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Market Outlook 
In this edition PGIM Fixed Income’s Quarterly Outlook,  

Robert Tipp, Chief Investment Strategist, lists the factors 

that set the bond market up for a bounce in Q1 and how 

they may affect investing conditions going forward (page 3; 

click here to read). 

Ellen Gaske, Lead G-10 Economist, explains how the 

economic backdrop unfolded in two phases in Q1 and what 

the global economy needs to shift into the next gear (page 

5). 

Sector Views 
Corporate Debt (page 8; click here to read): Our positive 

view is based on wide spread levels, a growing U.S. 

economy, and the positive technical effect from 

quantitative easing. Global headwinds could keep risk 

premia high. We favor U.S. financial issuers.  

Global Leveraged Finance (page 9): We remain 

constructive on U.S. high yield, particularly in certain down-

in-quality and intermediate-duration issues. Fundamentals 

are mediocre with ex-commodity defaults expected to 

remain low. European high yield spreads appear attractive. 

Emerging Markets Debt (page 10): We are constructive on 

EM debt as well, favoring a barbell approach in hard 

currency spreads. Uncertainties in China could constrain 

returns, but our base case remains for a soft landing and 

controlled capital flight. 

Municipal Bonds (page 12): Attractive taxable-equivalent 

yields and favorable technicals should provide a supportive 

environment for municipal bonds, which underscores our 

modestly positive view for the sector. 

Global Rates (page 13): After a noticeable rally in Q1, we 

expect U.S. Treasury and Bund yields to remain range 

bound with a bias toward the lower end of their respective 

ranges. Interest-rate swap spread wideners in the U.S. also 

present a highly attractive opportunity and highlight our 

selective view on global rates. 

Mortgages (page 14): We are underweight mortgages 

relative to other high-quality spread sectors.  

Structured Product (page 14): Top-of-the-capital structure 

bonds remain attractive and we see the current market 

dislocation as an opportune time to increase allocations. 

 

Spotlight On: 
Brexit Implications 
Given the looming uncertainty surrounding the referendum 

on 23 June, 2016, the points made in our special section 

on page 7 provide some perspective on how a Brexit could 

affect European economic conditions as well as those in 

the currency and credit markets.  

Recent Videos                  
and White Papers 
Our recently produced videos are available at 

PGIMFixedIncome.com.  

 

Jürgen Odenius, Chief Economist 

and Head of Global 

Macroeconomic Research, 

describes the limitations central 

banks face in using 

unconventional policies to revive 

moribund growth rates. He 

touched upon similar themes his 

recently published white paper, 

“Are Central Banks Losing Their 

Mojo?” 

 

Gerwin Bell, PhD, Lead 

Economist, Asia, sat down with 

Arvind Rajan, PhD, Head of 

Global and Macro, to discuss 

China’s economic trends and the 

potential for reform in a brief 

Q&A. He recently published 

“A(nother) Window for Reform 

Opens in China.” 

 

Gary Horbacz, Principal, 

Structured Product Team, shares 

why CMBS interest-only securities 

are one of his favorite trades. This 

video is accompanied by a two-

part white paper co-authored by 

Horbacz and Jason Pan, Analyst. 

The paper will soon be available 

on PGIMFixedIncome.com. 

 
 

http://www.pgimfixedincome.com/pramerica/fi/
http://www3.prudential.com/fi/videos/pgim_fi_markets_mar_10_2016_jurgen_video.html
http://www3.prudential.com/fi/videos/pgim_fi_markets_mar_10_2016_jurgen_video.html
http://www.pgimfixedincome.com/pramerica/fi/pdf/pgim-fixed-income-central-banks-mojo-0316.pdf
http://www.pgimfixedincome.com/pramerica/fi/pdf/pgim-fixed-income-central-banks-mojo-0316.pdf
http://www3.prudential.com/fi/videos/pgim_fi_markets_feb_2_2016_bell_and_rajan_video.html
http://www3.prudential.com/fi/videos/pgim_fi_markets_feb_2_2016_bell_and_rajan_video.html
http://www.pgimfixedincome.com/pramerica/fi/pdf/pgim-fixed-income-china-window-for-reform.pdf
http://www.pgimfixedincome.com/pramerica/fi/pdf/pgim-fixed-income-china-window-for-reform.pdf
http://www3.prudential.com/fi/videos/pgim_fi_markets_mar_2_2016_horbacz_video.html
http://www.pgimfixedincome.com/pramerica/fi/
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Two Steps Forward 
After a difficult 2015, the bond market was, at a minimum, due 

for a bounce by the beginning of 2016. And bounce it did, with 

most sectors posting respectable returns as indicated in the 

following table. Although the multi-year searing bull market in 

the U.S. dollar initially carried over into 2016, here too, the tide 

appeared to turn mid-quarter. From there, currencies rallied 

smartly versus the dollar, allowing many to post positive returns 

after a long drought. 

Performance by Sector  

Returns were solid in Q1, with longer-duration and higher-risk credit 

products outperforming. Emerging market currencies and local 

currency bonds also rebounded. 

 Total Return (%) 

 Q1 2016 2015 2014 2013 2012 

Global Aggregate 5.90 -3.15 0.59 -2.60 4.32 

U.S. Aggregate 3.03 0.6 6.0 -2.0 4.2 

U.S. Treasuries 3.20 0.8 5.1 -2.8 2.0 

Municipal Bonds 1.67 3.3 9.1 -2.6 6.8 

Mortgage-Backed (Agency) 1.98 1.5 6.2 -1.5 2.6 

CMBS 3.61 1.0 3.9 0.2 9.7 

U.S. IG Corporate Bonds 3.97 -0.7 7.5 -1.5 9.8 

Long IG Corporates 6.83 -4.61 15.73 -5.68 12.41 

U.S. Leveraged Loans 0.65 -0.4 2.1 6.2 9.4 

U.S. High Yield Bonds 3.25 -4.6 2.5 7.4 15.6 

EM Debt Hard Currency 5.04 1.2 7.4 -5.3 17.4 

EM Local (Hedged) 3.88 -2.2 3.2 -4.2 8.9 

EM Currencies 5.46 -7.61 -7.03 -2.04 7.45 

European IG Corporate 

Bonds 2.46 -0.6 8.4 2.4 13.6 

European Leveraged Loans 1.33 3.6 2.1 9.0 10.8 

European High Yield Bonds 1.77 1.3 5.1 9.1 24.8 

Sources: Barclays except EMD (J.P. Morgan), HY (Merrill Lynch), Senior Secured 
Loans (Credit Suisse). Performance is for representative indices as of March 31, 2016. 
See Notice for full index names. Past performance is not a guarantee or a reliable 
indicator of future results. An investment cannot be made directly in an index. 

Several Factors Drove the Quarter's Positive Returns: 

1. The Fed Yields to the Markets 

As discussed in the following Global Economic Outlook, the 

Federal Reserve eased its expected pace of rate hikes, citing 

uncertainty about the neutral level of rates, as well as concerns 

about tightening domestic financial conditions and rising 

international vulnerabilities. This reversed the mini-vicious 

cycle in force roughly since mid-2013—where fears of rate 

hikes by an insensitive Fed inadvertently tightens financial 

conditions to the point where they wreak 

international market havoc. While the cycle typically 

crescendos with an overzealous Fed hiking rates until the U.S. 

economy is on the brink of recession, this time it has 

dramatically toned down the tightening threat. The result in Q1 

was calmer rates, spreads, and currency markets. 

2. Commodities: The Outlook Turns Less Ugly 

In the energy markets, the supply side was in motion in the first 

quarter with U.S. suppliers scaling back output, while OPEC 

banter about potential supply caps increased. Energy prices’ 

resulting bounce from oversold levels triggered a strong 

recovery across the extraction sectors. 

3. ECB and Bank of Japan Pour on the Fuel (but Look 
What's Burning!) 

The BoJ's foray into the negative-interest rate zone, along with 

the additional extraordinary steps taken by the ECB (see 

Global Economic Outlook) pushed the European and the 

Japanese yield curves profoundly lower. Although the benefits 

didn’t flow through to the equity markets as indicated on the 

following page, the ECB’s newly-announced corporate bond 

buying program drove a dramatic tightening in euro-

denominated corporate bond spreads. 

