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FEDERAL RESERVE
At year-end, investors were expect ing the 
FOMC to be on hold for the durat ion of 
2020, with a small  chance of one rate cut in 
the second half  of the year.  At the t ime, the 
Fed expressed satisfaction with the level of 
rates as low inf lation and low unemployment 
meant they were meeting their targets.

Just  a few months later and the whole 
conversat ion has changed. We have 
witnessed 150 bps of cuts during the quarter, 
and yet no one is shocked. Investors are not 
showing disagreement with the decis ion. The 

Federal Reserve going to do next

CORPORATES
A decade of low interest rates has 
encouraged record amounts of issuance, 
which has been used for share buybacks to 
support equi ty prices. This posi t ion has lef t  
record amounts of debt on balance sheets. 
These higher levels of debt leave some 
companies in more dif f icul t posi t ions to 
service their debt.  The general th inking at the 
end of 2019, was investors would penalize 
these weaker credits over the medium term.

More recent ly, corporat ions are maxing out 
their credit l ines. The idea is to raise cash 
before i t  is  needed in case the l ines are later 
reduced or pul led. Al though the Fed has 

already instructed banks not to stress about 
l iquidi ty and capital buffers that were put 
into place fol lowing the recession of 2009, 
the impact is  causing spreads to widen 
signif icantly, especially in BBB-rated air l ines 
and energy debt.  Overleveraged f i rms may 
f ind i t  more dif f icult or s ignif icantly more 
expensive to rol lover their upcoming 
maturit ies.

MBS AND RESIDENTIAL MORTGAGES
In i t ial ly, record low rates in the Treasury 
market (which mortgage rates are based off) 
raised expectat ions for a wave of ref inance 
act ivity. 
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U.S. TREASURY YIELDS 1 2 / 3 1 / 2 0 1 9 3 / 3 1 / 2 0 2 0 YTD C hange

2  Yr. 1.569% 0.246% 1.323%

3  Yr. 1.609% 0.293% 1.316%

5  Yr. 1.691% 0.380% 1.311%

7  Yr. 1.831% 0.541% 1.290%

1 0  Yr. 1.917% 0.669% 1.248%

3 0  Yr. 2.390% 1.321% 1.069%

1 0 s minus 2 s 34.8 bps 42.3 bps

Source: Bloomberg
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We have witnessed loan originators increase 
the spread between their costs and the rates 
charged in order to marginal ly s low the 
applications.

From the perspective of an investor, we have 
observed speeds increase leaving few 
options to reinvest the proceeds. Financial 
ins ti tutions are seeing a bui ld-up of cash with 
few options for a reasonable return.  

MUNICIPAL
As most s tate and local governments started 
the year in a s trong f inancial posi t ion, we do 
not expect the decl ine in revenues to have a 
long-term impact on their credit  worthiness. 
We ant icipate seeing some credit 
downgrades as reserves are used to maintain 
day-to-day operat ions, but do not expect to 
see widespread defaul ts emanating from this 
severe s lowdown in the economy. The 
quarter ended with immense technical 
pressures aris ing from the sel l ing in municipal 
mutual funds and ETFs, which has cheapened 
the ent i re sector as compared to Treasuries.  
The immediate need of these commingled 
funds to meet cash redemptions lead to an 
abrupt change in direction for municipal 
yields. This reverses the f l ight -to-safety move 
through most of the period as investors 
sought out safe havens.

While revenue from property tax is not 
expected to decl ine s ignif icantly, revenue 
from sales tax wil l be meaningfully 
decreased well into the summer moving 
direct ionally with GDP as the economy 

comes back onl ine.

Where we could, we added to exposure in 
the 3-5-year maturity range and in up-in-
quali ty credits to take advantage of the 
temporary dis location before munis trade 
closer to their his torical relat ionship to 
Treasuries. We wil l be watching the net cash 
f lows of municipal mutual funds and i ts  
impact on the relat ive value on the sector.

OIL
The OPEC+ al l iance has fai led as Russia 

additional output cuts, and walked away 
from the al l iance, sacrif icing oi l  pr ice support 
in exchange for high market share while 
punishing U.S. shale producers. WTI has 
dropped from a high of $62.23 on January 6 
to end the period at $20.09.

This supply shock is on top of the demand 
shock as the bulk of the country is  in s tay -at-
home mode. Typically, at th is t ime of year, 
summer vacations are being planned. We 
expect roughly f lat to s l ightly negative 
demand growth on the year, the weakest 
s ince the f inancial cr is is.  The gas gauge in 
my car has hardly moved in the last  2 weeks .

LOOKING FORWARD
While each global event is  di f ferent, the best 
we can do to see what the immediate future 
wil l br ing is the experience of China. 
Chinese businesses were eager to reopen, 
even as the number of COVID-19 cases 
crested. I t  was a struggle to get workers in 

place, but most companies are back to work.  
The key dif ference is that industry makes up a 
greater part  of the economy in China as 
compared to the U.S. Af ter the backlog in 
orders was ful f i l led, orders col lapsed as 
demand was understandably weak in Europe 
and the U.S. Even Chinese domestic demand 
has fal len. The next s tep was factory layoffs.  
While each major economy is di f ferent 
around the globe, there tends to be  enough 
overlap that we can measure where we are 
along the path and tweak our responses to 
improve outcomes.

The tremendous easing by the Federal 
Reserve as well  as the mult i tude of programs 
being rerol led out, in addition to the CARES 
Act (Coronavirus Aid, Rel ief ,  and Economic 
Securi ty) being implemented by the Federal 
Government, has set the stage for the 
economy to recover at a quicker pace. 
While not prevent ing a recession, the 
assistance wil l  most l ikely be fel t  in the future 
as the damage without these programs would 
be worse. 

We look forward to future commentaries 
commenting more on sectors and economic 
fundamentals .
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