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Introduction 

With a modestly paced recovery, Treasury yields still historically low and 

inflation generally muted, a rising rate environment may not appear to be 

an imminent danger. 

 
Yet inflation expectations have normalised, unemployment is showing some signs 

of improvement and the Federal Reserve faces the task of exiting its quantitative 

easing programme without disrupting economic growth or stoking inflation. Isn’t 

now the time for investors to prepare for a rising rate environment? 

 

With current five-year Treasuries yielding in the region of a mere 2%, should rates 

rise 200 basis points it would produce losses of 9% to 10% – hardly an argument 

for complacency (Exhibit 1). 

 

In the eyes of our Columbus-based Fixed Income Group*, timing a rate rise is 

generally a losing proposition, but it is not too soon for investors to begin thinking 

about and preparing for the eventuality of rising rates. Global CIO Gary Madich, 

CFA, along with two senior members of his management team, Bill Morgan and 

Doug Swanson, recently gave their views on interest rates and the types of fixed 

income strategies investors may want to consider in preparing for and navigating 

through a rising rate environment. Here is what they had to say. 

 
Exhibit 1: Estimated price impact on the current five-year Treasury, if rates 

were to rise 

New Price = Current Price – (interest rate change x current duration). Assumes an 

instantaneous rate change. Source: Barclays Capital Live as of 31 March, 2011. 
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Q: What is your current outlook for interest rates? 

Gary: Recently we have seen modest upward pressure 

on rates, given the prospect of economic recovery and 

rising commodity prices. Going forward, it may be just as 

likely to see higher rates as a result of a rise in real rates, 

driven by an increase in debt issuance and accompanied 

by a steeper yield curve, as it is from inflation. The real 

question is the timing and degree of a move up in interest 

rates. Through accommodative monetary and fiscal 

policies and quantitative easing, the Federal Reserve has 

been able to keep rates lower. The Federal Reserve is 

now about half-way complete with its second round of 

quantitative easing and in our opinion will use the entire 

USD 600 billion to increase its balance sheet. We see no 

immediate issues associated with the ending of the 

Federal Reserve purchase programme but rather are 

focusing on how an exit strategy will impact the economy 

and financial markets. The Federal Reserve now faces the 

challenge of determining the appropriate exit strategy but 

has indicated that any strategy will take into consideration 

economic and market conditions. As the current business 

cycle progresses the Federal Reserve will likely become 

less accommodative as economic growth normalises. As 

both business and consumer demand for loans begin to 

increase, interest rate levels will likely rise and we would 

expect the next move in the yield curve to have 

short/intermediate rates rising more than long-term rates 

to compensate for increased inflation expectations. 

Q: What levers are available for investors to respond 

to rising rates? 

Gary: Coming from the perspective of a relative value 

manager, the key levers are the same in any environment 

– security selection and appropriate risk management. In 

a rising rate environment, investors should focus on 

specific subsectors and securities that are likely to 

perform relatively well as rates rise. Floating rate issues 

that adjust to rising rates, shorter duration securities less 

responsive to rate changes, mortgage-related issues that 

generate income and principal paydowns that can then be 

reinvested at higher rates – these are a few examples of 

the types of securities to which investors should consider 

gradually increasing exposure as rates rise. 

Additionally, if valuations support it, the intermediate 

segment of the yield curve could also prove beneficial 

should short-term rates begin to rise. We are currently 

finding compelling value in this maturity range which 

appears to offer the best combination of yield per unit of 

market risk. As the business cycle matures, we will strive 

to quantify and stress test how yields and yield curves 

move while adjusting our term structure and key rate 

duration positions accordingly to offer a more defensive 

strategy if necessary. 

Q: Should investors consider altering their 

management strategies in anticipation of rising rates? 

Gary: I think for most investors it is not a question of a 

drastic change, but rather a shift in emphasis or focus. A 

general management strategy (one that we employ across 

market environments) is to maintain a yield cushion, to 

invest in securities that provide a larger income 

component and/or a greater option-adjusted spread 

advantage relative to a given mandate or benchmark. This 

yield cushion can offer protection in a rising rate 

environment and is something to consider expanding as a 

rate rise appears more imminent. 

Furthermore, particularly in uncertain and volatile times 

like the present, risk management practices in the form of 

stress-testing and scenario analysis should be 

emphasised – both at the individual security level and at 

the aggregate portfolio level. For example, once 

attractively valued securities have been identified, it is 

important to understand how they are likely to perform 

under a range of interest rate environments – whether the 

yield curve rises in a parallel fashion, flattens or steepens 

– and what that could mean for performance. Additionally, 

when rates are very low, as they are now, rate scenarios 

should allow for bigger increases than decreases in rates. 

It is important for investors to understand how their 

managers assess interest rate risks as well as the 

interrelation of liquidity, quality and structure risks. 
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Of course, this quantitative analysis is only part of the 

story. Investors should ensure that their portfolios are in 

the hands of experienced managers – those that have 

successfully managed through numerous business cycles 

and can provide invaluable qualitative insights to 

complement quantitative risk management tools. It goes 

without saying – a disciplined process that focuses on 

security selection combined with a view toward the 

macroeconomic environment is key to maintaining the 

flexibility to pursue and adapt strategies to reflect 

changing market conditions. Investors need to remember 

that bond portfolios offer a cushion to a diversified 

allocation plan. 