Bund, JGB Yields Follow Policy Rates Lower (%) 
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The ECB and BoJ’s Policy Moves Coincided with 
Falling Stock Prices—Especially for Financials—
Suggesting that Lower Rates are not Boosting 
Corporate Profit Expectations—Certainly not for the 
Financials 

 

 

 
Source: Bloomberg as of April 2016. 

What's Next? 

Looking ahead, we continue to see the bond market outlook as 

a glass more than half full. Granted, a veritable laundry list of 

risks remain on the horizon, including energy oversupply, 

China’s growth outlook, Fed rate hikes, potential side effects of 

negative rates, European sovereign stress, Brexit, and 

geopolitics—to name a few. These risks, and/or others, will 

create intermittent volatility, but returns over the intermediate to 

long run will be driven by value, and we continue to see the 

fundamental underpinnings of the bond market as intact: 

 The muted economic picture justifies continued low and 

range bound rates, with the resulting impact of the 

aggressive postures of the ECB and BoJ likely to be felt 

globally. 

 Credit spreads offer substantial opportunities for 

outperformance relative to government debt. 

 The Fed's shallower path for rate hikes may have capped 

the rally in the dollar, creating new opportunities for value 

added strategies in the emerging market local bond and 

currency markets. 

So, risks notwithstanding, our outlook enunciated at the outset 

of the year remains largely unchanged—a bumpy, but 

productive future for bonds. In particular, we believe that value-

seeking approaches that position for the long term, yet remain 

attuned to the tactical and security selection opportunities 

afforded by the volatility, will be rewarded. 

The Bottom Line: Intermittent volatility notwithstanding, 

the combination of low and range bound government 

bond yields and attractive valuations in the spread 

sectors should allow bonds—especially the non-

government spread sectors—to amply outperform cash 

over the intermediate to long term.  
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Global Economic Outlook 

Still Fragile and Bumping 
Along 

The first quarter of 2016 was a tale of two phases for the global 

economy.  In the first part of Q1, a deterioration in economic 

data in both developed market (DM) and emerging market 

(EM) economies—particularly relative to expectations, a further 

unexpected drop in commodity prices, and a pickup in financial 

market volatility—cast a shadow over the global economic 

outlook. By March, however, sentiment improved again, 

commodity prices regained lost ground, and downside 

economic data surprises began to diminish, all of which 

suggested a floor was perhaps being established under global 

economic growth.  

Deterioration—and Stabilization—in Q1 Economic Data 

 

Source: Bloomberg as of April 2016. 

That said, the weak economic momentum at the end of 2015 

and early 2016 led us to adjust our 2016 real GDP forecast for 

the U.S. to 2.1% from a previously expected 2.5% and for 

China to 3.7% from 5.2%. Our forecasts for economic growth in 

Japan and the euro area remain unchanged, at 0.9% and 

1.2%, respectively, but against a backdrop of anticipated 

additional policy support in both cases. And while the 

stabilization of most commodity prices is providing welcome 

breathing room for commodity producing countries and 

industries, they are still facing some of the most difficult 

challenges in adjusting to prices that are now a fraction of 

where they were when much of their current production 

capacity was being built. 

Commodity Price Headwinds Remain 

 

Source: Bloomberg as of April 2016. 

Global Low-flation Continues; Central Banks 

Respond with New Experiments 

While momentum in real economic activity was generally 

softer-than-expected around the turn of the year, perhaps the 

bigger story has been the greater-than-expected deceleration 

in nominal GDP across much of the global economy over the 

last year. Last quarter, we highlighted the rolling series of 

crises over the last ten years—including the 2007/2008 

subprime crisis, the 2012 euro area crisis and, most recently, 

the collapse in commodity prices— which have opened up 

large output gaps and unleashed waves of global deflation 

pressures.  The latest bout of low headline inflation readings 

once again put a number of central banks on high alert. 

Notably, all of the G3 central banks adopted easier stances in 

Q1, and amid a growing sense that policy options were 

approaching their limits, the BoJ and the ECB both managed to 

find new tools to deploy. 

Nominal GDP Growth Rates Have Tailed Off in 
Developed Markets… 
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…as Well as Emerging Markets.  

 

Source: Haver Analytics as of April 2016.  

In January, the BoJ surprised markets by cutting its policy rate 

into negative territory (to -10 bps), in an effort to lower money 

market rates and bank funding costs further. In turn, though, 

the BoJ was likely surprised by the mixed reactions of financial 

markets and analysts to its new policy. Remunerating banks’ 

excess reserves with a negative interest rate effectively 

imposes a tax on a portion of banks’ assets, and the BoJ’s 

actions seemed to trigger a broader public discussion about 

the desirability and effectiveness of negative policy rates in 

general. In fact, though, the BoJ adopted a tiered schedule of 

deposit rates in order to minimize the amount of bank reserves 

subject to the effective tax to only about 10% of the total and, 

hence, limit the potential hit to banks’ profitability.  

Meanwhile, the ECB undoubtedly benefitted from listening to 

the public debate on the merits of negative rates and managed 

to de-emphasize them when it unleashed its own additional 

stimulus at its meeting in March. While the ECB satisfied 

market expectations by cutting its deposit rate another modest 

10 bps to -40 bps, what ultimately captured the market’s 

attention was the ECB’s surprise decision to include IG non-

bank corporate bonds in an expanded QE program and to 

more directly lower banks’ funding costs with a new TLTRO 

program offering 4-year loans at fixed rates of anywhere from 0 

to -40 bps, depending on how much on-lending banks conduct.  

The ECB thus seemed to pivot towards more direct credit 

easing.  

The Fed rounded off Q1 with a much less hawkish stance at its 

March meeting than analysts expected. Although Fed officials’ 

median forecast for GDP, inflation, and unemployment 

remained little changed from their projections last December, 

their median projection of the number of rate hikes that would 

be consistent with achieving those forecasts was cut in half to 

just two 25 bp hikes this year. With the Fed’s preferred 

measure of inflation— the personal consumption expenditures 

(PCE) deflator—still undershooting its 2% target, wage growth 

still moderate at a little over 2%, and the March unemployment 

rate ticking slightly higher given a flood of individuals coming 

back into the labor market in recent months, Fed Chair Yellen 

has been signaling that the Fed can be patient. Moreover, the 

timing of and uncertainty surrounding the UK’s Brexit 

referendum, scheduled for June 23 (a week after the Fed’s 

meeting on June 15), is potentially an additional factor that 

could restrain the Fed (see Spotlight on: Brexit Implications).  

What was perhaps one of the most important implications of 

G3 central bank policies in Q1, though, was an apparent 

acknowledgement that their policies can have significant global 

repercussions that spill back onto their own shores in 

damaging ways. Both the BoJ and ECB appear re-focused now 

on easing domestic credit conditions and generating home-

grown domestic inflation pressures. And for the Fed’s part, over 

the last six months, it appears to have become acutely aware 

of the impact that its hawkish stance and consequent dollar 

strength have had on China’s ability to navigate a soft landing 

to a slower, more domestic demand-driven economy, all the 

while managing an effective currency peg to the dollar amidst 

capital outflow pressures.  

Even if there was no explicit G20 agreement in Q1 to avoid 

beggar-thy-neighbor currency depreciations, the Fed now 

seems to be explicitly recognizing the nexus between its own 

policies and those of the rest of the world and that, in fact, the 

global interconnectedness limits how aggressive it can and 

should be in its rate hike cycle. On net, this apparent realization 

helped spur a recovery in risk markets in March after a big 

selloff earlier in Q1.  

What the World Needs Now … Is More Investment 

and Structural Adjustments 

Central banks are diving further into unconventional territory 

largely because the effectiveness of their policies to date have 

disappointed on net, in part because balance sheets and debt 

levels are already stretched, leaving less room for traditional 

channels to spur significant borrowing, spending, and recovery.  

