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THEMES IN FOCUS

HAVE WE RETURNED TO A
GOLDILOCKS ECONOMY?
Jim Cielinski, CFA
Global Head of Fixed Income

Takeaways
 Markets are eager to price

in a Goldilocks period, but
given major central banks are
limited in terms of the stimulus
they can inject from here, the
ability to navigate the narrow
course where growth and
inflation are just right will be
extremely difficult.

 Absent a policy mistake

by the Fed, the odds of
recession in 2019 appear
low; however, it will be
prudent to keep an eye
on whether growing debt,
deteriorating margins and
the global slowdown tip the
balance in 2020.

 While rates are low,

fixed income still offers
diversification benefits to a
portfolio, particularly as the
cycle progresses. In terms
of corporate credit, in these
late stages, it will be critical
to emphasise companies
exhibiting prudent balance
sheet management.

Could we be entering a second Goldilocks
period?
It is unlikely. Risk markets are certainly eager to price in a Goldilocks
period where there is little inflation, growth is slow and steady, and
volatility remains tame, but we are dancing on a knife edge now. The
Goldilocks period has worked in the past because central banks – the
Bank of Japan, the U.S. Federal Reserve (Fed) and the European
Central Bank (ECB) – were ready and willing to stimulate economies
with trillions of dollars of stimulus. This time, however, we are missing
that tool in the tool kit. The ECB really cannot do much, the Bank of
Japan has already done most of what it is going to do and the Fed has
only ceased tightening. They are not going to backtrack into big-time
easing or monetary stimulus. Without that tool kit, the ability to
navigate the narrow course where growth and inflation are just right
will be illusory.

Has the U.S. "had its porridge" with the Trump
tax cuts or can growth stabilize again?
Last year, there was almost too much growth and too many
inflationary fears in the U.S. We could argue that the porridge, in
reference to the Goldilocks analogy, was too hot. Now we are finally
seeing growth moderate. It is important, however, that this growth
does not slow down too much. So far it has behaved, and the odds
are the markets are now pricing in too much short-term deterioration.
Make no mistake – this slowdown is global – but the U.S. is coming
from a stronger starting point, and I think it will be able to stabilize in
the second half at these lower levels.

Could a bear be coming down the path?
It is hard to see a material bear market without some kind of recession
and I still believe the odds of a global recession are low. It is interesting
that we have flipped back and forth from fearing too high an inflation
rate to fearing recession, and while a number of leading indicators of
recession suggest that we should be wary, some of the coincident and
lagging indicators suggest that we still have some time on our side.
Absent a policy mistake by the Fed, which was one of the biggest fears
in terms of potential recession drivers, I think we avoid it for 2019.
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Do not get complacent, though, as the odds of
recession are larger today and there are pressures
emanating from several sources. Debt continues to
grow, monetary stimulus is no longer acting as a
tailwind and margin improvement is dissipating. So
while profits are robust, margin weakness and growing
debt expose the markets to potential shock. As we
move into 2020, it is important to keep a keen eye on
credit growth and margin deterioration and also on what
happens in growth engines such as China.

is too high and in other cases, central banks’ hands are
tied. The story will shift; it will now be more about the
pace of the global slowdown in the context of central
bank inaction. That means that volatility may persist, but
it will be driven by different factors. For me, there would
need to be another leg to the global slowdown for rates
to go materially lower from here. At this stage, I think
one could look at the global slowdown and say it is
probable that the Fed’s next move is an ease, and that
this tightening cycle could very well be over.

Is China the swing factor for global
growth?

When looking outside the U.S., there has been a similar
decline in rates. Yields in Germany and Japan are less
than zero and I think that means two things. One, the
potential for big return upside is probably limited and
two, it does make the U.S. look relatively attractive.

When I look at what the important swing factors are for
this year, China is right up there. In addition to trade
protectionism, they are also combating slowing growth.
While they have employed an array of easing measures,
the magnitude of what they are doing is relatively small;
recent measures only equate to about 20% of what they
have done in past easing cycles. Beijing’s hands are
tied in an effort to stimulate the economy, and I do not
think their efforts will reverse the slowdown we are
currently seeing. Although China will likely continue to
grow stronger than many regions of the world, the
slowdown is going to have an impact on global trade.
What happens in China will dictate what risk assets do,
as they have spurred roughly two thirds of global credit
growth in recent years, which is what greases the gears
of global growth.

What are the implications of all this
for interest rates?
The obvious answer is lower rates, but most of this
move has already happened. The market has priced in
the view that nearly all central banks are likely to either
stand put or ease. Equally, the downward movement in
inflation pressures has been reflected through a much
lower term premium. So I think we have already seen
the bulk of the rates decline.
Central banks will not be the big story for the rest of
2019. In my view, it is likely that the Fed and most other
banks will not tighten or ease much in the next 12
months. In some cases, the threshold for a policy shift

Rates are low and are going to stay low, but I think the
key for fixed income investors is to recognize that even
at low yields, there is a diversification1 benefit.
Particularly as you get late in a cycle, owning fixed
income and owning high-quality fixed income – whether
it is short, medium or long duration – can provide
important diversification benefits to a broad portfolio.

What should investors consider when
investing in corporate credit?
The current backdrop for corporate credit makes it
difficult to pinpoint which sector or region will be
particularly good or bad. One thing we can see,
however, is a divergence in behavior. Many issuers are
restrained; they recognize the risk present and are
beginning to look toward opportunities either to delever
or generally be more cautious. Meanwhile, some
companies continue to lever up, under the belief that
rates are low and there is still a lot of growth ahead.
For me, it is less about which sector or region should
garner attention. It is more about finding those credits
and risk assets that are behaving prudently and in a
way that is more "bondholder friendly." I see a lot of
those across the globe. But equally, in almost every
region, I see potential trouble spots that could come
back to haunt you in a recession. So security selection,
while always key, is probably more critical today than it
is normally.

"Have We Returned to a Goldilocks Economy?" Footnotes:
1

Diversification neither assures a profit nor eliminates the risk of experiencing investment losses.
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GLOBAL BONDS

COMBATING BOND MARKET
VOLATILITY WITH GLOBAL
DIVERSIFICATION
Nick Maroutsos
Co-Head of Global Bonds | Portfolio Manager

Takeaways
 With developed market

interest rates considerably
lower than last autumn, we
believe the return potential of
longer-dated debt is limited.

 In light of slowing global

growth, we expect the
Federal Reserve’s next move
to be a rate cut, which, in
our view, should add to the
attractiveness of shorterdated bonds.

 A slowing economy and

an extended credit cycle is
a recipe for possible bond
market volatility, and should
cause investors to prioritize
defensive tactics such as a
focus on quality.

The backdrop for global interest rates has changed significantly since
last autumn, but that does not mean risks for bond investors have
diminished. While the threat posed by interest rates may have
subsided, an extended credit cycle, weakening corporate profitability
and myriad geopolitical risks are all factors that could potentially spell
upheaval for bond markets. Possibly aggravating the situation are real
yields having reset to a higher level, which – as we saw in 2018 – can
be an ingredient for increased market volatility.
But with real yields back below 1% in the U.S. and negative in much of
the developed world, bond investors still face the challenge of
generating sufficient income. Consequently, we again find ourselves in
an environment in which a fixed income strategy must work harder to
identify attractive risk-adjusted opportunities. This challenge, in our
view, is most acute within core bond strategies, especially in regions
where benchmark rates hover near 0%. We believe one tactic that
merits consideration under such conditions is increasing one’s
allocation to short-duration strategies not tethered to traditional bond
benchmarks. The combination of greater flexibility in calibrating
duration and credit exposure, along with the potential for geographical
diversification, may aid a portfolio in absorbing another round of
elevated market volatility. And given the risk factors delineated above,
such an eventuality would not surprise us.

