Third Quarter 2020

Economic and Fixed
Income Outlook
ECONOMICS:

During the first half of the year, the outbreak of the coronavirus forced governments
around the world to lock down their communities, leading to an unprecedented
interruption and shock to the global economy.
The U.S. began the year with an economy quite strong, enjoying record low unemployment.
Efforts to effectively deal with the pandemic caused by Covid-19 resulted in a sharp
curtailment in economic activity. The economy shrank by 5% in the first quarter as activity
came to an abrupt halt in March, marking the beginning of a sharp recession. Projections
for the second quarter are bleak with the median forecast in the Bloomberg survey
expecting the economy to contract by 34.5% on an annualized basis.
The current recession is unlike those of any prior periods in that this recession was not
caused by any imbalances in the U.S. economy. It now looks set to be both the sharpest
and shortest in modern U.S. history. The National Bureau of Economic Research (NBER)
defines the timeline of a recession from the peak in economic activity to the trough. As
such, the recession has been short with economic activity peaking in February and likely
troughing in April. At the same time, estimates are for a ~12% absolute decline in economic
output, which would be three times as deep as the recession around the global financial
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crisis. Recognizing the magnitude of the slowdown,
monetary and fiscal authorities have responded with
the largest stimulus packages in history to provide
liquidity to financial markets and to offer support to
companies and households.
For investors, the important question is around the
nature and shape of the recovery. Economic data in
the U.S. has so far pointed to a stronger recovery than
initially expected; however, the pace of the recovery is
likely to slow following the initial burst from extremely
depressed levels.
The recovery will also be uneven with certain
businesses able to operate in a business as usual
capacity and other businesses that can adapt
their business models to the new environment.
Unfortunately, many service sectors, such as
restaurants, retail stores, hotels, movie theaters and
airlines will find it difficult to reopen in a profitable
manner and are likely to remain challenged for an
extended period, potentially not fully recovering until a
vaccine is widely distributed.
The combination of social distancing (whether
voluntary or mandatary) that will prevent a significant
portion of the economy from returning to normal
operations, the impairment of global supply chains
and a sizable debt overhang in the public and private

sectors suggest that a full recovery back to 2019 levels
will take time. We believe the visual provided by
the Federal Reserve Bank of Richmond’s President
Thomas Barkin that ‘[t]he economy rode the elevator
down but will have to climb the stairs back up’ is an
appropriate one.
European countries are also beginning to reopen their
economies. Output contraction in the eurozone was
extreme between March and May as most member
states – with the notable exception of Germany –
opted for very stringent lockdowns. Thus far, Europe
has not experienced a significant increase in infections
with the “R-naught” – the average number of people
who catch the virus from a single infected person –
remaining below 1 in most countries.
The outlook for growth in Europe is helped by a
surprisingly strong and united policy response. In
particular, the €750 billion (~$845 billion) ‘European
Union (EU) Recovery Fund’ proposed by France
and Germany is a significant step and potentially
symbolic. The fund, which is equivalent to around 6%
of European GDP, envisages transfers of grants across
EU countries financed by common debt issuance. This
proposal does require unanimous agreement from EU
members, including from the “frugal four” – Austria,
Denmark, Holland, and Sweden – but is expected
to pass, although potentially not until September.
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Importantly, these developments have opened the
door for further integration of the EU and is viewed as
bringing the bloc one step closer to fiscal union, which
would be widely viewed as positive for the future of the
European economy.
The U.K. was severely impacted by the Covid-19 crisis.
The delay in confronting the pandemic resulted in
high infection and death rates. After initially being
slow to act, the U.K. government entered a stringent
lockdown. As the U.K. economy exits lockdown, the
ongoing Brexit saga has reemerged as an unresolved
topic. The potential for a disruptive outcome has
increased. Negotiations on the future trading
agreement between the U.K. and the EU have made
little progress, and the deadline for extending the
transition period beyond year-end has now passed (June
30) without the U.K. seeking any additional time.
Recent meetings have highlighted how far apart
the two sides are on several issues, and, as such, the
potential for a so-called “hard Brexit,” where the
trading agreement between the pair would revert to
World Trade Organization (WTO) rules, has increased.
Given the detrimental impact of this outcome to
both parties, we think the odds are still slightly tilted
towards some sort of agreement being reached, even if
it is just on a temporary basis.
Relative to the rest of the developed world, Japan’s

