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Portfolio Manager Outlook

Floating Rate and Short Spread Duration Led First Quarter 2018 Returns
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 The shift from quantitative
easing to quantitative
tightening took its toll in the
first quarter of 2018 as rate,
credit, and equity volatility all
spiked.
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 Coupon returns on fixed
income are, in many cases,
not enough to cushion
performance amid a spike in
rate and spread volatility,
especially in corporate credit.
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 Investment-grade and highyield corporate bonds lost
2.3 percent and 0.9 percent
on a total return basis,
respectively, while shortduration non-Agency RMBS,
floating-rate bank loans, and
CLOs outperformed.

-3%

Source: JP Morgan, Bloomberg Barclays, ICE Bank of America Merrill Lynch, Credit Suisse, Guggenheim Investments. Data as of 3.31.2018. Non-Agency RMBS: JP Morgan Research; Bank Loans: Credit Suisse Leveraged Loan index; Post-Crisis
AAA CLOs: JP Morgan CLOIE Post-Crisis AAA index; High-Yield Corporate Bonds: ICE Bank of America Merrill Lynch High-Yield index; Taxable Municipal Bonds: Bloomberg Barclays Taxable Municipal index; Non-Agency CMBS: Bloomberg
Barclays CMBS 2.0 index; Treasurys: Bloomberg Barclays Treasurys index; Agency MBS Fixed Rate: Bloomberg Barclays U.S. MBS index; Investment-Grade Corporate Bonds: Bloomberg Barclays U.S. Corporate Bond index.
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Macroeconomic Outlook

Fiscal Stimulus Will Drive Unemployment Below a Sustainable Level
Unemployment Gap (Inverted, LHS)
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 With significant federal
spending increases and tax
cuts in the pipeline, the
economy will grow well
above potential in 2018 and
2019.
 The problem is that abovepotential economic growth
drives above-potential job
creation, which will push the
unemployment rate further
below its sustainable rate.
This will require further
monetary tightening that will
ultimately end in recession.
 Payroll growth has averaged
211,000 over the last six
months and 188,000 over
the last year, roughly double
the rate that would be
necessary to maintain a
stable unemployment rate
given U.S. demographics.
 We expect the
unemployment rate to fall to
3.5 percent or lower—a full
percentage point or more
below its estimated natural
rate—before the cycle ends.

Source: BLS, Haver Analytics, Congressional Budget Office, Guggenheim Investments. Data as of 3.31.2018. Gray areas represent periods of recession. The unemployment gap is the difference between the unemployment rate and the natural rate
of unemployment, as estimated by the Congressional Budget Office.. LHS = left hand side, RHS = right hand side.
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Macroeconomic Outlook

Recession Risks Rise as the Labor Market Moves Beyond Full Employment
 With lawmakers doubling
down on fiscal stimulus at a
time when the labor market
is beyond full employment,
the Fed will need to tighten
monetary policy further.

U.S. Unemployment Rate, with the Point When Full Employment Was Reached
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 The chart illustrates that
recession occurs
approximately two to three
years after full employment
is reached. For example, the
last recession began 31
months after full employment
was reached.
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 In the current expansion, full
employment was reached 18
months ago.
 We expect the Fed to deliver
three more rate hikes in
2018 and another four in
2019 as it attempts to
engineer a soft landing.
 However, history suggests
that its odds of success are
low. We continue to forecast
that a recession will begin
around early 2020, when a
fading fiscal impulse collides
with tight monetary policy
and an overextended
economy.

Source: BLS, CBO, Haver Analytics, Guggenheim Investments. Data as of 3.31.2018. Gray areas represent periods of recession.
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Investment-Grade Corporate Bonds

Spread Tightening May Be Reaching Its Natural Conclusion
Investment-Grade Corporate Option-Adjusted Spread (LHS)

Investment-Grade Corporate Yields (RHS)
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 Foreign holdings of U.S.
corporate debt remain high,
but rising foreign exchange
hedging costs could stymie
the technical support bid for
U.S. dollar-denominated
corporate bonds.
 With longstanding technical
strength beginning to
weaken, spreads will likely
experience bouts of fatigue
over the next quarter, and
tightening may be nearing its
natural conclusion.
 As spreads come under
pressure and negative
technicals become more
pronounced, we believe
deep fundamental analysis
will be key to identifying the
pitfalls and the opportunities
of a more challenging
investment environment.

