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From the Desk of the Global CIO
I am pleased to introduce our Fixed-Income Outlook, a new quarterly publication that shares insights
from the leaders of our 160+ member fixed-income investment team. We have organized this outlook
to present the relative-value conclusions that are incorporated into Guggenheim Investment’s Core,
Core Plus, and Multi-Credit fixed-income portfolios, and also to illuminate the uniqueness of our
investment management structure and process.
Based on Adam Smith’s seminal observation that the productivity of any business endeavor is improved
by specialization, our investment process separates research, security selection, portfolio construction,
and portfolio management into teams with specialized expertise. We find that this structure not only
fosters objective decision making, well-defined accountability, and frequent communication among
functional groups, but it also helps us avoid the decision-making pitfalls identified by Daniel Kahneman
in his Nobel Prize-winning research in behavioral economics.
As Kahneman explained, there are two types of systems that shape human decision making. The first
system, based on intuition and emotion, tends to be automatic, formed with incomplete information,
and full of cognitive biases. The second system, which is slow and effortful, enables people to incorporate
more information and weigh options in a deliberative, logical decision-making process. At Guggenheim,
we endeavor to make System 2 decisions throughout our investment process.
Accordingly, our organization features separate groups that specialize in the different functions of
investment management: Our Macroeconomic Research Team identifies and provides outlooks on key
economic themes; our Sector Teams conduct rigorous fundamental analysis to make specific security
recommendations; our Portfolio Construction Group determines investment strategy, portfolio
positioning, and sector weightings based on macroeconomic and relative-value sector analysis; and our
Portfolio Managers implement and optimize investment strategies, and ensure that portfolios comply
with client guidelines. The groups work autonomously, but collaborate within our investment process.
In the pages that follow, our different groups present their summary analyses of the most recent period,
and provide their outlook in their particular area of expertise. As you will see, our Core, Core Plus, and
Multi-Credit strategies integrate the work of the different groups, leading to relative-value conclusions
and asset allocations that differ significantly from broadly followed benchmark indexes.
Most importantly, our investment process provides a foundation for disciplined, systematic, and
repeatable investment results that do not rely on one key individual or group. We hope you find this
discussion useful, and we look forward to continuing to share our teams’ ideas on identifying relative
value across U.S. fixed-income market sectors.

B. Scott Minerd
Chairman of Investments and Global Chief Investment Officer
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Macroeconomic Outlook
Fears of a 2016 U.S. recession are overblown. A rebalancing
oil market should calm markets in the second half of the year.
A sharp selloff in global equities and continued volatility in credit markets have
rattled investors, but we do not believe the factors roiling the markets will derail
the ongoing U.S. expansion. A stronger dollar has weighed on the U.S. economy,
but consumer spending, which accounts for 70 percent of the U.S. economy, has
been resilient. Aided by the windfall of lower energy prices, final domestic demand
contributed 2.5 percentage points to real GDP growth in 2015 (see chart, top right).
The labor market is now operating near full employment with the unemployment
rate at 4.9 percent, and tight labor market conditions are beginning to spur faster
wage growth. Based on our analysis of these and other factors, we believe the U.S.
economy is fundamentally sound, and find little evidence to support the conclusion
that the economy will fall into a recession in 2016. Our base case is that the next
recession will arrive in 2018 or later.
The decline in oil prices may be helping consumers, but as our sector managers
relate throughout this report, it has taken a toll on corporate credit. Our research
team’s oil model indicates that oil prices will rise toward $40 per barrel in 2016,
however, as global supply and demand rebalance (see chart, bottom right).
Despite the relative health of the U.S. economy, markets are questioning the Fed’s
resolve to increase rates. Giving rise to this view are concerns that sluggish global
growth will hold back the U.S. expansion, that inflation will remain below the Fed’s
target for longer, and that tighter conditions in credit markets have raised recession
Brian Smedley
Head of Macroeconomic and
Investment Research

risks. Our view is that the Fed remains focused on fulfilling its dual mandate
objectives of maximum employment and price stability, and thus is biased toward
normalizing policy. We expect further declines in the unemployment rate as job
gains outstrip growth in the labor force. Meanwhile, core and headline inflation
should move closer to the Fed’s target by year end, reflecting our forecasts for a
tighter labor market and a modest rise in oil prices. This should keep a couple of
Fed rate hikes on the table in 2016, which we would interpret as a sign that the
expansion remains intact. A solid macroeconomic backdrop and a rebalancing oil
market should support an improving credit picture in the second half of 2016.

Maria Giraldo, CFA
Vice President

2

Fixed-Income Outlook | First Quarter 2016

U.S. Demand Growth Remains Solid Despite Trade and Inventory Drags
Final Domestic Demand

Net Exports Plus Inventory Investment

3.5%
3.0%
Contribution to Y/Y Real GDP Growth*

2.5%
2.0%

We see only modest risks of
recession in 2016 despite some
prognostications to the contrary.
A stronger dollar has weighed on the
U.S. economy, but domestic demand
growth looks solid, with consumer
spending leading the way.
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Source: Guggenheim Investments, Haver, BEA. Data as of 12.31.2015. *In percentage points.

Oil Prices Should Rebound Toward $40 Per Barrel
Upper-Lower Bound with 1 Standard Deviation
Guggenheim Model Forecasted WTI Prices

Actual WTI Prices
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A supply glut has caused a surge
in global oil inventories, leading to
a 70 percent decline in oil prices
from July 2014 to December 2015.
The Guggenheim model indicates
that the oil market will move closer
to balance in 2016, however,
as demand rises and high cost
producers curtail production.
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Source: Guggenheim Investments, Bloomberg, Haver, EIA. Data as of 2.29.2016.
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Portfolio Management Outlook

Finding Value Beyond the Benchmark
Our Macroeconomic Research Team’s positive top-down analysis that the United
States is unlikely to enter a recession within the next two years, and the bottom-up,
security-specific analytical work of our Sector Teams, informed the relative value
discussions in this report. These conclusions are reflected in our portfolio asset
allocations, which differ from the weightings of the benchmark (see chart, bottom
right). Supported by these views, and our research team’s work on the oil market,
we have cautiously added to higher beta credit assets since October 2015.
Anne B. Walsh, JD, CFA
Assistant CIO, Fixed Income

Oil prices, which fell by 70 percent from July 2014 through December 2015, will
likely continue to drive general market volatility, at least in the first half of the year.
Our research team’s work informs us that downgrades and defaults in energy credits
historically peak 18–24 months following an initial decline in oil prices, a timeframe
that culminates in the first half of this year. While we remain cautious about energy
exposure, our research team’s oil model (see chart on bottom of page 3) projects
prices rebounding to around $40 by year end. The market’s reaction to depressed
prices thus presents us with an opportunity to invest in high-yield bonds that our
Sector Teams’ credit analysis suggests can survive our average oil price projection

James Michal
Portfolio Manager

of $40–$45 per barrel over the next few years.
Outside of the energy subsector, the high-yield bond market, as discussed on
page 10, has been unfairly punished due to commodity weakness and the resulting
spillover. Yields in many industries are 1.5–2 percent higher than they were when oil
prices began to decline in mid-2014, despite stable fundamentals, and should appeal
to clients with higher risk tolerance.
Similarly, as discussed on page 12, bank loan prices have suffered from high-yield
market weakness as well as outflows from mutual funds, which led this generally
resilient sector to post its second annual loss on record in 2015. Nonetheless, with

Steve Brown, CFA
Portfolio Manager

low rate sensitivity, attractive yields, less than 4 percent exposure to commodity
sectors, a higher position in the capital structure than bonds, and with floating-rate
coupons, we believe bank loan investors are being well-compensated for risk.
The Macroeconomic Research Team’s constructive outlook on the U.S. economy
also supports our Sector Team’s positive view on non-Agency residential mortgagebacked securities (RMBS) (page 16). Non-Agency RMBS generally offer 3.5–5 percent
yields that are floating-rate, senior, and amortizing, and reflect conservative default
and recovery assumptions.
Investment-grade asset-backed securities (ABS) tranches with floating coupons