economic lockdown was relatively short. By mid-June,
mobility data for workplace, retail and recreation
areas was down only 10-20% from March. However,
external demand indicators have continued to weaken,
which will challenge economic growth, especially given
Japan’s reliance on exports. The Japanese government
recently approved a second fiscal stimulus package
worth around ¥ 117 trillion (~$1 trillion). Longer-term,
economic growth will continue to be challenged by
poor demographics.
The pandemic poses several challenges for emerging
markets. Infection rates have soared, particularly in
parts of South America, resulting in drastic lockdown
measures. Unlike the developed economies, many
emerging market economies are unable to provide
large fiscal and monetary stimulus responses to
help soften the economic blow. In addition, the
potential longer-term structural consequences of the
pandemic for the global economy, including increased
geopolitical tensions, impacts to supply chains and
higher protectionism, all seem to have exacerbated the
challenges for emerging market economies.
It is important to remember that the term ‘emerging
markets’ does cover a truly diverse set of countries and
therefore the outlooks for certain regions or individual
countries vary from the larger group. Like the developed
world, the potential for certain economies to recover
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will be driven in large part by
their handling of the virus.
We are cognizant that during
the best of times economic
forecasting is a daring endeavor.
Today, the unpredictability
of the economic outlook and
the variations in potential
outcomes are far greater than
usual. In large part, this is
because we are still learning
about Covid-19 – including its
pathology and health effects
and how consumers, businesses
and governments will react.
Furthermore, there is a wide
range of differing opinions about when a safe vaccine
will be available for wide distribution and if/when herd
immunity might be achieved.
Against the headwinds from the virus has been
unparalleled levels of support globally from fiscal
and monetary policy. Total global fiscal stimulus has
exceeded $8 trillion, and global central banks have cut
policy rates 139 separate times so far this year, with
many central banks also providing support through
quantitative easing programs and other liquidity

supporting measures. Further stimulus appears likely
over the coming months.
While our base case expects a gradual but uneven
economic recovery, much consideration must be given
to other potential paths. Under an optimistic scenario,
a rapid development of a vaccine
and other medical treatments for the virus would
enable a faster and more even economic recovery.
Provided further fiscal and monetary policy actions
continue, this too will provide an upside support.
Recent discussions on further fiscal stimulus in the U.S.
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are focused on supporting household income, which
could result in pent-up demand that could fuel the U.S.
economy to a faster-than-expected recovery.
On the other hand, a widespread second wave could
result in another round of lockdowns and slowing
economic growth. The re-acceleration of people
testing positive in the U.S. has resulted in some
states delaying their reopening or rolling back some
relaxation of the containment measures, the impact of
which is beginning to show up in real-time economic
data. Aside from the coronavirus, other potential risks
include a return to more hostile trade tensions with
China and the uncertainty created by the U.S. election.
Given the increased market volatility and the widerthan-normal range of potential economic outcomes,
the investment committee is meeting more frequently
to review and, if necessary, adjust asset allocation and
portfolio positioning.

(MBS). While the Fed purchased these types of
securities in prior quantitative easing (QE) programs
implemented after the financial crisis, the scale of the
purchases significantly eclipsed past programs, with
the Fed purchasing nearly $1.5 trillion during a 3-week
period in late March and early April. After gradually
slowing the purchase amounts, the Fed recently
announced that will continue at least its current pace of
$80 bn per month in U.S. Treasurys and roughly $40 bn
per month in Agency MBS for the foreseeable future.
In addition, the Fed has expanded its investment
universe and created programs which focus on shortdated investment grade corporate bonds, municipal
bonds, and a Main Street Lending Facility. All told,

FIXED INCOME OUTLOOK:

The U.S. Federal Reserve (Fed) and other global central
banks have taken extraordinary steps to support
market functioning in the aftermath of the global
spread of Covid-19.
In the U.S., these steps have included purchasing U.S.
Treasurys and Agency mortgage-backed securities
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since mid-March, when the Fed stepped in to help
stabilize the severe dislocations in the U.S. Treasury
and other financial markets, the Fed’s balance sheet
has grown to over $7.1 trillion – an increase of nearly $3
trillion since the beginning of the year.

In the near term, we expect inflation to be low and even
the potential for a disinflationary period. This is due
to the combination of a decline in energy prices, lower
demand across the economy and the impacts of the sharp
increase in unemployment, such as wage stagnation.