Source: Bloomberg Barclays, Guggenheim Investments. Data as of 4.23.2018. LHS = left hand side, RHS = right hand side.
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High-Yield Corporate Bonds

High-Yield Corporate Bond Yields Top 6 Percent, but Spreads Are Tighter
High-Yield Spread
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Source: ICE Bank of America Merrill Lynch, Guggenheim Investments. Data as of 4.24.2018.

High-yield corporate bond
yields topped 6 percent in
the first quarter 2018 amid
volatile trading, but
Treasurys sold off more,
narrowing spreads.

 High-yield corporate bonds
are trading at yields above 6
percent for the first time
since December 2016,
mostly due to the backup in
benchmark Treasury rates.
 While five-year Treasury
yields rose 61 basis points
year to date through April,
spreads are 26 basis points
tighter, continuously
retesting cycle lows as
higher yields drive investor
demand.
 Although we saw a pickup in
volatility in the first quarter,
we believe higher yields
against a relatively benign
credit backdrop will stem a
mass exodus from the highyield market.
 To the extent investors are
looking for opportunities in
high yield as volatility levels
off, we view B-rated credits
relatively favorably in the
current environment as they
balance credit and duration
risks and offer wider spreads
compared to their own
history than other rating
categories.
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Bank Loans

Loan Defaults Are Ticking Higher in 2018 as Rates Rise
Recession

Issuer-weighted Default Rate

 Rising rates will have
negative consequences for
some borrowers. This is
highlighted in the recent
uptick in default activity, with
both the 12-month trailing
par- and issuer-weighted
default rates going up in the
first quarter of 2018.

Par-weighted Default Rate
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Rising defaults are a
hallmark of the end of
a business cycle.

 Nevertheless, the loan
market continues to look
healthy, with no widespread
deterioration at this stage.
 Loan interest coverage
stands at 3.8x compared to
the 15-year average of 3.5x
and historical low of 2.6x.
This is largely the result of
heavy refinancing activity
last year, which helped drive
loan spreads tighter and kept
the increase in borrowing
costs contained.
 We do not expect meaningful
deterioration in loan interest
coverage until Libor reaches
3 percent or more, but we
could see some early
casualties as borrowing
costs rise.

Source: S&P LCD, Bloomberg, Guggenheim Investments. Data as of 3.31.2018. Shaded areas indicate recession.
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Asset-Backed Securities and CLOs

CLO Spreads Tightened to Post-Crisis Tights in the First Quarter
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AA

A

450 bps
400 bps
350 bps
300 bps
250 bps
200 bps
150 bps
100 bps

CLO spreads are
marginally wider after
hitting post-crisis tights.

 AAA CLO spreads tightened
to below 100 basis points
in early March, but have
backed off marginally since
then. A- and AA-rated CLOs
also reached tights not seen
since 2014, but have since
widened.
 We continue to favor
investment-grade refi CLOs
with relatively short spread
durations, as they offer
reasonable spreads for a
short and loss-remote profile.
 We also remain alert to the
extension risk in new-issue
CLO securities and the
impact on option-adjusted
spreads and price volatility.

50 bps

Source: S&P LCD, Guggenheim Investments. Data as of 4.30.2018.
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Commercial Mortgage-Backed Securities

Interest-Only Deals Have Increased as Underwriting Standards Weaken
 The increased competition
among conduit originators,
insurers, and banks will likely
result in weaker underwriting
standards for conduit loans.

Average % of Interest-Only Exposure in Conduit Deals, by Vintage
Full-Term Interest Only (% of Deal)

Partial-Term Interest Only (% of Deals)
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 We expect conduit
underwriting standards to
migrate lower throughout the
remainder of the year and
feature more interest-only,
higher loan-to-value, and
storied properties.
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 The percentage of deals with
some interest-only exposure
has steadily risen. In the first
quarter of 2018, more than
half of conduit deals are fullterm interest only, and 77
percent have at least some
interest only.
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 We continue to favor more
defensive, loss-remote
investments in conduit
CMBS and CRE CLO
transactions.
 We have also remained
active in SASB where the
underlying property quality is
high and transaction terms
are fairly balanced between
lender and borrower.