Across the G3, at least, one of the biggest beneficiaries of 

central bank easing this cycle has been the corporate sector, 

as interest expense and cost of capital more generally has 

fallen significantly. In Japan, the yen’s significant decline since 

Abenomics was introduced in late 2012 helped further boost 

Japanese corporate profits. While profit margins overall have 

recently come under some pressure, they nonetheless persist 

at relatively high levels in aggregate. Amid these relatively high 

profit levels, however, the commensurate pace of business 

investment that would have been typical of past cycles has 

been notably lacking.  

Usually, a high level of profits generates strong growth in 

business investment, but in this cycle, businesses in aggregate 

have been quite cautious in their spending, keeping their 

effective savings rates elevated while limiting capex. The 

muted growth of top-line revenues— more generally, the muted 

pace of nominal GDP growth, as previously noted— is perhaps 

capping their desire to significantly expand capacity. Going 

forward, an eventual pickup in business investment would be a 
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significant sign that a more healthy recovery from the series of 

crises over the past decade has gained traction.  

More progress on structural reforms across both DM and EM 

would also improve global growth prospects going forward. 

Japan has implemented a number of positive reforms over the 

last few years, but more is needed. Earlier this year, China’s 

NPC set the course for more structural reforms, including fiscal 

reforms and recognizing the need to tackle excess capacity. 

And despite notable progress in the euro area, significant 

structural adjustments are still needed, highlighted by 

persistent large imbalances between the core and parts of the 

periphery.  

Looking Ahead 

At this point, we view risks to the global economy as somewhat 

more balanced. There are still plenty of downside risks to keep 

an eye on, with 1) the euro area recovery still fragile and 

relatively muted; 2) Japan’s reflation experiment hitting a more 

difficult juncture; 3) China’s attempt at a soft-landing while 

implementing a host of challenging reforms; 4) an inability of 

the U.S. economy to un-tether itself from developments 

abroad; 5) a host of political uncertainties, including the UK’s 

upcoming Brexit referendum in June, and 6) difficult 

adjustments now being required of global commodity 

producers. Importantly, although commodity prices are now 

generally up on net year-to-date, their round-trip dip and 

recovery at the end of 2015 and in Q1 highlight the lingering 

uncertainty in their outlook.  

But expectations for the global economy were widely ratcheted 

down earlier this year, leaving scope for potentially some 

positive surprises going forward.  And importantly, 

policymakers – particularly the G3 central banks – have begun 

to demonstrate an increased sensitivity to the 

interconnectedness of their policies and the global economy, 

which may in turn help limit collateral headwinds they create for 

the global as well as their own domestic economies going 

forward.  

 

BREXIT IMPLICATIONS 
 

While polls indicate that maintaining EU membership is the most popular choice among UK residents leading up to the 23 June “Brexit” 
referendum, the margin of support has recently decreased, and a large fraction of potential voters remains undecided.  Populist sentiment 
remains a wildcard as the rhetoric will increase when the official campaign period begins on April 15.  

In our view, the likely outcome of the vote is that Britain will remain in the EU. Yet, given the looming uncertainty, the following points provide 
some perspective on how a Brexit could affect economic conditions as well as those in the currency and credit markets.  

 THE MACRO VIEW 

In the event of a Brexit vote, the UK’s exit agreement will be negotiated over the ensuing two years (at least), and the likely negative impact 

on UK GDP over the near to intermediate term is unclear, with estimates ranging anywhere from -1% to -10% over time, or possibly more. 

The economic fallout would likely depend in part on how quickly a credible alternative set of policies and/or protocols is int roduced once 

those tied to EU membership expire. In the meantime, the uncertainty would likely result in curtailed domestic spending and a drop in net 

exports. A key UK vulnerability is its large current account deficit (-5.2% of GDP in 2015), leaving sterling vulnerable to Brexit risks.  

Once an EU exit has been agreed upon, the long-term impact of a Brexit on the UK economy is likely dependent on: 1) policy responses; 2) 

individual companies’ strategic reactions; and 3) the response of financial and currency markets over time.  

 THE CURRENCY MARKET EFFECTS 

In the run-up to the June referendum, sterling has reflected the most immediate market impact as it recently fell to seven-year lows against 

the U.S. dollar while also declining versus the euro. A Brexit vote would likely push the currency even lower due to a number of political and 

macroeconomic factors, including: 1) the risk of a subsequent Scottish independence vote; 2) the potential for further weakening in capital 

flows needed to finance the current account deficit; 3) and the need for the BoE to provide stimulus via monetary policy.  

So far, the euro has remained well supported as the Brexit debate has intensified. However, under a Brexit scenario—particularly one in 

which departure concerns spread from the UK to other countries in the EU—the euro is also at risk to weaken versus both the U.S. dollar 

and the Swiss franc. Given the volatility in UK rates and FX leading up to the referendum, we expect that the BoE will keep policy rates on 

hold until at least 2017. While the BoE likely stands ready to ease policy and supply liquidity, there is a risk that a sharp decline in sterling 

could limit its response.  

 THE CREDIT VIEW 

If the UK were to leave the EU, we do not anticipate a material impact on default rates within the UK or the EU. In the event of a Brexit, we 

believe London could experience some adverse effects, yet we would expect individual companies to adjust their business model  to the new 

market reality, possibly increasing their European operations at the cost of some London-based jobs.  

In terms of which sectors could be affected, euro area exporters and the banking sector would likely have the most medium-term disruption. 

While there has been some volatility in credit spreads, which has left them relatively wide in comparison to euro corporate spreads, we 

believe the uncertainty and potential negative effects regarding Brexit are already reflected in spread levels to some extent . In addition, 

there could be attractive opportunities in the pharmaceutical, aerospace, and chemical sectors if spreads were to widen notably on a Brexit 

vote. Conversely, a departure vote could lead to additional volatility in some property, airline, banking, and retail spreads. 
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U.S. and European  
Corporate Bonds  
U.S. corporate bond spreads came full circle in Q1, widening 

through mid-February in response to plunging commodity 

prices and slowing global growth, then rallying through the end 

of March. Although corporate index spreads closed the quarter 

virtually the same spread as year-end 2015, U.S. corporates 

posted a 3.97% return in Q1, which equated to 16 bps of 

excess return during the period. 

European corporate bonds also delivered a positive return in 

Q1 with spreads following a similar risk-off/risk-on theme. 

European corporates were also buoyed by the ECB’s March 

announcement that it will expand its quantitative easing 

program to include non-bank investment grade corporates by 

the end of Q2.  

 Total  
Return 

Spread 
Change OAS 

 Q1 Q1 3/31/16 

U.S. Corporate 3.97% -1 bps 164 bps 

European Corporate 2.46% -4 bps 130 bps 

Represents data for the Barclays U.S. Corporate Bond Index and Barclays European 
Corporate Bond Index (unhedged). Sources: Barclays as of March 31, 2016. Past 
performance is not a guarantee or reliable indicator of results. An investment cannot 
be made directly in an index. 

U.S. Corporate Bonds 

The wild swing in the corporate bond market in Q1 reflects 

developments and market sentiment in both U.S. and non-U.S. 

markets. In the U.S., uncertainty over the Fed’s rate hike 

schedule, pace of economic growth, energy fallout, and 

corporate earnings weighed on the sector, as did outsized 

issuance at times. Additionally, concerns over a global growth 

slowdown, particularly in China, led to increased risk aversion. 

These fears subsided once it appeared oil prices had found a 

bottom, U.S. economic data came in better-than-expected, the 

Fed pushed back the timing and magnitude of its rate hikes, 

and both China and the ECB stepped up their stimulus efforts.  

In the U.S., corporate fundamentals remained sound overall 

despite concerns about deteriorating credit metrics in certain 

industrial sectors, some of which have gone into repair mode. 

Industries tied to the U.S. consumer generally remained strong, 

while those affected by a stronger U.S dollar faced headwinds. 

