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decision making. Our investment process is structured to allow our best research
and ideas across specialized teams to be brought together and expressed
management into four primary and independent functions—Macroeconomic
Research, Sector Teams, Portfolio Construction, and Portfolio Management—
Our pursuit of compelling risk-adjusted return opportunities typically results in
asset allocations that differ significantly from broadly followed benchmarks.

From the Desk of the Global CIO

Jogging to the Exits

Economic growth has been strong—second quarter 2018 gross domestic product
(GDP) growth came in at a robust 4.2 percent and third quarter surprised to the
upside at 3.5 percent—but while others trumpet the current moment of peak growth
in this business cycle, our investment team is focused on the recession that we
foresee beginning in the first half of 2020.
Expansions do not die of old age; they end because important capacity constraints
are reached. Every recession since 1970 was preceded by a decline in the
unemployment rate to a level below full employment. This kind of overshoot in
the labor market typically causes the Fed to tighten policy to quell the potential
inflationary reaction, only to tighten too far and push the economy into recession.
I find it highly unlikely that the Fed will negotiate a soft landing this time either.
If a recession begins in 2020, investors must understand the history of market
performance during the run up to past recessions to appropriately position their
portfolios. In credit markets, spreads tend to stay flat in the penultimate year of the
expansion before widening in the final year. Rising defaults and increasing credit
and liquidity risk premiums drive a sharp pullback in the performance of high-yield
bonds before and during recessions.
The key here is to manage this shift in a timely manner. So as our investment
management team describes in these pages, we are focused on upgrading credit
quality, reducing spread duration, and maintaining a barbelled yield curve position to
take advantage of further curve flattening. Call it a jog to the exit rather than a run.
We are seeing typical late-cycle excesses in many corners of the economy,
but particularly in corporate credit markets. Loan covenants are lighter and
underwriting standards are looser, all while corporate debt loads get heavier. BBBrated bonds now account for about half of the $5 trillion investment-grade universe,
the highest in at least 30 years. According to Moody’s, BBB-rated bonds have an 18
percent chance of being downgraded to non-investment grade within five years. A
wave of fallen angels this big would overwhelm the high-yield market. The bottom
line is that a recession is coming, and it is imperative to prepare now for the period
leading up to the downturn. As our portfolio managers explain on page 2, we
have already reduced our corporate credit exposure to the lowest levels since the
financial crisis.

Scott Minerd
Chairman of Investments and Global Chief Investment Officer
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Portfolio Management Outlook

Nearing the Tipping Point
We are positioning for future credit market volatility as the
business cycle ages and as Fed policy turns restrictive.
While all credit sectors generally experienced a positive total return in the third
quarter with spreads tightening in the face of higher rates, market conditions
Anne B. Walsh, JD, CFA
Chief Investment Officer, Fixed Income

became more complicated in the second half of 2018 as Treasury yields rose and
equity market volatility spiked in October. Markets digested higher U.S. inflation
expectations, aggressive trade rhetoric from the Trump administration, another
rate hike from the Fed, and uncertainty in Europe, China, and the Middle East.
Depending on the point on the Treasury curve, rates were 25–45 basis points
higher from end of June to the end of October. The recent decline in equities and
the rise in yields did not surprise us as the stock market was overdue for a pullback

Steve Brown, CFA
Portfolio Manager

and rates are on a path toward the mid-3 percent range. We expect that the curve
steepening we saw in October will revert back to flattening, consistent with our
outlook for this cycle. The market is just now coming to grips with our base case
that the Fed will hike once more this year and four more times in 2019. We are
positioned for further bear flattening toward our 3.25–3.50 percent terminal fed
funds rate projection over the next year.
In the Core Plus strategy, duration and curve positioning contributed to the
outperformance relative to the benchmark since the beginning of the year. The

Eric Silvergold
Portfolio Manager

strategy’s underweight duration and barbell positioning has worked well as we saw
the curve bear-flatten. We will continue to upgrade quality, position defensively,
remain underweight duration relative to the benchmark for the time being, and
limit exposure to the short and intermediary parts of the curve in anticipation of
higher rates and a flatter yield curve. We continue to believe the entire curve will
converge to around 3.5 percent at the end of this hiking cycle.
The Core Plus strategy is increasingly looking to government and Agency

Adam Bloch
Portfolio Manager

guaranteed sectors given our defensive outlook. This shift should reduce potential
mark-to-market downside in a spread-widening environment. Structured credit
remains the largest weighting of the strategy. Within structured credit, CLOs
remained the largest-weighted category with the majority of the allocation in
senior AAA-rated tranches. Non-Agency RMBS, one of the few asset categories with
both credit and price upside, remained a core holding. Inflows and cash generated
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by the portfolio will largely remain in cash or be deployed in other very short-term,
high-quality instruments such as sovereign asset swaps.
The Multi-Credit strategy’s low duration has led to positive absolute returns over
a year in which interest rates are markedly higher and spreads are broadly wider.
The strategy continues to have its largest sector weightings to investment-grade
ABS and to non-Agency RMBS. Corporate credit allocations, particularly high yield,
remain near all-time lows for the strategy. Similar to Core Plus, inflows and cash
flow generated by the portfolio will largely remain in cash or deployed in other
very short-term instruments.
As we approach the turn in the credit cycle, we expect liquidity to become
challenging and spreads to widen. Our positioning may afford us the opportunity
to pick up undervalued credits when others are forced to sell. For now, we are
on guard for other changes in the investment landscape that might arise as the
market wakes up to the important shift that a restrictive monetary policy stance
represents.

