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Seeking opportunity in
securitized credit
David Goodson, Head of Securitized Products
at Voya Investment Management, talks about
opportunities in the securitized credit markets.

Why should investors consider securitized products
as part of their overall fixed-income portfolio?
Bottom line: Securitized products offer an attractive
alternative to corporate credit, with understandable risks
and unique levers to generate returns.
Obligations in the securitized credit world are collateralized
by pools of homogeneous assets, and repayment of the bond
is derived by how the collateral performs. The different subsectors within the securitized credit universe are delineated
by the type of underlying asset — broadly categorized as debts
owed by consumers, mortgage loans on commercial and
residential properties, and bank loans.
The sector comes with a unique investment convention:
structure, which dictates how the cash flows that come
from the underlying assets are utilized to repay the various
issued tranches in a given transaction.
Investment decisions have these two critical elements
— collateral and structure — that can be utilized to diversify
risks and generate returns.
This sector was heavily regulated after the
2008–2009 global credit crisis. What’s different
about it today?
Broker-dealers and market participants are significantly
less leveraged than before the credit crisis. While this has
implications for liquidity day-to-day, it is also a mitigant
against the risk of a repeat of the collapse in market-making
conditions.
The securitized market has also become more
transparent. The SEC’s regulation AB II, implemented this
year, requires loan-level disclosure of underlying collateral.
Third-party providers now sell detailed, regularly updated
micro-level information on assets in the pool. Active
managers have more granular, up-to-date information than
ever upon which to base their portfolio decisions.
Lastly, driven by the regulatory focus on securitized
assets, interests are now better aligned between issuers
of securitized credit products and investors. Risk retention
requirements, enforced beginning in late 2016, require
issuers to retain 5 percent of the risk issued in their
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transactions. Previously, no such requirements existed, and
with no “skin in the game,” an issuer’s incentive to originate
high-quality assets was more limited.
Where do you see opportunities right now?
Since 2007, the U.S. population has grown by 8 percent, the
labor force by 5 percent and household formation by
9 percent — and yet the aggregate level of consumer debt is
lower than it was in 2007. On those counts, the consumer is
in the early cycle, a positive for consumer-related debt like
residential mortgages and various asset-backed securities.
Which areas look riskiest?
We see risk in CMBS, where commercial real estate
valuations are already well past pre-crisis peaks. We
are also concerned about ABS deals collateralized by
obligations owed by non-prime consumers, like subprime
auto asset-backed securities. Finally, as the largest form
of non-mortgage debt, student loans are a source of
consternation for investors. That being said, whenever risk
boils up, opportunities emerge. We are regularly finding
opportunities to take advantage of inefficiencies in CMBS,
and will be monitoring subprime auto and student loans for
issue-specific opportunities.
How do you add value when managing securitized
fixed-income portfolios?
One thing I like about securitized markets is the amount of
information and improved transparency that’s available to help
investors. A key is to focus on the most relevant information
and to be as micro-oriented as possible without losing your
ability to be efficient. At Voya, the majority of our 10-person
team dedicated to analyzing securitized products has been
working together since the early 2000s. But the resource
equation doesn’t stop there. Voya’s large footprint allows our
teams to draw upon expertise from other centers of excellence
in our organization. A timely example is the firm’s 50-person
whole loan lending team that adds insight on our CMBS
investments. Given some of the percolating risks in CMBS,
these insights are extremely valuable to our clients.
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Quiet
Flows
the
Bond

Opportunity in fixed
income nine years
after the global
credit meltdown

A

After the excitement of late 2016,
when the surprise victor in the U.S.
presidential election kicked off a spate
of optimism about U.S. growth, the
bond markets have settled back into
a lower-risk but lower-than-average
return cycle. Rates look likely to rise
in the U.S., while the Fed is looking
to reduce its holdings of mortgagebacked securities.
Central banks in Europe and Japan
are backing away from the extraordinary
accommodative measures put in place
after the global credit crisis. Optimism
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about the stimulating effects of tax
reform, deregulation and infrastructure
investment in the U.S. are fading, as
market observers begin to doubt that
the Trump administration will be able to
push through its aggressive agenda.
In short, everything is returning to
normal, and most bond managers see a
quiet year of muted risks and modestly
positive returns ahead. That’s the
kind of environment that should make
institutional investors consider a reset
of their default positioning — whatever
it is — based on the outcomes they
seek from fixed income: stability,
income, additional yield or some
combination of the three.
“Asset allocation strategists are
taking a look at fixed-income portfolio
allocation now that the Fed has started
raising rates again,” says Andrew
McCormick, a Vice President and Fixed
Income Portfolio Manager at T. Rowe
Price Group. “Now that longer rates
have reached some type of equilibrium
for now, investors who want to stabilize
their portfolios against volatility in the
stock market have had an opportunity
to extend duration at better yields
than they could have last year. For

investors who are nervous about
ongoing increases in rates and think
the economy is going to pick up, the
opportunity set is more in floating
rates and shorter duration.”
“The main message for fixed-income
investors is that even with spreads and
nominal yields at relatively low points in
their historical experience, fixed income
can play the role you want it to play,”
says Tom Coleman, North America
Senior Investment Specialist at Standard
Life Investments. “It can play the role
of being a great diversifier, in particular
relative to equities. It can play the role
of liquidity provider. It can generate
coupon, and you can go in and out at the
margins with some degree of efficiency
to produce extra return. I think what
investors need to do is to look beyond
the conventional role of fixed income to
different ways of approaching it to do
the job they want it to do.”