Metals and mining rebounded from recessionary levels 

although many of these issuers, as well as energy-related 

credits, continued to struggle, leading a growing number to be 

downgraded to non-investment grade. We expect more “fallen 

angels” in the coming quarters. Debt-financed mergers and 

acquisitions and share buybacks remained high, contributing to 

record issuance and increased leverage. 

Technicals, which were generally strong during the period, 

sharply improved following the ECB's announcement it would 

implement a corporate bond purchase program. Negative 

interest rate policies (NIRP) in Europe and Japan have also led 

to strong demand for the higher yields of U.S. issues. As the 

quarter closed, new deals were four times oversubscribed with 

near zero concessions. 

During the period, we continued to favor U.S. financial issues, 

primarily money center banks. Financials lagged industrials 

during the period due in part to earnings pressure in European 

institutions, but remain fairly immune to event risk and have 

vastly improved their credit profiles to meet government capital 

and liquidity requirements. We are more cautious on life 

insurance companies due to earnings pressure from the low-

rate environment. Within industrials, we favor autos, chemicals, 

and select pharmaceuticals. We are emphasizing U.S. “centric” 

issuers over multi-national and export-driven companies that 

are vulnerable to a stronger U.S. dollar. We are focusing on 

select new industrial issues where an “event” has passed.  

Although we remain underweight the energy and commodity 

sectors, and are carefully screening out potential fallen angels, 

we are also scanning the sectors for opportunities given their 

wider spread levels. We continue to favor BBB-rated bonds in 

shorter maturities and, on a tactical basis, longer maturities 

given the steep credit curve and potential demand from 

pensions and insurance companies should rates rise. We also 

favor taxable municipal revenue bonds given their status as a 

safe haven from event risk, although many of these are now 

fully-priced versus corporates. 

European Corporate Bonds 

The European corporate bond market also came under 

pressure early in Q1 before rebounding in the latter half of the 

quarter. The ECB’s decision to include investment grade 

corporate bonds in their eligible purchase universe provided a 

clear boost to the market, resulting in sharp spread tightening 

in March. We believe the recent spread level of 130 bps is still 

attractive, and with ECB support, there is still room for 

tightening—a year ago spreads were as low as 74 bps.  

In addition to the ECB’s accommodative policies, European 

corporates remain supported by fairly robust credit 

fundamentals and a positive, albeit still low, euro-zone growth 

picture. Relative to the U.S., corporate management generally 

remains cautious, resulting in low event risk and limited M&A 

activity. As expected, new-issue supply has been robust, 

running at record levels, with “reverse yankee” U.S. companies 

continuing to issue in the lower-yielding European markets. 

Overall, technicals have been well supported, resulting in the 

primary market tightening into the secondary (as opposed to 

vice versa).  

Near term, our strategy remains broadly unchanged. We are 

looking for opportunities to invest in issuers we believe are 

oversold, as well as in new issues with attractive concessions. 

We continue to focus on UK and Northern European issuers 

over peripheral country debt. UK issuers and sterling credit 



Q2 2016 Sector Outlook 

Page 9 

spreads decidedly underperformed in Q1 due to concerns over 

the June Brexit referendum, and many issues may now be 

poised for spread tightening. We favor euro area industrials, 

including regulated companies with solid balance sheets, such 

as electrical grids and airport operators, over financial issuers. 

We find value in certain corporate hybrids from stable, well-

rated utility issuers and are avoiding hybrids issued to uplift 

ratings, including those in the telecom industry. In the banking 

sector, we prefer non-euro zone issuers and select senior 

bonds.  

In global portfolios, we increased exposure to European spread 

risk but remain long both the U.S. and European markets. If 

European issues continue to benefit from strong Draghi-

inspired technicals, we may look to reduce exposure. In the 

U.S., we continue to favor financials over industrials. In Europe, 

we favor industrials and insurance over banks. We remain 

focused on BBB-rated shorter maturities and U.S. taxable 

municipals. We favor longer maturities in the U.S. where the 

spread curve is steep, but are more selective on longer-term 

euro issues where spreads do not necessarily compensate for 

the risk. We continue to take advantage of price dislocations 

and yield discrepancies between U.S. and euro bonds of the 

same and/or similar issuers.  

In the U.S. and Europe, we believe spreads are attractive and 

have room to tighten, but expect volatility to remain high. Key 

risks in Q2 include slowing global growth, heavy issuance, 

tighter liquidity, geopolitical risk, and, in the U.S., event risk. In 

Europe, we are closely watching for the fallout from the Brexit 

vote and, more positively, for the much anticipated ECB 

decision on which corporates it will buy. 

OUTLOOK: Positive given wide spread levels, steady U.S. 

economic growth, and quantitative easing effects. Global 

headwinds could keep risk premia high. Still favor U.S. 

financial issuers. 

Global Leveraged Finance 
The first quarter was one of extremes for the global leveraged 

finance markets as continued volatility pushed U.S. high yield 

spreads 200 bps wider over the first six weeks of the year. The 

sources of the volatility were familiar as commodity and equity 

prices fell, the Chinese yuan was further devalued, and 

corporate earnings growth appeared to stall. As these 

conditions appeared to stabilize midway through Q1, investors 

promptly returned to the high yield markets and the consequent 

spread tightening was aided by favorable technicals and 

improving sentiment amid the ECB’s pending foray into 

investment grade corporate bonds. 

 

 

 

 

 

 Total Return Spread Change OAS 

 Q1 Q1 3/31/16 

U.S. High Yield 3.25 +10 bps 705 bps 

European High Yield 1.77 -12 bps 508 bps 

U.S. Leveraged 
Loans 

0.65 -22 bps 621 bps 

European Leveraged 
Loans 

1.33 -27 bps 541 bps 

Sources: BofA Merrill Lynch and Credit Suisse as of March 31, 2016. Past 
performance is not a guarantee or reliable indicator of results. An investment cannot 
be made directly in an index. European returns euro hedged. 

U.S. High Yield and Leveraged Loans 

In the U.S. high yield market, the technical momentum 

intensified as investors returned to the market in droves—

setting a weekly inflow record of $5 billion during the quarter—

while primary issuance remained sparse. Looking ahead, a 

more balanced technical backdrop with more issuance could 

have a positive impact on fundamentals if an expanded set of 

credits takes the opportunity to extend their liabilities and 

otherwise stabilize their balance sheets. Strong demand could 

also continue given the trickle-down, cross-currency effect of 

the ECB’s planned purchases of investment grade, euro-

denominated bonds.    

Energy names led the way lower in the first half of Q1 as that 

sector fell by 18.25% through mid-February, and a rebound in 

crude oil prices subsequently lifted the sector to a 2.56% return 

as the quarter ended. This could prolong the rally in the higher-

beta, CCC segment of the market, which lagged the BB and B 

portions during the initial stages of the recovery. Not to be 

outdone, the metals and mining sector posted a double-digit 

return in Q1. Given the returns, however, we don’t think these 

spreads are accurately reflecting the risks ahead. 

Credit fundamentals appear to be weakening as net leverage 

ratios have been increasing. However, interest coverage, when 

adjusting for commodities today and the telecom bubble of the 

late 2000s, appears more benign due to lower interest costs. In 

terms of market composition, there has also been a notable 

increase in the BB segment, which should continue as 

additional “fallen angels” and BB-rated issuance make the 

overall market as high in quality as it has been in years.  

The improvement in conditions during the second half of Q1 set 

the stage for the nuanced adjustments to our outlook. We’re 

maintaining, but reducing, our underweight to cyclicals and 

reducing our overweight to overvalued names that are oriented 

towards U.S. consumers. We’re also maintaining our 

overweight to electric utilities. Many short-duration names also 

performed well during the volatility in the first half of the 

quarter, thus shifting the relative value attraction to 

intermediate-duration issues. We see the best relative value in 

B and CCC issues where these appear to be pricing in a higher 

degree of recession than the BB segment of the market. 

However, we expect ex-commodity defaults to remain relatively 

benign. 
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The mid-quarter turn in sentiment was also reflected in asset 

class returns. In the first half of the quarter, leveraged loans 

outperformed high yield by 388 bps through early February, but 

loans subsequently fell behind by 148 bps as Q1 ended. 

