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US domestic exposed bonds evade slowdown

With China facing economic uncertainty and commodity prices set for a secular decline, certain
sectors in the US corporate bond market face greater risk than others.

— In HY, utilities and oil and gas saw a 100bps+ spread widening over the past month
— Basic materials saw the biggest spread widening in IG, 45bps over the past month
— Financials and healthcare spreads held up the best amid the recent commodities slump

Recent economic data on China points
towards a slowdown. Latest GDP figures
showed that the world’s second largest
economy barely made its annual 7% GDP
target. The country’s struggles reach beyond
its borders however, as a number of
emerging market economies are over reliant
on trade with China. In addition, global
commodity prices have followed China’s
downward trend as the market anticipates
dampened global demand led by the biggest
importer, China.

The Bloomberg commodity index has fallen
by 7.2% over the last month; attributed by
some market commentators to a secular
change in the commodities market on the
back of reduced global trade, which could
even heap further pressure on prices.

This trend has caused significant re pricing
across risky assets, and corporate bonds
have not been spared. A review of the
performance of US corporate bonds over the
past month may provide an indication of
those sectors best positioned to withstand
further global headwinds.
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Sector performances
Spread change from July
17th - August 17th (bps)

HY IG

Consumer Services 42 23
Basic Materials 55 45
Industrials 85 16
Consumer Goods 55 15
Health Care 28 18
Utilities 103 19
Financials 39 10
Technology 52 19
Telecommunications 50 21
Oil & Gas 157 32

Source: Markit

All sectors across the US corporate bond
market, as gauged by the constituent bonds
of the Markit iBoxx USD Liquid Investment
Grade index (LQD) and the iBoxx USD Liquid
High Yield index (HYG), saw their spread
over treasuries, a measure of credit risk,
widen over the past month. While the selloff
has been across the board, some sectors
have fared better than others.

The worst performing sector in high yield (HY)
was unsurprisingly oil & gas, which saw a
157bps widening (WTI crude price hit a 6
year low this week) led by small explorers
and producers. More notably, HY utilities saw
a 103bps widening, led by names like GenOn
Energy Inc and NRG Energy Inc. Utilities, a
traditionally defensive sector, saw only a
19bps widening in investment grade (IG),
which highlights the disparity between large
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domestic led IG names and the highly
leveraged energy based utility names.

In the investment grade space, basic
materials was the worst performing sector
(45bps wider). Industrial metals and mining
were the sub sectors that led the widening.
Canadian metal and mining firm, Teck
resources, has seen its long term bond yields
surpass 9%, which is notably higher than the
average US HY bond (the current yield for
HYG is 6.91%).

Oil & gas IG held up better, with a 32bps
widening; suggesting credits in this space are
well positioned to withstand headwinds
among credits directly exposed to commodity
prices. In the metals and mining sector,
where production costs are homogenous
across the credit spectrum, IG credit has
underperformed over the past month as
opposed to the IG oil & gas sector where
economies of scale have been built up over
the years.

More broadly, cyclical sectors that are more
exposed to the US market rather than the rest
of the world performed better. These include
IG and HY healthcare, IG utilities and
financials. The relative outperformance
comes as no surprise since US economic
fundamentals remain stronger compared to
the rest of the world.

Financials outperform

MarkitiBoxx USD Liquid Investment Grade Financials Index spread over treasuries
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Financials were the stand out best performing
sector, with IG credit seeing only a 10bps
widening. The Markit iBoxx USD Liquid
Investment Grade Financials Index currently
trades at 164bps over treasuries. With US
financials under heavy regulatory scrutiny,
credit quality has improved. They also remain
more domestically led and less susceptible to
commodity prices. Spreads remain around
58bps above levels seen in mid-2014.
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