Our Corporate Bond Allocation Has Shrunk Amid Tight Spreads, Aging Cycle

Corporate credit allocations remained
near all-time lows given broadly tight

Guggenheim Multi-Credit Composite Corporate Bond Exposure (LHS)
Average Corporate Bond Credit Spreads (Based on Market Indexes, RHS)
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Macroeconomic Outlook

Rising Rates Are Beginning to Bite
Rising rates are hurting the most rate-sensitive sectors in a
preview of the bigger slowdown headed our way.
The U.S. economy registered another quarter of robust growth, with real GDP
expanding by 3.5 percent in the third quarter. Consumer spending, which continues
Brian Smedley
Head of Macroeconomic
and Investment Research

to be buoyed by tax cuts, again powered growth. With growth running substantially
above our estimate of potential (around 1.5 percent), we expect the unemployment
rate to fall further below the 3.7 percent it reached in October. Meanwhile,
underlying inflation is in line with the Fed’s 2 percent target and trending higher,
notwithstanding some recent softening. We see upside inflation risks from tariffs,
which we expect to broaden to cover all U.S. imports from China next year.
Strong economic data have led bond investors to realize that the Fed hiking cycle
may extend further than previously assumed. The result has been an increase in

Maria Giraldo, CFA
Managing Director

long-term Treasury yields, which ratcheted closer to our terminal rate forecast
over the past quarter. Going forward, we believe 10-year Treasury yields will peak
around 3.75 percent, and that the yield curve will flatten further in 2019. The speed
at which rates rose in September and early October triggered sharp losses in equities,
a widening of credit spreads, and further gains for the trade-weighted dollar. Taken
together, financial conditions have become less supportive of growth.
Nevertheless, we continue to forecast a rate hike in December, followed by four more
in 2019. As we see it, the Fed has no choice but to try to slow the economy to avoid

Matt Bush, CFA, CBE
Director

overshooting the Fed’s dual goals of full employment and price stability. Criticism
from the White House is unlikely to deter the Fed in this task. If anything, it may
embolden policymakers to forge ahead into restrictive territory—as their latest rate
projections imply—to avoid being seen as bowing to political pressure.
The desired slowdown will occur as the Fed tightens, the escalating trade war
undermines business investment, and fiscal support fades in late 2019. The rise in
rates is already hurting housing and autos, two of the most rate-sensitive sectors.
Rising rates are dampening consumer appetite for large purchases, which is
typical toward the end of an expansion (see chart, top right). Higher mortgage and
consumer credit rates are causing household debt service costs to rise faster than
disposable income, another late-cycle indicator (see chart, bottom right).
The key question is whether the Fed will manage to slow the economy without
tipping it into recession. We wouldn’t bet on it. The U.S. economy still appears
headed for a recession in the first half of 2020. As such, we are further de-risking
client portfolios in anticipation of a bumpier ride for risky assets in 2019.
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Rising Rates Have Bruised Home, Vehicle, and Durable Goods Perceptions
Opinions on Buying Conditions: Net Good Time to Buy Due to Interest Rates (3m Mov. Avg.)
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Source: Bloomberg, University of Michigan, Guggenheim Investments. Data as of 10.31.2018.

Consumer Debt Service Costs Are Rising Faster than Disposable Income
Consumer Interest Payments, YoY%
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Portfolio Strategies and Allocations

Guggenheim Fixed-Income Strategies

Bloomberg Barclays U.S. Aggregate Index1

Guggenheim Core Fixed Income2
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34%

35%
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68%
31%

6

G
 overnments & Agencies:
Treasurys 38%, Agency Debt 1%, Agency MBS 28%, Municipals 1%

G
 overnments & Agencies:
Treasurys 0%, Agency Debt 10%, Agency MBS 15%, Municipals 10%

S tructured Credit:
ABS 1%, CLOs 0%, Non-Agency CMBS 0%, Non-Agency RMBS 0%

S tructured Credit:
ABS 14%, CLOs 9%, Non-Agency CMBS 7%, Non-Agency RMBS 1%

C orporate Credit/Other:
Investment-Grade Corp. 25%, Below-Investment Grade Corp. 0%,
Bank Loans 0%, Commercial Mortgage Loans 0%, Other 4%

C orporate Credit/Other:
Investment-Grade Corp. 18%, Below-Investment Grade Corp. 1%,
Bank Loans 1%, Commercial Mortgage Loans 8%, Other 7%

The Bloomberg Barclays Agg is a broad-based flagship

Guggenheim’s Core Fixed-Income strategy invests primarily

index typically used as a Core benchmark. It measures

in investment-grade securities, and delivers portfolio

the investment-grade, U.S. dollar-denominated, fixed-

characteristics that match broadly followed core benchmarks,

rate taxable bond market. The index includes Treasurys,

such as the Bloomberg Barclays Agg. We believe investors’

government-related and corporate securities, MBS

income and return objectives are best met through a mix

(Agency fixed-rate and hybrid ARM pass-throughs), ABS,

of asset classes, both those that are represented in the

and CMBS (Agency and non-Agency). The bonds eligible

benchmark, and those that are not. Asset classes in our Core

for inclusion in the Barclays Agg are weighted according

portfolios that are not in the benchmark include non-consumer

to market capitalization.

ABS and commercial mortgage loans.

1. Bloomberg Barclays U.S. Aggregate Index: Other primarily includes 1.5%
supranational and 0.9% sovereign debt. Please see disclosures at the end of the
document. Totals may not sum to 100 percent due to rounding.

