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Happy New Year! We have finally closed out 2020 and have turned the page on the

calendar. The U.S. and the world now have a vaccine to give the planet a shot in the arm to begin

healing and opens the country from various forms of lock-down and isolation. Investors are

questioning whether the U.S. economy has begun to turn the corner towards recovery and are

struggling to make resolutions for their 2021 asset allocations.

There seems to be broad agreement regarding the underlying narrative of the economy

and the likelihood of alternative asset classes leading the way for investors. This may or may not

be played out as expected (remember 2020?). One should be wary of following the herd. Credit

spreads have ultimately compressed, particularly in the lower qualities. These credit spread levels

are approaching pre-pandemic lows. The largest names in the market are as saturated as ever by

institutional owners. Would investors acting like a group of sheep be called a flock?

The Johns Hopkins Bloomberg School of Public Health defines herd immunity when most

of a population is immune to an infectious disease. This provides indirect protection - or herd

immunity (also called herd protection) - to those who are not immune to the disease. It is nearly

impossible to be the G.O.A.T. if one continues to act like a sheep. Sheep follow each other

because they are herd animals. Herd animals are largely in it for the safety aspect. A predator is

less likely to attack a herd. This may work well for nature’s creatures but does little to help

separate oneself or investors from the pack.

Asset class migration is a beginning of the year seasonal phenomenon. Several asset

allocators are talking about the “Great Rotation” into private credit touting about the “once-in-a-

cycle” opportunities being created by the COVID-19 disruption in this low yielding environment.

Pension plans now need to take corporate debt risk just to preserve their real purchasing power.

The investment community continues to hunt for additional yield pickup. Developed equity

markets have the potential to maintain the move higher in 2021 if global bond yields have

bottomed.

The largest possible tail risk predators are COVID-19, consumer confidence towards

being vaccinated, inflation, fiscal policy drag, a surprise credit event and a possible U.S. / China

trade war. Assets throughout the investment universe probably have already priced in the bulk of

positive effect of the vaccine towards the U.S. economy, so further moves higher may be limited.

For investors focused on long-term income (rather than short-term returns) any selloff

in bonds paves the way for higher future returns. The belief is the Fed will continue to suppress

interest rates, allowing these lows all-in credit yield levels to persist. We will look at various asset

classes to observe if they move as a group or move alone. This is an attempt to vaccinate our

portfolios from following the crowd and choosing to walk on our own path.

Please see “Susceptibility” on page 4
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“Some of the 
most troubled 

industries in the 
investment 
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space posted the 
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performance in 
the fourth 
quarter.”
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REVIEW AND OUTLOOK
After taking a relative breather in the third quarter, the U.S. credit market continued its

spread tightening risk on mode. Investors stayed with the collective crowd to escape the threat of
lagging behind the group in performance. Spreads grinded 36 bps tighter, with most of it coming in
November after the election. Some of the most troubled industries in the investment grade credit
space posted the best performance in the fourth quarter.

The S&P 500 is up more than 11% for 4Q2020 while the NASDAQ is up over 15%. Many
investors fear that bullish price action and sentiment mean that markets are too complacent.
There is a lot of money market fund dry powder left to buy more equities. Some de-risking is
possible if volatility intensifies again. Investment grade credit OAS ended the quarter at 92 bps.
OAS are nearly back to levels from twelve months ago.

All major domestic fixed income indices, excluding U.S. Treasuries, posted positive return
numbers for 4Q2020, continuing the risk-on stampede resulting from the liquidity injected by the
Fed. The U.S. Aggregate index increased 0.67% during the quarter and is up 7.51% over the last 12
months. High yield and investment-grade debt produced significant returns during the fourth
quarter, according to Barclays Capital indices. The total returns from corporate high yield were
6.45% for the quarter. Investment-grade corporate debt produced total returns of 3.05%. High
yield debt is rated below Baa3 by Moody’s Investors Service and lower than BBB- by S&P.

The 2-year Treasury yield declined 1 basis points while the 10-year Treasury yield
increased 23 basis points during the quarter to yield 0.12% and 0.91% for the period, respectively.
Corporates and Commercial Mortgage-Backed Securities were the best performing sectors within
the U.S. Aggregate index. These two sectors returned 3.05% and 1.05%, respectively, for the
quarter. Baa bonds were the best-performing investment-grade credit quality during the fourth
quarter, posting a 4.03% gain. Energy, Transportation, Consumer Cyclical and Industrials were the
best performing industries within the high yield corporate sector.

