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Summary
Growing uncertainty around import tariffs has weighed on consumers’ nearterm outlook for income, business, and labor market conditions. Consequently,
markets priced in more rate cuts by the Federal Reserve (Fed) through 2020.
Investors may be tempted to go down in quality in anticipation of a Fed-induced
rally in leveraged credit. History suggests this would be ill-advised. High-yield
corporate bond spreads and bank loan discount margins typically widen when
the Fed is lowering interest rates.
In the first half of 2019, which we have characterized as the period of Indian
Summer for risk assets, high-yield spreads tightened by 118 basis points despite a
deteriorating economic outlook. Spreads may continue to tighten in the near term
if this Indian Summer extends into the fall. But if the fed funds futures market
truly believes that a slowing U.S. economy warrants 75 basis points in rate cuts
over the next six months and 35 basis points more in 2020, then history tells us
that credit spreads should be wider. Our posture remains defensive in the face of
likely rate cuts starting in July.

Report Highlights
 On average since 1986, high-yield corporate bond spreads and bank loan
discount margins widened by 131 basis points and 294 basis points during Fed
easing periods, respectively.
 Some market participants draw comparisons between today and the
experience in 1998, when the Fed successfully extended the economic cycle.
We argue that this comparison warrants some caveats as it relates to credit,
since the mini-easing cycle in 1998 was followed by several years of aboveaverage default rates.
 Even if the Fed eases rates aggressively, we believe this is not the time to move
down in quality. Our base case is that at year end, high-yield corporate bond
spreads and bank loan discount margins will be wider than where they ended
the first half of 2019.
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Leveraged Credit Scorecard
As of 6.30.2019
High-Yield Bonds
December 2018

April 2019

May 2019

June 2019

Spread

Yield

Spread

Yield

Spread

Yield

Spread

Yield

ICE Bank of America Merrill Lynch High-Yield Index

539

7.95%

384

6.18%

473

6.76%

421

6.06%

BB

368

6.28%

237

4.74%

311

5.15%

258

4.46%

B

582

8.38%

418

6.52%

520

7.22%

454

6.38%

CCC

1,103

13.59%

821

10.56%

997

12.01%

951

11.38%

Bank Loans
December 2018

April 2019

May 2019

June 2019

DMM*

Price

DMM*

Price

DMM*

Price

DMM*

Price

Credit Suisse Leveraged Loan Index

550

94.09

429

97.45

452

96.72

460

96.78

BB

414

95.63

271

99.50

292

98.86

290

99.02

B

568

95.02

450

98.10

475

97.39

489

97.04

CCC/Split CCC

1,164

86.54

1,135

86.89

1,177

85.58

1,204

85.13

Source: ICE Bank of America Merrill Lynch, Credit Suisse. *Discount Margin to Maturity assumes three-year average life. Past performance does not guarantee future results.

ICE Bank of America Merrill Lynch High-Yield Index Returns
Q1 2019

Q2 2019

Q1 2019

10%

8%

Credit Suisse Leveraged Loan Index Returns
Q2 2019

10%

7.9%

7.4%

7.4%

8%

7.3%

6%

6%

4%

4%

3.2%
2.6%

4.2%

3.8%

3.6%

2.3%

2%

2%

1.6%

2.2%

1.7%

1.6%

0.6%

0%

0%
Index

BB

B

CCC

Source: ICE Bank of America Merrill Lynch. Data as of 6.30.2019. Past performance does
not guarantee future results.
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Source: Credit Suisse. Data as of 6.30.2019. Past performance does not guarantee
future results.
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Macroeconomic Overview
A Misdiagnosed U.S. Economy

The message from the
Fed is loud and clear.
Their overriding concern
is economic growth and
extending the cycle. That’s
going to open the door to
the Fed possibly cutting
rates aggressively this
year. I think we’re setting
ourselves up for a period
of inflating asset prices,
which ultimately will not
be sustainable.
– Scott Minerd,
Chairman of Investments and
Global Chief Investment Officer

