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BONDS: A MULTI-PRONGED STRATEGY TO COUNTER FED CONCERNS

A combination of several bond sectors highlighted herein could help investors position their portfolios  
for various interest-rate scenarios—and potentially realize attractive income in the meantime.
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Chart 1: For illustrative purposes only.  Market forecasts and projections are based on current market conditions and are subject to change without notice. Projections should not be considered a guarantee.

Chart 2: Market forecasts and projections are based on current market conditions and are subject to change without notice. For illustrative purposes only. Projections should not be considered a guarantee.

Fears of significantly higher interest rates, sparked by the various 
twists and turns of U.S. Federal Reserve (Fed) policy, have dogged 
the fixed-income markets periodically since the “taper tantrum” of 
mid-2013, when the mere mention by then-Fed chairman Ben 
Bernanke of the possibility that the central bank would begin 
curbing its bond-buying program (quantitative easing) sparked a 
sell-off in Treasury bonds. The latest example of Fed-centric phobia 
occurred on October 28, 2015, when yields rose sharply following 
signals from the Fed’s policy-setting arm, the Federal Open Market 
Committee (FOMC), that a December tightening was possible.

But are investors’ anxieties justified? The market’s concerns 
about a year-end Fed tightening notwithstanding, a slow-growing 
U.S. economy, low inflation, and global growth concerns point 
toward a continued period of low interest rates. “A quick scan across 
government debt markets suggests that investors are pricing in the 
likelihood that growth and inflation around the world will remain 
tepid for years to come,” notes a recent Bloomberg article. Indeed, 
an October 13, 2015, publication from the Federal Reserve Bank of 
San Francisco states that “a gradual return of short-term interest 
rates to normal over the next five years…may be even more gradual” 
than Fed models suggest.

And though the Fed may be ready to deliver a rate hike in December, 
the move would come against a backdrop of a still-sluggish U.S. 

economy, as evidenced by recent weakness in consumer spending, 
inflation, and job growth. U.S. growth has been markedly uneven 
this year, with gross domestic product nearly flat in the first quarter, 
with a 3.9% rebound in the second quarter, followed by a modest 
1.5% initial estimate for the third quarter, according to the U.S. 
Department of Commerce.

The Fed actually has been scaling back its rate expectations over 
the past several months. During 2015, as Chart 1 shows, Fed “dot 
plot” forecasts for the fed funds rate have been revised lower, with 
FOMC members’ median forecast for the fed funds rate in 2016 
dropping from 1.875% in March to 1.375% in September. One invest-
ment strategist cited in another recent Bloomberg article noted that 
“since the Fed has perennially overestimated how high the federal 
funds rate would be at the end of a given period…the risks to the 
median forecasts turning into the eventual outcome are biased to 
the downside.”

How have the Fed’s projections stacked up against market expec-
tations? As of October 29, one day after the Fed signaled that a rate 
hike on December 16 was possible, fed funds futures data from 
Bloomberg signaled a 50% chance of a quarter-point rate hike at 
the December FOMC meeting, which was up from 35% one  
day earlier. But six months ago, futures indicated a 77% chance of a 
rate hike in December. For the March 2016 meeting, the market is 
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Source: U.S. Federal Reserve Board, as of September 17, 2015. Fed projections  
are taken from the Summary of Economic Projections of the Federal Reserve  
Board Members.

Source: U.S. Federal Reserve and Bloomberg. Fed funds futures, as of October 31, 
2015. Percentage figures accompanying arrows refer to the size of the total increase 
in the fed funds rate during the indicated period. 

CHART 1. U.S. FEDERAL RESERVE INTEREST-RATE FORE-
CASTS HAVE COME DOWN DURING 2015
“DOT PLOT” PROJECTIONS FOR THE FED FUNDS RATE BY FEDERAL 
OPEN MARKET COMMITTEE MEMBERS

CHART 2. WHERE HAS THE FED FUNDS RATE BEEN— 
AND WHERE COULD IT BE HEADED?
FED FUNDS TARGET RATE (DECEMBER 31, 1984–OCTOBER 29, 2015) 
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projecting a 71.6% chance of rate hike, up from 58% on October 28, 
but down from nearly 90% six months ago. 

