
MARKET VIEW
FIXED-INCOME OUTLOOK:  

OUR EXPECTATIONS FOR THE SECOND HALF OF 2017
Investors can expect some headwinds, but there’s no lack of potential opportunity in the fixed-income markets. 
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With the first half of 2017 drawing to a close, what should fixed-
income investors be watching for in the second half? What follows 
are insights on what we might expect from the U.S. investment-
grade, U.S. leveraged-loan, emerging-market, and municipal-bond 
asset classes provided by, respectively, Timothy Paulson,  
Lord Abbett investment strategist, fixed income; Brian Arsenault, 
Lord Abbett investment strategist, leveraged credit; John Morton, 
Lord Abbett portfolio manager, Emerging Market Corporate Debt 
Fund; and Daniel Solender, Lord Abbett partner and director, 
municipal bond strategies.

U.S. INVESTMENT GRADE: POTENTIAL HEADWINDS AND 
OPPORTUNITIES

The broad reflation trade (i.e., favoring assets likely to benefit 
from rising growth and inflation) that began after Great Britain’s 
decision to exit the European Union, and that accelerated following 
the U.S. election last November, almost fully reversed itself in the 
second quarter of 2017, when investors began to reassess the 
outlook for inflation, according to Paulson. Triggering the reas-
sessment, Paulson noted, was a combination of declining oil prices, 
stalled implementation of some of the U.S. administration’s policy 
measures, and consecutive months of below-expectation CPI 
(Consumer Price Index) reports. “This fluctuation of inflation 
expectations was the primary driver of movements in interest rates 
during the first half of 2017; in fact, the recent drop in rates coin-
cided almost perfectly with a commensurate drop in the outlook for 
inflation,” Paulson said. 

Interestingly, while risk assets (including equities and credit) 
traded in sync with inflation expectations a year ago, they have contin-
ued to trend higher during this recent pullback in inflation, Paulson 
further noted. Contributing to this performance, he said, are the con-
tinued strength in economic fundamentals, both domestically and 
internationally, and a “lowering of various market fears, such as the 
implications of an extremist win in the recent French election.” 

Paulson continued by saying that, “Looking at the second half of 
2017, while we are still broadly constructive on credit, we do see 
some potential headwinds. Extended time in this low-volatility, 
low-rate environment is likely to result in growing leverage on 
certain corporate balance sheets—whether from acquisitions or 
from repurchases of shares. Also, we seem to have passed peak 
auto sales, and aspects of the auto industry are vulnerable to 
declining auto prices and sales volumes.”

Finally, much has been made of the stress among traditional 
retailers, Paulson further noted. “We think this will have important 
implications for investment-grade credit as well as for a variety of 
other asset classes, including high-yield, bank loans, and commer-
cial mortgage-backed securities,” he said. “So there are some dis-
turbances underneath this placid surface of low volatility. Nonethe-
less, we believe those disturbances will create excellent opportunities 
for active management.”

U.S. HIGH YIELD AND BANK LOANS: LOWER DEFAULT RATES 
AND HIGHER QUALITY

The U.S. high-yield market offered solid performance in the 
first half of 2017, coming off a strong rally in 2016, according to 
Arsenault. The BofA Merrill Lynch U.S. High Yield Constrained 
Index (“High-Yield Index”) posted returns near 5% in the first six 
months of 2017, with ‘CCC’ rated issuers again leading the way, 
with a total return near 6.25%. Floating-rate loan returns were 
more tempered, Arsenault noted, but, as in high yield, ‘CCC’ rated 
credits also were leading in the loan market. The Credit Suisse 
Leveraged Loan Index was up almost 2% in the first half of 2017, 
with ‘CCC’ rated issuers up a little more than 4%. “A huge wave of 
repricings in the first half of the year kept a lid on total returns in 
the loan space,” Arsenault said.

Now with regard to the second half of the year, Arsenault said 
Lord Abbett’s leveraged-credit group maintains a constructive view 
toward the leveraged-credit markets. “Thanks to solid economic 
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growth in the United States and abroad, we expect default rates to 
continue to trend lower,” Arsenault said. “Due to relatively attrac-
tive valuations and our view on default rates, we believe a case can 
be made for remaining overweight ‘CCC’ rated issuers in both 
high-yield and floating-rate strategies.” Within the high-yield 
market, the leveraged-credit group continues to believe that 
spreads can grind tighter from current valuations down toward 
+350, “which is the tightest spread level we have seen post the 
financial crisis [of 2008–09],” Arsenault noted. 

