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In Outlook 2019 we stated that, “we believe the interest rate risks will 
continue to become more balanced and symmetric while credit risks 
have been increasing.  Therefore, throughout 2019 we will continue 
to monitor the credit markets and will begin a migration toward 
higher quality bonds with shorter durations and lower yields as we 
reduce credit risk exposures; thereby increasing the diversification (to 
stocks) role being played by FI in client strategies.” 
 
Bonds possess unique risks and investors need to manage many critical 
factors when building an effective bond component to a balanced 
portfolio.  
 
The relationship between a bond’s price and interest rates is generally 
inverse – meaning as market interest rates move up a previously issued 
bond’s price will move down. Conversely, if current rates move down, 
the value of existing bonds could move higher.  Therefore, a primary 
consideration regarding bond investments is interest rate risk, which is 
defined as the risk that an bond’s value could change due to movement 
in prevailing market rates, the spread between certain rates, the shape 
of the yield curve, or various other interest rate relationships.  
 
The other primary consideration is credit default risk, which reflects the 
issuer’s ability to repay the loan over time, i.e. their credit worthiness 
or credit quality. A higher level of credit quality is associated with 
higher confidence in the ability of the issuer to repay the loan, thereby 
resulting in lower borrowing costs. While occasionally there may be 
various price dislocations between issuers regarding the level of 
interest being paid, issuers with higher credit ratings generally can 
borrow at lower interest rates.  
 
CREDIT DEFAULT MARKET RISKS 
Although we believe credit risks are rising  we do not believe the wolf is 
at the door, yet.  Credit risks are manifested through the probability of 
default.  Since a bond is a loan, the question is whether the lender 
(bond holder / investor) will get their money back and avoid the 
borrower (bond issuer) from defaulting. 
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Although U.S. Treasury bonds in academia are considered ‘risk free’, there is still risk.  There is interest 
rate risk in holding the bonds, but there are also risks in sovereign debt best illustrated by Greece.  We 
do believe deficits and national debt are a building concern which becomes more of an issue in the mid-
2020’s than it is right now.   
 
Beyond Treasury bonds, there are various issuers of Fixed Income instruments, including municipalities, 
financial institution preferred stock, and various corporations to name a few.  Corporate bonds are a 
significant market to be addressed.  Unlike the U.S. Government, companies cannot continue to issue 
bonds through a monetization of debt (a topic beyond the scope of this paper) and therefore are 
required by investors to pay an interest rate above that of similar term U.S. Treasury Bond. This 
difference is known as the credit-spread or simply the ‘spread’. 
 
When times are good and the probability of default drops, spreads diminish or tighten; and, the opposite 
is also true.  As risks to default increase the spreads widen as investors require a higher level of 
compensation for the higher default risk.  Higher quality investment grade companies can receive better 
terms through lower interest rates (tighter spreads) than below investment grade high yield companies. 
 
We respect the work of Scott Grannis and his perspective 
shared on January 18, 2019 which included: “Swap spreads 
are excellent coincident and often leading indicators of 
financial market and economic health. When spreads are 
low, liquidity is generally abundant, risk aversion is low, 
systemic risk is low, and the economic outlook is 
generally healthy. 2-yr swap spreads today are unusually 
low, less than 20 bps. Among other things, this tells me the 
banking system is healthy and there is no shortage of 
liquidity.”  
 
The team at Bespoke shared the following observations as part of their views into 2019 and the credit 
markets (emphasis added): 

“Delinquencies are falling on commercial and industrial loans, and are near their lowest levels of the 
past 30 years. While delinquencies could tick up, the data we have through Q3 is showing a 
positive story.”  

“The same thing is true when it comes to loan officers’ plans for credit standards. Loan officers are 
still easing standards for loans. During prior credit crunches, loan officers were at least moving in 
the direction of tightening standards.”  

“Finally, we note that interest coverage for domestic nonfinancial companies do not look unhealthy. 
Per the Federal Reserve’s Flow of Funds data, EBITDA coverage of net interest expense is 4.1x 
through Q3. While that’s lower than recent periods, it’s dramatically higher than other periods 
when the debt markets got into real trouble and a sign that corporations haven’t over-borrowed.” 

 
The above points toward a healthy bond market for now.  That said, symmetry in interest rate risk 
encourages us to begin our migration toward high credit quality bonds.  Furthermore, we believe there 
are deteriorating dynamics in the corporate bond market, especially high yield, which we expect to play 
out in the years to come.  Therefore, we’d rather error on being early than late in our movement of 
portfolio positioning. 
 



The supply of bonds in the lowest rated tier 
(BBB) of the Investment Grade Bond segment 
has exploded since the great recession as 
illustrated (Source: Bloomberg Barclays).  On 
one hand this is logical, a good CFO would 
refinance corporate debt and lock in long term 
low interest rates.  However, this increases the 
risk that any downgrade of Investment Grade 
Bonds could flood the High Yield Market with 
supply and thereby drive a market increase to 
rates - with downward pressure on prices / 
values.  Therefore, if the economic cycle begins 
to turn downward, the risk of default or 
downgrade will increase and therefore cause us 
to pause, observe and consider the forthcoming 
dynamics. 
 
The potential supply (BBB downgrades) could add to the high yield market’s scheduled wall of refinancing.  
The 2018 maturity profile below shows a larger percentage of bonds refinancing in the next several years as 
compared with previous cycles.  For example, in year 2, 2020, there will be slightly over 5% of the High Yield 
market maturing.  This percentage will increase relatively dramatically over the next several years and at an 
accelerated pace compared to the 2000 or 2007 cycle. 

 
 
Additionally, the interest rate spreads for both investment grade bonds and high-yield bonds are tight by 
historical long term averages, meaning the prices are relatively high.  Therefore, given the associated credit 
risks which are building, we question the compensation investors are receiving for taking on the credit risk.  
 
Therefore, as we enter the later stages of the economic expansion, we’re monitoring these metrics closely.  
We anticipate that through 2019 we will begin reducing credit risk in strategies as we increase the quality 
mix of the fixed income portfolio. 
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