
As investors face the prospect of the near-40 year bull market 
in bonds coming to an end, many are questioning the role of 
bonds in their portfolios. Conventional wisdom is that bonds 
suffer when rates rise. The truth is more complicated. Our 
analysis suggests that the effects will depend on how much 
rates rise, where the impact falls on the yield curve and how 
long the investor is prepared to wait. Meanwhile, narrowing 
spreads can provide a cushion against rising yields. What it 
means is that bond investors need not fear gradual interest 
rate normalisation, or even a mild recession, but need to be on 
guard for a sharp rise in inflation expectations.  
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The threat posed by rising yields has certainly grown.  
The duration of the US investment grade corporate bond 
index has increased steadily over the last 20 years or so. At 
the same time, the index yield is near a record low at around 
3.9%. It now takes just a 0.7% annual rise in yield for price 
changes to wipe out a whole year’s worth of income1. 

However, cutting duration may still not be the right 
response. There are numerous other factors that affect 
returns, some of which act against each other and can take 
a while to play out:

–  Shape of the yield curve – yield curve shifts are 
rarely parallel. When short-term yields rise more 
than long-term yields, a short duration strategy could 
underperform a longer duration strategy.

–  Trade-off between duration and yield – cutting 
duration when the yield curve is upward sloping 
requires foregoing some yield. The benefits therefore 
need to be large enough to compensate for the lost 
income for this switch to add value.

–  Trade-off between duration and roll-down – roll-
down return is the gain arising when a bond’s duration 
shortens over time, assuming an unchanged upward 
sloping yield curve. 

–  Credit spreads – corporate bond returns are also 
driven by credit spreads. Historically, spreads have been 
negatively correlated with yields, so changes in spreads 
can partially offset any move in Treasury yields.

–  Timing – if yields rise towards the end of an investment 
horizon, that will leave less time to realise the benefits of 
those higher yields through higher income. 

1  The estimate is based on Bloomberg Barclays US Corporate Index. Data as of  
30 April 2018. 

Together these factors complicate the decision-making 
process. In order to shed light on this complexity, we have 
conducted a scenario analysis that simulates the returns in 
various environments. Our analysis compares the impact 
of different shifts in the yield curve on long, aggregate and 
short duration corporate bond portfolios, represented by, 
respectively, the Bloomberg Barclays US Long Corporate 
Index, the Bloomberg Barclays US Corporate Index (which 
we refer to as the aggregate index) and the Bloomberg 
Barclays US Intermediate Corporate Index. 

Figure 1 sets out the key characteristics of these three indices. 
The difference in yield between the intermediate and long 
index is 1.0%, a reflection of the upward-sloping yield curve. 
However, the yield curve is much steeper at the shorter end 
of the curve and almost flat at longer maturities, which results 
in a much larger roll-down return for intermediate corporate 
bonds than for long bonds. The difference in carry, which 
takes account of both yield and roll down, is therefore only 
0.3%. This means that, if the yield curve and credit spreads 
remain unchanged, long corporate bonds should be expected 
to return around 4.6% a year, the aggregate corporate bond 
market 4.4% and intermediate corporate bonds 4.3%. 

Figure 2 presents simulated three-year annualised returns of 
these three benchmarks under a range of different outturns. 
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Figure 1: Roll down can make a significant difference

Yield to  
worst (A)

Roll  
down (B)

Carry  
(A+B) Duration Maturity

Intermediate 3.6 0.6 4.3 4.3 5.0

Aggregate 3.9 0.5 4.4 7.3 10.9

Long 4.6 0.0 4.6 13.7 23.8

Source: Barclays and Schroders. Data as of April 30 2018
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Taking this as a starting point, we can observe how 
Treasury yields rising or falling and yield curve steepening 
or flattening alter the returns. In general, a short-duration 
strategy will outperform if yields rise and a long-duration 
strategy if yields fall, but not always, as other factors need 
to be taken into account. 

To elaborate, we look at how various yield curve scenarios 
associated with specific economic conditions might affect the 
interplay of price, yield, spread and roll-down to determine 
returns for investors in bonds of different durations.