In addition to improving fundamentals, the high-yield market is 
of much higher quality than it has been in recent history, Arsenault 
further noted. “Thanks to improving trends in issuance and weaker 
credits being flushed out in the default wave of 2016,” Arsenault 
pointed out, “almost 50% of the High-Yield Index is ‘BB’ rated.” Of 
course, these observations imply no guarantee for the future. In the 
leveraged-loan market, “we believe the potential to generate 
modestly positive returns over the balance of the year still exists, 
while we acknowledge that repricings in the first half of 2017 have 
trimmed the market’s coupon,” Arsenault concluded.”

EMERGING MARKET CORPORATE DEBT: IMPROVING GLOBAL 
OUTLOOK 

The positive momentum in emerging-market (EM) corporate debt 
markets continued in the first half of 2017, supported by improving 
fundamentals among EM economies and strong technical factors, 
according to Morton. The anticipated risks from U.S. fiscal policies, 
European political uncertainty, and higher interest rates have not 
materialized, leading to low volatility and stable performance.

What about the second half of the year? “We think the global 
macroeconomic environment remains very supportive for emerging-
market assets, given the fading effects on the global economy from 
the developed-market slowdown and the recent uptick in emerging-
market demand,” Morton said. Recent readings on closely followed 
business sentiment data are encouraging for the global economic 
outlook, Morton added. “Nonetheless, we await further ‘hard’ data to 
confirm trends seen in the sentiment indicators.” 

Morton believes there is less cause for concern over China’s 
near-term prospects; economic growth could turn out to be higher 
than expected, given rising corporate profits and exports, which 
tend to boost investment over time, and “the construction sector 
remains surprisingly resilient,” he said. “Our base-case scenario is 
that the ruling Communist party will be very cautious and move 
slowly with future reforms at its upcoming congress [this autumn], 
so as to not disrupt the economy.”

Morton’s forecast of EM fundamentals remains cautiously opti-
mistic. Economic prospects are positive, he said, due to:: 

n Ongoing or pending structural reforms, especially in Mexico, 
Argentina, Brazil, and India;

n Past external adjustments, including pension reforms, stan-
dardization of tax regimes, and energy sector liberalization;

n A pickup in commodity prices; and;

n Expectations of gradual U.S. monetary tightening.

In terms of specific debt sectors, Morton believes that Latin 
America provides more potential for outperformance than other 
regions. “In our view, the Asian high-yield sector and the Middle 
East may be poised to underperform.”

MUNICIPAL BONDS: SUPPORTED BY A STRONGER ECONOMY
After a strong first half of 2017, Solender believes the municipal 

bond market is well positioned for the second half. On the supply side, 
new bond supply was lower in the first six months of the year than in 
the comparable 2016 period, according to The Bond Buyer, with fewer 
outstanding bonds being refunded. “Looking ahead, with interest 
rates still low, the pace of supply may increase somewhat but not too 
much for the market to absorb,” Solender said. 

On the demand side, individual investors were positive on the 
asset class, with approximately $6 billion of new flows into municipal 
bond mutual funds in the first half of 2017, according to Lipper. High-
yield funds saw the largest demand. There also was strong demand 
from retail investors through separately managed accounts and indi-
vidual bonds for maturities shorter than 10 years, Solender noted. 
This caused ratios of municipal bond to Treasury yields to fall to low 
levels in maturities out to five years, while ratios of longer-maturity 
bonds have stayed higher.

Meanwhile, many of last year’s concerns following the U.S. 
presidential election have not had a negative impact so far, accord-
ing to Solender. “The new administration’s agenda includes 
lowering income tax rates and increasing infrastructure spending, 
which could lower tax-equivalent yields and increase supply,” he 
said. “But since Congress has been preoccupied with passing the 
new healthcare act, progress on tax reform and infrastructure is 
being pushed into the future. With the lack of consensus on infra-
structure planning and tax reform, in particular, we believe that 
potential changes are likely to be smaller than previously expected.” 

