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Interest Rates:  
 
After beginning the year at 2.27 percent, the 10-year Treasury yield fell to 1.66 percent on 
February 11th, with an intraday of 1.52 percent before closing the quarter at 1.77 percent. 
The large decline in Treasury yields during the first quarter was the result of concerns over 
the strength of US and global economic growth due to deterioration in economic data – 
particularly relative to expectations as well as declining inflation expectations.  
 
As widely expected, the Federal Open Market Committee (FOMC) did not increase the 
Federal Funds Rate at its March16th meeting. However, it did provide a slight surprise by 
the ‘dovishness’ of their communication. While financial conditions eased in March, and the 
last two months of inflation data have improved quite a bit, the Fed officials largely looked 
past these factors and retained the concerns they laid out in January. They explicitly 
referenced that “global economic and financial conditions developments continue to pose 
risks,” and Fed Chair Janet Yellen noted that global growth was a bit softer than expected. 
The FOMC acknowledged that the labor market continues to strengthen and that inflation 
“picked up in recent months.” However, they leaned against that uptick, noting that inflation 
continues to run below the Fed’s target and inflation expectations “remain low.” In addition, 
Yellen noted in her press conference that the drag from oil prices and the US dollar could 
persist for longer, and she suggested that some of the recent stronger inflation components 
are volatile. The FOMC also remains concerned that inflation expectations have been going 
in the wrong direction. This could suggest the Fed will remain more cautious on the inflation 
outlook going forward, even if the inflation data improve.  
 
In addition to the inflation forecast changes, the FOMC cut expectations of GDP growth by 
0.2% in 2016 and 0.1% in 2017. They did, however, edge down the unemployment rate over 
each of the next few years, and lowered the longer-term rate to 4.8%. This mixed bag of 
activity forecasts — softer growth, better labor market — nonetheless was coupled with a 
50bp decline in the median fed funds rate forecast for this year and next. The FOMC now 
projects two rate hikes this year down from four at their December meeting and four rate 
hikes in 2017. The longer-run equilibrium (or neutral) funds rate was also edged lower by 
25bp to 3.25%.  
 



Despite the revision lower, the projected path of the Fed Funds rate by the FOMC, as 
illustrated in the chart below by the green line, still remains well above the market implied 
trajectory of the Fed Funds rate, as illustrated by the red line.  
 

 
Source: Bloomberg. 4/10/16.  
 

Globally, the Bank of Japan (BOJ) surprised markets in January by cutting its policy rate into 
negative territory, in an effort to lower money market rates and bank funding costs further. 
However, the market provided a mixed reaction to the BOJs new policy as investors viewed 
the remuneration of banks excess reserves with negative interest rates effectively as imposing 
a tax on a portion of banks assets. Their action triggered a broader public discussion about 
the effectiveness of negative interest rates. Meanwhile, the ECB undoubtedly benefitted 
from listening to the public debate on the merits of negative rates and managed to de-
emphasize them when it unleashed its own additional stimulus at its meeting in March. 
While the ECB satisfied market expectations by cutting its deposit rate another modest 10 
bps to -40 bps, what ultimately captured the market’s attention was the ECB’s surprise 
decision to include IG non-bank corporate bonds in an expanded QE program and to more 
directly lower banks’ funding costs with a new TLTRO program offering 4-year loans at 
fixed rates of anywhere from 0 to -40 bps, depending on how much on-lending banks 
conduct. The ECB thus seemed to pivot towards more direct credit easing which is likely a 
positive move.  
 
Investment Grade:  
Despite a challenging start to the year that was characterized by some of the largest 
uncertainty we have seen since the financial crisis, investment grade corporates ended the 
quarter with a positive return.   
 



