
In today’s low rate environment, interest rate risk has emerged as 
a primary concern for market participants.  Given that the Fed has 
held interest rates near zero for over two years, many investors are 
worried about the effect of an increase in rates on their portfolios. 

bond investors falls, causing a drop in price of bond portfolios.

Longer duration bonds are exposed to 

discounted over a longer period.  While this 

may lead investors to shorten the duration 

of their portfolios, in doing so they incur an 

As interest rates rise, long duration portfolios 

shorten bond duration lose in coupon income.  

shortening the duration of a bond portfolio 

core and short duration is substantial, so 

is the duration differential.  Over time, the 

BarCap Aggregate and the 1-3 Year (short 
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duration) component of the Aggregate 

has been 2.8.  This means in theory 

that for every instantaneous 100bp 

increase in interest rates (assuming a 

parallel shift in the yield curve) the price 

more than the price of a short duration 

portfolio.  The current yield differential is  

interest rates don’t move, investors in core 

Exhibit 1: Yield Differential (BarCap Agg vs. 1-3 YR component of the Agg)

Source: BarCap and St. Louis Fed
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a theoretical illustration of this tradeoff.  

The further an entry in the table is to the 

right, the higher the interest rate shift, and 

the table an entry is on the table, the longer 

a given interest shift takes to occur, and 

the higher the performance of core bonds 

increase, but not enough to make up for the 

decrease in price due to higher duration.  

Conversely, if the same 100bps shift in rates 

took eighteen months to occur core bonds 

by 10bps due to their higher yield. 

shifts are neither instantaneous nor parallel.  

Exhibit 2: Theoretical Return Advantage of Core vs. Short Duration for Different  
   Yield Shift Scenarios

Source: Marquette Associates

Source: BarCap and St. Louis Fed
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3 -0.2 -0.9 -2.3 -3.0 -3.7

6 0.3 -1.1 -1.8 -2.5 -3.2

9 0.7 0.0 -0.7 -2.1 -2.8

12 1.2 0.5 -0.2 -0.9 -2.3

15 1.7 1.0 0.3 -1.1 -1.8

18 2.2 1.5 0.8 0.1 -1.3

21 1.9 1.2 0.5 -0.2 -0.9

24 3.1 1.7 1.0 0.3
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time, and as they do so, the yield curve 

outside the simple illustration of Exhibit 2, 

portfolios in rising rate environments?

period.  In each of these three periods the 

overall level of rates rose, and the yield 

curve at the start and end of each of these 

of core and short duration bonds.  Counter 

environments core bonds outperformed 

short duration bonds.

Exhibit 3: 

Time Period
Fed 

Funds
Core 
Bond

Short  
Duration

Jan ‘94 - Jun ‘95 +295

Jun ‘99 - Jul ‘00 +178

Jun ‘04 - Aug ‘06
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of benchmark returns in rising rate 

environments, decomposing returns 

into their income and appreciation 

components.  A core bond portfolio 

portfolio during rising rate environments 

 

 

and short duration bonds during periods 

of rising rates.  Investors that shorten 

presumably implement the change in 

strategy some time before rates actually 

indicates that historically shortening 

duration in anticipation of rising rates has 

timing, shortening duration becomes 

account that investor timing is unlikely 

to perfectly anticipate interest rate shifts.  

Every month investors hold short duration 

return compared to a core bond portfolio.  

Investors considering short duration 

portfolios have a broad universe of 

investment managers to select from, 

including active managers.  While 

the yield on the 1-3 year portion of 

Exhibit 4: Price Return and Income Return (Annualized)

Source: BarCap

31, 2011, the median portfolio yield for 

short duration mutual fund managers is 

have shortened their portfolio duration 

to shorten duration but out-yield the 

duration managers are increasing credit 

risk relative to the benchmark in order 

to boost yields.  Portfolio risk is not 

decreased; it is merely shifted from 

interest risk to credit risk. 

Arguably, for those that believe the 

chance of a double dip recession is 

remote, this may not be a bad risk to 

take.  Though credit spreads currently 

yields on treasuries are giving investors 

poor compensation for interest risk, 

potentially making credit a better 

relative value.  This higher potential 

return in credit is partially offset by 

increased portfolio risk, as credit risk 

risk than interest risk, leading to higher 

portfolio volatility.  Investors interested 

in decreasing interest risk and increasing 

credit risk could consider investments in 

short duration credit or bank loans.

In summary, historical evidence indicates 

about rising rates, shortening portfolio 

duration is a poor strategy as short 

than core portfolios, and as rates rise 

the short end more than the long end, 

thus decreasing short duration bond 

returns relative to core bond returns.  

Additionally, as investors are unable to 

correctly time interest rate increases, 

yield every month they hold short 

duration bonds and interest rates do 

not rise.  Most active managers attempt 

of short duration bonds by increasing 

portfolio credit risk.  While this is not 

necessarily a bad bet if the economy 

continues to improve, investors 

Though increasing the portfolio’s 

allocation to credit can improve 

expected return, it also increases 

risk if the economy unexpectedly 

 

investing decision.

 

    return than short duration bonds.

 

   duration bonds experience a larger  

   price decline relative to core bonds  

   than expected from a parallel shift.  

 Short duration bonds actually  

        experienced a larger price decline than  

  core bonds during the last period  

    of rising rates.  

Time Period
Income 
Return

Price 
Return

Total 
Return

Income 
Return

Price 
Return

Total 
Return

Jan ‘94 - Jun ‘95

Jun ‘99 - Jul ‘00

Jun ‘04 - Aug ‘06

Core Bond Short Duration
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