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U.S. Fixed Income
Q4 2024 Update: 
The Captain Has Elected to Keep the 
Fasten Seatbelt Sign Illuminated

Last quarter, we discussed expectations for the yield curve’s shape as the Federal 
Reserve began its current easing campaign with a 50-basis point move 
in September. The takeaways were simple: expectations for steepening in 
the yield curve were likely underpriced by both economic forecasts and 
market-based expectations. Since then, much has changed as we await a 
different policy regime. Our analysis of the yield curve last quarter and the 
subsequent developments in fixed income markets, both post-election 
and in the run-up to the event itself, paint a confusing picture of forward 
economic expectations. One point we have consistently made in our past 
commentaries is that “the market” continues to be wildly incorrect in 
consistently estimating the magnitude, timing, and number of interest rate 
moves by the Federal Open Market Committee (FOMC). We have taken this 
analysis a step further by examining bond market behavior and returns during 
each cycle of FOMC rate cuts since this became the Fed’s primary policy tool in 
1982. We begin by recapping the significant changes in market price levels and 
expectations over the fourth quarter. Given the substantial price action in rate 
markets, we consider what outcomes the market is currently pricing, the risks 
to this “consensus” view, and what we think will or will not occur as the new 
administration begins its term. 
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Table Xponance Market Scorecard

ICE Corporate ICE High Yield ICE Corp, Gov't & Mtge

OAS $ Price Yield to 
Worst OAS $ Price Yield to 

Worst OAS $ Price Yield to 
Worst

12/31/2021 98 $109.14 2.36 301 $103.49 4.24 32 $105.36 1.71

12/31/2022 138 $89.09 5.51 475 $86.02 8.94 51 $89.08 4.67

12/31/2023 104 $93.43 5.15 332 $92.98 7.65 41 $91.61 4.56

12/31/2024 82 $92.34 5.36 291 $95.47 7.46 34 $90.34 4.91

5-year mean^ 122 $100.15 3.95 408 $95.25 6.77 46 $98.46 3.20 

5-year 
maximum 305 $115.93 6.39 873 $105.38 9.42 111 $112.85 5.66 

5-year 
minimum 82 $85.38 1.78 272 $83.81 3.80 26 $84.84 1.03 

ICE Corporate ICE High Yield ICE Corp, Gov't & Mtge

Total Return Excess Return* Total return Excess return* Total return Excess Return*

12/31/2021 -0.95 1.53 5.29 6.73 -1.62 0.25 

12/31/2022 -15.44 -1.37 -11.11 -2.91 -13.31 -0.97

12/31/2023 8.40 4.65 13.40 9.05 5.39 1.52 

12/31/2024 2.76 2.80 8.04 4.94 1.35 0.76 

Continued on next page.
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The fourth quarter of 2024 marked the only easing cycle in the post-Volcker period that began so close to an election. 
Moreover, markets perceived the post-election macroeconomic policy regime to have significantly divergent outcomes.  
As a result, we evaluated need only to look at betting market odds of a Trump victory and overlay interest rate moves 
to see how higher inflation and/or growth was anticipated by rates traders. At a high level, credit markets were not as 
sensitive to differences in these outcomes.

Since the beginning of the Fed easing campaign in September 2024, longer-term interest movements have been 
anomalous compared to historically typical easing cycle behavior. In Easing cycles are typically met with a bull steepening 
of the yield curve (rates moving down across the Treasury maturity curve, led by short-dated bonds). However, in the 
run-up to and immediately after the US presidential election, rates moved higher when the odds of a Trump presidency 
increased which led to this highly unusual bear steepener. This is anomalous relative to prior easing cycles since 1982, 
which was when the Federal Funds rate became the main policy management tool for the Fed.

