
MARKET VIEW
CORE AND FLOATING RAT E COUL D G ET ALON G SWIMMINGLY 

A combination of the two fixed-income classes could potentially result in attractive income with reduced volatility.

MONDAY, NOVEMBER 17, 2014

CHART 1. FLOATING RATE HAS OFFERED LOWER  
DURATION AND HIGHER INCOME THAN TRADITIONAL  
CORE BONDS
YIELD VERSUS DURATION OF INDICATED ASSET CLASSES,  
OCTOBER 31, 2014

CHART 2. COMBINING BANK LOANS WITH TRADITIONAL 
CORE BONDS COULD TEND TO CREATE A LOWER- 
RISK PORTFOLIO
RISK AND RETURN OF INDICATED ASSET CLASSES AND BLENDS, 
OCTOBER 31, 2014

Source: Barclays and Credit Suisse. Bank loans represented by the Credit Suisse 
Leveraged Loan Index; traditional core bonds represented by the Barclays Aggregate 
U.S. Bond Index (“Barclays Agg”). 

Source: Morningstar. Bank loans represented by the Credit Suisse Leveraged Loan 
Index; traditional core bonds represented by the Barclays Aggregate U.S. Bond Index 
(“Barclays Agg”). The blended portfolio represents a 50-50 combination of the Credit 
Suisse and Barclays indexes.

Past performance is no guarantee of future results. Due to market volatility, the asset classes depicted in these charts may not perform in a similar manner in the future. 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 or expenses and expenses, and are not available for direct investment.

Floating-rate loans are lower-rated, higher-yielding instruments that are subject to increased risk of default and can potentially result in loss of principal. Moreover, the specific collateral used to secure a loan may decline in 
value or become illiquid, which would adversely affect the loan’s value. No investing strategy can overcome all market volatility or guarantee future results.

As we noted in an earlier Market View, trying to predict the direc-
tion of future interest rates is a difficult proposition. At the start of 
the year, the consensus view among economists surveyed by The 
Wall Street Journal held that interest rates would rise in 2014. But 
Treasury yields have actually fallen, as U.S. data signaling low infla-
tion and continued sluggish economic growth prompted investors to 
reassess their views.

The effects of this reassessment have become apparent in  
different segments of the fixed-income market. For example,  
longer-duration bond categories have performed well this year, with 
the broad-based Barclays U.S. Aggregate Bond Index up more than 
5.0% year to date through November 14, 2014, while the BofA 
Merrill Lynch 10-Year Treasury Index has returned 8.8%, according 
to Bloomberg. [Although, due to market volatility, they may not perform 
in a similar manner in the future.] 

One would think that an asset class that does not benefit from 
declining interest rates—in this case, floating-rate, or leveraged, bank 
loans—would suffer in such an environment. Some investors appeared 
to draw that conclusion, based on recent fund flow data: according to 
the Investment Company Institute, retail mutual fund investors have 
pulled $20 billion from leveraged loan funds over the past six months. 

But here’s the interesting part: floating-rate loans (as repre-
sented by the Credit Suisse Leveraged Loan Index) have actually 
held up relatively well this year, generating a positive return of 3.0% 
through November 14. Better yet, despite the retail outflows, and 
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(Sharpe Ratio)

Barclays U.S. Aggregate 2.43 2.67 0.89

High-Yield Bonds 10.94 5.56 1.96

Bank Loans 6.91 2.15 3.19

TABLE 1. HOW DO FIXED-INCOME CATEGORIES COMPARE 
IN TERMS OF RISK-ADJUSTED RETURN?
RETURN, STANDARD DEVIATION, AND RISK-ADJUSTED RETURN 
(SHARPE RATIO) OF INDICATED ASSET CLASSES,  
OCTOBER 1, 2011–SEPTEMBER 30, 2014 

Source: Barclays, BofA Merrill Lynch, and Credit Suisse. Bank loans represented  
by the Credit Suisse Leveraged Loan Index; traditional core bonds represented by  
the Barclays Aggregate U.S. Bond Index; high-yield bonds represented by the  
BofA Merrill Lynch US High Yield Master II Constrained Index. Risk represented  
by standard deviation.