The Bloomberg News monthly forecast of bond yields – which includes input from nearly
60 economists – forecasts that U.S. Treasury 10-year yields will increase to 1.28% in 1Q2021 and
then rise to 1.35% in 2Q2021. All the yields are greater than the forecasted yields of the November
survey.

A wavy rebound in economic growth should be enough to support corporate fundamentals
in 2021, when combined with constructive demand/supply technicals should move spreads slightly
tighter, despite stretched valuations. In this context, we expect beta compression across
investment grade, with BBBs leading the way and credit curves flattening.

There have been a lot of data presented regarding the susceptibility of risk assets. Below
are several of the thoughts and themes that will go into shaping SGIA’s investment decisions during
the year:

• Credits spreads are nearing long term lows
• Cash build-up on Investment Grade credit balance sheets could pose issues
• Equity valuations seem to have mostly already priced in 2021’s improved earnings
• Yields for cash flow assets are low
• Positive diversification is reduced because risk asset correlations are moving closer to each

other
• Liquidity could become an issue when the Federal Reserve begins to unwind

We will continue to manage portfolios that tend to exhibit less volatility than their relative
index and strive to deliver attractive risk-adjusted returns. Our portfolios are designed to perform
over a full market cycle with a focus on downside risk, a style we believe will succeed in the long
term. We will focus on the trends and ranges, but always stay true to our investment principles.



Chart 1 shows credit spreads becoming infected during March but recovered most of the
spread widening as 2020 came to an end. The Federal Reserve has administered large doses of
liquidity in the market to minimize the decline in economic activity related to the COVID-19
pandemic.

Chart 1 Source: Bloomberg Barclays Indices and SGIA

Are investors getting paid enough to hold credit at nearly pre-pandemic levels? Asset
correlation shifts have proven to be an elusive problem for investors and policymakers. Asset
correlation is a measurement of the relationship between two or more assets and their
dependency. The correlation measurement is expressed as a number between +1.0 and -1.0. A
zero correlation indicates there is no relationship between the assets. The variety of assets, risk
factors, and the asset dynamics make correlation shifts challenging to anticipate, but more
ambitious when it comes to reallocating funds. Table 1 shows that the investment grade credit
index has a low 15-year correlation with U.S. high yield, S&P 500, and leverage loans of 0.62, 0.37
and 0.44, respectively.

Table 1 2006-2020 15 Years Correlations Source: Bloomberg Barclays Indices, Bloomberg and SGIA

Table 2 shows that the investment grade credit index has shifted and is more positively
correlated over a 3-year period than in the previous table. The correlation with the U.S. high yield,
S&P 500, and leverage loans is now 0.76, 0.51 and 0.69, respectively.

Table 2 2018-2020 3 Years Correlations Source: Bloomberg Barclays Indices, Bloomberg and SGIA

“The variety of 
assets, risk 

factors, and the 
asset dynamics 

make 
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shifts 
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“Susceptibility” from page 1
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Spreads:  Nearly Right Back Where We Started From

12/31/2019 3/23/2020 12/31/2020

IG Credit BBB Credit U.S. HY BB U.S. HY B U.S. HY CAA U.S. HY U.S. TSY U.S. TIPS S&P 500 Russell 2000 Leverage Loan

IG Credit 1.00

BBB Credit 0.96 1.00

U.S. HY 0.62 0.75 1.00

BB U.S. HY 0.68 0.81 0.97 1.00

B U.S. HY 0.59 0.72 0.99 0.96 1.00

CAA U.S. HY 0.48 0.64 0.94 0.87 0.92 1.00

U.S. TSY 0.44 0.26 -0.28 -0.18 -0.31 -0.39 1.00

U.S. TIPS 0.71 0.68 0.41 0.49 0.38 0.29 0.57 1.00

S&P 500 0.37 0.48 0.74 0.70 0.71 0.74 -0.33 0.19 1.00

Russell 2000 0.31 0.42 0.72 0.67 0.70 0.73 -0.39 0.12 0.91 1.00

Leverage Loan 0.44 0.63 0.87 0.84 0.87 0.90 -0.45 0.25 0.62 0.61 1.00

IG Credit BBB Credit U.S. HY BB U.S. HY B U.S. HY CAA U.S. HY U.S. TSY U.S. TIPS S&P 500 Russell 2000 Leverage Loan

