
MARKET VIEW
BANK LOANS:  REFUTI N G F ED AN D F UN D-F LOW F EARS 

The asset class has offered attractive income and less interest-rate risk than other fixed-income strategies.

MONDAY, MARCH 30, 2015

Floating-rate funds (also known as senior loan or bank loan 
funds) have historically offered a relatively attractive income stream 
while presenting less interest-rate risk than traditional, fixed-rate 
bond strategies. But their popularity has waned in the past year. Net 
fund flows from retail investors have been negative for the last 12 
months, according to Lipper. 

Indeed, the direction of interest rates (as measured by the yield 
on the 10-year U.S. Treasury note) can have a significant influence 
on investment flows into the retail bank loan mutual funds. (See 
Chart 1.) Floating-rate funds received strong inflows as Treasury 
yields rose in 2012–13 amid fear of continued higher rates, leading 
to negative returns for fixed-rate bonds, including a 7.8% decline for 
the 10-year U.S. Treasury note in 2013, according to Bloomberg. In 
2014, interest rates fell, leading to a 10.7% positive return for the 
10-year Treasury. With the prospect of higher interest rates seem-

ingly pushed out into the future, demand for floating-rate securities 
from retail investors diminished. Flows turned negative in 2014 as 
longer-duration asset classes rallied. Recently, interest rates 
moved higher, and the outflows stabilized.

Interest-rate confusion among investors appears to shoulder 
much of the blame. Amid the uncertainty regarding the U.S. Federal 
Reserve’s strategy for normalizing interest rates, “it seemed as if 
each time [Fed] policymakers spoke of ‘patience’ regarding the 
timing of the first increase in the fed funds rate, another $1–2 billion 
of retail cash left the leveraged-loan market,” said Lord Abbett 
Investment Strategist Brian Arsenault. 

But fund outflows and the actual performance of the asset class 
are two entirely different things. As the table accompanying Chart 1 
indicates, floating-rate securities have outperformed high-yield 
bonds during “risk off” periods when credit spreads have widened, 

1

CHART 1. INTEREST-RATE CHANGES HAVE DRIVEN LOAN-FUND FLOWS
INVESTMENT FLOWS INTO LEVERAGED-LOAN MUTUAL FUNDS AND EXCHANGE-TRADED FUNDS VERSUS THE YIELD ON THE 10-YEAR U.S. TREASURY 
NOTE, SECOND QUARTER 2012–FIRST QUARTER 2015 (THROUGH MARCH 27); QUARTERLY RETURNS ON SELECT FIXED-INCOME INDEXES DURING 
THAT TIME

* Through March 27, 2015.
Source: J.P. Morgan, Lipper, Bloomberg (chart); Barclays and Credit Suisse (table). “10-Year Treasury Yield” refers to the yield on the 10-year U.S. Treasury note. Leveraged 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.

  Widening Credit Spreads      Rising Interest Rates

The historical data are for illustrative purposes only, do not represent any Lord Abbett product 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.
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Quarterly Performance



and core bonds during times when interest rates have risen. His-
torically, bank loans (as represented by the Credit Suisse Leveraged 
Loan Index) have delivered positive annual calendar-year returns 
for 22 of the past 23 years, based on data from Credit Suisse, with 
only 12 calendar quarters of negative returns out of 92 quarters in 
the period. [Due to market volatility, the market may not perform in a 
similar manner in the future. Performance during other time periods 
may have been different or negative.]

As we get closer to a potential interest-rate” liftoff” from the Fed 
later in 2015, investors may want to take a fresh look at floating rate. 
Zane Brown, Lord Abbett Partner and Fixed Income Strategist, 
noted that in each of the last three intervals of Fed rate hikes since 
1994, bank loans outperformed both the Barclays U.S. Aggregate 
Bond Index (which is a broad barometer of the U.S. fixed-income 
market) and the two-year U.S. Treasury note. 

While outflows slowed significantly in February and March, the 
extended negative streak may have given many investors pause. 
Could an extended period of fund withdrawals by retail investors 
cause significant damage to the market? As it turns out, those worries 
appear to be overblown. As Chart 2 shows, mutual funds account for 
only about one-fifth of the leveraged-loan market. The balance of the 
market is accounted for by institutional investors, including purchas-
ers for the collateralized loan obligation (CLO) market. 

