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FINDING INCOME OPPORTUNITIES IN A  
RISING-RATE ENVIRONMENT
The move to higher interest rates is leading many investors to reconsider 
their income strategies.

Investors face a number of challenges and 
trade-offs in this market when constructing a 
portfolio to meet their long-term goals. Many are 
looking for income, but are struggling to find it in 
this low-yield environment, and they worry about 
the impact that rising interest rates may have on 
their fixed-income portfolios. Others are turning 
to dividend stocks to meet their income needs, 
but are hesitant to move beyond so-called “bond 
proxies” and are thereby adding unintended risk 
to their portfolios. We address both issues here. 
Getting more from your core

A traditional core-bond strategy, one that 
typically tracks the Bloomberg Barclays U.S. 
Aggregate Bond Index (“Aggregate Index”), may 
face headwinds during a period of rising interest 
rates. This is because the index is comprised of 
100% investment-grade securities, with approxi-
mately two-thirds allocated to U.S. government and 
government-related securities, which tend to be 
most affected by rising yields on U.S. Treasuries.

Does that mean that investors should 
abandon their core bond allocations? Not 
necessarily. For investors seeking a potential 
source of income while maintaining a focus on 
risk, high-quality bonds may play an important 
role in a portfolio by providing:
n Portfolio diversification—High-quality bonds 

historically have been negatively correlated 
with U.S. equity returns. That is, their returns 
generally have moved in opposite directions. In 
fact, since 1977, in each of the seven calendar 
years that the S&P 500® Index (S&P 500) has 
had negative returns, the Aggregate Index has 
been positive, with an average annual return 
of 8%, according to Morningstar. This may 
provide balance to a portfolio during difficult 
equity periods.

n Reduced volatility—In the 10-year period 
ended March 31, 2017, the Aggregate Index 
has had a standard deviation of 3.3%, or only 

20% of the volatility of the S&P 500, according 
to Moringstar.
But a passive approach of simply following the 

index may not be ideal in today’s environment. 
The characteristics of the Aggregate Index have 
changed over time. Its duration, which is a 
measure of its sensitivity to changes in interest 
rates, has extended to 6.0 years as of February, 
2017, a 30% increase from where it stood a 
decade ago, according to Bloomberg. Moreover, 
the average yield in the index is currently 2.7%,  
a decline of 50% over the same time period, 
leaving little cushion to generate positive returns 
in the face of rising rates.

What are the alternatives? Here are a few 
approaches to consider:

Take an active approach – To better capture 
the potential investment opportunities in this 
market, investors might want to consider a more 
flexible approach that employs active manage-
ment strategies. Active managers can adapt to 
the market environment by adjusting a portfolio’s 
maturity and term structure, credit quality, 
sector, and industry exposure. Rather than 
matching the benchmark weight, an active 
manager can overweight certain bond sectors 
that may benefit from an improving economy.

Add a little credit risk— Securities with a lower 
credit rating, such as high-yield bonds, histori-
cally have provided opportunities for increased 
income, higher total returns, and stronger 
performance during periods of rising rates. 

Diversify—Short-term corporate bonds, high-
yield corporate bonds, and floating-rate loans 
historically have fared well during periods of rising 
rates. Typically, adding exposure to these sectors 
has increased return potential with less volatility.
Expanding the opportunity in dividend stocks

For many investors, dividend stocks are part of 
a long-term strategy to enhance income potential. 



Historically, companies consistently have increased 
their dividends. In fact, since 1946, the S&P 500 has 
seen its annual dividend per share increase 88% of 
the time. But some investors may be adhering to an 
outdated perception of where dividends can be found 
and, in doing so, are introducing a variety of unin-
tended risks into their portfolios, including inter-
est-rate risk.

When many investors picture a dividend-paying 
stock, a certain type of company may come to mind: a 
mega-cap, slow-growth company with a high dividend 
ratio, meaning it returns a large portion of its earnings 
to shareholders—perhaps a large utility or telecommu-
nications company. However, an unbiased look at where 
dividends can be found in the market today shows that 
this view represents only a small slice of the opportu-
nity in dividend paying stocks.

