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benefit from the U.S. corporate tax cut begins to fade. 
Operating trends have also moderated as trade tensions 
weigh on global economic growth. While all sectors are 
impacted by tariffs to a degree, some are more exposed 
than others. For example, commodity-oriented sectors 
such as Basic Materials and Energy are levered to China 
and global growth and reported significantly weaker 
earnings in the first quarter. Domestic-oriented sectors 
like Communications, Real Estate and Utilities had solid 
results. However, with nearly 45 percent of S&P 500 sales 
from overseas, until the trade conflict between China and 
the U.S. is satisfactorily resolved we would expect subpar 
profit growth to continue. S&P 500 earnings grew by a 
weak 1.3 percent in 1Q19 and consensus estimates indicate 
we may be in for more of the same in the second quarter. 
However, in a bit of good news, sales growth has remained 
solid and if costs can be reduced then operating margins 
may be preserved. 

FIGURE 1: S&P 500 INDEX GROWTH TRENDS

 

INVESTMENT OUTLOOK 
Risk On, Risk Off, Risk On...

Spreads movements in the investment grade (IG) corporate 
bond market and risk assets more broadly had a yo-yo 
like feeling during the second quarter, with distinct risk-
on (April and June) and risk-off (May) periods. Spread-
positive news such as rising central bank dovishness, a 
Brexit extension, decent corporate earnings and solid U.S. 
economic data was, at times, offset by negatives such as 
new tariffs and threats, the yield curve inversion, slowing 
global growth and rising geopolitical risks. While near-
term spread volatility may be unsettling, it can also provide 
opportunities for the patient investor, and potentially more 
attractive entry points. In terms of economic growth, U.S. 
real GDP grew by a solid 3.1 percent in the first quarter. 
However, economic growth has slowed in China, Japan, the 
EU and emerging markets. From a monetary perspective, 
central bank accommodation has risen, the Fed is now 
expected to cut interest rates, the PBoC has cut rates and 
the ECB has injected liquidity. In terms of fundamentals, 
the corporate earnings outlook for the next couple of 
quarters appears weak amid tariffs and slower global 
economic growth. However, with investors voicing concerns 
about high financial leverage, IG companies are responding 
with more debt reduction, which is credit positive. 

FUNDAMENTALS: DELEVERAGING SLOWED BY 
WEAKER EARNINGS
Earnings Outlook is Far from Sanguine

Corporate earnings growth has slowed as the one-time 

Q2 2019

CORPORATE BOND MARKET OUTLOOK

• Earnings growth has slowed as the one-time benefit from the U.S. corporate tax cut begins to fade.
• With investors voicing concerns about high leverage, more companies are responding with debt reduction.
• Foreign residents have stepped up their purchases of U.S. corporates bonds after taking a break in 2018.
• Corporate spreads narrowed and quality spreads compressed on a dovish Fed and strong equity markets.
• Corporate credit curves flattened with outperformance in 7- to 10-year maturities relative to 3- to 5-year bonds.

KEY DRIVERS FOR THE QUARTER

Earnings Growth (Y/Y%)                Sales Growth (Y/Y%)
Source: FactSet Earnings Insight, June 21, 2019.

Figure 1: S&P 500 Index Growth Trends
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More Issuers are Focused on Debt Reduction

After a few quarters of modest declines, financial leverage 
(e.g. gross debt to EBITDA) among IG corporate borrowers 
ticked up slightly in 1Q19 as debt growth outpaced slowing 
cash flow growth, per Morgan Stanley. This trend could stay in 
place for the remainder of 2019 unless earnings growth picks 
up. However, the percentage of Industrial corporate borrowers 
reducing debt has increased in recent years following U.S. tax 
reform, particularly in the Capital Goods, Pharmaceuticals, 
Healthcare and Technology sectors. Debt reduction is an 
oft-stated goal by management post-merger and acquisition 
activity (M&A), but the key for credit is willingness and ability. 
Capital Goods, Pharmaceuticals and Healthcare saw elevated 
M&A in recent years and the increase in debt reduction during 
2018 was necessitated by higher-than-trend leverage and 
rating agency and investor expectations. After repatriating 
a massive amount of overseas funds, the Technology sector 
has paid off debt with a portion of this and through strong 
free cash flow generation. Despite debt reduction efforts, we 
would note that S&P Global potential upgrades totaled 353 in 
June 2019 with potential downgrades at 518 and that the ratio 
at 0.7:1 is in line with the 10-year average.1 The long-term 
decline in U.S. corporate credit quality is intact and half of the 
IG market is now BBB-rated.