IG Credit 1.00

BBB Credit 0.98 1.00

U.S. HY 0.76 0.85 1.00

BB U.S. HY 0.83 0.89 0.97 1.00

B U.S. HY 0.72 0.82 0.99 0.95 1.00

CAA U.S. HY 0.60 0.72 0.94 0.84 0.95 1.00

U.S. TSY 0.25 0.06 -0.36 -0.24 -0.39 -0.50 1.00

U.S. TIPS 0.81 0.74 0.49 0.58 0.44 0.32 0.52 1.00

S&P 500 0.51 0.60 0.82 0.83 0.79 0.73 -0.42 0.37 1.00

Russell 2000 0.53 0.62 0.84 0.82 0.82 0.80 -0.46 0.35 0.93 1.00

Leverage Loan 0.69 0.80 0.94 0.89 0.94 0.92 -0.47 0.40 0.72 0.78 1.00



“The long-tail 
impact of COVID-
19 will be played 

out in several asset 
classes and 
industries.”
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Table 3 shows that the investment grade credit index has correlation with U.S. high yield,
S&P 500, and leverage loans of 0.89, 0.70 and 0.87, respectively. These number suggest little
diversification benefits. The long-tail impact of COVID-19 will be played out in several asset classes
and industries. The herd of investors seems to pile into similar strategies that may not inoculate
their portfolios as they believe.

Table 3 2020 1 years Correlations Source:  Bloomberg Barclays Indices, Bloomberg and SGIA

Returns are not normally distributed, and correlations may change over time. While this
behavior may be viewed as an attractive quality of alternative risk premia, it does make it more
difficult to apply conventional asset allocation methods. Basic optimization techniques may not
adequately identify risk or correlations, which would make it more challenging to identify the risk
of tail events during periods of highly correlated returns.

The near-term rating risks at the start of the coronavirus pandemic have lessened. Risks
to earnings, asset quality, funding, and capitalization have been counterbalanced by massive relief
measures and stimulus from central banks and policymakers.

The asset allocation trade for 2021 looks to be focused on private credit. The investor
herd seem to be looking towards leverage loans and private credit to add yield in this low interest
rate environment. Most leveraged loans issued both in the U.S. and in Europe end up in CLO
transactions. Private equity firms have been at the heart of this phenomenon because they either
own the leveraged firms that access the loans, or they engineer the LBOs that stand behind the
leveraged loans.

In the capital structure, leveraged loans are secured senior debt, backed by all the
borrower’s assets and by specific assets. Another important characteristic of these loans is the
inclusion in the loan agreement of covenants to control the financial structure of the borrower and
avoid its deterioration over the life of the loan. Following the financial crisis and in a low interest
rate environment, many institutional investors have found that leveraged loans are an opportunity
to earn higher yields.

The average 2% higher yield has been key in attracting investors such as pension funds
and insurance companies, which added private credit to their portfolios of leveraged loans and
CLOs. These investors have stronger incentives to reach for yield because they often need to meet
absolute return targets. The migration of the herd to private credit involves passing through
dangerous economic territory over the coming years.

Non-bank investors are increasingly extending loans directly to firms, with limited
involvement on the part of banks. Such lending is frequently referred to as private credit, to
distinguish it from bank-intermediated credit. Private credit is typically offered to firms that are
smaller, with earnings well below $100 million, than those borrowing through leveraged loans,
which are originated mostly by banks.

IG Credit BBB Credit U.S. HY BB U.S. HY B U.S. HY CAA U.S. HY U.S. TSY U.S. TIPS S&P 500 Russell 2000 Leverage Loan

