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An update from the Fixed Income team

-In defence of
discipline

Global credit markets have shown
remarkable resilience over the past
year. However, with structural macro
concerns still hanging over the market,
fund managers need to avoid the well-

worn path of taking on excessive credit
risk at just the wrong time.
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dispersion vs. credit spreads

dispersion and the absolute level of credit spreads
(Figure 1). In other words, the amount of variation

between the performance of different companies and 7,;1(;2 300,5
industries in credit markets has moved closely in line @ go 250 @
with the extra yield that credit has offered compared to _§ 70 200§
underlying government bonds. S 60 §
S 50 150 8
When credit spreads are wide, the level of dispersion '§ 40 S
in markets also tends to be high. As a result, fund §30 100%:;
managers primarily tend to focus during those times on g 20 5 O
generating portfolio outperformance via a combination & 10
of good stock and sector selection. However, when credit 0 0

. . . Jan-10 Jarl1—11 Jaln—12 Jaln—13 Jaln—14 Jaln—15 Jaln—16 Jaln—17
spreads tighten and volatility drops, history shows that

dispersion in credit markets also tends to fall, meaning == Sector spread dispersion Global IG credit spread (RHS)
that the potential pay-off from good stock and sector Source: LGIM, Barclays
selections is reduced.

Legal &
General

INVESTMENT MANAGEMENT



June 2017 Market Insights

Notably, global investment grade credit sector spread

Figure 2: Global IG credit sector spread

dispersion has declined to the lowest levels seen in seven
performance

years (Figure 2), suggesting very little opportunity for
profitable sector selection.
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managers taking on excessive risk at just the wrong
time. In the past, when credit spreads have been at today’s

levels, excess credit returns in the following 12 months . . . .
Figure 3: Historical average prospective

have been modestly negative on average, with a material .
12-month excess return vs. credit spreads

risk of a significant double-digit drawdown (Figure 3) as
everyone tries to reduce risk at the same time.
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For more detail on the fixed income outlook, please read: ouree arciaye

Market Insights - TaperTantrum 2:The Fed and the Furious.



http://www.lgim.com/library/knowledge/thought-leadership-content/market-insights/Market-Insights_Taper-Tantrum_Q2-2017_ENG.pdf
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Important Notice
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