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Implications of Quantitative Tightening and  
Investment-Grade Corporate Bonds 

Implications of Quantitative Tightening - December 2018 

Since the Global Financial Crisis of 2008, the U.S. Federal Reserve 

(Fed) has engaged in two unconventional monetary policies 

known as Quantitative Easing (QE) and Quantitative Tightening 

(QT). QE is a policy whereby a central bank purchases financial 

assets from banks and financial institutions to lower interest 

rates. The goal is to stimulate the economy by increasing demand 

for existing securities, driving prices of these securities higher and 

thus yields lower; allowing entities to borrow money at lower 

yields and increase market liquidity. This policy was implemented 

by the Fed on three separate occasions since the Global Financial 

Crisis; popularly known as QE1, QE2 and QE3. As a result, the Fed 

had accumulated roughly $4.5 trillion of U.S. Treasuries (UST) and 

Agency Mortgage-Backed Securities (MBS) on its balance sheet 

upon QE’s conclusion. The Fed ended its QE policies in 2014, but 

continued to remain relatively accommodative by reinvesting 

maturing USTs and principal payments from Agency MBS.  

Key Takeaways 

 In recent years, the Fed has undertaken unconventional 

monetary policy to stimulate the economy, mainly through 

large-scale asset purchase programs which has kept 

interest rates artificially low. 

 Corporate America has capitalized on historically low levels 

of interest rates by issuing significantly more debt with 

longer maturities. 

 In addition to the increase in amount of corporate bonds 

outstanding, the credit quality of the market has 

deteriorated. 

 Investment-grade corporate bonds are trading near 

historically low spreads. 

 The combination of longer duration in investment-grade 

corporate bonds, coupled with lower average credit quality 

and tight spreads we believe warrant an underweight to 

the asset class. 

In October of 2017 the Fed started embarking on a new unconventional monetary policy know as Quantitative Tightening. QT is the 

systematic and gradual reduction of the Fed’s balance sheet. Initially, the Fed started this process by allowing up to $6 billion of U.S. 

Treasuries to mature each month without reinvestment of the principal.  If more than $6 billion of UST mature in a given month, those 

additional proceeds are reinvested back into the UST market.  In addition, the Fed allowed up to $4 billion of Agency MBS to roll off its 

balance sheet by not reinvesting principal proceeds.  In aggregate the Fed reduced its balance sheet by up to $10 billion per month in 

this 60% / 40% mix between UST and MBS.  Each quarter, the Fed increased the amount it would allow to roll off by $10 billion per 

month, stopping increases once the Fed reached its threshold of $50 billion per month, which took place during 4Q of 2018. 

As of November 30th, 2018, the Fed has reduced its balance sheet by approximately $360 billion. Although this is a substantial reduc-

tion when measured in dollars, it is relatively small amount as of percentage of the overall Fed’s balance sheet – as more than $4 trillion 

remains. The longer term impact of QT remains to be seen. However, it is clear that a large buyer of these interest rate sensitive securi-

ties has gone away. Assuming supply remains constant, this should result in lower prices and hence rising interest rates. Figure 1 high-

lights that this has indeed been the case since the start of QT. The orange line highlights the 10-Year UST yield and the blue shaded area 

shows the cumulative amount of the Fed’s balance sheet. 

Fig. 1: Fed Balance Sheet vs. 10-Year Yield 
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 However, QT is not likely the only factor that has been pushing interest rates higher. Treasury auctions are projected to reach all-time 

highs as the U.S. Federal government is expected to run an annual budget deficit exceeding $1 trillion in 2020 according to Congression-

al Budget Office (CBO) forecasts (Figure 2). The deficit is increasing due to increased government spending to help accelerate economic 

growth, but also from the Tax Cuts and Jobs Act (TCJA) which reduced revenues collected from personal income tax, corporate tax, and 

small business tax. Combined, these factors lead to an uptick in government borrowing thus increasing the amount of UST issuance and 

putting upward pressure on UST yields. 

 

Given the objective of QE was to keep interest rates low, corporate America capitalized on these low interest rates and issued signifi-

cantly more debt over the past 10 years. In 2008, the U.S. had roughly $2.2 trillion of outstanding investment-grade (IG) corporate 

bonds. Today the IG corporate bond market has almost tripled to nearly $6 trillion. The increased supply of corporate bonds has been 

an indirect result of the Fed’s low interest rate policies and unprecedented quantitative easing.  In addition to the increase in size of the 

corporate market, the credit quality of the market has deteriorated as measured by rating category. BBB rated bonds, which represent 

the lowest investment-grade credit rating and are only one downgrade away from being classified as junk bonds, are currently almost 

50% of the market, up from roughly 30% of the market in 2008. The amount of BBB bonds outstanding is now more than two times the 

size of the high-yield market.  Investors face the potential for increased drawdowns through a downgrade cycle given the size differen-

tials of the two markets. 

