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Three yards and a cloud of dust
Bond prices rose more slowly in the third quarter as valuations broadly approached prepandemic levels and market volatility
continued to decline. Monetary and fiscal stimulus downshifted as the Fed reduced its overall bond-buying activity and used
only a portion of its support facilities.
Our teams reduced risk as market functions became more normal, but we still hold overweight positions in sectors that have
not fully recovered and offer a reasonable return. With short-term interest rates anchored near zero and real rates negative
across all maturities for developed markets sovereign bonds, investor demand for any fixed income investment that offers
positive real yields remains high.
We see the potential for market volatility to increase heading into the year-end. The U.S. election, a stalled U.S. fiscal relief
package, and complications around Brexit all have the potential to weigh on investor sentiment and move market prices.
Legendary college football coach Woody Hayes won five national titles with an offense frequently described as “three yards
and a cloud of dust.” Given where we are relative to the beginning of the year, that may be the best approach to fixed income
investing going into 2021. Yields are low. Valuations are expensive. Fundamentals are weak, and uncertainty abounds. All of
which necessitate patience.
We are positioned to capitalize if opportunities appear. In the meantime, we look to add value for our clients by incorporating the
best ideas from across our investment team.
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Sources: Bloomberg Barclays indexes and J.P. Morgan EMBI Global Diversified Index, as of September 30, 2020.
Past performance is no guarantee of future returns. The performance of an index is not an exact representation of any particular investment, as you
cannot invest directly in an index.
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Section 01 | Rates and inflation

Rates and inflation

Adding value

With central banks committed to near-zero policy rates for
the foreseeable future, interest rate volatility has declined. In
the third quarter, short-term government yields in developed
markets barely budged and yields across the curve traded in
a tight range. Major central banks remained accommodative,
but they reduced their direct support, including their bond
purchases. However, they do retain the ability to act in the
event that market conditions worsen.

In anticipation of the Fed’s policy change, we realized value
for our clients by increasing an overweight to Treasury
Inflation-Protected Securities (TIPS) via a break-even inflation
strategy. Inflation expectations increased in the third quarter,
generating strong returns for TIPS. But we’ve subsequently
pared back our exposures because today’s TIPS levels are
close to fair value, and the carry profile in the near term is
less attractive.

The status quo market action is in contrast to the Federal
Reserve’s recent announcement about changes to its
monetary policy strategy, which is anything but business
as usual.
For the last year, the Fed has inched closer to a new
framework for responding to inflation. At the Jackson
Hole Economic Policy Symposium in August, Fed Chairman
Jerome “Jay” Powell announced a policy called flexible
average inflation targeting.1 As a result, the Fed will seek to
achieve inflation that averages 2% over time, letting inflation
run moderately above the 2% target for “some time” to make
up for periods when inflation was below 2%.
This new policy means:
• Fed officials are not going to consider low unemployment
levels when making decisions about raising rates—which
takes away a key metric investors have used to gauge
when the Fed would start raising rates.
• If inflation does arrive, the Fed will be purposely slow
to confront it. The Fed wants the rate of inflation to rise,
within reasonable levels.
Thus, the Fed has more flexibility, and we have
more uncertainty.
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The supply and demand picture for MBS also remains
positive. Housing market activity has grown faster than
expected, sparking heavy supply. This increase in new
issuance, however, continues to be offset by the Fed’s $40
billion worth of MBS purchases a month, net of paydowns.
Demand from private investors has stayed strong because
MBS valuations are compelling compared with more
expensive valuations in high-quality credit sectors.
Mortgage prepayments are a major risk for MBS, but the
decline in mortgage rates, which had spurred prepayments,
has slowed of late, and refinancing activity has been relatively
flat. Specified pools and collateralized mortgage obligations
(CMOs) that have less refinancing sensitivity continue
to outperform.