Flattening U.S. Treasury Curve

The recent yield curve inversion means that Treasury bills up to 1-year in maturity yield more than many
longer-dated notes, but with lower duration risk.
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Source: Bloomberg, as of 3/27/19.
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Yield-to-Worst & Duration of Core Bond Market Segments

At this juncture, we see little incremental advantage to be gained per unit of risk when extending maturities.
Yield to Worst

Modified Duration
5.79 years

2.91%

Bloomberg Barclays U.S. Aggregate Bond Index

2.43%

1.91 years

Bloomberg Barclays 1-3 Year U.S. Government/Credit Index

Source: Bloomberg, as of 3/26/19.
Duration measures a bond price’s sensitivity to changes in interest rates. The longer a bond’s duration, the higher its sensitivity to changes in interest rates and
vice versa. Yield to Worst represents the lowest yield that an investor could receive on a bond without the issuer defaulting. Bloomberg Barclays U.S.
Aggregate Bond Index is a broad-based measure of the investment grade, U.S. dollar-denominated, fixed-rate taxable bond market. Bloomberg Barclays 1-3
Year U.S. Government/Credit Index measures Treasuries, government-related issues and corporates with maturity between 1-3 years.

Not Your Parent’s Duration
With last autumn’s concerns about wage-driven inflation a
distant memory and the yield on the 10-year U.S.
Treasury now back below 2.5%, one may be tempted to
increase duration. Reinforcing this view is the Federal
Reserve (Fed) dialing back expectations for a 2019 rate
increase and inferring that it would likely cease its balance
sheet reduction program. We are not alone in expecting
the Fed’s next move to be a rate cut. The reemerging
dovish bias of global central banks is further illustrated in
the European Central Bank’s (ECB) recent decision to
introduce a new round of loans to financial institutions.
Despite these temptations, we see little upside in
increasing longer-dated duration. Our caution is based
on the current shape of the U.S. Treasuries yield curve,
which is the flattest it’s been in the post Global
Financial Crisis era, as measured by the spread1
between the 2-year and 10-year notes. With this term
structure, we see little incremental advantage to be
gained per unit of risk when extending maturities. When
comparing the Bloomberg Barclays U.S. Aggregate
Bond Index with the Bloomberg Barclays 1-3 Year U.S.
Government/Credit Index, the latter’s yield to worst – at
2.43% – offers 84% of the yield of the broader index
with only 33% of its interest rate risk as measured by
modified duration. In short, investors are not being
sufficiently compensated for taking on additional risk.
Furthermore, with the Fed’s next move likely to be a cut,
we believe that the front end of the curve has greater
room to rally than longer-dated securities. Given the low
yields on longer-dated government debt, especially in
the eurozone, UK and Japan, we see little impetus for
prices on these maturities to rise, unless one believes

we are on the cusp of a global recession – a potential
outcome that has likely decreased due to the recent
dovish pivot by the Fed and ECB.

Not Out of the Woods –
By Any Means
A low-growth, low-inflation environment at first glance
may appear conducive for bonds. Unfortunately, it’s
occurring during an extended credit cycle and one in
which riskier assets appear richly valued; after last
autumn’s spike, the spread on both investment-grade
and high-yield corporate credits have returned to levels
well below their post-crisis average. Should central
bank – and market – prognostications of slower
economic growth come to fruition, the highly levered
balance sheets of the corporate sector may come under
pressure as revenue growth slows. A potential warning
sign is aggregate revenue growth of S&P 500® Index2
component companies only reaching 6%, year over
year, in the fourth quarter of 2019.

A Global Opportunity Set
With interest rates low, however, credit becomes an ever
more important factor in generating sufficient yields. Here,
too, a greater reliance on an unconstrained strategy may
help investors achieve their objectives. While elevated
corporate debt levels are prevalent in the U.S., and
Europe is flirting with recession, there are compelling
credit stories in other regions that can be accessed when
stepping away from regional benchmarks. These stories
often encompass robust secular themes such as the
growth of banking in emerging Asia and infrastructure
spending – often government backed – in several regions.
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As important, an unconstrained approach allows investors
to avoid, rather than just underweight, segments of a
benchmark – either a sector or a region – that may be
structurally challenged.
Last autumn, we highlighted the need for focusing on
regions where monetary authorities were likely to pause,
or even cut, interest rates. The U.S. now fits into that
camp. Yet, a flat Treasuries curve dissuades one from
holding longer-dated duration in the U.S. So too does
the country’s involvement in the ongoing trade spat with
China and political risk emanating from Washington.
Other countries, in our view, offer similar interest rate
profiles with considerably less baggage.

With an Eye Toward Volatility
Last autumn’s volatility – after an extended period of
tranquility – served as a reminder for bond investors
that capital preservation is no sure thing. Our greatest
concern remains market liquidity. While late 2018 may
have caught investors’ attention, the post-crisis marketclearing infrastructure has yet to be truly tested. Given

the array of risks in the marketplace, any number of
scenarios could lead to a liquidity event in which price
dislocations are pronounced. Therefore, investors must
remain on high alert for signs of potential market stress.
In addition to monitoring liquidity, we believe sufficient
respect must be paid to traditional volatility metrics
such as interest rate volatility, credit default swap
pricing and foreign currency movements. The latter
takes on elevated importance as exposure to foreign
currency-denominated securities increases.
Vigilance with regard to these metrics may give
investors the advanced notice needed to dampen
portfolio volatility, but portfolio construction may also
further the cause. In an environment marked by low
growth and high debt, and with central banks remaining
a swing factor in markets, a globally diversified portfolio
can help moderate volatility by targeting maturities,
regions and issuers with the most attractive riskadjusted return profiles and avoiding those where the
risk asymmetry is too great.

"Combating Bond Market Volatility with Global Diversification" Footnotes:
1

Spread is the difference in yield between securities with similar maturity but different credit quality.

2

S&P 500® Index reflects U.S. large-cap equity performance and represents broad U.S. equity market performance.
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CORPORATE CREDIT

SECTOR SPOTLIGHT: FOOD AND
BEVERAGE
John Lloyd
Co-Head of Credit Research | Portfolio
Manager

Takeaways
 A generational shift in

consumer habits is
shaking up the food
and beverage industry.

 With the industry’s challenges

and some company missteps
top of mind, many investors
may overlook those entities
willing to absorb near-term
pain – in terms of higher
leverage and increased
investment – in order to better
position themselves within the
future marketplace.

 In the event of a downturn,

the steady cash flow of these
consumer staples should
not be impacted; however,
judicious company selection
remains critical.

