
MARKET VIEW
U.S. BONDS: A STRONG CASE FOR A FLEXIBLE APPROACH

Uncertain times argue for an agile, multi-sector income strategy.  

MONDAY, APRIL 25, 2016

We’ve said it on other occasions, and we’ll reiterate it here: 
Predicting the future direction of interest rates is difficult, even for 
experts. Indeed, consensus interest-rate predictions from a 
monthly Wall Street Journal survey of more than 50 economists 
from a variety of financial firms have proven to be incorrect in the 
direction of the movement of interest rates (based on then-cur-
rent benchmark U.S. Treasury yields) 66% of the time since the 
early 1980s. 

Clearly, basing the management of a fixed-income portfolio on 
prognostications for interest rates is a tricky task. In our opinion, 
there is another strategy that could help investors realize attractive 
income without relying on projections as to where rates are headed 
next: an actively managed approach involving opportunistic sector 

rotation, based on relative valuation across multiple segments of 
fixed income.

We’ll look at how this method may be ideally suited to steering 
fixed-income portfolios through changing economic conditions. 
First, though, it may be helpful to review how major categories of 
U.S. fixed-income securities have performed in different economic 
environments. Chart 1 shows the correlation of various U.S. fixed-
income categories to U.S. government securities. Credit-sensitive 
sectors, such as high yield and bank loans, which historically have 
been negatively correlated with U.S. Treasury bonds, tend to 
perform well in periods of slow or improving economic growth. 
Interest rate-sensitive categories with a high correlation to Trea-
suries typically outperform in weaker economic environments.
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Source: Morningstar. 
1Barclays U.S. Government Bond Index. 2Barclays U.S. Aggregate Bond Index. 3Barclays U.S. Treasury U.S. TIPS Index. 4Barclays U.S. Corporate Baa-Rated Index. 5BofAML U.S. Corporate BBB-Rated 1-3 Year 
Index.6Barclays U.S. Corporate High Yield Index. 7S&P 500 Index. 8BofA Merrill Lynch All Convertibles All Qualities Index. 9Credit Suisse Leveraged Loan Index. 10Deutsche Bank U.S. CPI Breakeven Inflation 5-Year Swap 
Indexes.   Please refer to index definitions below.
The historical data are for illustrative purposes only, do not represent the performance of any specific 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. Investors may experience different results. Due to market volatility, the market may not 
perform in a similar manner in the future.
Past performance is no guarantee of future results. Correlation is a statistic that measures the degree of association between two variables. 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 rates rise, prices tend to fall.

CHART 1: HOW CLOSELY DO KEY U.S. FIXED-INCOME CATEGORIES FOLLOW U.S. TREASURIES?
CORRELATION WITH THE BARCLAYS U.S. GOVERNMENT BOND INDEX, APRIL 1, 2006–MARCH 31, 2016
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These divergent responses to economic and market develop-
ments have resulted in a wide variability of returns across nine 
important fixed-income sectors over the past 11 calendar years, as 
shown in Table 1. This wide divergence illustrates the potential 
advantage of an actively managed approach, as managers can 
rotate among sectors better suited to the economic and market 
conditions present at any given time.

Table 2 offers a closer look at the long-term performance, and 
volatility (as measured by standard deviation), of major asset 
classes. Over the past two and one-half decades, U.S. high-yield 
bonds have provided the highest return among major fixed-income 
sectors; their performance has been competitive with U.S. equities, 
but with about half the volatility. 

What about today’s market? As Chart 2 shows, there remains a 
wide disparity in terms of current yields among various types of fixed-
income securities, with the U.S. government category (as repre-
sented by the Barclays U.S. Government Bond Index) hovering around 
the 1.4% level. Meanwhile, higher yields are found in the more credit-
sensitive categories, such as bank loans and U.S. high yield.
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Source: Barclays Live and Credit Suisse. Sector returns shown are Barclays indexes as follows: U.S. Aggregate Index, U.S. MBS Fixed Rate Index, U.S. Corporate Investment Grade Index, U.S. Corporate High Yield Index, 
U.S. Treasury Index, U.S. TIPS Index, ABS Index, and U.S. Agency Index.  Credit Suisse Leveraged Loan Index used for leveraged loans. 

Past performance is no guarantee of future results.  Current performance may be higher or lower than the performance data quoted. This historical table is an illustration of the most commonly used indexes 
representative of various sectors of the U.S. bond market and does not depict or predict the performance of any specific portfolio managed by Lord Abbett or any particular investment. Please note not all sectors are 
represented nor is this an asset allocation recommendation. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

TABLE 1. KEY FIXED-INCOME SECTORS HAVE DISPLAYED WIDELY DIVERGENT RETURNS
U.S. FIXED-INCOME SECTOR RETURNS, 2005–16 (THROUGH MARCH 31)
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TABLE 2. HOW DO MAJOR ASSET CLASSES STACK UP 
OVER THE LONG TERM?
RETURNS AND STANDARD DEVIATION FOR INDICATED ASSET 
CLASSES, FEBRUARY 1, 1992 – MARCH 31, 2016

Source: Credit Suisse, Barclays, Ibbotson, Standard & Poor’s. 

