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buying risk assets wherever they 
could be found. 

It can be very comforting to 
pursue a strategy that has proven 
itself once already, especially when 
one is in the company of many 
other professionals who seem to 
agree. But we would urge caution 
here. There are a number of simi-
larities between the credit crises of 
‘98 and ‘07, but there is one signifi -
cant difference that we fi nd very sobering: today’s events are 
much less isolated than they were in 1998. Then, as now, we 
experienced a major “leverage unwind” triggered by large 
losses in one sector of the credit markets, but in 1998 those 
losses were neither caused nor accompanied by major funda-
mental deterioration in the domestic economy. Payrolls were 
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Corporates
Corporates turned in their worst excess return performance in 
fi ve years, underperforming duration-matched Treasuries by 
244 basis points as spreads widened by 48 basis points during 
the quarter. Despite this, the sector still had a positive total 
return of 1.82%, as the bond market rally more than offset the 
spread widening. 

Weakness in the corporate market during the early summer 
accelerated into the third quarter as troubles in subprime 
mortgages, collateralized debt obligations (CDOs), and housing 
markets led to increased concerns about a consumer-driven 
economic slowdown. By late July those concerns had evolved 
into a full-blown credit crunch. As fear gripped the market, 
brokers and hedge funds bought credit protection in the credit 
default swap (CDS) market, driving credit spreads wider. 

Spreads came under further pressure from heavy new issue 
supply when declining liquidity in the commercial paper 
markets prompted companies to term out fi nancing. From late 
July until the FOMC voted to cut the fed funds rate in mid-
September, spreads on the Lehman Brothers Credit Index 
widened by 59 basis points. The Fed’s actions fi nally helped 
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Sector Portfolio Manager

nvestor psychology is one of the most signifi cant and unpre-
dictable variables in the fi nancial markets. It has become a 

fi eld of study among academics and is now considered almost 
as important as fundamental security analysis by many suc-
cessful investors. And while there is much we don’t yet under-
stand about investor psychology, there are certain aspects of 
human nature we must always carefully consider when making 
investment decisions.

When market volatility refl ects confusion and uncertainty, 
disoriented investors invariably look at history to provide a 
frame of reference. It is basic human nature to seek out 
patterns of behavior. As the recent liquidity crisis has 
unfolded, it has drawn inevitable comparisons to the last 
major liquidity crisis back in 1998. Not surprisingly, a number 
of investors borrowed pages from the ‘98 playbook, when an 
emergency Fed rate cut marked a turning point and eventu-
ally led to a renormalization of credit markets. So when the 
Fed announced a 50 basis point rate cut at their most recent 
meeting, the herd responded in a typical Pavlovian manner by 
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Fixed Income Sector Review, continued from page 6

Asset-Backed Securities
The third quarter of 2007 was a tough three months 
for those managing any sector other than Treasuries, 
but this period was even more brutal for those of us 
managing asset-backed securities (ABS). What 
started out as a subprime problem in February turned 
into a full-blown liquidity crisis as banks adjusted 
value at risk models, pulled back credit lines, and 
tightened their balance sheets. The resulting price 
volatility sent spreads dramatically wider on even the 
safest AAA-rated bonds, with asset-backed securities 
taking the most amount of pain.  

The Lehman Brothers ABS Index posted its worst 
quarterly excess return performance on record, un-
derperforming duration-matched Treasuries by 176 
basis points, with a total return of 1.41%. Home 
equities led the index lower with a total return of 
-0.68%, representing 401 basis points of negative 
excess return. Spreads were pushed wider even on 
nonresidential safe haven sectors, such as credit 
cards and autos, despite the fact that both sectors are 
backed predominately by prime consumer credit 
and offer plenty of credit enhancement to investors. 
Transparency and liquidity started to reappear in 
September, however, and as a result the Lehman 
Brothers ABS Index beat all other spread sectors 
except for CMBS, returning 47 basis points of 
excess return for the month.