History repeats itself
A flat or even inverted yield curve has been the outcome of 
the last two interest rate hiking cycles. The blue box in Figure 
2 highlights the scenarios which match these conditions. 
Overall, the result is not that bad for bondholders. Aggregate 
corporate bond returns are positive in all but the most 
extreme cases, such as when the 1-year rate rises above 
4%. In addition, despite having much higher duration, long 
corporate bonds can outperform intermediate corporate 
bonds if the yield curve flattens from its current level.

Recession – a surprisingly benign outcome
Although a recession-induced fall in short-term yields, 
highlighted in the red boxed section of Figure 2, would 
be associated with rising credit spreads, this is generally a 
reasonable environment for corporate bond investors, thanks 
to the benefit they gain from falling Treasury yields. Of course, 
the outcome is dependent on how much the spreads rise, but 
the extreme spread widening witnessed in 2008 is unlikely to 
be repeated. 

Stagflation – a much more malign outcome 
A scenario where short-term yields rise sharply and the yield 
curve steepens significantly results in the absolute worst 
outcome for corporate bond investors (purple boxed section).

It could arise from an inflation shock to which the US Federal 
Reserve is slow to react, coupled with a weak economy. In 
such a stagflationary scenario, investors would likely be hit 
by losses from both duration and spread widening. Long 
bonds would suffer significantly and even short-duration 
intermediate bonds would fail to produce appreciable returns.  

Other factors 
As well as the level and shape of the Treasury and OAS curves, 
there are other factors that either directly affect bond returns 
or have a bearing on the selection of the investment strategy. 
Below we have outlined three of the major ones.

1. Investment horizon
It is important to understand that, while rising yields are 
initially negative for returns, they will eventually become a 
tailwind, all else being equal. This is because the additional 
yield eventually overcomes the duration loss. We therefore 
need to consider the investment horizon. 

2. Timing 
The losses from rising yields do not just depend on the 
duration of the portfolio, but also on the timing of yield 
changes. Yields can move sharply over a short period and 
whether changes happen at the beginning or the end of 
period of investment can also have an impact on returns. 

A brief explanation of our methodology can be found in  
the box2. The returns are based on a wide range of 
potential changes in Treasury yields. On the vertical axis 
we have the 1-year yield (a proxy for the short-term policy 
rate) and on the horizontal axis the slope between 1- and 
10-year yields (1s10s). That slope is a function of longer-
term growth and inflation expectations. In every cell the 
top number is the return of the intermediate, the middle 
number the return of the aggregate and the bottom 
number the return of the long index.  

For ease of interpretation, every cell has been coloured 
either purple where long outperforms or green where 
intermediate outperforms.

The pink X marks a situation where there is no change 
in Treasury yields or option-adjusted spread (OAS)3, 
meaning that the 1-year yield stays at the current level of 
2.3% and the 1s10s spread at 0.6%. As just discussed, the 
total returns in this scenario are 4.3%, 4.4% and 4.6% for 
intermediate, aggregate and long index respectively (note 
that these are different from the return figures in this cell, 
as the cell returns are for a 1-year yield of 2.5% and 1s10s 
spread of 0.5%). 

2  A more detailed explanation can be found in the full version of this paper, available 
on our website, www.schroders.com.

3  A measure of the bond interest rate spread over the benchmark that takes account 
of any embedded options.

Our methodology

Index total returns
Returns have been calculated by aggregating yield 
and roll-down income and gains/losses from shifts 
in corporate bond yields. Yield shifts are a function 
of movements in Treasury yields and credit spreads. 
Portfolios are rebalanced on a quarterly basis to reflect 
current index composition. 

Treasury yield curve
We have used the 1-year yield and the slope between 
1- and 10-year yield (1s10s) to estimate the points 
between one and 10 year maturity. The slope of the yield 
curve between the 10-year and 30-year points (10s30s) 
is assumed to track the slope of the 1-year and 10-year 
points, but with lower volatility, based on historical 
regression analysis. Other points on the curve are 
plotted by interpolation. 

Credit spreads
To estimate the changes in credit spreads, we have 
defined five distinct scenarios that are associated 
with changes in Treasury yields and relate to specific 
economic environments.