The returns of companies with a high payout can be 
essentially bond-like (hence, their stock is often 
referred to as a “bond proxy”) if the earnings of the 
company are not particularly sensitive to economic 
growth, as often is the case for regulated utility 
companies as well as telecommunications and some 
consumer staples companies, for example. This type 
of investment certainly has benefits for some types of 
investors, but for those searching for growth and 
income opportunities, an overconcentration in bond 
proxy investments introduces new risks into an equity 
portfolio, with interest-rate risk being the major one. 
The income stream of a company with a high, fixed 
payout would face headwinds in an environment where 
interest rates and inflation expectations moved 
upwards, as its stable earnings and dividends would be 
discounted at a higher rate. 

On the other hand, companies that pay a dividend 
but have a lower dividend payout ratio are usually 
more leveraged to economic growth. As the economy 
improves, the prospects for higher returns on earnings 
reinvested into the company also grow stronger. This 
can help offset, and in many cases even negate, the 
detrimental impact of rising interest rates and inflation 
on the income stream.

This is an important consideration when investing in 
dividend-paying stocks, because we have seen the 
definition of equity income change over the last 10 
years. The landscape is no longer dominated by bond 
proxies; in fact, those sectors commonly referred to as 
“bond proxies” represent less than 25% of all divi-
dend-paying stocks in the Russell 1000® Index. Today, 
more dividend-paying stocks can be found in the 
information technology sector than in the utilities 
sector, and the opportunity has changed fairly rapidly 
over the past several years.
CONCLUSION

Investors concerned about rising rates and sources 
of investment income should consult with their 
financial advisors to develop an effective long-term 
strategy for their portfolios. In some cases, that may 
mean expanding a portfolio to include both fixed-in-
come and equity income opportunities. Others may 
simply need to refine an existing strategy in one or 
both asset classes. All investments involve risks, 
including the loss of principal invested. Investors 
should consider individual circumstances, risk toler-
ance, and investment goals when making investment 
decisions. Hopefully, this article will help you start the 
discussion with your advisor. 
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FINDING INCOME (Continued from page 1)

This commentary may contain assumptions that are “forward-looking statements,” which are based 
on certain assumptions of future events. Actual events are difficult to predict and may differ from 
those assumed. There can be no assurance that forward-looking statements will materialize or that 
actual returns or results will not be materially different from those described here.
A Note about Risk: The value of investments in fixed-income securities will change as interest 
rates fluctuate and in response to market movements. Generally, when interest rates rise, the prices 
of debt securities fall, and when interest rates fall, prices generally rise. Bonds may also be subject 
to other types of risk, such as call, credit, liquidity, interest-rate, and general market risks. High-
yield securities, sometimes called junk bonds, carry increased risks of price volatility, illiquidity, and 
the possibility of default in the timely payment of interest and principal. Moreover, the specific col-
lateral used to secure a loan may decline in value or become illiquid, which would adversely affect 
the loan’s value. Longer-term debt securities are usually more sensitive to interest-rate changes; 
the longer the maturity of a security, the greater the effect a change in interest rates is likely to 
have on its price. Lower-rated bonds may be subject to greater risk than higher-rated bonds. The 
value of investments in equity securities will fluctuate in response to general economic conditions 
and to changes in the prospects of particular companies and/or sectors in the economy. Historically 
speaking, growth and value investments tend to react differently during the economic cycle. Since 
value stocks are often cyclical in nature, they may benefit from the increased spending that usually 
occurs during an economic expansion. Growth stocks may also perform well during an expansion, 
but they may also be out of favor during market downturns, when investors pay more attention to 
price ratios. While growth stocks are subject to the daily ups and downs of the stock market, their 
long-term potential as well as their volatility can be substantial. No investing strategy can overcome 
all market volatility or guarantee future results.
Diversification does not guarantee a profit or protect against loss in declining markets.
Dividends are not guaranteed and may be increased, decreased, or suspended altogether at the 
discretion of the issuing company.
Statements concerning financial market trends are based on current market conditions, which 
will fluctuate. There is no guarantee that markets will perform in a similar manner under similar 