IG Credit 1.00

BBB Credit 0.99 1.00

U.S. HY 0.89 0.93 1.00

BB U.S. HY 0.91 0.94 0.98 1.00

B U.S. HY 0.85 0.91 0.99 0.96 1.00

CAA U.S. HY 0.79 0.85 0.95 0.87 0.96 1.00

U.S. TSY -0.18 -0.31 -0.54 -0.47 -0.56 -0.62 1.00

U.S. TIPS 0.85 0.82 0.71 0.76 0.66 0.57 0.04 1.00

S&P 500 0.70 0.75 0.85 0.88 0.81 0.75 -0.54 0.67 1.00

Russell 2000 0.73 0.79 0.89 0.88 0.86 0.84 -0.65 0.57 0.93 1.00

Leverage Loan 0.87 0.93 0.97 0.93 0.96 0.94 -0.59 0.68 0.80 0.86 1.00
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The Centers for Disease Control and Prevention (CDC) state that the key risk factors for
COVID-19 are age, social economic status, and underlying heath conditions. What are the risk
factors for susceptible asset managers? It is very rational to be bullish as we enter the new year
because the financial markets are shot up with massive stimuli and a return to normalcy is
projected in the second half of the year. The risks are that the herd is front running these positives.
Valuation levels may be problematic to support, inflation can intensify, while there can be greater
volatility and ongoing asset correlation increases.

Let us discuss possible inflation risk. Table 4 provides insight and displays returns on the
domestic equity and fixed income sectors. All the average returns for the stock indices are greater
than most of the various bond indices. The high yield strategy is an excellent source of risk
adjusted yield if one is not concerned with following the majority when it comes to taking a
crowded position in private credit. High yield averaged over 18% during the five periods. This is
partly because high yield is not closely correlated with interest rates. High yield bonds are strongly
connected to the business outcomes and fundamentals of the underlying issuers they represent.
Stronger growth usually favors credit over government bonds.

Table 4

Performance During Periods When 10-Year U.S. Treasury Yields Rose

More Than 100 bps (Annualized)

Source:  Bloomberg Barclays Indices and SGIA

In general, interest rates increase during a strengthening economy. A resilient economic
environment is usually constructive for corporate credit and equities. Due to the nature of the high
yield bond market, the major risk on the minds of investors is principally default risk (not interest
rate risk), causing them to be much more concerned with the company’s fundamentals and credit
quality than interest rates. Current inflation worries might be muted because unemployment will
still be high.

This current enthusiasm in the financial markets can last for a long time. Some caution is
warranted, and a health reality check-up is worth considering, especially if some of this investment
herd immunity comes with side effects.

A lion doesn't concern himself with the opinions of a sheep. - Unknown

“Current 
inflation 

worries might 
be muted 
because 

unemployment 
will still be 

high.”

May-03 Dec-08 Jul-12 Jul-16 Aug-17

Strategies to Jul-03 to Dec-09 to Dec-13 to Dec-16 to Oct-18 Average

112 bps 160 bps 153 bps 114 bps 103 bps

IG Credit -24.1% 16.0% -0.1% -7.2% -2.3% -3.5%

BBB Credit -24.3% 27.2% 0.6% -5.7% -2.3% -0.9%

U.S. HY 10.9% 58.2% 9.6% 12.6% 2.0% 18.7%

BB U.S. HY 2.5% 46.1% 7.3% 5.5% 0.2% 12.3%

B U.S. HY 13.1% 44.7% 9.6% 12.1% 2.5% 16.4%

CAA U.S. HY 19.2% 90.6% 14.7% 25.9% 5.2% 31.1%

U.S. TSY -26.4% -3.6% -2.3% -10.5% -2.5% -9.0%

U.S. TIPS -29.2% 11.4% -5.6% -5.5% -1.4% -6.0%

S&P 500 26.4% 23.9% 13.5% 16.6% 8.3% 17.7%

Russell 2000 56.8% 25.2% 31.7% 28.7% 6.4% 29.8%

Leverage Loan 11.4% 51.6% 6.4% 9.6% 4.8% 16.8%
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Contact Us

For additional information please contact:

inquiries@smithgraham.com

www.smithgraham.com

mailto:inquiries@smithgraham.com
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DISCLOSURE STATEMENTS
Additional Disclosure - A copy of Smith Graham & Co. Form ADV Part 2A, which describes our investment advisory services, fees and
operations in more detail, is available upon request.

Investment Risk Disclosure - Fixed income securities are subject to the following investment risks:
• Interest rate risk. Interest rate risk is the risk that debt securities will decline in value because of changes in market interest rates.

Generally, when market interest rates rise, the value of debt securities declines, and vice versa. An account’s investment in such
securities means that the value of the account will tend to decline in market interest rates rise. The prices of long-term debt
obligations generally fluctuate more than prices of short-term debt obligations as interest rates change.