Long recovery, no end in sight
Fixed-income specialists universally
look for a relatively benign climate
ahead, albeit one that offers little in the
way of excitement. Says Coleman: “We’re

in an environment that leans toward
slower growth versus higher growth, and
produces less demand for commodities
and other factors that could lead to
inflation. While there may be some
volatility in single markets and single
sectors, the overall trend continues to be
one of very low or slow global growth.”
That’s the same trend that has been
in place, more or less continuously,
since the U.S. economy emerged
from recession in 2009, and Coleman
doesn’t see it ending anytime soon.
“Credit cycles in particular last, on
average, right around six or seven years.
So we’re in the late stages of this credit
cycle. But economic policies have
evolved and credit has evolved — both
things that can allow the recovery, slow
that it might be, to continue almost
indefinitely. There’s also no reason to
believe that it’s going to get some type
of jump-start,” he says.
Jeff Moore, a Portfolio Manager
at Fidelity Investments who oversees
diversified bond portfolios for both
institutional and retail investors,
concurs regarding continued slow
growth. “It’s a long cycle, but I think
we’re still mid-cycle,” says Moore.

12-month periods where 10-year Treasury yields
increased by 100 basis points or more
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Past performance cannot guarantee future results.
Sources: Bloomberg, Barclays, JPMorgan, S&P/LSTA
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The Fixed-Income
Balancing Act:

Opportunistic Investing Within a
Risk-Aware Framework

A

fter years of easy monetary policy, the Federal
Reserve has raised short-term rates three times
since the end of 2015, and according to the central
bank’s projections, two more rate hikes are likely by the
end of this year. Although it is uncertain what effect these
tightening moves will have on longer-term rates, which have
already adjusted considerably higher from where they were
last summer, investors may be worried about how the fixedincome portions of their portfolios will hold up in a rising
interest rate environment.
While it is true that rising rates generally weigh on the
performance of the broad bond market, not all sectors
should react the same. According to Andrew McCormick,
Head of U.S. Taxable Fixed Income at T. Rowe Price, there
are adjustments that investors can make to better position
their bond portfolio for this environment. Specifically, he
recommends combining overweights in sectors with high
credit quality, such as asset-backed securities (ABS), with
overweights to non-investment-grade sectors, including both
global high-yield bonds and bank loans.
T. Rowe Price research indicates that these segments
have held up well when rates are rising. Looking at data
starting in 1999, these sectors have generally outperformed
the broader investment-grade bond market over one-year
periods when the 10-year Treasury yield rose by more than
100 basis points. They have also done well over longer time
periods, exhibiting Sharpe ratios on the high end of other
fixed-income sectors.
This approach of using opposite ends of the credit
quality spectrum can provide a combination of relatively low
sensitivity to interest rate increases, as well as the ability
to benefit from rallies in sectors with credit risk. Most ABS

Many ABS are
structured to
provide investors
with credit
enhancement
that increases
over time, which
reduces the risk
of credit rating
downgrades.

are high quality and relatively
liquid. They generally have
short maturities, which, if
rates are rising, can be rolled
over into new bonds that
pay more attractive coupons
as they mature. Loans,
meanwhile, feature adjustable
rates and produce higher
coupon payments when
short-term rates increase.
High-yield bonds are also less sensitive to the negative
price effects of rising rates, with their prices being more
closely tied to an issuer’s credit quality and the economic
growth environment.
Looking at current conditions, McCormick says the credit
fundamentals of these sectors are generally solid. Many ABS
are structured to provide investors with credit enhancement
that increases over time, which reduces the risk of credit
rating downgrades. In addition, the positive U.S. employment
trend is a tailwind. The condition of many issuers of highyield bonds and loans also remains solid.
McCormick acknowledges that near-term challenges exist
for the fixed-income market, but he remains confident that
a thoughtful approach to sector allocations combined with
prudent security selection can help fixed-income investors
reach their goals. “It makes sense to reevaluate the fixedincome allocations that worked following the financial crisis,”
he says. “The reversal of easy monetary policy is likely to be a
very gradual process. In this environment, adding ABS, bank
loans and high-yield bonds can boost portfolio income in a
risk-efficient way.”

