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Fed And Markets Agree: No Rate Hike Until 2024
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Inflation Will Continue To Rise Quickly During  
The Next Few Months
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Adaptive Expectations Model
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*MODEL BASED ON DEVIATIONS OF 10-YEAR TIPS BREAKEVEN
 INFLATION RATE FROM DIFFERENT INFLATION MEASURES
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The Fed Has Crushed Rate Vol
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Position For Inflation Curve Inversion
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Corporate Bond Excess Returns Since March 23

FROM MARCH 23RD TO  
OCTOBER 5TH:

EXCESS RETURN*  
(%)

INVESTMENT GRADE 17.6

   Aaa-Rated 12.9

   Aa-Rated 11.3

   A-Rated 15.6

   Baa-Rated 20.8

* RELATIVE TO A DURATION-MATCHED POSITION IN TREASURY SECURITIES.  
SOURCE: BLOOMBERG BARCLAYS INDICES.

* RELATIVE TO A DURATION-MATCHED POSITION IN TREASURY SECURITIES.  
SOURCE: BLOOMBERG BARCLAYS INDICES.

FROM MARCH 23RD TO  
OCTOBER 5TH:

EXCESS RETURN*  
(%)

HIGH-YIELD 24.6

   Ba-Rated 25.9

   B-Rated 23.1

   Caa-Rated 24.0

   Ca/C-Rated 20.1
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Still Room For Further Spread Tightening 
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PERCENTILE RANK*

% %

*INDEX ADJUSTED TO MAINTAIN CONSTANT DISTRIBUTION BETWEEN CREDIT RATINGS OVER TIME. SOURCE: BLOOMBERG
 BARCLAYS INDICES
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Junk Spreads Priced For A Rapid Improvement  
In Default Outlook
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SPREAD-IMPLIED DEFAULT RATE**
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* SOURCE: MOODY'S INVESTORS SERVICE
**BASED ON CURRENT HIGH-YIELD CORPORATE BOND SPREAD, DEFAULT-ADJUSTED SPREAD OF 150 BPs AND A 25% RECOVERY RATE
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Bond Yields Ignoring Growth Rebound
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China, with no 
ZIRP or QE, has 
a more normal 
relationship
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Aggressive Forward Guidance Is Working
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NOTE: DOTTED LINES DENOTE MARKET EXPECTATION OF THE POLICY RATE BASED ON THE OVERNIGHT INDEX SWAP CURVE.

Policy rates expected to be 
on hold unto 2022, then rise 
very slowly afterwards
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“QE Forever” Can Help Sustain Market Rallies
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GLOBAL HIGH-YIELD EXCESS
       RETURN INDEX** (RS)
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*    SUM OF US, U.K., EURO AREA AND JAPAN AND CONVERTED
      INTO USD.
**   RELATIVE TO A DURATION-MATCHED POSITION IN GOVERNMENT
      BOND SECURITIES. SOURCE: BLOOMBERG BARCLAYS INDICES.

20202020

“Money printer go 
brrr” (Google it)
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Diverging Real Yields & Inflation Expectations
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* INFLATION-LINKED BOND YIELD ADJUSTED UPWARD TO
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REAL POLICY RATE*
NATURAL REAL RATE OF INTEREST**

 

% %

*  DEFLATED BY CORE INFLATION.
** SOURCE: HOLSTON-LAUBACH-WILLIAMS (2017).
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*  DEFLATED BY CORE INFLATION.
** SOURCE: HOLSTON-LAUBACH-WILLIAMS (2017).
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Strong Link Between Real Policy Rates & Real Bond Yields
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Impacts Of Negative Real Yields
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GLOBAL INFLATION-LINKED BONDS VS.
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% %

MAJOR COUNTRIES:
CENTRAL BANK BALANCE
SHEET AS % OF NOMINAL GDP*

% %

*  GDP-WEIGHTED AVERAGE OF US, UK, EURO AREA, JAPAN,
    CANADA AND AUSTRALIA; Q2 2020 GDP BASED ON FORECASTS
    RETRIEVED FROM BLOOMBERG FINANCE L.P.
** SHOWN AS A 3-YEAR ANNUALIZED RATE OF CHANGE.
    CONSTRUCTED USING BENCHMARK GLOBAL INFLATION-LINKED AND
    GOVERNMENT BOND INDICES. SOURCE: BLOOMBERG BARCLAYS
    INDICES.
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Aggressive global QE 
was good for relative 
ILB performance 
post-2008 ....

... which can 
happen again

Negative real yields 
are good for gold ...

... and bad for 
the USD
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* CALCULATED AS THE ANNUALIZED DIFFERENCE, IN PERCENTAGE
  TERMS, BETWEEN THE SPOT EXCHANGE RATE AND THE 3-MONTH
  CURRENCY FORWARD RATE. SHOWN IN BASIS POINTS AND SMOOTHED.

2020

US Treasuries Look Relatively Attractive

Non-US yields 
now far less 
attractive on a 
USD-hedged basis

US Treasury yields 
are relatively high

2020
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1-YEAR ROLLING BETA*

Look For Higher Govt. Bond Yields Of Similar Risk

2020

* 1-YEAR ROLLING REGRESSION OF MONTHLY CHANGE IN LOCAL 10-YEAR GOVERNMENT BOND YIELD WITH GLOBAL 7-10 YEAR YIELD-TO-MATURITY; 
SOURCE: BLOOMBERG BARCLAYS INDICES. 
** HEDGED USING 3-MONTH CURRENCY FORWARD RATE.
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* OPTION-ADJUSTED SPREAD MINUS REALIZED DEFAULT LOSSES.
SOURCE: BLOOMBERG BARCLAYS INDICES.

20202020

Euro area HY spreads 
do not offer enough 
protection from 
expected default 
losses

The ECB is buying 
these (and likely 
more of Italy)

SEP OCT NOV DEC JAN FEB MAR APR MAY JUN JUL AUG

In Europe, Italian Sovereigns &  
IG Corporates Are Most Attractive
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CREDIT QUALITY
* YIELD-TO-MATURITY HEDGED INTO USD BY 3-MONTH FORWARD CURRENCY EXCHANGE RATE DIVIDED BY 3-YEAR TRAILING STANDARD DEVIATION. 
SOURCE: BLOOMBERG BARCLAYS INDICES. 
NOTE: SHADED AREA DENOTES +/- ONE STANDARD DEVIATION.

AAA AA1 AA2 AA3 A1 A2 A3 BAA1 BAA2 BAA3 BA1 BA2 BA3 B1 B2

Higher-quality EM USD-denominated 
yields look more relatively attractive to 
global peers of similar credit rating

Look For Higher Vol-Adjusted Yields Of Similar Credit Quality

2020
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US IG Yields Are More Attractive
%
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* HEDGED USD USING THE 3-MONTH CURRENCY FORWARD RATE.
SOURCE: BLOOMBERG BARCLAYS INDICES.

INVESTMENT GRADE  
OVERALL

Aa-RATED A-RATED Baa-RATED

INVESTMENT GRADE INDEX YIELD-TO-MATURITY BY CREDIT QUALITY FOR THE US & EURO AREA