Investors’ ambivalence towards the asset class was evident as 

a string of 32 consecutive weeks of outflows extended late into 

Q1 before finally concluding with a few weeks of inflows. 

Primary issuance was also light in the U.S. loan market with 

about $26 billion in deals pricing.  

European High Yield and Leveraged Loans 

While the European leveraged finance markets were more 

resilient than their U.S. counterparts during the quarter’s early 

volatility, their performance fell short of their U.S. counterparts 

during the latter half of the quarter. Still, the rally had similar 

effects in Europe as retail inflows reached their highest levels 

of the year and the third highest on record. In terms of supply, 

loan issuance was steady throughout Q1, but in similar trend to 

the U.S., high yield issuance was far lower when compared the 

first quarter of 2015.  

Although the returns in the European leveraged finance 

markets fell short of those in the U.S., they could also be 

poised to outperform if the U.S. market were to encounter 

another bout of volatility. Indeed, European fundamentals 

appear to be at an earlier stage in the credit cycle, which was 

reflected in the trailing 12-month default rate of 3.1% as of the 

end of February, which was lower than the 3.4% rate at the end 

of 2015. Similarly, Moody’s forecasted default rate for 

European high yield over the next 12 months is expected to 

rise to 3.8%, primarily due to the commodity sectors, but 

remain below the expected default rate of 5.3% in the U.S.  

Looking forward, European high yield spreads appear attractive 

as they are pricing in higher defaults than we expect. In 

addition to the lower commodities exposure, European spreads 

should also be supported by the trickle-down effect from the 

ECB’s pending investment grade debt purchases. The 

technical backdrop should also remain supportive amid 

relatively light issuance in comparison to 2015.  

From a strategy perspective, BB credits have underperformed 

B-rated credits, and we see some attractive opportunities to 

selectively add BB-rated issues going forward.  

OUTLOOK: Constructive. We see additional opportunities 

in U.S. high yield, particularly in down-in-quality and 

intermediate duration issues. While fundamentals are 

mediocre, the technical tailwinds are quite strong and 

the increase in ex-commodity defaults will be modest. 

The technical picture for U.S. levered loans has also 

improved as mutual fund outflows have reversed and CLO 

formation shows signs of revival. European high yield 

spreads appear attractive given solid technicals, the 

fundamental benefits of a weak euro, low fuel costs, less 

exposure to commodity sectors, and an earlier part of the 

economic cycle. 

Emerging Markets Debt  
The recovery in emerging markets debt that started midway 

through Q1 was driven by a culmination of supporting factors. 

Further accommodation by developed market central banks 

(including the U.S. Federal Reserve’s forecast for a less 

aggressive tightening path), a weaker U.S. dollar, some 

stabilization in the Chinese yuan, a recovery in commodity 

prices, and an attractive valuation environment contributed to 

the sector’s positive returns. EMFX and hard currency 

sovereigns led the way with spreads in the latter ending Q1 

nearly 100 bps tighter than their February wides of just over 

500 bps.  

 Total Return Spread/yield 
Change 

OAS/Yield 

 Q1 Q1 3/31/16 

EM Hard Currency 5.04% -6 bps +409 bps 

EM Local Currency 
(hedged) 

3.88% -62 bps 6.51% 

EM FX 5.46% -131 bps 3.69% 

EM Corporates 3.89% -8 bps +420 bps 

Source: J.P. Morgan as of March 31, 2016. Past performance is not a guarantee or 
reliable indicator of results. An investment cannot be made directly in an index. 

EM Hard Currency 

A look at the underlying country performance of the sovereign 

hard currency index reveals the tailwinds provided by broader 

macro factors and idiosyncratic, country specific developments. 

Outperformers included Brazil (+13%) on renewed 

expectations regarding a potential administration change, 

which could provide a positive confidence shock. Also, 

Brazilian debt was largely oversold, and valuations did not 

reflect the true risk of sovereign external liquidity or solvency 

risks.  

Elsewhere, the rebound in commodity prices lifted commodity 

exporters, notably Ecuador (+13.22%), Colombia (+7.84%), 

Peru (+7.44%), and Chile (+7.81%). Similarly, the performance 

from a number of sub-Saharan African issuers stood out, 

including Kenya (+8.70%), Tanzania (+8.35%), and 

Mozambique (+8.61%). This latter group was also impacted by 

expectations of a more supportive official sector. Even though 

Venezuela was down a little over -2% on the quarter, this 

marked a solid recovery after it was down more than 15% in 

early 2016. Indonesia returned +8.10%, reflecting an effective 

policy mix and attractive valuations. Laggards included Belize 

(-29.41%), where there is concern about its ability to service a 

stepped-up coupon, Trinidad and Tobago (+0.96%) on 

downgrade risk, and Mongolia (+1.06%).  

EM corporates posted more modest, but still healthy returns. 

The strongest sectors were Metals and Mining (+9.75%), Pulp 

and Paper (+4.84%), and Industrials (+5.09%). Zambia 

(+12.23%), South Africa (+8.23%), Ghana (+6.46%), and Brazil 
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(+9.04%) also saw very strong returns. Indonesian corporates 

had strong returns as well at +8.1%. The recovery in Brazilian 

corporates reflected the broader themes supporting the 

sovereign and a recognition that select issuers had suffered 

unduly from the Petrobras corruptions probe, with the latter’s 

front end paper tightening by about -220 bps. Conversely 

Mongolia (-40.9%), Ukraine (-2.96%), Kazakhstan (-0.73%) 

and Iraq (-6.39%) underperformed.  

Credit rating downgrades continued in Q1 as Brazil was 

downgraded by Fitch to BB with a negative outlook, which is a 

consistent view across the rating agencies. In turn, Petrobras 

was downgraded to B3, as longer-term liquidity questions 

remain. Pemex was downgraded by Moody’s to Baa3 with a 

negative outlook. Select rating agencies are differentiating the 

ratings of quasi-sovereigns from those of the sovereigns, in 

particular in commodity-heavy issuers with weak stand-alone 

fundamentals. The market has also made the distinction in 

terms of where quasi-sovereigns trade relative to sovereigns. 

We are unlikely to get back to the historic tights where select 

quasi-sovereigns in Mexico and Indonesia, for example, traded 

+50 bps relative to the sovereign. However, we believe there is 

value at current levels. Ratings downgrades could be 

forthcoming in other countries, including South Africa, which is 

on the cusp of investment grade due to fundamental and 

political challenges. Elsewhere, we anticipate upside ratings 

momentum in the Dominican Republic, Argentina, and 

Hungary.  

Market Technicals, Supply, and Flows 

As Q1 concluded, there was approximately $50 billion in 

issuance across sovereigns, quasi-sovereigns, and corporates. 

It was encouraging that a range of borrowers were able to 

access the market, including Pemex with its multi-tranche 

offering of close to $10 billion in U.S. dollar- and euro-

denominated bonds. Looking ahead, we expect Argentina to 

come to market with upwards of $10-15 billion of debt in Q2 as 

part of the resolution of the legal dispute with the exchange 

holdouts. This will allow the country to make coupon payments 

on the defaulted exchange bonds and will help with re-price 

Argentina as a solid single-B issuer. We expect that Asian 

issuers, followed by those in Latin America, will comprise the 

vast majority of EM corporate issuance.  

With the signs of a broad market rally taking hold, weekly fund 

flows turned positive in March for EM hard currency, local 

currency, and blended funds. Cash levels subsequently 

declined even as the asset class continues to throw off cash in 

terms of coupons and amortizations. 

On a prospective basis, we think key sovereign and quasi-

sovereign issuers continue to present value. Brazil will likely 

continue to re-price (though unlikely to levels before the 

Petrobras investigation, i.e. “Operation Lava Jato”) to reflect an 

improved medium-term outlook. While the country is now rated 

BB with a negative outlook and could be downgraded further, 

the external debt poses little risk of a payments crisis. 

Argentina presents opportunities in sovereign local law and 

external law bonds, along with provincial and corporate debt. In 

general, the country is again embarking upon a new post-

default world, and while issuance volumes will be large, we 

expect capital inflows and an appropriate policy mix to improve 

its credit trajectory.  