Select United States Treasury Yields

2-year 5-year 7-year 10-year 20-year 30-year 10-2 Slope

12/31/2021 0.73 1.26 1.44 1.51 1.93 1.90 0.78 

12/31/2022 4.43 4.00 3.97 3.88 4.14 3.96 -0.55

12/31/2023 4.25 3.85 3.88 3.88 4.19 4.03 -0.37

9/30/2024 3.64 3.56 3.65 3.78 4.18 4.12 0.14 

12/31/2024 4.24 4.38 4.48 4.57 4.86 4.78 0.33 

Last twelve 
month high 5.04 4.72 4.73 4.71 4.93 4.82 0.33 

Last twelve 
month low 3.54 3.40 3.50 3.62 4.00 3.93 0.49 

YTD Change -0.01 0.54 0.60 0.69 0.67 0.76 0.70 

QTD Change 0.60 0.82 0.83 0.79 0.68 0.66 0.19 

Option Adjusted Spreads (OAS) for Select ICE Sector/Rating Indices

Inv. Grade 
Corps BBB Corps High Yield 

Corps CCC Corps AA-BBB ABS AA-BBB 
CMBS

Capital 
Securities

AAA-A EM 
Corps

BBB EM 
Corps

Current 82 102 291 766 164 227 146 71 139

5-year 
mean^ 124 156 415 947 232 378 209 111 223

5-year 
maximum 305 396 873 1799 599 702 424 226 495

5-year 
minimum 82 102 291 545 152 155 100 71 139

Current-
Mean -42 -54 -124 -181 -68 -151 -63 -40 -84

^ 5-year analysis uses month end data    * vs equivalent duration Treasuries
Source: Bloomberg, ICE BofA Indices, Xponance
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Historically, 12 weeks out from the initial rate cut, the absolute level of the 10-year bond yield has been significantly lower. 
Notably, the only periods with similarly large increases in the 10-year bond yield post-Fed easing were after the beginning 
of the 1982 easing cycle, the 1998 rate cuts in response to emerging market stress (including the Long Term Capital 
debacle), and the current easing cycle. There is a clear analogy with the 1982 cycle, as both periods followed a painful 
inflationary cycle, leaving markets wary of a resurgence.

This feeds into the current market narrative about the return of the term premium. However, US futures are currently 
pricing only one further rate cut by mid-2025 and fewer than two full cuts by late 2026. Bloomberg consensus economic 
estimates anticipate a terminal Federal Funds rate of 3.5% (implying nearly a full percentage point of further reductions) 
by year-end 2026. Real yields (calculated using the TIPS/Nominal Treasury differential) increased significantly throughout 
the 4th quarter, validating the notion that the market is pricing both a higher growth/higher inflation economy but has 
not yet determined which is the greater threat to fixed income.

We discussed the relative unattractiveness of corporate bond spreads last quarter, but their valuation has not improved. 
When considering the absolute (historically tight) level of spreads against both interest rate and implied equity volatility, 
it appears that spreads are not accounting for the potential for higher absolute rates or an increase in rate volatility. 
Upward pressure on rate volatility would catalyze higher volatility in both the equity and fixed income spread markets. 
There has, however, also been strong technical demand for corporates, which is expected to continue this year, and serves 
to keep spreads tight and well behaved despite increasing risks among many corporate issuers. When we examine the 
corporate market from a broad sector perspective (financials, industrials, utilities), there is no clear reaction in the data as 
there has been in rates markets. In fact, financials traded better than broad corporates immediately after the election, but 
this effect faded as we moved through the quarter and into year-end.

Our view is that the market is directionally pricing in reasonable outcomes given the potential policy changes. However, 
at the beginning of 2024, the market was pricing in six or more rate cuts starting in March. As it turns out, the number of 
cuts was much fewer and started much later. Markets or market expectations overshooting reality is common, but what 
are the risks to current market-based expectations? One significant risk lies in the assumptions from the Congressional 
Budget Office and market participants’ expectations for the fiscal health of the United States. We discussed this at length 
last year (2Q24 Fixed Income update), but the debt trajectory is universally considered dangerous for financial markets 
and the budgetary needs of the country moving forward. This could lead to a much steeper Treasury curve and much 
higher long-term rates than many market participants have experienced in their careers.

1
Chart Trump PredictIt Odds vs 10-Year Real Treasury Yield

2024

1.0

1.2

1.4

1.6

1.8

2.0

2.2

2.4

20

30

40

50

60

70

80

90

100

110

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

Source: Bloomberg, Federal Reserve, PredictIt.org, Xponance
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Stagflation is another outcome not currently considered in market-based measures. Economic data has broadly 
moderated (economic surprise indices have recently dipped), yet the labor market remains reasonably robust. More 
importantly, inflation appears to have firmed (or in some cases, potentially reemerged). We think this means that interest 
rate option markets are pricing in the fact that rates could move either up or down depending on near- and intermediate-
term data and the trends that emerge.

How does one weather fixed income markets against this backdrop? Despite some weakening in pockets of the economy 
and uncertainty around both forthcoming US economic policies and geopolitics more broadly, overall yields remain 
attractive in US fixed income. Corporate yield breakevens (the amount of spread widening that a bond can take before 
its total return turns negative) remain attractive by historical standards. Given our view that a bear steepener is likely 
to continue, both for the Treasury curve and credit curves (see our 3Q24 update for context) we continue to believe an 
overweight to the belly of the curve is appropriate. While this tactic applies to both rates markets and spread product 
like corporates, success with security selection in corporates will rely upon carefully protecting the downside by avoiding 
low-spread yet higher volatility issuers and sectors.  Corporate spreads are stuck at very low absolute levels, both among 
issuers in each sector and also between subsector classifications. With both correlations this high and absolute levels 
this low, downside protection is for sale in corporates. Among other sectors in broad market indices, agency MBS is one 
area with reasonable valuations from a historical perspective. Given the solid risk adjusted return profile for the sector, 
we believe increased allocation to MBS makes tactical sense, especially given the convexity characteristics of the coupon 
distribution in the marketplace. The first quarter of the year, corresponding to the famous “First 100 days” of a new 
presidency, will tell us a lot more about any changes we need to make as we and the markets separate hype from reality 
when it comes to the priorities of the incoming administration. 
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Chart Corporate Index Yield Breakeven History
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Source: Bloomberg, ICE BofA Indices, Xponance
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