Important Information
This material is provided for informational purposes only and is not intended to be investment advice or a recommendation to take any particular investment action.
The views contained herein are those of the authors as of April 2017 and are subject to change without notice; these views may differ from those of other T. Rowe Price
associates.
This information is not intended to reflect a current or past recommendation, investment advice of any kind, or a solicitation of an offer to buy or sell any securities or investment
services. The opinions and commentary provided do not take into account the investment objectives or financial situation of any particular investor or class of investor. Investors
will need to consider their own circumstances before making an investment decision.
Information contained herein is based upon sources we consider to be reliable; we do not, however, guarantee its accuracy.
Past performance cannot guarantee future results. All investments involve risk.
T. Rowe Price Investment Services, Inc., Distributor.
201704-138272
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Coping with regulation’s
impact on liquidity

A

fter the financial crisis, new rules set in place
by the Dodd-Frank Act in the U.S. and the Basel
Committee’s Basel III bank regulations have
globally limited leverage and forced market makers to
reduce their balance sheets. Bond market traders have
been observing that market liquidity
has been reduced, and, in late 2016, a
study by the New York Fed confirmed
this impression.
“Overall, the full sample estimates
suggest that bonds traded by more
levered and systemic institutions —
those with higher leverage, higher repo
borrowing and higher CoVaR — and
bonds traded by institutions more
akin to investment banks — BHCs
with smaller RWA-to-assets, smaller
allocation to loans and higher trading
revenue — are less liquid than the
average bond,” the Fed’s authors
concluded. The impact on high-yield
bonds was particularly onerous at two
to four times the levels on investment
grade credit.1
Ashish Shah of AB says that it’s not just regulation
that’s dampening liquidity. “You also have much more
dynamic management and more retail money at play in
the fixed-income markets,” he notes. “People press a
button to get themselves out of a mutual fund or ETF. The
volatility has to absorb that.”
With banks hobbled by stricter capital requirements,

Shah says that the asset management industry has
had to step in as market makers. AB, for instance, has
significantly upgraded its technology and trading team.
“We’ve built out a tool called Alfa, which aggregates
market liquidity across different venues,” he says. “That,
in addition to the skill set we’ve added
by hiring traders with market-making
experience, positions us to capture
opportunities created by lower liquidity.”
Moore from Fidelity Investments
dismisses any notion of general illiquidity
in the bond market. “Obviously, you’re not
talking about Treasury liquidity, because
liquidity in Treasuries is as good as it’s
ever been in my life,” he says. “Mortgage
liquidity, Fannie and Freddie liquidity, is as
good as it’s been in my life. When people
talk about liquidity, I think what they’re really
saying is, ‘What if I wanted to buy just that bond?’
“ETFs have changed the nature of the game
a little bit,” adds Moore, “and price liquidity and
cost of trading will go up and down with ETFs. But mainly,
I don’t see a crisis in bond market liquidity — unless
you’re trying to sell broken credit. If you’re talking about
selling distressed things, the market is super-efficient.”
The solution, says Coleman from Standard Life
Investments, is to focus on bonds that you won’t need to
unload in a hurry. “Spotty liquidity in the bond market
makes credit selection even more important,” he says.
“You don’t want to buy anything that you’re not willing to
own for the long term.”

“I’m looking for positive GDP growth,
but nothing super-fast.” He says that
demographics will keep a lid on too
much acceleration. “As our society ages
and as the U.S. workforce gets to its
peak level, it’s hard to imagine how we’ll
see a productivity surge.”
In the U.S., the Fed started
tightening last year and raised rates
another quarter point in March, and
has indicated it expects at least two
more increases before 2017 ends. That
move has, so far, not had a pronounced
negative effect.
“We think it is worth pointing
out that longer-term Treasuries
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saw a reasonably positive reaction
to the Fed’s move on March 15.
Longer-term interest rates did not
immediately increase; initially, they
actually decreased following the Fed’s
announcement,” says Chris Molumphy,
Executive Vice President and Chief
Investment Officer of Franklin
Templeton Fixed Income Group. “This
disconnect between short- and longterm rates is important, as it dispels the
basic notion that all fixed income is a
poor investment in a rising short-rate
environment,” he adds. “Fixed-income
markets are vast and they are complex;
good investment opportunities can be

sourced within all different types of
market environments.”
Monetary policy in other developed
countries hasn’t yet made as definitive
a turn, but the trend worldwide is clear.
“Without question, the developed
markets have seen the peak of monetary
authorities being accommodative for the
current cycle,” says Ashish Shah, Chief
Investment Officer of Global Credit and
Head of Fixed Income for AB. “In Japan,
in Europe and in the U.S., we’ve seen
different versions of either tapering or
pulling back from engaging in heavy QE,
or actually raising rates, in the case of
the U.S.”