Brad Smith
Credit Analyst

The stable cash flows offered by historically defensive food and
beverage companies can prove enticing for fixed income investors,
particularly in an extended credit cycle where the timing of a potential
economic downturn is in question. But past is not necessarily
prologue. Disruption brought on by technology and a new generation
of consumers has upended food and beverage’s relatively
conservative paradigm, and with it forced companies to adjust.
Companies that have been slow to adapt are at risk, especially those
that have overemphasized managing their balance sheet at the
expense of reengineering their business models to adjust to the
rapidly evolving marketplace. In the text that follows, we delve into
industry trends, how various companies are tackling the industry's
evolution and the implications for fixed income investors.

Battered by Headwinds
The food and beverage industry has been battered by headwinds in
recent years. Packaged food, the hallmark of large, legacy brands,
has fallen out of favor. Today’s consumer tends to prefer natural and
organic ingredients and fresh or ready-to-eat food options to the
processed food of yesteryear. Another shift that has seemingly
caught industry stalwarts flat-footed is private labels. These
insurgents can offer comparable quality at a significant price
discount and are thus taking market share from legacy brands.
Retailers are applying further pressure as they adapt to shifting
consumer preferences by reallocating shelf space to private labels,
startup brands and fresh food options.
In addition, the staunch brand loyalty of previous generations is
largely lost on millennials, who rely on – and are chiefly influenced by
– digital communication channels that weren’t even available a
decade ago. The pervasive use of the Internet, and with it, the
emergence of new advertising mediums, has broken down the
industry’s largest barrier to entry. Today, a startup needs only an
Instagram account and a set of influencers, and a brand is born;
gone is the need for store-to-store sales and billion dollar advertising
campaigns. The Internet has also introduced new distribution
channels, as shoppers increasingly opt for the convenience of
door-step delivery.
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Overearning at Kraft-Heinz Co.

Failing to reinvest in its brands has led to falling operating margins at KHC post-merger, whereas the
industry margin has been more or less flat.
Kraft-Heinz Co.

Food & Beverage Industry

26%

Operating margin

24%
22%
20%
18%
16%
14%
12%
9/28/18

6/29/18

3/29/18

12/29/17

9/29/17

6/30/17

3/31/17

12/30/16

9/30/16

6/30/16

3/31/16

12/31/15

9/30/15

6/30/15

3/31/15

12/31/14

9/30/14

6/30/14

3/31/14

10%

Source: Bloomberg, as of 9/28/18.

Cutting Cost for Profit

The Fallout

Concurrent with the industry evolution has been a
wide-spread adoption of zero-based budgeting (ZBB)
– a planning approach in which the budget starts at
zero each year and every expense must be justified
annually. Whereas many players have focused on
reinvesting cost savings into brand renovation and
innovation to help combat industry disruption and keep
margins stable, others such as Kraft-Heinz perhaps got
a bit overzealous in their cost-cutting measures. The
world’s fifth-largest food and beverage company and a
large issuer of U.S. investment-grade credit has been
the vanguard of focusing on profitability at the expense
of nearly all else. Such misplaced priorities, in our view,
are behind the company’s notable 4Q earnings miss
and the recent $15.4 billion write down in value of its
best-known brands.

In one respect, management was achieving its objective
– and handsomely. But the other side of that coin was a
failure to reinvest gains back into its brands, an
incredibly important step given the significant shift in
industry trends. With many of the company’s “go-to”
brands no longer holding the same power over
consumers that they once enjoyed, Kraft-Heinz was
forced to reduce the goodwill value of its Kraft and
Oscar Mayer trademarks this year.

Brazilian private equity firm 3G Capital has long been a
champion of ZBB and quickly implemented the practice
at Kraft-Heinz, following its acquisitions of Heinz in
2013 and that of Kraft two years later. Through costcutting measures, Kraft-Heinz increased operating
margins from 14.4% in 2015 to 23.2% in 2016, and
continued to put focus there. But there can be too
much of a good thing. By our estimates, its first 4% of
margin improvement created long-lasting efficiencies.
However, with operating margins roughly 10% higher
than the industry average, the company appears to
have been overearning post-merger.

Operating margins at Kraft-Heinz have generally fallen
since the original post-merger boost, whereas the
industry margin has been more or less flat, even amid
mounting headwinds. We believe that the company’s
troubles stem from its overpromising on cost savings
while failing to take into account the need to reinvigorate
its once great brands.

Staying Relevant
Kraft-Heinz is more the exception than the rule, in our
view, as many of the once-sleepy giants of the food and
beverage industry have come alive to maintain
relevance in today’s marketplace, even if it results in
short-term pain. Some companies are investing in price
(dropping prices to compete with private labels) in order
to drum up volume and eventually top-line growth. We
are also seeing signs of innovation. Kellogg, for
instance, is investing in its supply chain and singleserve packaging formats, given the popularity of
on-the-go food offerings. The company admits that the
initiative may be a weight on operating margins in the
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Reconfiguring for Growth

near term, but should ultimately lead to both organic
and operating income growth over time.
Investment in the future, however, costs money, and
often that has taken the form of debt-fueled shopping
sprees by legacy brand owners. A wave of consolidation
has washed over the industry. Just last year, companies
were willing to increase leverage and risk ratings
downgrades in order to diversify business lines away
from traditional center aisle goods. Both General Mills
and J.M. Smucker, for example, acquired pet food
companies. Conagra Brands bought Pinnacle Foods.
Campbell Soup purchased Snyder’s Lance. And this
trend is not entirely new. Taking note of shifting consumer
preferences, General Mills purchased organic food brand
Annie’s Homegrown in 2014 for $820 million. In 2017,
Kellogg paid $600 million for Chicago Bar Company, the
makers of all-natural RXBar protein bars.
Kraft-Heinz, with its dogged focus on margins, has for
the most part been caught on the wrong side of this
shift. By neglecting brands during a generational
industry transition, management lost the marginenhancing leverage it previously held over retailers – a
reality evident in declining profitability. Investors are
likely to be tolerant of margin compression if it is being
driven by potentially high-return investment, less so
when it’s due to loss of relevance and pricing power in
the marketplace. Kraft-Heinz’ situation has been
exacerbated by both climbing freight costs due to more
stringent U.S. trucking regulations and higher labor
costs given the tight U.S. job market.

Now that many of these food and beverage giants have
engineered a shift toward grocers’ outer aisles, they are
divesting lower-growth, lower-margin business lines in
order to refocus their core portfolios and reconfigure
them for growth. Smucker sold its U.S. baking assets,
including the Pillsbury brand, to a private equity firm last
year. Others, like Campbell Soup, are seeking to
streamline by geography and unload assets domiciled
outside of the U.S. General Mills announced plans to
divest 5% of its portfolio, and anticipates approximately
1% organic growth as a result. Even Kraft-Heinz hinted
at the possibility of asset sales, starting with its Maxwell
House coffee brand.
In many respects, the recent activity of Campbell serves
as a template of how management teams can shift their
strategic focus, using tools such as acquisitions and
divestitures, and still look after bondholder interests.
Upon recognizing the more attractive growth profile of
snacks relative to its core products, Campbell
purchased Snyder’s Lance, the maker of Snyder’s
pretzels and Kettle Brand chips, in an effort to boost
revenues. While this weighed on the company’s bond
valuations, Campbell is in the process of selling off a
portfolio of non-core brands in order to pay down debt.
Investors have subsequently been rewarded as
management illustrated its commitment to maintaining
the firm’s investment-grade credit rating.

