in and out of certain asset classes. One 
prime example of this can be seen in floating-rate bank-loan 
mutual fund flows. 

In the midst of the “taper tantrum” fears in 2013 (when the 
Federal Reserve threatened to taper its quantitative easing 
program and the market reacted), the Lipper Bank Loan category 
nearly doubled in size, taking in more than $60 billion in net flows. 
In fact, the category received positive flows over a stretch of 95 
straight weeks between June 2012 and April 2014, as many inves-
tors had anticipated that the beginning of the Fed’s tightening 
cycle was imminent. But then it became clear that the Fed’s “lift-
off” was going to be pushed out further into the future. Investors 
reacted by reversing course and withdrawing approximately $60 
billion from the category, with consistent outflows almost every 
week from April 2014 through mid-2016, according to The Wall 
Street Journal. More recently, flows have turned positive once 
again, as short-term rates have moved higher, and a December 
rate hike seems likely. 

Several times in this space, we have spelled out many reasons 
to consider including floating-rate loans in a portfolio besides this 
simply being a play on interest rates. Namely, floating-rate loans 

historically offered attractive income with little interest-rate sensi-
tivity, delivered strong risk-adjusted returns, and provided valuable 
portfolio diversification benefits. Investors might have been well 
served by maintaining an allocation to floating-rate loans over the 
past five years rather than timing their entry and exit. 

Over the past five years, floating-rate loans have generated 
higher returns than the Bloomberg Barclays U.S. Aggregate Bond 
Index, and have done so with less volatility. While loans have 
lagged the stellar returns of the U.S. high-yield bond market, 
loans have had less than half the volatility of that asset class (see 
Table 1). With this return profile, floating-rate loans have had 
higher risk-adjusted returns than both intermediate investment-
grade and high-yield bonds. 
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CHART 2. MARKETS HAVE STRUGGLED TO PREDICT THE PACE OF HIKES
U.S. FED FUND FUTURES AT DIFFERENT POINTS IN TIME (AS OF 09/30/2016)
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Source: U.S. Federal Reserve Board, Bloomberg Finance LP, Haver Analytics, and DB Global Markets Research.  
Past performance is no guarantee of future results. For illustrative purposes only, and does not represent the performance of any specific portfolio managed by Lord Abbett or any particular investment. Market forecasts and 
projections are based on current market conditions and are subject to change without notice. Projections should not be considered a guarantee.

TABLE 1. SHORT-DURATION CORPORATES, FLOATING- 
RATE LOANS, AND PORTFOLIO BLENDS HAVE OFFERED 
HISTORICALLY STRONG RISK-ADJUSTED RETURNS

5 YEARS AS OF 10/31/2016 RETURN STANDARD
DEVIATION

SHARPE
RATIO

U.S. High Yield 7.06% 5.66% 1.23

U.S. Intermediate Investment-Grade Bonds 2.90% 2.70% 1.05

Floating-Rate Loans 5.07% 2.52% 1.98

U.S. Short-Duration Corporates 2.19% 0.97% 2.17

50% U.S. Intermediate Investment-Grade Bonds
50% Floating-Rate Loans

3.99% 1.95% 2.00

50% U.S. Short-Duration Corporates
50% Floating-Rate Loans

3.62% 1.63% 2.18

Source: Bloomberg. U.S. high yield represented by the Bank of America Merrill Lynch U.S. High Yield Index.  Intermedi-
ate investment-grade bonds represented by the Bloomberg Barclays U.S. Aggregate Bond Index. Floating-rate loans 
represented by the CSFB Leveraged Loan Index. Short-duration bonds represented by the Bank of America Merrill Lynch 
U.S. Corporate 1-3 Year Index. 
Past performance is no guarantee of future results. For illustrative purposes only, and does not represent the 
performance of 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. Indexes are unmanaged, do 
not reflect the deduction of fees or expenses, and are not available for direct investment.
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LOOKING AHEAD

So how should one consider preparing his or her portfolio for 
the future? We would suggest building a fixed-income portfolio 
that combines multiple asset classes that are not highly corre-
lated with one another. One simple combination we have high-
lighted is illustrated in Chart 3, a blend of floating-rate loans (as 
represented by CSFB Leveraged Loan Index) and high-quality 
intermediate bonds (as represented by the Bloomberg Barclays 
U.S. Aggregate Index). High-quality bonds have tended to do well 
in a stable or declining interest-rate environment, while floating-
rate loans generally have done well in a stable or rising-rate envi-
ronment. By the powers of diversification, these two asset classes 
working together have led to lower risk and higher risk-adjusted 
returns than either asset class on its own. [Asset allocation and 
diversification do not eliminate the risk of experiencing investment 
losses. Diversification does not guarantee a profit or protect against 
loss in declining markets.]

