Market Insight
July 2016

Where’s the Beef (i.e., Is There Yield Anywhere)? Why Certain
U.S. Credit Markets May Have a Massive Technical Tailwind?
While it is difficult to actually believe (and even write I must admit), 25% of the global sovereign
bond market or $11.7 trillion in debt now yields 0% or less1. Yes, that is 0% or less equating
to some investors actually “paying” to have their money held by certain governments. Many
countries that have historically been perceived to be poor credits such as Italy and Lithuania pay
creditors rates such as 0.5% and 1.25% or less. This begs the question: Is there any yield left in
this world?
To put this abnormality into even better perspective and answer the question about yield (or
lack thereof), the team at Palmer Square put together the below chart which shows the various
yields of the major fixed income classes (weighted by size). In summary, only 14% of the $60
trillion global fixed income market yields more than 4%, and only 26% yields more than 2%
(note: 2% is the typical hurdle to earn a real return).

Source: Palmer Square and Bloomberg

So, yes, there is yield, but it is puny. As sovereign wealth funds, pensions, endowments,
foundations, and other investors who require a certain rate of return or cash flow amount
search for yield, they will be hard-pressed to find many options. As another example, consider
the situation that Japanese fixed income investors now confront. Bloomberg just highlighted
that Japanese investors can no longer earn a positive yield on 10-year U.S. treasuries after
currency hedging costs are netted out. Please refer to the chart below.
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Why U.S. Credit Has a Massive Tailwind?
In our opinion, the above technical factors contribute a massive tailwind to certain segments of
the U.S. Credit markets. The U.S. economy is relatively strong and our markets “actually” have
opportunities for investors to capture yield. As an initial example of the potential power of this
technical tailwind, the U.S. high yield bond market had a $2 billion inflow on Monday, July 11th.
This inflow registered as one of the strongest inflow days ever in U.S. high yield. You can debate
whether the high yield bond market is rich, fairly-valued, or cheap; however, you can’t debate
that it continues to offer a 7% yield-to-worst.
Where does Relative Value Exist in U.S. Credit?
At Palmer Square, many of our investment solutions are structured to be opportunistic in
nature in that we have the ability to look across credit for the best relative value and position
portfolios around what we believe to be the best long-term risk/return. In seeking to exploit
the best relative value available in credit, the Palmer Square investment process is a blend of
top-down and bottom-up. As far as the top-down view, our team meets every morning to
discuss valuation levels, new issuance, secondary market trends, M&A activity, and many other
macro-type metrics. For ease of analysis for this piece, we have included an abbreviated version
below of one of the valuation tools we utilize. While not exhaustive in nature, Exhibit 1 allows
us to quickly grasp valuation data for the broader investment landscape. In addition, it allows us
to analyze not only year-to-date returns, but also how much the various markets have retraced
since credit started widening in June 2015 (i.e., how much markets have rallied to recoup the
spread widening seen).
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Source: Palmer Square. Note: “TTM % Retrace” shows the % spread retracement from the wide levels of 11-Feb-16

Relative Value observations (as of July 12th):
•

Collateralized Loan Obligations (“CLOs”) are still universally cheap retracing a relatively
small percentage of the price widening (especially BBB/BB/B-rated CLO debt). This low level
of retracement is especially pronounced when compared to high yield and leveraged loans
which have staged a huge rally of late.
»»

B-rated CLO debt has only retraced 15% of the spread widening back to June 2015

»»

BB-rated CLO debt has only retraced 40% of the spread widening back to June 2015

•

High yield and investment grade have seen a major rally; however, as you perform the
bottom-up fundamental analysis, there are specific industries and companies whereby you
can obtain not only yield, but also total return (across loans and bonds).

•

Commercial mortgage-backed securities (“CMBS”) are still universally cheap (with the
exception of AAA-rated CMBS which has retraced all of its price decline). We believe that
up-in-quality, single issuer deals are highly attractive. While not in this abbreviated version,
we have also found relative value in other areas of Asset-Backed Securities (“ABS”) including
high quality, senior debt of seasoned non-agency paper and consumer ABS.

Thank you for your continued interest and partnership. Please let us know if you would like to
speak further on either the credit markets or any of Palmer Square’s investment solutions. We
would be happy to arrange a call or meeting.
Source: Bank of America Merrill Lynch and Fitch Ratings
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Notes and Disclosure
This newsletter is limited to the dissemination of general information pertaining to Palmer
Square Capital Management LLC’s (“Palmer Square”) investment services and general economic
market conditions. The information contained herein should not be construed as personalized
investment advice and should not be considered as a solicitation to buy or sell any security or
engage in a particular investment strategy. The views expressed are for commentary purposes
only and do not take into account any individual personal, financial, or tax considerations. There
is no guarantee that the views and opinions expressed in this newsletter will come to pass.
There are risks involved with investing, including the possible loss of principal, that investors
should be prepared to bear. Past performance does not guarantee future results.
Actual events are difficult to predict, are beyond the control of Palmer Square and its affiliates
and may differ from those assumed. There can be no assurance that forward-looking
statements will materialize or that actual results will not be materially different than those
presented. All forward-looking statements included are based on information available on
the date hereof, and neither Palmer Square nor its affiliates assumes any duty to update any
forward-looking statement.
This material represents an assessment of the market environment at a specific point in time, is
subject to change without notice, and should not be relied upon by the reader as research or
investment advice. With regard to sources of information, certain of the economic and market
information contained herein has been obtained from published sources and/or prepared by
third parties. While such sources are believed to be reliable, Palmer Square or their respective
affiliates, employees, or representatives do not assume any responsibility for the accuracy of
such information. The information contained herein should not be construed as personalized
investment advice and should not be considered as a solicitation to buy or sell any security or
engage in a particular investment strategy. The views expressed are for commentary purposes
only and do not take into account any individual personal, financial, or tax considerations. There
is no guarantee that the views and opinions expressed in this newsletter will come to pass.
There are risks involved with investing, including the possible loss of principal, that investors
should be prepared to bear.
The securities issued under the CLO transactions have not been registered under the Securities
Act of 1933, as amended, and may not be offered or sold in the United States absent
registration or an applicable exemption from registration requirements. This overview shall not
constitute an offer to sell or the solicitation of an offer to buy, nor shall there be any sale of such
securities in any state or jurisdiction in which such offer, solicitation or sale would be unlawful
prior to registration or qualification under the securities laws of any such state or jurisdiction.
Palmer Square Capital Management LLC (“Palmer Square”) is an SEC registered investment adviser
with its principal place of business in the State of Kansas. Registration of an investment adviser
does not imply a certain level of skill or training. Palmer Square and its representatives are in
compliance with the current registration and notice filing requirements imposed upon registered
investment advisers by those states in which Palmer Square maintains clients. Palmer Square
may only transact business in those states in which it is notice filed, or qualifies for an exemption
or exclusion from notice filing requirements. Any subsequent, direct communication by Palmer
Square with a prospective client shall be conducted by a representative that is either registered or
qualifies for an exemption or exclusion from registration in the state where the prospective client
resides. For additional information about Palmer Square, including fees and services, send for our
disclosure statement as set forth on Form ADV using the contact information herein or refer to the
Investment Adviser Public Disclosure web site (www.adviserinfo.sec.gov). Please read the disclosure
statement carefully before you invest or send money.
Please note that certain investments may not be appropriate for all investors. Nothing herein
takes into account any individual’s personal or financial characteristics which are important for
determining suitability of investments. Nothing herein should be construed as investment advice.
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