Investment-Grade Food and Beverage Spreads

The food and beverage sector has traded down from AA-like valuations to be more in line with BBB’s,
reflecting the plethora of challenges the industry is facing.
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Source: Bloomberg, as of 3/22/19.
Notes: Bond ratings are measured on a scale that generally ranges from AAA (highest) to D (lowest). Option-Adjusted Spread (OAS) measures the spread
between a fixed-income security rate and the risk-free rate of return, which is adjusted to take into account an embedded option. 100 basis points equals 1%.
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Bad Stocks ≠ Bad Bonds
Margin improvement remains an important metric for
investors to watch, but it may temporarily take a
backseat for management teams as industry
behemoths scramble to breathe life back into legacy
brands. This is a tilt that may be less attractive for
equity investors, especially given that the divestiture of
assets could mean equity multiples will be forever lower.
From a bond perspective, however, the industry looks
more attractive than it has in some time. Since coming
out of the Global Financial Crisis, the sector has traded
down from AA-like valuations to be more in line with
BBB’s, and has consistently underperformed its peers
in the investment-grade index. The extensive revaluation
suggests that the industry’s headwinds are well
acknowledged, and appropriately reflected in valuations.
Further, the majority of these companies have made
potentially transformative acquisitions, and investment
into their brands, creating a visible path to growth.
In a relatively rare occurrence for investment-grade
industries, nearly the entire industry is planning to pay

down debt, and non-core divestitures are providing the
cash to do it. A willingness to hold dividends steady, or
to cut them, in the case of Kraft-Heinz, is an additional
proof point to the industry’s commitment to investmentgrade ratings and prudent capital structures.
As these companies look to delever, active managers
can benefit from analyzing the capital structure to
determine which bonds are ripe for pay down.

Wise Investors will Shop Around
While earnings may not be off to the races, in the event
of a downturn, the steady cash flow of these consumer
staples should be protected. That is not to say, however,
that every company looks attractive. It’s those that are
investing in innovation and brand renovation that are
going to be better off in the days ahead. Those that have
relied on their everyday brands and cost-cutting their way
to prosperity still have some work to do. Further, we
expect the trend of industry consolidation to continue,
making it imperative for investors to watch those names
that have not yet utilized their balance sheets for signs of
potential merger and acquisition activity.
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U.S. FIXED INCOME

FED PIVOT SLOWS ADVENT OF
CYCLE’S END
Darrell Watters
Head of U.S. Fundamental
Fixed Income | Portfolio

Mayur Saigal
Portfolio Manager

Mike Keough
Portfolio Manager

Manager

Takeaways
 Fourth quarter market

volatility stemmed from the
Fed’s dogmatic approach to
tightening, as markets feared
policy error amid an already
slowing economy.

 The central bank’s pivot to

a more neutral policy stance
has helped to alleviate market
volatility and ease financial
conditions year to date.

 As the end of the Fed

tightening cycle becomes
more apparent and
geopolitical headwinds
moderate, we expect
business confidence,
corporate earnings growth
and the overall health of the
U.S. economy to stabilize at
lower levels.

The market volatility of the fourth quarter has generally blown over,
and risk asset valuations are climbing again. The Federal Reserve
(Fed), in our view, is at the very center of this shift. The Fed’s recent
pivot to a more dovish stance has effectively calmed market volatility
and will, in our view, further extend the economic and credit cycles.

Hawkish Talk Sends Markets Tumbling
Just a few months ago, the Fed was working hard to replenish its coffers
in preparation for the next downturn. Monetary policy was still “a long
way from neutral” in October, according to Chairman Jerome Powell, and
despite slowing growth in the U.S. and abroad, the Fed raised interest
rates in December. It was the ninth hike in the current tightening cycle,
raising the Fed’s benchmark rate to the 2.25% to 2.50% range from 0%
to 0.25% in 2015. Mr. Powell touted the strength of the U.S. economy
and forward guidance suggested we’d see at least two additional interest
rate increases this year, when markets saw rationale for none.
The fourth quarter also marked peak velocity for the central bank’s balance
sheet runoff, wherein approximately $50 billion worth of Treasuries and
government agency mortgage-backed securities now mature without
reinvestment each month. Deemed quantitative tightening, this roll-off of
assets reduces excess reserves in the banking system, forcing banks to
find alternative funding, which should ultimately drive short-term lending
rates higher. Mr. Powell stated that the balance sheet runoff was on
“automatic pilot” in December, further disappointing markets.
The cumulative effect of the Fed’s tightening thus far, coupled with fear
of policy error, brought on a fast and furious bout of volatility at year-end.
Equity markets plunged and corporate bond spreads widened
dramatically over the yields of their comparable risk-free benchmarks,
driving equity and debt funding costs higher. As financial conditions
tightened, many investors – us included – began to question how much
longer the economic and credit cycles could continue.

A Dovish Pivot
Despite GDP growth advancing an annualized 2.2% in the fourth
quarter, and corporate earnings growth registering a multi-year high,
93% of assets generated a negative total return for 2018 in U.S. dollar
terms, according to a Deutsche Bank study. The market’s reaction to
Fed policy did not go unnoticed.
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Fed Talk Moves Markets

Hawkish talk sends markets tumbling in 4Q, dovish pivot sends them climbing again in 2019.
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On January 3, Mr. Powell acknowledged markets were
“sending signals of concern” despite generally positive
U.S. economic data. In a dovish pivot, Mr. Powell added
that the Fed “will be patient” as it watches the economy
evolve. January’s meeting of the Federal Open Market
Committee, the Fed’s policy making body, reiterated the
central bank’s newfound patience, implying that it might
not raise interest rates at all in 2019. Meeting minutes
also disclosed that Fed officials are ready to stop culling
the central bank’s balance sheet this year, which is
roughly two years earlier than expected and $1 trillion
shy of what was anticipated. In March, the Fed
confirmed it would remain on pause this year, and that it
would cease its balance sheet runoff in September.
We would argue this shift harkens back to the Fed’s
unspoken mandate of financial market stability.
Maximum employment and stable prices – the central
bank’s stated mandates – are in hand, with the
unemployment rate at 3.8% (February, Bureau of Labor
Statistics) and inflation just below the Fed’s 2% target
(December, Bureau of Economic Analysis). What was
clearly not in hand in December was market stability – a
key element of consumer confidence. As the Fed seeks
to engineer a soft landing for this economic cycle, the
fact that consumer spending represents approximately
70% of U.S. GDP (4Q18, Bureau of Economic Analysis)
is surely top of mind.

approximately 9% of the $236 trillion of global debt
outstanding (3Q18, Bank of International Settlements)
– a figure that has ballooned amid low borrowing costs
and stimulative monetary policy. Economic growth is
crucial to servicing and paying down debt. Without
growth, those figures could take a recession scenario
from bad to worse.
The likelihood is high that the full impact of the Fed’s
tightening has not yet come to pass, which begs the
question: How much more volatility would we see if the
Fed pushed on with its normalization program? We
believe that the combination of these factors spurred
the Fed’s 180-degree turn. Without inflation knocking,
the Fed can afford to pause, take stock of U.S.
economic conditions and assuage investor fears. So far
this year, it has done all three.
Financial conditions have eased as market participants
sigh with relief that the Fed is paying attention to asset
prices. In the first three months of the year, U.S.
equities generated double-digit returns and retraced
much of the fourth quarter’s losses. Credit spreads that
had blown out to levels last seen in 2016 are once
again encroaching on the tightest levels of this credit
cycle. The Bloomberg Barclays U.S. Credit Index
returned close to 5%, and the Bloomberg Barclays U.S.
High Yield Corporate Index returned over 7%.

