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THEMES IN FOCUS

SETTING THE STAGE FOR 2019
Jim Cielinski, CFA,
Global Head of Fixed Income

Key Takeaways


We are past “peak
liquidity” in markets, and
the unwind of low interest
rates and quantitative
easing measures will have
unpredictable results.



Today’s political issues
could have far-reaching
ramifications, and outcomes
are likely to be bimodal,
which could be challenging
for markets.



The best days in the
credit cycle are behind
us and more stress lies
ahead. However, late-cycle
corrections are creating
value in select areas.



The modest inversion
in the yield curve the
market’s expectation of a
future slowdown in growth,
but does not necessarily
mean that recession is
around the corner.

Jim Cielinski, Global Head of Fixed Income, provides his perspective on some
of the key macroeconomic factors that are driving fixed income markets.

What do you expect to be the defining
characteristic of 2019?
The liquidity cycle has turned. In addition, 2018 was as good as it gets for
the global economy. The interplay of a decelerating macro backdrop and a
weakening liquidity cycle is the biggest issue facing markets in 2019. We
have been spoiled by steady growth, quantitative easing (QE) and low
interest rates, which have propelled almost every asset class upward. The
unwind will be unpredictable. This is a liquidity-driven market as much as a
standard economic-driven marketplace – and that is a big difference.

Has the risk of a policy error by central
bankers receded?
I think the risk of the U.S. Federal Reserve (Fed) overshooting is falling, but
it is still out there. The Fed does not know “how far is too far,” but their
recent comments about tighter financial conditions and the global nature of
the slowdown paint a picture of gradualism. They have already removed the
emergency accommodation provided in the post-crisis period, arguing that
a go-slow approach is warranted. Receding inflationary pressures are also
removing the need for the European Central Bank to raise rates. I don’t think
policymakers have overdone it yet, but emerging political issues, should they
play out negatively, could mean that policymakers have already erred.

Will politics play a role of outsized importance
in 2019?
Politics is probably more important today than at any time I can think of in
my career. We have trade tension, Brexit, Italy and a number of things on
the political front in the U.S. Unlike most political events that are ripples in a
pond, we are talking about political factors that could have far-reaching
ramifications. To my mind, that makes it hard to say there is a central case.
Many of these factors are either going to end up as good or bad – an
“in-between” central case is not the likely outcome. Markets are not very
good at understanding this type of “bimodal” world.
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Where are we in the credit cycle?

Is volatility creating more value?

Both credit spreads and defaults likely bottomed in 2018.
Does it mean a 2008-type of event awaits us? No, but it
does mean more stress and market volatility, and
challenging returns in many parts of the market. With that
said, we have moved to levels that reflect a lot of this new
reality, so it does not mean a pure avoidance strategy is the
best path forward, but I think the best days in the cycle are
clearly behind us.

Volatility is both the friend and the enemy of active
managers. It creates value and it creates risk. I do not think
of volatility as inherently good or bad. It should be
advantageous if you have an active management skillset that
allows you to look around the globe and pick those areas
where volatility has overly depressed valuations, or identify
where assets are overvalued. Volatility is here to stay – it is a
key component of the end of the liquidity cycle. I am excited
by it, but you always have to recognize it as both a risk and
an opportunity, particularly when markets are illiquid. A lower
price does not automatically imply that an asset is cheap.

I look at many markets, and European credit is one where
the market correction is fairly far advanced. Underperformance
has been marked against the U.S. in 2018, yet Europe is
earlier in the credit cycle. Provided that growth can remain at
least moderate and Italy does not cause a crisis to erupt, I
see opportunity in doing cross-market trades, perhaps
favoring Europe over the U.S. in 2019. Economic cycle
differences and political risks create lots of different drivers
globally, so credit cycles do not all progress in unison.
Emerging market debt also looks interesting.

Is the flattening/inversion of the U.S.
yield curve a concern?
If you do not find an inverted curve to be somewhat
concerning, you are making a statement that you are
smarter than the market. It pays to be more humble. An
inverted curve does not, of itself, cause a recession, despite
dominating recent news headlines. But it does reflect a
market expectation that growth and inflation will slow down
in the future. The bond market overall is a good predictor
and I think that a slowdown is likely to unfold. We should not,
however, get too carried away and say a recession is just
around the corner just because of a very modest inversion in
parts of the U.S. Treasury market.
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U.S. FIXED INCOME

CRACKS IN THE CREDIT CYCLE
Darrell Watters,
Head of U.S. Fundamental Fixed Income |
Portfolio Manager

Key Takeaways


High debt loads, tighter
financial conditions and a
turn in the liquidity cycle
suggest we are past peak
opportunity in the current
credit cycle, and we are
advancing, albeit slowly,
toward the cycle’s end.



Both the U.S. economic
and corporate fundamental
outlooks are slowing, but
remain stable, which should
create opportunities, despite
the best days of the cycle
being behind us.



We anticipate the cracks
to broaden in 2019 and
investors should demand
greater compensation for
holding corporate credit as
the risk of downgrades and
defaults rises.