While short-term technicals drove spreads wider 
in July and August, we fi rmly believe that this 
situation has created a great buying opportunity at 
the top of the capital structure in both residential 
and nonresidential ABS. While the rating agencies 
may have missed the boat when initially rating sub-
ordinate home equity bonds, we expect that investors 
positioned in AAA-rated securities will continue to 
be very well protected by subordination and other 
structural features. 

We expect to maintain our overweight to the 

highest-quality home equity and equipment lease-
backed paper, as we believe that pricing will stabilize 
and that such collateral will outperform in the long 
run. We also intend to take advantage of the recent 
spread widening in consumer ABS by continuing to 
decrease our underweight to credit cards, autos, and 
rate reduction bonds. 

High-Yield
The high-yield market provided a paltry 0.33% total 
return for the quarter, an abysmal negative 363 basis 
points of excess return. July 2007 was the market’s 
worst month since July 2002, as the market fell 
3.14%. Concerns about the fallout from the subprime 
debacle and the subsequent seizing of the collateral-
ized loan obligations (CLO) market resulted in a 

Derrick Wulf, CFA
Commercial Mortgage-
Backed Securities
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Municipal Bonds

Michael Cazayoux
Corporates

Dwight Sector Specialists
The Sector Update was written by the following sector specialists:

Josh Kruk, CPA, CFA
Mortgage-Backed
Securities

Peter Milne
Asset-Backed 
Securities

Edward Meigs, CFA
High-Yield
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Fixed Income Sector Review, continued from page 7

signifi cant (and long overdue) repricing of risk. The 
market stabilized in August, returning over 1%; 
then it rallied in September with its best month since 
2003, returning over 2%. The worst-performing 
sectors for the quarter were fi nance, transportation, 
and consumer cyclicals, with fi nance down almost 
3% for the quarter. Utilities, energy, and capital 
goods were the top performers.

The new issue market was closed for most of the 
third quarter. Total issuance for July and August 
combined was a little over $4 billion, down from 
over $22 billion in June alone. September saw $6 
billion in new deals as the market adjusted to the 
new structures being offered by the dealers. Earlier 
this year, under very different market conditions, 
dealers had committed to provide some $350 
billion of fi nancing for leveraged transactions. 
With the repricing of the market, this fi nancing 
was at below-market rates, and consequently the 
dealers were left with most of the paper on, or po-
tentially on, their balance sheets. Several deals that 
were completed or partially completed before the 
summer saw signifi cant price declines throughout 
June and July. Underwriters had committed to the 
bank portion of the fi nancing with very lenient 
covenant structures that the market refused to 
absorb. This massive technical overhang weighed 
on the market throughout the quarter, although 
recent deal fl ow is reducing this pressure. Some 
deals have been restructured or canceled, as private 
equity players recognize they have paid too much, 
(Sallie Mae, Axciom, Harman International), but 
others have been able to come to market using an 
incremental approach. Instead of bringing the 
entire deal, they bring a portion at a discount, 
hoping to bring each subsequent piece at a slightly 
higher price until the fi nancing is complete. In a 
rising market, this technique is effective; in a softer 
market it may prove problematic.  

While the market has weakened over the last 
quarter, we believe it remains overvalued. The 
supply overhang has begun to be absorbed, but we 
believe this technical pressure may result in a 
repricing of the market if deeper discounts are 
necessary to clear the backlog. The potential for 
slower economic growth has increased, and with 
this problem comes the risk of increased defaults. 
Other risks include increased Treasury and equity 
volatility, along with the continuing decline in resi-
dential real estate values. Although market liquidity 
is currently adequate, any decline could have sharply 
negative implications for market returns, as we saw 
in July and early August. We continue to believe 
that certain issues offer value, but we feel that the 
broader market is likely to experience more spread 
widening in 2007. Therefore, we intend to maintain 
our bias toward high-quality credits, and we will 
remain highly selective with new purchases.