We would be remiss not to mention the sheer volume of
outstanding debt, which likely also weighs on the minds
of Fed officials. U.S. national debt represents
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Global Debt Growth

Amid low borrowing costs and stimulative monetary policy, global debt loads have increased considerably
since the end of the Global Financial Crisis.
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What About the Inversion?

Stabilization Pending

As for the yield curve, an inversion (in which longerdated securities yield less than shorter-dated securities)
should not be taken lightly, given each of the last major
recessions was preceded by one. However, an inversion
does not necessarily portend recession. Inversion
indicates a view of a slowing economy and a lower path
for future rates, but it is only one factor, among many,
that must be analyzed in terms of a recession watch.

We don’t expect the U.S. economy to reaccelerate, but
as fears of a Fed policy error recede, growth could
feasibly stabilize in the 2% to 2.5% range. Given that
the best days of both the economic and the business
cycle are likely behind us, more tempered growth would
be appropriate, particularly when we consider that part
of last year’s robust corporate performance was due to
a late-cycle U.S. fiscal stimulus. While 2018 was the
strongest year for top-line growth since 2010, President
Trump’s tax package is credited for roughly 40% of it.

The recent inversion of the 3-month to 10-year portion
of the yield curve was primarily attributable to the rapid
repricing of the path of forward rates. The Fed’s March
affirmation of its plans to hold rates steady – which
suggests its current hiking cycle is complete – put
downward pressure on the long end of the curve, while
the front end remains pinned by the federal funds rate.
A notion that inflation is generally contained supports
the view that the Fed can remain on pause, and that
rates can remain range-bound to lower. Further
pressure on the long end of the curve is emanating from
low-to-negative yields abroad. U.S. rates remain
relatively attractive versus global yields, a circumstance
that is holding down rates more so than in the past.
These factors, coupled with other currently constructive
market indicators, including the aforementioned
momentum in credit spreads and equities, lead us to
believe that the U.S. economy still has room to run,
albeit at a slower pace.

A flurry of debt-funded stock buybacks also fueled
higher earnings growth over the last few years. As risk
premiums return, borrowing costs have risen, and we
expect management teams to exhibit a more restrained
approach to buybacks, which would further moderate
earnings growth. Indeed, analysts are projecting S&P
500® Index earnings growth to be negative in Q1, flat
for Q2 and just 3.7% for calendar year 2019 versus
20.5% for 2018 (March 2019, FactSet). Clearly,
earnings estimates are accounting for slowing
conditions. However, fundamentals remain constructive
and once the full scope of the Fed’s tightening has
worked through the system, we anticipate earnings
growth will stabilize again. The rally in the 10-year,
which declined over 80 basis points, or 0.80%, from
early November to end of March, should also create a
tailwind for housing and other rate-sensitive sectors.
Additionally, the consumer remains in a healthy spot
amid a strong jobs market and modest wage pressure.
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Positive developments on the geopolitical front could
lend further support to the U.S. outlook. China’s slowing
economy, unresolved U.S.-China trade disputes and the
impact of both on global growth stressed markets last
year. However, Beijing’s recent stimulus package
coupled with a stall in planned tariff increases on
Chinese goods entering the U.S. could help to stabilize
China’s slowdown, as could a favorable resolution to
trade negotiations. The avoidance of a hard Brexit, a
scenario in which the UK would leave the European
Union’s single market, also appears more likely and
would be positive for trade and global growth.
Monitoring these developments and their impact on
global purchasing managers’ indices (PMIs) will be
critical in the months ahead to see whether global and
U.S. growth can truly stabilize.

Vigilance Still Required
While there are many factors to keep an eye on, benign
inflation and an accommodative Fed should help U.S.
economic growth to stabilize at a relatively healthy level,
which should in turn help to extend the economic and
credit cycles and keep the threat of recession at bay, at

least in the near term. Amid this constructive but more
reserved backdrop, we anticipate a range-bound
marketplace, but we are mindful that corporate
valuations generally already reflect these positive
developments. Further, timing a recession is inherently
challenging and investors must remain vigilant for signs
of late-cycle stress.
At this stage of the cycle, we believe there is benefit to
considering broad diversification across fixed income
asset classes and a more conservative securitized and
corporate credit allocation, as opposed to the earlier
stages of the cycle when both fundamentals and
valuations tend to be tailwinds. When seeking to
capitalize on attractively valued potential sources of
excess return within corporate credit, we believe it
prudent to focus on companies committed to balance
sheet improvement, while avoiding those that continue
to exhibit more equity-friendly behavior, such as
engaging in debt-funded buybacks or mergers and
acquisitions. This is also the time in the cycle to look to
more defensive business models that have the potential
to generate consistent free cash flow, even if a
downturn unfolds.
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HOW DID THEY MISS IT?
CENTRAL BANKERS AND THE
GLOBAL ECONOMIC DOWNTURN
Jenna Barnard, CFA
Co-Head of Strategic Fixed Income |
Portfolio Manager

Takeaways
 We look back at the

messaging from central
banks in late 2018 in order
to assess the structural
flaws in their thinking and
how they missed the global
synchronised downturn that
was emerging at the time.

 The best decision we made

as bond managers was
to mentally throw away
our economic textbooks
in 2011 and instead,
teach ourselves about the
‘apparent aberration’ that
was the Japanese economic
experience — central banks
need to challenge their
models and tweak their
targets too.

 Orthodox economic models

fail to adequately take into
account the disruption of longterm structural factors/themes.

 An unorthodox form of

economics, which has proved
particularly prescient in
recent years, is a focus on
monetary and credit data.

A Counter-intuitive Speech …
At lunchtime, on 5 November 2018, Governor Stephen Poloz of the
Bank of Canada stood in front of a crowded hotel audience in London
to give a speech titled 'Making Sense of Markets'. The purpose of
this speech was to 'consider some of the market action we have
seen in 2018' (which included an approximately 14% drop in oil in the
prior month, a flattening of the yield curve and the beginning of the
downturn in equities) and attempt to reconcile this with the benign,
some would say rosy, outlook for growth that the Bank of Canada and
other central banks continued to propound.
It is particularly notable that the Bank of Canada at the time was
threatening to accelerate the speed of its rate-rising cycle. At the time,
we were stunned by this speech as it exhibited to us a profound
misunderstanding of markets and, in our view, an inability to read the
signals being sent by various asset classes. In addition, it was already
clear that the 'softening' in the global economy was turning into
something far more 'pronounced and pervasive'.

... Echoed by other Central Banks …
This mistake was replicated throughout the central banking community
in the final months of 2018. At a conference in London on 13 November,
we heard Peter Praet, the Chief Economist of the European Central
Bank (ECB), blame one-off factors for the Q3 collapse in eurozone
growth and forecast a rebound in Q4. He did at least acknowledge
that having previously thought the slowdown was caused by supply
constraints, the bank could now see that demand was the problem
and the slowdown was internationally driven. Nevertheless, he breezily
stated that financial conditions 'remain very easy' and specifically
downplayed the terrible performance of European banking share prices
during the course of 2018. Meanwhile, the Bank of England threatened
to hike interest rates, even in a scenario of a disorderly/hard Brexit and
the US Federal Reserve (Fed) claimed interest rates were far from
neutral at a time when interest rate sensitive sectors such as housing
and autos were decelerating fast.

