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2015:  F INDING THE RIG H T AL LOCAT ION COMBIN AT IO N 

A measured approach seeks to add incremental value by distinguishing “signal” from “noise.”
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Since last week’s Market View, plunging oil prices and interest rates 
have only confirmed what we pointed out two weeks ago—that fore-
casting economic events is difficult and that, for most people, making 
large tactical moves solely on the basis of such forecasts is foolhardy. 

A measured approach, on the other hand, is one that takes into 
consideration (1) government policy, (2) economic trends, and (3) the 
relative valuations of asset classes. Last week we saw how these 
three elements can be applied to the short-term tactical decision 
about whether to overweight stocks or bonds. 

Another consideration is whether to tilt toward international or 
domestic stocks. Here, again, being able to distinguish between 
“signal” and “noise” is critical. Stock market returns in the United 
States have been driven in large part by the Federal Reserve’s extraor-
dinarily accommodative policy since 2008. Despite repeated warnings 
about a market bubble and an imminent correction, stocks have con-
tinued to climb. Tactical moves that failed to properly consider this 
policy appropriately would have missed out on significant returns. In 
2013, for example, the S&P 500® Index returned 32.4% (including 
reinvested dividends), according to Bloomberg, despite a relative val-
uation that favored international stocks (see Chart 1). 

Last week we saw that the U.S. equity risk premium had declined 
to about 7% but was still above its long-run average of 5.3% (as cal-
culated on the Russell 1000® Index). This suggested that U.S. stocks 
were still offering value relative to U.S. bonds. This doesn’t mean 
that investors should own only stocks but that they should consider 
that within a well-diversified portfolio that includes bonds, over-
weighting stocks on a tactical or short-term basis may make sense. 

But within the bond portion of this well-diversified portfolio, how 
should the investor determine the correct tactical positioning? 0ne 
primary consideration is the attractiveness of credit-sensitive bonds 
versus interest-rate sensitive, or investment-grade, bonds. 

Fortunately, this does not require an interest-rate forecast but 
merely an attention to government—especially central bank—policy, 
some anticipation of the economy’s direction, and a consideration of 
relative value. 

As we saw with the stock market, Federal Reserve policy in 
recent years has been critical to the performance of bonds. Chart 2 
indicates that the high-yield segment has benefited tremendously 
from the Fed’s extraordinary monetary accommodation since the 
credit crisis of 2009–09. The yield on the Credit Suisse High Yield 
Bond Index has fallen from a peak of 1,816 basis points (bps) over 
Treasuries in November 2008 to just 572 bps, slightly above its 
long-run average of 524 bps. 

The Fed has ended its bond-buying program of the past several 
years, but policy remains accommodative. The Fed’s progress in 
reducing the remaining accommodation will depend on improving 
economic fundamentals, which currently appear to portend more 
robust growth. As this accommodation is withdrawn, central bank 
policy may become less determinative of bond market returns. 

In any case, success in making tactical moves will continue to 
depend not on economic prognostication but on a correct weighing 
of the three primary considerations that affect capital market per-
formance: central bank policy, the direction of the economy, and 
overall relative valuations. 
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CHART 1. THE INTERNATIONAL EQUITY RISK PREMIUM 
SUGGESTS FOREIGN STOCKS ARE CHEAP
DIFFERENCE BETWEEN INTERNATIONAL EQUITY RISK PREMIUM AND 
THE EQUITY RISK PREMIUM ON THE RUSSELL 1000® INDEX,  
DECEMBER 31, 2009–DECEMBER 9, 2014

CHART 2. HIGH-YIELD CORPORATE BONDS HAVE  
PERFORMED WELL SINCE THE CREDIT CRISIS
YIELD SPREAD OF HIGH-YIELD BONDS VERSUS U.S. TREASURIES,  
DECEMBER 31, 1986–DECEMBER 19, 2014

Source: Nomura, Deutsche Bank, Lord Abbett. Source: Credit Suisse.
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IMPORTANT INFORMATION

A Note about Risk: The value of investments 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, and as 
interest rates rise, the prices of debt securities tend to fall. Bonds may also be subject to other types of risk, such as call, credit, liquidity, interest-rate, and general market risks. 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 the maturity date of a security, 
the greater the effect a change in interest rates is likely to have on its price. 

Investing in international securities generally poses greater risk than investing in domestic securities, including greater price fluctuations and higher transaction costs. Special risks are inherent in international investing, 
including those related to currency fluctuations and foreign, political, and economic events. These risks can be greater in the case of emerging country securities. 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 declining markets.

Forecasts and projections are based on current market conditions and are subject to change without notice. Projections should not be considered a guarantee.

Equity risk premium is the excess return that an individual stock or the overall stock market provides over a risk-free rate. 

A basis point (bps) is one one-hundredth of a percentage point.

Spread to worst is the difference in overall returns between two different classes of securities, or returns from the same class, but different representative securities. The spread to worst measures the difference from the 
worst-performing security to the best and can be seen as a measure of dispersion of returns within a given market or between markets.

Yield to maturity is the rate of return anticipated on a bond if it is held until the maturity date.

The 10-year Treasury note is a debt obligation issued by the United States government that matures in 10 years. 

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.

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 S&P or Moody’s, with par 
amounts greater than $75 million.

The Russell 1000 Index® measures the performance of the 1,000 largest companies in the Russell 3000 Index, which represents approximately 92% of the total market capitalization of the Russell 3000 Index.

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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