0 bps

We maintain our positive outlook for MBS and expect the
sector to outperform Treasuries in the coming months. The
Fed is unlikely to withdraw its support as MBS remain one
of the most direct ways for monetary stimulus to reach
households. Overall supply should moderate as we head into
a slower seasonal period for housing. Finally, we expect low
levels of interest rate volatility to continue to be a tailwind for
the sector and improve the yield advantage versus Treasuries.
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Agency mortgage-backed securities (MBS) spreads above
U.S. Treasuries have retraced more than half of the widening
that occurred during the March sell-off. However, current
levels remain near 60 basis points, offering an attractive yield
pickup for investors seeking higher returns without added
credit risk.

A constructive view

In our view, the Fed’s new stance may increase the markets’
inflation expectations. But whether actual inflation rises or not
depends on the economy recovering and growing.
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Implications for Vanguard funds:
• TIPS still hold value, but they are not nearly as
attractive as they were at the beginning of the year.
• We maintain an overweight to MBS in many of our
portfolios. We are overweight in lower coupons,
which are less sensitive to prepayment risk, and
we favor specified pools and CMOs, which can offer
protection against prepayments in higher coupons.
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Australia

Source: Bloomberg Barclays indexes.
Jerome H. Powell, 2020. New Economic Challenges and the Fed’s Monetary Policy Review. Speech presented August 27, 2020, at Navigating the Decade Ahead: Implications
for Monetary Policy, an economic policy symposium sponsored by the Federal Reserve Bank of Kansas City, Jackson Hole, Wyoming (via webcast).
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Section 02 | Credit markets

Credit markets
All major segments of the credit markets generated positive returns in the third quarter as interest rates remained rangebound
and credit spread levels compressed.
Credit fundamentals have stayed under pressure as countries, corporations, and consumers have all been negatively affected
by the effects of the economic shutdown. The Fed has ample capacity for additional support facilities if markets become
unstable again. Yet the lack of fiscal policy support could undermine markets if the period without a vaccine for COVID-19
stretches beyond the intended timelines of initial fiscal-relief packages.
Our outlook for broad credit performance became more cautious in mid-summer as valuations recovered. In our view, market
conditions today are unique in that progressively weaker credit fundamentals suggest that spreads could grow wider than
current levels, while investors’ insatiable demand for yield suggests that spreads could continue to tighten.

Positioning defensively
We prefer a more defensive credit position overall. We hold appropriate levels of liquidity to add additional risk if valuations
were to improve, while we remain focused on the best relative-value opportunities across market sectors.

Credit-spread levels held steady in the third quarter (in basis points)
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Investment-grade corporates
Many of the market themes we have highlighted for
some time continued to drive markets in the third quarter.
Substantial new-issue supply in the U.S. and lower new-issue
levels in Europe were met or exceeded by strong investor
demand. That dynamic helped push down credit spreads
across the sector further, reducing the overall yield on highquality corporate bonds.
U.S. companies are taking advantage of low interest rates to
either increase their balance-sheet liquidity or lower their cost
of debt by issuing new lower-cost, longer-maturity bonds
while simultaneously paying off their higher-cost, shortermaturity bonds. Overall leverage levels remain elevated, but
companies will benefit from lower ongoing debt payments.
Meanwhile, many companies have cut dividends and stock
buyback programs, freeing up cash flow.
Downgrade activity in the sector has slowed meaningfully
after the initial large wave of “fallen angel” downgrades that

occurred earlier this year. In the third quarter, only around $10
billion of U.S. corporate securities—confined mostly to the
hardest-hit issuers in the energy and automotive sectors—
were stripped of their investment-grade rating.
Our longer-term perspective is that we believe that we are
at the end of a credit supercycle in which U.S. corporations,
particularly industrials, have levered up and there is little room
for further leverage, which could keep a lid on overall supply.