17

... Which We Found Baffling
Even for a bond fund manager used to the unyielding
models of orthodox economists and central bankers,
Governor Poloz’ speech appeared extraordinary and
deeply counter-intuitive to us. He concluded that
financial markets “… do not point to a gloomy economic
outlook by any means — rather, they are welcome
symptoms of [interest rate] normalization".
In doing so, Governor Poloz confidently asserted
two things:
• That his interpretation of government bond markets
was that they were signalling the end of deflation and
the beginning of reflation: “… a decade of massive
monetary policy intervention is finally taking the risk of
deflation off the table … it seems that the more
important signal coming from the bond market is not
a flattening of the yield curve, but the reversal in the
longstanding downward trend in long-term yields"…
• We disagree — the flattening of all yield curves,
most pronounced in Canada, was a strong and
consistent signal that the bond market saw a
late-cycle economic environment and warned
central bankers against autopilot rate rises.
• ... and that as a result, “our forecast [for growth] is a
positive one. We project the economy will continue to
operate close to its capacity limits, with annual growth
around two per cent over the next couple of years".

Reality Bites
Fast-forward to today, and the incoming data shows
that gross domestic product (GDP) growth almost
ground to a halt in Canada during the final quarter of
2018, as it has in a number of developed economies.
GDP fell in three of the final four months of 2018;
including back-to-back declines in November and
December, dragged down not only by the oil sector but
also a dramatic weakening in household spending.
None of this should have been a surprise; the
combination of record high household debt, a housing
market correction and the cumulative impact of five
previous rate hikes provided a challenging backdrop.
In Australia, a similar household retrenchment has
occurred amid a property market correction and severe
tightening in credit conditions, following an investigation
of egregiously loose bank lending standards. Again, the
Reserve Bank of Australia (RBA) missed this slowdown,
based on a belief that there was little or no wealth effect
from falling house prices.

With the data now reported we can see that in the
second half of 2018 the Australian economy had just
entered its first per capita GDP recession since 2009.
We had flagged both economies as at risk in a note from
March 2018 titled "Australia, Canada and Sweden: save
the last dance for me".

And Now Come the U-turns
This raises the question of how and why? Since early
2019, central banks have executed sharp U-turns in
their policy guidance with the Fed entirely reneging on
its December 20 press conference guidance relating to
the 'autopilot' nature of balance sheet rundown.
The RBA now says the next move in interest rates may
be down (previously said up) and the ECB has just
extended unchanged rates guidance to mid-2020 and
launched a new round of liquidity facilities for the banking
sector. Meanwhile, the Bank of Canada no longer issues
guidance for rate hikes in early 2019 and ponders what
they missed in the household sector. This pragmatism is
welcome but raises the issue of intellectual blind spots
and misreading of financial markets.
Clearly, for economists, a perennial problem is the
continued emphasis on lagging economic data
(specifically, reported unemployment rates), which creates
a natural inclination to be late in diagnosing the slowdown.
Not everyone in the economics community is subject to
this bias but central banks are particularly susceptible.

It’s Japan All Over Again
In addition, we have written and spoken on numerous
occasions over the last seven years about the lessons
from Japan in terms of debt cycles and demographics.
The key lesson was the relative impotence of monetary
policy in these scenarios: lowering interest rates does not
stimulate the economy in the way that traditional
economic models would suggest. Fiscal stimulus was
necessary, albeit not sufficient, to generate respectable
growth. Orthodox economic models of economies fail to
adequately take into account the disruption of long-term
structural factors like these, in addition to the impact of
technology, inequality and other factors, which create the
‘climate’ for both economic performance and investments.
The climate has decisively changed since the Global
Financial Crisis, in our view, and yet the slow pace of
adaptation among economists and fund managers alike,
as well as an excessive focus on the ‘weather’ (cyclical
ups and downs), create the wrong dialogue and thought
process. A greater openness of thinking in this
community can only enhance the outcome and ward
against blind spots, in our view.
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Synchronised Collapse in Narrow Money
E7 and G7 nominal GDP and narrow money
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Source: Simon Ward, Economic Adviser, Thomson Reuters Datastream, January 2005 to March 2019.
Note: GDP = gross domestic product; E7 or Emerging 7 = China, India, Brazil, Mexico, Russia, Indonesia and Turkey; G7 = Canada, France, Germany, Italy,
Japan, the UK and the U.S.

The Power of M1
One heterodox form of economics, which has proved
particularly prescient in recent years and which we utilise,
is a focus on monetary and credit data. We continue to
highlight the monetarist work of Simon Ward, our
Economic Adviser. He has proved remarkably accurate
at forecasting inflection points in the global growth cycle
with trends in real M1 (narrow money)1 leading economic
data by approximately nine months.
The focus on real M1 is rejected by central bankers. But
perhaps in the debt soaked world we live in, so reliant on
liquidity injections from central banks, a renewed focus on
monetary growth might be a natural supplement, or
challenge, to orthodox economic thinking.
In the chart above you can clearly see the synchronised
collapse in narrow money in 2017 that foreshadowed
the global downturn in 2018. Simon supplements this
analysis with ‘cycles’ theory, the idea that there is a
natural rhythm to business cycles, in particular
manufacturing inventory cycles, the likes of which we
are seeing today.

An Unfashionable Idea that is
Evidently True
Time-based economic forecasting is unfashionable.
Until the mid-twentieth century, economists were
sympathetic to the idea that business activity and prices
fluctuate in regular cycles: inventory cycles, business
investment cycles, etc. The majority view today is that

booms/busts reflect policy errors, market failures or
supply-side shocks; cycles still occur but they are
unpredictable. The behaviour of the global economy in
recent years, however, has been explicable in terms of
the old fixed length cycles providing challenge to the
consensus view.

The Future Model
Old economic models are breaking down and central
banks are searching for a new intellectual framework.
With the recent downplaying of the Phillips Curve from
the Fed and the appearance of targeting financial
markets, a gap has emerged for central banks to
challenge their models and no doubt, tweak their targets.
The best decision we made as bond managers was to
mentally throw away our economic textbooks in 2011
and instead, teach ourselves about the ‘apparent
aberration’ that was the Japanese economic experience
of previous decades.
The mental leap continues to enhance our duration
management and expose the fault lines of much of the
traditional economic research we receive in our inbox.
Now, as we reach the limits of monetary policy in a
number of developed economies, a greater degree of
experimentation and coordination with fiscal policy
looks likely. The burden on monetary policy alone to
drive cycles will diminish, and with it perhaps, the
pretence that central bankers have the exclusive ability
to “Make sense of markets” and economies.

"How did They Miss It? Central bankers and the Global Economic Downturn" Footnotes:
1

Narrow money = currency in circulation plus demand / overnight deposits. Real = deflated by consumer prices.
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EMERGING MARKET CREDIT

CHINA: THE SWING FACTOR IN
GLOBAL GROWTH
Jennifer James
Lead Emerging Market Analyst

Takeaways

If you had to pick between two economies, the Netherlands and
Saudi Arabia, which would it be?