In an environment of rising rates, an additional risk to monitor is the duration, or interest rate sensitivity of each asset class.  As of No-

vember 30th, 2018 the Option Adjusted Duration of the Bloomberg Barclays U.S. Credit Index was 6.82 years, compared to the Bloom-

berg Barclays U.S. Mortgage Backed Securities Index of 5.30 years and the Bloomberg Barclays U.S. Aggregate Bond Index of 5.97 years. 

Ceteris paribus, a higher duration equates to larger price declines for a given increase in interest rates. 

Additionally, in rising rate environments, companies are faced with financing new debt at higher rates than the existing rate on their 

debt.  This means corporations will be paying more for their newly-issued debt going forward. It remains to be seen if the debt boom 

that was created by lower rates will be reversed as the cost of financing increases. Year-to-date through November 30th, IG corporate 

issuance is down 14.8% over the same time period last year.  

 

Fig. 2: U.S. Budget Deficit ($ Trillion) 
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Fixed income investors compare and contrast the relative value of investment opportunities across the fixed income spectrum.  Given 

that cash now yields over 2%, the calculus for other sectors of the market has changed.  While spreads in IG corporates have widened 

to 135 basis points (bps) over duration matched UST, compared to the low of 81 bps touched earlier this year, we believe there is room 

for further widening. IG corporate bonds also appear overvalued to UST when comparing the relative growth of the two sectors over 

the past 30 years (Figure 3). 

In summary, we believe that QE policy has helped raise asset prices and contributed to the spread tightening and accompanying histori-

cally high valuations that has occurred within IG corporate bonds. If true, then it is likely that the unwinding of QE will have the oppo-

site effect. Additionally, we believe that if rates continue to rise, IG corporates are likely to underperform other areas of fixed income 

credit due to its longer duration. Furthermore, if the economy were to weaken, IG corporates could underperform relative to historical 

default and loss rates given that nearly 50% of the market is rated BBB. Against this backdrop, we feel investors are not getting properly 

compensated for the amount of interest rate risk and credit risk within investment-grade corporate bonds; as such we recommend an 

underweight to the asset class. 

As of November 28, 2018  

Source: Bloomberg, DoubleLine 

Fig. 3: Relative Growth of Merrill Corporate Index to Merrill Treasury Index 
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Definitions of Terms Used 

Basis Point - A basis point (bps) equals 0.01%. 

Bloomberg Barclays U.S. Aggregate Bond Index  -  An index that represents securities that are SEC-registered, taxable, and dollar denominated. The index covers the U.S. 

investment grade fixed rate bond market, with index components for government and corporate securities, mortgage pass-through securities, and asset-backed securities. 

These major sectors are subdivided into more specific indices that are calculated and reported on a regular basis. 

Bloomberg Barclays U.S. Credit Index - The U.S. Credit component of the U.S. Government/Credit Index. This index consists of publically -issued U.S. corporate and 

specified foreign debentures and secured notes that meet the specified maturity, liquidity, and quality requirements. To qualify, bonds must be SEC-registered. The US 

Credit Index is the same as the former US Corporate Investment Grade Index. 

Bloomberg Barclays U.S. MBS Index - An index that measures the performance of investment grade fixed-rate mortgage-backed pass-through securities of the 

Government-Sponsored Enterprises (GSEs): Ginnie Mae (GNMA), Fannie Mae (FNMA), and Freddie Mac (FHLMC). 

Drawdown - The peak-to-trough decline during a specific record period of an investment, fund or commodity. A drawdown is usually quoted as the percentage between 

the peak and the trough.  

ICE BAML U.S. Treasury Index - An unmanaged index that tracks the performance of Treasury bills. 

ICE BAML Merrill Lynch U.S. Corporate Index - The Index is an unmanaged index comprised of U.S. dollar denominated investment grade corporate debt securities publicly 

issued in the U.S. domestic market with at least one year remaining term to final maturity.  

Investment Grade - A level of credit rating for stocks regarded as carrying a minimal risk to investors. Ratings are based on corporate bond model.  The higher the rating 

the more likely the bond will pay back par/100 cents on the dollar. 

Option-Adjusted Duration - Measure of the sensitivity of bond prices to changes in swap curve interest rates. Duration is the first order term in the relationship between 

bond prices and interest rates. 

Spread - The difference between yields on differing debt instruments, calculated by deducting the yield of one instrument from another. The higher the yield spread, the 

greater the difference between the yields offered by each instrument. The spread can be measured between debt instruments of differing maturities, credit ratings and 

risk.  