Given the concerns that the president-elect’s policies may put 
pressure on long-term interest rates, investors may want to further 
reduce the duration of their portfolios. As we have pointed out 
earlier, short-duration corporate bonds historically have had lower 
volatility than intermediate-term bonds, providing a source of poten-
tial portfolio stability, and have generated positive returns even in 
the face of rising interest rates. A blend of short-duration bonds and 

floating-rate loans (see Chart 3) may provide high income, while 
further reducing volatility and interest-rate sensitivity. 

 Of course, these are simple examples with just two asset 
classes. One also can consider high-yield bonds, which may offer 
attractive income and the potential for high total return, and his-
torically have performed well during periods of rising Treasury 
yields, or inflation-linked securities, to protect against the corrosive 
effects of an increase in inflation. While each of these asset classes 
has strong merit on its own, a diversified fixed-income portfolio with 
allocations to each of them may work best in our opinion. 

It remains to be seen if the market’s initial knee-jerk reaction to 
the election will lead to a sustained move to higher rates, or if this 
was an over-reaction that may soon reverse itself. Either way, we 
believe a portfolio that combines high-quality bonds with high-
yield bonds, low-duration bonds, and floating-rate loans may be 
well positioned to weather any interest-rate scenario. 

In an upcoming Muni Matters column, we will examine the rela-
tively orderly response of the municipal bond market to the recent 
rise in interest rates. For new investors, rates are much more 
attractive than they were in July. Investors might want to consider 
adding a tax-free component to their fixed-income portfolios.

CHART 3. A DIVERSIFIED FIXED-INCOME PORTFOLIO MAY OFFER RISK/REWARD BENEFITS 
FIVE-YEAR RISK REWARD AS OF 10/31/2016
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Source: Bloomberg. Intermediate investment-grade bonds represented by the Bloomberg Barclays U.S. Aggregate Bond Index.  Floating-rate loans represented by the CSFB Leveraged Loan Index. Short-duration bonds represented by the 
Bank of America Merrill Lynch U.S. Corporate 1-3 Year Index. 
Past performance is no guarantee of future results. For illustrative purposes only, and does not represent the performance of 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. Neither diversification nor asset allocation can guarantee a profit or protect against loss in declining markets. 

https://www.lordabbett.com/en/perspectives/fixedincomeinsights/short-duration-and-the-fed-factor.html
https://www.lordabbett.com/en/perspectives/fixedincomeinsights/short-duration-and-the-fed-factor.html


INVESTMENT-LED. INVESTOR-FOCUSED.
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IMPORTANT INFORMATION
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.

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. 

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.

The BofA Merrill Lynch US High Yield Index tracks the performance of 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, 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. In addition, 
qualifying securities must have risk exposure to countries that are members of the FX-G10, Western Europe 
or territories of the US and Western Europe. The FX-G10 includes all Euro members, the US, Japan, the 
UK, Canada, Australia, New Zealand, Switzerland, Norway and Sweden. Original issue zero coupon bonds, 
144a securities (both with and without registration rights), and pay-in-kind securities are included in the 
index. Callable perpetual securities are included provided they are at least one year from the first call 
date. Fixed-to-floating rate securities are included provided they are callable within the fixed rate period 
and are at least one year from the last call prior to the date the bond transitions from a fixed to a floating 
rate security. Contingent capital securities are excluded, but capital securities where conversion can be 
mandated by a regulatory authority, but which have no specified trigger, are included. Other hybrid capital 
securities, such as those legacy issues that potentially convert into preference shares, those with both 
cumulative and non-cumulative coupon deferral provisions, and those with alternative coupon satisfaction 
mechanisms, are also included in the index. Securities issued or marketed primarily to retail investors, 
equity-linked securities, securities in legal default, hybrid securitized corporates, euro dollar bonds (USD 
securities not issued in the US domestic market), taxable and tax-exempt US municipal securities and 
DRD-eligible securities are excluded from the index. Index constituents are capitalization-weighted based 
on their current amount outstanding times the market price plus accrued interest.

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 year remaining to final maturity.

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

Lipper Category Averages: Mutual-fund research firm Lipper classifies funds into categories according 
to their actual holdings rather than the objectives stated by the fund management company. Lipper then 
calculates category average data for several metrics, including performance, expenses, portfolio exposures, 
and more.

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.

Standard deviation is a measure of a measure of volatility. It indicates the variability of an investment’s 
returns.

The Sharpe ratio is a measure of risk-adjusted performance.  It is calculated by subtracting the risk-free 
rate – such as that of the 10-year U.S. Treasury bond – from the rate of return for a portfolio and dividing 
the result by the standard deviation of the portfolio returns.  The greater a portfolio’s Sharpe ration, the 
better its risk-adjusted performance has been. 

A bond yield is the amount of return an investor will realize on a bond. Though several types of bond yields 
can be calculated, nominal yield is the most common. This is calculated by dividing the amount of interest 
paid by the face value.

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 credit-
worthiness. 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.

In the United States, federal funds (often referred to as fed funds) are overnight borrowings between banks 
and other entities to maintain their bank reserves at the U.S. Federal Reserve. Banks keep reserves at 
Federal Reserve Banks to meet their reserve requirements and to clear financial transactions.

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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