 China accounts for almost one

sixth of the global economy
and its deliberate deleveraging
has contributed to the global
slowdown, particularly in
more globalised economies.

Why the question? Well, at the second session of China’s 13th National
People’s Congress that concluded in March 2019, Chinese annual
economic growth (real gross domestic product) was downgraded from
6.5% to 6.0-6.5%. To get a sense of what those numbers mean, growth
of 6.5% adds an economy about the size of the Netherlands to China’s
existing economy, while growth of 6% adds one about the size of Saudi
Arabia1. Whichever way you look, those are big figures. Only the US,
when it is firing on all cylinders, comes close.

 The lagged impact of

tighter monetary and credit
conditions in China suggest
the economy is likely to
worsen in coming months
before it improves.

Piece of the Pie
Exhibit 1 shows the percentage contribution to global gross domestic
product (GDP) of the US, the eurozone, China and several emerging
market countries. The first thing to notice is that there is an inverse
relationship between the eurozone and the US. Such was the size of
these two economic powerhouses that when one was outperforming it
tended to push down the relative weighting of the other. What is clear is
that since its ascendancy 30 years ago, China has been taking share
away from both the US and the eurozone as evidenced in their lower
peaks. In fact, the International Monetary Fund predicts that by 2030,
China will overtake the US to become the largest economy in the world2.

 China’s monetary tool kit and

fiscal arsenal are well stocked,
however, and recent policy
easing to protect growth rates
is already generating fresh
interest in credit-sensitive
sectors such as bonds from
real estate developers.

Exhibit 1: Selected Countries and Regions' Share of Global GDP (%)
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For Europe, this competitive threat is less disconcerting:
it is a long time since a single European country held
top spot, but for the US – the world’s existing economic
hegemon – it is a source of wounded pride and helps
explain why the US has engaged in a trade stand-off
with China.

Borrowing Slogans
Should investors fear an escalation of the US-China
trade war? For all the posturing, neither side wants to
escalate the current spat. First, the US may have an
unpredictable leader but there is an election in 2020
and President Trump will not want to face the electorate
with a downturn in the economy. In 2018, the US’s
trade gap with China reached a record high despite
tariffs on US$250 billion of Chinese goods, so it is
questionable whether the tariffs are having much effect
other than raise prices for US consumers.
Second, any escalation of the trade war would see
China borrow the ‘America First’ slogan and orientate it
to ‘China First’, which would translate into support for
domestically-focused Chinese companies. China is not
short of firepower to shore up demand. The latest
Congress saw VAT cuts announced (3% off the
manufacturing rate and 1% off the construction and
transport rate) that is part of a RMB 2 trillion (US$298
billion) package to cut costs for businesses and put
money back in Chinese consumers’ pockets. This
comes on top of recent cuts to the spread premium that
local governments must pay to issue debt, making it
easier for them to issue debt for infrastructure
investment. What is more, unlike in the West, the
monetary arsenal is far from exhausted, with China’s
key policy rate (the major loan rate) at 4.35%, which it
has been held at since October 2015, giving plenty of
room to loosen policy with conventional interest rates.

High Speed to High Quality
More challenging for western economies is that China
is intent on shifting its economic model up the quality
scale. With more than 800 million regular internet users
in 2018 according to the China Internet Information
Center, it already has an internet base nearly three
times the size of the US, allowing domestic companies
to incubate at size before launching into the wider
world. This domestic market size advantage goes some
way to explaining why China has an equivalent of
Facebook (Tencent’s WeChat) and Amazon (Alibaba),
yet Europe, with its linguistic and cultural disparity, does
not. Companies like Alibaba and Tencent have low
levels of net debt and can provide investors with
exposure to a sector with near-inelastic demand. The
tech sector in China, however, is prone to policy
changes, so while policy has allowed these companies
to grow rapidly in the past, it could also be a headwind
in the future.
Rapid development has come at a price, as attested by
the pollution and environmental degradation within
China, but even here China is moving at speed. It is
already the world’s largest producer of electric vehicles,
with sales exceeding one million vehicles in 2018, and a
new initiative (new energy vehicle credits) launched this
year will mean that car manufacturers will be penalised
unless they meet low emission quotas or buy credits off
manufacturers that do. It is a literally a carrot and stick
approach to changing behaviour.

Command Economy
This capacity to rapidly manipulate the economy is one
of China’s great strengths. There is a strong political
desire for stability – born of the preservation instinct of
the ruling Communist party – so if the authorities
proclaim 6% growth, then that is what they will aim to
achieve. Yes, the data may be suspect, but naysayers
have been decrying China for years, yet the country
continues tangibly to deliver.

Exhibit 2: Nominal GDP, Money and Financing (% change year-on-year)
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It is worth remembering that China has deliberately
been trying to deleverage the economy in the past two
years. Coupled with western countries removing some
of their policy accommodation, some decline in GDP is
to be expected and this is showing through in the data
as seen in Exhibit 2. The Chinese authorities have only
latterly begun to relax some of the tighter policy so with
the usual time lag between these initiatives and it
translating into growth, conditions in China and the rest
of the world are likely to worsen in coming months
before they begin to improve. This is reflected in
weakness in economies that have a high beta with
Chinese growth, including Australia, Germany, and
emerging market commodity suppliers.

investment grade rated) but Chinese property
developers, which represent 1.8% of the index, are
mostly high yield. With around 25 issuers in this space,
large- and mid-scale developers in Tier 1 and 2 cities
(these are the larger cities) appear more attractive,
particularly the builders in the Greater Bay Area (GBA), a
megalopolis that links Macau and Hong Kong with
southern coastal cities that has been targeted as a
growth area for finance, trade, shipping, and tech/
innovation. We believe value remains in this space, with
the bonds offering strong yields. For investors concerned
about the geopolitics of trade wars, Chinese property is a
domestic growth story that is nearly immune from the
machinations of the trade negotiations.

Chinese banks play a unique role in implementing
growth targets. The central bank has been cutting the
reserve requirement ratio (RRR), and the market
expects several more cuts this year. The effect of the
RRR cuts is to allow the banks to have more capacity to
lend, essentially putting more money into the system.
Banks like Bank of China, China Construction Bank,
ICBC, and Bank of Communications are considered
‘pillar banks’ by the government. Although these banks
have partial listings, they are effectively controlled by
the government. As such, these banks have strong
balance sheets, high coverage ratios, and a managed
bad debt balance.

Supply Chains

A lot of attention has focused on the Chinese government
seeking to slow the property market but this has been
directed at speculative buyers. The government is still
keen for urbanisation to progress, i.e. first-time buyers
moving from the land into towns and cities. This is not for
altruistic purposes, but to encourage more work and
economic development: city workers who buy houses
help support infrastructure and consumer spending. The
authorities are cutting rates to promote this and have
delegated some authority to provinces to ease curbs on
house purchasing.
We view the bonds of property developers as an area of
value. Some 8.1% of the JPMorgan Corporate Emerging
Markets Bond Index (CEMBI)3 is China (which is

More globally, China remains pivotal for many other
emerging economies. While China is a large country, its
appetite for resources means its reserves to production
ratios for key commodities are quite low. Instead, it
relies on imports for many commodities, existing in a
symbiotic relationship with the wider global economy.
This creates opportunities for many commodity
producers, such as Brazilian soybean and meat
farmers, iron ore producers from around the world, and
oil/petroleum product exporters. Meanwhile, surplus
Chinese savings, together with a desire to secure global
supply chains with other countries, has made China a
major international creditor. For example, within the
continent of Africa, seventeen countries now owe
between 5% and 25% of their GDP to Chinese banks
(IMF staff estimates, 2017). This is likely to deepen as
China pursues its Belt and Road Initiative, which seeks
to enhance connectivity.
In our view, the global slowdown is symptomatic of the
two leading economies – the US and China – having
tightened policy in the last two years. The pendulum
may now have swung as far as it can in the tightening
direction, with policy pausing or moving back towards
easing mode. Ultimately, China will do whatever it takes
to meet its growth targets and that should be supportive
for the global economy.