2. Guggenheim Core Fixed Income: Other primarily includes 3.6% private placements, 1.7%
preferreds, 1.4% LPs, and 0.7% sovereign debt. Please see disclosures at the end of the
document. Totals may not sum to 100 percent due to rounding. Sector allocations are based
on the representative account of each Guggenheim strategy. Compositions may vary between
accounts and are subject to change.
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Guggenheim Core Plus Fixed Income3

22%

28%

Guggenheim Multi-Credit Fixed Income4

31%

69%

50%

G
 overnments and Agencies:
Treasurys 11%, Agency Debt 4%, Agency MBS 12%, Municipals 1%

G
 overnments and Agencies:
Treasurys 0%, Agency Debt 0%, Agency MBS 0%, Municipals 0%

S tructured Credit:
ABS 7%, CLOs 24%, Non-Agency CMBS 3%, Non-Agency RMBS 16%

S tructured Credit:
ABS 18%, CLOs 24%, Non-Agency CMBS 2%, Non-Agency RMBS 24%

C orporate Credit/Other:
Investment-Grade Corp. 3%, Below-Investment Grade Corp. 0%,
Bank Loans 2%, Commercial Mortgage Loans 0%, Other 17%

C orporate Credit/Other:
Investment-Grade Corp. 1%, Below-Investment Grade Corp. 2%,
Bank Loans 12%, Commercial Mortgage Loans 0%, Other 16%

Guggenheim’s Core Plus Fixed-Income strategy employs a total-

Guggenheim’s Multi-Credit Fixed-Income strategy is

return approach and more closely reflects our views on relative

unconstrained, and heavily influenced by our macroeconomic

value. Like the Core strategy, Core Plus looks beyond the

outlook and views on relative value. As one of Guggenheim’s

benchmark for value. Core Plus portfolios have added flexibility,

“best ideas” strategies, our Multi-Credit portfolio allocation

typically investing up to 30 percent in below investment-grade

currently reflects a heavy tilt toward fixed-income assets

securities and delivering exposure to asset classes with riskier

that we believe more than compensate investors for default

profiles and higher return potential. CLOs and non-Agency

risk. Our exposure to riskier, below investment-grade sectors

RMBS are two sectors we consider appropriate for our Core Plus

is diversified by investments in investment-grade CLOs and

strategies, in addition to more traditional core investments such

commercial ABS debt, which simultaneously allow us to limit

as investment-grade corporate bonds.

our portfolio’s interest-rate risk.

3. Guggenheim Core Plus Fixed Income: Other primarily includes 9.5% cash and 0.2%
preferred stock. Please see disclosures at the end of the document. Totals may not sum
to 100 percent due to rounding. Sector allocations are based on the representative account
of each Guggenheim strategy. Compositions may vary between accounts and are subject to
change.

4. Guggenheim Multi-Credit Fixed Income: Other primarily includes 12.5% cash and 2.3%
private placements. Please see disclosures at the end of the document. Totals may not sum
to 100 percent due to rounding. Sector allocations are based on the representative account
of each Guggenheim strategy. Compositions may vary between accounts and are subject
to change.
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Investment-Grade Corporate Bonds

Exit Strategy
Portfolio allocation as of 9.30.2018

18%

3%

Tight spreads present an opportunity to move up in quality
and liquidity.
Investment-grade corporate bond spreads tightened by 17 basis points to 106 basis
points in the third quarter, supported by the backup in Treasury yields, increased

Guggenheim
Core

Guggenheim
Core Plus

demand for risk from traditional buyers, lower levels of supply over the summer,
and record-breaking highs in equities. Despite this rally, however, unsustainable
leverage in the BBB universe warrants heightened scrutiny. Risks have grown

1%

25%

Guggenheim
Multi-Credit

Bloomberg Barclays
U.S. Aggregate

exponentially in both quantity and quality: Not only has the corporate bond
market doubled in size over the past decade to $5.2 trillion, but BBB-rated debt has
ballooned 227 percent to $2.5 trillion since 2009, according to Morgan Stanley.
Global access to liquidity has fueled this explosion of BBB issuance, largely to fund
mergers and acquisitions (M&A). Since 2015, $752 billion in high-grade corporate
bonds have been issued to fund M&A, accounting for almost one third of all
nonfinancial bond issuance, according to JP Morgan.
Our concern is that these highly levered companies will be unable to achieve the
leverage targets set forth by the rating agencies. On average, leverage increased
from 2.4x to 4.0x since 2015, and with recession on the horizon, the eventual
decline in earnings will push up leverage further. Meanwhile, rising funding

Jeffrey Carefoot, CFA
Senior Managing Director

costs will see interest coverage erode and access to capital markets become more
exclusive (see chart, top right). This perfect storm will result in downgrades to
junk status: The average BBB-rated corporate bond has an 18 percent chance of
being downgraded to noninvestment grade within the next five years, according to
Moody's data. The high-yield market may not be able to absorb this potential glut
of fallen angels without significant dislocations, causing the current tight spread
between A and BBB bonds to widen at a pace that could shock the market.
The investment-grade market mentality remains “buy the dip,” which should

Justin Takata
Managing Director

absorb the first few waves of broad-based weakness. There is no escaping the
inevitable collision of growing leverage and looming economic recession, however,
which makes for a poor risk/reward environment for prudent investors. We view
the current compression in A–BBB spreads as an opportunity to move up in quality
and liquidity ahead of what could soon become an extremely hostile environment
for investors in investment-grade corporate credit (see chart, bottom right).
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Post-M&A Deleveraging Trends Have Been Weak Despite Economic Strength
Average Total Debt / EBITDA Ratios Before and After M&A Transactions