Consumers, businesses, and investors confronted a meaningful headwind in the
second quarter of 2019—the risk of escalating trade tensions and their unintended
consequences. This came to fruition when China was perceived to backtrack on
agreements regarding changes it would make to its trade and domestic policies,
bringing negotiations to a standstill. When the world learned of this development
over social media, it was forced to reassess its expectations for trade and growth
over the foreseeable future. The following two weeks saw the 10-year Treasury yield
fall 13 basis points.
The derailment of trade negotiations with China was shortly followed by the threat
of U.S. tariffs on Mexican goods. Those threats came and went within a span of two
weeks. News headlines also reminded readers that tariffs on European autos were
a possibility. Markets moved on every development, causing a spike in the S&P 500
implied volatility and another sizable decline in U.S. Treasury yields as the market
downgraded expectations for inflation and economic growth. Quarter over quarter,
the 10-year Treasury yield fell almost 40 basis points.
For now, the data do not suggest the United States will experience an imminent
economic contraction. Our internal projections put second quarter real gross
domestic product (GDP) growth around 2 percent, and we expect full-year 2019
real GDP growth (Q4/Q4) of around 2 percent. This is consistent with our recession
dashboard, which continues to point to a recession starting sometime in 2020.
Historically, a fed funds rate below the nominal GDP growth rate has been
associated with an expanding economy. With the GDP deflator rising 1.9 percent
year over year in the first quarter and real output expanding by 3.2 percent,
nominal U.S. economic output rose by 5.1 percent. This would appear to put the
Fed in a relatively accommodative monetary policy stance with overnight rates
at 2.4 percent. The overnight rate has risen above nominal GDP growth before the
start of the last three recessions. And while a decline in the natural rate of interest
over time means that the economy will face pressure at lower levels of interest
rates, the current federal funds rate is merely in line with the Federal Open Market
Committee’s (FOMC) median estimate of neutral.
Despite the lack of a restrictive Fed stance, over 100 basis points of cumulative
easing is priced into fed funds futures between now and December 2020. Under
normal circumstances, this aggressive easing would only be delivered by the
Fed after it has shifted monetary policy into restrictive territory and left the U.S.
economy vulnerable to shocks. But today, what ails the U.S. economy is not an
overly restrictive Fed. Expectations have deteriorated because of volatile trade
policy, U.S. political instability, fading fiscal stimulus, weak global growth,
and clumsy Fed communication. If the U.S. economy has been misdiagnosed,
Fed easing may be the wrong cure.
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Historically, a fed funds rate

Fed Funds Rose Above Nominal GDP Growth Ahead of Previous Recessions

below the nominal GDP growth
rate has been associated with
an expanding economy. By this

Fed Funds Rate

Nominal GDP YoY % Change
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measure, monetary policy looks
accommodative.
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Source: Guggenheim Investments, Bloomberg, Evercore ISI. Data as of 3.31.2019. Shaded areas represent recession.

Succumbing to market pressures, or perhaps to get ahead of a possible economic
slowdown, the Fed took a decisively dovish pivot in June when it emphasized
its bias to cut rates soon. The June Summary of Economic Projections “dot plot”
also showed that roughly half of FOMC participants now project lower fed funds
this year. In addition, Fed Chair Jerome Powell’s testimony before Congress was
viewed as confirming a bias toward easing, with the chairman making it clear
that the Fed is determined to keep the expansion going. Additionally, the Fed
can point to the decline in market-implied inflation expectations over the last
12 months as a justification to cut rates.
If the Fed satisfies the market’s desire for 75 basis points of rate cuts, we may
replay 1998, when asset prices became overinflated after the Fed eased. When
overinflated asset prices eventually deflate, it could make the downturn more
severe than many expect. Alternatively, we may find that the damage to consumer
confidence and business expectations is irreversible, making a recession inevitable
even with rate cuts. The past three recessions have been preceded by an average
of 100 basis points of Fed easing prior to the start of the recession. Either scenario
paints a bleak picture for long-term investors.
The next downturn could be exacerbated by the limited scope for policy response,
a problem that will be made worse if the Fed expends valuable bullets now.
Given all the uncertainty around the world, we continue to be very cautious in
where we find opportunities. Few asset classes are adequately compensating
investors for the inherent risk at this point of the cycle.
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Change of State
Easy monetary policy has historically been good for credit but easing monetary
policy has not. This change of state, from years of tightening policy into one of
accommodation, has historically been associated with widening credit spreads,
tightening financial conditions, and a rising default rate.
On average since 1986, high-yield corporate bond spreads have widened by 131
basis points from the beginning to the end of Fed easing periods. Since 1992, bank
loan discount margins widened by 294 basis points over the same period. Both
sectors experienced more dramatic widening in the first half of the Fed easing
period than during the second half, which captures some recovery in asset prices.