© 2017 DAN PAGE C/O THEISPOT.COM

1 “Dealer Balance Sheets and Bond Liquidity Provision,” Federal Reserve Bank of New York, Staff Reports, Staff Report No. 803, December 2016, Revised March 2017.
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SEEKING STEADY PERFORMANCE
WITH AN ABSOLUTE-RETURN FIXED
INCOME STRATEGY
Incurring a smaller loss relative to a benchmark in a downbeat year might
be satisfactory to many portfolio managers whose performance is measured
against market indices. In contrast, achieving positive returns in excess of the
cash rate, regardless of market conditions, is the main goal for an absolutereturn focused bond strategy. A robust absolute-return portfolio pursues this
goal by making use of tools typically not available to traditional bond portfolio
managers, such as attempting to hedge out unwanted risks, along with
extensive sources of potential alpha and an array of uncorrelated positions.
GOAL: HEDGE OUT UNWANTED RISKS
A typical bond portfolio may be exposed to
a number of different risks, such as those
related to duration or interest rate movements,
credit quality, currencies, countries or bond
sectors. Absolute-return managers aim to
hedge against potential risks by dynamically
striving to identify and eliminate potential
sources of unwanted risk by disaggregating
each security’s return into potential alpha and
beta components and then seeking to hedge the
beta exposures to produce greater exposure to
the alpha drivers.
For instance, rising interest rates have often
historically set in motion a period of lackluster
performance for many mainstream fixed income managers. With the US Federal Reserve
expected to hike rates at least twice more
in 2017, many traditional fixed income managers—whose asset allocations have tended
to mirror those of their benchmarks—have
maintained long duration exposure. When
interest rates trend higher, such mainstream
“benchmark-aware” bond portfolio managers
could underperform. In our view, an absolutereturn strategy has more flexibility to not
follow a benchmark and can potentially
hedge away duration risks so that positive
returns can be maintained despite the rising
interest rate environment.

CULTIVATING EXTENSIVE SOURCES OF
POTENTIAL ALPHA
We believe an absolute-return bond strategy
has an array of different potential alpha sources
not usually utilized by traditional fixed income
managers. Such sources might include using
currencies as a long/short play or implementing relative value trades, attempting to further
broaden potential sources of alpha such as
sector rotation, security selection, country
allocation, global yield curve/interest rate positioning or tactical hedging trades—all of which
can differentiate portfolio performance versus
an index.

DIVERSIFICATION CAN POTENTIALLY PROVIDE
ADDED BENEFITS
Likewise, achieving optimal portfolio diversification is crucial for an absolute-return strategy
to help minimize drawdowns as well as support
the goal of achieving consistent, risk-adjusted
gains on an annual basis. Relative to a traditional bond portfolio with a large exposure to US
Treasury securities, a globally diversified bond
portfolio might have a substantial proportion
of its assets invested in non-traditional fixed
income instruments, such as residential and
commercial mortgage-backed securities, bank
loans, collateralized loan obligations, municipal
bonds and asset-backed securities.

Diversification is very important in absolutereturn portfolio construction because managers
can never be right all of the time. They might
be too early in a trade, or the market might
go against them in the short term. It is in this
kind of scenario where diversification on a risk
basis is even more important. If a manager has
a diversified portfolio with positions that are
uncorrelated, and they are wrong or too early
on certain trades, the losses could be offset by
other parts of the portfolio that are doing well.
With ample diversification and risk-management strategies built into their portfolios,
absolute-return managers, in our view, do not
have to be overly fearful of fleeting risk events
that could cause interest rates to spike, credit
spreads to widen or the US dollar to weaken
against major currencies. Given the degree of
diversification of risks within an absolute-return
portfolio, isolated events in any one of these
areas can be less likely to cause material drawdowns in the portfolio.
It is important to note that even with diversified
positioning, performance could still be significantly
impacted during extreme risk-off market events
when the price correlation of all assets converges
portentously. But in our view, such Black Swan
market events are usually few and far between.
Moreover, an absolute-return strategy can also
implement a tail-risk hedging program with options
to help insulate it from such market events.
For investors, we believe the key benefit of an
absolute-return bond strategy is risk diversification. These approaches can help diversify
risk away from existing portfolios, such as the
traditional long-only fixed income strategies. A
key goal is to produce steady and uncorrelated
positive returns on a consistent basis.