We continue to favor under-rated credits, such as Indonesia 

and Hungary. We also like quasi-sovereign issuers Mexico, 

Kazakhstan, and Indonesia, and select state banks in Brazil. 

While the ratings agencies have begun to differentiate 

sovereigns from their state-owned enterprises, we believe 

many 100% owned issuers—including Pemex—will receive 

strong implicit support from the parent country.  

EM Local Currency 

EM local bonds posted healthy hedged returns reflecting 

accommodative developed market monetary policies and the 

recovery in EM currencies and sentiment. The outperformers 

included Brazil (+8.77%) and Indonesia (+6.51%). In Brazil, 

high nominal yields along with the expectation for an end of the 

rate-hiking cycle and subsequent rate cuts drove the 

performance. The anticipation of a change in government—

either through impeachment or new elections—supported the 

rally. In Indonesia, rate cuts, a sound inflation and macro 

outlook, as well as a supportive technical environment, 

supported the strong returns. The broad monetary policy 

outlook for EM countries is mixed. Mexico surprised with a rate 

hike in Q1 and will likely follow the Fed’s policy direction. 

Elsewhere, South Africa and Colombia have been hiking rates, 

while select Asian countries have been cutting rates.  

Going forward, we continue to find opportunities to be long 

duration in select countries and curves. The steepness of the 

local Mexican curve implies many more rate hikes than we 

think will actually occur. We see value in the six-year and 20-

year parts of the curve in Mexico. In Brazil, we prefer a mix of 

nominal bonds and inflation-linked bonds. Real rates remain 

high, and while inflation is well above target, a more positive 

political and economic dynamic will help with the inflation 

outlook. We believe the value and dynamics in Indonesian local 

bonds remains attractive. 

EM Local Currency 

The strong recovery in EMFX reflected a more dovish stance 

from the Fed, along with negative interest rates and other 

ramifications of quantitative easing from the ECB and BoJ. 

When combined with the rebound in commodity prices and 

indications that China’s economic conditions and currency 

stabilized, the U.S. dollar weakened against higher-yielding 

and commodity currencies in particular. Brazil (+15.03%), 

Russia (+11.27%),  Malaysia (+10.62%), South Africa (+7.26%) 

and Colombia (+7.22%) all outperformed. Brazil rallied on 

political developments, as well as the recovery in iron ore 

prices and the large adjustment in the current account. 

Laggards included Argentina (-4.54%), as inflation has been 

high following the large devaluation last year, Mexico (+1.52%), 
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and India (+1.60%). Going forward, we expect EMFX to 

perform well. This will follow risk sentiment, along with 

commodity gains, expectations of U.S. Fed policy, the Chinese 

yuan, and country fundamentals. Meanwhile, we expect EM 

growth to be very modest, at less than 4%. Another driver of 

EMFX is the expectation of capital flows. Thus far in 2016, 

equity performance has been strong, and there has been some 

improvement in current accounts. The higher yields and 

potential for a growth rebound in key EM countries should 

provide a supportive backdrop for EMFX. 

OUTLOOK: Constructive. Given the attractive valuations 

across the sector, we believe room remains for healthy 

returns going forward, notwithstanding the 

outperformance thus far. We favor a barbell approach in 

spreads with overweight, short-duration positions in 

Argentina, Brazil, and some quasi-sovereigns. Value 

appears solid in the long-end of the curves for Pemex and 

Indonesia. Local bonds should benefit from EMFX and the 

reach for yield and our additional exposure favors a mix 

of the high yields in Brazil and Indonesia along with 

higher-quality bond. The outlook for EMFX is currently 

more positive, supported by capital flows, a weaker 

dollar, and DM monetary policy dynamics. 

Municipal Bonds  
AAA-rated municipal bonds underperformed U.S. Treasuries 

across the curve with the 30-year Municipal/Treasury yield ratio 

increasing to 102.7% from 93.6% (at the start of Q1). Despite 

the underperformance, steady mutual fund inflows (+$14.4 

billion YTD) coupled with manageable supply ($95.5 billion 

YTD) led to positive total returns in Q1 for both high grade 

(+1.67%) and high yield (+2.74%) municipals. Puerto Rico 

credits underperformed the broad high yield muni index, 

returning +0.50% in Q1; however, this represents stability 

following the -12.01% return in 2015. Long-term taxable 

municipals returned +5.43% in Q1, underperforming the long 

corporate index. 

As expected, Puerto Rico-related news continued to dominate 

headlines in the sector. Several Congressional hearings were 

held in Q1 to address the fiscal situation on the island. A House 

Committee recently released draft legislation which includes a 

strong federal control board and the ability to restructure debt 

under certain circumstances. A mark-up session of the bill is 

set for April. In addition, Puerto Rico enacted legislation 

allowing PREPA
1
 to move forward with its debt restructuring. 

Puerto Rico volatility will continue in 2016 as the administration 

has threatened to default on various bond payments, and 

recent reports indicate that the administration will introduce 

legislation that will declare a moratorium on Puerto Rico’s debt 

service. Investors also await the final legislation from 

Congress.  

                                                           
1 PREPA refers to the Puerto Rico Electric Power Authority. 

In other credit news the Illinois Supreme Court ruled that 

Chicago’s 2014 pension reform law was unconstitutional. This 

decision was largely priced into the bonds with little movement 

post-decision. Market participants now await an alternate plan 

from the city regarding how they intend to address the growing 

pension burden. Additionally, the New Jersey Supreme Court 

heard oral arguments on challenges to the suspension of 

COLA payments as part of the 2011 pension reform. We 

anticipate a decision later in 2016, but note that Moody’s has 

stated that New Jersey’s general obligation rating would be 

lowered from A2- if the court rules against the state. 

Elsewhere, while Pennsylvania finally passed a budget for 

fiscal year 2016, Illinois has yet to do so. Political gridlock 

ensures that the FY 2017 budget process will present similar 

challenges.  

Several energy-reliant states and localities experienced credit 

downgrades as lower oil prices negatively impacted revenue, 

resulting in expanding budget gaps in certain cases. Further 

downgrades are possible depending upon how state 

legislatures address these gaps.  

Looking ahead, while municipal market technicals typically 

weaken in early Q2, the market is better positioned this year as 

steady demand is likely to continue in a stable-rate 

environment. Any supply-driven cheapening should present 

attractive buying opportunities. The problem credits that have 

dominated the municipal market headlines in recent years have 

not been resolved. However, we continue to believe that these 

credit stories, regardless of the outcomes, do not pose a 

systemic risk to the broader municipal market. We expect 

taxable municipals to perform in line with corporate bonds, with 

the potential for outperformance should corporate M&A activity 

persist.  

OUTLOOK: Modestly positive. Attractive taxable 

equivalent yields and favorable technicals should provide 

a supportive environment. 

Global Rates 
The vast majority of developed market rates declined in Q1 on 

further central bank stimulus measures, additional signs of 

sluggish global growth, and investors’ flight-to-safety early in 

the quarter. Following the broad decline in yields, we continue 

to see opportunities in select global rates markets amid 

attractive risk premia and monetary policies that continue to 

encourage investors’ search for yield. 

In the U.S., the yield curve flattened in Q1, and we expect 

further bull flattening going forward as the U.S. risk premium 

remains among the highest in the developed rates markets. 

Following the Fed’s December 2015 rate hike, the two-year 

yield ended the year at 1.05% amid anticipation for a series of 

successive rate hikes. Yet, the Fed adjusted those 

expectations in Q1 as it reduced its forecasted rate hikes in 

2016 from four to two, and the U.S. two-year yield fell by 33 
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bps during the quarter to end at 72 bps. The March revisions to 

the Fed’s “dot plot” also lowered its forecasted Fed Funds rate 

for 2017, 2018, and its long-run projection. While the long-run 

projection was lowered from 3.5% to 3.25%, we continue to 

believe that this level remains too high and that the Fed will 

likely lower its long-run rate projection at future meetings.  

