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Lord Abbett experts discuss the trends that could influence the performance  
of key fixed-income sectors in the new year.
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In the second of a two-part special edition of Market View (part one 
featured the outlook for equities in 2016), we asked Lord Abbett 
experts to offer their views on the trends that might influence  
key sectors of the fixed-income market in the coming year.  
Featured here are Timothy Paulson, Investment Strategist, Fixed 
Income; Brian Arsenault, Investment Strategist, Leveraged Credit; 
Steven Rocco, Partner and Portfolio Manager, High-Yield; and  
Dan Solender, Partner and Director of Municipal Bonds.

INVESTMENT-GRADE BONDS
Timothy Paulson

In 2015, most investors were focused on the likelihood—and 
timing—of a rate hike by the U.S. Federal Reserve Board (Fed), with 
the first one finally arriving on December 16. Prices of fixed-income 
securities reflected expectations of an unprecedentedly slow pace 
of further rate hikes. For 2016, the consensus view seems to be for 
rising interest rates, and a flattening yield curve, in which rates on 
shorter-maturity issues rise faster than those of longer maturity. 
While additional Fed hikes in 2016 are currently priced into bonds, 
it’s important to remember that markets move when expectations 
change, and those expectations could be volatile as we get more 
information on economic data. There also is the potential for continued 
volatility in currency movements, as we continue down the potential 
path of continued divergent central bank behavior (aggressive 
easing in China, the eurozone, and Japan, tighter policy in the 
United States).

While there are reasons to believe that rates may behave differ-
ently this time—and currency moves are always difficult to predict—
we also are very focused on trying to determine what has not been 
appropriately priced by the market, or areas of potential uncertainty, 
including what may happen to market risk premiums (i.e., the extra 
amount of yield investors receive in compensation for various risk 
factors). There are many forms of risk premium in the market, 
based on risk factors such as term structure of interest rates, vola-
tility, credit worthiness, liquidity, and overall uncertainty reflecting 
conditions outside the market. We believe some of these will rise as 
the Fed’s influence on the market wanes as it removes monetary 
accommodation from the economy.

In short, one impact of the Fed’s actions for the past eight years has 
been the reduction of market risk premiums, encouraging the outper-
formance of riskier investments. We already have seen some increase 
in risk premium in asset classes like high yield, emerging-market 
bonds, and leveraged loans, where yield spreads widened meaningfully 
in 2015. We believe that the return of risk premiums to more typical 
levels is healthy, but for fixed-income investors, it will be critical to 
understand how these changes could play out in the market in 2016.

LEVERAGED LOANS
Brian Arsenault

As 2015 comes to a close, investors find themselves in a conun-
drum. For many, the need for income remains, but is offset by 
concerns about global growth, the Fed’s policy direction, the level 
of longer-term interest rates, and a credit cycle that is fairly long  
in the tooth. The end of 2015 finally saw the long-awaited interest-
rate hike by the Fed, bringing to a close a seven-year period  
of zero-interest rate policy in the United States. Still, markets 
remain starved for attractive sources of income. After the Fed’s 
December hike, we expect policymakers to move at a gradual pace, 
with most other central banks around the world continuing to have 
an easing bias. 

When we look at the solid risk-adjusted returns that leveraged 
loans have provided for nearly a quarter of a century, a strong case 
can be made for investors to have at least a portion of their fixed-
income allocation invested in the asset class.

HIGH-YIELD BONDS
Steven Rocco

The high-yield market did experience some turbulence in 2015, 
owing in large part to weakness in the energy and mining and 
metals sectors. But to be more bearish on the asset class in 2016, 
one would have to assume that there will be a fairly sharp decel-
eration in the U.S. economy that leads to a recession. We believe 
that is not a likely outcome. If anything, U.S. consumer spending, 
which has been growing steadily, may continue to advance at about 
3% in 2016, which could benefit key high-yield sectors such as 
retail and restaurants. 

