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MARKET REVIEW 

 
•  U.S. fixed income markets in Q1 2026 were characterized by a “tale of two periods,” with relatively stable conditions in 

January and February followed by a sharp risk-off shift into late February and March.  Early in the quarter, the fixed 
income markets were supported by expectations for Federal Reserve easing and generally stable economic conditions, 
with Treasury yields modestly lower and credit spreads near cycle tights. 

 
•  Market conditions deteriorated sharply into March as geopolitical tensions escalated, culminating in a broad selloff 

across rates and credit.  Treasury yields moved higher — particularly in the intermediate sector — as rising oil prices 
fueled renewed inflation concerns alongside evolving Federal Reserve messaging.  Risk assets weakened meaningfully, 
with credit spreads widening across both investment grade and high yield markets, while securitized products 
underperformed following strong tightening earlier in the year. 

 
•  Within structured credit, Agency MBS spreads widened modestly amid higher volatility and increased supply, 

although technical support from the previously announced $200 billion GSE purchase program helped provide a floor 
at wider levels.  Non-Agency RMBS, ABS, and CMBS sectors experienced broader spread pressure, particularly in 
lower-quality and more volatility-sensitive segments.  Dispersion increased meaningfully across sectors, creating a 
more attractive entry point for risk deployment. 

 
•  For the quarter overall, the yield curve exhibited significant flattening, reflecting lower yields earlier in the period 

followed by a late-quarter backup in rates.  Credit spreads widened from tight starting levels, while structured credit 
performance was driven increasingly by carry and security-level differentiation rather than broad beta. 

 

STRUCTURED CREDIT MARKET OUTLOOK 

 
As we move through 2026, we expect fixed income markets to be shaped less by broad beta exposure and more by inflation 
dynamics, curve behavior, and sector-level dispersion.  The Q1 selloff has reset valuations and created a more constructive 
backdrop for selective risk-taking, although macro uncertainty remains elevated. 
 
Key Themes  
 
Inflation, Curve Dynamics, and Risk Regimes 

Inflation remains the central macro variable for markets.  While the Federal Reserve is expected to ease policy later this 
year, the timing and pace of rate cuts remain uncertain given persistent inflation pressures and geopolitical developments. 
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Unlike 2025, where curve steepening was a dominant theme, 2026 presents a more complex backdrop.  In a stagflationary 
scenario — where inflation remains elevated while growth slows — the yield curve could flatten, requiring a more flexible 
approach to curve positioning.  We continue to view curve positioning and long volatility as important tools for managing 
macro risk.  

Fig 1. CPI Index 

Source: Societe Generale 

 

 
Agency & Non-Agency RMBS: Technical Support and Selectivity 
 
Agency MBS technicals remain supported by GSE demand, particularly following the announced purchase program earlier 
in the year, which has provided a floor during periods of spread widening.  While elevated volatility continues to weigh 
on valuations, we favor higher coupon and shorter-duration mortgage exposure, including 15-year pools and hybrid ARMs, 
which we believe offer more resilient performance in a higher-for-longer rate environment. 
 
In Non-Agency RMBS, we believe credit fundamentals remain strong, supported by borrower equity, seasoning, and 
deleveraging.  We are see increasing opportunities in single-A tranches, where spreads remain relatively flat versus BBB 
securities and thereby offering more attractive risk-adjusted return potential. 
 
ABS: Dispersion and Secular Themes 
 
ABS markets are increasingly defined by dispersion across collateral types.  Consumer ABS sectors, including auto and 
credit cards, have widened modestly, while digital infrastructure-related assets experienced more pronounced spread 
widening in Q1 2026. 
 
Fiber optic ABS and data center exposures came under pressure amid increased supply, creating more attractive entry 
points.  We view these sectors as long-term beneficiaries of AI-driven demand and have selectively added exposure at 
improved yield levels. 
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CMBS: Quality Differentiation 
 
Dispersion within CMBS remains elevated.  Higher-quality, well-located assets — particularly seasoned, cash-flowing 
properties — have held in relatively well, while lower-quality and more structurally complex assets have experienced 
greater spread widening. 
 
