
MARKET VIEW
THE PRIMARY REASONS TO CHOOSE BANK LOANS

The asset class continues to offer attractive income, and current loan prices 
and yield spreads may signal the potential for capital appreciation.  

MONDAY, FEBRUARY 29, 2016

Investors who think of floating-rate funds (also known as senior 
loan or bank loan funds) only as a tactical play on the direction of 
interest rates may be missing a larger opportunity, even if the U.S. 
Federal Reserve (Fed) decides to hike interest rates at a slower-
than-anticipated pace in the coming months. While investors have 
cooled on this asset class in recent months, bank loans continue 
to offer attractive income with low volatility. 

In 2013, bank loans gained popularity with individual investors 
as the “taper tantrum”—a media description of the market’s 
negative reaction to indications from then-Fed chairman Ben 
Bernanke that the central bank would begin to unwind its quanti-
tative easing program—boosted yields on U.S. Treasury securities, 
as investors looked to protect themselves from a rising interest-
rate environment. Since April 2014, however, worries of rising 
rates have dissipated amid concerns over slow U.S. economic 
growth and low inflation. The yield on the 10-year U.S. Treasury 
note, which peaked at around 3% at the end of 2013, declined to 
2.27% by the end of 2015, and was below 1.7% as of February 26, 
2016, according to Bloomberg.

With less fear of rising rates, retail investor appetite for float-
ing-rate funds has diminished, as indicated by Lipper data showing 
outflows from the category for 32 consecutive weeks through 
February 24. Despite being out of favor during this period of falling 
rates, the asset class has held up relatively well. As Table 1 shows, 
bank loans have exhibited less risk (as represented by standard 
deviation) than either high-yield bonds (as represented by the 
Credit Suisse High Yield Index [High Yield Index]) or high-quality 
core bonds (as represented by the Barclays U.S. Aggregate Bond 
Index [Barclays Aggregate]) over the past three years, while pro-
viding returns superior to those of the High Yield index and roughly 
comparable to the Barclays Aggregate. 

Bank loans (as represented by the Credit Suisse Leveraged Loan 
Index [Leveraged Loan Index]) also can provide valuable portfolio 
diversification benefits, as they historically have displayed a negative 
correlation with Treasuries (as represented by the Barclays U.S. 
Government Bond Index) and far lower volatility of returns than 
stocks (as represented by the S&P 500 Index). (See Table 2.) As we 
wrote in a previous Market View, a combination of floating-rate and 
core bonds can actually reduce overall portfolio risk.
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Source: Credit Suisse. Leveraged loans represented by the Credit Suisse Leveraged 
Loan Index. 

Past performance is no guarantee of future results.  Indexes are unmanaged, do not reflect the deduction of fees 
or expenses, and are not available for direct investment.

CHART 1. LOW U.S. LOAN PRICES MAY REPRESENT  
A VALUATION OPPORTUNITY
AVERAGE PRICE OF BANK LOANS 
FEBRUARY 28, 1996–FEBRUARY 24, 2016
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Source: Credit Suisse. Leveraged loans represented by the Credit Suisse Leveraged 
Loan Index. 

Past performance is no guarantee of future results.  Indexes are unmanaged, do not reflect the deduction of fees 
or expenses, and are not available for direct investment.

CHART 2. U.S. LOAN SPREADS ARE 200 BASIS POINTS 
ABOVE THE LONG-TERM AVERAGE
DISCOUNT MARGIN SPREAD 
FEBRUARY 28, 1996–FEBRUARY 24, 2016
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IMPORTANT INFORMATION
A Note about Risk: The value of an investment in fixed-income securities will change as interest rates fluctuate and in response to market movements. As interest rates fall, the prices of debt securities tend to rise. 
As interest rates rise, the prices of debt securities tend to fall. 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. Bonds may also be subject to other types of risk, such as call, credit, liquidity, interest-rate, and general market risks. Lower-rated bonds carry greater risks than higher-rated bonds.  Moreover, the 
specific collateral 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 
maturity of a security, the greater the effect a change in interest rates is likely to have on its price. Convertible securities have both equity and fixed-income risk characteristics. No investing strategy can overcome all 
market volatility or guarantee future results. 

Treasuries are debt securities issued by the U.S. government and are secured by its full faith and credit. Income from Treasury securities is exempt from state and local taxes.

Neither diversification nor asset allocation can guarantee a profit or protect against loss in decline markets.

There is no guarantee that the floating-rate loan market will perform in a similar manner under similar conditions in the future.

Forecasts and projections are based on current market conditions and are subject to change without notice. Projections should not be considered a guarantee. 
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With prices of underlying bank loans near multiyear lows (see 
Chart 1), floating-rate funds also may offer a valuation opportu-
nity. The average price of loans in the Leveraged Loan Index 
recently was below $90—a level last seen in early 2010, as the 
markets were recovering from the credit crisis of 2008–09. Prior to 
that, you have to go back to the 2002–03 period (during the after-
math of the bursting of the tech/telecom bubble) to find prices 
below $90. 

Another way to view valuation is by looking at yield spreads in 
the loan market (see Chart 2, which depicts spreads using the 
three-year life discount margin in the Leveraged Loan Index). As of 
February 24, the average spread in the Leveraged Loan Index was 
nearly 700 basis points (bps), the highest level in nearly five years 
and over 200 bps above the long-term average.

Considering the average coupon in the Leveraged Loan Index 
recently was at 4.8%, the high income and historically low valua-
tions suggest an opportunity for attractive total return in loans, 
even without the benefit that most investors look to: the tailwind of 
the Fed raising short-term interest rates.