Looking forward into the second quarter, the case for investment grade bonds remains 
compelling and our constructive view is due to:  
 

1) Solid and stable fundamentals for most corporate issuers. Fundamentals for 
most companies, excluding the metal and energy sectors, remain broadly intact 
despite concerns about deteriorating credit metrics in certain industrial sectors. In 
some cases deteriorating credit profiles have been enough to convince management 
teams to pursue bondholder-friendly activities and repair some of the damage which 
has been done to their balance sheets through releveraging. In addition, the US 
economy is still showing signs of positive growth, albeit at a slower than desired 
pace, which should help keep defaults low outside of the energy, metals and mining 
sectors and be supportive for credit. 

2) Bondholder Friendly Activities. Following several years of shareholder friendly 
activities, management teams are beginning to focus their efforts on balance sheet 
management and deleveraging - in other words, acting in a manner which is friendlier 
to creditors.  

3) Attractive valuations and all-in yields. Valuations appear to be attractive as credit 
spreads are wider than fundamentals and the economic cycle suggest they should be. 
Additionally, investor demand should continue to remain strong and may potentially 
increase given the very low or negative yields across many developed market 
government bonds.  
 

As the quarter closed, several new deals were up to four times oversubscribed with near zero 
concessions which illustrates the strong demand for US investment grade bonds.  

 Within investment grade we favor the following:  

 Financials – The relative underperformance of financials has been one of the most 
surprising developments year to date. In our view, two factors have driven this 
underperformance: 1) concerns over bank earnings, in particular those of European 
banks. However, while the earnings picture has undoubtedly become more 
challenging, we believe that the longer-term thesis of the materially improved safety 
and soundness of banks remains intact from a bondholder’s perspective. The balance 
sheet of most financial institutions have continued to strengthen. We believe that the 
recent underperformance provides a good opportunity to add exposure to a sector of 
the market which is amongst the most defensive in the investment grade market due 
to strong regulatory oversight which limits releveraging and the better credit quality 
of the sector relative to non-financial issuers.  

 Autos - US auto sales growth continues to be supported by lower fuel prices, 
improving employment, low financing rates, rebound in residential construction and 
the increasing age of the used car fleet. The credit profile of the sector continues to 
improve with upgrades outpacing downgrades. We believe that low gas prices should 
continue to drive demand for relatively less fuel-efficient full-size pickup trucks and 
SUVs, which favor the domestic car companies, such as General Motors and Ford, 
who have a much higher share of these segments.  

 Telecom sector - The majority of the telecom sector are now focusing on 
deleveraging their balance sheets and in pursuing bondholder friendly activities such 



as the recent move by AT&T to exchange all DIRECTV bonds for parent-level 
AT&T Inc bonds and by Verizon’s $13.1 billion tender offer. Both of these actions 
are good for bondholders and are helpful in cleaning up the respective issuer’s capital 
structures.  

 Other sectors where the ‘event’ risk has occurred and the issuer is working 
towards improving their balance sheets.  

In general we are underweight the following sectors of the investment grade market:  

 Energy - We remain underweight in energy even though oil prices have increased 
from their lows and the energy component of the investment grade index has 
produced a low to mid single digits YTD return (2-4%). However, the sustainability 
of the recent rally in crude prices – and therefore energy bonds - is far from certain. 
Leverage in the sector should continue to rise over the next couple of quarters as 
domestic oil companies start to face volume declines and a decline in price 
realization as hedges roll off. Recent commentary of higher quality companies 
looking for acquisition opportunities gives us pause in the integrated oil companies 
as well. For many companies, weak earnings and outlooks have increased downgrade 
risk. Given the high degree of correlation with crude oil prices, which we have little 
near term conviction on, we are largely avoiding exposure to the energy sector.   