Source: Trepp, Guggenheim Investments. Data as of 3.31.2018.
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Rates

Equity Volatility Spiked as the Market Priced in More Rate Hikes
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VIX Index (RHS)
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Volatility has begun to wane as
the market adjusts to a faster
pace of rate hikes, but market
expectations remain well below
our outlook of a total of four
hikes in 2018 and 2019, signaling
more volatility ahead.
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 We have witnessed
increased volatility in risk
assets, and with the Fed set
to continue tightening
monetary policy, this volatility
is unlikely to subside
anytime soon.
 Federal Open Market
Committee (FOMC)
economic projections
remained at three hikes for
2018, although the individual
data actually showed a
migration toward four
expected hikes for 2018.
 The FOMC projections for
2019 and longer term were
revised slightly higher as
well. We believe the Fed will
raise rates three more times
in 2018 for a total of four,
and four times in 2019.
 In response, our portfolio
managers have been
shortening portfolio duration,
opportunistically moving up
in credit, and maintaining a
reasonable liquidity buffer for
picking up undervalued
credits in periods of market
weakness.

Source: Bloomberg, Guggenheim. Data as of 4.24.18. VIX is the ticker for the Chicago Board Options Exchange SPX Volatility index, which reflects a market estimate of future volatility. LHS = left hand side, RHS = right hand side.
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Guggenheim’s Investment Process

Guggenheim’s fixed-income portfolios are managed by a
systematic, disciplined investment process designed to mitigate
behavioral biases and lead to better decision-making. Our
investment process is structured to allow our best research and
ideas across specialized teams to be brought together and
expressed in actively managed portfolios. We disaggregated fixedincome investment management into four primary and

independent functions—Macroeconomic Research, Sector Teams,
Portfolio Construction, and Portfolio Management—that work
together to deliver a predictable, scalable, and repeatable
process. Our pursuit of compelling risk-adjusted return
opportunities typically result in asset allocations that differ
significantly from broadly followed benchmarks.
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Important Notices and Disclosures
This material is distributed or presented for informational or educational purposes only and should not be
considered a recommendation of any particular security, strategy or investment product, or as investing advice
of any kind. This material is not provided in a fiduciary capacity, may not be relied upon for or in connection with
the making of investment decisions, and does not constitute a solicitation of an offer to buy or sell securities.
The content contained herein is not intended to be and should not be construed as legal or tax advice and/or a
legal opinion. Always consult a financial, tax and/or legal professional regarding your specific situation.
This material contains opinions of the author or speaker, but not necessarily those of Guggenheim Partners,
LLC or its subsidiaries. The opinions contained herein are subject to change without notice. Forward looking
statements, estimates, and certain information contained herein are based upon proprietary and non-proprietary
research and other sources. Information contained herein has been obtained from sources believed to be
reliable, but are not assured as to accuracy. Past performance is not indicative of future results. There is neither
representation nor warranty as to the current accuracy of, nor liability for, decisions based on such information.
No part of this material may be reproduced or referred to in any form, without express written permission of
Guggenheim Partners, LLC.
Past performance is not indicative of future results. There is neither representation nor warranty as to the
current accuracy or, nor liability for, decisions based on such information.
RISK CONSIDERATIONS Investing involves risk, including the possible loss of principal. Investments in
bonds and other fixed-income instruments are subject to the possibility that interest rates could rise, causing
their value to decline. Investors in asset-backed securities, including mortgage-backed securities,
collateralized loan obligations (CLOs), and other structured finance investments generally receive payments
that are part interest and part return of principal. These payments may vary based on the rate at which the
underlying borrowers pay off their loans. Some asset-backed securities, including mortgage-backed securities,
may have structures that make their reaction to interest rates and other factors difficult to predict, causing their
prices to be volatile. These instruments are particularly subject to interest rate, credit and liquidity and valuation
risks. High-yield bonds may present additional risks because these securities may be less liquid, and therefore
more difficult to value accurately and sell at an advantageous price or time, and present more credit risk than
investment grade bonds. The price of high yield securities tends to be subject to greater volatility due to issuerspecific operating results and outlook and to real or perceived adverse economic and competitive industry
conditions. Bank loans, including loan syndicates and other direct lending opportunities, involve special types
of risks, including credit risk, interest rate risk, counterparty risk and prepayment risk. Loans may offer a fixed or

