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Credit Spread Dispersion Between
Cyclical and Non-Cyclical Industries Reveals Opportunities
As summer draws to a close, the U.S. economy continues to stage a dramatic recovery. While equities have
responded by powering through all-time highs, corporate credit spreads flatlined in August. The level of
spreads tells only one part of the story in credit, however, and they are not reflective of the high level of
dispersion that persists within the corporate bond universe, namely among cyclical and non-cyclical sectors.
This leads us to believe there are opportunities among select issuers that could lead to additional return over
the coming months. Breaking out the corporate universe into cyclicals and non-cyclicals reveals a more
nascent recovery in names that were the most adversely affected by COVID-19 in August. Given our macro
outlook of continued recovery, we believe credit spreads of consumer cyclical sectors, such as autos and
logistics companies, have room to compress toward the overall index spread.
The most recent slate of economic data paints a picture of a V-shaped recovery as supply chains come back
online, particularly in the consumer goods sector. Manufacturing PMIs have recovered above pre-COVID-19
levels and new orders are at a 16-year high. Additionally, gasoline demand has recovered to pre-COVID-19
levels, signaling a return to mobility after widespread lockdown and an increase in the flow of goods in the
economy. These data points along with several others, including housing, autos, and trade activity, supports
our view of a continued recovery in the coming months.
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Turning to credit valuations, we believe a strong rebound in economic data will create a tailwind for the
consumer cyclical sectors within the corporate bond universe. The current spread differential of consumer
cyclical versus non-cyclical sectors recently touched a multi-year high and has only recently displayed signs of
compressing tighter after pausing in mid-June due to fears of a COVID-19 second wave.

Spread Differential, Consumer Cyclicals vs. Non-Cyclical Corporate Bonds
Source: Sage, Bloomberg
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Although overall valuations of the corporate bond universe have rebounded from March lows, we believe that
when one looks “under the hood,” select consumer cyclical sectors, such as autos and logistics companies,
have room to rally on an absolute basis and relative to non-cyclical sectors. To that end, we have initiated
overweight positions in issuers within those industries.
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