On average since 1986, high-yield
corporate bond spreads have
widened by 131 basis points from the
beginning to the end of Fed easing

Change in Spreads/DMs Under Fed Policy Regimes
High-Yield Corporate Bonds

periods. Since 1992, bank loan

300 bps

discount margins widened by 294

200 bps

basis points over the same period.
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400 bps
+294
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+131
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+46

+11
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- 31

-100 bps
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-300 bps
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- 329
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- 331

Easy Stance and
On Hold

Tightening

Tight Stance and
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Source: Guggenheim Investments, Credit Suisse, Bloomberg. Data as of 5.31.2019. DM = Bank Loan Three-Year Discount Margin.

Typically, the Fed eases in response to a labor market that has begun to show signs
of weakness. Consumer and business expectations have deteriorated, inflation
expectations have fallen, Treasurys rallied, and lenders have pulled back on credit.
While this describes the end of the last three business cycles, a limited version of
this scenario briefly played out during the second quarter of 2019. Intra-quarter,
Treasurys rallied, high-yield spreads widened to a much as 470 basis points
from 417 basis points at the start of the quarter, and high-yield mutual funds
experienced heavy outflows in May.
Some, but not all, of the spread widening that has occurred during Fed easing
periods has been rate-driven. We can distinguish this by the change in bond prices
when spreads are widening. When Treasury yields are falling but high-yield bond
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prices remain unchanged, spread widening is being driven by rates and not active
selling from credit investors. For context, the average high-yield corporate bond
price is about 93 percent of par since 1986. But during easing periods, high-yield
corporate bonds trade around 84 percent of par, compared to an average of 95
percent of par during tightening periods. Prices have fallen to as low as 60 percent
of par during easing periods if we include the financial crisis in 2008, or 67 percent
of par if we exclude it. Loans see a very similar price impact, with an average price
of 90 percent of par during Fed easing cycles, and trading as low as 62 percent of
par including the financial crisis period. Therefore, spread widening that occurs
during easing periods is typically a reflection of active credit selling.

Lower bond prices and wider

High-Yield Bond Prices Are Typically Lower During Fed Easing Periods

spreads during Fed easing periods

Average Bond Price (% of Par)
Easing Periods

are clear reflections of active
credit selling in a deteriorating
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Source: Guggenheim Investments, ICE Bank of America Merrill Lynch. Data as of 6.30.2019. Based on the average price (as a percent
of par) of the ICE Bank of America Merrill Lynch U.S. High-Yield Constrained Index.