conditions in the future. 
Past performance is not a guarantee or a reliable indicator of future results.
The Bloomberg Barclays U.S. Aggregate Bond Index is an index of U.S dollar-denominated, 
investment-grade U.S. government and corporate securities, mortgage pass-through securities, and 
asset-backed securities.
The S&P 500® Index is widely regarded as the standard for measuring large cap U.S. stock market 
performance.
The Russell 1000® Index  measures the performance of the 1,000 largest companies in the Russell 
3000 Index.
Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for 
direct investment.
A bond yield is the amount of return an investor will realize on a bond.
Duration is an approximate measure of a bond’s price sensitivity to changes in interest rates.
Negative correlation is a relationship between two variables in which one variable increases 
as the other decreases, and vice versa. In statistics, a perfect negative correlation is represented 
by the value -1.00, while a 0.00 indicates no correlation, and a +1.00 indicates a perfect positive 
correlation.
Standard deviation is a measure of volatility. It indicates the variability of an investment’s returns.
Treasuries are debt securities issued by the U.S. government and secured by its full faith and 
credit. Income from Treasury securities is exempt from state and local taxes. Although U.S. govern-
ment securities are guaranteed as to payments of interest and principal, their market prices are not 
guaranteed and will fluctuate in response to market movements.
The dividend payout ratio measures the proportion of earnings paid out to shareholders as 
dividends. The ratio is used to determine the ability of an entity to pay dividends, as well as its 
reliability in doing so.
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Q. It looks as though interest rates are heading higher. 
Does the Total Return Fund portfolio reflect that? 
A. If we dedicated significant resources to forecasting 
the direction of interest rates, we might be right more 
than half of the time, and that would be a success, 
given the difficulty of forecasting rate direction. Our 
own empirical analysis of 25 years of historical data 
shows that investors are consistently incorrect when 
attempting to forecast Treasury yields, and there are 
volumes of published research, including from the U.S. 
Federal Reserve, which attest to this difficult challenge. 
Interest-rate betting means that the volatility of Trea-
sury yields is transmitted into a volatility of portfolio 
performance; and given the difficulty of forecasting, it is 
not worth exposing the portfolio to the resulting perfor-
mance volatility. 
Portfolio risk and performance can come in many forms, 
and we believe that it’s best to concentrate our efforts 
on areas where we are able to apply strong fundamental 
and quantitative research. I think the consistency of the 
Fund’s returns is a testament to this approach. Hence, 
when it comes to interest rates, we manage the Total 
Return’s strategy with a “duration neutral” position.  
Q. Could you elaborate? 
A. Duration is a measure of the sensitivity of the price of a 
fixed-income investment to a change in interest rates. We 
are “duration neutral” to the benchmark when we do not 
express a view on the direction or timing of interest-rate 
changes. As investors, we will always gather knowledge, 
opine, and be aware of Treasury-yield scenarios and risks, 
but we will always choose to be duration neutral to  
manage the risk of increasing portfolio volatility.  

Q. How is that consistent with your investment  
philosophy? 
A. Betting on interest rates would be counter to how the 
Fund distinguishes itself in the mutual fund market-
place. Our defining goal is seeking to provide consistent, 
risk-adjusted returns over time. And we have done so, 
historically, with a high information ratio. [The infor-
mation ratio measures the active return of a manager’s 
portfolio divided by the amount of risk that a manager 
takes relative to a benchmark.] A high ratio is a reflec-
tion of our dedication to research, both fundamental and 
quantitative, which defines our active management of 
portfolios to achieve consistent returns for our investors. 
Q. How do you apply active management to generate 
value for investors?
A. Active management includes the use of quantitative 
models to provide perspective with regard to relative 
value and opportunities in the marketplace, in-depth 
fundamental research to create variant perception 
and market advantageous insights, and rigorous risk 
management to best execute security selection, sector 
allocation, and portfolio construction. Today, we have a 
team of 50 professionals, in the areas of credit research, 
quantitative analysis, risk management, portfolio man-
agement, and trading, who work collaboratively within 
this philosophy of active management. 
Our focus is always about how best to invest each dollar 
our clients give us. We aren’t trying to hit home runs; we 
scratch out singles and doubles, over and over again, in 
an effort to achieve the goal our investors seek: consis-
tent, risk-adjusted returns over time. This approach has 
allowed us to avoid some of the big financial blowups of 
the past decade. And our clients have appreciated know-
ing exactly what they can expect from us. 