 Technology - While there are a few names that we like within technology, by and 
large, we are very cautious on the overall sector due to the continuation of 
shareholder friendly activities. Much of this activity has been driven by the issuance 
of debt to buy back shares, increase dividends or pursue M&A transactions, all of 
which are generally unfavorable to the bondholder. The sector seems firmly in 
deterioration mode as companies continue to use their balance sheet for shareholder 
returns and to make acquisitions. In addition to acquisitions, some of the larger, 
older technology companies have gone the other direction, either splitting the 
company up, or divesting major businesses to boost shareholder returns. The 
technology industry is a fast changing one where companies must evolve every few 
years to keep their product offering relevant. Higher leverage, an uncertain future 
and low relative levels of yield make the technology sector, in general, unattractive to 
us.  

 Industrials - Industrials offer among the least amount of yield across investment 
grade when adjusted for duration and credit quality. In addition, the sector has faced 
significant headwinds over the past year with a decline in capital spending in the 
energy, mining and agricultural sectors, along with a stronger US dollar. While US 
dollar strength has abated, the weakness in capital spending remains a key headwind. 
The sector is more economically sensitive than its current relatively low yield levels 
would indicate and we see an imbalance in the upside and downside potential in the 
sector. M&A remains at the forefront across the industries as companies seek out 
growth opportunities, often putting their credit ratings at risk. Lastly, the issuers in 
this sector – in general – tend to be highly levered and more cyclically exposed than 
issuers in many other sectors.  

 
High Yield:  
The first quarter was one of extreme volatility for high yield, which carried over from the 
fourth quarter, as HY spreads were pushed over 200 basis points (bps) wider over the first 



six weeks of the year. The sources of the sell-off were familiar as commodity and equity 
prices fell, the Chinese Yuan was devalued further, and corporate earnings were lackluster. 
As these conditions appeared to stabilize midway through Q1, investors promptly returned 
to the high yield market in droves – during which time a weekly inflow record of $5billion 
was set – while new issuance remained very sparse. The combination of a large amount of 
demand and little new supply produced a rally in HY from February 11th through quarter 
end was nothing shy of spectacular. During that time, HY spreads tightened by 220bps and 
from peak to trough the HY index returned 9.1% leading to the sharpest rebound in total 
returns for HY in over five years.  
 
Ironically, fundamentals barely changed over the first quarter, especially for non-commodity 
issuers. There are a number of reasons that we remain underweight the HY asset class 
relative to our historical positioning, including:  

 The appearance that the performance over the last 6 weeks of the quarter was 
primarily driven by technical (supply and demand) factors rather than an 
improvement in underlying fundamentals - in fact, fundamentals appear to be 
weakening as net leverage ratios have been increasing,  

 The increased new issuance which has resulted from the recent spread tightening, 
which will put pressure on spreads if investor demand for high yield doesn’t continue 
to increase,  

 Contrary to a true ‘risk-rally’, it is the higher quality issuers that have outperformed 
relative to the lower quality issuers, 

 The continuation of the strong correlation between oil prices and HY, even non-
commodity HY issuers. Until this correlation is broken and oil prices find a 
permanent, long-term bottom, there will continue to be elevated levels of mark-to-
market volatility. This is also troubling because rising oil can disguise the true 
underlying fundamental picture of the ex-commodity HY market, which has been 
deteriorating over the last couple of years.  

 While the March rally was dazzling, it does not change the fact that many issuers in 
the commodities sector remain in deep trouble. Not only will defaults continue to 
increase in the commodity sector over the course of the year, but credit losses are 
also likely to be worse than in previous default cycles in the HY market. That’s 
because recovery rates will likely be lower (credit losses are a function of the amount 
of defaults which occur and the recovery rate on those defaults) as well. Our 
reasoning for lower recover rates is threefold; first, a large portion of likely defaults 
will be in the commodity sector, where there will be few potential buyers and a lot of 
assets for sale. Currently, recovery rates for defaults occurring in this sector are sub 
10%. Secondly, there have been companies in the HY market which have been able 
to survive longer than they would otherwise be able to – either as a consequence of 
looser covenants or simply due to the willingness for investors to search for yield 
and fund nearly any HY corporate at any cost. Lastly, in this credit cycle 
management teams have invested much less in their businesses than in previous 
credit cycles. The debt-to-asset ratio for HY shows that despite the large amounts of 
debt issued by companies during this cycle, the value of their assets has not increased 
since hardly any of the releveraging has gone towards processes that actually raise 
asset quality.  