Mike Keough,
Portfolio Manager

The credit cycle has turned. Defaults have likely bottomed, and corporate
credit spreads over Treasuries reached their tightest levels of this cycle in
2018. We are past peak opportunity, in our view, and advancing, albeit
slowly, toward the cycle’s end. We may be in uncharted territory in terms of
the length of this cycle, but the typical cracks are showing: high debt loads,
tighter financial conditions and diminishing liquidity. Each cycle varies not
only in duration, but also in respect to its drivers, and we believe the
Federal Reserve’s (Fed) shift toward tighter monetary policy is the key
catalyst this time around. While we can’t say how much longer the cycle
can extend, we are certainly progressing toward its end.

Levering Up
According to the National Bureau of Economic Research, the last 11
business cycles have averaged just under six years. We are over nine years
into the current cycle. The Fed’s unconventional monetary policy in the
wake of the Global Financial Crisis has played a pivotal role in the
extension. An unintended side effect of Quantitative Easing (QE) was a
significant dampening of market volatility as the Fed injected liquidity
through its asset purchases. QE also reduced term premiums –
compensation investors receive for the additional risk associated with
owning longer-dated bonds – and incited a willingness by investors to reach
for yield where they may not have in the past. This environment, coupled
with ultra-low interest rates, allowed corporate management teams to issue
debt at will in their attempts to drive shareholder returns through mergers
and acquisitions, share buybacks and bigger dividends.
The result has been a dramatic rise in corporate debt. Corporate debt-toGDP has surpassed its previous peak, reaching 46% in 3Q18. Growth has
been most pronounced in the U.S. investment-grade corporate credit
market, which represents $6.4 trillion as of year-end. Outstanding BBB
debt comprises roughly half of that, compared with just 33% 10 years ago.1
Excesses in high yield have been less evident, and issuance in that market
has generally declined in recent years. However, we’ve witnessed a shift in
risk to the leveraged loan market, which has experienced significant growth
and weakening credit quality as some highly indebted and lower-quality
issuers have chosen to finance deals there.

Source: ICE Bank of America Merrill Lynch (BofAML) U.S. Corporate Index
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Growth in U.S. Bond Markets
Investment-grade bond market growth has outpaced other markets.
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Idiosyncratic Risks on the Rise
Outsized leverage requires greater discipline by a company to
maintain robust cash flows in order to service that debt. Once
deteriorating fundamentals impact an issuer’s ability to
execute on its commitments to bondholders, the credit rating
agencies start taking action, as we saw in 4Q18. Even though
leverage growth is often the result of equity-enhancing
measures, we’ve also seen increasing instances of market
value destruction. This rings alarm bells, in our view,
indicating that investors are wary of supporting management
teams that have stretched balance sheets in the face of
weakening business fundamentals.
General Electric has confronted both challenges. The
multinational conglomerate was downgraded to Baa1 from
A2 by Moody’s, and to BBB from A by S&P in October. GE
has been focused on creating shareholder value, returning
roughly $80 billion of capital since 2015 in the form of stock

buybacks and dividends. Yet, the stock has steadily declined,
falling over 75% between December 2016 and December
2018. Despite GE’s efforts to wind down the balance sheet at
subsidiary GE Capital, the largest area of concern, the
company’s capital adequacy has come into question while
fundamentals have deteriorated across business lines.
Through the stock price decline and wider credit spreads,
investors are expressing concern over how GE will go about
strengthening its balance sheet, which the new CEO has
stated is the company’s highest priority. The market will be
monitoring GE’s ability to delever and to execute assets sales
to protect its credit ratings going forward.
As we extend through the cycle, we expect these types of
idiosyncratic risks to increase. It is also typical for ratings
agencies’ tolerance to decline for issuers that fail to meet
their leverage targets, which will likely result in additional
downgrades.
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Corporate Debt as Percent of GDP
Nonfinancial corporate debt to GDP has surpassed its prior peak, reaching 46% in September 2018.
U.S. Recession
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Tightening Financial Conditions
It is important to note that higher corporate debt loads have
been supported by robust earnings and strong cash flows.
Overall corporate fundamentals were strong in 2018, with
S&P 500® Index estimated earnings growth of 20.5% for the
year, according to FactSet. Growth trends may moderate,
now that Fed policy is less accommodative and the peak
impact of U.S. fiscal stimulus is behind us, but the outlook for
fundamentals remains healthy. As opposed to deteriorating
fundamentals driving us toward this cycle’s end, we are
closely monitoring tightening financial conditions, which we
expect to ultimately cause a contraction and subsequently
challenge corporate fundamentals.
The Fed has raised interest rates nine times in its current
hiking cycle. Inflationary pressures will play a pivotal role in
assessing the likelihood of the Fed hiking in excess of what
is warranted and potentially accelerating a slowdown,
versus it pausing in 2019. In our view, forces that hold back
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inflation will remain in play, allowing the Fed to moderate its
pace and the number of future hikes. However, the direction
of the U.S. dollar will also be key. We are concerned that if
growth does slow, deficits continue to rise and U.S.
government debt-to-GDP surpasses 100%, the dollar could
face significant declines in 2019. This could threaten the
benign inflation outlook, the Fed’s gradual normalization and
any further extension of the credit cycle.
In addition to rate hikes, the Fed has been reducing the size
of its balance sheet for over a year. Other central banks are
also removing accommodation. The European Central Bank
stopped its asset purchase program in December 2018, and
both the Bank of Canada and the Bank of England raised
interest rates last year. These shifts have been gradual, but
they are removing liquidity from the system. Markets are
reacting to the incremental changes, as reflected by
increasing risk premiums and dramatic spread widening
across the quality spectrum of corporate bonds in 4Q18.