The information provided is not directed at any investor or category of investors and is provided solely 
as general information about Lord Abbett’s products and services and to otherwise provide general 
investment education. None of the information provided should be regarded as a suggestion to engage 
in or refrain from any investment-related course of action as neither Lord Abbett nor its affiliates are 
undertaking to provide impartial investment advice, act as an impartial adviser, or give advice in a 
fiduciary capacity.  If you are an individual retirement investor, contact your financial advisor or other 
fiduciary about whether any given investment idea, strategy, product, or service may be appropriate for 
your circumstances.

A Note about Risk: The Fund is subject to the general risks associated with investing in debt 
securities, including market, credit, liquidity, and interest rate risk. The value of an investment in the 
Fund will change as interest rates fluctuate in response to market movements. When interest rates 
rise, the prices of debt securities are likely to decline, and when interest rates fall, the prices of debt 

securities tend to rise. The Fund may invest in high yield, lower-rated debt securities, sometimes 
called junk bonds and may involve greater risks than higher rated debt securities. These securities 
carry increased risks of price volatility, illiquidity, and the possibility of default in the timely payment 
of interest and principal. The Fund may invest in foreign or emerging market securities, which may 
be adversely affected by economic, political, or regulatory factors and subject to currency volatility 
and greater liquidity risk. The Fund may invest in derivatives, which are subject to greater liquidity, 
leverage, and counterparty risk. These factors can affect Fund performance.
The Fund’s portfolio is actively managed and portfolio characteristics may change significantly  
over time.
No investing strategy can overcome all market volatility or guarantee future results. Past performance 
is not a reliable indicator or a guarantee of future results.

Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett funds. This and other important information are 
contained in each fund’s summary prospectus and/or prospectus. To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, contact your 
investment professional or Lord Abbett Distributor LLC at 888-522-2388 or visit us at lordabbett.com. Read the prospectus carefully before you invest.

THE GOAL: CONSISTENT, RISK-ADJUSTED RETURNS 
Investors tend to overestimate their ability to predict what lies ahead, such as the future  
direction or timing of interest-rate changes. This often leads to unsound investment decisions and 
increased portfolio volatility.  Kewjin Yuoh, Lord Abbett partner and a portfolio manager for the  
Total Return Fund, discusses the investment philosophy that guides the Fund away from taking risky 
bets about the future, and toward its goal of seeking consistent, risk-adjusted returns over time. 

FUND INSIGHTS
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WILL RETIREMENT SAVERS LOSE 
SOME TAX ADVANTAGES UNDER  
TAX REFORM?
Lord Abbett retirement expert Brian Dobbis 
discusses proposed tax reform and its  
impact on retirement savings.

To comply with Treasury Department regulations, we inform you that, unless otherwise expressly indicated, any tax information contained herein is not intended or written to be used, and cannot be used, for the purpose of (i) 
avoiding penalties that may be imposed under the Internal Revenue Code or any other applicable tax law, or (ii) promoting, marketing, or recommending to another party any transaction, arrangement, or other matter.
The opinions in the preceding commentary are as of the date of publication and subject to change based on subsequent developments and may not reflect the views of the firm as a whole. This material is not intended to be  
relied upon as a forecast, or research or investment advice regarding a particular investment or the markets in general, nor is it intended to predict or depict performance of any investment. This material is being provided as  
general information only and is not intended to be legal or tax advice. Investors should not assume that investments in the securities or sectors described were or will be profitable. This document is prepared based on information 
Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy or completeness of the information. Investors should consult with a financial advisor prior to making an investment decision.
The information provided is not directed at any investor or category of investors and is provided solely as general information about Lord Abbett’s products and services and to otherwise provide general investment 
education. None of the information provided should be regarded as a suggestion to engage in or refrain from any investment-related course of action as neither Lord Abbett nor its affiliates are undertaking to provide 
impartial investment advice, act as an impartial adviser, or give advice in a fiduciary capacity. If you are an individual retirement investor, contact your financial advisor or other fiduciary about whether any given 
investment idea, strategy, product or service may be appropriate for your circumstances.