In line with historical experience, credit spreads 
have been assumed to be negatively correlated with 
Treasury yields in most cases. The main exception is 
a situation where longer-dated yields rise rapidly and 
the yield curve steepens. We have also assumed that, 
given the already low level of credit spreads, a gradual 
normalisation of interest rates where long-dated yields 
remain in check is unlikely to result in appreciable 
further spread tightening. 
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Figure 2: Three-year annualised return simulations
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3. OAS assumptions
We assumed in the recession return simulation analysis that 
the aggregate index OAS widens to 350bps. It is possible that 
our assumption may prove optimistic. Figure 3 shows the 
three-year annualized returns in a scenario where the 1-year 

yield falls to 0.5% and the 10-year yield to 1.5%, combined 
with four different OAS scenarios. It is clear that wider spreads 
can make a big difference to returns. At 550bps, the portfolio 
barely breaks even, while at 650bps there is an annualised 
loss of 1.3%. 

In every cell, the top number is the return of the intermediate, the middle number the return of the aggregate and the bottom number the return of the long index.  
Source: Barclays and Schroders. Data as of 30 April 2018.

Return forecasts are not a reliable indicator of future performance.

X
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Figure 3: OAS assumptions are crucial to overall returns 
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Source: Barclays and Schroders. Data as of 30 April 2018.

Return forecasts are not a reliable indicator of future performance.

Investors face shifting landscape in navigating an uncertain 
interest rate future, so flexibility will be important. This is 
illustrated by the fact that, unlike government bond yields, 
which all lie neatly on the curve, the corporate bond curve 
is more of a cloud. There is a wide variation of yields at any 
given maturity point, even when adjusted for credit rating. 

Figure 4 shows the distribution of A-rated corporate bonds 
around the Bloomberg US Corporate A par-coupon yield 
curve, a proxy for the index yield at each maturity point. 
The dispersion means that, through careful selection, it is 
possible to achieve a higher yield than would be earned by 
simply buying the market. This can provide an additional 
cushion against any upward move in Treasury yields. Of 
course, fundamental research is still essential if investors 
are to avoid buying bonds that are cheap for good reason. 

The green line is Bloomberg USD US Corporate A par-coupon yield curve.  
Source: Barclays and Schroders. Data as of 30 April 2018. 
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Figure 4: US single-A corporate bond yields form a  
diffuse cloud
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Another way that flexibility can reap benefits is in the 
different ways a portfolio can be constructed to achieve a 
given weighted average maturity. For example, a portfolio 
with a maturity of five years can be built in at least three 
different ways:

– buy a 5-year bond 
– put 20% in each of a 3-, 4-, 5-, 6-, and 7-year bond 
– put 75% in a 1-year bond and 25% in a 17-year bond.

The returns of each of these portfolios is sensitive to 
movements in different parts of the yield curve. The first 
is sensitive to movements in a single point, the second to 
a section of the curve centred around that point, whereas 
the final portfolio is completely insensitive to movements 
in that part of the curve. Returns from this final “barbell” 
portfolio will be driven by movements at the very short end 
and the very long end. 

Conclusion
Our analysis shows that the threat posed by higher yields to corporate bond returns is real, but not straightforward.

–  First, it matters a lot if the rise is concentrated at the short or the long-end of the yield curve. Moreover, even 
if the move is parallel, the 10-year yield must rise above 4% before corporate bond investors start to suffer 
significant losses.

–  Second, the relationship between yields and spreads is an important determinant of total returns. Narrowing 
spreads can provide a cushion against rising yields. However, this negative correlation between yields and 
spreads could change if yields rise too fast. 

–  Third, each portfolio must be viewed individually, as the optimal strategy depends on the investment horizon of 
the investor. 

In terms of economic scenarios, a “normalising” environment where yields rise steadily is probably one of the 
better likely outcomes from the current hiking cycle. Less good but still bearable would be a recession. At the 
other end of the spectrum, bond holders would find it hard to find shelter if we saw a re-run of the stagflationary 
conditions seen in the 1970s.
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