Municipal bond credit has performed well so far in 2017, with the 
steadily growing economy at its back. Overall, the municipal bond 
market has had positive returns across all maturity and credit-quality 
indexes, Solender noted. The lower-quality sectors, including high 
yield, have outperformed higher quality. 

Finally, on the negative, albeit more isolated, concerns in the 
credit headlines, Puerto Rico and Illinois have not yet solved their 
respective debt dilemmas. “Puerto Rico’s conflicts are being slowly 
decided by a judge, while politicians in Illinois negotiate toward an 
uncertain budget compromise, with the timing uncertain,” Solender 
said. “The market has performed well despite these individual credit 
concerns, because other issuers are more successfully handling 
their financial situations.”

WHAT ARE THE RISKS?
While there are potential investment opportunities in the second 

half of the year, all investments involve risks, including possible loss 
of principal. The bond market itself is volatile, and fixed-income 
securities carry interest-rate risk. (As interest rates rise, bond 
prices usually fall, and vice versa. This effect is usually more pro-
nounced for longer-term securities.) Investing in the bond market is 
subject to other risks as well, including market, issuer, credit, infla-
tion, and liquidity risk. 

High-yield, lower-rated securities involve greater risk than 
higher-rated securities; for example, they may be subject to greater 
levels of credit and liquidity risk. Moreover, the specific collateral 
used to secure a bank loan may decline in value or become illiquid, 
which would adversely affect the loan’s value. And leverage, includ-
ing borrowing for investment purposes, may increase volatility by 
magnifying the effect of changes in the value of an investment. 
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International investing also involves risks, including risks related 
to currency fluctuations, limited liquidity, less government regula-
tion, and the possibility of substantial volatility due to adverse polit-
ical, economic, or other developments. These risks are often height-
ened for investments in emerging/developing markets or smaller 
capital markets. 

The municipal market can be affected by adverse tax, legislative, 
or political changes, and by the financial condition of the issuers of 
municipal securities. Income from municipal bonds may be subject to 

the alternative minimum tax. Federal, state, and local taxes also may 
apply. And, as we’ve seen most recently, investments in Puerto Rico 
and other territories, commonwealths, and possessions may be 
affected by local, state, and regional factors. These may include, for 
example, economic or political developments, erosion of the tax base, 
and the possibility of credit problems.

Investors should consult with their financial advisors regard-
ing the risks and opportunities described in each of the above 
asset classes.

COMING IN THE NEXT MARKET VIEW: OUR OUTLOOK FOR THE EQUITY MARKETS IN THE SECOND HALF OF 2017.

IMPORTANT INFORMATION
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.

Forecasts and projections are based on current market conditions and are subject to change without notice. Projections should not be considered a guarantee. There is no guarantee that markets will perform in a similar 
manner under similar conditions in the future.

The Consumer Price Index (CPI) is a comprehensive measure used for estimation of price changes in a basket of goods and services representative of consumption. 

The BofA Merrill Lynch U.S. High Yield Constrained Index is a capitalization‐weighted index of all US dollar denominated below investment grade corporate debt publicly issued in the US domestic market. 

Source Merrill Lynch, Pierce, Fenner & Smith Incorporated (“BofAML”), used with permission. BofAML PERMITS USE OF THE BofAML INDICES AND RELATED DATA ON AN “AS IS” BASIS, MAKES NO WARRANTIES REGARDING 
SAME, DOES NOT GUARANTEE THE SUITABILITY, QUALITY, ACCURACY, TIMELINESS, AND/OR COMPLETENESS OF THE BofAML INDICES OR ANY DATA INCLUDED IN, RELATED TO, OR DERIVED THEREFROM, ASSUMES NO LIABILITY  
IN CONNECTION WITH THE USE OF THE FOREGOING, AND DOES NOT SPONSOR, ENDORSE, OR RECOMMEND LORD, ABBETT & CO. LLC, OR ANY OF ITS PRODUCTS OR SERVICES.

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, which includes reinvested dividends, has been 
taken from published sources.

Index performance is shown for illustrative purposed only. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment. Past performance is not a reliable indicator or  
a guarantee of future results.

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 (junk bonds). High-yielding, non-investment-grade 
bonds (junk 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 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.

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.

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