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Massive Monetary Policy and the Yield-Starved Market

• The Fed & Opportunities in Fixed Income
• Non-investment-grade municipal bonds are worth considering for taxable 

investors in a yield-starved market

• Peeling Back on an Ugly Earnings Season
• Q2 will likely be the epicenter of earnings weakness during the pandemic, but 

the road to recovery is far from certain

• Anticipating the Long-Term Medical Solution
• A widely available cure/vaccine holds the key to the economy’s emergence 

from the COVID-19 recession
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The Fed & Opportunities in Fixed Income

• Fed to the Rescue. The Federal Reserve has been aggressive in its efforts to provide
liquidity and backstop capital markets amid the volatility beginning in late-March.
Since then, its balance sheet has ballooned to ~$7T, adding about $3T in assets over
four months, a level of growth that took it six years to reach during the last recession.
This time, the Fed is buying more than primarily Treasuries and mortgage-backed-
securities, as it has begun purchasing corporate and municipal bonds too.

• A New, Large Presence in Corporate Credit. There are some portions of the fixed
income markets where the Fed has already stepped in to become a big new
source of demand for securities – the investment-grade corporate market is one of
those. The Fed has become the second largest owner in the largest ETF in this space
(LQD)*, owning ~4% of shares outstanding as of June month-end, amassing a $2.3B
position in this space in only a few months’ time.

• Seeking Opportunities in a Yield-Starved Market. The Fed has been active in the
municipal bond market, purchasing shorter-term municipals in the secondary and
even setting up a facility for direct lending to state and local governments.
However, its foray into this segment of the market has been of a smaller magnitude
than its efforts in the corporate bond space. As a result, there are portions of the
muni market that are worth considering for taxable investors, including non-
investment-grade municipal bonds.

Chart of the Week:
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Non-investment-grade municipal bonds are worth considering 
for taxable investors in a yield-starved market

Municipal High Yield Worth Considering for Taxable Investors



Anticipating the Long-Term Medical Solution

• All Eyes on Oxford/AstraZeneca Vaccine. A vaccine from Oxford University and
AstraZeneca is the only candidate already in Phase III* trials, and they are currently
spearheading an effort for the testing, manufacturing and distribution of their
vaccine globally by early 2021. Renewed outbreaks in the U.S. highlight the reality
that a return to normal economic activity may be very difficult, if not impossible,
without a widely available cure/vaccine. As a result, markets are likely to remain
sensitive to developments from this leading vaccine candidate.

• Moderna Ready to Begin Phase III Trials. Moderna has also made significant
headway on a vaccine of its own, which appeared to provide a promising immune
response against COVID-19 in the first 45 patients to receive it. Phase III* trials are set
to begin by the end of the month, putting them on a timeline to deliver millions of
doses by early 2021 should all go well. Having multiple horses in the race for a
vaccine has given investors confidence that a cure may be on the way.

• Effective Treatment Options for COVID-19. Gilead’s remdesivir has been approved
by the FDA for emergency use, after it appeared to reduce mortality risk in severe
COVID-19 patients and reduce time spent in the hospital. This gives medical
professionals an important tool to fight the disease in the short-run until a
cure/vaccine becomes widely available by lessening the strain on the U.S.’s
medical infrastructure. That being said, it is unlikely these treatment solutions will be
the “cure all” that encourages a return to normal economic activity.
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Peeling Back on an Ugly Earnings Season

• Q2 Earnings Season Underway. Last week kicked off Q2 earnings season, which
many believe will be the worst hit to corporate profitability since the financial crisis of
2008/2009. With 9% of companies reporting so far, the blended year-over-year
earnings growth estimate for the S&P 500, which combines actual results with
consensus estimates for companies that have yet to report, currently sits at -44%.

• Shedding Light on Profitability in a Pandemic. So far, the Q2 earnings picture is
shaping up to be modestly better than expected, with 73% of companies beating
consensus estimates so far. Many of the large national banks reported results last
week with mostly better-than-expected results, though many highlighted they are
reserving capital in case the ongoing economic uncertainty begins to precipitate a
pile up in loan defaults. More generally, this earnings season should provide insightful
commentary on the microeconomic toll of the COVID-19 pandemic.

• Virus Trajectory Determines Path to Peak Earnings. The second quarter will likely
represent the bottom in S&P 500 earnings for this COVID-19-induced recession, but
the path to a return of 2019 earnings levels remains highly uncertain. In our base
case, Q2 2021 is the likely timeframe for a return to peak earnings, not coincidentally
on track with estimates for a widely available vaccine. That being said, in our
downside case, that timeline could get pushed out to the end of 2021 if reopening
efforts falter to a significant degree.

Q2 will likely be the epicenter of earnings weakness during 
the pandemic, but the road to recovery is far from certain

A widely available cure/vaccine holds the key to the 
economy’s emergence from the COVID-19 recession

*Phase III in clinical trials is when the vaccine is administered to thousands of people and tested for efficacy and safety
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