On average, leverage increased
from 2.4x to 4.0x since 2015 for
companies involved in M&A deals.
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Source: Morgan Stanley Research. Data as of 9.21.2018. Based on a list of 32 M&A transactions since 2015 reviewed by Morgan
Stanley Research.
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High-Yield Corporate Bonds

Breaking the Resistance
Portfolio allocation as of 9.30.2018

0%

1%

Resistance to spread tightening lifted in the third quarter
as yields rose on the back of higher benchmark rates.
Investors appear to have a dual requirement for absolute and relative yield based
on our observation of trading patterns over the last several years. The few times

Guggenheim
Core

Guggenheim
Core Plus

average high-yield corporate bond yields have fallen through 5 percent, the ICE
Bank of America Merrill Lynch U.S. High-Yield index has been quick to sell off to
get yields back above this bogey (see chart, top right). Spreads found resistance at

2%

0%

Guggenheim
Multi-Credit

Bloomberg Barclays
U.S. Aggregate

around 340 basis points at the beginning of the year and the few times they have
broken through this level they have reversed. The market will temporarily accept
tighter spreads as Treasury rates rise, but not for extended periods. While five-year
U.S. Treasury yields rose 22 basis points from August to the end of September,
spreads on high-yield corporate bonds tightened by 43 basis points, and in early
October they set a new cycle low of 327 basis points before backing up due to
spillover from the broader equity market selloff.
The ICE BofA Merrill Lynch Constrained High-Yield index delivered a 2.4 percent
total return for the quarter. Lower quality continues to outperform higher
quality but to a lesser degree than earlier in the year. BBs and Bs each delivered
a 2.3 percent gain in the quarter, compared to a 2.8 percent gain for CCCs bonds.

Thomas Hauser
Senior Managing Director

Year to date, CCCs have outperformed BBs and Bs by 5.5 percent and 2.7 percent,
respectively.
The relatively strong performance of CCC credit compared to BBs and Bs meant a
significant shift in relative value earlier in the year that is coming back into balance
in the fourth quarter. On a yield-to-worst basis, CCCs offered only 4.7 percentagepoint yields over BBs in October compared to a historical average of 7.9 percent. As
of Oct. 31, the yield differential widened to 5.3 percentage points. We think there
is more pain to be felt in CCCs. On a spread basis, CCCs offered less than 500 basis

Rich de Wet
Director

points over BB spreads in September. When CCC bonds have traded inside of 500
basis points over BBs in the past, they have underperformed BBs over the following
12 months by nearly 4 percentage points, on average (see chart, bottom right).
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High-Yield Corporate Bond Yields See Resistance at 5 Percent
Spread to Worst (LHS)
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Source: ICE Bank of America Merrill Lynch, Guggenheim Investments. Data as of 10.22.2018.

CCCs Could Underperform BBs over the Next 12 Months

On a spread basis, CCCs offer less
than 500 basis points over BB

Average CCC Total Return - BB Total Return, (Next 12 Months)
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bode well for future returns. When
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Bank Loans

Secondary Loans Shrug Off Large Deals
Portfolio allocation as of 9.30.2018

1%

2%

Bank loans delivered positive returns with secondary loan
discount margins tightening over the quarter.
Between 2000 and 2016, the primary loan market would typically price about 25
new money transactions annually of $2.5 billion or larger. Those numbers rose to

Guggenheim
Core

Guggenheim
Core Plus

54 transactions in 2017 and 43 transactions so far in 2018. We view this trend with a
skeptical eye. Such large transactions are a result of large leveraged buyouts (LBO),
which have priced at the highest multiples on record. Those multiples, excluding

12%

0%

Guggenheim
Multi-Credit

Bloomberg Barclays
U.S. Aggregate

fees and expenses, averaged more than 10x in 2017 and 2018, compared to 8–9x in
2006 and 2007 (see chart, top right).
Notwithstanding some large notable transactions, there has been a general lack of
supply and increased loan demand this summer. Institutional loan volume totaled
only $89 billion in the third quarter, the lowest since the first quarter of 2016.
Year-to-date institutional issuance of $362 billion is down 8 percent year over year.
Meanwhile, CLO issuance is on pace to set an annual record. This speaks to why the
market has absorbed large transactions with such ease: The technical imbalance
has kept secondary spreads from widening over the summer and in early fall. The
Credit Suisse Leveraged Loan index gained 1.9 percent in the third quarter, making
it the 11th consecutive quarter of positive returns. During the quarter, three-year

Thomas Hauser
Senior Managing Director

discount margins tightened to 381 basis points and set a new post-crisis low of 379
basis points, though spreads remain wide of the historical low of 230 basis points
(see chart, bottom right).
The negative impact of general risk-off sentiment came late in the loan market.
U.S. equity market volatility spilled into high-yield corporate bonds in October
before it spilled into loans. By the end of October, bank loan secondary discount
margins had widened by only 15-20 basis points, compared to a more pronounced
effect in similarly-rated corporate bonds. Absent a major credit shock, we think

Christopher Keywork
Managing Director

CLO demand for loans will continue as investors pencil in another Fed rate hike in
December. In light of still tight spreads and high leverage and price multiples, we
remain highly selective in how we identify value in the loan market.
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LBO Purchase Price Multiples Set Record Highs
Average Purchase Price / EBITDA Multiples of LBO Transactions

Large leveraged buyouts have priced
at the highest multiples on record.
Those multiples, excluding fees and
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Source: S&P LCD, Guggenheim Investments. Data as of 9.30.2018.