Municipal Bonds
The total return for the Lehman Brothers Municipal 
Bond Index was 1.82% in the third quarter, compared 
with a return of 0.15% for the fi rst half of the year. 
Year-to-date, the total return of the Lehman Brothers 
Municipal Bond Index was 1.97%, compared with a 
return of 4.86% for the Lehman Brothers Treasury 
Index. During the past twelve months the Munici-
pals Index underperformed the Treasury Index by 
253 basis points. The performance relative to Trea-
suries was driven primarily by the lower yield of the 
municipal bond market and was exacerbated by 
fl ight-to-quality buying in the U.S. Treasury market. 
Technicals also weighed on the municipal debt 
markets, as new issue volume for the quarter totaled 
approximately $87.9 billion, putting year-to-date 
supply at $322.6 billion, 20.9% higher than 2006.

The potential

for slower 

economic growth 

has increased 

and with it, the 

risk of increased 

defaults.
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Economic Update, continued from page 4

employment rate to 5% over the next couple of 
quarters. 

With the housing market acting as a serious 
headwind and the labor market offering a diminish-
ing tailwind, we look for real consumption to slow by 
1.5% or more, from an expected growth rate of 3.5% 
in the third quarter. The danger is that corporate 
management will overreact to this slowdown by 
seriously curtailing investment spending and new 
hiring. Robust export growth should help offset some 
of the concern about slower domestic demand, but 
clearly it is domestic, not foreign, demand that drives 
our economy. 

We expect the Federal Reserve to loosen monetary 
policy another couple of notches as the economy 
slows and core consumer infl ation remains inside the 
Fed’s comfort zone. A rate cut at the October 31 
FOMC meeting is possible, but not likely in our view. 

It is possible because housing market data have been 
hideous; it is not likely because the credit crunch has 
been forestalled, and the Fed will want to collect 
more data before making another move. Indeed, the 
next move could be in 2008 rather than 2007. We 
expect that by the spring of 2008, the funds rate will 
be 4% or 4.25%. 

I further predict that I will have fi nished reading 
Alan Greenspan’s book The Age of Turbulence: Ad-
ventures in a New World by the time the funds rate 
reaches 4.5%. Also, I will have made it through Ben 
Bernanke’s Essays on the Great Depression by the 
time the funds rate gets to 4.25%. Fortunately, 
Bernanke is indeed an expert on the causes of past 
recessions. With him at the helm, we stand a good 
chance of avoiding one in 2008.  

Written by Jane Caron, CFA 
Chief Economic Strategist

Adam White Joins Dwight as Quantitative Analyst
Adam White joined Dwight’s Quantitative Analysis Team in July. Adam is responsible for quantitative 
analysis for Dwight’s insurance clients. Prior to joining Dwight, he served as a Senior Investment 
Actuarial Analyst at Old Mutual Financial Network and as an Actuarial Analyst for PennCorp Financial 
Group. Adam earned a Bachelor of Arts degree from the University of Texas, Austin.

Jason Wyman, Ph.D., Joins Dwight as Quantitative Analyst
Jason Wyman joined Dwight’s Quantitative Analysis Team in September. Jason is responsible for 
quantitative analysis for Dwight’s fi xed income clients. Jason’s Ph.D. research focused on condensed matter 
physics, fl uids, and biophysics. He led an interdisciplinary research team and analyzed time-series data 
measurements of a chaotic fl uid system. Jason is also the fi rst inventor of U.S. patent for a process of 
microencapsulating particles in polymer coats.  Jason earned a Bachelor of Arts degree from Middlebury 
College and a Ph.D. in Physics (12/07) from the University of Chicago. He is also a certifi ed avalanche 
guide, National Outdoor Leadership School Alumni, and Middlebury Mountain Club Winter Guide.

Additional Annoucements
•   Wendy Krygier joined Dwight’s Client Portfolio Management Team in June.
•   Scott Mildrum joined Dwight’s Quantitative Analysis Team in July.
•   Joseph Larkin joined Dwight’s Credit Research Team in August.

Adam A. White
Quantitative Analyst

Jason L. Wyman, Ph.D.
Quantitative Analyst