David Yuen, CFA, FRM
Director of Quantitative Strategy & Risk,
Portfolio Manager
Franklin Templeton Fixed Income Group
For more information,
visit ftinstitutional.com

IMPORTANT LEGAL INFORMATION
This material is intended to be of general interest only and should not be construed as individual investment advice or a recommendation or solicitation to buy, sell or hold any security or to adopt
any investment strategy. It does not constitute legal or tax advice. The views expressed are those of the investment manager and the comments, opinions and analyses are rendered as of
publication date and may change without notice. The information provided in this material is not intended as a complete analysis of every material fact regarding any country, region or market.
All investments involve risks, including possible loss of principal. © 2017 Franklin Templeton Investments. All rights reserved.
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Shah also sees early signs of wage
inflation picking up in developed
markets, especially the U.S. “Whether
that turns into a secular trend is a
different question, since there are clear
long-term, secular challenges, including
automation and demographics. But
cyclically, there’s no question that when
you’re at 4.5 percent unemployment in
the U.S., you want to see some growth
in wages. We haven’t really seen a big
pickup yet, but it would actually be a
good thing for the economy.”

Fading political optimism
The relative stability of early 2017
comes after a flurry of euphoria kicked
off by President Trump’s upset win last
November. Salivating over campaign
promises of lower taxes, less regulation
and a significant infrastructure
investment, the market priced in
accelerating growth.
The Trump stock rally, which saw the
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S&P 500 rise by 12.41 points between
Nov. 7, 2016 and a peak on March 1, may
have grabbed all the headlines, but the
bond market felt the impact, too. The
10-year Treasury yield moved from 1.83
percent on Nov. 7 to 2.62 percent by
mid-March (about when the healthcare
bill started unraveling), while the 30-year
Treasury yield rose from 2.60 percent to
3.20 percent over the same period. Highyield bonds rallied sharply, with spreads
contracting from around 500 basis
points over Treasuries to a low of 350.
But fast-forward to early 2017:
Healthcare is back-burnered on Capitol
Hill, tax reform and infrastructure
spending are on ice and markets have
gone back to normal. Are investors
starting to doubt that anything will
get done?
“Some of the things that we expected
after the election — a $1 trillion
infrastructure spend, very significant
tax cuts, the potential for big regulatory
rollbacks and the call to bring jobs

back to the U.S. — seem less likely to
materialize,” says Coleman. “If you start
to look at those things piece by piece, in
terms of their probability of getting done
and their probability of getting done in
a way that is constructive for the credit
cycle, you see things start to break down
a little bit.”
“At this point, markets have
reached an equilibrium where we’ll
need to see some follow-through on
policy shifts to ratify these levels,”
says McCormick. “If that doesn’t take
place, there’s a chance that we could
move lower on yields at the long end,
at least temporarily.”
Meanwhile, with recent air
strikes in Syria and Afghanistan,
and mounting tensions between
the U.S. and North Korea, political
factors have had a negative effect,
with Treasury yields touching fivemonth lows following saber-rattling in
mid-April. “No doubt the geopolitical
environment has weighed on the
markets,” says McCormick, speaking
of rising tensions in Asia. “Those kinds
of things are always very, very difficult
to predict and, thankfully, they often
end up settling rather than getting
worse. In this case, the markets have
been on a long run, and I think there’s
an appetite to get a little safety in
portfolios to see how things play out.”

U.S. is the place to be
The U.S. may have its problems in slow
growth and an unpredictable political
climate, but compared to other
developed regions, it is doing very
well. “Certainly the U.S. growth story
might not be as optimistic as it was a
couple of months ago, but the bottom
line is that it is one of the shining
lights globally from an economic
perspective,” says Coleman.
Moore concurs that, at least among
developed markets, America is where
he’s putting his focus. “In the short end,
with global developed rates negative,
you have to be cautious. There’s not a lot
there to do,” he says. He is encouraged
by an uptick in Japan’s producer prices,
indicating the possibility of slightly
stronger growth and inflation, and he
sees signs of growth in German GDP.
“Even with immigration, population
decline is another speed limit on the

German economy,” he cautions. “But
having said that, I think they’re in
early cycle or mid-cycle in Europe. It’s
probably positive once you get the
negative return out of the way.”

Tactical bets on emerging
markets
Emerging markets look a bit more
promising, though a late 2016 rally has
compressed spreads to Treasuries to
about half their levels of a year ago. “A
mix of factors make emerging-markets
debt attractive,” says AB’s Shah. “We
think that emerging-markets inflation
rates will continue to converge with
developed markets; that’s a multi-year
theme.” Still, despite broad supportive
trends, Shah says it’s important to
take a tactical approach. “You have
to be willing to buy countries on
dislocations,” he explains. “Three
months ago, if you were buying Brazilian
assets, people thought that you were
crazy, particularly if it was in local
currency — and today they’ve been a
very strong-performing asset. Being
contrarian to headline risk is important
when it comes to emerging markets.”
McCormick says that he is reducing
his emerging-markets allocation after
strong results in 2016. “We don’t expect
a collapse, but, especially in dollarbased emerging markets, we feel like
that’s fully priced at this point,” he
says. Like Shah, he says that emergingmarkets debt based in local currencies
is a focus, and emphasizes South
Africa, Brazil and Indonesia, though he
notes that these securities tend to be
volatile, and that a strong dollar tends
to undermine returns.

