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U.S. Fixed 
Income
Q3 2020 Update

The final stanza of 2020 is upon us, and the fixed income landscape looks 
quite complacent across many sectors of the market. Treasury rates are 
somewhat of an exception, as the re-steepening of the treasury curve is pro-
nounced, at least as compared to the very low starting point after the Federal 
Reserve made its emergency moves in March. Nonetheless, the breathless 
commentary from the financial press is largely overblown from an abso-
lute historical perspective. To be sure, the slope of the 30-year less the 2-year 
Treasury curve is the roughly at the highest level of 2020, (at around 146 bps 
currently) but this level of slope is quite low by the standards of the post Great 
Financial Crisis period.  While this slight steepening of the curve is likely indicative 
of potential further stimulus, it is certainly not indicative of either an econom-
ic breakout to the upside or accelerating inflation. If we use break-evens from 
Treasury Inflation Protected securities (TIPS) as a guide, sentiment around growth 
and inflation has improved from the lows earlier in the pandemic period but have 
moderated from midsummer optimism. While a broad ranging and large stim-
ulus bill would clearly be a positive for aggregate demand, we remain concerned 
about the continuing impact of the pandemic on joblessness and incomes even 
with a large stimulus bill.  

Against this background of slow to moderate growth extrapolated from Trea-
sury market movements, we continue to contemplate risk premia across spread 
sectors. Similar to our historical analysis of the Treasury curve slope, we compare 
previous periods of dislocation in risk markets since the end of the GFC at the 
end of 1Q09. In the corporate space, while credit spreads were just over 3x wider 
at 3/31/20 than they were at year-end 2019, these were still tighter than either the 
GFC period or the Eurozone default and banking crisis (EZ crisis) during 3Q11. Our 
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30-yr Treasury yield less 2-Yr 
Treasury Yield 3/31/09-Present1

Current 145.9
Mean 222.5
Off Avg -76.5
Median 236.9
Std Dev 108.3
Std Dev from Mean -0.71
Percentile 28.1
High (2/1/11) 401.2
Low (12/19/18) 33.5

As of 9/30/2020
Source: Bloomberg, Xponance
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previous two quarterly reviews have focused squarely on the corporate sector, given the large size 
of the sector relative to the overall broad market benchmarks.

When we look at option adjusted spreads (OAS) in the securitized sectors, asset-backed securities 
(ABS) have led the way in terms of recovering from the pandemic-induced wides of March, but still 
remain fairly wide as compared to previous “risk-off” markets. Even after having retraced about two 
thirds of the widening since the end of March, the OAS for the ABS sector is around the same level 
reached in both the 3Q11 EZ crisis and 1Q16 (fears of a China “hard landing”, CHL). The difference 
between the two previous periods and now, however, is that the consumer was only tangentially 
impacted by either the Eurozone crisis or the fears of a hard landing in China, whereas COVID-19 
directly impacts them. From a fixed income benchmark perspective, the asset backed securities 
contained within the index and thus reflected in the sector OAS largely consist of two main types – 
the senior tranche of credit card and auto loan receivables. As such, we think of ABS spread trends 
as broadly reflective of consumer credit quality in the economy. While this is an oversimplification, 
ABS spreads have tended to follow the credit quality trend at banks, with the exception of outsized 
spread moves during broad risk-off markets. We are seeing a weakening credit quality trend on av-
erage at the Big Four US universal banks, yet ABS spreads continue to tighten. As with subsectors 
in the corporate indices, certain types of ABS will be hurt less by the vagaries of the financial fallout 
from COVID-19, but we will continue to see the effects on borrowers from the ongoing economic 
pain and the resurgence of the virus.

Commercial mortgage backed securities (CMBS) spreads have not come as far back from the 1Q20 
wides as ABS spreads have, but also did not widen as much at the outset. The option adjusted 
spreads quoted here are for the liquid securities contained within the index, with the more esoteric 
and non-index eligible parts of both CMBS and ABS having traded to higher spreads during the 
pandemic and taking longer to recover afterwards. Nonetheless, if we compare CMBS spreads to 
previous crises, current levels are comparable to the 1Q16 CHL scenario, but not nearly as wide as 
either the 3Q11 EZ Crisis or anything witnessed during the GFC. Given that most CMBS are a mix of 
property types, that complicates the analysis when assessing both fundamental performance and 
relative value. Delinquencies in aggregate were near all-time highs in June but have since recov-
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US 
Agencies Sovereigns MBS ABS CMBS Significance of period

3/31/2009 159 553 1,658 81 220 87 751 1,051 End of Great Financial Crisis (GFC)
9/30/2011 83 251 814 31 144 69 120 356 Eurozone default & banking crisis (EZ Crisis)
3/31/2016 57 170 693 20 94 28 115 158 Fears of China hard landing/Energy crash (CHL)
12/31/2018 59 159 530 16 80 45 76 101 Final Fed Funds Rate Increase
12/31/2019 41 101 358 12 55 42 78 91
3/31/2020 111 305 873 50 148 97 343 262
6/30/2020 71 160 641 31 102 85 150 190
9/30/2020 64 144 538 22 86 81 111 156

Avg. since 
1Q09* 54 159 524 21 88 37 108 194
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ered modestly as we moved through the summer. Lodging and retail delinquencies are extreme-
ly high, yet industrial, office and industrial have registered more modest increases. Some of the 
improvement was related to “curing” of the delinquencies as some borrowers became current on 
loans for several reasons, including forbearance. While forbearance temporarily helps both borrow-
ers and delinquency statistics, it is not equivalent to forgiveness and the bill remains due. 

While large corporations that issue into the credit markets have clearly been the beneficiaries of 
Federal Reserve policies and programs, the securitized sectors (agency mortgage backed securi-
ties notwithstanding) have not benefitted significantly from any coordinated policy response. We 
believe the securitized sectors away from generic agency MBS are more reflective of the financial 
pain that the pandemic has caused in the economy, which has in turn created greater uncertainty 
within the sectors and security subtypes. Clearly, certain subsectors in ABS are indicative of a gen-
eral move down in underwriting standards as the economic expansion wore on (longer repayment 
terms and negative equity rollovers in auto loan ABS, for example). Similarly, certain property types 
in CMBS have been in the crosshairs of the pandemic, as discussed above. Despite, or maybe be-
cause of these factors, we believe there are and will continue to be opportunities in these sectors 
going forward. The ABS and CMBS sectors make up a very small percentage of the index, which 
renders them less liquid and somewhat underfollowed relative to the larger more liquid portions of 
the market. The spread between index eligible and non-index eligible bonds in these sectors also 
tends to be larger than we typically see in the corporate markets. Careful analysis of both the un-
derlying collateral and the structure of a given securitization could give investors diversified carry 
away from the broad sectors that comprise most fixed income benchmarks.
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