Staying selective
Our strategy remains focused on avoiding the deteriorating
credit stories and looking for opportunities in the parts of the
market that still offer some upside from current valuations.
In the market segment rated A and above, we like the
fundamentals of large U.S. banks but we remain selective
in European banks. Among BBB rated issuers, we are more
comfortable in the noncyclical sectors but see pockets of
value in cyclicals in the auto and transportation sectors.
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Section 02 | Credit markets

High-yield corporates

Finding value in mid-quality

High-yield corporate bonds, as measured by the Bloomberg
Barclays U.S. Corporate High Yield Bond Index, generated
a 4.53% return during the third quarter, driven by a strong
performance in July, the sector’s best month this year.
Spreads remained relatively rangebound in August before
widening a bit in September along with lower returns
for equities.

We have lowered our overall EM risk across our portfolios,
but we believe EM will be an outperforming sector over
time. Weaker fundamentals and less attractive valuations
leave us more cautious on where we choose to invest,
but cash flow into the sector remains positive. We see
the most value in the mid-quality segment of the market,
where fundamentals are much more stable than among
lower-quality peers and valuations are more compelling than
among higher-quality peers. We are also holding additional
”dry powder” heading into the year-end since there is a high
probability of a pickup in volatility.

For much of the year, higher-quality BB rated issuers drove
overall performance as investors sought out higher yields
without moving too far down the credit-quality spectrum.
In the third quarter, that trend reversed. The CCC rated
segment, as measured by the Bloomberg Barclays U.S.
Corporate High Yield Caa Index, generated a 7.35% return,
compared with 3.86% for BB rated issues, as measured by
the Bloomberg Barclays U.S. Corporate High Yield Ba Index,
as investors looked for value. However, year-to-date returns
across credit qualities highlighted the extreme bifurcation in
high yield: BB rated bonds generated a 4.35% return, while
CCC rated bonds’ return remained firmly in negative territory
at –6.70%.

Remaining cautious
This has become a record year for high-yield issuance partly
because of the same dynamics as in the investment-grade
market, but also because of a rerouting of issuance from
the bank loan market. The demand for loans has picked up,
so we expect this glut of supply to fade. We expect lighter
issuance through the end of the year, which means highyield spreads have room to compress from current levels.
Nonetheless, high yield remains exposed to a broader shift in
risk sentiment. We hold a more cautious position but still see
opportunities for security selection.

Emerging markets
Sovereign credit generated strong positive returns in the third
quarter as the investment-grade segment of the market saw
credit-spread levels return to near pre-COVID levels. The
lower-quality part of the market has retraced only about half
of the March sell-off because of the segment’s weaker credit
fundamentals. Primary market issuance activity has been
tilted toward the higher-quality end of the market. Those
lower-quality issuers that do choose to participate have had
to offer large concessions to prospective investors.

Structured products
In contrast to the broader credit markets, through August,
primary issuance and secondary trading volumes were
substantially down year-over-year for asset-backed securities
(ABS) and commercial mortgage-backed securities (CMBS).
But the trend reversed in September, the heaviest month of
supply so far in 2020. Investor demand held steady, so credit
spreads continued to face downward pressure. Spreads
on the most liquid, highest-quality, and most on-the-run
segments—like prime auto loans and bank cards—have now
recovered fully from the March sell-off and valuations are less
compelling. Many of the lower-quality segments that provide
less structural protection for investors have not yet recovered.
With respect to those credit fundamentals, we continue
to see payment delinquencies decline broadly across
both markets. We see this positive sign as a testament
to the active approach taken by servicers using deferrals
or forbearance plans to mitigate the initial shock of the
shutdown, providing an important lifeline to borrowers. We
are not seeing the same reaction in the fundamentals or bond
pricing that we saw in the global financial crisis because of
these actions and the size of the Fed’s policy response.

Sticking to higher quality
Today pockets of stress remain in the most vulnerable
sectors, such as retail and hotels, and we expect it to take
time for those properties to go through any necessary
workouts to determine the impact to bondholders. We
continue to positon our portfolios in the higher-quality parts
of ABS and CMBS as we seek attractive risk-adjusted returns
in securities that are built to withstand a lackluster economy.