Bank loans represented by the Credit Suisse Leveraged Loan Index (table covers period since its inception 
date, 2/1/1992); U.S. government bonds represented by the Ibbotson U.S. Long Term Government Bond 
Index; high yield bonds represented by the Credit Suisse High Yield Index. Barclays Aggregate=Barclays 
U.S. Aggregate Bond Index. S&P 500=S&P 500 Index.

Index Return Standard Deviation

Bank Loans 5.6% 5.2%

U.S. Government Bonds 5.7% 4.1%

Barclays Aggregate 5.9% 3.6%

High Yield Bonds 7.7% 7.8%

S&P 500 9.1% 14.4%

CHART 2. CURRENT YIELDS VARY WIDELY ACROSS  
FIXED-INCOME SECTORS
YIELDS BY CATEGORY, AS OF APRIL 21, 2016

Source: Barclays, Bloomberg, Credit Suisse, and J.P. Morgan. 
¹Bloomberg Germany Generic Government 10-Year Yield. 2Barclays U.S. Government Index. 3Barclays ABS 
Index. 4Dividend yield on S&P 500 Index. 5Barclays U.S. MBS Index. 6Barclays CMBS Aaa-Rated 7+Year 
Index. 7Barclays U.S. Corporate A-Rated Index.  8J.P. Morgan CEMBI Investment Grade Index. 9Credit Suisse 
Leveraged Loan Index (Discount Margin, 3-Year Life). 10Credit Suisse High Yield Index.
Past performance is no guarantee of future results. For illustrative purposes only and does not  
represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are  
unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.
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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 boh equity and fixed-income risk characteristics. Like all-fixed income securities, 
the value of convertible securities is susceptible to the risk of market losses attributable to changes in interest rates.  Generally, the market value of convertible securities tends to decline as interest rates increase and, 
conversely, to increase as interest rates decline. No investing strategy can overcome all market volatility or guarantee future results. 

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. 

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. government securities are 
guaranteed as to payments of interest and principal, their market prices are not guaranteed and will fluctuate in response to market movements.

Treasury inflation-protected securities (TIPS) are Treasury securities that are indexed to inflation in order to protect investors from the negative effects of inflation. TIPS are considered an extremely low-risk invest-
ment since they are backed by the U.S. government and since their par value rises with inflation, as measured by the Consumer Price Index, while their interest rate remains fixed. Investing in inflation-linked deriva-
tives involves the risk that the derivatives are or will become illiquid and that the counterparty may fail to perform its obligations. Because derivatives may involve a small amount of cash relative to the total amount of 
the transaction, the magnitude of losses from derivatives may be greater than the amount originally invested. 

Correlation, measured on a scale of -1.0 to +1.0, is the extent to which the values of two investments move in tandem with one another. A perfect positive correlation of +1.0 between two investments implies that as 
one security moves, either up or down, the other security will move in the same direction. Alternatively, a perfect negative correlation of -1.0 between two investments implies that they will move in opposite directions. 
Investments with a correlation of 0 imply that the movements of the two investments are not related but completely random.

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 Asset Backed Securities (ABS) Index is the corporate asset backed securities component of the Barclays U.S. Aggregate Index with maturities from one to three years.

The Barclays CMBS Aaa-Rated 7+ Year Index is a rating- and maturity-specific subset of the Barclays U.S. CMBS Investment Grade Index, which measures the market of conduit and fusion CMBS deals with a mini-
mum current deal size of $300mn. The index is divided into two subcomponents: the U.S. Aggregate-eligible component, which contains bonds that are ERISA eligible under the underwriter’s exemption, and the non-U.S. 
Aggregate-eligible component, which consists of bonds that are not ERISA eligible. The U.S. CMBS Investment Grade Index was launched on January 1, 1997.

The Barclays U.S. Agency Index includes native currency agency debentures from issuers such as Fannie Mae, Freddie Mac, and Federal Home Loan Bank. It is a subcomponent of the Government-Related Index (which 
also includes non-native currency agency bonds, sovereigns, supranationals, and local authority debt) and the U.S. Government Index (which also includes U.S. Treasury debt). The index includes callable and non-callable 
agency securities that are publicly issued by U.S. government agencies, quasi-federal corporations, and corporate or foreign debt guaranteed by the U.S. government (such as USAID securities). The U.S. Agency Index is a 
component of the U.S. Aggregate Index and the U.S. Universal Index.

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. Corporate High Yield Bond Index is a market value-weighted index which covers the U.S. non-investment grade fixed-rate debt market. The index is composed of U.S. dollar-denominated corporate 
debt in Industrial, Utility, and Finance sectors with a minimum $150 million par amount outstanding and a maturity greater than 1 year. The index includes reinvestment of income.