Discount Margins Set New Post-Crisis Low, But Are Wide of Historical Tights
Three-Year Discount Margins, in Basis Points
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Asset-Backed Securities and CLOs

The New Issuance Engine that Could
Portfolio allocation as of 9.30.2018

23%

31%

CLO new issuance is on track for a record year; esoteric ABS
gains in popularity.
CLO spreads widened due to heavy new issuance supply throughout the third
quarter. Year-to-date CLO issuance is currently outpacing 2017 by $18 billion

Guggenheim
Core

Guggenheim
Core Plus

(see chart, top right) and has pushed CLO spreads to the widest levels in the last
12 months. Robust supply is likely to continue: the removal of risk retention
requirements offers market access to smaller managers, and the favorable

42%

1%

Guggenheim
Multi-Credit

Bloomberg Barclays
U.S. Aggregate

economics of refinance and reset transactions encourages activity from existing
CLO equity investors. From a fundamental perspective, CLO documentation
standards remained relatively unchanged in the third quarter. A recent rating
agency whitepaper called attention to increased leverage in CLOs’ bank loan
collateral. As a result, that rating agency decreased the recovery assumptions for
future loan defaults. While we do not expect the decreased recovery assumptions
to immediately impact rating methodology, we are closely monitoring those
collateral trends at this late stage in the credit cycle.
The esoteric ABS market continues to grow and currently stands at $22.5 billion.
New issuance of franchise finance, structured settlements, maritime container,
aircraft, and a collateralized fund obligation ABS were all successfully marketed, as

Peter Van Gelderen
Managing Director

esoteric ABS continues to benefit from a broadening investor base. The increased
attention has driven spreads in some sectors to post-crisis tights, and in the case of
franchise finance to spreads comparable to investment-grade corporate bonds. In
this rally, we remain focused on less-followed subsectors in which we can capture
information premiums instead of taking on additional credit or leverage-based risk.
We currently find value in short-tenor CLOs and select esoteric ABS. CLO supply
pressures have flattened the term curve for CLOs to the point where defensive shortspread duration CLOs are now comparably priced to riskier longer-spread duration

Josip Zdrilic, CFA
Director
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CLOs. We will remain focused on esoteric commercial ABS in the fourth quarter.
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High New Issue, Refi, and Reset Transaction Volumes Have Pressured CLO Spreads
New Issue

Year-to-date CLO issuance is currently
outpacing 2017 by $18 billion and has

Refi/Reset

pushed CLO spreads to the widest

$60bn

levels in the last 12 months.
$50bn
$40bn
$30bn
$20bn
$10bn
$0bn
2011

2012

2013

2014

2015

2016

2017

2018

Source: S&P Global Market Intelligence, Guggenheim Investments. Data as of 9.30.2018.

Non-Restaurant Whole Business ABS Market Share Is Growing
Non-Restaurant Whole Business ABS
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Non-Agency Residential Mortgage-Backed Securities

Solid Ground
Portfolio allocation as of 9.30.2018

1%

16%

Guggenheim
Core

Guggenheim
Core Plus

Favorable credit trends and market technicals allowed the
sector to shrug off slowing housing activity and higher
interest rates.
Non-Agency RMBS prices remained stable in the third quarter as steady demand
from investors and dealers allowed the market to shrug off higher mortgage rates
and mixed housing data. We remain constructive on the performance prospects
for the sector as borrower credit curing and negative net supply should continue to

24%

0%

Guggenheim
Multi-Credit

Bloomberg Barclays
U.S. Aggregate

support the market. Higher rates have created a headwind for housing affordability—
mortgage rates have increased by 100 basis points in the last 12 months, equating to a
12 percent borrower payment increase on a typical 30-year fixed rate, level pay, fully
amortizing mortgage. Although this has caused housing demand to soften recently,
longer-term trends of favorable demographics, and limited near-term supply should
continue to support housing valuations. The U.S. homeownership rate has been rising
in response to improved economic conditions and increased household formations
since bottoming out in 2016 (see chart, top right). With nationwide affordability near
historical averages and supply choked by a decade of depressed new construction,
the housing market still appears to be on solid ground.
The non-Agency RMBS sector outperformed the Bloomberg Barclays Aggregate

Karthik Narayanan, CFA
Managing Director

index, posting a 1.4 percent total return for the third quarter and 5 percent year to
date. Third-quarter new issuance totaled $18 billion, with year-to-date issuance
tracking significantly higher than experienced through the third quarter of 2017.
New issue in the third quarter comprised $8 billion of recently originated prime and
nonprime RMBS, $7 billion of non- and re-performing loan-backed deals, and $3.5
billion in credit risk transfer. Rising short-term interest rates have syphoned issuance
away from non-performing loans (NPL) RMBS and toward prime RMBS. Rising bank
deposit costs increase the attractiveness of private-label execution for prime loans

Roy Park
Director

relative to balance sheet execution. Conversely, higher short-term interest rates
pressured financing costs for sponsors of short tenor NPL-backed deals (see chart,
bottom right).
Despite our constructive sector view, finding relative value within RMBS remains
challenging. Spreads remain near post-crisis tights and the market offers little
compensation for bearing increased spread duration, subordination, or idiosyncratic
risk. We continue to favor shorter maturity and structurally senior tranches for their
lower potential price volatility as well as passthroughs backed by seasoned credit-

Alex Zhang
Vice President
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sensitive collateral types that should benefit from improving credit fundamentals.
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Household Formations Are Driving Up Homeownership
Homeownership Rate (LHS)
65.5%
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The U.S. homeownership rate has
been rising in response to improved
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Rising Rates Have Shifted Issuance to Prime RMBS from NPL Deals
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Commercial Mortgage-Backed Securities

