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As we enter the home stretch of 2021, we are struck by the notion that uthors

economic conditions might actually make fixed income interesting again! Charles L. Curry, Jr
. , Jr.

Coming from a market practitioner, this sentiment is a bit tongue-in-cheek, '

to be sure, but there is more than a kernel of truth contained within it. As

we went back and looked at some of our recent quarterly commmentaries, ga Noel McElreath. CFA
?

Managing Director, Sr. Portfolio
Manager, U.S. Fixed Income

much has changed since we began the year. The idea that there would Director, Portfolio Manager, U.S.
be a debate about whether stubbornly high inflation would exist, let alone Fixed Income

potentially be something more than “transitory” seemed silly when viewed

through the lens of the period following the Great Financial Crisis (GFC). The

notion of a potential move upward in rates was well entrenched in markets but

more as an attempt to combat potential overheating imbalances in markets and

the economy because of successive rounds of massive fiscal stimulus. In that

commentary, we pondered whether the notion of the Philips Curve would come

to be useful again and whether investors would demand meaningfully positive

real yields in the future.
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Source: Bloomberg, Bureau of Economic Analysis, Bureau of Labor Statistics, Cleveland Fed, Xponance

Fast forward to the early days of 4Q21, and the economic dynamics of the
post-pandemic period seem to have resurrected the Philips curve, at least
temporarily. The current bout of inflation is clearly not directly correlated to
falling unemployment but cost of labor can be added to raw material inflation

as a source of price increases across a wide range of economic sectors. And to
the question of real yields...investors are now accepting a real 10-year real yield of
roughly negative 2.5%. Obviously, this is a function of elevated inflation (which at
this point may not be permanent but is certainly more than “transitory”) coupled
with interest rates that remain confoundingly low by historical standards. Yet
10-year inflation break-evens are at highs not seen in over a decade, with the 10-
year Treasury Inflation Protected yield approaching negative 1% with a breakeven
level above 2.5%. By definition (and mathematically) this all makes sense, except

Philadelphia, PA | Durham, NC info@xponance.com | xponance.com 1



U.S. Fixed Income Q3 2021 Update

the TIPS buyer is protected against future inflation through the mechanics of the securities. It is no
surprise then that TIPS have been among the highest returning fixed income asset classes for the year,
largely due to increasing inflation accruals.

Table | Select Benchmark Return Data
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Index 3Q21TRR  3Q21 ERR 2021 YTD TRR 2021 YTD ERR
ICE BofA U.S. Cash Pay High Yield Index 0.935 1.001 4554 5.680
ICE BofA All Maturity U.S. Inflation Linked Tsy Index 1.626 1.636 3.429 4151
ICE BofA U.S. Mtge Backed Securities (0.392) 0.070 (0.786) (0.512)
ICE BofA U.S. Corp Index (0.058) (0.037) (1m8) 1.914
ICE BofA U.S. Corp, Gov't & Mtge Index (0.029) (0.010) (1.725) 0.418
ICE BofA All Maturity U.S. Gov't Index (0.027) (0.015) (2.349) (0.112)
ICE BofA U.S. Treasury Index (0.034) (0.016) (2.713) (0.131)
TRR= Total Return percentage, ERR=Excess return vs equivalent duration Treasuries
Source: Bloomberg, ICE BofA Indices, Xponance
One need look no further than the headlines on almost any financial platform to see that a hot topic
has been the timing of the beginning of the taper of the Fed's bond buying program. Obviously, this has
been discussed prominently in the FOMC minutes, by Federal Reserve Chair Jay Powell and in speeches
and interviews by other Fed officials. We expect further clarification at the November FOMC meeting
and the taper will likely begin shortly thereafter. These same Fed sources have, however, simultaneously
sought to dispel the market’s notion that the taper is the initial step to an imminent increase in the Fed
Funds rate. In a practical sense, the Fed's reverse repurchase facility has served to function as if the taper
has already begun (draining nearly $1.5 trillion from the banking system on a daily basis). Nonetheless,
we believe the Fed is at a dangerous crossroads given the uncertainties around inflation, GDP, and
wages. Market-based indicators around future interest rate moves are notoriously inaccurate in all but
the very near-term but can be a useful indicator to gauge current market sentiment. Both OIS-based and
Fed Funds futures-based models suggest there is a slight chance of a hike in TH22, with a more certain
outlook for one in the back half of the new year.
Chart Fed O/N Reverse Repo (billions)
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Source: Bloomberg, Federal Reserve, Xponance
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If this bout of inflation is more durable than Fed officials, economists and the market initially expected,
what is the outlook and playbook in that scenario? Aside from the supply chain impacts on producer prices,
the spending/saving patterns of consumers and wage dynamics seem to have led to a much different
demand driven inflation scenario than we witnessed for much of the post-GFC period. Moreover, one need
only use an internet search engine to find an extensive list of companies that have raised prices in response
to these factors. This cycle of increased wages along with a belief among company management teams
that prices can be safely raised without ceding market share potentially changes the investment calculus
from a fixed income perspective. But the argument can be made that the unique circumstances that
unleashed the current inflation episode are less sensitive to a correction through the traditional monetary
policy mechanism. On the other hand, monetarists argue that this is Milton Friedman'’s adage coming
through, albeit with a delay of more than a decade. While we resist comparisons to the 1970s, there are
similarities insofar as the factors causing inflation are somewhat novel and exogenous. And, while some
semblance of the White House's infrastructure package appears to be drawing closer to the finish line,

real economic growth is already reverting to the much slower trend of the last decade.

Chart | Treasury Curve Ranges YTD
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So, back to the original question. Is fixed income becoming interesting again? The outlook is certainly
becoming more challenging. We discussed how low rates remain by historical standards, but we have
obviously come off the very low rates reached during the early stages of the pandemic. This has led to the
somewhat challenging returns in many fixed income asset classes. While interest rate volatility remains
manageable, we expect more volatility across fixed income and the broader public markets as the market
digests any surprises from the Federal Reserve. Typically, this scenario can also provide opportunity for
more attractive reinvestment opportunities across market sectors. We have often mentioned a range of
fixed income asset classes that are relatively more attractive in the current yield starved environment from
a breakeven yield perspective. Aside from the basic bond math that applies (more yield per unit of duration
both historically and relative to other fixed income market sectors currently) several of these should see
improving credit quality from specific inflation dynamics. Both commmercial mortgage and asset backed
securities remain attractive from those perspectives. While we think we are in for a more volatile period,
we are also excited to see what further opportunities we can uncover over the coming quarters!

This report is neither an offer to sell nor a solicitation to invest in any product offered by Xponance® and should not be considered as
investment advice. This report was prepared for clients and prospective clients of Xponance® and is intended to be used solely by such
clients and prospects for educational and illustrative purposes. The information contained herein is proprietary to Xponance® and may
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historical and do not guarantee future performance. No assurance can be given that any particular investment objective or strategy will be
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