The Barclays U.S. Corporate Investment Grade Index is a broad-based benchmark that measures the investment grade, fixed-rate, taxable corporate bond market.  The Barclays U.S. Corporate A-Rated Index is the 
A-rated component of the Barclays U.S. Corporate Investment Grade Index.  
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Now that we’ve assessed the characteristics of key fixed-income 
investments in varying environments, let’s examine the implica-
tions for income investors. Simple diversification across select 
areas of fixed income may provide support for a variety of market 
and economic scenarios. But is there a way to properly position 
portfolios to respond to these changes? One possible response lies 
in a flexible, multi-sector approach that selects securities from 
those categories. This approach features the flexibility to tactically 
allocate and adapt to the markets can enhance that benefit. 

The potential appeal of a flexible bond strategy is twofold: Not 
only could such an approach allocate a portfolio across investment-
grade and high-yield bonds, bank loans, and more—identifying the 
securities with the best relative valuation by sector—but also it can 
shift among them using sophisticated investment techniques. This 
agility has the potential to provide higher return than a passive 
allocation. In addition, flexible, actively researched strategies may 
position managers to identify opportunities for total return in 
various fixed-income categories.

How might this work in the current environment? Investors face 
“low U.S. Treasury yields, and even lower yields in government 

securities in other developed countries,” notes Stephen Hillebrecht, 
Lord Abbett Fixed Income Product Strategist. As such, a multi-sec-
tor strategy can find opportunity by allocating to “higher-yielding, 
credit-sensitive issues.” This strategy may make particular sense 
for those who do not want a pure high-yield allocation, as a multi-
sector approach can capture the opportunity in high yield, while 
reducing volatility by including other investments, including bank 
loans, investment-grade corporate bonds, and mortgage-backed 
securities. This approach also has the flexibility to move up or down 
in credit quality depending on the market environment. 

Hillebrecht notes the high degree of uncertainty in the current 
market environment, especially regarding the outlook for the U.S. 
economy, global economic growth, central bank policy, commodity 
prices, and inflation. A multi-sector fixed-income strategy allows 
investment managers the flexibility to find opportunity, while having 
the ability to adapt to the given market environment. That may be 
an appealing option for income investors during a time when yields 
are low, and economic uncertainty is high, he says. 



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 Barclays U.S. Mortgage Backed Securities Fixed-Rate Index is a rate structure-specific subset of the Barclays U.S. Mortgage Backed Securities Index, which covers agency mortgage-backed pass-through 
securities (both fixed-rate and hybrid ARM) issued by Ginnie Mae (GNMA), Fannie Mae (FNMA), and Freddie Mac (FHLMC). 

The Barclays U.S. TIPS Index measures the performance of the TIPS market. TIPS form the largest component of the Barclays Global Inflation-Linked Bond Index. Inflation-linked indexes include only capital indexed 
bonds with a remaining maturity of one year or more.

The BofA Merrill Lynch All Convertibles, All Qualities Index contains issues that have a greater than $50 million aggregate market value. The issues are U.S. dollar-denominated, sold into the U.S. market and 
publicly traded in the United States.

The BofA Merrill Lynch U.S. Corporate BBB-Rated 1-3 Year Index is a rating- and maturity-specific subset of the BofA Merrill Lynch U.S. Corporate Index.

The Deutsche Bank U.S. CPI Breakeven Inflation 5-Year Swap indexes allow investors to track the performance of five-year inflation swaps. These measure the performance of holding an inflation receiver, break-
even payer swap. The inflation swaps are based on the U.S. CPI Urban Consumers Index.

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.

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 S&P 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 Ibbotson SBBI U.S. Long-term Government Bond Index is an unweighted index that measures the performance of 20-year maturity U.S. Treasury Bonds.

The J.P. Morgan CEMBI Investment Grade Index and the J.P. Morgan CEMBI Non-Investment Grade Index are credit rating-specific subsets of the J.P. Morgan Corporate Emerging Markets Bond Index Broad 
Diversified (CEMBI BD), a market capitalization weighted index that tracks total returns of U.S. dollar-denominated debt instruments issued by corporate entities in emerging markets countries. The index limits the 
current face amount allocations of the bonds in the CEMBI Broad by constraining the total face amount outstanding for countries with larger debt stocks. 

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

The credit quality of the securities in a portfolio is assigned by a nationally recognized statistical rating organization (NRSRO) such as Standard & Poor’s, Moody’s, or Fitch, as an indication of an issuer’s creditworthiness. 
Ratings range from ‘AAA’ (highest) to ‘D’ (lowest). Bonds rated ‘BBB’ or above are considered investment grade. Credit ratings ‘BB’ and below are lower-rated securities. High yielding, non-investment-grade bonds involve 
higher risks than investment-grade bonds. Adverse conditions may affect the issuer’s ability to pay interest and principal on these securities.

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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