In our view, the coronavirus pandemic will have a long-lasting
impact on emerging markets (EM) countries. Government
balance-sheet deterioration resulting from the COVID
response and lost economic activity will increase debt
burdens worldwide.

Implications for Vanguard funds:

However, since the countries that needed to absorb the
largest increases in debt burdens were also those with the
strongest balance sheets and the most fiscal room, EM debt
levels will mostly remain sustainable in our view. On the
positive side, the asset class will continue to be supported by
a prolonged period of global central bank accommodation.

• We are being opportunistic and selective in high yield.
We expect that with an improving economy, default
rates will drop.

• Opportunities remain in investment-grade credit,
which is stronger than many commentators had
anticipated earlier in the year.

• Emerging markets offer a rich alpha potential, and we
see the best value largely in mid-tier credits.
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Municipal yields
Municipal bonds experienced another quarter of positive
returns as the gradual economic reopening continued in the
third quarter. Yields and spreads were fairly unchanged in
September, following stalled fiscal stimulus discussions.
Longer-maturity, lower-quality, and revenue-sector bonds
had stronger returns.
As we anticipated, muni supply increased throughout the
quarter and was absorbed by consistent inflows. Supply
is likely to remain elevated, mostly as a result of taxable
advanced refundings, which we believe could create a longterm scarcity tailwind for tax-exempt munis. The market is in
a wait-and-see mode, with the potential for choppy waters in
the short-term as politics take center stage and
the economic effects of the pandemic persist.

Focusing on bond structures

have attractive yields, and we’re focused on building positions
in issuers we like across essential service sectors.
In particular, we find toll roads attractive given the rebound
in commercial road traffic, their rate-setting flexibility, and
their strong liquidity positions that can withstand an extended
period of lower-than-normal revenue. Some not-for-profit
hospital bonds also provide relatively high spreads; operations
have mostly returned to normal and are backstopped by
fiscal support because of the importance of health care in a
pandemic. We remain concerned about below-investmentgrade munis, and expect defaults to continue. Project
financing deals that are tied to retail or tourism warrant
caution with travel and many indoor-activity limitations
remaining in effect.

Change in municipal sector yields since June 30
(yield to worst)

Across our fund lineup, we removed the longer-duration bias
that we had benefited from since April. With high-quality
munis’ yields at record-low levels, as well as stable Fed
policy, taking outright duration risk is less attractive. Rather,
we’re focused on digging into different bond structures to
find incremental yield through favoring lower-coupon and
callable bonds.
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Short-term muni yields should stay pinned down alongside
those of Treasuries with the Fed on hold, while longer-term
yields will likely oscillate with investor sentiment. Despite
some potential volatility in the coming months, we believe
low yields across the curve are here to stay.
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Sources: Bloomberg Barclays and Vanguard, as of September 30, 2020.

Muni credit
Investors remain anxious about municipal credit. We maintain
our conviction in the ability of investment-grade municipal
issuers to pay their bonds and weather the effects of the
pandemic. We expect fiscal stimulus to come—municipalities
are vital for a robust economic recovery—but our timeline has
extended into next year. If stimulus disappoints, muni credit
recovery will be delayed and downgrades will pick up. But we
would view any spread widening as a buying opportunity for
the long term.

Source: Bloomberg Barclays indexes, as of September 30, 2020.

Enabling success
Muni credit should remain solid for the long term. For
investors looking to collect tax-exempt income and protect
capital, high-quality municipal bonds should continue to
deliver. We encourage muni investors to stay disciplined
and refrain from news-based reallocation decisions. Our
deep resources, opportunistic deployment of risk, and low
expenses can be key enablers of success in an environment
with low yields and downgrade-driven dispersion.

Our funds continue to benefit from the credit risk we added
when spreads were much wider following the market
downturn. Over the summer we took a careful, selective
approach to credit, leveraging our municipal credit analysts
to scrutinize risk. Certain A and BBB rated bonds continue to
6
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Implications for Vanguard funds:
• Concerns about municipal finances can be
overdramatized in the media. We expect bond
defaults to remain rare.
• Rates overall should remain low, but the pandemic
has created opportunity for yield in credit. When the
tax-equivalent yield is considered, municipal bonds
remain a compelling option.