floating interest rate. Loans are often generally below investment grade, may be unrated, and can be difficult to
value accurately and may be more susceptible to liquidity risk than fixed-income instruments of similar credit
quality and/or maturity. Municipal bonds may be subject to credit, interest, prepayment, liquidity, and valuation
risks. In addition, municipal securities can be affected by unfavorable legislative or political developments and
adverse changes in the economic and fiscal conditions of state and municipal issuers or the federal government
in case it provides financial support to such issuers. A company’s preferred stock generally pays dividends
only after the company makes required payments to holders of its bonds and other debt. For this reason, the
value of preferred stock will usually react more strongly than bonds and other debt to actual or perceived
changes in the company’s financial condition or prospects.
Guggenheim Investments represents the following affiliated investment management businesses of Guggenheim
Partners, LLC: Guggenheim Partners Investment Management, LLC, Security Investors, LLC, Guggenheim
Funds Investment Advisors, LLC, Guggenheim Funds Distributors, LLC, Guggenheim Real Estate, LLC, GS
GAMMA Advisors, LLC, Guggenheim Partners Europe Limited and Guggenheim Partners India Management.
This material is intended to inform you of services available through Guggenheim Investments’ affiliate
businesses.
1. Guggenheim Investments assets under management are as of 3.31.2018 and include leverage of $12.2bn. In
April 2018, Guggenheim Investments closed the sale of the firm’s Exchange Traded Fund (“ETF”) business
representing $38.6bn in assets under management, which will be reflected in the 6.30.2018 assets under
management. Guggenheim Investments represents the following affiliated investment management businesses
of Guggenheim Partners, LLC: Guggenheim Partners Investment Management, LLC, Security Investors, LLC,
Guggenheim Funds Investment Advisors, LLC, Guggenheim Funds Distributors, LLC, Guggenheim Real Estate,
LLC, GS GAMMA Advisors, LLC, Guggenheim Partners Europe Limited, and Guggenheim Partners India
Management.
2. Guggenheim Partners assets under management are as of 3.31.2018 and include consulting services for
clients whose assets are valued at approximately $66bn. In April 2018, Guggenheim Investments closed the
sale of the firm’s Exchange Traded Fund (“ETF”) business representing $38.6bn in assets under management,
which will be reflected in the 6.30.2018 assets under management.
©2018, Guggenheim Partners, LLC. No part of this document may be reproduced in any form, or referred to in
any other publication, without express written permission of Guggenheim Partners, LLC. GPIM 33901
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Contact us
New York
330 Madison Avenue
New York, NY 10017
212 739 0700
Chicago
227 W Monroe Street
Chicago, IL 60606
312 827 0100
Santa Monica
100 Wilshire Boulevard
Santa Monica, CA 90401
310 576 1270
London
5th Floor, The Peak
5 Wilton Road
London, SW1V 1LG
+44 20 3059 6600
Tokyo
Otemachi First Square,
West Tower
1-5-1, Otemachi,
Chiyoda-ku, Tokyo 100-0004
+81 03 4577 7880

About Guggenheim Investments
Guggenheim Investments is the global asset management and investment advisory division of
Guggenheim Partners, with $246 billion1 in total assets across fixed income, equity, and alternative
strategies. We focus on the return and risk needs of insurance companies, corporate and public
pension funds, sovereign wealth funds, endowments and foundations, consultants, wealth managers,
and high-net-worth investors. Our 300+ investment professionals perform rigorous research to
understand market trends and identify undervalued opportunities in areas that are often complex and
underfollowed. This approach to investment management has enabled us to deliver innovative
strategies providing diversification opportunities and attractive long-term results.

About Guggenheim Partners
Guggenheim Partners is a global investment and advisory firm with more than $305 billion2 in assets
under management. Across our three primary businesses of investment management, investment
banking, and insurance services, we have a track record of delivering results through innovative
solutions. With more than 2,400 professionals based in more than 25 offices in six countries around
the world, our commitment is to advance the strategic interests of our clients and to deliver long-term
results with excellence and integrity. We invite you to learn more about our expertise and values by
visiting GuggenheimPartners.com and following us on Twitter at twitter.com/guggenheimptnrs.
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