Heightened Liquidity Risk

What to Watch

Over the past few years, ultra-accommodative monetary
policy around the globe had pushed investors in search of
income toward higher-yielding U.S. assets. According to Fed
data, foreign investors owned 28% of U.S. corporate bonds
in 2Q18, a larger share than either insurance companies or
asset managers. As higher U.S. rates drive up hedging costs
and reduce the return potential of U.S. assets, demand from
these investors has shrunk. Further, real yields have risen,
and investors no longer have to reach as far for yield that
outpaces inflation. Consequently, risk premiums are returning
as investors demand greater compensation to hold lowerquality assets.

While this credit cycle has certainly turned, we want to stress
that we do not expect an imminent acceleration toward the
cycle’s end. A deceleration in growth around the globe has
given us reason to pause and must be monitored, but U.S.
economic growth remains constructive even as it slows.
Given the economic backdrop and decent corporate
fundamentals, we believe that a positive return environment is
feasible for corporate credit in 2019, and that attractive
investment opportunities can still arise.

Liquidity conditions and access to capital can change quickly
in this environment. As risk aversion rises, the ability for
investors to exit challenged positions will become increasingly
more difficult. Wider spreads will create unfavorable issuing
conditions and restrict access to capital. In December 2018,
for example, high-yield issuance was nil, and investmentgrade issuance was a staggeringly low $8 billion, according
to a JPMorgan report.

Keeping a finger on the pulse of inflation, Fed rhetoric and
resulting financial conditions will be critical in this late stage.
Corporate earnings estimates and revisions will also be
telltale signs of how near we are to the end. As idiosyncratic
name risk intensifies, investors will need to be particularly
mindful of issuers with stretched balance sheets and
challenged fundamentals, and they should demand greater
compensation for holding corporate credit as the risk of
downgrades and defaults rises. The importance of risk
mitigation will also grow, as access to capital becomes more
restrictive and liquidity declines.
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SECURITIZED PRODUCTS

RISKS AND OPPORTUNITIES IN
AGENCY MBS
John Kerschner, CFA,
Head of U.S. Securitized Products | Portfolio Manager

Key Takeaways






Agency MBS carry the
same credit rating as the
U.S. government and
have offered spread over
Treasuries with little to no
credit risk, which may be
compelling as the end of the
credit cycle approaches.
Active managers that aim
to understand borrower
behavior may be better
suited to navigate the Fed’s
balance sheet normalization
and any potential downturn
in the housing market.
Both the Single Security
Initiative and a new director
at the Federal Housing
Finance Agency could result
in significant changes in the
agency MBS market, but
we anticipate the impact to
be relatively benign.

Agency mortgage-backed securities (MBS) comprise roughly $7 trillion1 of
the U.S. fixed income market and represent nearly 30% of the Bloomberg
Barclays U.S. Aggregate Bond Index. Given the asset class’ size, and its
weighting in many core fixed income portfolios, we think investors need to
be mindful of the factors set to influence agency MBS in 2019. In the Q&A
that follows, Head of U.S. Securitized Products John Kerschner discusses
the market’s dynamics and the risks and opportunities on the horizon.

The mortgage market stirs up negative
connotation for many; why should investors
consider agency MBS?
There is often a perceived riskiness to the asset class that investors
associate with the Global Financial Crisis; however, agency MBS carry the
same credit rating as the U.S. government. The widening in agency
mortgage spreads (the difference in yield between a security and its
underlying risk-free benchmark) during the crisis was largely due to
uncertainty as to whether the government would let Fannie Mae and
Freddie Mac fail. They were ultimately placed under conservatorship of the
Treasury, confirming the previously implicit government guarantee. Thanks
to the government’s backing, the asset class has offered spread over U.S.
Treasuries with little to no credit risk.
Further, at approximately $7 trillion, the market is vast. Agency MBS is the
most liquid and efficiently traded fixed income market after U.S. Treasuries,
trading over $200 billion per day. Even during the crisis, the mortgage
market remained accessible.2

Source: Securities Industry and Financial Markets Association (SIFMA), Janus Henderson
Research, as of 12/31/17

1

2
Source: Securities Industry and Financial Markets Association (SIFMA), Janus Henderson
Research, as of 12/31/17
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MBS Refinanceable Index
Now that rates are rising off historic lows, U.S. borrowers have little to no incentive to refinance their mortgages,
reducing MBS prepayment risk.
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Source: Bloomberg, as of 11/23/18.
Note: Morgan Stanley Truly Refinanceable Index. Morgan Stanley Truly Refinanceable Index is a proprietary measure of the percentage of the mortgage
universe that has the incentive and equity available to refinance.

