
MARKET VIEW
BEHIND THIS  YEAR’S  B IGG EST F IXED-IN COME SURPRI S E 

Bank loans quietly outperformed other fixed-income securities in the first half of 2015,  
despite the absence of Federal Reserve tightening.

MONDAY, JULY 27, 2015

Expectations are mounting for an interest-rate “liftoff” from the 
U.S. Federal Reserve sometime in 2015. The exact timing, however, 
of such a move remains in question. While many forecasters antic-
ipate that the first increase in the fed funds rate could come as 
soon as September, others are focused on December as the time of 
tightening. (Some observers believe the central bank may sit tight 
until 2016.) Given the uncertainty, and the absence of any rate 
moves thus far, many retail investors turned their backs on one 
asset class that can benefit from Fed tightening: bank loans, which 
feature floating-rate coupons that adjust higher with increases in 
short-term interest rates. But that appears to be changing. 

Take a look at Chart 1. To the surprise of many, bank loans have 
outperformed other fixed-income categories in the first half of 
2015. The representative Credit Suisse Leveraged Loan Index has 
generated a positive return of just less than 3.0%.

Meanwhile, longer-duration assets posted negative returns in 
the first half of 2015. The broad market benchmark Barclays U.S. 
Aggregate Bond Index was down 0.1%, according to Barclays, with 
the 10- and 30-year Treasury bonds also in negative territory, based 
on representative BofA Merrill Lynch indexes, as higher yields 
reflected Fed concerns and other factors.

The outperformance of bank loans is especially noteworthy given 
the negative sentiment surrounding these securities  in the past year. 
The negativity was evident in significant outflows from floating-rate 
mutual funds, as it appeared that many retail investors had given up 
on the asset class. After large inflows in 2013 amid rising interest 
rates, loan-fund flows reversed course in 2014, as longer-duration, 
fixed-income securities rallied. Investor sentiment was hampered  
by reduced expectations of rising rates, combined with fears that  
significant retail outflows in a less-liquid asset class, would lead to 
sharply negative returns for loan funds. 
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CHART 1. BANK LOANS OUTPERFORMED OTHER FIXED-
INCOME CATEGORIES IN THE FIRST HALF OF 2015 
TOTAL RETURN FOR INDICATED ASSET CLASSES, YEAR TO DATE  
THROUGH JUNE 30, 2015
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Supply Is Down
2014 YTD Gross Loan Volume:  $305B  
2015 YTD Gross Loan Volume:  $206B  
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CLO Demand Remains Solid
2014 YTD CLO Origination:  $64B  
2015 YTD CLO Origination:  $69B  

Source: J.P. Morgan and Lipper.

CHART 2. TECHNICAL FACTORS HAVE IMPROVED FOR THE 
BANK LOAN MARKET
BANK-LOAN MUTUAL FUND FLOWS AND COLLATERALIZED LOAN- 
OBLIGATION ISSUANCE, APRIL 1, 2013–JUNE 30, 2015

Source: Barclays, BofA Merrill Lynch, Credit Suisse, and Morningstar.

1BofA Merrill Lynch 30-Year U.S. Treasury Index. 2BofA Merrill Lynch 10-Year U.S. Treasury Index. 3Barclays U.S. Aggregate Bond Index. 4Barclays U.S. Corporate Investment-Grade Bond Index. 5Credit Suisse Leveraged 
Loan Index. 6Credit Suisse High Yield Index.
Past performance is no guarantee of future results. Due to market volatility, the market may not perform in a similar manner in the future. Investing in the bond market is subject to risks, including market, interest rate, 
issuer, credit, inflation risk, and liquidity risk. High-yield, lower-rated securities involve greater risk than higher-rated securities; portfolios that invest in them may be subject to greater levels of credit and liquidity risk than 
portfolios that do not. For illustrative purposes only and does not represent any specific Lord Abbett mutual fund or any particular investment. Indexes are unmanaged, do not reflect the deduction of fees and expenses, and 
are not available for direct investment.
CLO demand represents origination of collateralized loan obligations. CLOs are a form of securitization where payments from multiple mid-sized and large business loans are pooled together and passed on to different classes 
of owners in various tranches. 
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.
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But the loan market held up well in the face of retail outflows, 
due in part to the fact that mutual funds make up only one source of 
demand for the overall loan market. Institutional investors, such as 
collateralized loan obligations (CLOs), insurance companies, and 
hedge funds, account for the bulk of the demand. In fact, as Chart 2 
shows, during the first six months of 2015, weakness in retail 
demand was more than offset by the $69 billion in demand from 
new CLO origination, according to data from J.P. Morgan. The  
continued strong demand from CLOs came even as gross loan 
volume posted a year-over-year decline in the first six months of 
2015. Chart 2 also shows that retail outflows appear to have dried 
up (as of June 2015), an indication of improving investor sentiment.

Meanwhile, corporate credit fundamentals remain favorable,  
as the slowly improving U.S. economy has contributed to strong  
corporate earnings. This has allowed issuers to improve their 
balance sheets gradually over the course of the past year, and has 
helped to keep the default rate low. 

With the expectation of continued growth in the U.S. economy,  
and a positive environment for corporate credit, floating-rate bank 
loans should deserve consideration as part of a diversified fixed-
income portfolio. Floating-rate funds have the potential to generate 
attractive income, without the duration of longer-maturity bonds, 
and offer portfolio diversification due to their negative correlation 
with investment-grade bonds. 

Bank loans’ strong first-half performance in 2015 came without 
the benefit of Fed action. (Of course, there is no assurance that the 
asset class will perform in a similar manner in the future.)  As we 
get closer to eventual “liftoff,” investors may once again look to an 
asset class like bank loans, which can diversify bond portfolios 
and potentially benefit from eventual Fed rate hikes.

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. 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.

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.

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.

The fed funds rate is the interest rate at which a depository institution lends immediately available funds (balances at the Federal Reserve) to another depository institution overnight.

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 Investment-Grade Bond Index consists of publicly issued U.S. corporate and specified foreign debentures that are registered with the Securities and Exchange Commission and meet 
specific maturity, liquidity, and quality requirements.

The BofA Merrill Lynch Current 10-Year U.S. Treasury Index is a one-security index comprised of the most recently issued 10-year U.S. Treasury bond. The index is rebalanced monthly. In order to qualify for inclusion, 
a 10-year bond must be auctioned on or before the third business day before the last business day of the month.

The BofA Merrill Lynch Current 30-Year U.S. Treasury Index is a one-security index comprised of the most recently issued 30-year U.S. Treasury bond. The index is rebalanced monthly. In order to qualify for inclusion, 
a 30-year bond must be auctioned on or before the third business day before the last business day of the month.

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 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.

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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