FIGURE 2: PERCENT OF IG INDUSTRIALS THAT  
REDUCED DEBT

 
TECHNICALS: SOLID DEMAND AND LOWER 
SUPPLY
Foreign Demand for Corporate Bonds Returns

Net foreign purchases of U.S. corporate bonds recovered 
in the first quarter after dropping off precipitously in 2018. 
Foreign residents are an important source of demand for 
U.S. corporates, as they have become the largest holder 
of corporates at nearly 30 percent of the market, followed 
by insurers and mutual funds.2 Net corporate supply was 
seasonally elevated in the first quarter, per Fed data. 
But IG gross corporate supply of $293 billion declined by 
20 percent in the second quarter on a material drop in 

Technology issuance and with elevated maturities, call and 
tenders, net corporate fixed rate supply declined by about 
40 percent, per Barclays. Fund flows remained strong with 
IG net inflows of $29 billion in the second quarter of 2019 
compared to $6 billion in 2018.

FIGURE 3: NET CORPORATE SUPPLY AND NET 
PURCHASES BY INVESTOR

VALUATIONS: CREDIT CURVES FLATTENED  
IN 2Q19
Spreads Tightened Up on Dovish Fed Policy

At an average spread of 115 basis points (bps), the Bloomberg 
Barclays IG Corporate Bond Index narrowed 5bps in the 
second quarter and was 38bps tighter year-to-date. IG 
corporate spreads have retraced to October 2018 levels 
and at present are seemingly supported by a more dovish 
Fed that is attuned to financial market conditions. In the 
second quarter, BBB-rated corporates outperformed A-rated 
bonds, with relative spread tightening of 4bps. From a sector 
perspective, Communications tightened the most, by 11bps, 
while Energy was 1bp wider on a decline in oil prices. At the 
end of the first quarter steeper 5s10s credit curves presented 
opportunities. Perhaps not surprisingly, the corporate market 
reacted, and credit curves flattened in the second quarter with 
outperformance in 7- to 10-year maturities (10bps tighter) 
while 3- to 5-year bonds were 1bp wider on average. 

FIGURE 4: QUALITY SPREADS NARROWED AND CREDIT 
CURVES FLATTENED 

2016                 2017              2018   
Source: Bloomberg, Compustat, Barclays, Issuers Go on Debt Diet, June 14, 2019.

Figure 2: Percent of IG Industrials That Reduced Debt
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Figure 3: Net Corporate Supply and Net Purchases by Investor
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Figure 4: Quality Spreads Narrowed and Credit Curves Flattened 
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CORPORATE OUTLOOK: SECTOR VIEWS 

Our research analysts conduct sector scans for potential 
investment opportunities. In the table below, we have identified 
three corporate sectors with fundamentals that, in our opinion, 
are stable to positive and three sectors with negative trends. 
Industry outlooks represent our expectation for the trajectory of 
sector fundamentals over the next 12-18 months.

FIGURE 5: SECTOR VIEWS

Credit Trends Dashboard  
In our Credit Trends Dashboard, we capture our views of the key drivers of IG corporate credit.

TRENDS Weakness Strength

Central Bank Policy X Central bank accommodation has increased. The market expects the Fed to cut rates, the PBoC has cut rates and the ECB has 
injected liquidity.

Economy X U.S. real GDP grew by a solid 3.1% in Q1 2019, slightly beating the consensus. However, economic growth has slowed in China, 
Japan and the EU.

Financial Leverage X The percentage of corporate borrowers reducing debt has increased following tax reform, particularly in Cap Goods, Pharma/
Health and Tech.

Management / ESG X On top of better disclosures, companies are adjusting managerial responsibilities and adding resources to drive sustainability 
improvements. 

Operating Trends X Operating trends have moderated as trade tensions weigh on economic growth. S&P 500 operating earnings grew by a weak 
1.3% in Q1 2019.

Event Risk X U.S. merger activity was on hold as markets corrected in Q4 2018. Improved financial conditions supported M&A with a 13% 
increase in Q2 2019. 

Regulatory X Scrutiny is relatively high for Communications and Health Care sectors. Regulations are softening for U.S. Banks, Energy and 
Utility companies.

 Flows / Technicals X IG new bond issuance of $293B declined by 20% in Q2 2019 on a drop in Tech issuance. IG fund inflows were $29B in Q2 2019 
vs. $6B in Q2 2018.

Rating Trends X S&P Global potential upgrades totaled 353 in June 2019 with potential downgrades at 518. The ratio, 0.7, is in line with the 
10-Yr average.

Geopolitical Risk X Tensions with China, Iran and Russia increase geopolitical risk. Trade battles and tariffs may negatively impact economic 
growth and earnings. 