At the June Federal Open Market Committee (FOMC)
meeting, the Fed highlighted its intention to remain
accommodative until the economy is well on track
to full recovery. The updated Summary of Economic
Projections showed that the majority of FOMC
members expect a prolonged period of low inflation
and below full employment. Consistent with these
expectations, the median projection of committee
members is for the fed funds policy rate to remain in
the 0.00% -0.25% range through 2022.

In the mid-to-long term, there are several reasons that
inflation could rise above the 1.8% level it has averaged
since the financial crisis, including: the substantial
amounts of monetary and fiscal stimulus globally in
response to the coronavirus, the willingness of central
banks to maintain low policy rates for longer in an
attempt to create inflation, and the costs associated
with de-globalization. Longer-term inflation continues
to face the same headwinds created by demographics
and technological advances as it has faced before the
outbreak of the virus.

We expect that the Fed will add more formal forward
guidance language soon, possibly at its September meeting
which would coincide with the release of its monetary
policy review. The use of yield curve control – a strategy
where the Fed would pledge to purchase unlimited
amounts of U.S. Treasury securities with less than three
years to maturity if the yield exceeds 25 basis points (bps),
for example - could be used to further strengthen the
credibility of its forward guidance. Currently, there is little
need for an explicit yield curve control program as the
futures market is already pricing the fed funds policy rate
to remain below 25 bps through 2022.

PORTFOLIO POSITIONING:

From an interest rate perspective, we continue to
position portfolios with durations neutral or slightly
shorter than the duration of their respective benchmark.
Despite yields on U.S. Treasury bonds being near
record low levels, we believe that high-quality duration
– in the form of U.S. Treasurys – continues to provide
a defensive ballast in fixed income and multi-asset
portfolios, as well as a source of liquidity.
6

During the second quarter, investment grade (IG)
corporate bonds retraced a significant amount of the
losses endured in March. The strong performance
occurred despite record amounts of new issue supply
as companies looked to refinance existing debt or to
increase liquidity.
Looking ahead, we expect that the pace of new supply
will slow significantly in the second half of the year.
On the other hand, demand looks set to be fervent as
investors search for yield in a world where many global
central banks will maintain zero (or negative) interest
rate policies for several years.
The Fed has the potential to become a substantial
buyer of IG corporate bonds through its newly-created
Primary Market Corporate Credit Facility (PMCCF)
and Secondary Market Corporate Credit Facility
(SMCCF) programs, creating another large source
of demand. The combined purchasing power of the
two programs has the potential to reach $750 billion,
which would represent nearly 45% of the outstanding
universe of IG corporates with maturities of five years
or less.
The combination of lower supply and strong demand
should provide a favorable tailwind for additional
spread tightening over the next 12 – 24 months.

However, we are cognizant that the markets have
produced strong returns since the end of March and
that news flow related to the virus and the upcoming
U.S. presidential election will create the potential
for volatility. The pandemic has also resulted in an
increase in leverage ratios (net debt / EBITDA) as lost
revenues have been substituted by debt issuance and
other borrowings to bridge the revenue gap caused by
economic lockdowns and social distancing measures.
Rating downgrades have increased – both within
investment grade and from investment grade to high
yield – which highlights the importance of sector
allocation and individual security selection.
In terms of positioning, we continue to have a
favorable view on short- and intermediate-maturity
BBB-rated corporate bonds – an area of the market the
Fed is actively buying which should help dampen any
future volatility. We are focusing on sectors and issuers
that we think can provide attractive risk-adjusted
returns across a range of recovery scenarios while
attempting to avoid sectors that could be severely
impacted by the pandemic, low oil prices and slow
global growth. We remain cautious on highly-levered
companies and on the high-yield market in general.
Despite a strong recovery in the second quarter,
preferred securities continue to trade at significantly
higher spreads than at the end of February.
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Fundamentally, bank balance sheets remain solid
with significant levels of capital and strong liquidity
positions. Unlike the financial crisis, the soundness
of the banking sector will be one of the solutions to
supporting the economic recovery.
While banks have been required by the regulators to
cease share repurchase programs, and in some cases to
cut / stop common stock dividends, we believe they will
continue to pay preferred dividends. In fact, changes
to buyback programs and common stock dividends
will allow banks to retain more capital, which in turn,
increases a bank’s ability to pay preferred dividends.
We have taken the opportunity provided by the market
sell-off to focus on preferred securities issued by trust
and custody banks that are generally less sensitive to
economic conditions compared to traditional lenders.
Given their less diverse revenue streams, we are less
favorable on regional banks relative to the large money
center banks.
Like other sectors of the bond market, municipal
bonds experienced a challenging period in March.
However, unlike the corporate bond and Agency
mortgage sectors, municipal bonds continued to selloff in April as the sector experienced five consecutive
weeks of outflows beginning in late March. By the end
of April, the muni/ U.S. Treasury ratio – a common