It may be useful at this point to take a step back and place these 
rate expectations within a broader context. Take a look at Chart 2, 
which shows the historical fed funds rate, and the most recent 
market projections for where the rate could be headed. Even if 
market projections are correct, the fed funds rate would still remain 
near historical lows.

In recent editions of Market View, we highlighted some attractive 
fixed-income options for the current environment. We’ll summarize 
them here:
Core Bonds (October 19, 2015)

Investors may have overlooked high-quality, intermediate-term 
bonds (also known as “core” bonds) due to fears of rising interest 
rates. But as we have noted, various factors—including a sputtering 
U.S. economy, growth concerns in the rest of the world, and  
persistently low inflation—suggest that a significant increase in 
rates is not likely. In such an environment, including high-quality, 
intermediate-term bonds as a key part of a fixed-income portfolio 
may make sense. Besides the historically low volatility of the asset 
class, it also has displayed a negative correlation with equities—a 
feature that could prove appealing for those who may be concerned 
about the equity market’s performance in a slow-growth environment.
Bank Loans (October 12, 2015)

Bank loans, with their floating interest rates, are often perceived 
purely as a tactical response to interest-rate moves. Indeed, as 
Zane Brown, Lord Abbett Partner and Fixed Income Strategist, 
noted earlier this year, floating-rate loans historically have fared 
well when the Fed has hiked the fed funds rate. But the appeal  
of this asset class extends beyond this attribute. As we have  
shown, bank loans possess other advantages, including attractive 
yields and low volatility. Further, bank loans may offer an important 

diversification benefit: a historical negative correlation with high-
credit-quality, intermediate-term bonds. Thus, adding floating rate 
to a fixed income portfolio that includes core bonds could lower risk 
by reducing the overall volatility of the portfolio.  
Short-Term Corporate Securities (Short Duration) 
(September 14, 2015)

As we noted in September, short-term corporate securities have 
done well in 2015, continuing to offer attractive income and low  
volatility. What if interest rates increase? Due to their low interest-
rate sensitivity, these bonds also may offer protection to investors. 
Earlier this year, Brown and Stephen Hillebrecht, Fixed Income 
Product Strategist, analyzed how short-duration securities have 
performed during periods in which the Fed has raised interest rates. 
Among their findings is that a representative index of one- to three-
year investment-grade corporate securities handily outperformed 
two- and 10-year U.S. Treasury securities in each of the past five 
Fed rate-hike episodes. 

Summing Up
While markets, economic experts, and the Fed itself suggest  

that interest rates likely will remain low for some time, all three 
groups have been unable, with any consistency, to predict the size 
and direction of interest-rate moves with any significant degree of 
accuracy (or timeliness). Investors may be well served, then,  
by adopting a diversified approach to constructing a fixed-income 
portfolio that combines asset classes that generate attractive 
income and that respond in different ways to different interest-rate 
scenarios. For example, investors could use higher-credit-quality 
core bonds as a foundational holding, supplemented by positions  
in short-duration securities and bank loans. High-yield bonds  
(the subject of a recent commentary by Zane Brown) also merit  
consideration in this approach. 

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. No investing strategy can overcome all market volatility or guarantee future results. The value of investments in equity securities will 
fluctuate in response to general economic conditions and to changes in the prospects of particular companies and/or sectors in the economy.

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.

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

There is no guarantee that the asset classes listed in this article 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. 

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. Invest-
ments 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 U.S. Federal Reserve) to another depository institution overnight.

Yield is the annual interest received from a bond and is typically expressed as a percentage of the bond’s market price.

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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