An investment cannot be made directly in an index. 
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Disclosures 

 

The Funds’ investment objectives, risks, charges and expenses must be considered carefully before investing. The statutory 
prospectus and summary prospectus contain this and other important information about the investment company and may 
be obtained by calling 1 (877) 354-6311/1 (877) DLINE11, or visiting www.doublelinefunds.com. Read it carefully before 
investing.  
DoubleLine Funds are distributed by Quasar Distributors, LLC. Mutual fund investing involves risk. Principal loss is possible.  

Bond ratings are grades given to bonds that indicate their credit quality as determined by a private independent rating service such as Standard & Poor's. The firm 
evaluates a bond issuer's financial strength, or its ability to pay a bond's principal and interest in a timely fashion. Ratings are expressed as letters ranging from 'AAA', 
which is the highest grade, to 'D', which is the lowest grade. In limited situations when the rating agency has not issued a formal rating, the rating agency will classify the 
security as nonrated.  
 

Important Information Regarding This Report 

Issue selection processes and tools illustrated throughout this presentation are samples and may be modified periodically. Such charts are not the only tools used by the 
investment teams, are extremely sophisticated, may not always produce the intended results and are not intended for use by non-professionals. 

DoubleLine has no obligation to provide revised assessments in the event of changed circumstances. While we have gathered this information from sources believed to be 
reliable, DoubleLine cannot guarantee the accuracy of the information provided. Securities discussed are not recommendations and are presented as examples of issue 
selection or portfolio management processes. They have been picked for comparison or illustration purposes only. No security presented within is either offered for sale or 
purchase. DoubleLine reserves the right to change its investment perspective and outlook, as well as portfolio construction, without notice as market conditions dictate or 
as additional information becomes available. This material may include statements that constitute “forward-looking statements” under the U.S. securities laws. Forward-
looking statements include, among other things, projections, estimates, and information about possible or future results related to a client’s account, or market or 
regulatory developments. 

Ratings shown for various indices reflect the average for the indices. Such ratings and indices are created independently of DoubleLine and are subject to change without 
notice. 

Important Information Regarding Risk Factors 

Investment strategies may not achieve the desired results due to implementation lag, other timing factors, portfolio management decision-making, economic or market 
conditions or other unanticipated factors. The views and forecasts expressed in this material are as of the date indicated, are subject to change without notice, may not 
come to pass and do not represent a recommendation or offer of any particular security, strategy, or investment. Past performance (whether of DoubleLine or any index 
illustrated in this presentation) is no guarantee of future results. You cannot invest directly in an index. 

Important Information Regarding DoubleLine 

In preparing the client reports (and in managing the portfolios), DoubleLine and its vendors price separate account portfolio securities using various sources, including 
independent pricing services and fair value processes such as benchmarking.  

To receive a complimentary copy of DoubleLine’s current Form ADV (which contains important additional disclosure information), a copy of the DoubleLine’s proxy voting 
policies and procedures, or to obtain additional information on DoubleLine’s proxy voting decisions, please contact DoubleLine’s Client Services.  

Important Information Regarding DoubleLine’s Investment Style 

DoubleLine seeks to maximize investment results consistent with our interpretation of client guidelines and investment mandate. While DoubleLine seeks to maximize 
returns for our clients consistent with guidelines, DoubleLine cannot guarantee that DoubleLine will outperform a client's specified benchmark. Additionally, the nature of 
portfolio diversification implies that certain holdings and sectors in a client's portfolio may be rising in price while others are falling; or, that some issues and sectors are 
outperforming while others are underperforming. Such out or underperformance can be the result of many factors, such as but not limited to duration/interest rate 
exposure, yield curve exposure, bond sector exposure, or news or rumors specific to a single name. 

DoubleLine is an active manager and will adjust the composition of client’s portfolios consistent with our investment team’s judgment concerning market conditions and 
any particular security. The construction of DoubleLine portfolios may differ substantially from the construction of any of a variety of bond market indices. As such, a 
DoubleLine portfolio has the potential to underperform or outperform a bond market index. Since markets can remain inefficiently priced for long periods, DoubleLine’s 
performance is properly assessed over a full multi-year market cycle. 

Important Information Regarding Client Responsibilities 

Clients are requested to carefully review all portfolio holdings and strategies, including by comparing the custodial statement to any statements received from DoubleLine. 
Clients should promptly inform DoubleLine of any potential or perceived policy or guideline inconsistencies. In particular, DoubleLine understands that guideline enabling 
language is subject to interpretation and DoubleLine strongly encourages clients to express any contrasting interpretation as soon as practical. Clients are also requested 
to notify DoubleLine of any updates to Client’s organization, such as (but not limited to) adding affiliates (including broker dealer affiliates), issuing additional securities, 
name changes, mergers or other alterations to Client’s legal structure. 

DoubleLine® is a registered trademark of DoubleLine Capital LP. 

© 2018 DoubleLine Capital LP 

http://www.doublelinefunds.com/

