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Summary

The second quarter was not as friendly to bondholders as the first, with the Treasury curve steepening
and most spread sectors underperforming Treasuries. Higher than expected inflation and increased
geopolitical risk weighed on markets. Regardless, the bar to outperform Treasuries was quite high with
spreads for most sectors at historic lows especially those with duration given the demand for yield.

We had entered the quarter with a preference for Structured Products and select Corporate Bond sectors
such as Banks and Utilities. We saw opportunities in the Structured market in new issue ABS and single-
asset CMBS and benefited from security selection in the secondary market in MBS and Corporates. As
we start the second half, we see the most value in MBS and ABS markets and select short CMBS and are
starting to add to our Treasury position given the expectation for volatility to increase. Earnings estimates
reflect an acceleration in activity that we believe may prove difficult for certain sectors, and historically,
spreads have been more volatile in the second half of an election year given the heightened uncertainty.



Corporate Credit - Spreads Widened Modestly;
AAM Sees Less Value in this Sector

The environment for investment grade bondholders has been incredibly supportive with most
companies deleveraging. They have benefited from strong sales and improving margins and have
invested less given higher return hurdles and a more difficult regulator. This has resulted in a multi-year
period of rating upgrades for investment grade bondholders (Exhibit 1). From a technical perspective,
the demand for high quality yield has been so strong that it's resulted in spreads tightening to multi-
decade lows on the long end of the curve. Foreign investors have also looked to USD bonds given

the yield advantages even after hedging costs are considered. Sectors that had looked attractive, like
Banks, at the start of the year have outperformed and provide less opportunity?.

Exhibit 1: Rating Actions Have Been Positive Since 2020 in Investment Grade

While we do not expect the Corporate OAS to widen materially (i.e., more than 30 bps), at today’s
level, the ability to outperform over the next six months is challenging. We expect spread volatility
to increase as the cycle transitions from one in which companies benefitted from strong economic
growth to one that relies more on inorganic means to generate earnings growth. We have started to
see evidence of fundamentals weakening vs. expectations in the consumer, commodity and materials
sectors. The industrial sector remains weak, not improving as expected. That said, technicals are
expected to remain supportive with less supply in the second half and a Fed that appears likely to
finally lower rates, supporting total returns. What about the election? Historically, in election years,
spreads widen modestly in the second half of the year after having outperformed in the first half. Given
the low starting point of spreads, softening in fundamentals, and uncertainty with this presidential
election, we expect spreads to move wider in the second half of the year.

1 Bloomberg Corporate Index used for market data
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Structured Products - CMBS, CLOs and ABS
Outperformed while Agency RMBS Continued to
Lag; AAM Continues to See Value in this Sector

Risk rallied in structured markets with lower rated tranches outperforming. New issuance increased in
the second quarter in the ABS and CMBS markets in particular. While banks were less of a technical
driver in the second quarter, MBS spreads remained tied to interest rate volatility. Underlying collateral
fundamentals continued to remain healthy despite normalization as the economy slows. We continue
to see value in the Structured market due to the risk-adjusted yield advantages over municipal and
corporate bonds.

Municipal Credit - Spreads Widened in Taxable
gndtTax-Exempts; AAM Sees Little Value in this
ector

The municipal market suffered through similar bouts of volatility as the Treasury market. Tax-exempt
10-year yields rose between the beginning of the quarter and June 3rd, before rallying on stronger
market technicals. Taxable munis also exhibited weakness during the quarter as overall market volatility
and expensive relative valuation levels at the start of the quarter resulted in weaker demand that
pressured yield. Although the municipal market exhibited weaker performance for both taxable and
tax-exempts during the 2nd quarter, we remain cautious on our outlook for the sector over the balance
of the year. This is due to expensive relative valuation levels that persist in both markets>.

For more municipal sector details, please see Greg Bell’s latest market commentary.

2 Bloomberg, Refinitiv MMD


https://aamcompany.com/insight/surge-in-new-issue-supply-results-in-weaker-relative-valuations-across-the-sector/
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