The tail end of a high-yield rally
Like emerging markets, high yield
was up dramatically in 2016, as the
Bloomberg Barclays U.S. High Yield
Index advanced 17.1 percent on the
back of dramatic spread compression
late in the year. “Looking at high-yield
valuations on the basis of spread to
Treasuries, relative to its own history,
we can make the argument that the
sector is beginning to look overvalued,
given that this spread is a bit reduced
Continued on page S11
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Solutions for a Complex
Credit Marketplace
A Q&A with Lee Olesky, CEO,
Tradeweb Markets

Institutional investors continue to face shifting
market conditions and new influences on
corporate bond liquidity. How are these changes
influencing the adoption of e-trading and the roles
market participants are playing?
We’ve seen years of record issuance in the corporate
bond marketplace recently, with corresponding growth in
institutional trading activity. Meanwhile, market participants
have become more sophisticated and focused in the ways
they leverage information and technology to trade.
The combination of these forces over the last several
years has driven innovation with technology that helps deliver
greater access to liquidity, improved pre-trade price discovery
and increased efficiency throughout the trade workflow.
These technologies are helping to better connect
investors with the other side of their trade, find best
execution and even explore new ways of participating in the
credit market — including making prices in all-to-all markets.

Where is electronic trading making a meaningful
impact on corporate bond liquidity, especially with
more constrained balance sheets?
The industry has been focused on connecting traditional
buy-side participants in an all-to-all market structure
for credit over the last few years, broadening the pool of
potential liquidity providers.
However, Tradeweb is taking a comprehensive approach
to delivering solutions that enhance the complete trade
lifecycle, and market participants are being enabled with
more flexible technology to increase their overall credit
trading performance.
Clients adopting electronic trading can now access more
diverse pools of liquidity in one integrated portal. They
benefit from an aggregate view of market liquidity, and can
leverage a complete set of trading protocols to match their
investing strategy more effectively.
All-to-all trading is a new and important component
of that evolution, but we’re also seeing very significant
growth through our improved request-for-quote [RFQ] and
electronic trade processing technology — especially for
larger block and round lot trades.

What are the key differentiators in technology
and market structure that are driving adoption of
electronic trading in credit?
There is not a one-size-fits-all solution for the entire
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spectrum of credit market liquidity. The global credit
marketplace is extraordinarily complex, and relationships are
essential to finding the other side of a trade. We’ve embraced
these idiosyncrasies to enhance and evolve the workflows
credit traders are used to, while offering new ways to inform
their perspective and ability to navigate the market.
First, we’ve dramatically increased access to
counterparties through trade intermediation of corporate
bonds with our Tradeweb Direct platform. Tradeweb’s
value is underscored by its ability to integrate institutional
and retail market liquidity, where we support one in seven
corporate bond trades in the U.S., according to TRACE data.
Empowered with access to a more diverse pool of
liquidity, institutional investors can also see a centralized
view of the largest scale of pre-trade information on an
electronic platform, including inventories, axes, runs and
other price streams.
Credit traders are now looking to manage execution
risk and avoid information leakage. We help them achieve
this through the industry’s most diverse range of trading
protocols, including electronic trade processing, RFQ and
all-to-all trading.
Finally, we streamline trade processing downstream
to improve operational efficiency, including our unique
ability to automate Treasury spot reference pricing through
Tradeweb’s leading U.S. Treasury platform.

How do you see fixed-income trading technology
developing over the next few years? What changes
do you foresee?
We’re only beginning to see the impact of more centralized
liquidity and the tools investors need to operate more
intelligently and efficiently in electronic markets. In time,
we’ll be able to leverage more data science to better inform
pre-trade price discovery and counterparty selection
in more meaningful ways. Investors will be able to pair
new levels of market intelligence with a complete set of
execution protocols, delivering more strategic execution in
an integrated and streamlined workflow — a total market
solution for credit. —Jennifer Kelly

ARE YOU EQUIPPED FOR
TODAY’S CREDIT MARKET?

UP YOUR GAME.
We are not changing the game, we are improving the way you compete.
Tradeweb Credit harnesses an extensive pool of dealer liquidity, a full suite of intelligent
trading protocols and a complete end-to-end workflow to improve your performance in
today’s arena. Execute your trade strategies with greater flexibility by leveraging existing
relationships or tapping into a new trading environment through our All-to-All network.
It’s a total credit market solution that puts you in a whole new league.