 



Therefore, we have not been buyers of this recent rally in HY and think that it is too easily 
reversible if economic data turns or retail begins to take money out of the asset class. The 
credit cycle has begun to turn for the HY asset class, while overall defaults excluding Energy, 
Metals & Mining, should remain low the amount of defaults in the commodity sector could 
annualize around 20-25% over the next three years, which would result in an overall default 
rate in the 6-7% range.  
 
In our opinion, it’s not a matter of if the credit cycle has turned, but what the shape of the 
upcoming default cycle will be. Admittedly, technicals in the HY market are currently 
overpowering, but the barrage of inflows that we have witnessed will likely subside at some 
point giving way to fundamentals. And since nothing much has changed there, or for that 
matter even in the macro backdrop, we think the prudent stance today is to sell into strength 
and remain underweight so cash is available if periods of extremely volatility present 
attractive entry points.  
 
Mortgages:  
After a very solid year in 2015, the mortgage market has gotten off to a more volatile start in 
2016 with valuations on Agency and Non-Agency Mortgage Backed Securities (RMBS) as 
well as Commercial Mortgage Backed Securities (CMBS) cheapening materially. However, 
despite the poor start to the year US real estate and consumer fundamentals remain insulated 
from global economic concerns. In particular, improving housing market conditions, strong 
borrower credit performance, and favorable market supply dynamics make the non-Agency 
RMBS space appear particularly attractive. Non-Agency RMBS credit fundamentals have 
improved since 2008 due to positive survivorship bias—the weakest residential borrowers 
have long since defaulted, leaving more resilient borrowers with improving credit metrics. 
Although home price appreciation has tempered as the market’s recovery has matured, 
approximately 65 percent of performing RMBS borrowers now have greater than 20 percent 
equity in their homes—an important hurdle for credit performance and refinanceability. The 
passage of time and the improving employment picture has allowed previously delinquent 
borrowers to improve their credit scores and qualify for conventional mortgages. 
Additionally, the non-Agency RMBS market has been steadily shrinking since peaking at 
approximately $2.5 trillion in 2007 and today stands at around $750 billion. The remaining 
universe is paying down by approximately 15 percent per year, and new issuance of non-
Agency RMBS and credit risk transfer deals should offset only about half of these paydowns. 
The resulting shortfall of reinvestment opportunities provides powerful technical support 
for prospective returns. Despite this positive fundamental and technical backdrop for non-
agency mortgages spreads widened in the first quarter due to hedge fund liquidations as non-
agency mortgages often represent one of the most liquid component of a hedge funds 
portfolio.  
 
Bank Preferred / Hybrid:  
Global financial hybrids suffered a very challenging quarter despite the strong condition of 
bank balance sheets. February in particular was a game changer, when at the lows, European 
bank Additional Tier 1(AT1) securities were down 10-12 points before rebounding in March. 
The concerns about European hybrids even spilled over to the US, with even quality names 
dropping. This provided a rare opportunity to buy quality structures and issuers on sale and 
these issues bounced back quickly and finished the quarter flat to slightly higher.  
 



The reason for the selloff was due to a confluence of factors, including: 

 Regulatory – Several regulatory announcements in Europe led to investor concerns 
about the increased potential of coupon suspension, particular for Deutsche Bank. A 
large part of this uncertainty was driven by poor communication from the regulators 
and differing messages from different regulatory bodies in Europe. Realizing their 
mistake, regulators moved to try to calm investors by discussing potential relaxation 
of certain rules.  An announcement is expected in April from the European 
Commission to clarify much of the confusion over certain regulatory rulings which 
should be a positive for European AT1 securities.  

