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Short duration bonds: resilience in the
face of uncertainty
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Short duration resilience

In the first quarter of 2022, fixed income investors have faced

. . . Three main concerns are driving bond
singular market uncertainty, with:

market uncertainty:

E inflation at levels not seen for two generations, and the strength
and persistence of inflationary trends greater than central banks
had expected;

1.Inflation. Rising prices remain far
above target and inflation figures are at
highs that haven’t been seen for

E the ongoing effect of Covid-19 on supply chain bottlenecks, decades; energy, commodities, housing
including labour supply; and, are all contributing to these highs
E persistently strong demand as economies unlock, underpinned by 2.Continued supply chain disruption.
the residual effects of fiscal and monetary stimulus policies. The situation in Ukraine is likely to result
in heightened commodity prices and to
This already formidable uncertainty has, of course, been exacerbated further unsettle supply chain logistics
by the developments in Eastern Europe and potential risks ahead. 3.Interest rate hike projections. Six
A base prediction for interest rate hikes 25bps rate hikes expected for the US in
2022.

The Bank of England and Bank of Canada have already begun raising
rates, and it seems inevitable that other major developed market
central banks will need to follow suit. Winding down quantitative
easing (QE), interest rate increases and quantitative tightening (QT)
are at the center of the policy agenda. This, along with renewed
geopolitical tensions, could be a calling card for considering an
allocation, or even increased allocation to short duration fixed
income.

The US Federal Reserve's (the Fed’s) policy outlook changed
significantly in the last months of 2021, and it continues to evolve at
pace so far in 2022. In its March meeting, the Fed made material
revisions to its economic forecasts and it is very clear that the trend
for policy rates is upwards.

E Rates markets are now pricing in a strong chance of six further
hikes this year for the US (see Figure 1), something the Fed’s dot
plot now also matches, with three further hikes forecasted in 2023.

E With measures of inflation continuing to rise and with widespread
evidence of a tight labour market, we think the Fed’s thresholds on
inflation and employment have been more than met. Our base
assumption is for the Fed to make policy adjustments at every
meeting in 2022, with six 25bps rate hikes from May to December.

E We also anticipate the Fed to announce its plans for balance sheet
reduction in the middle of the year and to begin allowing QE bond
holding run-off (i.e. for QT to commence) soon after.
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Can rates rise faster than anticipated?

There are downside risks to the pace of the Fed's hiking cycle, particularly if an intensification
of geopolitical tensions depresses the global recovery from the Covid-19 pandemic. But most
investor attention has been on upside risks to inflation and to the hiking cycles. The Fed may
have to hike rates at a faster pace:

1. if the trajectory of inflation does not moderate as quickly as forecast; and

2. if supply bottlenecks have not abated; and
3. if demand takes longer than expected to rebalance from goods to services
In addition, if labour supply constraints remain elevated through H2 2022 and into 2023 and

stronger-than-desired wage growth persists, the Fed would have to take further measures to
prevent economic overheating.

Are investors getting paid to take duration risk?

In a rising rate environment, most investors are reluctant to take on duration risk unless they
have specific liability matching requirements. Longer duration investments would only be
appropriate if rates at the long end were expected to fall or if the term premium was
unusually attractive (and investors were paid for taking the risk).
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Short duration resilience

However, a review of the Barclays Global Aggregate Index (longer-duration index) and the
Barclays Global Aggregate Index 1-3 year (shorter duration index) over the past twenty years
shows that the trend for the longer duration index is a significant drift in duration risk
compared to its yield: the index duration has increased by 41% to 7.4 years over the period,
while its yield has fallen by 59% to 1.8% therefore causing a massive drop in compensation
per unit of interest rate risk. (See Figure 2.) This compares unfavorably to the Barclays Global
Aggregate 1-3 Year Index where duration has increased by a much smaller 3% to 1.9 years
and the yield has fallen by 60% to 1.2%. So, it is reasonable for investors to consider
whether they have been fully compensated for the duration of the Global Aggregate versus
its short duration alternative.
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Short duration resilience

Further, a review of the past two rate hiking cycles (in 2015-2018 and in 2004-2007) indicates
that the short duration Bloomberg Barclays Global Aggregate 1-3 Year Index outperformed its
longer duration sibling significantly on a risk-adjusted return basis. (See Figure 3.)

Bloomberg Barclays Global Bloomberg Barclays Global
Aggregate Aggregate 1-3 Years
Pre-COVID rate hike
(1 Sep 2015 to 19 Dec 2018) 0.9 3.9
Pre-GFC rate hike
(29 June 2004 to 17 Sept 2007) 1.1 3.3

Source: Bloomberg, HSBC Asset Management. Data as of 28 February 2022.

! Calculations show annualized returns divided by annualized standard deviation

It is worth acknowledging that in rising rate environments, investment grade fixed income
gains are not generally captured through capital appreciation in the form of spread
compression. Rather, returns are made (or protected) through income or clipping the coupon.
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In addition, high quality corporates offer an attractive yield pick-up versus government bonds
while providing regular income streams. Short duration investment grade corporates tend to
offer consistent risk-adjusted returns over time while serving in a defensive stance against
unforeseen volatility. Finally, the credit risk element is reduced in short duration fixed income
due to the short period left to maturity—known as the “pull to par” effect. Short duration
bonds can recover or ‘heal’ relatively quickly in a market sell-off or downturn relative to
longer-maturity fixed income segments. In fact, demand for short duration bonds tends to
increase in times of amplified uncertainty: they provide lower, less pronounced drawdowns
and speedier recoveries.

Figure 4 illustrates this point, comparing the longer-term and short duration (1-3 years)




