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THEMES

The economic back drop has continued to be supportive for fixed income markets, with 
a moderation in US growth combined with ECB asset purchases driving yields down over 
the course of Q2. The vote for the UK to leave the EU has increased uncertainty in the 
outlook. Given the likely long and difficult negotiations that will follow, we expect that 
uncertainty will persist. Despite expensive valuations, we expect the demand for a limited 
universe of safe haven assets to remain the dominant factor. Another key factor for rates 
markets will be how policy makers both in the UK and elsewhere respond to Brexit.  
(Figure 1).

There seems little doubt that the risks to economic activity are now more skewed to the 
downside globally, but the largest impact will undoubtedly be felt in UK markets. Yields 
have hit multi-decade lows and as such offer little value from a historical perspective. That 
said, the economic downdraft of Brexit will likely see renewed monetary easing from the 
Bank of England, with the downside risks having the potential to see short term rates 
pushed down to zero. That said, in a broader perspective, the efficacy of monetary policy is 
clearly limited with rates already so low and thereby the policy response may shift towards 
fiscal in place of monetary policy. Alongside the usual deterioration in the fiscal position 
in a recessionary environment, this may not bode well for the longer end of the maturity 
spectrum. This question mark over the policy response likewise bears extension into 
Europe as whilst the ECB QE programme is well underway, further downward revision to 
growth and inflation prospect will likely see QE at least extended in terms of time frame to 
help compensate for the weaker outlook. (Figure 3)

In our central case, we do not expect the hit to global growth from Brexit to be substantial. 
However, we think the global downside risks have intensified from the potential political 
contagion to the Eurozone and beyond. As such, we expect that the FOMC will further 
delay raising rates, in turn implying a global policy back drop that is unlikely to see a 
significant back up in yields. Meanwhile, with economies failing to hit inflation and 
growth targets in Asia (and especially Japan) the risk is skewed to further policy easing 
in order to support the outlook. The key question though is that with so much policy 
easing deployed in the markets on an ongoing basis, what positive effect from a macro 
standpoint can be expected if simply more of the same is delivered. This is especially true 
if the political ‘contagion’ thesis starts to materialise as this will only add to the degree of 
uncertainty in the outlook and further re-enforce extreme core rates valuations. 
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Figure 3: UK 10yr Gilts vs consumer confidence Figure 4: US yields and breakeven compressed

Once more into the breach

Our long duration bias over recent months has worked well but clearly is facing some 
challenging valuations at this point in time. One of the prior themes held by ourselves 
was that a divergence in policy would drive market opportunities. However, against such 
a sea of fragility in the outlook, it is arguable that the outlook will be more aligned going 
forward. On this basis, some of the best opportunities remain in the US rates market, 
simply because yields are that much higher than elsewhere and in turn should attract 
significant inflows (with the FOMC on hold and materially negative rates elsewhere 
across the globe). At the same time, with global inflationary risks weakening once again, 
long US duration should still perform well. Our conviction in US real yields remains high 
and given our belief in extended monetary accommodation, we take a more sanguine 
view on US inflation which is offering attractive valuations. It is worth pointing out that 
the drive for returns should be a strong argument in favour of EM local rates provided the risk 
back drop does indeed find some stability over the next three to six months. (Figure 4)

Whilst the path for the UK economy is somewhat bleak, perhaps the highest degree of 
uncertainty exists in the Eurozone. This is because the political risk is significant (Italian 
referendum, French, German and Dutch elections in 2017) and likewise, the nascent 
economic recovery remains fragile, and is likely to respond poorly to this further hit to 
confidence. Whilst the ECB is likely to respond with an extension of QE, the reality is that 
with much of the curve close to or below zero, the macro impact of such measures is 
debatable. Certainly a broad-based yield curve extension theme will sustain flatter curve 
slopes over time but, if anything, we may need to see more of a shift towards fiscal policy 
to support the outlook as monetary policy reaches the limits of efficacy. Those countries 
with diminished political risk should see their rates curves outperform. The impact of 
a weaker GBP should push UK inflation higher in the short-term, however, uncertainty 
remains over the long term inflation outlook. We stress that the prospect of rates hikes 
or house price declines can have a downward impact on UK RPI, to which the bonds are 
linked (Figure 2)

The challenges from recent currency and equity market moves to the Japanese outlook 
cannot be overstated and in turn the BoJ is likely to pursue even greater QQE. This should 
continue to drive yields deeper into negative territory but may not succeed in weakening 
the JPY on FX markets as would be hoped. As such, there is a building risk of more 
extreme policy responses heading into 2017 that could eventually include full blown 
monetisation. Interestingly, the outlook for China and its impact on AUD and NZD rates 
markets has become less prevalent in market psyche lately. However, with China still on 
a gradualist path of economic reform which in turn should encourage lower rates and 
weaker inflation profiles, the AUD and NZD markets provide significant returns compared 
to most other developed markets. On this basis, with room for significant monetary 
easing from both the RBA and the RBNZ, long duration positions look appealing. 

US long duration and real 
yields still offer attractive 
returns 

ECB reaching policy limits 

BoJ likely to stick to current 
policy actions for now 

Seek returns where there is 
room for a monetary policy 
response
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