Eric Silvergold
Portfolio Manager

are a fit for our investors with rating restrictions, as well as those seeking short
interest-rate duration (page 14). Collateralized loan obligations (CLOs), a subset of the
ABS market, have historically performed well, with AAA-rated and AA-rated CLO
tranches experiencing no defaults or principal losses between 1994 and 2014.
With near-pristine credit performance, and recent spread widening across the
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capital structure, high-quality CLOs are increasingly attractive on a relative basis,
with yield premiums of 100-200 basis points relative to corporate bonds of the same
credit rating.
Investors often overlook ABS and non-Agency RMBS because they are not
represented in the most widely followed fixed-income benchmark, the Barclays
U.S. Aggregate index (Barclays Agg). Government-related securities, including U.S.
Treasurys, Agency MBS, and Agency debt, represent about 70 percent of the Barclays
Agg, but we see less value in this asset class. Nevertheless, the Fed’s steady demand
for Agency MBS, coupled with the sector’s liquidity, make Agency MBS an attractive
option for diversifying a portfolio to withstand volatility.
Our clients range from insurance companies and pension funds to individual
investors. Although the vehicles that package our investment strategies may vary,
our approach is consistently applied to each one. In this report, our process is
explained in the context of allocations within our three primary institutional fixedincome strategies—Core, Core Plus, and Multi-Credit (see pages 6–7). We incorporate
our views on relative value into these strategies to help achieve multiple portfolio
objectives, including income requirements, duration targets, and investment-grade
credit quality. This flexibility, and our continuous emphasis on making the best
relative-value decisions for each portfolio, results in asset allocations that differ
substantially from the benchmark.

Scarcity of Yield in Fixed-Income Benchmark
Current

Average

Historical Range

18%
15%
12%
9%

7.7%

6.9%
6%

4.6%

5.2%
3.5%

3%
0%

2.3%

7.5%
6.2%

4.9%
2.7%

4.1%

3.6%
2.5%

1.5%

1.4%

Barclays Agg

ABS

Municipals

CMBS

Corporates

Treasurys

Sector Weight:

0.5%

1.2%

1.8%

24.1%

36.7%

1.8%

Agency MBS Agency Bonds
28.5%

4.2%

Source: Barclays. Data as of 1.31.2016. Historical average based on available Barclays data. For Barclays U.S. Aggregate and Agency
MBS since January 1976; Treasurys and Corporates since January 1973, ABS since December 1991, Munis and Agency Bonds since
January 1994, and CMBS since July 1999.
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Positioning our portfolios to take
advantage of where we see relative
value is an essential component
of our investment approach. With
about 70 percent of the Barclays U.S.
Aggregate Bond Index concentrated
in low-yielding Treasury and Agency
debt, it is difficult to generate
compelling total return while
maintaining the weightings of the
benchmark. Our approach to relative
value and asset allocation present a
potential solution to this conundrum.
With the yield of the Agg at 2.3
percent, and each Index subsector
yielding less than 4 percent, we look
to sectors that are under-represented
in the benchmark to find value.
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Portfolio Strategies and Allocations

Guggenheim Fixed-Income Strategies
Barclays U.S. Aggregate Index1

Guggenheim Core Fixed Income2

Governments & Agencies:
Treasurys 36%, Agency Debt 4%,
Agency MBS 29%, Municipals 1%

27%

2%
71%

22%

Structured Credit:
ABS 1%, CLOs 0%, CMBS 2%,
Non-Agency RMBS 0%

49%
29%

Corporate Credit/Other:
Investment-Grade Corp. 24%, BelowInvestment-Grade Corp. 0%, Bank
Loans 0%, Commercial Mortgage
Loans 0%, Other 3%

The Barclays Agg is a broad-based flagship index
typically used as a Core benchmark. It measures the
investment-grade, U.S. dollar-denominated, fixed-rate
taxable bond market. The index includes Treasurys,
government-related and corporate securities, MBS
(Agency fixed-rate and hybrid ARM pass-throughs), ABS,
and CMBS (Agency and non-Agency). The bonds eligible
for inclusion in the Barclays Agg are weighted according
to market capitalization.

Strategy Highlights

Governments & Agencies:
Treasurys 0%, Agency Debt 7%,
Agency MBS 4%, Municipals 10%
Structured Credit:
ABS 13%, CLOs 7%, CMBS 7%, Non-Agency
RMBS 2%
Corporate Credit/Other:
Investment-Grade Corp. 25%, BelowInvestment-Grade Corp. 1%, Bank Loans 2%,
Commercial Mortgage Loans 11%, Other 10%

Guggenheim’s Core Fixed Income strategy invests primarily
in investment-grade securities, and delivers portfolio
characteristics that match broadly followed core benchmarks,
such as the Barclays Agg. We believe investors’ income and
return objectives are best met through a mix of asset classes,
both those that are represented in the benchmark, and those
that are not. Asset classes in our Core portfolios that are not
in the benchmark include non-consumer ABS and commercial
mortgage loans.

Average
Credit Quality5

Yield To
Maturity

Effective
Duration

1-Year Return
Gross/Net

3-Year Return
Gross/Net

5-Year Return
Gross/Net

AA+

2.6%

5.7 years

0.5%

1.4%

3.3%

A

5.2%

6.7 years

2.2% / 1.7%

4.4% / 3.9%

7.0% / 6.5%

Guggenheim Core Plus Fixed Income

BBB+

4.8%

4.0 years

2.0% / 1.4%

4.5% / 4.0%

6.9% / 6.4%

Guggenheim Multi-Credit Fixed Income

BB+

6.2%

1.2 years

2.6% / 1.4%

5.3% / 3.8%

7.4% / 5.7%

Barclays U.S. Aggregate Index
Guggenheim Core Fixed Income

Source: Guggenheim Investments, Barclays. Data as of 12.31.15.
Performance shown is based on the corresponding composite for each strategy: Guggenheim Core Fixed Income uses the Guggenheim Core Fixed Income Master Composite, Guggenheim Core Plus Fixed Income
uses the Guggenheim Core Plus Fixed Income Composite and Guggenheim Multi-Credit Fixed Income uses the Guggenheim Multi Credit Composite (collectively, the “Composites”). Portfolio characteristics
(including Sector Allocations, Credit Quality, Yield to Maturity, and Duration) are based on a representative account within each Composite and are supplemental to each Composite. Characteristics may vary
between accounts and are subject to change.
Past performance does not guarantee future returns. The value of any investment may rise or fall over time. Principal is not guaranteed, and investors may receive less than the full amount of principal invested
at the time of redemption if asset values have declined. Individual account performance may be greater than or less than the performance presented for this composite. Gross returns are presented net of nonreclaimable foreign withholding taxes applicable to the U.S. investors and include the reinvestment of income. Net returns are calculated by reducing gross returns with a model fee that includes 1) the greater
of a) the highest management fee charged to an account in the Composite or b) the highest tier of the current management fee schedule, and 2) estimated performance fees where applicable. Performance
numbers for time periods greater than one year are annualized.
1
Barclays U.S. Aggregate Index: Other includes 2% Supranational and 1% Sovereign debt. 2 Guggenheim Core Fixed Income: Other primarily includes 1% Cash, 2% LPs, 2% Preferred Stock, 4% Private
Placements, 1% Sovereign Debt. 3 Guggenheim Core Plus Fixed Income: 7% Cash, 5% Preferred Stock, 1% Sovereign Debt. 4 Guggenheim Multi-Credit Fixed Income: Other primarily includes 0.4% Cash, 5%
Preferred Stock, 1% Private Placements, 2% Sovereign Debt. 5 Please see disclosures at the end of the document. Totals may not sum to 100 percent due to rounding.
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Guggenheim Core Plus Fixed Income3

30%

Guggenheim Multi-Credit Fixed Income4

Governments and Agencies:
Treasurys 8%, Agency Debt 1%,
Agency MBS 1%, Municipals 3%