 Event Risk – Deutsche Bank (DB) was the main attraction as media reports focused 
on the fact that they potential might have to stop paying coupons on their AT1 
securities due to a factor which is fairly unique to German banks and their 
accounting. What the media failed to report is that DB generates several billion 
Euros in normal operating income and maintains strong capital in excess of 
regulatory requirements. In addition, this is a fairly unique case as it is due in large 
part to German accounting rules and is not reflective of broader European bank 
fundamentals.  

 Fundamentals – Bank earnings estimate downgrades contributed to the rout in 
bank equities, which negatively impacted the AT1 space and spilled into the rest of 
the capital structure. 

 Positioning – Many investors were overweight financials entering the year as 
financials are viewed as a sector with improving fundamentals and as investors 
anticipated a continuation of the rate hiking cycle in the US, which could be viewed 
as a benefit for banks.  

 Extension Risk – Extension risk exacerbated the weakness in hybrids, most of 
which were trading/priced to their first call date. Many spreads moved to levels that 
were 50-100bps wider than the back-end reset spreads. Trying to calculate the odds 
of extension risk 5-10 years from now is a challenge, but investors are compelled to 
weigh yields to perpetuity when spreads widen beyond a certain point. 

 
Today, banks operate in a strict regulatory environment which is unparalleled in other 
sectors. Balance sheets in the US, UK and certain areas of mainland Europe, such as 
Switzerland, are operating with multi-decade high levels of capital and are managed in a 
much more conservative manner. 
 
We expect the strong fundamentals, stringent regulatory oversight and low bondholder 
‘event’ risk – in the form of banks releveraging their balance sheet – to be recognized in the 
longer term. Given the capital and liquidity strength of banks, we do not think weak 
profitability in the short term should be a strong driver of returns over the medium to longer 
term.  
Overall, we continue to be comfortable with exposure to US bank hybrids and on a selective 
basis European AT1s given their strong capital positions and attractive yields.  
 
Summary:  
We continue to remain optimistic on the outlook for fixed income and view risks to the 
global economy as fairly balanced. Granted, there is still a laundry list of risks which remain 
on the horizon, including a fragile recovery in Europe, volatility in energy prices and the 



resulting difficult adjustments being required of commodity producers, China’s growth 
outlook, potential Fed rate hikes, potential side effects of negative rates, Brexit, and 
geopolitics—to name a few. These risks, and/or others, will create intermittent volatility, but 
with expectations for the global economy widely ratcheted down in the first quarter, there is 
scope for potentially some positive surprises in the near term. Furthermore, returns over the 
intermediate to long run will be driven by value, and we continue to see the fundamental 
underpinnings of the bond market as intact:  

 The muted economic picture justifies continued low and range bound rates, with the 
resulting impact of the aggressive postures of the ECB and BOJ likely to be felt in 
the US through a ‘cap’ being put on medium and longer term interest rates. While 
medium to longer term US interest rates look low from a historical standpoint, they 
look attractive when compared to yields offered in other parts of the world.  

 Credit spreads offer an opportunity for outperformance relative to government debt.  

 The Fed's shallower path for rate hikes may have capped the rally in the dollar, 
creating new opportunities for value added strategies in the emerging market local 
bond and currency markets.  

 
So, risks notwithstanding, our outlook for fixed income overall remains largely unchanged 
from the start of the year—a bumpy, but productive future for bonds. In particular, we 
believe that value-seeking approaches that position for the long-term yet remain attuned to 
the tactical and security selection opportunities afforded by the volatility, will be rewarded. 
 
Disclosure: 
This document is not to be construed as an offering or intended as a recommendation to buy or sell securities and is 
being provided for informational purposes only. These points represent the opinions of the author, and as such, should 
not be construed as investment advice. Results shown are purely historical and are no indication of future performance. 
Past performance is not intended to be, and is not to be construed as, an indication of likely future results. Past 
investment performance should be only one of several factors when engaging an investment manager.  

 