Investors are growing increasingly
concerned with the drawn-out credit
cycle. How should investors expect
agency MBS to fare versus corporate
credit in these later stages?
Agency MBS may actually offer a compelling opportunity
for investors seeking to garner income but mitigate
drawdown in the last stages of the cycle. Regardless of
market activity, borrowers generally make their monthly
mortgage payment. Timely payment of the principal and
interest on agency MBS is also effectively government
guaranteed. This has traditionally resulted in a less volatile
return stream relative to corporate credit, particularly in
periods of market stress.
In contrast to corporate credit spreads, which we expect to
widen from here as investors demand greater compensation
for holding riskier securities, risks in agency MBS appear
relatively benign and valuations relatively attractive. The
primary risk in the asset class stems from the uncertainty
associated with mortgage holders’ ability to prepay their
principal at any time. Due to a multi-year period of
historically low interest rates, the majority of mortgage
holders have little to no incentive to refinance now that rates
are rising. Further, the the Federal Reserve’s (Fed)

methodical and well-telegraphed approach to hiking
typically dampens interest rate volatility. Refinancing risk is
highest when rates are falling and in volatile rate
environments when fluctuating rates provide borrowers with
a greater number of opportunities to prepay. Therefore,
agency MBS tend to underperform in periods of higher
interest rate volatility. Given the Fed is likely to continue its
transparency on future interest rate moves, we expect
minimal volatility in coming months and a favorable
environment for agency MBS.

The Fed amassed more than $1.7 trillion
in MBS securities from 2009 to 2017.
What do investors need to know now
that it’s trimming its balance sheet?
The Fed is shedding around $10 billion to $20 billion in
MBS per month, and that roll-off is generally priced in to
valuations. In our view, the reduction in asset purchases will
be most impactful for passive investors. Agency MBS
comprise 100% of the Bloomberg Barclays U.S. MBS Index
and are the second-largest constituent in the Bloomberg
Barclays U.S. Aggregate Bond Index. The Fed purchased
agency MBS without discrimination, often buying the
securities with the worst prepayment risks, and therefore
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creating a tailwind for passive investors who had exposure
to better-quality assets. Now those poorer quality loans are
available in the float, accessible to investors and indexing
products. Passive investors will likely be exposed to greater
convexity risk as a result, extending duration as yields rise
and decreasing interest rate risk as yields fall. Essentially,
there will be fewer prepayments to reinvest at higher yields
and a greater number of prepayments to reinvest at lower
yields. Active managers, that seek to understand borrower
behavior and mitigate prepayment risk, may be better suited
to navigate the influx of lower quality assets.

What is the Single Security Initiative?
The Single Security Initiative, set to go live in June, will
combine the to-be-announced (TBA) markets (or forwardsettling MBS trades) of Fannie and Freddie to create one
Uniform Mortgage-Backed Security (UMBS). Both
enterprises have been under conservatorship of the
Treasury since September 2008, bringing into question the
need for two issuing enterprises. Additionally, Freddie
securities continue to be less liquid than Fannies despite
multiple attempts to increase investor appetite, including a
shorter payment delay – cash flows passed to investors on
these securities are delayed to allow time to process
mortgage payments. UMBS will maintain a 55-day delay,
and investors trading in Freddies will be compensated for
the increase. A 55-day delay means principal and interest
payments for April, for example, would be paid on May 25,
which is 55 days from the start of April.
Overall, the UMBS will result in a smaller opportunity set,
but we expect this to have minimal impact given the limited
relative value to be gained between Fannies and Freddies in
recent years. With approximately 75% of the market moving
to the UMBS, we do anticipate enhanced liquidity, in an
already very efficient market.

What does Mark Calabria, as the new
director of the Federal Housing Finance
Agency (FHFA), mean for the U.S.
housing and mortgage markets?
Mr. Calabria has historically been a proponent of less
involvement by government-sponsored enterprises (GSE) in
mortgage financing, so he’s likely to push for reforms at
Fannie and Freddie. However, the TBA market is working,
and Congress is unlikely to agree to measures that would
jeopardize the efficiency of the system. Further, given that the
government has already intervened once, we believe that any
reform would still include the implicit government guarantee.
We anticipate reforms that will cause a gradual reduction in
the number of mortgages qualifying for GSE approval, such
as a cap on the size of conforming loans. Conforming loan
limits have historically been lifted with home price
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appreciation but held steady when home prices fall. For
2019, the FHFA limit for most of the U.S. is $484,350; it’s
$726,525 for more costly locales.
We also expect policy that mitigates the amount of capital
for which the government is responsible, such as
enhancements to the credit risk transfer (CRT) program.
CRTs transition a significant portion of credit risk from the
GSEs to private investors. They have grown to represent
roughly one-third of agency MBS, and we expect that
number to continue increasing.

New and existing home sales generally
declined in the latter half of 2018 and
home price appreciation has slowed.
What impact will a housing market
slowdown have on agency MBS?
Housing prices are neither good nor bad for MBS. However,
market dynamics do impact the relative attractiveness of
certain securities. MBS with a high loan-to-value (LTV) ratio
may be compelling in an environment where home prices
are appreciating and rates are rising. The ability to take cash
out often generates the incentive to refinance and those
prepayments could then be reinvested at higher yields.
Those opportunities will be less robust and higher LTV
securities less attractive as home price appreciation slows.
In our view, it is critical for MBS investors to understand the
impact of market dynamics on borrower behavior and how
different loans will perform as a result.