13%

Governments and Agencies:
Treasurys 0%, Agency Debt 0%,
Agency MBS 0%, Municipals 0%

Structured Credit:
ABS 11%, CLOs 20%, CMBS 6%,
Non-Agency RMBS 21%

47%

53%

Corporate Credit/Other:
Investment-Grade Corp. 6%, BelowInvestment-Grade Corp. 5%, Bank Loans 7%,
Commercial Mortgage Loans 0%, Other 13%

57%

Corporate Credit/Other:
Investment-Grade Corp. 3%, BelowInvestment-Grade Corp. 14%, Bank Loans 22%,
Commercial Mortgage Loans 0%, Other 8%

Guggenheim’s Core Plus Fixed Income strategy employs a
total-return approach and more closely reflects our views on
relative value. Like the Core strategy, Core Plus looks beyond
the benchmark for value. Core Plus portfolios have added
flexibility, typically investing up to 30 percent in belowinvestment-grade securities and delivering exposure to
asset classes with riskier profiles and higher return potential.
CLOs and non-Agency RMBS are two sectors we consider
appropriate for our Core Plus strategies, in addition to more
traditional core investments such as investment-grade
corporate bonds.

Guggenheim’s Multi-Credit Fixed Income strategy is
unconstrained, and heavily influenced by our macroeconomic
outlook and views on relative value. As one of Guggenheim’s
“best ideas”strategies, our Multi-Credit portfolio allocation
currently reflects a heavy tilt toward fixed-income assets that
we believe more than compensate investors for default risk.
Our exposure to riskier, below-investment-grade sectors is
diversified by investments in investment-grade CLOs and
commercial ABS debt, which simultaneously allow us to limit
our portfolio’s interest-rate risk.

Guggenheim’s Investment Process Has Resulted in Outperformance
Five-Year Annualized Gross Return (December 2010 to December 2015)
8%

Guggenheim
Multi-Credit Fixed Income

Total Annual Return

7%

5%
4%

Guggenheim
Core Fixed Income

Guggenheim
Core Plus Fixed Income

6%

ML ABS Master
BBB-AA Rated Index

Barclays U.S. Corporate
Investment Grade

Barclays U.S. Securitized

3%
2%

Barclays
U.S. Municipals

Barclays U.S. Corporate
High Yield

Barclays
BAA Corporate

Credit Suisse Leveraged Loan

Barclays
U.S. Aggregate

Barclays
U.S. High Yield Loan

Barclays ABS

1%
0%

0%

1%

2%

3%
4%
5%
Annualized Risk (Standard Deviation)

Structured Credit:
ABS 19%, CLOs 24%, CMBS 0%,
Non-Agency RMBS 11%

6%

7%

While our strategies incorporate the
same top-down view, each portfolio’s
asset mix is determined by our clients’
needs and risk preferences, by our
best ideas on relative value, and by
the portfolio’s ability to invest in
sectors not typically represented
in benchmarks. Our portfolio
managers, sector managers, Portfolio
Construction Group, and research
team work together to deliver
compelling risk-adjusted returns
to our clients.

8%

Source: Guggenheim, Barclays, Bloomberg, Credit Suisse. Data as of 12.31.2015.
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Investment-Grade Corporate Credit

Higher Yields for Strong Convictions
Portfolio allocation as of 12.31.15

25%

6%

Guggenheim
Core

Guggenheim
Core Plus

Widening spreads and higher yields in investment-grade
corporates presents opportunities to add selectively to
positions where our credit conviction remains unchanged.
A perfect storm of market events caused investment-grade corporate credit
spreads to widen in 2015. A weakening outlook for global growth, and a heavy
supply-demand imbalance in commodities markets drove selling in the energy
and basic materials industries. A strengthening dollar negatively affected earnings

3%

24%

Guggenheim
Multi-Credit

Barclays
U.S. Aggregate

growth for some of the largest multinational companies, and the Fed’s decision
to delay raising interest rates until December spurred selling across financials.
In addition, supply weighed on the market as banks issued over $300 billion of debt
to bolster capital ratios. Total investment-grade bond issuance set a new record in
2015 with $1.2 trillion in gross supply (see chart, top right).
As a result of this tumult, spreads in 2015 widened by 35 basis points to 165 basis
points based on the Barclays U.S. Corporate Investment Grade Index, which posted
a loss of 0.7 percent for the year. While investment-grade bonds offered average
yields of 3.7 percent in 2015, the highest since the taper tantrum in 2013, over 350
investment-grade credits expected to join the high-yield market (at a par value of
nearly $240 billion) traded at 6.4 percent yield by year end, equivalent to a BBcredit yield.
The spread widening suggests that the market is pricing in deteriorating credit
fundamentals and future downgrades. While this may be true for certain issuers,
we believe the spread widening in 2015 has created an opportunity to lock in higher

Jeffrey Carefoot, CFA
Managing Director

yields on issues where we maintain strong credit convictions. Such opportunities
to add yield have grown in the investment-grade market over the past several
months, with 43 percent of the market offering yields of 4 percent or more, up from
18 percent at the beginning of 2015 (see chart, bottom right). We expect further
volatility in energy, and are waiting for weaker hands to exit, but we like financials,
as stricter capital adequacy requirements have forced banks to strengthen balance
sheets, thereby easing credit risk. We also find mature companies in the technology
sector attractive because of their cash-heavy balance sheets.

Justin Takata
Director
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Record Issuance in Investment-Grade Bonds
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U.S. investment-grade bond issuance
set a new record with approximately
$1.2 trillion of gross supply in 2015.
Heavy supply in the second half of
the year was one of the main factors
contributing to wider spreads. Yields,
however, were range-bound between
4–4.5 percent between July and
December as Treasury yields declined.
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Source: JP Morgan. Data as of 12.31.2015.

Rising Share of Investment-Grade Bonds Trading at 4+ Percent Yields

Tumbling prices create opportunities
to lock in higher yields on bonds
where we maintain strong credit
convictions. Such opportunities
to add yield have grown in the
investment-grade market over the
past several months, with 43 percent
of the market offering yields of 4
percent or more, up from 18 percent
at the beginning of 2015.
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Source: Bank of America Merrill Lynch, Guggenheim. Data as of 12.31.2015.
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High-Yield Corporate Bonds

Compelling Relative Value
Despite Volatility
Portfolio allocation as of 12.31.15

1%

5%

Guggenheim
Core

Guggenheim
Core Plus

After their first annual loss since 2009, our research
suggests select high-yield bonds look attractive again on
a risk-adjusted basis.
Commodity market weakness spilled over into the high-yield bond market in
2015. Energy and basic materials were the worst performers. Rising mutual fund
redemptions exacerbated high-yield price dislocations mid-year, while later in the

14%

0%

Guggenheim
Multi-Credit

Barclays
U.S. Aggregate

year the European Central Bank’s (ECB) disappointing stimulus announcement and
OPEC’s unwillingness to cut oil production further contributed to spread widening.
These macro pressures led to the high-yield bond market’s first annual loss in six
years in 2015, with a total return of -4.9 percent as spreads widened by 184 basis
points to 754 basis points, the most since 2011. Spreads for high-yield issues exenergy widened by 133 basis points. The selloff that began in commodities was
particularly punishing for CCC-rated credits, which delivered a total return of -15.5
percent, compared to total returns of -0.36 percent and -4.6 percent for BB-rated
and B-rated credits, respectively.
Concerns are mounting that the correction in prices foreshadows a new wave of
defaults, which explains the market’s 600-basis-point premium over investmentgrade corporate bonds at year end, premiums last seen in 2009 (see chart, bottom
right). Our Macroeconomic Research Team’s constructive view on the U.S. economy,
combined with our review of underlying fundamentals—interest coverage, leverage,
and earnings growth—indicates that this should only be a passing storm. Interest
coverage is well above historical averages at 4x annual interest costs (excluding
energy and metals companies), and earnings growth is moderately positive in most
sectors. Excluding bonds issued by below-investment-grade, commodities-based
companies, high-yield bonds offered 8 percent yields at the end of 2015, on average.
Under a 2008-type default scenario, investors would still earn an attractive 6.4
percent yield on an annual basis, assuming no recoveries. This is not our base case,
however; we believe that outside of commodities, the default rate will remain below
the historical average of 4.5 percent in 2016. With such an attractive risk-adjusted
return profile, we are seeking to taking advantage of volatility and depressed
pricing to buy bonds issued by strong but undervalued companies, including select

Thomas Hauser
Managing Director
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credits in media, consumer staples, and communications.
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High-Coverage, Low-Leverage Subsectors Look Attractive
26x

Energy

Among the worst performing
high-yield subsectors in 2015 were
materials, media, telecom, and
utilities, which carry the highest debt
burdens based on leverage ratios
(net debt/EBITDA). Subsectors
that have maintained high interest
coverage, as well as select creditworthy issuers in energy and
materials, look attractive as we
position for a rebound.