method used to assess the value of municipal bonds
relative to U.S. Treasury bonds – suggested that
municipal valuations for intermediate- and longermaturity muni bonds were at the cheapest levels in
history. This quickly reversed in May as muni bonds
witnessed the biggest rally in a decade, and valuations
relative to U.S. Treasury bonds returned to more
normal levels.
We expect headlines surrounding state and local
government budget pressures and revenue shortfalls
to continue. Despite the sizable impact on municipal
budgets, we do not anticipate a significant spike in
default rates and think the idea that states would be
allowed to go bankrupt is not viable, facing political
and constitutional obstacles. Our focus remains on
high-quality general obligation and essential service
(water, sewer) revenue bonds.
The securitized market represents a broad mix of
asset types and properties. The Fed’s buying programs
led to an initial bifurcation into the ‘haves’ and ‘have
nots,’ depending on whether an asset is including in
one of the programs. One of the sectors not included
in any of the Fed’s programs is non-Agency mortgage
backed securities (MBS). The combination of forced
selling by leverage mortgage investors, the absence of
Fed support, concerns over the solvency of mortgage
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servicers, and the lack of a sizable dedicated buyer
base resulted in substantial technical pressures.
Consequentially, prices fell more and have taken longer
to recover relative to other fixed income sectors.

remains sound with housing affordability - based on
home prices and mortgage rates - relative to household
income is high while the supply of housing remains low.
We also remain favorable on the Agency commercial
MBS (CMBS) market. Unlike non-agency mortgages,
Agency CMBS has been one of the best performing
sectors of the bond market, trailing only U.S. Treasury
performance, and is receiving support from the
Fed’s programs. Our focus within Agency CMBS is
on the senior tranches of multi-family (apartment)
housing. These securities receive a full faith and credit
guarantee of the issuing Agency (either Fannie Mae or
Freddie Mac) and offer an attractive source of yield and
diversification from corporate credit.

Despite the recent drawdown, we believe non-Agency
MBS offer one of the most compelling valuations
across the fixed income market. At the end of the first
quarter, homeowner equity, on average, exceeded 40%
– the highest level in at least 20 years – suggesting a
strong incentive for borrowers to continue to make
payments. Despite the impacts of Covid-19, housing
data and price appreciation has generally exceeded
forecasts. Looking ahead, the backdrop for housing
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DISCLOSURES
This Outlook 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 by the Fixed Income Investment Team at Franklin Street Advisors, Inc. (FSA). These points represent the opinions of the author, and
as such, should not be construed as investment advice.
FSA is a wholly-owned, indirect subsidiary of Fifth Third Bank, National Association and Fifth Third Bancorp. FSA is an investment adviser
registered with the U.S. Securities and Exchange Commission under the Investment Advisers Act of 1940. Registration as an investment adviser
does not imply any level of skill or training. Additional information about the advisory services offered by FSA is available upon request and also
on the SEC’s website at www.adviserinfo.sec.gov. Franklin Street Partners is a dba for FSA, which includes references to our former parent entity,
Franklin Street Partners, Inc.
Investing involves risk. You should understand the risks of a proposed investment and consider the degree of risk you wish to tolerate, before
investing. There is no guarantee that your investment objectives will be achieved. Investment results never can be predicted or guaranteed, and the
value of an investment will fluctuate due to market conditions and other factors. Past performance is not intended to be, and is not to be construed
as, an indication of likely future results.
The information is current as of the date of this presentation and is subject to change at any time, based on market and other conditions. Although
taken from reliable sources, FSA cannot guarantee the accuracy of information received from third parties.
This presentation may contain “forward-looking” statements, meaning statements of expected or anticipated results. These forward-looking
statements involve risks and uncertainties, and you should understand that actual results may differ from expected or anticipated results.
Index performance used throughout this presentation is intended to illustrate historical market trends and is provided solely as representative of the
general market performance for the same period of time. Indices are unmanaged, may not include the reinvestment of income or short positions,
and do not incur investment management fees. An investor is unable to invest in an index.
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