Ebb and Flow
Portfolio allocation as of 9.30.2018

7%

3%

With CMBS issuance dropping off due to competition from
banks and insurers, investors are turning to CRE CLOs.
Private-label conduit CMBS year-to-date new issuance fell by 13 percent to $29
billion compared to the same period last year. CMBS conduit lenders are facing stiff

Guggenheim
Core

Guggenheim
Core Plus

competition for loans from banks and insurance companies that can offer better
pricing—a lower loan spread to the benchmark—despite the fact that spreads on AA
to BBB-rated conduit bonds have compressed to post-crisis tights. In conduit pool

2%

2%

Guggenheim
Multi-Credit

Bloomberg Barclays
U.S. Aggregate

composition, the total amount of retail loans contributed rose in the third quarter
to 29 percent on average, compared to 22 percent for the first half of 2018. Given the
pressure on bricks-and-mortar retail from the rise of e-commerce, our investment
activity in conduit has been restrained.
In our view, the biggest area of opportunity in commercial real estate securitized
markets is in commercial real estate collateralized loan obligations (CRE CLOs). CRE
CLOs are pools of 15–30 commercial real estate loans that commonly require capital
expenditures to bring the property’s rental revenue in line with the surrounding
market. Year-to-date CRE CLO issuance is $10 billion, compared to $7 billion for
all of 2017. For context, projected CRE CLO issuance for all of 2018 is $15 billion.
Favorable features of CRE CLOs include floating-rate coupons and shorter-term,

Shannon Erdmann
Director

relatively low retail exposure; high credit enhancement; high sponsor retention;
and excess cash flow triggers that divert cash flow away from noninvestmentgrade tranches if a deal starts to underperform (see chart, top right). Despite these
attractive features, potential opportunities must be carefully vetted for strength
and experience of the deal sponsor, loan borrower, loan leverage, loan debt service
coverage ratio, and loan debt yield. Both static and managed CRE CLO AAA-rated
bonds enjoy a spread pickup relative to benchmark conduit AAA-rated last cash
flow bonds (see chart, bottom right). As such, investor demand for CRE CLOs

Phil Hoehn
Vice President

remains high. Managed deals tend to price wider than static deals as they typically
have a two-year non-call period, and the reinvestment capability leaves investors
partially blind to the loan pool at issuance.
We continue to favor more defensive, loss-remote, principal-bearing bonds,
along with senior interest-only bonds in conduit CMBS, as well as both static and
managed CRE CLO investments with strong deal sponsors at spreads similar to or
better than conduit spreads.

Darragh Murphy
Vice President
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CRE CLO Features Are Attractive Relative to Conduit Features
2018 Average

Favorable features of a CRE CLO
include the floating-rate coupon and
shorter-term, relatively low retail
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Commercial Real Estate Debt

End of the Road for Growth
Portfolio allocation as of 9.30.2018

8%

0%

Investors face headwinds as market forces conspire to end
the property price appreciation trend.
Commercial real estate prices now stand 26 percent above their prior peak in 2007,
but rising interest rates, increasing operating costs, and less robust revenue growth

Guggenheim
Core

Guggenheim
Core Plus

may slow the pace of growth in both prices and net operating income (NOI).
For the past six years, the spread between the 10-year Treasury yield and cap rates
has provided attractive returns to investors, but since the third quarter of 2016,

0%

0%

Guggenheim
Multi-Credit

Bloomberg Barclays
U.S. Aggregate

Treasury rates have risen while cap rates have declined (see chart, top right).
This has squeezed investors as the cost of debt has increased due to rising rates,
but their return over the 10-year Treasury has compressed. In addition, decelerating
growth in NOI in all property types other than industrial over the last two years
indicates that we may be at a tipping point in values. Investors are adjusting their
risk/return objectives by increasing cap rates on new purchases. Evidence of this
can be found in quarterly cap rates, which dipped slightly at the end of the first half
of 2018 (see chart, bottom right).
Adding to these concerns, especially for new construction and typical tenant
improvement projects, is the rising cost of steel, wood, and aluminum due to
ongoing trade disputes with China and Canada. Owners will try to pass on these

William Bennett
Managing Director

higher prices to tenants, but nevertheless they will likely see their returns negatively
affected. Increased construction costs and higher debt costs could also stifle new
development projects over the next two years, which would contribute to the
slowdown in the economy that our Macroeconomic and Investment Research
Group expects to occur in 2020.
Capital supply has remained well above demand, and we do not see that changing
for the remainder of the year. We anticipate a strong fourth quarter for originations
for banks, life companies, and Agency lenders. With the recent rise in short-term

Ted Jung
Director

rates, we see value in five- to seven-year terms in both floating and fixed-rate
products. While the bridge market is dominated by private lenders, we are finding
conservative borrowers with reasonable debt requests who are willing to pay a yield
premium for prepayment flexibility and future proceeds at a fixed interest rate.
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Cap Rates Declined Even as Treasury Yields Rose
10 Year U.S. Treasury Rate
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Investors Increased Cap Rates on New Purchases
Quarterly Cap Rates by Property Type
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Municipal Bonds

Weather Report
Portfolio allocation as of 9.30.2018

10%

1%

Technicals support short-term performance, but many
municipalities are ill-prepared for an economic downturn.
Favorable technical dynamics and positive headlines buoyed municipal bond
performance in 2018. While total issuance declined by 20 percent year over year,

Guggenheim
Core

Guggenheim
Core Plus

new money supply increased by 22 percent over the same period and has been
consistently met with excess demand. Meanwhile, the AAA-rated tax-exempt
municipal yield curve experienced a more parallel shift higher versus the bear

0%

1%

Guggenheim
Multi-Credit

Bloomberg Barclays
U.S. Aggregate

flattener seen in Treasurys, providing greater relative compensation for assuming
duration risk (see chart, top right).
Since 2017, historically tight spreads have reflected improving credit developments,
highlighted by timely state budgets, Supreme Court decisions with favorable
fiscal implications (e.g., South Dakota v. Wayfair, Janus v. AFSCME), and Puerto
Rico’s consensual restructuring negotiations. However, we believe these favorable
factors are more than offset by states’ mounting fiscal challenges ahead of the
next recession, which we believe will begin in the first half of 2020. We expect
municipalities to be less prepared to weather the next economic downturn given
the smaller relative size of their reserves compared to past cycles (see chart, bottom
right), and rigid budgets hampered by growing healthcare and pension costs.