The energy subsector EBITDA declined materially last year,
leaving interest coverage at 0.7x, and leverage at 25.9x.

8x

Gaming

Leverage Ratio

7x
Materials

6x

Media

5x

Telecom

Utilities

4x

Health Care
Capital Goods

3x

Real Estate
Hotels & Leisure

Commercial Services
Consumer Products
Food
Technology

Transportation
Retail
Automotive

2x
1x
0x

1x

2x

3x

4x
Coverage Ratio

5x

6x

7x

8x

Source: BofA Merrill Lynch, Guggenheim. Data as of Q2 2015.

High-Yield Bond Premiums Return to 2009 Levels

As investors grow wary of
market turmoil and the potential
implications for U.S. credit, highyield bonds are trading at spreads
that are nearly 600 basis points over
the investment-grade corporate
bond market. The premium in
high-yield bonds has surpassed 2011
levels and returned to premiums last
seen in 2009, despite the fact that
fundamentals are stronger today.
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High-Yield/Investment-Grade Bond Spreads
700 bps
650 bps
600 bps
550 bps
500 bps
450 bps
400 bps
350 bps
300 bps
250 bps
09

e 20

Jun

09

. 20

Dec

10

e 20

Jun

10

. 20

Dec

11

e 20

Jun

11

. 20

Dec

12

e 20

Jun

12

. 20

Dec

13

e 20

Jun

13

. 20

Dec

14

e 20

Jun

14

. 20

Dec

15

e 20

Jun

15

. 20

Dec

Source: Barclays, Bank of America Merrill Lynch, Guggenheim. Data as of 12.31.2015.
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Bank Loans

Sympathetic Widening
Yields Opportunity
Portfolio allocation as of 12.31.15

2%

7%

Guggenheim
Core

Guggenheim
Core Plus

Bank loan valuations weakened in sympathy with the
high-yield bond market, but we believe investors are being
well-compensated for credit risk.
Bank loan discount margins, moving in sympathy with high-yield bond spreads
that suffered from declines in oil prices, widened by 88 basis points in 2015 to 643
basis points, the widest since 2011. The saving grace for loans is that with only 2.9

22%

0%

percent exposure to energy, and 1.5 percent to metals and minerals, they should
remain insulated from the credit troubles faced by high-yield bonds. Analysis by
our Macroeconomic Research Team, however, suggests continued volatility, at least

Guggenheim
Multi-Credit

Barclays
U.S. Aggregate

through the second quarter of 2016.
The bank loan market ended 2015 with a total return of -0.4 percent, the first loss
since 2008, based on the Credit Suisse Leveraged Loan index. It was only the
second negative year for the asset class since performance data became available
in 1994. Mutual fund investors withdrew roughly $16 billion from the market in
2015, but a robust primary market for CLOs somewhat offset outflows. CLOs have
historically been a stable source of demand for bank loans (see chart, top right).
We expect this technical support will ease in 2016, but it should remain positive.
Our view is that bank loan investors are being well-compensated for risk.
Despite ongoing volatility, we believe solid credit and growth fundamentals
will support the loan market. Average interest coverage ratios (EBITDA/annual
interest expense) of 4.8x EBITDA in 2015 is significantly higher than the historical
average of 3.6x dating back to 2001 (see chart, bottom right). According to S&P
Leveraged Loan Commentary & Data, earnings have been growing between 5–10
percent per year since 2012, on average. Recently, we have been buying select
credits in retail that have been unfairly punished as a result of a few problem
names in the industry; we are also finding opportunities in technology and media.
We continue to take a cautious approach to energy and metals, but the opportunity
to take advantage of a rebound should soon arise. We are also avoiding CCC-rated
credits, and continue to favor B-rated loans, which we believe offer compelling
value relative to BB-rated loans.

Thomas Hauser
Managing Director
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Primary Market for Institutional Loans, by Investor Type
Loan Mutual Funds

Hedge, Distressed, & HY Funds

CLOs

CLOs have historically served as a
stable source of demand for bank
loans, evidenced by their 56 percent
average market share of the primary
loan market between 2002 and
2015 (excluding bank participation).
We expect this source of demand
to ease in 2016 but remain positive,
offsetting bank loan mutual fund
outflows.
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Source: S&P LCD. Data as of 12.31.2015. Market share calculations exclude bank participation.

Average Loan Interest Coverage Far Exceeds Historical Average

Concerns stemming from commodity
markets spilled over into the loan
market in 2015. We believe the
spillover will prove temporary.
The underlying fundamentals in the
loan market appear solid, evidenced
by average interest coverage ratios of
4.8x EBITDA, which is well above the
historical average.
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Asset-Backed Securities and CLOs

Yield Premiums in Select ABS
Portfolio allocation as of 12.31.15

20%

31%

Guggenheim
Core

Guggenheim
Core Plus

Recent spread widening across several areas of the
ABS market, particularly in post-crisis mezzanine CLOs,
creates a compelling entry point.
The ABS Sector Team evaluates opportunities across the ABS universe, from
consumer ABS to more esoteric areas, such as whole-business ABS. Currently,
the asset class in which we find most value in the ABS market is CLOs. CLOs’ price

43%

1%

performance often reflects the bank loan market, where weakness spread into
below-investment grade CLO tranches and eventually into higher-rated tranches
as well, leaving CLO spreads attractively wide.

Guggenheim
Multi-Credit

Barclays
U.S. Aggregate

As measured by J.P. Morgan’s CLOIE indexes for post-crisis bank loan deals,
post-crisis AAA tranches, AA tranches, and A tranches delivered returns of 1.5
percent, 2 percent, and 3 percent for the year, respectively. BBB, BB, and B-rated
tranches posted negative returns of -0.8 percent, -5.8 percent, and -10.9 percent.
More broadly, ABS returns were positive for the year, with the Bank of America
Merrill Lynch AA-BBB U.S. ABS Index posting a total return of 2 percent. Highquality CLO tranches outperformed higher-risk credits, however, and new-issue
spreads remain well above historical average (see chart, top right). The widening
has continued, even accelerated, in early 2016 (see chart, bottom right).
We expect most, but not all, CLO debt to weather current market distress without
cash flow interruption, particularly tranches at the top of the CLO capital structure.
Although distress in the oil and gas industries has led to a sympathetic widening
in CLO debt, the CLO debt market remains fairly insulated (oil and gas accounts

Brendan Beer
Managing Director

for only 3.2 percent of total CLO holdings). Heading into 2016, we were actively
purchasing AAA, AA, and A-rated tranches from both pre-crisis and post-crisis
CLOs. In response to the continued dislocation, we have shifted our focus down
the CLO capital structure into BB-rated CLOs. Until 2016, we avoided such deep
mezzanine tranches from post-crisis CLOs, anticipating a more attractive entry
point. That said, CLOs issued after the financial crisis generally feature better credit
protection with stricter collateral eligibility requirements than pre-crisis structures.
As such, the volatility created by distress in energy and commodity sectors, along
with bank loan mutual fund outflows, have created an attractive entry point.