Step up to a new level of credit trading on Tradeweb. Game on.

tradeweb.com/credit
©2017 Tradeweb Markets LLC. All rights reserved.
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from long-term averages,” says
Molumphy. “However, we view the
market fundamentals — investmentgrade and below — as healthy, and the
corporate outlook looks good to us.”
Moore says that, even though
there’s little room for further capital
appreciation, he still looks favorably on
high yield in an environment of stable,
steady growth. “I think the market’s
right that spreads should be tight. I
think that high-yield defaults will still
be down year over year,” he explains,
noting that the only really weak sector
is retail, due to online shopping.
“I don’t think there are any sections
of the U.S. high-yield market that I can
point to and really expect spreads to
run a lot tighter from here, because they
have come a long way,” says McCormick.
“But there’s value in the carry, or coupon
rate, which cushions your portfolio
against future rate increases.”
That reliance on the coupon makes
issue selection more important than
ever, says Coleman: “If the coupon is
the only source of return, you’re going
to be very concerned with the potential
to lose that coupon. This is the type of
environment where you’re being very
careful about what you do buy, because
it’s how you’re going to generate returns
through this part of the cycle.”

A play on consumers through
securitized debt
Securitized credit, or structured pools
of homogenous debt, have changed
dramatically since the end of the credit
crisis, when regulators imposed stricter
rules on leverage and disclosure. The
market is now smaller, more tightly
regulated and more transparent. David
Goodson, Head of Securitized Products
at Voya Investment Management, says
the sector merits a permanent place in
most institutional portfolios.
“People don’t necessarily understand
where securitized credit fits into the
asset allocation,” Goodson explains. “Is
it part of a multi-sector strategy they
have? Do they invest in it explicitly, or is
it something that belongs in an esoteric
or nontraditional bucket? What we
strive to do and deliver to our clients is a
through-the-cycle approach to investing
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in securitized markets. We would urge
a permanent allocation alongside a
high-yield allocation, alongside an EM
allocation, alongside your investmentgrade corporate allocation.”
Goodson believes that, currently, the
consumer-driven parts of securitized
credit — residential mortgage-backed
securities (RMBS) and asset-backed
securities (ABS) — are attractive.
Consumers are much earlier into their
recovery cycle than corporations, and
are poised to benefit from employment
and wage growth. Goodson notes that
aggregate consumer debt has still
not reached its pre-2008 levels, even
though the U.S. population has grown
by 8 percent.
Riskier areas include corporate
mortgage-backed securities (CMBS)
and subprime auto loans, but even here,
opportunities emerge along with risk.
“Security selection can be a real source
of outperformance if you make the right
microbets in this space,” Goodson says.
That’s Shah’s view, as well, and he
points to selective opportunities even
in the embattled retail sector. While he
doesn’t see brick-and-mortar shopping
coming back anytime soon, he thinks
that much of the dislocation has been
priced in. “It takes time to close down
stores,” he says. “It takes time for
defaults to occur. There is flexibility
and opportunity for mall owners to
fill the spaces that are being emptied
out. Not all malls are the same. So I do
think there are opportunities there.”
Shah also likes credit risk transfer
(CRT) securities, issued by FNMA and
FHLMC, that underwrite the credit
risks of pooled residential mortgage

“This year, one
overarching
theme I have
for all my
clients is:
Let’s get more
balance.”

debt. “These are particularly attractive,
given how tight the lending standards
have been in the overall space,” says
Shah. “You’re taking on default and loss
exposure in a housing market that has
much lower risk than it did 10 years ago.”

A time to reevaluate
This, perhaps, is the main theme of early
2017: Broad trends aren’t as favorable as
in 2016, but opportunities remain.
“One of the things I tell all my
clients is, you made a lot of money in
2016,” says Moore. “There were really
high spreads in high-yield, leveraged
loans and emerging markets, and
those spreads compressed a long way.
This year, one overarching theme I
have for all my clients is: Let’s get more
balance.” Moore advocates widely
diversified strategies and a wait-andsee stance; if one part of the portfolio
outperforms, add to it. If not, stay
close to a neutral positioning.
Coleman has a similar strategy. “In
this kind of market, you start stepping
away from benchmarks and start to
think about building portfolios of
ideas,” he says. “These are ideas that
you hope will make money through
some type of a cycle, whether it’s a
12-month, 18-month or 36-month cycle.”
The ideas aren’t necessarily part of
some grand view of the global market,
but rather a collection of opportunistic
bets. If it’s diverse enough, Coleman
says, such a portfolio can insulate
investors from too much exposure to
rising U.S. rates.
The main message for right now,
says McCormick, is to remember why
you’re investing in fixed income. “If
fixed income was historically the part
of your portfolio that provided some
hedging of volatility in equities — some
steady income and liquidity — it can
still do those things. It’s a slightly
different environment than what we
experienced during the post-crisis
period, so you should probably
reexamine your allocations and re-ask
the hard questions. To me, a portfolio
that balances liquidity against some
coupon income from higher-yielding
sectors in the market makes sense in
this environment, and I think it fills the
classical function of a fixed-income
portfolio.” —Jennifer Kelly

If the Fed moves, can you?
Learn how iShares Corporate Bond ETFs can help investors
navigate an uncertain interest rate environment

Navigate an uncertain
interest rate environment
While many investors expect interest rates to rise further, the speed and magnitude of
the moves remain uncertain. However, given a near-zero starting point, investors may
not be able to draw guidance from historical rising rate periods.
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Faced with uncertainty around the path to normalization, investors can use bond
ETFs to quickly seek yield opportunities, lower duration and hedge interest rate risk in
simple, low-cost solutions.
Objective

Potential solution

Seek yield
opportunities
as rates change

Broad
Exposure ETF

Quickly access bond markets to capture
yield opportunities with an ETF to gain broad
exposure to thousands of bonds in a single trade.