Section 04 | Vanguard active bond funds

Vanguard active bond funds

Active fixed income
leadership team

Admiral™ Shares
Vanguard active taxable bond funds

Ticker symbol

Chris Alwine, CFA
Global Head of Credit
31 years’ experience

Expense ratio1

T REASURY/AGENCY
GNMA2

VFIJX

0.11%

Inflation-Protected Securities

VAIPX

0.10

Intermediate-Term Treasury

VFIUX

0.10

Long-Term Treasury

VUSUX

0.10

Short-Term Federal

VSGDX

0.10

Short-Term Treasury

VFIRX

0.10

Joe Davis, Ph.D.
Global Chief Economist
18 years’ experience

Sara Devereux
Global Head of Rates
29 years’ experience

INVESTMENT-GRADE CO RPO RATE
Core Bond

0.10%

VCOBX

Intermediate-Term Investment-Grade

0.10

VFIDX

2

Long-Term Investment-Grade

VWETX

0.12

Short-Term Investment-Grade

VFSUX

0.10

Ultra-Short-Term Bond

VUSFX

0.10

VWEAX

0.13%

Emerging Markets Bond

VEGBX

0.45%

Global Credit Bond

VGCAX

0.25

John Hollyer, CFA
Global Head of
Fixed Income Group
31 years’ experience

B EL OW-INVESTMEN T- G RADE
High-Yield Corporate2
GLOBAL /INTERN ATI O N AL

Paul Malloy, CFA
Head of U.S.
Municipals
16 years’ experience

Vanguard active municipal bond funds
Anne Mathias, CFA
Global Rates and
FX Strategist
25 years’ experience

NATIONAL MUNICI PAL
Short-Term Tax-Exempt

VWSUX

0.09%

Limited-Term Tax-Exempt

VMLUX

0.09

Intermediate-Term Tax-Exempt

VWIUX

0.09

Long-Term Tax-Exempt

VWLUX

0.09

High-Yield Tax-Exempt

VWALX

0.09

VCADX

0.09%

California Long-Term Tax-Exempt

VCLAX

0.09

Massachusetts Tax-Exempt3

VMATX

0.13

Manish Nagar
Global Head of Risk
Management Group
20 years’ experience

S TATE MUNICIPA L
California Intermediate-Term Tax-Exempt

New Jersey Long-Term Tax-Exempt

VNJUX

0.09

New York Long-Term Tax-Exempt

VNYUX

0.09

Ohio Long-Term Tax-Exempt3

VOHIX

0.13

Pennsylvania Long-Term Tax-Exempt

VPALX

0.09

Active fixed income at Vanguard
Municipal bond

Taxable bond

$257B

14 FUNDS*

AUM

$199B

AUM

5 NATIONAL FUNDS / 7 STATE-SPECIFIC FUNDS

25+ 35+ 60+ 130+
PORTFOLIO
MANAGERS

TRADERS

CREDIT RESEARCH
ANALYSTS

DEDICATED
TEAM MEMBERS

1A
 s reported in each fund’s prospectus. A fund’s current expense ratio may be higher or lower than the figure shown.
2 Investment advisor: Wellington Management Company LLP.
3 Investor Shares available only. There is no minimum investment required for advised clients.
* Includes funds advised by Wellington Management Company LLP.
Note: Data as of September 30, 2020.
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All investments are subject to risk, including the possible loss of the money you invest. Investments in bond funds are subject to interest rate, credit, and inflation risk.
Governmental backing of securities apply only to the underlying securities and does not prevent share-price fluctuations. High-yield bonds generally have medium- and
lower-range credit quality ratings and are therefore subject to a higher level of credit risk than bonds with higher credit quality ratings.
There is no guarantee that any forecasts made will come to pass. Past performance is no guarantee of future results.
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