• Credit risk. Credit risk refers to an issuer’s ability to make payments of principal and interest when they are due. Bond prices
typically decline if the issuer’s credit quality deteriorates. Lower grade securities may experience high default rates, which could
mean that an account may lose some or all of its investments in such securities. If this occurs, the account’s value would be
adversely affected.

• Investment grade bond risk. Investment grade bonds are considered less risky than bonds whose ratings are below investment
grade; however, ratings are no guarantee of quality. The credit quality of these bonds can decline which would normally cause the
prices of these bonds to decline.

• Below investment grade bond risk. These bonds, commonly known as "junk bonds”, involve a higher degree of credit risk. In the
event of an unanticipated default, an account would experience a reduction in its income, a decline in the market value of the
securities so affected and a decline in the account’s value. During an economic downturn or period of rising interest rates, highly
leveraged and other below investment grade issuers may experience financial stress that could adversely affect their ability to
service principal and interest payment obligations, to meet projected business goals and to obtain additional financing. The
market prices of below investment grade bonds are generally less sensitive to interest rate changes than higher-rated investments
but are more sensitive to adverse economic or political changes or individual developments specific to the issuer. Periods of
economic or political uncertainty and change can be expected to result in volatility of prices of these securities. NRSROs consider
these bonds to be speculative in nature.

• Mortgage-backed securities risk. Mortgage-backed and securities are subject to prepayment risk. When interest rates decline,
unscheduled prepayments can be expected to accelerate, and an account would have to reinvest the proceeds of the prepayments
at the lower interest rates then available. Unscheduled prepayments would also limit the potential for capital appreciation on
mortgage-backed securities. Conversely, when interest rates rise, the values of mortgage-backed securities generally fall. Since
rising interest rates typically result in the decreased prepayments, this could lengthen the average lives of such securities, and
cause their value to decline more than traditional fixed-income securities.

Performance Disclosure - Past performance is no guarantee of future results. Therefore, no prospective or existing client should
assume that the future performance of any specific investment, investment strategy recommended and/or purchased by Smith
Graham & Co. will be profitable or equal to corresponding indicated performance levels. Historical performance results do not reflect
the deduction of transaction charges, investment advisory fees and/or other expenses, which, if included, would decrease the historical
performance results. The collection of fees produces a compounding effect on the total rate of return net of management fees. As an
example, the effect of investment management fees on the total value of a client’s portfolio assuming (a) quarterly fee assessment, (b)
$1,000,000 investment, (c) portfolio return of 8% a year, and (d) 1.00% annual investment advisory fee would be $10,416 in the first
year, and cumulative effects of $59,816 over five years and $143,430 over ten years.

Index Comparison – Barclays Capital indices have been used as comparative benchmarks because the goals are to provide fixed income
like returns. These indices are some the world’s most recognized indices by investors and the investment industry for fixed income
markets. These indices, however, are not managed portfolios and are not subject to advisory fees or trading costs. Investors cannot
invest directly in these indices. These indices’ returns also reflect the reinvestment of interest. Smith Graham & Co.is aware of the
benchmark comparison guidelines set forward in the SEC Clover No-Action Letter (1986) and compares clients’ performance results to a
benchmark or a combination of benchmarks most closely resembling clients’ actual portfolio holdings. However, investors should be
aware that the referenced benchmark funds may have a different composition, volatility, risk, investment philosophy, holding times,
and/or other investment-related factors that may affect the benchmark funds’ ultimate performance results. Therefore, an investor’s
individual results may vary significantly from the benchmark’s performance.

Forward Looking Statements
This newsletter may include forward-looking statements. All statements other than statements of historical fact are forward-looking
statements (including words such as “believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and “expect”). Although we believe
that the expectations reflected in such forward-looking statements are reasonable, we can give no assurance that such expectations
will prove to be correct.

Past Performance
Past performance is not indicative of any specific investment or future results. Views regarding the economy, securities markets or
other specialized areas, like all predictors of future events, cannot be guaranteed to be accurate and may result in economic loss to the
investor.

Risk
Investment in securities, including fixed income instruments, involves the risk of loss.

6900 JP Morgan Chase Tower • 600 Travis Street • Houston, TX 77002 • Tel 713.227.1100 • Fax 713.227.0912
www.smithgraham.com 