The Fed also appeared to continue discounting the latest 

inflation figures. After running well below target for some time, 

inflation reports released in Q1 indicated core prices making 

more progress toward the Fed’s 2% target. Yet the Fed held its 

2016 core PCE forecast at 1.6%, while lowering its headline 

inflation forecast from 1.6% to 1.2%. With five-year inflation 

breakevens climbing on accelerating core PCE figures, we 

exited our overweight TIPS position in Q1 amid the prospect 

that any further acceleration in U.S. core prices may be 

capped. Elsewhere in the U.S., we continue to see 

opportunities in swap spread wideners (specifically the seven-

year sector), which seem to be gaining traction given the 

positive carry, pending decrease in Treasury supply, and signs 

that overseas investors have curtailed their sales of Treasury 

securities.  

While the Fed backed away from a hawkish hiking path, the 

BoJ and the ECB were among the developed market central 

banks to implement decisive easing steps in Q1. In Japan, the 

BoJ’s implementation of a negative interest-rate policy took the 

markets by surprise, and the 10-year JGB yield consequently 

ended Q1 at -3 bps. Looking ahead, we believe that the 

Japanese economy may perform fairly well and that the limited 

supply of JGBs relative to the BoJ’s QQE program could 

indicate that its asset purchases are nearing their peak. The 

30-year JGB could be especially at risk in a tapering scenario. 

In terms of unconventional policies, the ECB was not to be 

outdone as it lowered its deposit rate further into negative 

territory and reduced its base rate to zero. It also expanded its 

QE purchases to include a universe of about €554 billion in 

investment grade, euro denominated corporate bonds. 

Although the ECB’s policy moves in Q1 went further than many 

expected, it also indicated that it may have reached the limits of 

its negative interest rate policy. As a result, we expect long-

term Bund yields to possibly drift lower as the ECB’s asset 

purchases continue amid negative net supply. 

In the UK, interest rates may experience some volatility leading 

up to the June 23 referendum. Finally, we’re maintaining our 

long-term positions in the five-year and 10-year segments of 

the Australian Treasury market given the attractive risk premia 

and relatively high real interest rates. 

OUTLOOK: Selective. We expect U.S. Treasury and Bund 

yields to remain range bound with a bias toward the 

lower end of their respective ranges amid attractive risk 

premia in the U.S. and the ECB’s QE. We favor swap 

spread wideners in the U.S. as well. If the BoJ’s QQE 

program is reaching its limit, JGBs—particularly the 30-

year—could be at risk. Elsewhere, we see potential 

volatility in Gilts prior to the Brexit referendum and a 

long-term holding opportunity in Australian rates.  

Mortgages  
Mortgages modestly underperformed U.S. Treasuries in Q1 as 

they posted a positive return of 1.98%. Given the decline in 

rates, the quarter’s excess return of -38 bps reflected 

prepayment and issuance concerns on the cusp of the 

seasonally heavy supply period.  

During the quarter, the market-cap weighted Treasury option-

adjusted spread (OAS) widened by 12 bps to 31 bps, and the 

LIBOR-equivalent OAS widened by 14 bps to 48 bps on the 

strong performance of swap spreads. Although MBS 

prepayments remained relatively contained, prepayment 

concerns increased slightly during the quarter as a backlog of 

loan documentation issues eased, rates declined, and 

seasonal factors improved. GNMA prepayment speeds stayed 

within a narrow corridor compared to conventional mortgages 

despite concerns about another reduction in the mortgage 

insurance premium. While the reduction didn’t emerge in Q1, it 

could resurface later this year. Looking ahead, given the 

decline in mortgage rates in Q1, we expect prepayment speeds 

in “cuspy” coupons to increase before declining again.  

Convexity needs were lighter than expected during the quarter 

given that the Fed is the largest holder of MBS and doesn’t 

hedge, but some servicers received on swap rates as interest 

rates hit their recent lows in February. Heavy overseas buying 

demand helped lower coupon, 30-year GNMAs outperform 

conventional mortgages in Q1. The new fiscal year in Japan, 

which started April 1, could also create additional demand. 

Going forward, we anticipate that the Fed’s reinvestment cycle 

will grow by about 50% to $34 billion over the April/May cycle 

as prepayments from this year’s refinancing wave increase by 

at least 40% and more than $2 billion in agency debt matures. 

The Fed’s MBS reinvestments are also expected to continue 

until late 2016 at the very least. In terms of overseas demand, 

if MBS yields remain in the middle or higher end of the recent 

range and the U.S. dollar remains near the weaker end of its 

range, overseas interest is expected to pickup as Q2 

continues.  

From a positive perspective, mortgage spreads remained at the 

wider end of the range as MBS lagged well behind the credit 

sectors through Q1. Bank demand may also continue—

perhaps a total of $100 billion in demand in 2016—as they may 
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continue to prefer agency MBS due to less onerous capital 

charges. 

As for the risks going forward, prepayments are expected to 

increase modestly given the recent decline in rates, and supply 

should increase with the home selling season. And despite 

MBS lagging behind other sectors, we continue to believe that 

spreads in other high-quality sectors remain sufficiently wide to 

MBS, while spreads in these sectors also possess stronger 

tightening momentum. 

With that backdrop, we believe the performance of MBS 

spreads will be driven by the timing of potential rate hikes by 

the Fed in 2016. Overall, we expect MBS performance to be 

directional with rates and benefit from outright buyers if rates 

rise. We also remain positive on specified pools relative to 

TBAs. 

OUTLOOK: Underweight relative to other high-quality 

spread sectors. 

Structured Product  
Despite the first quarter historically being generally positive for 

structured products, 2016 turned out to be the exception. 

Spreads widened throughout January and February, in some 

cases significantly. Due to a strong rally in March, however, 

investors in some parts of the structured markets will see 

spreads close to unchanged quarter-over-quarter. The credit 

curve steepened across structured products, and we think the 

technicals for mezzanine tranches remain treacherous due to 

hedge fund redemption, and fundamentals for these deeper 

tranches are somewhat concerning as well. For senior 

tranches, fundamentals remain broadly positive with CMBS 

and RMBS leading the bullish tone. We continue to favor 

unsecured consumer debt despite headline concerns arising in 

the subprime auto market, and we expect fundamentals to 

improve in line with typical seasonal patterns. Liquidity 

continues to worsen as the broker/dealer business model  

undergoes a transformation from a principal model to an agent 

model. We believe this situation will worsen as the regulatory 

screws tighten, further restricting dealer balance sheet 

flexibility. Overall we remain bullish on senior tranches in 

structured products as demand for high-quality spread product 

should increase due to: 1) the negative yield environment, 

particularly in Japan, and 2) forthcoming regulatory capital 

treatment for U.S. insurers, which favors AAA investments. 

CMBS: AAA 10-year bonds were unchanged from the 

beginning of 2016 at Swaps (S) +135 bps. However, during the 

quarter they widened to S+173. Agency CMBS widened 15 bps 

intra-quarter, but are now 7 bps tighter on the year at S+78. 

Single Asset/Single Borrower (SASB) floater spreads were 

slightly wider for the quarter at LIBOR (L) plus about +130 bps. 

Spreads widened in sympathy with overall spread product, but 

also on supply concerns related to the financing needs of the 

2006 vintage that matures this year. However, one 

consequence of the intra-quarter spread volatility was a 

slowdown in commercial loan originations as conduit lenders 

expressed reluctance to lend against the uncertain 

securitization exit. As such, we now expect little supply in May 

and June and forecast $50 billion in conduit issuance for the 

year—down about 15%-20% from 2015. This new supply 

outlook was one catalyst for the spread tightening that took 

hold in the last two weeks of March.  