GLOBAL BONDS

NAVIGATING VOLATILE
BOND MARKETS
Nick Maroutsos,
Co-Head of Global Bonds | Portfolio Manager

Until last summer, bond investors expected 2019 to be a continuation of
gradual rate tightening by the Federal Reserve (Fed) and a shift upward
along the front end of the U.S. Treasury yield curve. Fiscal stimulus and
strong economic data stood to push the yield on 10-year Treasuries above
3.0% for the first time since 2014. This scenario was reinforced by wages
registering annual gains greater than 3.0% and Fed Chair Jerome Powell’s
comment that interest rates were “a long way from neutral,” meaning
markets could expect additional hikes. Spurred by these developments,
rates rose across the curve during the autumn. It was not to last.
The late-year reversal in Treasuries and widening of credit spreads indicate
that the market’s expectations for 2019 have changed considerably. While
many factors have contributed to falling yields and a flattening curve, we
consider the focal point to be the Fed’s expected interest rate path.

Key Takeaways


While data suggest that
the U.S. economy remains
solid, we believe that the
Fed’s dovish bias should
cause them to risk growth
to run hot rather than
prematurely squelch the
expansion.



The absence of accelerating
inflation should give the Fed
sufficient room to pause
as it reassesses growth
prospects and brewing risks
to the global economy.



The potential for fewer rate
hikes along with growing
macro and geopolitical
concerns are likely to
increase the attractiveness
of shorter-dated U.S.
Treasuries, especially
as market volatility has
increased.

Plan A – Out the Window?
Investors expected higher interest rates for several reasons. Foremost,
the Fed told us. The rationale behind forward guidance was to telegraph
the future path of rates so as not to surprise markets. Many believed the
Fed sought to increase its “dry powder” to better prepare itself for an
economic downturn. Economic data also favored continued tightening.
U.S. GDP growth for 2018 is forecast to reach 3.0%, driven by solid
consumption and business investment. The uptick in wages reminded the
Fed to be vigilant about inflation. Lastly, the extended business cycle led
to rich valuations in risk assets such as stocks and corporate credits and
deteriorating credit standards, developments the Fed could interpret as
signs of an overheating economy.

What Changed
With the labor market at what many view as full employment, the need to
keep rates low has dissipated. However, given the lack of inflation, there is
scant reason to push forward on aggressive tightening. In fact, we believe
that disinflationary forces have recently gathered steam. After reaching the
Fed’s targeted level, core inflation has slid back below 2.0%, and
annualized monthly data indicate this downward trend is accelerating.
Should crude oil’s 30% late-year drop prove sticky, lower prices could leech
into core inflation, likely sending the Fed’s favored price gauge even lower.

11

Three-Month Change in Core PCE Price Index, Annualized
While the dip in year-over-year core inflation to 1.8% has raised eyebrows, what’s more alarming is the even
starker late-year disinflationary trend.
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While lower oil prices benefit many industries, drilling’s
increasing role in the U.S. economy could add a headwind
to future growth prospects. But overshadowing the risk
posed by oil are the trade disputes that have increased
caution among companies as the future playing field of
global commerce remains uncertain. This ambiguity has
acutely weighed on China and the countries that are heavily
intertwined in its supply chain.
Many of the autumn’s developments – from higher longerdated Treasuries to a wobbly stock market – act as a form
of fiscal tightening and, thus, may diminish the need for the
Fed to maintain their recent pace. Furthermore, the Fed’s
bias remains dovish, meaning that if they were to risk policy
error, it would be to allow the economy to run hot for a finite
period. It is our view that the risk posed by slowing rate
hikes has diminished as the economy is arguably positioned
for a sustained period of noninflationary growth.
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Where to Go
For much of the past two years, we considered holding U.S.
duration a risky proposition given the Fed’s removal of
accommodative monetary policy vis-à-vis its developed
market peers. In light of the widening range of outcomes for
the global economy and the absence of inflation, we believe
the 2019 prospects for Treasuries may not be as grim as
originally expected. Should a slowdown in global growth
occur or one of many potential sources of geopolitical risk
ignite, Treasuries’ allure may further rise as investors seek
traditional safe havens.
If investors choose to increase their Treasuries allocation,
they still must be selective as to which tenors to target. The
yield curve flattened significantly in 2018, with the spread
between 10-year and 2-year notes sliding from 78 basis
points (bps) in February to less than 12 bps by early
December. Such a term structure provides investors little
incremental return for the additional interest rate risk they
take on when holding longer-dated securities. For this
reason, we expect any push into Treasuries to be
concentrated along the front end of the curve.