James Pass
Senior Managing Director

Structural pension issues will only compound in the economic downturn as pension
assets are directly vulnerable to equity market performance. Our Macroeconomic
and Investment Research Group's work indicates that U.S. stocks could see peakto-trough declines of more than 40 percent in the next bear market, which would
further undermine municipal issuers' credit quality by expanding pension funding
gaps—or in other words leverage.
Over the past year, the municipal market has been amenable to issuers' undesirable
late-cycle behavior such as replacing bond documents with weaker provisions,

Allen Li, CFA
Managing Director

employing aggressive financing strategies (e.g., use of pension obligation bonds),
and issuing tax securitizations with zero-sum implications for general obligation
bondholders. As we continue to observe diminished market liquidity, we remain
focused on the need for credit discipline and defensive positioning.

Michael Park
Vice President
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AAA Tax-Exempt Munis Offered Better Risk Compensation than Treasurys
AAA GO (12.29.2017)
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Most States' Reserves Have Declined Since the Last Downturn
Change in State Fund Balances as % of Expenditures Since 2007
Negative

Positive

Favorable factors are more than
offset by many state issuers’
mounting fiscal challenges as we
approach recession in the first half
of 2020. We expect municipalities
to be less prepared to weather the
next economic downturn given the
smaller relative size of their reserves
compared to past cycles.

Source: Pew Trusts, Guggenheim Investments. Data as of 8.29.2018.
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Agency Mortgage-Backed Securities

Supply Yawn
Portfolio allocation as of 9.30.2018

15%

12%

The market shrugged off the Fed’s withdrawal as a buyer,
but sector volatility could spike if prepayments rise.
Agency MBS performance was slightly negative in the third quarter, which ended
with higher rates and a flatter yield curve. The Bloomberg Barclays U.S. MBS index

Guggenheim
Core

Guggenheim
Core Plus

posted a -0.12 percent total return (see chart, top right). Yields ended the quarter
at 3.59 percent, 18 basis points higher than the previous quarter, while optionadjusted spreads were unchanged over the quarter (see chart, bottom right).
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Guggenheim
Multi-Credit

Bloomberg Barclays
U.S. Aggregate

Conventional MBS underperformed GNMA, 30-year MBS underperformed 15-year
MBS, and lower coupons underperformed higher coupons. Prepayment speeds
were largely unchanged.
The market has thus far absorbed the Fed balance sheet runoff without any major
issues. Supply/demand technicals have been mostly balanced for the past six
months, keeping spreads steady, though the sector has been vulnerable in recent
market moves along with other sector spreads. Higher rates and wider spreads may
further dampen supply and prepayments, improving the near-term outlook for the
sector. We are seeing the increasing float of more negatively convex generic new
production bonds, however, a situation we will continue to monitor. Without the
Fed as an active buyer of these bonds, the private sector must absorb them, and

Aditya Agrawal, CFA
Director

we expect downward pressure on prices in the sector if prepayments rise. In other
words, we view the broader sector as vulnerable in a large rate rally with the Fed out
of the market. Careful security selection and active management will be vital in this
market going forward, but we are well positioned to capitalize on this scenario.
We continue to favor investments in which either the collateral or structure
offers some cash flow stability at reasonable spreads. Accordingly, we find select
subsectors attractively priced in the current environment, including longermaturity Agency multifamily, better call-protected pools, and some collateralized

Louis Pacilio
Vice President
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mortgage obligation structures.
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Agency MBS Has Been Relatively Stable Amid Higher Volatility
Year-to-Date Performance
Agency MBS
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Higher Rates, Flatter Yield Curve Hurt Agency MBS Performance
Bloomberg Barclays U.S. MBS Index Spreads
Zero-Volatility Spread (LHS)
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Rates

Limited Room for Rates to Rise
Portfolio allocation as of 9.30.2018

10%

15%

The yield curve should flatten further as economic strength
continues to justify Fed tightening.
The Federal Open Market Committee delivered another rate hike in September,
raising the federal funds rate by 25 basis points to a target range of 2.00–2.25

Guggenheim
Core

Guggenheim
Core Plus

percent. The probability of a September rate hike was priced in at over 90 percent
based on overnight index swaps (OIS) by early August. Despite this near certainty,
Treasury yields increased as additional hikes were priced in further out on the
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40%

Guggenheim
Multi-Credit

Bloomberg Barclays
U.S. Aggregate

curve, with two-year yields higher by 29 basis points, and five-, 10-, and 30-year
yields higher by 20 basis points over the quarter. The two-year/10-year Treasury
yield curve continued its flattening trend quarter over quarter, as did the twoyear/10-year swap curve, though both steepened a little in early October (see chart,
top right). We believe the flattening trade remains intact as the impetus for the Fed
to keep hiking remains strong for reasons outlined by our Macroeconomic and
Investment Research Group on page 4.
Higher yields resulted in the U.S. Treasury market delivering a negative total return
of -0.6 percent, and a year-to-date total return of -1.67 percent. The U.S. Treasury
20+ Year index returned -3.0 percent, bringing the year-to-date total return to -5.9
percent. The U.S. Agency index returned 0.3 percent, resulting in a year-to-date total