Q: What’s your view, particularly with respect to 

mortgage-related securities? 

Doug: We are always looking for attractively valued 

securities that work, not only in today’s environment, but 

under a range of possible economic and interest rate 

scenarios. Take short structured floating rate securities, 

for example. Their yields are currently above those on 

two-year and three-year Treasuries, and with yield caps of 

around 7%, there is plenty of room for rates to rise before 

duration lengthens. So, these floating rate securities have 

the potential to offer a yield advantage – and protection 

from rising rates. 

Mortgage-backed securities can also add to the ‘yield 

cushion’, but here, we are being very selective, focusing 

on premium/high coupon, more seasoned, and structured 

securities to minimise extension risk should rates rise.  

Currently with 30-year fixed rate mortgage rates in the 5% 

area, there is likely to be little incentive for lower coupon 

mortgage borrowers to prepay as rates rise. Hence, 

duration lengthens at just the wrong time – magnifying the 

price decline as rates increase. Seasoned US agency 

structured assets with effective duration of one-to-two 

years can offer good relative value and relatively minor 

extension risk if interest rates rise.  Thus, these bonds will 

produce more predictable cash flow profiles and stable 

effective duration. 

 

Q: What is the outlook from a high yield perspective? 

Bill: In the high yield market and during a rising rate 

environment, there are a few ways to protect your 

portfolio, while at the same time uncovering relative value. 

First, if you delineate the high yield market by credit 

buckets (eg BB rated versus B rated versus CCC rated), 

high yield securities become much more heterogeneous 

than at first glance. For the most part, BB-rated bonds 

tend to offer a risk/reward profile and interest rate duration 

that is more consistent with investment grade, where as 

the lower rated, CCC bonds, tend to have risk/reward 

characteristics more consistent with equity and exhibit 

little interest rate duration. Generally speaking, if rates rise 

as a result of economic growth and increased inflationary 

pressures, we would normally expect high yield spreads to 

tighten. The negative price impact, due to rising real rates, 

is minimised with specific high yield securities due to the 

large credit spread over Treasuries; typically the higher 

the yield a security offers, the more sensitive to spread 

duration versus interest rate duration it is likely to be. To 

that end, when there is inflationary pressure as a result of 

economic growth, highly levered firms perform well as 

their balance sheets improve with rising asset prices. 

During a normal economic cycle we will add to credit 

sensitive sectors, such as the cyclical industries, and 

lower the average credit rating during the beginning phase 

of an economic recovery. As the recovery takes hold and 

inflation pressures mount, we reduce our interest rate 

exposure by incorporating short duration bonds, cushion 

bonds and floating rate instruments. 

Q: Can you comment specifically on the role bank 

loans might play? 

Bill: We believe that by targeting modestly less market 

beta1 and managing the credit risk at the issuer level we 

should, over time, be able to provide stable returns with 

less volatility. However, should inflationary pressures 

mount, we like the floating rate nature of senior secured 

bank loans. Bank loans exhibit little-to-no interest rate 

duration. Bank loans typically pay an interest rate that 

 

1 Beta is a measure of the volatility, or systematic risk, of a 

security or a portfolio in comparison to the market as a whole. 
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stress the importance of diversification, not only in sector 

and security selection, but in risk exposures to market or 

rate risk as well as term structure or yield curve risk. 

Under-standing key rate duration positions and convexity 

levels is critical in helping to reduce the sensitivity of a 

portfolio to market risk and term structure changes caused 

by rising rates and inflation levels. However, where 

investment policy permits, there are specialised tools for 

hedging against unanticipated inflation, for example CPI 

swaps. These can be used as an overlay to a diversified 

fixed income strategy. Such inflation-protected bond 

strategies are designed to provide attractive alternatives to 

actual treasury inflation protected securities, even in 

periods when inflation is controlled.  

Granted, an imminent significant rate rise appears unlikely 

in the US. However, as yields do eventually advance from 

current well below average levels, the negative impact on 

valuations could be dramatic, especially for holders of 

intermediate through long-term US Treasury securities. 

This may well be a time to consider moving from a lower-

yielding strategy to a potentially higher-yielding diversified, 

intermediate term, or inflation protected bond strategy. 
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resets at a margin above Libor, thereby offering investors 

a floating level of income. Since the interest rate on 

leveraged loans generally resets on a quarterly basis, they 

have a minimal level of interest rate risk and offer 

investors a hedge in a rising interest rate environment. 

In our view, bank loans offer relative value in this 

uncertain market because their spread over Libor remains 

at wide levels, they tend to have better covenants than 

high yield bonds, they are senior in the capital structure 

and their coupons adjust upward in the event of rising 

interest rates. In addition, we believe their muted volatility, 

tighter covenants, and secured asset structure provide 

greater downside protection from idiosyncratic events that 

would negatively impact the US economic recovery. 

Q: In addition to the strategies and tactics we’ve 

discussed, what other tools are available for 

managing fixed income portfolios in a rising rate 

environment? 

Gary: In general, investors would be well-advised to 

gradually move toward the types of strategies and 

positioning we have discussed as rates rise, looking for 

value within specific sectors and subsectors while 

carefully assessing and managing risk. We would also 

 

* Our Columbus Fixed Income Team incorporates a bottom-up, value-oriented approach to fixed income investment 

management by identifying inefficiencies in the market through a combination of active investment management and 

disciplined risk control. 