"China: The Swing Factor in Global Growth" Footnotes:
Janus Henderson using World Bank national accounts data, GDP current prices USD for 2017.
IMF, People’s Republic of China, Article IV consultation, 26 July 2018.
3
JPMorgan Corporate Emerging Markets Bond Index (CEMBI) Broad Diversified is a market capitalisation weighted index consisting of U.S. dollar
denominated emerging market corporate bonds.
1
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Takeaways
 The financial press has

not been short of alarming
headlines on leveraged
loans in recent months.
Reports have focused on the
prevalence of cov-lite loans,
excess leverage and loose
documentation.

 Cov-lite is not in itself a

problem — covenants do
not turn a bad company
into a good company (credit
selection is key); EBITDA
adjustments have always
been a feature of the loan
market (we construct our
own models to look at the
real leverage) and detailed
examination of each loan
documentation can help
circumvent trouble spots.

 Good risk-adjusted return

opportunities can be found in
the European loan market. We
believe the changing mix of
the European loans universe,
the long-term nature of the
investor base and bespoke
investment analysis mitigate
the negative headlines.

The press commentary on leveraged loan markets in Europe and the
US over the past few months has been notable. Given repeated
warnings of complacency and risks that loans will cause the next
financial crisis, one could be forgiven for thinking that the market was
out of control.
However, we do not believe that this is the case. Reasonable riskadjusted returns can still be found in the loan market for 'credit
selective' investors, and the structure of the European loan market
itself suggests that the historical lower realised volatility of the market,
relative to other comparable asset classes, should continue.
European leveraged loans are an 'institutional only' market and as such
approximately 75% of the market participants enjoy either locked-up
capital — the average legal maturity date for collateralised loan obligations
(CLOs) is over ten years compared with an average loan maturity of
seven years — or non-mark-to-market investments (banks do not need to
mark-to-market performing loans). This provides lower levels of volatility in
the market than those with daily traded funds as investors do not
necessarily need to react to short-term corporate news flow (eg, 5-year
average volatility in the European loans market is 2.0% and in the US
2.75%, while that of the European high yield market is 4.25%1).
Recent reports have focused on the prevalence of covenant-lite
(cov-lite) loans — loans with agreements that do not contain the
typical protective terms for the benefit of the lending party — as well
as excessive leverage and loose loan documentation in the European
loan market. We discuss each in turn below.

Cov-lite Loans
Cov-lite is not in itself a problem for loan investing, in our view. In
2006-07 all deals that came to the market had covenants — but that
did not prevent significant price falls and defaults. Covenants do not
turn a bad company into a good company; there have been many
examples of borrowers with financial covenants, which have ultimately
recovered very little for investors.
However, it does mean that credit selection is more important given
that there is no support for investors if the company’s performance
falls short of expectations set at the time of the deal.
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For credits that default through the next cycle, we
expect recovery to be lower than historical averages for
the asset class given the absence of covenants. In
practice, this means defaults will likely occur later in the
company’s ‘period of weaker performance’, as there are
less triggers for the event in the deal structure.
Standard & Poor’s (S&P) rating agency has suggested
recovery prospects for European first lien loans2 are
58%, versus an historical average of 73% — ie, the
actual recovery from defaulted loans was on average 73
pence for every pound invested by the lenders.
Additionally, loan recovery prospects remain
significantly above those for high yield bonds, at 58%
for Europe and 64% in the US, reflecting the seniority of
loans in the capital structure and their secured status.

Excessive Leverage
Reports have focused on the prevalence of EBITDA3
adjustments to suggest real leverage in the market is
significantly higher than reported leverage and hence
the market is an accident waiting to happen.
EBITDA adjustments have always been a feature of the
loan market. For example, if a company buys another
company part way through the year, adding last year’s
EBITDA of the acquired business to its own plus some
diligent cost savings, to create a pro forma EBITDA
figure, would seem reasonable. Our investment process

has always involved the construction of our own base
and stress case models to ensure we are looking at the
real leverage and cash generation of the underlying
business, rather than a heavily ‘pro forma’d’ (ie,
expected or potential) number.
We assess both last twelve months (LTM) EBITDA and
presented adjustments; cutting any that we feel are not
justified or will take too long to be realised, after liaising
with management to fully understand the impact of any
cost reduction programmes. Clearly, if we believe
leverage is too high based on our own assessment of
EBITDA, then we would not invest.
We also note that the mix of leveraged loans being
underwritten is changing, with borrowers increasingly
positioned in capex-lite sectors; meaning free-cash-flow
conversion from earnings is typically higher and as such
higher burdens of debt are affordable. For example,
capex-lite business models such as technology
businesses have grown from 1.1% to 11.3% of the
European loan market, and services from 8.3% to 11.6%,
over the past decade.
In addition, equity contributions for deals remain
elevated at close to 50%, suggesting a continued
substantial cushion4 is available for first lien lenders, as
shown in the chart, offering downside protection.

Average Equity Contributions for Leveraged Buyouts (LBOs)
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Source: Citigroup Global Markets Limited, as of 31 December 2018.
Note: Data on a 3-month rolling basis.
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Loose Loan Documentation

Conclusion

Our investment process also considers the loan
documentation, which is bespoke to each deal. We
have frequently not participated in deals where the
documentation is too weak to provide adequate
protection over the company’s cash flows and assets
— in the last year we have requested material
documentation changes on 24 deals and only
participated in half of those that did amend their loan
documentations. The overall participation rate for
deals meeting our investment criteria over the past
year has been 39%.

It is easy to write headlines, but as ever, the devil is in
the detail. The loan market has seen strong demand,
with investors being drawn to the attractive yields, low
duration (sensitivity to changes in interest rates) and
downside protection offered by their senior secured
position in the capital structure.
We continue to believe good risk-adjusted returns can
be found in the European loan market. The changing
mix of the European loans universe, the long-term
nature of the investor base and bespoke investment
analysis, mitigate the negative headlines we see.

"Leveraged Loans: A Look Behind the Headlines" Footnotes:
1

Credit Suisse and Bank of America Merrill Lynch European Currency Non-Financial High Yield 2%, Constrained Index (HPIC)

First lien loan: a loan where the lender is the first to be paid when the borrower defaults, where property or assets were used as collateral for the debt.
EBITDA: earnings before interest, taxes, depreciation and amortisation; in simple terms, a measure of a company’s profitability
4
Cushion behind senior debt: the average amount of equity contributed by private equity owners in a deal, which acts as a cushion behind debt in the capital
structure and which gives investors some comfort as to how much value in the business could be lost before the loan debt is impaired
2

3
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