Connie Fischer
Senior Managing Director

return of -0.6 percent. The move higher in yields was not just a U.S. phenomenon:
The global Treasury index returned -1.7 percent during the quarter, bringing the
year-to-date total to -2.6 percent.
The move higher in yields has provided attractive buying opportunities in highquality, long-duration fixed-income assets. For example, we are constructive on
low-coupon, long-maturity callable Agency bonds, which have seen durations
extend and are trading at deep discounts because of the call option being out of the
money. These look especially attractive given that we do not see much more rate

Kris Dorr
Managing Director

upside from current levels. Our Macroeconomic and Investment Research Group
forecasts that 10-year Treasury yields will peak around 3.75 percent (see chart,
bottom right), and that the yield curve will flatten further in 2019. With 30-year
Treasury yields trading around 3.34 percent, we see relatively less room for yields at
the long end of the curve to rise. Thus, deep-discount low-coupon callable Agency
bonds provide an attractive yield with relatively limited downside based on our
outlook for higher rates and a flatter curve.

Tad Nygren, CFA
Managing Director
Note: “Rates” products refer to Treasury securities and Agency debt securities.
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Treasury and Swap Curve Still in a Multi-Year Flattening Trend
2s10s Treasury Curve

The two-year/10-year Treasury yield
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10-Year Treasury Yields Are on Track to Peak Around 3.75 Percent
10-Year Treasury Yields vs “Terminal Fed Funds” as Proxied by the January 2020 Fed Funds
Futures Contract
3.90%

Our Macroeconomic and Investment
Research Group forecasts that 10year Treasury yields will peak around
3.75 percent, and that the yield curve
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will flatten further in 2019.

10-Year Treasury Yield

3.70%

3.50%

3.30%
as of 11.14.2018
3.10%

2.90%

2.70%
2.45%

2.65%

2.85%
3.05%
3.25%
January 2020 Fed Funds Futures-Implied Rate

3.45%

3.65%

Source: Bloomberg, Guggenheim Investments. Based on daily data from 6.1.2018–11.14.2018.

Fixed-Income Outlook | Fourth Quarter 2018

27

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.
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. EBITDA, which stands for earnings before interest, taxes, depreciation and amortization, is a commonly used
proxy for the earning potential of a business. Debt Service Coverage Ratio shows net operating income as a multiple of current debt obligations due within one year.
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.
INDEX DEFINITIONS Leveraged loans are represented by the Credit Suisse Leveraged Loan index which tracks the investable market of the U.S. dollar denominated leveraged loan market. It
consists of issues rated “5B” or lower, meaning that the highest rated issues included in this index are Moody s/S&P ratings of Baa1/BB+ or Ba1/ BBB+. All loans are funded term loans with a tenor
of at least one year and are made by issuers domiciled in developed countries. High-yield bonds are represented by the Credit Suisse High-Yield index, which is designed to mirror the investable
universe of the $US denominated high yield debt market. Investment grade bonds are represented by the Bloomberg Barclays Corporate Investment-Grade index, which consists of securities
that are SEC registered, taxable and dollar denominated. The index covers the U.S. corporate investment-grade fixed-income bond market. Treasurys are represented by the Bloomberg Barclays
U.S. Treasury index, which includes public obligations of the U.S. Treasury with a remaining maturity of one year or more. The S&P 500 index is a capitalization-weighted index of 500 stocks,
actively traded in the U.S. designed to measure the performance of the broad economy, representing all major industries. The Chicago Board Options Exchange (CBOE) Volatility index (VIX)
shows the market’s expectation of 30-day volatility using the implied volatilities of a wide range of S&P 500 index options. Collateralized loan obligations are represented by the JP Morgan CLO
index (CLOIE). Commercial mortgage-backed securities issued after 2010 are represented by the Bloomberg Barclays CMBS 2.0 index. The Bloomberg Barclays Global Treasury index tracks
fixed-rate, local currency government debt of investment grade countries, including both developed and emerging markets. The referenced indexes are unmanaged and not available for direct
investment. Index performance does not reflect transaction costs, fees or expenses. Basis point: One basis point is equal to 0.01 percent. Likewise, 100 basis points equals 1 percent.
Applicable to Middle East investors: Contents of this report prepared by Guggenheim Partners Investment Management, LLC, a registered entity in their respective jurisdiction, and affiliate of
Guggenheim KBBO Partners Limited, the Authorised Firm regulated by the Dubai Financial Services Authority. This report is intended for qualified investor use only as defined in the DFSA Conduct
of Business Module.
1. Guggenheim Investments assets under management are as of 9.30.2018. The assets include leverage of $11.8bn for 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 9.30.2018 and include consulting services for clients whose assets are valued at approximately $66bn.
©2018, Guggenheim Partners, LLC. No part of this article may be reproduced in any form, or referred to in any other publication, without express written permission of Guggenheim Partners, LLC.
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Contact us

About Guggenheim Investments

New York

Guggenheim Investments is the global asset management and investment advisory

330 Madison Avenue
New York, NY 10017
212 739 0700

division of Guggenheim Partners, with more than $207 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

Chicago

managers, and high-net-worth investors. Our 300+ investment professionals

227 W Monroe Street

opportunities in areas that are often complex and underfollowed. This approach to

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
+03 4577 7880

perform rigorous research to understand market trends and identify undervalued
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
$265 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 2,400+
professionals based in more than 25 offices in six countries, 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.