George Mancheril
Vice President

14

Fixed-Income Outlook | First Quarter 2016

CLO New Issue Spreads Remain Above Historical Average
CLO 2.0/3.0 AA

CLO 1.0 AA Pre-Crisis Average

CLO 2.0/3.0 AAA

CLO 1.0 AAA Pre-Crisis Average

400 bps
350 bps

Prior to the financial crisis, new issue
AAA CLO spreads averaged 41 basis
points over LIBOR, while current new
issue AAA CLOs price 210 basis points
over LIBOR.
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Source: Bank of America Merrill Lynch, Guggenheim. Data as of 2.29.2016.

CLO Spreads Are at Their Widest in a Year
Tights

Current Spreads

Wides

CLO 1.0 AAA
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CLO 1.0 AA
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290 bps

CLO 1.0 A
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340 bps

CLO 1.0 BBB

300 bps
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310 bps

CLO 2.0/3.0 A

285 bps

405 bps

CLO 2.0/3.0 BBB

385 bps

710 bps

The selloff in credit markets has
extended to the structured credit
market, where CLO spreads are
currently at 52-week wides across
all rating categories. We expect
most CLO debt to weather current
market distress without interrupting
cash flows, which underscores
our favorable view on the market.
We believe recent widening presents
an opportunity for long term investors
to capture attractive pricing in the
CLO market.

Source: Bank of America Merrill Lynch, Citi, Guggenheim. Data as of 2.29.2016.
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Non-Agency Residential Mortgage-Backed Securities

Strong Credit Performance,
Favorable Supply Dynamics
Portfolio allocation as of 12.31.15

2%

21%

Guggenheim
Core

Guggenheim
Core Plus

Credit fundamentals and market supply dynamics provide
a tailwind for non-Agency RMBS.
Improving housing market conditions, strong borrower credit performance,
and favorable market supply dynamics helped the non-Agency RMBS market
return 3.5 percent in 2015, according to Citigroup. Although not immune to bouts of
market volatility, the sector should continue to benefit from these fundamental and
technical trends in the intermediate term. Non-Agency RMBS credit fundamentals

11%

0%

Guggenheim
Multi-Credit

Barclays
U.S. Aggregate

have improved since 2008 due to positive survivorship bias—the weakest residential
borrowers have long since defaulted, leaving more resilient borrowers with improving
credit metrics (see chart, top right). Although home price appreciation has tempered
as the market’s recovery has matured, approximately 65 percent of performing RMBS
borrowers now have greater than 20 percent equity in their homes—an important
hurdle for credit performance and refinanceability. The passage of time and the
improving employment picture has allowed previously delinquent borrowers to
“cure” their credit scores and qualify for conventional mortgages; corroboration
comes from the investor-friendly 30 percent increase in Alt-A loan prepayments
from a year ago. According to the work of our Macroeconomic Research Team,
these fundamental economic trends should persist in the intermediate term.
The non-Agency RMBS market has been steadily shrinking since peaking at
approximately $2.5 trillion in 2007. Pre-crisis RMBS now comprise a $750 billion
market with over twenty thousand CUSIPs. This universe is paying down by
approximately 12 percent per year, and new issuance of non-Agency RMBS—an
eclectic mix of non-performing loan/re-performing loan (NPL/RPL) securitizations,

Eric Marcus
Director

prime loan securitizations, and credit risk transfer deals—should offset only about
half of these paydowns (see chart, lower right). The resulting shortfall of reinvestment
opportunities provides powerful technical support for prospective returns.
Our investment preferences are for pre-crisis Alt-A and subprime tranches, shorter
maturity re-securitizations, and selected NPL/RPL deals. These subsectors offer
yields of 2.7 percent to 3.8 percent above their corresponding benchmark rates and
benefit from near-term amortization, positive optionality from improving housing
prices and mortgage credit availability, limited structural leverage, and low interestrate sensitivity afforded by floating rate coupons or short maturities. We generally

Karthik Narayanan, CFA
Director

avoid highly-levered subordinated bonds, as well as tranches with long maturities
due to possible idiosyncratic collateral performance, limited yield pickup, poor
investor sponsorship, and heightened return volatility.
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Non-Agency RMBS Credit Performance Has Improved Significantly
Non-Performing Loans as a % of Total Balance (LHS)

Monthly Defaults as a % of Performing Loans (RHS)
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Non-Agency RMBS delinquency
rates have declined significantly from
crisis highs, owing to the recovery in
home prices and historically low rates.
Though home price appreciation has
tempered, improvement in the labor
market—particularly stronger wage
growth—would continue to support
collateral performance and further
mitigate credit risk in non-Agency
RMBS.
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Source: Amherst Pierpont Securities. Data as of 1.30.2016.

Strong Technical Support for Non-Agency RMBS

New issuance of non-Agency
RMBS—which has consisted of
non-performing and re-performing
loan securitizations, prime loan
securitization, and credit risk transfer
deals—is only expected to offset
about half of approximately $75
billion in annual paydowns. As long
as fundamentals remain strong, the
supply picture should continue to
support a positive outlook for nonAgency RMBS.
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Commercial Mortgage-Backed Securities

Time to Focus on Neglected Credits
Portfolio allocation as of 12.31.15

7%

6%

Guggenheim
Core

Guggenheim
Core Plus

A technical pricing dislocation in subordinated CMBS and
non-traditional CRE offers a compelling entry point for
commercial mortgage investors.
The cumulative effect of voluntary prepayments and mortgage defaults has caused
the 2016 ‘maturity wall’—a dramatic name coined by Wall Street to describe the
large number of 2006-vintage commercial loans needing to refinance in 2016—

0%

2%

to shrink from about $110 billion two years ago to only $67 billion today (see chart,
top right). An effective combination of strong real estate fundamentals, improved
credit availability, and ample investor demand helped well-performing properties

Guggenheim
Multi-Credit

Barclays
U.S. Aggregate

refinance prior to maturity. The market easily accommodated this refinancing
activity, balancing somewhat more aggressive underwriting standards—relative to
immediately after the financial crisis—with increasingly conservative securitization
structures. A similar pattern for 2017 maturities is emerging, and we expect the
overwhelming majority of performing 2006- and 2007-vintage loans to refinance
without significant event.
Post-crisis CMBS, as measured by the Barclays U.S. CMBS 2.0 Index, posted a
positive return of 1 percent for 2015, with the strongest performance delivered at

Peter Van Gelderen
Managing Director

the top of the capital structure. AAA-rated CMBS 2.0 posted a positive 1.2 percent
total return for 2015, outperforming total returns of 0.8 percent, -0.3 percent,
and -1.9 percent in AA-rated, A-rated and BBB-rated CMBS 2.0, respectively. Macro
events led to market volatility across risk asset classes towards the end of 2015 and
into the beginning of 2016. As a result, newly-issued CMBS spreads have been at or
near their 52-week wides (see chart, bottom right).
The recent pricing weakness in certain sectors of the CMBS market has created
some compelling opportunities, most notably in subordinated conduit CMBS

Shannon Erdmann
Vice President

and in financing non-traditional property types. As investors retrenched during
the volatile start to 2016, yields for subordinated CMBS and loans related to nontraditional commercial property types rose dramatically. Our review of these
securities determined that the pricing correction was unrelated to the underlying
property performance, loan underwriting standards, and securitization credit
enhancements. We believe this recent technical pricing dislocation offers a
compelling entry point for investors in these securities.

Simon Deery
Senior Associate
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Diminishing Maturity Wall for Commercial Real Estate Loans
Balance Scheduled to Mature, Yet to Pay Off

Concerns of a wave of commercial
real estate maturities scheduled to
take place in 2016 have diminished,
as strong investor demand and
improved credit availability allowed
many borrowers to refinance prior
to maturity. The 2016 ‘maturity wall’
looks significantly smaller today
with approximately $67 billion
of commercial real estate loans
scheduled to mature in 2016, down
from a $110 billion two years ago.