The Return of an Asset Class

Risks Remain

As recently as 2017, the appeal of holding shorter-dated
Treasuries may have been limited given their low yields.
That is no longer the case. The Fed’s nine rate increases
pushed the yield on the 2-year note toward 3.0% before the
late 2018 reversal in yields, up from 0.55% in 2016. Higher
yields have buttressed the argument for shorter-dated
bonds being their own asset class rather than a proxy for
cash they were viewed as for much of the post-crisis era.
Should the pace of rate hikes be curtailed, we consider it
more likely that the yield curve experiences some
steepening in 2019 as investors seek the stability – and
yield – of shorter-dated Treasuries.

Futures markets expect only one rate hike in 2019 and none
in 2020, well below the Fed’s median forecast. Should the
market be proven correct, investors would likely have to deal
with a weaker-than-expected economy. Low-growth
conditions would not be favorable for overburdened
corporate balance sheets and the ensuing spread widening
would add yet another reason for investors to seek the
relatively safe harbor of Treasuries.

The Alternatives
Conversely, a move into Treasuries would come at the
expense of foreign bonds. We are, however, not there yet.
Many regions lag the U.S. in tightening, and a slowdown in
global growth will likely keep their policy accommodative for
longer. Given their reliance on commodities and linkages to
China, Australia and New Zealand fit into this category.
These countries still offer attractive carry relative to the U.S.,
but increasing dovishness by the Fed may justify an
eventual equal-weighting to U.S. duration.

Should the Fed’s view be right, the market would likely
experience a snapback much like what was experienced in
October when yields rose across the curve. While not our
base-case scenario, we believe the higher rate path could
be driven by an upside surprise in inflation, either due to
robust wage growth or tariffs resulting in higher-priced
goods for U.S. consumers.

European sovereigns, with their low yields, are less
desirable. The situation is exacerbated by the acute risk the
region faces with Brexit, Italy’s budget standoff and a
leadership transition in Germany. While we don’t expect the
European Central Bank to institute another round of
quantitative easing, we believe it will hold off on tightening
until the outlook becomes clearer.

13

STRATEGIC FIXED INCOME

INFLATION – IS THAT IT?
John Pattullo,
Co-Head of Strategic Fixed Income | Portfolio Manager

Key Takeaways


The hype on inflation
continues to impact the
markets, yet the Strategic
Fixed Income Team believes
a structural breakout is
unlikely in the near future; if
anything, they see a greater
likelihood of inflation falling.



If there were to be a structural
breakout in inflation, they
believe 2018 had the perfect
ingredients for it.



Still, policymakers are
hampered in the task of
bringing inflation back to
target levels by their strict
adherence to old, traditional
economics.

John Pattullo, Co-Head of Strategic Fixed Income, discusses the
range of factors he believes indicate that current inflation is more
cyclical than structural.

Rising inflation has been a constant drumbeat
in the markets. Should it be at the forefront of
investors’ thinking moving into 2019?
2018 was really a reflationary1 year, driven by the Chinese expansion that
began a couple of years ago, President Trump’s tax cuts, strong equity
markets and strong economic activity (mainly in the U.S.) while money
supply2 was growing. But the breakout in inflation never materialized, even
though that was the big fear in the markets. In fact, my colleague and
Co-Head of Strategic Fixed Income Jenna Barnard, CFA, recorded a video
in February talking about the hysteria of inflation. Inflation expectations did
rise a little in the following months but peaked in May and have
subsequently fallen markedly. We think expectations will fall further going
forward, not least because of the recent oil price plunge.
The way we see the world is very much one of secular stagnation, as there is
not enough growth and demand in the world to purchase “output”3. We think
there is plenty of output capacity to fill the current demand, but this demand
is generally a lot lower than it has been in previous economic cycles. In
addition, we think that the world is turning quite Japanese4 – there is too
much debt in the world, technology is eroding pricing power and the effects
of Amazon and the “Amazonization” of the world are all quite disinflationary.

Reflation (in simple terms) refers to a return of inflation. Inflation is the rate at which the
prices of goods and services are rising in an economy. Consumer price index (CPI), personal
consumption expenditures (PCE) and producer price index (PPI) are a few common
measures. Core inflation is a measure that excludes the volatile food and energy sector
prices. These are included in headline inflation.

1

Money supply: the total amount of money within an economy.

2

Output: the amount of something produced by a person, machine, or industry.

3

Turning Japanese/Japanification: mimicking Japan’s experience where poor
demographics and the legacy of a debt crisis led to a long period of sluggish growth and low
inflation (and even deflation) in the country.
4
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Core Inflation Remains Stubbornly Low
G7 Core and Headline Inflation
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Source: Thomson Reuters Datastream, as of 10/28/18.

Why have central banks not been able
to generate inflation?
The major central banks have printed almost $12 trillion of
quantitative easing (QE), but we have not had any core
consumer price inflation. We have, of course, had asset
price inflation, and that has been quite inequitable for
many concerned.
I believe a lot of policymakers are confused about the
puzzle of inflation. They do not really understand why
inflation has not broken out. I think the problem is they are
using the wrong set of economic textbooks. They are using
very conventional economics, which looks at the Phillips
curve5 relationship and output gaps6 – assuming that there
is one person, working in one factory, making one tangible
product – and that is not really the world we live in any
longer. We live in a gig economy, a transparent world. Most
of us work in service industries, in a very global economy
without trade unions and not making tangible products. For
example, if you are a computer games manufacturer, you
could invent a game on your computer and sell 10 or 10
million. You could even sell 100 million, but you would not
be capacity constrained.
All these things would suggest that conventional economics
does not really give a good explanation for the puzzle of why
we do not have higher inflation.