Lower bond prices and wider spreads during Fed easing periods are clear
reflections of active credit selling in a deteriorating macro environment. This spills
into the credit sector, where defaults slowly rise. According to Moody’s issuerweighted speculative-grade default data, the average 12-month trailing default rate
historically is about 4.7 percent, but it rises to an average of 6.5 percent when the
Fed is lowering rates. Similarly, for bank loans, where the historical average default
rate is only 3.1 percent, the average default rate rises to 4.7 percent during Fed
easing periods. Our takeaway from the historical analysis is that if the Fed delivers
over 100 basis points in easing in the next 18 months, as the market has priced in,
it would likely be in response to a deteriorating macro and credit environment.
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If the Fed Successfully Extends this Cycle…
Between September 1998 and November 1998, the Fed lowered the fed funds
target by 75 basis points in response to a growing liquidity crisis stemming from
Long-Term Capital Management’s ill-timed and levered investments in Russian
debt. High-yield spreads widened by 200 basis points from the three-month tights
before the first rate cut in September 1998. Bank loan three-year discount margins
widened by 107 basis points over the same period.
The mini easing cycle in 1998 was followed by a strong, but relatively short-lived,
reacceleration in the economy. Inflation expectations rose, nominal Treasury
yields rose, and corporate earnings growth accelerated. High-yield corporate bond
spreads tightened by 185 basis points between the mini-easing cycle and the next
rate hike in July 1999. Bank loan discount margins tightened by 7 basis points.
The Fed successfully extended the economic expansion until the recession in 2001,
but credit markets transitioned into a multi-year default cycle. The trailing 12-month
high-yield default rate bottomed at 1.6 percent in 1997, rose above the historical
average in May 1999, and continued to rise steadily until it peaked at 12 percent in
2002. Excess returns over Treasurys for the ICE Bank of America Merrill Lynch HighYield Constrained index were -5.0 percent in 1998, 6.0 percent in 1999, -15.4 percent
in 2000, -3.3 percent in 2001, and -12.0 percent in 2002. From a long-term credit
investor’s perspective, this was not the best time to increase credit exposure, since
the Fed easing delivered only one more year of credit outperformance over Treasurys.

The Fed successfully extended
the economic expansion until
the recession in 2001, but credit
markets transitioned into a multi-

1998 Easing Was Followed by Above-Average Defaults
1998 Fed Easing

year default cycle. The trailing
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Source: Guggenheim, Moody’s. Data as of 5.31.2019. Shaded areas represent recession.

Guggenheim Investments

High-Yield and Bank Loan Outlook | Third Quarter 2019

7

The period between 1998 and 2002 was a garden variety high-yield default
experience. According to Bank of America Merrill Lynch Research, the period
witnessed over 10 percent par-weighted default rates in every sector they track
except gaming, which includes (but is not limited to) energy, consumer products,
healthcare, transportation, capital goods, financials, food, hotels and leisure,
materials, and commercial services. Toward the end of this default cycle in 2002,
12-month trailing par-weighted default rates were 31 percent in retail, 51 percent
in technology, and 36 percent in telecom.
On a cumulative three- and five-year basis, the late-90s default cycle was a worse
experience than the default cycle that followed years later, spanning 2008–2009.
One big difference between the two cycles is that the financial crisis was met with
a flood of liquidity by the Fed and other central banks, which may have stemmed
defaults but created corporate zombies that continue to operate today. We believe
the next downturn will be met with a similar monetary policy response,
but caution that there is less room for rates to decline from here.

Investment Implications
The market’s expectation of aggressive easing by the Fed skews macro risks to the
downside going forward. The Fed can choose to deliver 75 basis points in easing
and give itself even less policy scope to react when it really needs it. But there are
risks that the Fed will disappoint, barring a further deterioration in the economic
outlook. We also expect that a durable trade agreement with China will not be
finalized over the next three to six months, and that political rhetoric will turn
increasingly heated as we approach next year’s presidential election, ratcheting
up policy uncertainty. This would be a perfect recipe for wider spreads and higher
volatility in the second half of 2019.
We have characterized the first half of 2019 as a period of Indian Summer for risk
assets. This is a period that offered a respite from the harsh conditions that risk
assets experienced in the fourth quarter of 2018. In this Indian Summer, highyield spreads have tightened by 118 basis points since the start of the year, despite
a deteriorating economic outlook. Spreads may continue to tighten in the near
term if this favorable environment extends into the fall. But if the market really
believes that the economic outlook warrants 75 basis points in easing over the next
six months, credit spreads could see material widening when the Fed delivers.
After all, even if the Fed begins easing in July, economic data would likely have to
weaken further for the Fed to push ahead with more rate cuts in the fall.
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Some spread widening that occurred in April and May reversed as the quarter
ended, putting credit markets back into in a vulnerable position. History tells us
that Fed easing normally sees high-yield corporate bond spreads widen by over
100 basis points. Our base case is that at year-end, high-yield corporate bond
spreads and bank loan discount margins will be wider than where they ended the
first half of 2019.