INVESTOR INSIGHTS

It’s been 31 years since major, sweeping federal tax reform 
legislation was enacted. It was called the “Tax Reform 
Act of 1986” (or “TRA ’86,” for short). Generally, major tax 
reform happens once a generation; prior (to 1986) tax leg-
islation was enacted 32 years earlier, in 1954. So, viewed 
through such an historical lens, we are, or should be, right 
on schedule for tax reform.
On April 26, the Trump administration released a brief out-
line on its much-awaited tax-reform plan. Up to that point, 
there was concern that we might be going “back to the 
future”—i.e., retirement accounts would be used to offset 
revenue shortfalls.
Of course, it’s hard to read much into the tax proposal so 
far, since it was short on specifics, long on wishes. But 
there is every reason to wonder how the plan would affect 
an individual’s retirement savings and overall retirement 
policy. For all the uncertainty, however, it was reassuring 
to hear a Trump economic advisor say that “retirement 
savings will be protected.”
Instead, lost revenue, according to the proposal, will be 
offset by economic growth and by eliminating most item-
ized deductions, with notable exceptions including mort-
gage interest and charitable deductions.
Here are some of the changes being proposed: reduc-
ing the number of individual tax brackets, from seven to 
three—10%, 25% and 35%; doubling the standard deduc-
tion for both those filing single and jointly; repealing the 
3.8% Medicare surtax tax on various forms of investment 
income; reducing the corporate tax, from 35% to 15%; and 
repealing the alternative minimum tax, to name a few.
While many changes may be forthcoming, Brian Graff, 
CEO of American Retirement Association, was very glad 
that the importance of retirement savings was specifically 
mentioned when the tax proposal was unveiled.

Although the headlines continue to focus on “tax reform,” 
it’s really all about cutting taxes, both individual and cor-
porate. However, when it comes to tax reform, there are 
“winners and losers”—with a $20 trillion debt and Con-
gress wanting a way to be “revenue neutral”—i.e., finding 
a way to offset projected loss in revenue due to decreased 
tax rates.
Will retirement accounts be in the budgetary crosshairs 
again? It’s more than possible. According to the nonparti-
san Joint Committee on Taxation, tax-advantaged defined 
contribution (DC) plans and IRAs will cost the Treasury 
$670 billion in foregone revenue between 2016 and 2020.
Government rules deem tax-deferred retirement accounts 
(e.g., DC plans, IRAs) to be foregone revenue due to an 
accounting window of 10 years that factors revenue and 
expenditures. Since payment of retirement benefits gener-
ally occurs outside this window, from a budgetary perspec-
tive, taxes are lost forever—even though the government 
eventually recovers the revenue as retirement accounts are 
taxed as ordinary income rates in the year of distribution.
Unfortunately, retirement policy and tax reform have rarely 
been in lockstep. Instead, popular tax-advantaged ac-
counts collectively have been used as a short-term revenue 
enhancer. The Investment Company Institute, for example, 
reports that individuals have saved an estimated $7 trillion 
in DC plans and another $7.9 trillion in IRAs.
As Graff said, “This is the beginning, not the end, and we 
need to remain vigilant. Let’s remember that it’s Congress 
that writes the tax law, not the president. This show is far 
from over.” 

The information is being provided for general educational purposes only and is not 
intended to provide legal or tax advice. You should consult your own legal or tax 
advisor for guidance on regulatory compliance matters. Any examples provided are 
for informational purposes only and are not intended to be reflective of actual results.

Traditional IRA contributions plus earnings, interest, dividends, and capital gains may 
compound tax-deferred until you withdraw them as retirement income. Amounts withdrawn from 
traditional IRA plans are generally included as taxable income in the year received and may be 
subject to 10% federal tax penalties if withdrawn prior to age 59½, unless an exception applies.

A health savings account (HSA) is a tax-exempt trust or custodial account you set up with 
a qualified HSA trustee to pay or reimburse certain medical expenses you incur. You must be 
an eligible individual to qualify for an HSA. No permission or authorization from the IRS is 
necessary to establish an HSA.

For more information, visit us at lordabbett.com.
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