While the top of the CMBS capital structure was able to recover 

its losses, performance in lower credit tranches was not so 

rosy. BBB cash bond spreads, which had been as tight as 325 

bps a year ago, entered the 2016 at 550 bps and widened to 

almost 800 bps before rallying back to 600 bps. The BBB 

CMBX fared much better, rallying to inside 600 bps. We remain 

negative on CMBS mezzanines as the collateral quality of the 

bottom quartile of mortgages is suspect, and technicals are 

poor due to ongoing hedge fund redemption concerns. CMBS 

IOs remain one of our favorite trades, despite underperforming 

on the quarter, as spreads widened 50s bps due to poor 

technicals. In the Government Sponsored Enterprise (GSE) 

space, Fannie Mae and Freddie Mac originated $62 billion of 

multi-family mortgages in 2015 and issuance should be in the 

$70 billion range for 2016. Commercial building property prices 

continue to improve and on a national average now exceed the 

pre-crisis peak by 16%. 

ABS: Liquidity is for sale in all but the most commodity-

oriented ABS sectors. Senior tranches of rental cars (S+175), 

timeshares (S+190), consumer loans (L+300), etc., all widened 

on the quarter and have not rebounded alongside other spread 

product. Valuations are excellent for these slightly off-the-run 

senior tranches. In contrast, benchmark cards and auto ABS 

were tighter by about 5 bps to L+45 for 3-year AAA cards and 

L+35 for 1-year top tier AAA autos. Federal Family Education 

Loan Program student loans are still under the overhang of  

prospective downgrades by Moody’s and Fitch due to possible 

legal maturity breaches despite a high likelihood of ultimate 

repayment of principal and could come under pressure on 

rating-driven selling. Consumer credit quality remains strong, 

as evidenced by low loss rates on card and auto loan pools. 

That said, sub-prime auto loss rates have been increasing as 

originators of these loans have reduced credit quality to 

increase loan production. We believe that deal structures are 

robust enough to absorb these losses, and we are constructive 

on front pay sub-prime auto bonds at L+150. There has been a 

slower pace of new issuance versus 2015 as issuers 

postponed deals due to market volatility and many deals that 

were placed struggled to get fully subscribed. 

Non-Agency Residential Mortgages: Overall, the non-agency 

mortgage market continues to have stable-to-improving credit 

fundamentals and positive technicals due to negative net 

supply (about 15% of legacy outstandings paydown every year 

and there is de minimus new issue supply). Performance in 

pre-crisis mortgages remains on a positive trend as problem 

loans are resolved and housing values continue to increase (up 

about 5% year-over-year). New production mortgages, 
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particularly those for the GSEs, continue to be underwritten to 

conservative standards to lessen the risk of representation and 

warranty put-backs. Despite this positive fundamental and 

technical landscape, spreads widened. GSE credit risk transfer 

securities widened significantly in January and February, 

especially at the bottom of the capital structure (from L+500 to 

L+690 bps) and then rallied back, but not all the way back as 

they ended Q1 at L+550 bps. Senior legacy non-agency RMBS 

widened on technical concerns that they represent the most 

liquid area of hedge fund investments. They widened about 75 

bps and have retraced only about 25 bps—they now trade 

L+250 to L+315 bps. Re-remics of these bonds are particularly 

compelling and trade as wide as L+400 due to structural 

complexity. We think legacy RMBS senior investments offer 

good value. In other news, Countrywide’s $8.5 billion 

settlement was supposed to be paid in Q1, but remains in court 

as the trustee is looking for direction as to which tranches are 

entitled to the funds. In euro ABS, UK RMBS (AAA at L+mid-

100s) is not compelling versus other sectors and is exposed to 

the uncertainty of Brexit. 

CLOs: AAA-rated U.S. collateralized loan obligation (CLO) 

primary market spreads widened by 8 bps to 3-month 

LIBOR+160 bps. Spreads widened due to market volatility and 

ongoing headwinds from regulatory developments. Despite a 

relatively small move in spreads over the quarter, spreads 

intra-quarter were as wide as 190 bps in February. Secondary 

market AAA-rated bonds look compelling relative to primary, as 

spreads widened in response to asset manager selling to meet 

outflows given the better liquidity of AAA CLOs versus other 

assets. Primary issuance in Q1 is down close to 80% year-

over-year as new issue arbitrage is challenged by supply in the 

secondary market along with a lack of conviction for junior 

mezzanine and equity tranches. These tranches continue to be 

under duress and exhibit poor liquidity as senior secured loan 

prices continued to fall and idiosyncratic bank loan credit 

events occur—particularly in energy credits. In Europe, 

spreads on AAA-rated CLO primary deals were 15 bps wider to 

3mL+170 bps. Unlike the U.S., European demand for CLOs 

has not kept up with supply, and spreads have begun to 

converge to U.S. spreads despite better credit fundamentals 

and ongoing QE. 

We continue to believe CLOs offer solid relative value in both 

the primary and secondary markets. In the primary U.S. 

market, investors in AAA tranches continue to enjoy a 

favorable environment to negotiate spreads and covenants. In 

the secondary market, we continue to see a modest premium 

for liquidity and believe long-term investors will benefit from the 

current dislocation. In the long run, we strongly believe CLO 

spreads will compress; in the short and medium term, spreads 

are likely to remain a function of supply, regulation, and cross 

product relative value, which will provide a positive 

environment to continue to opportunistically add to our position 

in a fundamentally attractive asset class. 

OUTLOOK: We remain very positive on top-of-the-capital 

structure bonds and we see the current market dislocation 

as an opportune time to increase allocations. We are 

positive on GSE credit risk mezzanine cashflows. And, we 

are negative on CMBS and CLO mezzanine tranches 

.
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Notice 

Source(s) of data (unless otherwise noted): PGIM Fixed Income as of April 2016.  

Prudential Fixed Income (the “Firm”) operates primarily through PGIM, Inc., a registered investment adviser under the U.S. Investment Advisers Act 
of 1940, as amended, and a Prudential Financial, Inc. (“PFI”) company. In Europe and certain Asian countries, the Firm operates as PGIM Fixed 
Income. The Firm is headquartered in Newark, New Jersey and also includes the following businesses: (i) the public fixed income unit within PGIM 
Limited, located in London; (ii) Prudential Investment Management Japan Co., Ltd (“PIMJ”), located in Tokyo; and (iii) PGIM (Singapore) Pte. Ltd., 
located in Singapore. Prudential Financial, Inc. of the United States is not affiliated with Prudential plc, which is headquartered in the United 
Kingdom.  

These materials represent the views, opinions and recommendations of the author(s) regarding the economic conditions, asset classes, securities, 
issuers or financial instruments referenced herein. Distribution of this information to any person other than the person to whom it was originally 
delivered and to such person’s advisers is unauthorized, and any reproduction of these materials, in whole or in part, or the divulgence of any of the 
contents hereof, without prior consent of the Firm is prohibited. Certain information contained herein has been obtained from sources that the Firm 
believes to be reliable as of the date presented; however, the Firm cannot guarantee the accuracy of such information, assure its completeness, or 
warrant such information will not be changed. The information contained herein is current as of the date of issuance (or such earlier date as 
referenced herein) and is subject to change without notice. The Firm has no obligation to update any or all of such information; nor do we make any 
express or implied warranties or representations as to the completeness or accuracy or accept responsibility for errors. These materials are not 
intended as an offer or solicitation with respect to the purchase or sale of any security or other financial instrument or any investment 
management services and should not be used as the basis for any investment decision. No investment strategy or risk management 
technique can guarantee returns or eliminate risk in any market environment. Past performance is not a guarantee or a reliable indicator 
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consequential) that may arise from any use of the information contained in or derived from this report. The Firm and its affiliates may 
make investment decisions that are inconsistent with the recommendations or views expressed herein, including for proprietary 
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The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as 
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regarding the suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial 
instruments mentioned herein, the recipient(s) of this report must make its own independent decisions.  
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Economic Area. These materials are issued by PGIM Limited to persons who are professional clients or eligible counterparties for the purposes of 
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licensed by the Monetary Authority of Singapore. In Japan, information is presented by PIMJ., a Japanese licensed investment adviser. In South 
Korea, China and Australia, information is presented by PGIM, Inc. In Hong Kong, information is presented by representatives of Pramerica Asia 
Fund Management Limited, a regulated entity with the Securities and Futures Commission in Hong Kong to professional investors as defined in Part 
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