https://www.lordabbett.com/en/perspectives/fixedincomeinsights/bonds-should-you-take-duration-out-of-the-equation.html


investors’ seeming preference for higher-duration fixed-income 
investments, the asset class has delivered higher risk-adjusted 
returns (as measured by the Sharpe ratio) than both investment-
grade bonds (as represented by the Barclays U.S. Aggregate Index) 
and high-yield bonds (as represented by the BofA Merrill Lynch High 
Yield Master II Index) over the three-year period ended September 
30, 2014. [There is no guarantee that floating-rate loans will perform in 
a similar manner under similar conditions in the future. Lower-rated 
fixed-income securities such as floating-rate loans carry greater risks 
than higher-rated securities.]

Even in a year of falling interest rates, the floating-rate loan 
segment has retained many attractive features. It recently provided 
high income coupled with very low duration (see Chart 1).

Perhaps equally as important, investing in the asset class 
remains an effective means of portfolio diversification, especially 
given its negative correlation with traditional bonds. Over the last 
five years, combining a bank loan portfolio equally with a portfolio of 
high-credit-quality fixed-income securities has actually resulted in 
a combined portfolio with lower risk and higher returns than the 
high-credit-quality bonds alone.

As Chart 2 shows, while bank loans (represented by the Credit 
Suisse Leveraged Loan Index) had a standard deviation of 3.46 over 

the last five years, high-quality bonds (as represented by the 
Barclays Aggregate) measured 2.83. Yet combined equally,  
the two asset classes registered a standard deviation of just over 
2.00—far lower than either one on its own. Why? The volatility most 
likely reflects the tendency of each portion of the portfolio to respond 
in distinctly opposite ways to movements in interest rates. The 
Barclays Aggregate has a correlation of 0.87 with U.S. government 
bonds, nearly 1:1, while bank loans have a correlation of -0.42. So, 
when combined, the two asset classes can potentially work together 
to help smooth out volatility in varying market environments.

What else should investors know about floating rate in the 
current market environment? With U.S. economic growth likely to 
accelerate moderately this year, corporate credit fundamentals are 
likely to remain favorable, notes Stephen Hillebrecht, Lord Abbett 
Fixed Income Product Strategist, with companies benefiting from 
low interest rates. As a result, default rates are expected to remain 
below longer-term norms. That could point toward a continued 
positive credit environment for floating-rate loans. 

“With the expectation of continued growth in the U.S. economy, 
and a positive environment for corporate credit, floating-rate 
loans deserve consideration as part of a diversified fixed-income 
portfolio,” Hillebrecht adds. 

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. 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. 

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. 

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.

A Sharpe ratio is calculated by using standard deviation and excess return to determine reward per unit of risk. The higher the Sharpe ratio, the better the investment’s historical risk-adjusted performance. The Sharpe ratio 
is calculated for the past 36-month period by dividing an investment’s annualized excess returns over the risk-free rate by its annualized standard deviation. 

Standard deviation is a measure of a measure of volatility. It indicates the variability of an investment’s returns.

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 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 BofA Merrill Lynch 10 Year U.S. Treasury Index is an unmanaged index tracking the 10-year component of U.S. Treasury securities.

The BofA Merrill Lynch US High Yield Master II Constrained Index is a market value-weighted index of all domestic and Yankee high-yield bonds, including deferred interest bonds and payment–in-kind securities. 
Issues included in the index have maturities of one year or more and have a credit rating lower than BB-/Baa3, but are not in default. The index limits any individual issuer to a maximum of 2% benchmark exposure. Index 
constituents are capitalization-weighted, based on their current amount outstanding, provided the total allocation to an individual issuer does not exceed 2%. Issuers that exceed the limit are reduced to 2% and the face value 
of each of their bonds is adjusted on a pro rata basis. The face values of bonds of all other issuers that fall below the 2% cap are increased on a pro rata basis. In the event there are fewer than 50 issuers in the Index, each is 
equally weighted and the face values of their respective bonds are increased or decreased on a prorated basis.

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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