We continue to favor high-quality fixed-rate CMBS and select single-asset exposures, where collateral quality, sponsorship, 
and structure provide more stable performance characteristics. 
 
Floating Rate vs Fixed Rate Positioning 
 
As inflation risks persist, policy rates may remain higher for longer, supporting the carry profile of floating-rate assets in 
the near term.  While we expect easing to eventually resume and SOFR to trend lower, floating-rate exposure can provide 
an effective hedge against sustained inflation and delayed policy normalization. 
 
Volatility and Correlation as Portfolio Tools 

The Q1 environment reinforced the importance of low correlation and volatility management.  In regimes characterized by 
higher rates and wider spreads, our strategy’s structured credit focus can exhibit significantly lower correlation to 
traditional fixed income strategies, as returns are increasingly driven by carry and security selection rather than duration.  
We expect volatility to remain elevated and continue to view long volatility and relative value positioning as key portfolio 
tools. 

Fig 3. Correlation heatmap between Income Opportunities , Credit spreads, and 10-year Treasury yields 

Source: M.D. Sass  
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POSITIONING OVERVIEW 

We remain overweight short-to-intermediate duration structured products, with a continued emphasis on high-quality 
collateral and structural protection.  Following the Q1 2026 selloff, we have begun selectively adding risk, taking advantage 
of improved all-in yields and increased dispersion across sectors. 

Duration 
Duration is managed actively and was reduced into the late-February volatility, helping mitigate the impact of the rate 
backup, notwithstanding declining economic surprise data.  We maintain a flexible approach as macro conditions evolve. 

Fig 3. Citibank Economic Surprise Index 

Source: Bloomberg 

 

 
Curve 
We continue to express curve views selectively, balancing steepening and flattening risks depending on the inflation-
growth tradeoff.  Curve positioning remains an important macro hedge. 

Structured Credit Sectors 

- Increased allocation to single-A Non-Agency RMBS, where spreads remain attractive relative to BBB tranches 
- Select additions across CMBS, Non-QM re-REMICs, Jumbo RMBS, and Closed-End Second Liens 
- Opportunistic additions to Digital Infrastructure ABS (including Data Centers and Fiber) following spread 

widening 
- Continued preference for Agency MBS specified pools with favorable prepayment characteristics 
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Underweights 
 
-      Volatility-sensitive Agency MBS segments and deep premium structures 
-      Lower-quality consumer ABS and structurally complex credit exposures 
-      Sectors with weaker liquidity (e.g., exotic ABS) or elevated refinancing risk (e.g., mortgage derivatives) 

Hedging 

For our clients that permit hedging activities, we continue to actively manage hedging through CDX and credit indices, as 
well as curve and volatility positioning, adjusting exposures as market conditions evolve. 

 
Conclusion 

We believe the Q1 2026 selloff has transitioned the fixed income markets from a tight spread environment to a more 
attractive opportunity set. While macro uncertainty remains elevated, higher yields, wider spreads, and increased 
dispersion provide a more favorable backdrop for disciplined risk deployment. 

We remain focused on income generation, capital preservation, and selective risk-taking, leveraging our expertise in 
structured credit to navigate a complex and evolving market environment. 

Sincerely,  

  

Lipkee Lu 
Director of Fixed Income 
 
April 2026 
 

*    *   *   * 

Past performance is not indicative of future results. M.D. Sass does not guarantee any minimum level of investment 
performance or the success of any of its investment strategies, and investors may incur losses. M.D. Sass does not provide 
tax or legal advice, or determine an investor’s investment objectives, risk tolerance or suitability. Certain statements 
contained in this report represent forward-looking statements that involve risks and uncertainties. These risks and 
uncertainties could cause actual results or outcomes to differ materially from those expressed in such forward-looking 
statements. In addition, while the information contained herein from third parties was from sources we believe to be 
reasonably reliable as of the date hereof, M.D. Sass accepts no responsibility or liability for any errors or omissions or 
misstatements however caused related thereto. Opinions expressed herein are those of the author, are subject to change, are 
not guaranteed and should not be considered investment advice. Returns referenced herein represent composite level 
performance, net of fees. Actual client results may differ from composite level returns. 
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