
Friends,  
 
TROUBLE IN BOND LAND 
Over the past several weeks/months, I’ve expressed my concern about the increasingly expensive 
valuations in the US stock market.  Although generally considered less risky than stocks, there seems to 
be trouble brewing in the bond market.  Just like stocks’ level of expensiveness/cheapness can be 
measured by PE ratios, with credit bonds we measure levels of expensiveness/cheapness via 
“spreads”.  The spread is basically the additional amount of interest that investors demand for the 
perceived risk in a particular bond.  The lower the spread, the lower the perceived risk.  Currently, 
spreads on investment grade (i.e. high quality) corporate bonds are a little over 100 basis points.  This 
isn’t historical lows but it’s not far off; meaning investment grade corporate bonds aren’t as expensive 
as they’ve ever been, but they’re close.  However, that’s not the whole story.  The proportion of lower-
quality, yet still investment grade, bonds has risen significantly in the past 10 years, implying that the 
same index is much riskier now than it was 10 years ago.  Think of it like this: I tell my 16-year old son 
that if he wants to maintain drivers’ license privileges he has to get A’s and B’s on his report card.  The 
first term report card shows several A’s and a couple B’s.  He’s met the requirement so he keeps his 
license.  However, the second report card shows mostly B’s and a few B-‘s.  Obviously the direction of 
his grades is going in the wrong direction.  But technically he’s still met the requirement, and keeps his 
license, but with some severe warnings from his parents.  The investment grade corporate bond market 
is moving in the same direction.  Currently, the overall credit quality of the “high quality” corporate 
bond index has slipped significantly from 10 years ago, which implies these type of bonds are likely to 
react more negatively in the event of recession than might have been predicted by past recessions.  But 
that’s assuming we have a recession sometime soon.  Which brings me to the business cycle… 
 
CORPORATE PROFITS COMPARED TO THE SIZE OF THE ECONOMY 
Historically this has been a fairly useful metric to anticipate recessions.  When corporate profits as a % of 
GDP decline, usually a recession follows.  This isn’t a perfect predictor, as there have been times this 
metric turned down and a recession never materialized, and even when the metric did predict a 
recession it usually wasn’t immediate. That said, the movement of this metric over the past few quarters 
has indicated a softening, which should be watched closely.  See the attached report from MFS, “Live to 
Fight Another Day” for details on corporate profits and expensive bonds.  
 
RISING UNEMPLOYMENT 
If we see a surprisingly high unemployment number or high claims for unemployment benefits next 
week, don’t be alarmed.  Over that last 15 years anytime there has been a major natural disaster in the 
US, we’ve seen a spike in jobless claims, and Harvey/Irma are likely to be no different.  And historically, 
even though the natural disasters can be catastrophic for those caught in the middle, the overall 
economic impact of natural disasters hasn’t slowed the economy measurably.  See the attached Weekly 
Market Recap from JPMorgan for more details.   
 
Have a great weekend! 
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The views expressed by the author are his own and do not necessarily reflect the opinion of Wells Fargo 
Advisors Financial Network or its affiliates 
 
Investments in fixed-income securities are subject to market, interest rate, credit and other risks. Bond 
prices fluctuate inversely to changes in interest rates. Therefore, a general rise in interest rates can 
result in the decline in the bond’s price. Credit risk is the risk that an issuer will default on payments of 
interest and/or principal. This risk is heightened in lower rated bonds. If sold prior to maturity, fixed 
income securities are subject to market risk. All fixed income investments may be worth less than their 
original cost upon redemption or maturity 
 
Investment products and services are offered through Wells Fargo Advisors Financial Network, LLC 
(WFAFN), Member SIPC. WHF Wealth Management is a separate entity from WFAFN. 
 
 
 

 
To unsubscribe from marketing emails from: 
• An individual financial advisor at Wells Fargo Advisors Financial Networks: Reply to one of 
his/her emails and type “Unsubscribe” in the subject line. 
• Wells Fargo and its affiliates: Unsubscribe at https://www.wellsfargoadvisors.com/wellsfargo-
unsubscribe 
 
Neither of these actions will affect delivery of important service messages regarding your accounts that 
we may need to send you or preferences you may have previously set for other email services.  
 
For additional information regarding our electronic communication policies, visit 
http://wellsfargoadvisors.com/disclosures/email-disclosure.html. 
 
Investment products and services are offered through Wells Fargo Advisors Financial Network, LLC 
(WFAFN), member FINRA/SIPC, a registered broker dealer and nonbank affiliate of Wells Fargo & 
Company. 1 North Jefferson, St. Louis, MO 63103. WFAFN uses the trade name Wells Fargo Advisors. 
Any other referenced entity is a separate entity from WFAFN. 
 
This email may be an advertisement or solicitation for products and services. 
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