Seek less
sensitivity to
interest rates

Short
Duration ETF

Shorten duration to help reduce potential losses
from bond price movements. Increase credit
exposure to potentially offset losses in yield.

Help hedge
against
interest rate
movements

Interest Rate
Hedged ETF

Investors who believe interest rates will rise
unpredictably may consider interest rate hedged
ETFs, which seek to provide credit exposure with
significantly reduced interest rate risk.

ETFs to help manage
interest rate risk
iShares offers a complementary set of bond ETFs in broad exposure, short duration
and interest rate hedged varieties to help you manage your portfolio when market
conditions change.
Investment grade bonds
Broad exposure
Seek yield
opportunities
as rates change
Short duration
Seek less
sensitivity to
interest rates
Interest rate
hedged
Help hedge
against interest
rate movements

High yield bonds

LQD

iShares iBoxx $
Investment Grade
Corporate Bond ETF

HYG

iShares iBoxx $ High
Yield Corporate
Bond ETF

SLQD

iShares 0-5 Year
Investment Grade
Corporate Bond ETF

SHYG

iShares 0-5 Year High
Yield Corporate
Bond ETF

LQDH

iShares Interest Rate
Hedged Corporate
Bond ETF (Active)

HYGH

iShares Interest Rate
Hedged High Yield
Bond ETF (Active)

Carefully consider the Funds’ investment objectives, risk factors, and charges and expenses before investing.
This and other information can be found in the Funds’ prospectuses, which may be obtained by visiting
www.iShares.com or www.BlackRock.com. Read the prospectus carefully before investing.
Investing involves risk, including possible loss of principal. Fixed income risks include interest-rate and credit risk.

Typically, when interest rates rise, there is a corresponding decline in bond values. Credit risk refers to the possibility that the
bond issuer will not be able to make principal and interest payments. Non-investment-grade debt securities (high-yield/junk
bonds) may be subject to greater market fluctuations, risk of default or loss of income and principal than higher-rated securities.
The Interest Rate Hedged Funds’ use of derivatives may reduce the Funds’ returns and/or increase volatility and subject the
Funds to counter party risk, which is the risk that the other party in the transaction will not fulfill its contractual obligation. The
Funds could suffer losses related to its derivative positions because of a possible lack of liquidity in the secondary market and as
a result of unanticipated market movements, which losses are potentially unlimited. There can be no assurance that the Funds’
hedging transactions will be effective or that interest rate risk will be reduced within the Funds.
The strategies discussed are strictly for illustrative and educational purposes and should not be construed as a recommendation
to purchase or sell, or an offer to sell or a solicitation of an offer to buy any security. There is no guarantee that any strategies
discussed will be effective. The information presented does not take into consideration commissions, tax implications, or other
transactions costs, which may significantly affect the economic consequences of a given strategy or investment decision.

The Funds are distributed by BlackRock Investments, LLC (together with its affiliates, “BlackRock”).
The iShares Funds are not sponsored, endorsed, issued, sold or promoted by Markit Indices Limited, nor does this company make
any representation regarding the advisability of investing in the Funds. BlackRock is not affiliated with Market Indices Limited.
©2017 BlackRock, Inc. All rights reserved. iSHARES and BLACKROCK are registered trademarks of BlackRock, Inc.
All other marks are the property of their respective owners. 137258
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Visibility
is insight
iBoxx indices offer broad benchmarking
and liquid tradable index solutions that
track bond markets globally.
US: +1 212 931 4910 | UK: +44 207 260 2000 | Asia: +65 6922 4220
markit.com/iBoxx
IHS Markit makes no warranty, expressed or implied, as to accuracy, completeness or timeliness, or as to the results to be obtained by use of
the products and services described herein, and shall not in any way be liable for any inaccuracies, errors or omissions therein. IHS Markit is a
registered trademark of IHS Markit Ltd and/ or one of its group companies. All other company and product names may be trademarks of their
respective owners © 2017 IHS Markit. All rights reserved.The Markit iBoxx Indices (“indices”) are calculated and owned by Markit Indices Limited
(“Markit Indices”). “Markit” is the service mark of Markit Group Limited and “iBoxx” is service marks of Markit Indices; all such marks are used
under license or with permission.
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