Credit spreads could see material
widening when the Fed delivers
the amount of rate cuts the market
is pricing in. History tells us that

High-Yield Spreads and Bank Loan Discount Margins Look Vulnerable
High-Yield Spreads
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Source: Guggenheim, ICE Index Platform, Credit Suisse. Data as of 6.30.2019. High-yield spreads based on the ICE Bank of America
Merrill Lynch U.S. High-Yield Constrained Index. Bank loan three-year discount margins based on the Credit Suisse Leveraged Loan
Index. Shaded areas represent recession.
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Important Notices and Disclosures
INDEX AND OTHER DEFINITIONS
The referenced indices are unmanaged and not available for direct investment. Index performance does not reflect transaction costs, fees or expenses.
The Credit Suisse Leveraged Loan Index 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.
The Intercontinental Exchange (ICE) Bank of America Merrill Lynch High-Yield Index is a commonly used benchmark index for high-yield corporate bonds.
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.
A basis point (bps) is a unit of measure used to describe the percentage change in the value or rate of an instrument. One basis point is equivalent to 0.01%.
The three-year discount margin to maturity (dmm), also referred to as discount margin, is the yield-to-refunding of a loan facility less the current three-month Libor rate, assuming a three
year average life for the loan.
The London Interbank Offered Rate (Libor) is a benchmark rate that a select group of banks charge each other for unsecured short-term funding.
Spread is the difference in yield to a Treasury bond of comparable maturity.
EBITDA, which stands for earnings before interest, taxes, depreciation and amortization, is a commonly used proxy for the earning potential of a business.
RISK CONSIDERATIONS
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. Fixed-income investments are subject to the possibility that interest rates could rise, causing their
values to decline.
Bank loans are generally below investment grade and 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.
This article is distributed 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 article 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 article contains opinions of the author but not necessarily those of Guggenheim Partners or its subsidiaries. The author’s 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. 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. 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.
1. Guggenheim Investments total asset figure is as of 3.31.2019. The assets include leverage of $11.3bn 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, GS GAMMA Advisors, LLC, Guggenheim Partners Europe Limited, and Guggenheim Partners India Management.
2. Guggenheim Partners assets under management are as of 3.31.2019 and include consulting services for clients whose assets are valued at approximately $60bn.
© 2019, 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.
Guggenheim Funds Distributors, LLC is an affiliate of Guggenheim Partners, LLC. For information, call 800.345.7999 or 800.820.0888.
Member FINRA/SIPC GPIM 39283
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Guggenheim’s Investment Process
Guggenheim’s fixed-income portfolios are managed by a systematic, disciplined investment process
designed to mitigate behavioral biases and lead to better decision-making. Our investment process
is structured to allow our best research and ideas across specialized teams to be brought together
and expressed in actively managed portfolios. We disaggregated fixed-income investment management
into four primary and independent functions—Macroeconomic Research, Sector Teams, Portfolio
Construction, and Portfolio Management—that work together to deliver a predictable, scalable,
and repeatable process. Our pursuit of compelling risk-adjusted return opportunities typically results in
asset allocations that differ significantly from broadly followed benchmarks.

Guggenheim Investments
Guggenheim Investments is the global asset management and investment advisory division of
Guggenheim Partners, with more than $209 billion1 in total assets across fixed income, equity, and
alternative strategies. We focus on the return and risk needs of insurance companies, corporate and
public pension funds, sovereign wealth funds, endowments and foundations, consultants, wealth
managers, and high-net-worth investors. Our 300+ investment professionals perform rigorous
research to understand market trends and identify undervalued opportunities in areas that are
often complex and underfollowed. This approach to investment management has enabled us to deliver
innovative strategies providing diversification opportunities and attractive long-term results.

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 offices around the world, our commitment is to advance the
strategic interests of our clients and to deliver long-term results with excellence and integrity. We invite
you to learn more about our expertise and values by visiting GuggenheimPartners.com and following us
on Twitter at twitter.com/guggenheimptnrs.

For more information, visit GuggenheimInvestments.com.

