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Figure 1  US Treasury Yield Curve at the End of Q2 2019 & Q3 2019 

Source: FactSet
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Figure 2  Core PCE Deflator & FOMC Comfort Zone (2006 - 2019)

Source: FactSet
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The yield curve fell and flattened in the third quarter as volatility persisted 
in the financial markets.  This marks a second consecutive period where 
equites were buffeted while bonds rallied.  Multiple factors contributed to 
the volatility, including fears of a slowing economy, a hard Brexit, trade 
discord, and a looming impeachment inquiry.  Concerns over liquidity issues 
in the short-term funding markets also contributed to heightened investor 
uncertainty.  In the end, investors in the investment grade market had a 
smoother ride and avoided any calamity.

As noted in the accompanying chart, the Treasury curve largely maintained 
the sag in the belly of the curve that emerged last quarter.  The yield on the 
U.S. Treasury 10-year note fell over 30 basis points as a part of the downward 
shift in rates.  A slight inversion remains in the middle of the curve, spurred 
by expectations of future rate cuts by the Federal Open Market Committee 
(FOMC).  While such inversions have been historical markers for pending 
recessions, we do not believe that this is the case with the present economy.

Unemployment remains very low and, in some industries, filling open 
positions has become more difficult.  Understandably, wages have perked up 
but have not reached inflationary levels.

The FOMC cut rates twice in the third quarter, once in July for 25 basis 
points and again in September for another 25 basis points.  Commentary 
surrounding the cuts stressed concerns over the current global economic 
slowdown impacting the U.S. as well as recent changes to trade policy that 
could also retard growth.  While two members of the committee voted 
against the policy change in the September meeting, the FOMC is expected to 
cut rates at least once more before the end of the year.

International weakness remains a sore spot in today’s interconnected world.  
Growth rates in Japan and Europe trail those in the U.S. and growth in China 
has been slowing.  Stimulus plans remain in place in Japan and the Eurozone.  
European government bond yields reflect this weakness with many sporting 
negative yields.  Weaker growth in China can be traced to an active shift from 
a manufacturing economy to a more consumer-oriented economy, a plan set 
in motion following years of infrastructure buildouts.  Improvement abroad 
would only help the U.S. economy.

Domestically, the short-term funding market came under pressure in late 
September as banks struggled to obtain cash.  The liquidity crunch was 
primarily felt in the overnight repurchase agreement (or repo, for short) 
market.  A repo is an arrangement where a bank will sell Treasury bonds to 
the Fed or another bank, receiving cash from that counterparty, then buying 
back those same Treasury bonds the next day.  These are generally safe, 
orderly transactions due to the high-quality collateral involved as well as the 
short tenor of the transaction.

The problem manifested from too many borrowers chasing too few dollars, 
sending the overnight rates up three to four times their normal level.  This 
situation arose from the acute need for cash to make quarterly tax payments 
to the federal government, mixed with the settlement of a very large 
U.S. Treasury bond auction.  While quarterly tax payments and auction 
settlements may appear to be routine and temporal, the liquidity issue 
persisted for days.
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Figure 3  DTCC GCF Repo Index, Treasury Weighted Average Rate 
(3/29/2019 to 9/30/2019)

Source: FactSet

Gross Domestic Product (GDP) in the U.S. is running in a 2% - 3% range and 
is expected to remain there.  As we have noted numerous times in the past, 
inflation is well below the Fed’s preferred 2% target, as measured across many 
different gauges. 
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As the liquidity issue dragged on, the Federal Reserve stepped in with a temporary 
facility aimed at the repo market, offering up to $75 billion in cash each day to 
banks.  They also offered a series of 14-day term loans of up to $30 billion to assist 
the daily infusions.  Surprisingly, these Fed efforts were strongly oversubscribed 
for many days and prompted the Fed to extend the program well past its expected 
end date.

This event was unsettling as it represented a possible credit event among financial 
institutions.  When lending rates skyrocket it very often indicates a distressed 
borrower or borrowers.  This is what occurred in 2008 when banks stopped 
lending to one another as they feared their counterparty might fail.  So far, this 
does not appear to be the case as banks have not shown any other signs of distress.  
We are still watching these institutions for creditworthiness.

As for the Federal Reserve stepping into the market, we have concerns over these 
actions.  First, the banks involved should have been better prepared for the cash 
needs and boosted reserves in advance.  Why is the Fed stepping in and throwing 
a proverbial life ring to the banks?  To us, these were knowable events and are 
really business as usual, undeserving of special treatment by the Fed.  Secondly, 
by initiating and extending the program, it appears the Fed is engendering this 
behavior by the banks.  The messaging seems apparent that the Fed will allow 
these banks to remain under reserved and give them a backstop on their access to 
short-term cash.  We would rather see the banks pay the higher borrowing costs 
until they can align their liquidity profiles accordingly.

While this liquidity problem made for headlines and media scrutiny, the issues 
fortunately did not spill over to the investment grade bond universe.  There was 
no direct impact on Treasury issues or Corporate bonds.  Further, credit spreads 
for banks were largely unchanged throughout the period.  Credit spreads are the 
additional yield investors require to compensate for default risk.  We continue to 
monitor the situation and are attuned for any spillover to adjacent markets.

Performance over the third quarter was positive, aided by falling yields and 
shrinking credit spreads.  Credit outperformed other index sectors as investors 
sought out higher yielding issues.  Unsurprisingly, the degree of outperformance 
among bonds once again aligned closely with credit quality.  Within the Credit 
sector, lower quality issues easily outpaced higher quality issues.

Credit spreads are narrow on a historical basis and we remain cautious as to our 
outlook for Corporate bonds.  Our concern is illustrated in the underperformance 
of below investment grade bonds, or so-called junk bonds, compared to high 
quality issues.  This occurred last quarter as well and reflects investor concerns 
as these investments can be vulnerable to recessionary environments.  It also 
highlights the weak environment for domestic energy producers given the 
volatility in oil prices.  While we do not see a recession as imminent, this junk 
bond market behavior does demand attention.

We strive to construct high-quality, investment-grade bond 
portfolios for our clients.  While some elements of the greater 
fixed income marketplace have shown some volatility, the 
investment grade space remains liquid and healthy.  We are 
maintaining maturity profiles that are roughly in-line with market 
benchmarks, keeping our overall strategy approximately duration 
neutral.  Our long-term, strategic goal remains the construction 
of portfolios that provide liquidity, carry high-quality ratings, and 
favor principal protection.  We remind investors that fixed income 
strategies should provide protection and should not be a source of 
prospective risk taking.