Loans Paid Off

Total Balance Scheduled to Mature ($Billions)
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Source: Bloomberg, Guggenheim Investments. Data as of 2.29.2016.

Risk-Averse Markets Contributed to Widening CMBS Spreads
Tights

Current Spreads

Wides

New Issue AAA

111 bps

203 bps
203 bps

New Issue AA

135 bps

308 bps
315 bps

New Issue A

185 bps

495 bps
495 bps

New Issue BBB

325 bps

800 bps
800 bps

New Issue XA

115 bps

315 bps
315 bps

Spreads in the primary CMBS market
widened along the capital stack
in conjunction with general credit
markets weakness that resulted from
investors flight to quality. In 2016,
primary CMBS spreads may continue
to see some upward pressure as a
result of regulatory changes, but any
spread widening should be relatively
contained as the sector attracts more
capital from fixed-income investors
seeking better relative value to
corporate bonds.

Source: Guggenheim Investments, Wells Fargo Research. Data as of 2.29.2016. New Issue XA is a type of interest-only tranche.
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Commercial Real Estate Debt

2016 Could Be a Supply Story
Portfolio allocation as of 12.31.15

11%

0%

Guggenheim
Core

Guggenheim
Core Plus

Investor demand for commercial mortgage loans was strong
in 2015, but it remains to be seen whether the trend will
continue in 2016.
The commercial real estate sector faces its strongest headwinds in four years,
owing largely to an abundance of supply that could weigh on valuation and
spreads. Improving fundamentals—rent rolls, vacancies, and cap rates—have largely

0%

0%

offset supply concerns, but we remain cautious. Vacancy rates in multifamily
properties declined to 7 percent as of Q3 2015, almost half of 2009’s 13 percent rate.
Similarly, office vacancy rates in suburban and downtown markets have declined

Guggenheim
Multi-Credit

Barclays
U.S. Aggregate

to 16 percent and 12 percent, respectively, down from 20 percent and 15 percent
during the crisis. These declines in vacancy rates have led to increased rents for
apartments and office buildings; over the last two years, apartment rents have
risen at an average annual rate of 4.7 percent. As vacancies decline and rents
rise, office and apartment construction is increasing, especially in urban areas.
Apartment construction, which is at the highest level of the last 30 years,
is expected to peak in 2016.
Commercial real estate property prices rose by 13.3 percent in 2015, according to
the National Council of Real Estate Investment Fiduciaries, led by 15 percent total
return in retail properties. Market participants expect another 11–12 percent rise
in commercial real estate in 2016, but we believe easing investor demand for real
estate debt will lead to slower growth; we have already experienced a correction
and are trading at significantly higher spreads and yields. Since December 2014,
asking spreads have widened by approximately 29 basis points across property

William Bennett
Managing Director

types, on average (see chart, top right).
We expect sustained investor demand for U.S. real estate from offshore investors to
continue in 2016. Cross-border demand for commercial real estate ticked up in 2015
to 19 percent of total demand as foreign investors sought safe haven in U.S. assets
(see chart, bottom right). This demand should provide some stability to property
prices in both core and second-tier markets in the coming year, nevertheless we
will be focused on whether increased construction activity will tip the supplydemand balance.

David Cacciapaglia
Director
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Asking Commercial Loan Spreads Have Widened
Retail

Office

Multifamily

Commercial real estate loans have
not been immune to the spread
volatility that corporate bonds have
experienced over the past several
months. Since December 2014,
asking spreads have widened by
approximately 29 basis points across
property types, on average.
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Source: Trepp. Reflects 10-year loans with 50-59 percent loan to value as compiled by Trepp. Data as of 12.31.2015.

Capital Flows into Commercial Real Estate by Buyer Type
Cross-Border
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Cross-border demand for commercial
real estate ticked up in 2015 to 19
percent of total demand as foreign
investors sought a safe haven in U.S.
assets. We expect foreign demand will
remain strong in 2016, but demand
from other investors may decline as
investors seek opportunities in asset
classes that currently feature more
attractive valuations.
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Source: Real Capital Analytics, Morgan Stanley Research. Data as of 12.15.2015. Numbers may not sum to 100 due to rounding.
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Municipals

Strong Fundamentals Despite
Headline Risk
Portfolio allocation as of 12.31.15

10%

3%

Guggenheim
Core

Guggenheim
Core Plus

With the exception of well-known problem credits, such
as Puerto Rico and Chicago, fundamentals in the municipal
bond market remain strong.
Headline risk from Puerto Rico’s ongoing financial distress continues to
drive volatility in the broad municipal bond market. Despite efforts to improve
Puerto Rico’s financial position, little has helped the struggling commonwealth.

0%

1%

Various Puerto Rico debt-restructuring ideas have been circulated recently,
including a proposed role for the U.S. Treasury, but this part of the process
continues to evolve. The issues surrounding Puerto Rico, credit downgrades

Guggenheim
Multi-Credit

Barclays
U.S. Aggregate

involving Chicago and its sister agencies, and challenges facing New Jersey
combine to create an alarming picture, but aside from these and a few other
well-known problem children, fundamentals continue to improve across state
and local governments. Political pressure has forced municipalities to cut spending
and balance budgets. State and local tax receipts have rebounded, and most
states are enjoying surplus revenues, allowing them to replenish their politically
sensitive ‘rainy day’ funds; however, the growth of tax receipts has slowed recently,
creating challenging budget sessions as states plan for fiscal year 2017.
In light of improving fundamentals and favorable fund flows (see chart, top right),
municipal bonds were among the best performing fixed-income asset classes in
2014 and 2015. Last year, the Barclays Municipal Bond Index recorded a gain of 3.3
percent, outperforming Treasury and investment-grade bonds by 2.5 percent and
4 percent, respectively, and research from our Macroeconomic Research Team
indicates that municipal bonds are likely to continue to outperform Treasuries

James Pass
Senior Managing Director

in 2016 (see chart, bottom right).
The areas we find the most attractive generally are revenue bonds—those
supported by dedicated revenue streams, such as state-level transportation bonds,
public healthcare, and utilities. With respect to rating, A-rated bonds look attractive
versus AA-rated and AAA-rated bonds on a risk-adjusted basis. Finally, although
investors often overlook the 10–15-year portion of the curve, we feel that there
is a higher likelihood of price discrepancies in this space because of the lack of
a natural buyer—individual investors typically focus on shorter maturities,

Allen Li, CFA
Managing Director
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while institutional buyers favor ultra-long maturities.
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2015 Fixed-Income Mutual Fund Flow Favored Municipals
Taxable Bond

Municipal Bond

As investors pulled assets from
fixed-income funds, they moved into
municipal mutual funds in a flight to
safety. Through 2015, investors added
$15 billion to municipal mutual funds,
compared to outflows of $42 billion
from taxable funds.
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Source: Investment Company Institute, Guggenheim. Data as of 12.31.2015.