The fund outflows may be overshadowing positive fundamental 
and technical factors that are present in the leveraged-loan market. 
Corporate credit fundamentals have been favorable, as the slowly 
improving U.S. economy has contributed to strong corporate 
earnings, noted Arsenault. This has allowed issuers to improve 
their balance sheets gradually over the course of the past year.

Meanwhile, the technical picture for the leveraged-loan market 
remains favorable, Arsenault said. A recent Wall Street Journal 
article pointed out that regulatory changes have prompted banks to 
slow lending for leveraged merger and acquisition (M&A) deals.1 
About $26.5 billion in leveraged loans for U.S. private-equity buyouts 
and refinancings have been issued so far this year—an 82% decline 
over the same period in 2014 and the lowest level since 2009, 
according to Dealogic data cited in the article.

But this reduced supply comes as buying demand for leveraged 
loans from institutional investors is actually increasing. A Reuters 
report cited strong investor demand for a $700 million leveraged-
acquisition loan from cereal maker Post Holdings.2 Reuters said 
investors’ enthusiasm for the deal was “due to a lack of new primary 
deals to invest in and the continued creation of … collateralized loan 
obligation (CLO) funds.”

We’ve noted elsewhere that floating-rate loans may provide 
attractive income without the duration risk of fixed-rate bonds, with 
less volatility than high-yield bonds or equities. They also may supply 
a source of portfolio diversification, given the low or negative histori-
cal correlation of floating-rate loans with other major asset classes.

What else should investors know about the bank loans? Arsenault 
noted that yield spreads for leveraged loans (as represented by  
the Credit Suisse Leveraged Loan Index) compared with the London 
Interbank Offered Rate (LIBOR) were recently above their long-term 
average. As the Fed approaches a “liftoff” of the fed funds rate 
sometime in 2015, concerns about rising interest rates and attractive 
valuations should draw investors back into the asset class, he said. 
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CHART 2. MUTUAL FUNDS ACCOUNT FOR LESS THAN 20% 
OF THE $800 BILLION LOAN MARKET
SHARE OF THE U.S. BANK LOAN MARKET BY OWNERSHIP CATEGORY, AS 
OF DECEMBER 31, 2014

Source: J.P. Morgan. CLOs refer to purchases made for the collateralized loan  
obligation market. 
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32.9%

46.4%

1 Gillian Tan, “Buyout Firms Feel Pinch from Lending Crackdown,” The Wall Street Journal, March 25, 2015.
2 Jonathan Schwarzberg, “TRLPC: Investor Demand Strong for Highly Leveraged U.S. Loans,” Reuters, March 27, 2015.

https://www.lordabbett.com/en/perspectives/fixedincomeinsights/bank-loans-what-happens-when-the-fed-finally-hikes-rates.html
https://www.lordabbett.com/en/perspectives/fixedincomeinsights/why-allocate-to-floating-rate-funds.html
https://www.lordabbett.com/en/perspectives/fixedincomeinsights/why-allocate-to-floating-rate-funds.html


INVESTMENT-LED. INVESTOR-FOCUSED.

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. 

Collateralized loan obligations (CLOs) are a form of collateralized debt obligations (CDOs), which are financial instruments that pool assets, such as loans, mortgages, and bonds, and issue various classes of 
securities that are backed by these assets. These classes, or tranches, have a wide range of risk/return characteristics, ranging from ‘AAA’ rated on down to riskier classes, which typically offer greater returns. Higher-rated, 
or senior, tranches have first priority on the cash flows and, in the event of default, on the collateral. CLOs typically consist of pools of 100 or more corporate loans rated below investment grade. These loans usually have a 
maturity of seven years and pay a floating interest rate. The coupon rate pays a spread over the London Interbank Offered Rate (LIBOR) that varies with the loan’s credit quality.

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

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 underlying 
bond prices.

An exchange-traded fund (ETF) is a security that tracks an index, a commodity, or a basket of assets like an index fund, but trades like a stock on an exchange. ETFs experience price changes throughout the day as they are 
bought and sold.

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 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 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.

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 before making an investment decision.
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