Are there different types of inflation?
We believe that what we have seen is cyclical7 inflation.
There has been an uptick in activity and a small uptick in
inflation, which is no surprise to us. But we have not seen a
structural uptick in inflation or inflation expectations. Further,
inflation expectations have not changed. Markets do not
believe that central banks can achieve permanently higher
inflation. This is primarily because there is not enough
demand in the economy to push up prices. And that’s called
demand-pull inflation.
Generally, demand-pull inflation is where there is too much
demand for the amount of economic output, so invariably
prices would be pulled up. We do not currently see
evidence of this; if anything, there is too much capacity and
too much transparency for companies to be able to raise
prices. In such an environment, significant inflation would be
expected, but this is not reflective of the world as we
currently see it.
The other sort of inflation is cost-push inflation. And I think
some commentators get a little bit confused here. Costpush inflation is the inflation that goes up because the cost
of things rises. Typically it might be through wages, the oil
price, the depreciation of, say, sterling in the UK, or other
countries with falling currencies making it more costly to
import goods. Or indeed it might be tax like inflation, e.g.,
rising health care costs or tariffs. If health care costs

Phillips curve: the Phillips curve represents the long-term relationship between unemployment and inflation in an economy.

5

Output Gap: the difference between the “potential” national income (output) minus the “actual” national income in an economy.

6

Cyclical: referring to the economic cycle; the fluctuations of an economy between expansion (growth) and contraction (recession).

7
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increase, the consumer is essentially hit with an additional
tax and subsequently has less cash in their pocket, while
tariffs can also reduce the cash in the consumer’s pocket.
So in summary, yes there are different types of inflation, and
it is important to analyze the drivers.

So what is behind the inflation that we
already have?
There has clearly been some wage inflation. Especially in
America, higher levels of employment have contributed to
the resurgence of some wage pressures. In addition, the
minimum wage legislation in the UK and in some states in
America has made hiring workers more costly. However, the
key point is that this extra cost in wages is not getting
pushed onto “final cost” or “goods price” inflation.
The traditional model would suggest that if there is a
shortage of workers, companies will have to pay them more.
If they are paid more, this will be reflected in a rise in the
cost of the product being sold. But with the transparency of
the Internet, the Uberization or Amazonization of the world
as we sometimes refer to it, it is very hard to put the input
cost straight onto the output cost. This is due to the current
high levels of competition and the plentiful capacity globally
to make whatever is required.
So we believe at the moment the missing link is modest
wage inflation not getting pushed into output price inflation
or goods price inflation.
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Where do you see inflation heading in
the future?
There are a whole host of factors that would suggest
inflation, in our opinion, is much more cyclical. We do not
expect any structural breakout and even if this were likely,
2018 was the pivotal year for it to happen. If anything, we
are now more concerned about inflation falling away.
Headline inflation will certainly ebb with the weak oil price,
and core inflation will likely remain fairly muted in line with
the trend of recent years.
Since mid-2017, we have been consistent in our messaging
about the late cycle nature of the economy and the markets.
However, the long-term secular drivers that we have also
spoken about, such as demographics, debt trap,
Japanification and Amazonization, are still in place, and a
return to the norm will be much lower growth and lower
inflation going forward.
Against this backdrop, the current high levels of market
bearishness on government bonds, not helped by false
narratives on inflation and the future path of government
bond yields, is in our opinion overdone. While the situation
varies by country, geography and the actions of the
respective central banks, we believe government bonds
could present attractive opportunities going forward. If we
are right and it is late cycle, this is likely to be the next asset
class to logically perform well on a relative basis.

CORPORATE CREDIT

HIGH YIELD – NAVIGATING
A SLOWDOWN
Seth Meyer, CFA,
Portfolio Manager

Tom Ross, CFA,
Portfolio Manager

Why has the Federal Reserve (Fed) been hiking rates? It seems a peculiar
question to ask when so much of the focus is on the future path of interest
rates. It is a valid question, however, because in its answer lies the kernel of
whether high-yield bonds are attractive.

Thomas Hanson, CFA,
Portfolio Manager

Key Takeaways


Fed hikes reflect economic
strength but central banks
must be careful not to
provoke a downturn
through overly tight financial
conditions.



High yield cannot decouple
from equity volatility but has
historically fared better in a
downturn.



Corporate leverage is high
but most is in investmentgrade segments, while highyield issuers have been less
aggressive.



Increased idiosyncratic
risk and dispersion opens
up more alpha-generating
opportunities.