10-Year GO A-rated Bond Yields Exceed 10-Year Treasurys
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Tax-exempt municipal bonds
look attractive relative to Treasurys.
For example, the ratio between
10-year A-rated general obligation
bond yields and 10-year Treasury
yields is currently 126 percent,
above the historical average ratio of
111 percent and above the average
pre-crisis ratio of 89 percent. As these
ratios revert to their mean, municipal
bonds across the rating spectrum
should outperform Treasurys.
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Agency Residential Mortgage-Backed Securities

Gaining from the Flight to Quality
Portfolio allocation as of 12.31.15

4%

1%

Guggenheim
Core

Guggenheim
Core Plus

Agency MBS offers an opportunity to diversify volatility
and liquidity risk as we near the end of the credit cycle.
As one of the most liquid fixed-income markets in the world ($5.8 trillion
outstanding), Agency MBS is a high-quality asset class that, with higher yields than
Treasurys, typically sees inflows during periods of high volatility. Investor concerns
are currently focused on the timing of the Fed’s winding down of its $1.75 trillion
Agency MBS portfolio, but recent market volatility suggests that the Fed will be in

0%

29%

Guggenheim
Multi-Credit

Barclays
U.S. Aggregate

no hurry to reduce the size of its balance sheet. As such, we believe Agency MBS
represents an opportunity to diversify volatility and liquidity risk as we near the
end of the credit cycle.
Buoyed by a flight to quality in 2015, U.S. Agency MBS gained 1.5 percent on a total
return basis based on the subcomponent of the Barclays U.S. Aggregate Index,
with spreads to Treasurys tightening by approximately 8 basis points. The Fed was
a major participant in the Agency MBS market in 2015, purchasing 27 percent of
monthly origination volume on average, a meaningful market share that we expect
will continue for at least the first year of the tightening cycle (see chart, top right).
Some attribute positive 2015 performance to Fed purchases, but we believe that
the Fed’s participation amplifies, rather than defines, the Agency MBS market’s
role as a pillar of stability in turbulent markets. Agency MBS also benefitted from
foreign demand and domestic banks seeking their liquidity and capital-treatment
characteristics.
The main risk in our sector is faster-than-expected prepayments. In 2015, 10-year
Treasury yields rose by 63 basis points, causing prepayment speeds to fall across

Jeffrey Traister, CFA
Managing Director

Fannie Mae, Freddie Mac, and Ginnie Mae collateral (see chart, bottom right).
Barring a sustained rally that would cause yields to tumble, we do not foresee
the pace of prepayments increasing. With prepayment risk well-contained for
the majority of collateral, we find value in bonds that would perform well in an
environment in which the yield curve goes up or down 50 basis points from the
time of purchase, and bonds that continue to benefit from regional home price
appreciation and improving credit quality among the underlying borrowers.

Aditya Agrawal, CFA
Vice President
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Fed Reinvestments Provide Steady Demand Through Turbulent Times
Monthly Agency MBS Origination Volume (RHS)
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Many investors are worried over
the negative repercussions of
fewer MBS purchases by the Fed.
However, the Fed is expected to
continue reinvesting proceeds of its
portfolio for at least the first year of
a Fed hiking cycle. The Fed’s steady
demand, coupled with the sector’s
flight-to-safety characteristic, makes
it an attractive option for diversifying
a portfolio to withstand periods
of volatility.
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Source: JP Morgan, Nomura, Guggenheim Investments. Data as of 1.31.2016.

Prepayment Speeds Remain Contained in Stable Rate Environment
Fannie Mae (LHS)

Freddie Mac (LHS)

Ginnie Mae (LHS)

10-Year Treasury Rates (RHS)
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Mortgage prepayments typically
decline as market yields rise.
With 10-year U.S. Treasury yields
rising by 63 basis points in 2015,
prepayment speeds fell across Fannie
Mae, Freddie Mac, and Ginnie Mae
collateral. We believe prepayment
risks remain well-contained for the
majority of collateral.
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Source: eMBS, Bloomberg, Guggenheim. Data as of 12.31.2015.
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Rates

Risk, But Not Much Reward
Portfolio allocation as of 12.31.15

7%

9%

Guggenheim
Core

Guggenheim
Core Plus

With higher yields and shorter durations, Agency bonds
represent better value than U.S. Treasurys in 2016.
After rising to 2.5 percent in June 2015, 10-year Treasury yields fell below 2 percent
in the first quarter of 2016 as inflation expectations declined. Ten-year breakeven
rates—a measure of inflation expectations calculated from the difference in yields
on nominal and inflation-protected bonds—dropped to 1.2 percent in February, and
have since bounced back with the rebound in oil (see chart, top right). Although
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Guggenheim
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slower to adjust than the market, the Fed has become increasingly dovish with every
release of its Summary of Economic Projections (see chart, bottom right). A year ago,
the Fed projected that the fed funds target rate would be at 3.75 percent by 2017.
In the Fed’s latest projection, that forecast dropped to 2.4 percent.
In terms of overall sector performance, the Barclays U.S. Treasury index posted
a positive 0.8 percent return in 2015, with intermediate 3–5 year Treasurys
outperforming shorter- and longer -dated Treasurys. Agency debt, as measured
by the Barclays U.S. Agencies index, lost 0.4 percent for the year. Longer-dated
callable Agency bonds, an area of focus for Guggenheim, returned 3.4 percent in
2015. Their relatively strong performance was driven by a lack of long-end callable
Agency supply and a decline in volatility.

Connie Fischer
Senior Managing Director

Analysis by our Macroeconomic Research Team suggests that U.S. Treasury rates
have the potential to move even lower, although working against this trend is a
technical imbalance from lower projected issuance and selling by foreign central
banks. As of December 2015, the trailing 12-month net selling of U.S. Treasurys by
foreign officials reached $226 billion, the largest net sales total over a 12-month
period on record. If net selling accelerates, Agency bonds may represent better
value relative to Treasurys. Many Federal Farm Credit and Federal Home Loan
Bank callable Agency bonds trade at 120–140 basis points over 10-year Treasurys

Tad Nygren, CFA
Director

at yields of approximately 3.25 percent, but carry lower option-adjusted durations.
Lower rates make us increasingly cautious over callable Agency bonds trading at a
premium because the holder of a called bond must reinvest the incoming cash at
a potentially lower yield. While supply is often limited, we prefer discounted callable
Agency bonds, because their lower coupon means lower call risk. Additionally, we
find value in longer-dated Agency strip securities that trade cheap to their whole
bond, as this spread should compress as the yield curve flattens.

Kris Dorr
Director
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10-Year Breakeven Rate Signals Lower Inflation Outlook

Falling inflation expectations have
been one of the main catalysts
behind rate volatility and falling U.S.
rates in 2015. 10-year breakeven
rates, a measure of inflation
expectations from the difference
in yields of nominal and inflationprotected bonds, have declined to
1.4 percent, reflecting investors’
expectations that the Fed will be
unable to achieve its inflation target.
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Median FOMC Expectations of Future Fed Funds Rate Reflect Dovishness
December 2015