We do see the default rate on high-yield issues rising to about 
4.5% during 2016, versus a level of around 2% in 2015, with most of 
the increase coming from energy and metals issuers. In our 
opinion, the high-yield market is appropriately priced at the default 
rate. In many cases, there could even be some buying opportunities 
within the high-yield market if the default number comes in below 
the expected level. 

Meanwhile, we are carefully examining the distressed sectors of 
the high-yield market, looking for those opportunities, including 
within the energy sector. The real wild card in the market, we think, 
will be demand for crude oil; any bounce in demand could help 
spark a rally in energy bonds in the late second half of 2016.
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MUNICIPAL BONDS
Daniel Solender

Overall, the 2016 outlook appears positive for the municipal bond 
market. Supply should remain on the higher side, but demand has 
been consistently strong during the latter third of 2015, and appears to 
be on a solid path going forward. Other than the few high-profile 
troubled issuers in the headlines, credit quality should remain on a 
positive trend, based upon tax revenue strength and the volume of 
upgrades compared to downgrades from the credit rating agencies.  
Illinois and Puerto Rico are likely to remain under pressure, but their 
issues should remain isolated and not affect the entire market. Within 
most sectors, trends are positive, so investors likely can find attractive 
opportunities in both the general obligation and revenue sectors.

The following emerging developments in municipal bond-ownership 
patterns, credit-rating activity, and pension funding also bear 
watching in 2016:
■■ Fed data have shown that individual investors have been 

decreasing their holdings of individual municipal bonds and 
increasing their holdings of muni securities through managed 

products. Meanwhile, banks have been reducing their municipal 
bond holdings due to regulatory pressure and efforts to reduce 
risk. We see these trends continuing in 2016.

■■ The major credit rating agencies have been making more, large 
rating changes (known as super upgrades or downgrades), and 
this likely will continue.

■■ We anticipate that pension funding by state and local 
governments will continue to receive a lot of attention from the 
ratings agencies and the media. 

The Fed will be the wild card for the muni market in 2016. Although 
the Fed is likely to continue to raise short-term interest rates, the 
U.S. economy is growing only slowly, so there isn’t a need for drastic 
policy action. Also, increases in yields could increase investor 
demand for municipal bonds due to more attractive interest rates 
available. The municipal bond market has had a good 2015; we think 
it is well positioned for 2016.
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IMPORTANT INFORMATION
Risks to Consider: Statements concerning financial market trends are based on current market conditions, which will fluctuate.  
All investments involve risks, including the loss of principal invested. 
The value of an investment in fixed-income securities will change as interest rates fluctuate and in response to market move-
ments. As interest rates fall, the prices of debt securities tend to rise. As rates rise, prices tend to fall. Investing in the bond mar-
ket is subject to risks, including market, interest rate, issuer, credit, inflation risk, and liquidity risk. Longer-term debt securities 
are usually more sensitive to interest-rate changes. The longer the maturity date of a security, the greater the effect a change in 
interest rates is likely to have on its price. 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. The municipal 
bond market may be impacted by unfavorable legislative or political developments and adverse changes in the financial condi-
tions of state and municipal issuers or the federal government in case it provides financial support to the municipality. Income from 
the municipal bonds held could be declared taxable because of changes in tax laws. Certain sectors of the municipal bond market 
have special risks that can affect them more significantly than the market as a whole. Because many municipal instruments are 
issued to finance similar projects, conditions in these industries can significantly affect an investment. Income from municipal 
bonds may be subject to the alternative minimum tax. Federal, state and local taxes may apply. Investments in Puerto Rico and 
other U.S. 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.
Forecasts and projections are based on current market conditions and are subject to change without notice. Projections should 
not be considered a guarantee.

The credit quality of the securities are 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.
Yield is the annual interest received from a bond and is typically expressed as a percentage of the bond’s market price.
Spread is the difference in yield between two different investments.
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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