A Determined Fed
From a credit perspective, we should take some comfort from the fact
that the Fed is hiking rates because U.S. economic data is robust – wage
growth is at 3.2% year on year as of December 2018, unemployment is
low and the manufacturing Purchasing Managers’ Index at 54.1 remains
well above the 50 expansion level. Global growth is slowing, and how the
Fed responds to this will be of vital importance to markets.
While the Fed has lowered its trajectory for rate hikes, what was clear
from its December 2018 meeting was a determination not to let equity
market prices dictate its actions, with rate rises still penciled in for 2019,
although Fed Chairman Jerome Powell struck a more conciliatory tone at
the start of 2019. With this in mind, should high-yield investors be worried
about the sharp fall in equity markets in late 2018? On the one hand,
markets had become frothy, so it was a healthy correction. On the other,
high yield and equity tends to have a closer correlation than other areas of
fixed income, both being sensitive to corporate conditions. It is difficult to
see high yield rallying against a slumping equity market, although declines
in high yield are typically well below those of equities. In 2008, for
example, U.S. high yield fell 26% against a drop of 37% in the S&P 500®
Index, high yield also recovered more impressively the following year.
Moving further back in time to the dot-com bust, the S&P 500 fell for
three years (2000-2002 inclusive): equity returns were consecutively
-9%, -12% and -22% against U.S. high yield returns of -5%, +5% and -2%.

17

U.S. High Yield Bond and Equity Annual Total Return, %
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Source: Thomson Reuters Datastream, 12/31/99-12/31/18, ICE BofAML US High Yield Total Return Index, S&P500 Total Return Index, USD.
Past performance is no guarantee of future results.

Fed Tightening Need Not Always Lead to a Recession
U.S. recession
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Recession Looming?

Nonfinancial corporate debt is at peak levels, although this
is driven by investment-grade borrowers. Interestingly, U.S.
high-yield companies in aggregate have been deleveraging in the last two years, and net supply of highyield bonds has shrunk for the third year in a row. This
positive fundamental and technical backdrop is mirrored
across the Atlantic, where the European high-yield bond
market has seen net debt ratios fall since 2013, and there
has been no growth in size of the high-yield market in the
last few years as companies have – in common with the
U.S. – shown a preference for leveraged loans and direct
borrowing. In fact, the Fed’s determination to raise interest
rates and shrink its balance sheet may be a signal that it is
more worried about a deterioration in underwriting
standards in these areas of non-bond lending, which its
easy policy conditions had helped propagate.

The risk worrying investors is whether the Fed will
overshoot and cause a recession. Previous tightening
cycles have typically presaged an economic downturn
(although 1994/95 showed this need not be the case)
while the lead time from the start of tightening to a
recession can stretch into years.
Currently, earnings and economic expansion are still
strong but we are under no illusions – they can often look
like this a year or two ahead of a downturn. Consumers
and banks were over-borrowed in the last economic cycle.
This time around they are better behaved, with the U.S.
household debt-to-income ratio substantially below its
2007 level and back to 2001 levels. Banks’ capital ratios
are also far stronger than before the financial crisis.

Releveraging among corporate borrowers, however, can
take two forms: active, where the proceeds of additional
borrowing are used for bondholder-unfriendly activities
such as debt-fueled mergers and acquisitions or share
buybacks; or passive, where declining earnings erode the
denominator in the net debt/EBITDA 2 ratio.

Peaking Corporate Debt
Corporate leverage and government borrowing, however,
have both risen. Of more concern is corporate borrowing.

Price Performance of Bonds Following a Downgrade (2003-2016)
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Past performance is no guarantee of future results.

EBITDA = earnings before interest, tax, depreciation and amortization.

1

ICE BofAML Bloomberg European Currency High Yield B Index (HP20), government option-adjusted spread.

2
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Trouble in BBBs
The swelling of the BBB market in the U.S. and Europe
means there is concern that higher-leveraged investmentgrade issuers may be downgraded to high yield if earnings
and cash flows come under pressure. This could cause
yields to climb as the relatively smaller high-yield market
seeks to absorb a wave of new arrivals. This is a threat we
are cognizant of, although it is not wholly unwelcome since
downgrades often bring a different type of issuer.

Active Opportunities
The rise of passive funds within fixed income also means
any shakeout should be more advantageous for active
managers since they will be in the strongest position to
discriminate among holdings. Typically, when a bond is
downgraded from investment grade to high yield, there is
a window of opportunity to buy at a price that is
technically depressed by forced selling and often
recovers subsequently.

An Eye on the Fed
So 2019 looks to be a challenging market, but with
spreads having widened considerably in the second half
of 2018, the high-yield market is already pricing in a more
difficult period. Within European high yield, for example,
the average spread on B-rated bonds was 724 basis
points as of December 31, 2018, more than 200 basis
points above their levels in December 2007 and 70 basis
points above the 20-year average2. From a value basis, we
would argue that European high yield looks more attractive
than U.S. high yield and Europe remains earlier in the
cycle than the U.S. The rest of the world has struggled to
decouple from the U.S., so what happens in the world’s
biggest economy is likely to create ripples more broadly.
For that reason, we will be keeping a keen eye on the Fed.

We can also expect – and are seeing – greater singlename and sector dispersion, particularly in European high
yield as markets reflect the late-cycle environment and
fundamentals begin to take on greater importance. Again,
this is an environment that can offer opportunities for
active investors.

ICE BofAML Bloomberg European Currency High Yield B Index (HP20), government option-adjusted spread.
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