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The Case Against FloaƟng Rate Bonds August 19, 2024 

 
Summary: 
 
· Fixed-rate structured credit securiƟes’ valuaƟons and technicals look compelling relaƟve to both floaƟng-rate leveraged loans (bank 

loans) and floaƟng-rate MBS sectors such as GSE CRT. Below, we outline the case for fixed vs floaƟng rate securiƟes. 
 
· In 2023 Money Market Funds (MMF) saw $1.2 trillion of inflows, the largest on record, and by August 2024, MMF assets reached a 

record $6.2 trillion. The primary reasons behind such inflows were aƩracƟve short-term yields and investors’ concerns about the safety 
of their deposits at regional banks. With the Fed poised to embark on a rate cuƫng cycle, MMFs will experience reduced yields which 
will likely cause significant ouƞlows, and much of that cash should find its way into fixed income mutual funds and ETFs. The 
reallocaƟon from MMFs into Fixed-Income is already well underway with $280bn of net inflows into fixed income mutual funds and 
ETFs through July 2024, marking a “Golden Age” of Bond Funds. Based on the historical returns data available for major asset classes 
going back to 1929, both government bonds and corporate bonds outperformed cash by 3% and 4% on average in the 12 months 
following the first Fed rate cut of an easing cycle. Thus, we believe this trajectory will conƟnue as investors facing reinvestment risks 
will rush to lock in the high all-in yields available in fixed income, and parƟcularly so in the structured credit market.  

 
· According to Bloomberg and Blackrock, as shown in the leŌ chart below, during Fed normalizaƟon, the yield curve steepens as shorter 

maturity rates most closely follow Fed policy rates while longer dated rates lag. The chart on the right highlights the impact of this 
steepening dimension on bond market total returns. AŌer considering the impact on total return of both yield change and duraƟon, the 
highest returns are found in the 3–5-year part of the curve. This segment combines enough duraƟon exposure to segments of the curve 
with more significant yield declines. This data further supports the case for moving from floaƟng rate securiƟes to fixed-rate bonds at 
duraƟons in the short to intermediate part of the curve.   

 
· This is a desirable consequence for fixed income investors as less duraƟon exposure always results in lower volaƟlity, and if expected 

returns are the same or higher for lower duraƟon strategies, risk-adjusted returns (e.g. Sharpe and SorƟno RaƟos) will be even higher. 
 
Average 12-month yield change (leŌ) and average 12-month return (return) following curve normalizaƟon and rate cuts: 
 
 

· From a credit perspecƟve, according to JPM, the valuaƟon of floaƟng rate leveraged loans is not aƩracƟve with leveraged loan spreads 
in the 4th percenƟle based on a 10-year historical lookback period (1st richest, 99th cheapest). Following significant price appreciaƟon, a 
sizeable amount of leveraged loans are currently trading above par and are suscepƟble to a call risk. Hence, leveraged loans are facing 
reduced forward carry from upcoming Fed rate cuts and increased convexity risks from corporate borrowers refinancing their loans. 
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· Within the structured credit space, fixed-rate securiƟes are currently more aƩracƟve relaƟve to their floaƟng rate counterparts. For 
example, on-the-run GSE CRT STACR M2/B1 and CAS B2 floaters (BB and unrated respecƟvely) are currently priced in the 1st and 6th 
percenƟles based on a 3-year lookback period or close to the Ɵghtest levels in 3 years. At the same Ɵme, Non-QM B1 and B2 fixed-rate 
tranches (rated BB and B respecƟvely) are priced in the 28th and 33rd percenƟle over the same lookback period, according to Wells 
Fargo. Not only is the carry on CRT floaters going to decline due to a lower Fed Funds rate, but given their high dollar prices, faster 
prepayment speeds will shorten their average life profiles and further reduce the available yields.  

 
· In conclusion, we believe during the upcoming Fed easing cycle fixed-rate bonds are poised to outperform their floaƟng-rate 

counterparts, including leverage loans (bank loans) and MBS sectors such as GSE CRT, that performed so well during Fed Ɵghtening and 
the high Fed Funds rate environment of 2022-2024.  While we believe fixed-rate securiƟes in general will fare beƩer than floaƟng rate 
during the impending Fed easing cycle, amongst fixed-rate bonds, we expect structured credit sectors to outperform Corporate and 
other Aggregate sectors because it currently offers the most relaƟve value based on 10-year historical spread percenƟles. 

 
Structured Credit offers beƩer risk-adjusted returns than Corporate Credit: 
 
 
 

 