December 2014
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Although slower to adjust than
the market, the Fed has become
increasingly dovish with every
release of its Summary of Economic
Projections. A year ago, the Fed
projected that the Fed funds target
rate would be at 3.75 percent by
2017, based on median projections.
This figure has since dropped to
2.4 percent and may fall further.
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Important Notices and Disclosures
This article is distributed for informational purposes only and should not be considered as investing advice or a recommendation of any particular security, strategy or investment product. This article
should not be considered research nor is the article intended to provide a sufficient basis on which to make an investment decision. This article contains opinions of the authors but not necessarily
those of Guggenheim Partners or its subsidiaries. The authors’ opinions 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 or, nor liability for, decisions based on such information.
RISK CONSIDERATIONS Investing involves risk, including the possible loss of principal. Fixed income investments are subject to credit, liquidity, interest rate and, depending on the instrument,
counter party risk. These risks may be increased to the extent fixed income investments are concentrated in any one issuer, industry, region or country. The market value of fixed income investments
generally will fluctuate with, among other things, the financial condition of the obligors on the underlying debt obligations or, with respect to synthetic securities, of the obligors on or issuers of the
reference obligations, general economic conditions, the condition of certain financial markets, political events, developments or trends in any particular industry and changes in prevailing interest
rates. Investing in bank loans involves particular risks. Bank loans may become nonperforming or impaired for a variety of reasons. Nonperforming or impaired loans may require substantial workout
negotiations or restructuring that may entail, among other things, a substantial reduction in the interest rate and/or a substantial write down of the principal of the loan. In addition, certain bank
loans are highly customized and, thus, may not be purchased or sold as easily as publicly traded securities. Any secondary trading market also may be limited and there can be no assurance that an
adequate degree of liquidity will be maintained. The transferability of certain bank loans may be restricted. Risks associated with bank loans include the fact that prepayments may generally occur
at any time without premium or penalty. High yield debt securities have greater credit and liquidity risk than investment grade obligations. High yield debt securities are generally unsecured and
may be subordinated to certain other obligations of the issuer thereof. The lower rating of high yield debt securities and below investment grade loans reflects a greater possibility that adverse
changes in the financial condition of an issuer or in general economic conditions or both may impair the ability of the issuer thereof to make payments of principal or interest. Securities rated below
investment grade are commonly referred to as “junk bonds.” Risks of high yield debt securities may include (among others): (i) limited liquidity and secondary market support, (ii) substantial market
place volatility resulting from changes in prevailing interest rates, (iii) the possibility that earnings of the high yield debt security issuer may be insufficient to meet its debt service, and (iv) the
declining creditworthiness and potential for insolvency of the issuer of such high yield debt securities during periods of rising interest rates and/ or economic downturn. An economic downturn or an
increase in interest rates could severely disrupt the market for high yield debt securities and adversely affect the value of outstanding high yield debt securities and the ability of the issuers thereof
to repay principal and interest. Issuers of high yield debt securities may be highly leveraged and may not have available to them more traditional methods of financing. Asset-backed securities,
including mortgage-backed securities, may be subject to many of the same risks that are applicable to investments in securities generally, including currency risk, geographic emphasis risk, high yield
and unrated securities risk, leverage risk, prepayment risk and regulatory risk. Asset-backed securities are particularly subject to interest rate, credit and liquidity and valuation risks. The municipal
bond market may be impacted by unfavorable legislative or political developments and adverse changes in the financial conditions 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. Municipalities currently experience budget shortfalls, which could cause them to default on their debts.
Guggenheim Investments Asset Management (GIAM) is a global investment management firm providing fixed income, equity and alternative investment services primarily to institutional investors
and is comprised of the following affiliated entities of Guggenheim Partners, LLC: Guggenheim Partners Investment Management, LLC (GPIM), Guggenheim Partners Europe Limited (GPE),
Transparent Value Advisors, LLC (TVA), and, as of February 2012, Security Investors, LLC (SI). GIAM is the GIPS Firm of Guggenheim Investments.
Guggenheim Investments Asset Management (GIAM) claims compliance with the Global Investment Performance Standards (GIPS®).
The Core Fixed Income Master Composite includes accounts with a total return objective and invests in broadly diversified portfolios of primarily investment grade fixed income instruments,
rotating opportunistically among sectors where perceived relative value exists. Derivatives may be used to hedge interest rate and credit risks. Leverage may be employed when appropriate market
conditions exist.
The Core Plus Fixed Income Composite is comprised of accounts with a total return objective and a strategy incorporating a higher allocation to non-“core” securities (in terms of sector, credit quality,
etc.) than in Core Fixed Income accounts. Generally, these accounts are broadly diversified portfolios of primarily investment grade fixed income instruments, and allocate opportunistically among
sectors and to below investment grade securities where perceived relative value exists. All of the accounts in the Composite have the ability to invest at least 5% in below investment grade securities;
the upper limit will vary by account, but generally will be no more than 40%. For comparison purposes the accounts within this composite are measured against a broad U.S. fixed income benchmark,
such as the Barclays U.S. Aggregate Index, or a combination of U.S. fixed income sector indexes.’
Multi Credit Composite is comprised of accounts that target total return by combining our macroeconomic views with a robust allocation across several fixed income sectors and related derivatives.
The benchmark for the Fixed Income Composite and the Core Plus Fixed Income Composite is the Barclays U.S. Aggregate Index. The Multi Credit Composite was compared to the Barclays U.S.
Aggregate Composite for comparative purposes only. The benchmark for the Multi Credit Composite is the BofA ML 3-Month LIBOR Constant Maturity Index. The BofA Merrill Lynch 3-Month LIBOR
Constant Maturity Index is an unmanaged index of 3 month constant maturity dollar-denominated deposits derived from interest rates on the most recent available dollar-denominated deposits.
For the last 1-, 3-, and 5- year periods ending 12.31.2015, the BofA ML 3-Month LIBOR Constant Maturity Index returned 0.2%, 0.3% and 0.3%, respectively.
To receive a full list of GIAM compliant composite descriptions and/or a GIPS compliant presentation, please contact institutional@guggenheiminvestments.com.
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 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. Treasuries are represented by the 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 referenced indices are unmanaged and not available for direct investment. Index performance does not reflect transaction
costs, fees or expenses.
1
Guggenheim Investments total asset figure is as of 12.31.2015. The assets include leverage of $11.8bn for assets under management and $0.5bn for assets for which we provide administrative services.
Guggenheim Investments represents the following affiliated investment management businesses: Guggenheim Partners Investment Management, LLC, Security Investors, LLC, Guggenheim Funds
Investment Advisors, LLC, Guggenheim Funds Distributors, LLC, Guggenheim Real Estate, LLC, Transparent Value Advisors, LLC, GS GAMMA Advisors, LLC, Guggenheim Partners Europe Limited and
Guggenheim Partners India Management.
2
Guggenheim Partners’ assets under management are as of 12.31.2015 and include consulting services for clients whose assets are valued at approximately $47bn.
5
Unrated securities are excluded from Average Credit Quality. Credit Quality Methodology: Convert credit quality ratings to the S&P equivalent rating. Use the middle rating of Moody’s, S&P,
and Fitch. If only two of these ratings are available, use the lower rating. If only one rating of these ratings is available, use the sole rating along with the A.M. Best, DBRS, KBRA, Egan-Jones, and
Morningstar rating if they are within two ratings of the sole rating. Take the middle value if there are an odd number of ratings. If six ratings are available, take the average of the third and fourth
highest rating. If four ratings are available, take the second to lowest value. If only two are available, use the lowest. If only one is available, use that one. If no agency rating is available, use the
lowest equivalent NAIC rating. If no NAIC rating, use an internal rating. If no internal rating, the security is unrated. The Barclays U.S. Aggregate Index uses the middle rating of Moody’s, S&P and
Fitch; when a rating from only two agencies is available, the lower is used; when only one agency rates a bond, that rating is used.
Whilst this document may be issued outside the United Kingdom directly by Guggenheim Partners Investment Management, LLC, which is responsible for its contents, wherever issued, it is being
issued inside and outside the United Kingdom by Guggenheim Investment Advisors (Europe) Limited (which is authorized and regulated by the Financial Conduct Authority (“FCA”) only to and/or is
directed only at persons who are professional clients or eligible counterparties for the purposes of the FCA’s Conduct of Business Sourcebook.
Applicable to Middle East Investors: Contents of this report prepared by Guggenheim Partners Investment Management, LLC, Transparent Value Advisors, LLC and Guggenheim Partners Europe
Limited, all registered entities in their respective jurisdictions, and affiliates 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.
©2016, 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
New York
330 Madison Avenue
New York, NY 10017

About Guggenheim Investments
Guggenheim Investments is the global asset management and investment advisory
division of Guggenheim Partners, with $199 billion1 in total assets across fixed
income, equity, and alternative strategies. We focus on the return and risk needs

212 739 0700

of insurance companies, corporate and public pension funds, sovereign wealth

Chicago

worth investors. Our 275+ investment professionals perform rigorous research to

227 W Monroe Street

understand market trends and identify undervalued opportunities in areas that are

Chicago, IL 60606

often complex and underfollowed. This approach to investment management has

312 827 0100

enabled us to deliver innovative strategies providing diversification opportunities

Santa Monica
100 Wilshire Boulevard
Santa Monica, CA 90401
310 576 1270

funds, endowments and foundations, consultants, wealth managers, and high-net-

and attractive long-term results.

About Guggenheim Partners
Guggenheim Partners is a global investment and advisory firm with more than
$240 billion2 in assets under management. Across our three primary businesses

London

of investment management, investment banking, and insurance services, we have

5th Floor, The Peak

a track record of delivering results through innovative solutions. With 2,500

5 Wilton Road

professionals based in more than 25 offices around the world, our commitment

London, SW1V 1LG

is to advance the strategic interests of our clients and to deliver long-term results

+44 20 3059 6600

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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