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• A substantial rise in US Treasury yields could have
further to run given heightened inflation expectations
and how low yields were post the COVID-19 crisis.
This outlook suggests fixed income investors should
retain a defensive/short duration stance.
• Looking at previous Treasury market sell-offs suggests
favouring convertibles and high yield bonds, and also a
preference for emerging market hard currency bonds
to local currency.
Yields Have
Risen Rapidly

The sell-off in Treasuries has shocked fixed income investors, with yields on the 10-year more
than 100bp higher than levels seen at the start of August 2020. There had been some hope that
the substantial amount of securities purchases by central banks would at least slow the rise,
but the move since the end of January 2021 has actually accelerated.
The backdrop for US Treasuries is certainly a challenging one. The US economy has not
slowed at the start of 2021 but is instead showing strong growth. With the vaccination program
proceeding more swiftly than expected, a resumption of something that resembles ‘business as
usual’ should also be quicker than had been anticipated even a couple of months ago.
US inflation has also risen more sharply than expected, touching 1.7% in February 2021, and
is likely to continue on its upward path into the middle part of the year on the back of base effects.
The recently unveiled US government spending package of $1.9 trillion will only add fuel to
this fire.
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Staying Safe in
a Sell-Off:
Shorten Duration

The current backdrop poses the question, what are the best defensive strategies for a fixed
income investor to pursue in a reflationary environment? As Figure 1 shows, a meaningful bond
sell-off during a phase of quantitative easing (QE) is not unusual, largely because QE is designed
to reflate the economy. It is a sign that the Federal Reserve’s (Fed) medicine is working. There
have been periods of aggressive yield rises in all three of the Fed’s phases of QE. On average
these periods lasted 21 weeks and saw a rise in the 10Y Treasury yield of 140bp.1 While the
duration of the most recent sell-off has been longer than average, at 33 weeks, much of the rise
has been driven by higher breakevens, which was not the case during QE2 or QE3, but was for
QE1, which was the largest of the three sell-offs. Yields have also come from record lows, hinting
there may be further to run in the latest sell-off.
These previous sell-offs during periods of very easy monetary policy offer some clues as to the
best way of providing a degree of protection to portfolios. The most obvious strategy is to shorten
the duration of holdings (see our Strategy Espresso on the topic), which will reduce the price
sensitivity of the portfolio to the ongoing rise in yields. The advantages of duration reduction can
be clearly demonstrated by looking at index returns from different maturity buckets.
Figure 2 shows the 4-week/4-week returns of both the Bloomberg Barclays US Corporate
0–3 Year Index and the Bloomberg Barclays US Long Corporate Bond Index during the period
of sharply rising yields that occurred while the Fed was conducting QE3. The explanatory variable
used for changes in returns is the 4-week/4-week change in the 10Y US Treasury yield. The rise in
yields had very little impact on returns from the 0–3 Year Index but dragged returns from the long
index (+10 Year) sharply lower.
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Figure 2
Changes in Short and Long
US IG Index Returns vs.
Changes in Yield During
the QE3 Bond Sell-Off
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This is not dissimilar from the return profiles seen during the sell-offs in QE1 and QE2. While it may
not be practical, or desirable, to completely switch holdings into the very short end of the curve,
these observations do underline the potential benefit of shortening duration exposure.
In addition, market pricing of central bank tightening looks fairly aggressive. The overnight index
swap forwards price more than 50bp of hikes from the Fed over the coming 2 years and more
than 110bp over 3 years. As long as inflation stays reasonably well contained and does not force
the Fed’s hand, it seems unlikely that the FOMC will rush to tighten policy. After all, it took nearly
7 years to raise interest rates following the Global Financial Crisis. This should ensure that
shorter-dated bonds are relatively well insulated.

Focus on
Reflation Strategies

The themes in the Q1 2021 Bond Compass focused on strategies that should perform well
during a reflationary, risk-on environment. Government bond strategies were avoided given
the asymmetrical risk-reward pay-off. That said, a bond sell-off of the magnitude seen so far in
2021 was not anticipated and has, in some instances, proved de-stabilising. The following charts
illustrate the strategies that typically perform well, and those that do not, during a substantial
rise in yields.

High Yield and
Investment Grade

As seen in Figure 3, high yield (HY) demonstrates a relative outperformance with the line of best
fit at a higher level than for investment grade (IG) credit, suggesting higher returns. This is most
likely the cushion effect of the high coupon on offer as well as the fact that HY indices typically
have a shorter duration profile than IG indices. The returns on the Bloomberg Barclays US High
Yield 0–5 Year (Ex 144A) Index appear more robust than for the Bloomberg Barclays Liquidity
Screened EUR HY index, although this is based off only partial data.2
IG paper does not perform well. With IG spreads to the underlying government curve so tight,
IG has a limited ability to absorb higher government yields. The US index lags the performance
of the European, which should be expected given the movements in the US Treasury market
are presumably driven by stronger domestic data. The Euro area economic cycle is likely to be
slightly different.

Shelter from the Storm Where to Go Amid Rising Yields

3

Figure 3
Changes in IG and HY
Index Returns vs. Changes
in Yield During the
QE3 Bond Sell-Off
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Convertible Bonds and
Emerging Market Debt

Equity-like products, most notably convertible bonds (Figure 4), have posted the strongest
returns. This is consistent with the idea that reflation should support risk assets. While the
regression line for convertibles does have a negative slope, implying that strongly rising yields
are ultimately detrimental to returns, there are actually relatively few negative return readings.3
This may indicate an environment where surging yields start to become a negative factor for
equity markets. Average returns over the sell-offs in QE1, QE2 and QE3 were 8.6%.
Emerging market debt is susceptible to rising US yields. Local currency appears more heavily
impacted than hard currency. This is potentially because rising US Treasury yields support the
USD against emerging market currencies, a key component of local currency returns.

Figure 4
Changes in Converts
and EM Index
Returns vs. Changes
in Yield During the
QE3 Bond Sell-Off
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Lessons from the
Latest Rout

Fixed income assets showed relatively consistent behaviour during the US Treasury market selloffs in QE1, QE2 (not shown) and QE3. The exception is the positive slope to the regression line
for European HY during QE1, suggesting HY rallied regardless of what the government curve was
doing. However, this was largely because the yields on non-IG paper had soared to 20% by the
end of 2008, after which there was a substantial rally.
During the current sell-off, market dynamics appear similar to those described in previous
episodes of QE. US IG credit and emerging market local currency debt markets have performed
poorly while HY has continued to post positive returns. Returns for convertibles have been higher
than in previous market sell-offs. Returns of close to 24%4 have been made since US Treasury
yields started to trend higher against an average of 8.6% for the previous sell-offs.
So the message from history is to: 1) keep duration as short as is practically possible; 2) focus on
equity-like products such as HY and convertibles; and 3) favour emerging market hard currency
over local currency.

Endnotes

1

Sell-off periods averaged: During QE1: 19
December 2008–5 June 2009; QE2: 8 October 2010–
4 February 2011; QE3: 26 April 2013–6 September 2013.

2

There is no index data prior to June 2013.

3

For the Refinitiv Global Converts index, an average of
22% of the weekly readings over QE1, QE2 and QE3
are negative compared to over 47% of readings for the
Bloomberg Barclays US Corporate Bond Index.

4

Returns between 31 July 2020 and 12 March 2021.
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