One other point to consider: The bank loan sector has a very low 
exposure to the energy and metals and mining sectors, which have 

been a source of concern in other areas of fixed income, such as 
high yield.

These sectors collectively represented only around 4% of the 
Leveraged Loan Index (2.6% energy, 1.4% metals and mining) as of 
February 24, 2016. While Brian Arsenault, Lord Abbett Investment 
Strategist, Leveraged Credit, recently highlighted the outlook for, 
and potential opportunities within, the high-yield energy sector, 
those investors who might prefer a lesser weighting to that sector 
may wish to consider a floating-rate fund, which provides a portfo-
lio allocation to credit, along with attractive current income and 
the opportunity for upside when loan valuations return to more 
normal levels, with minimal exposure to commodities.

SUMMING UP

Floating-rate loans can provide attractive income with less vol-
atility than high-yield bonds or equities. They also can supply a 
source of portfolio diversification, given the low or negative his-
torical correlation of floating-rate loans with other major asset 
classes. And with questions about the potential path of future Fed 
rate hikes, we believe that investors in floating-rate loans don’t 
need rates to go up to receive attractive income and have the 
potential for total return. 

CONTINUED ON NEXT PAGE

Past performance is no guarantee of future results. 
The historical data are for illustrative purposes only, do not represent any portfolio managed by Lord Abbett or any particular investment, and are not intended to predict or depict future results. Indexes are unmanaged, do not reflect the 
deduction of fees or expenses, and are not available for direct investment.

Source:  Barclays and Credit Suisse. Bank loan returns represented by the Credit 
Suisse Leveraged Loan Index. High yield returns represented by the Credit Suisse High 
Yield Index. Barclays Aggregate refers to the Barclays U.S. Aggregate Bond Index.

TABLE 2. LOANS HAVE OFFERED DIVERSIFICATION BENEFITS
HISTORICAL VOLATILITY OF RETURNS AND CORRELATION WITH  
CREDIT SUISSE LEVERAGED LOAN INDEX (CS LOAN INDEX)  
FOR INDICATED DATES

Volatility of Returns (1992-2015)

CS Leveraged Loan Index 5.18%

CS High Yield Bond Index 7.73%

S&P 500 Index 14.38%

Correlation with CS Loan Index (1992-2015)

Barclays U.S. 
Government Bond Index -0.27%

Barclays U.S. Aggregate 
Bond Index -0.02%

S&P 500 Index 0.42%

TABLE 1. LOANS HAVE PROVIDED SOLID RETURNS  
WITH LESS RISK 
THREE-YEAR RETURN AND STANDARD DEVIATION FOR INDICATED  
INDEXES, AS OF JANUARY 31, 2016

3-Year Return 3-Year Standard Deviation

Bank Loans 1.95% 2.09%

Barclays Aggregate 2.15% 2.96%

High Yield Bonds 0.36% 5.47%

Source:  Zephyr Style Advisor. Data as of December 31, 2015. CS Leveraged Loan 
Index=Credit Suisse Leveraged Loan Index. CS High Yield Bond Index=Credit Suisse 
High Yield Bond Index.
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A basis point is a financial unit of measurement that is 1/100th of 1%. 

Correlation is a statistic that measures the degree of association between two variables.

A discount margin is the return earned in addition to the index underlying the floating-rate security.

Duration is the change in the value of a fixed-income security that will result from a 1% change in market interest rates. Generally, the larger a portfolio’s duration, the greater the interest-rate risk or reward for underly-
ing bond prices.

Standard deviation measures the dispersion of data from the mean. Applied to a rate of return, standard deviation is an indication of an investment’s volatility. 

The Barclays U.S. Aggregate Bond Index is an unmanaged index composed of securities from the Barclays Government/Corporate Bond Index, Mortgage-Backed Securities Index and the Asset-Backed Securities Index. 
Total return comprises price appreciation/depreciation and income as a percentage of the original investment. Indexes are rebalanced monthly by market capitalization.

The Barclays U.S. Government Bond Index is a market value-weighted index composed of all publicly issued, nonconvertible, domestic debt of the U.S. government or any agency thereof, quasi-federal corporations, 
or corporate debt guaranteed by the U.S. government. Flower bonds and pass-through issues are excluded. Total return consists of price appreciation/depreciation plus income as a percentage of the original investment. 
Indexes are rebalanced monthly by market capitalization.

The Credit Suisse High Yield Index is an unmanaged, trader-priced index constructed to mirror the characteristics of the high-yield market. The index includes issues rated ‘BB’ and below by Standard & Poor’s or 
Moody’s, with par amounts greater than $75 million.

The Credit Suisse Leveraged Loan Index is designed to mirror the investable universe of the U.S. dollar-denominated leveraged loan market. The CS Leveraged Loan Index is an unmanaged, trader-priced index that 
tracks leveraged loans. The CS Leveraged Loan Index, which includes reinvested dividends, has been taken from published sources.

The S&P 500® Index is widely regarded as the standard for measuring large cap U.S. stock market performance and includes a representative sample of leading companies in leading industries.

Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

The opinions in Market View are as of the date of publication, are subject to change based on subsequent developments, and may not reflect the views of the firm as a whole. The material is not intended to be relied 
upon as a forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt any investment strategy, and is not intended to predict or depict the performance of any 
investment. Readers should not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. Investing involves risk, including possible loss of principal. This document 
is prepared based on the information Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. Investors should consult with a financial advisor prior to making 
an investment decision
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