Sources: Breckinridge Capital Advisors, Bloomberg, FactSet, ICI, Standard & Poor’s Financial Services, LLC, as of June 30, 2019, unless otherwise indicated.

Note:. In Technology sector, FCF refers to “Free Cash Flow”.  
Source: Breckinridge Capital Advisors

Figure 5: Sector Views

Technology

Banking (U.S.)

Communications

Chemicals

Diversified Manufacturing

Metals & Mining

Strong balance sheets and FCF generation.
Solid growth trends in software and cloud.

Earnings power has improved post tax reform.
Low unemployment driving solid credit trends.

Mergers have generally reduced business risk.
Deleveraging driving credit metric stabilization.

Capacity expansions driving weaker margins.
Trade war with China impacting specialty segment.

Increasing input costs and margin erosion.
Portfolio repositioning and rising leverage.

Shareholder enhancements are a key focus.
Metals demand from China looks set to slow.

Negative Outlook Key Drivers

Positive /Stable Outlook Key Drivers
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DISCLAIMER: The opinions and views expressed are those of Breckinridge Capital Advisors, Inc. They are current as of the date(s) indicated but are subject to change without notice. 
Any estimates, targets, and projections are based on Breckinridge research, analysis and assumptions. No assurances can be made that any such estimate, target or projection 
will be accurate; actual results may differ substantially.Past performance is not indicative of future results. Nothing contained herein should be construed or relied upon as 
financial, legal or tax advice. All investments involve risks, including the loss of principal. An investor should consult with their financial professional before making any investment 
decisions. Some information has been taken directly from unaffiliated third party sources. Breckinridge believes such information is reliable, but does not guarantee its accuracy or 
completeness. Any specific securities mentioned are for illustrative and example only. They do not necessarily represent actual investments in any client portfolio. BLOOMBERG® is 
a trademark and service mark of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”). BARCLAYS® is a trademark and service mark of Barclays Bank Plc (collectively 
with its affiliates, “Barclays”), used under license. Bloomberg or Bloomberg’s licensors, including Barclays, own all proprietary rights in the Bloomberg Barclays Indices. Neither 
Bloomberg nor Barclays approves or endorses this material, or guarantees the accuracy or completeness of any information herein, or makes any warranty, express or implied, as to 
the results to be obtained therefrom and, to the maximum extent allowed by law, neither shall have any liability or responsibility for injury or damages arising in connection therewith.

FOOTNOTES:
1. S&P Global Ratings, Credit Trends, as of July 18, 2018.
2. Fed Flow of Funds, First Quarter 2019, as of  June 6, 2019.
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Sources: Bloomberg Barclays Indices, Fed Flow of Funds. *Note: Quarterly figures are seasonally adjusted annual rates. Seasonal adjustments are made to remove the 
seasonal components of time series graphs.

 As of 06/30/19 OAS Change (bps)

 YTW (%) OAS (bps) MTD QTD YTD

Bloomberg Barclays U.S. Corporate Index 3.16 115 -14 -5 -39

Corporate Credit Curves

Corporate 1-3 Year 2.40 59 -5 4 -27

Corporate 1-5 year 2.49 71 -8 2 -35

Corporate 5-10 year 3.06 116 -17 -9 -49

Corporate Quality Spreads

AAA Corporate 2.77 61 -13 -3 -16

AA Corporate 2.59 61 -9 1 -22

A Corporate 2.88 88 -12 -3 -32

BBB Corporate 3.48 146 -16 -7 -46

BBB-A Corporate 0.60 58 -4 -4 -14

Corporate Sector Spreads

Basic Industry 3.57 152 -20 -2 -33

Capital Goods 3.05 104 -11 -3 -38

Communications 3.49 139 -19 -11 -44

Consumer Cyclical 3.09 111 -15 -8 -43

Consumer Non-Cyclical 3.18 114 -15 -7 -33

Energy 3.49 144 -15 1 -44

Financial Institutions 2.96 103 -12 -6 -44

Technology 2.97 98 -15 3 -26

Transportation 3.21 109 -13 -5 -30

Utility 3.30 115 -7 -1 -30

Supply/Demand ($Billions)

1Q19* 1Q18* 2018 2017 2016

Net Corporate Supply 588 560 282 586 379

Net Purchases (Foreigners) 126 62 -1 331 345

Net Purchases (Funds) 255 625 210 280 70

Net Purchases (Households) -23 -247 -44 -50 -76

Net Purchases (Insurance) 125 95 141 81 99

Net Purchases (Other) 105 25 -24 -56 -59

Statistical Summary


