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Schroders 

Monthly Strategy Update –  
Fixed Income 
Global multi-sector strategies, UK and European credit 
strategies 

Monthly review 
and outlook 

– The Federal Reserve 
elected to leave rates 
unchanged in 
September and 
Treasury yields 
declined.  

– Markets perceived 
the move as 
reflecting a negative 
view on global growth 
prospects. 

– High yield bonds 
struggled given the 
ongoing volatility in 
commodity markets 
and China’s slowing 
economy.   

– Data from the US, the 
UK and the eurozone 
remain broadly 
encouraging.  

– The outlook remains 
broadly unchanged in 
terms of the themes 
reflected in the 
portfolios. 

 
 
 

Market summary 

September’s news flows were dominated by the latest Federal Open Market 
Committee (FOMC) statement. Speculation on the Federal Reserve’s (Fed) rate 
hike decision led Treasury yields to rise prior to the meeting on 17 September, but 
– to the surprise of many market participants - the Fed announced no change to 
its headline policy rate. The Fed referenced ongoing below-target inflation in the 
US, and the potential for further instability in global economic progress, in making 
its decision.   

The decision was initially badly received, as developed and emerging equity 
markets, as well as certain currency pairs, came under significant pressure. 
However, the market’s addiction to stimulus shortly kicked in, and expectations 
built of further easing measures from the Bank of Japan (BoJ), People’s Bank of 
China (PBoC) and possibly the European Central Bank (ECB). 

Treasury yields declined following the announcement and were lower over the 
month. The 10-year Treasury yield fell from 2.22% to 2.04%. The 10-year gilt yield 
fell by 20 bps, to 1.76%. The equivalent Bund yield declined from 0.80% to 
0.59%, while in France, Italy and Spain, yields in government rates were also 
widely lower. 

In corporate bond markets, US dollar and euro denominated high yield bonds 
endured a more torrid month. The BofA Merrill Lynch Global High Yield index 
declined -2.60%, the weakness led by US high yield bonds which fell -2.59%. 
Euro high yield bonds fell -2.46% and sterling high yield bonds declined -1.03%. 
Investment grade bonds were more resilient overall. The investment grade BofA 
Merrill Lynch Global Corporate Bond index rose 0.18% in September, buoyed 
predominantly by US investment grade corporate bonds, which rose 0.52%. The 
equivalent euro index fell -0.66% whilst the UK index fell -0.08%.  

Stance and outlook 

Fundamentally, September’s developments didn’t change much in terms of the 
global growth outlook, inflation expectations or labour market views. Our core 
themes remain driven by the expectation that global economies will continue to 
desynchronise. At this point, we believe that the deceleration of global trade is 
widening the gaps in stability between the globe’s principal economies, and this is 
generating the majority of the team’s trades. The new quarterly investment forum 
(QIF) is taking place in a fortnight, and this will introduce the most up-to-date 
investment themes to the next update.  

A key challenge in today’s environment is the interpretation of the central banks’ 
reaction function. Despite tangible progress in reducing unemployment, salary 
increase and a closing output gap, the Fed still decided to remain on hold. That 
said, a tightening of financial conditions is already happening via a strengthening 
of the US dollar and a decrease in foreign exchange reserves in emerging 
economies, rather than through a traditional rate hike. 

The Bank of England (BoE) and the Fed would both be justified in raising headline 
policy rates at this point. Yet recent statements from both central banks highlight 
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that the potential for ensuing market upset is playing on the minds of Fed Chair 
Janet Yellen and Bank of England Governor Mark Carney. The market has 
noticed. A return to neutral rates – in which base rates in the US and the UK are 
in line with extant growth - is currently forecast by 2037 and 2040 respectively. 
Yes; we expect that policy rates in the UK and the US will be tightened slowly, but 
not this slowly. 

The good news is that the certain areas of the market are now more reflective of 
this backdrop than at the start of 2015. The corporate bond market has been 
more active in reflecting the changing environment than most other asset classes. 
Yield spreads have widened to a more attractive extent. Secondly, while the 
‘dollarisation’ of a number of emerging market currencies has undoubtedly left 
them vulnerable to a Fed rate hike, one could argue that this is now partially 
priced in. Alternatively, although sovereign bonds are notably more expensive if 
the ongoing view is for a sustained period of low global growth or even bouts of 
deflation, then government rates should remain well supported. 

Strategy view 
Key investment themes 
driving strategic decisions 

– Uncertainty around 
the Fed’s reaction 
function keeps 
market volatility high. 
Outright duration risk 
is limited. 

– The UK economy is 
more fragile than the 
US.  

– The ECB‘s 
quantitative easing 
scheme should 
augment the 
economic recovery 
and further support 
the bond market.  

– We are concerned 
that emerging 
markets are turning 
into the proverbial 
‘falling knife’. 

The portfolio trades currently reflect four key themes. These are detailed below; 

1. US growth is set to remain robust, with a tightening labour market and wage 
pressures building. Having signalled a rate hike in 2015, the Fed does now 
appear to be more market than data dependent. In order to avoid shocking 
the market, the hiking rhetoric will continue, but the Fed is likely to be 
concerned about the impact such a move could have on emerging markets 
and dollar strength. 

2. Greece’s debt crisis and subsequent capital controls caused economic 
activity to drop sharply in the country, but the impact of this in the wider 
eurozone has - as anticipated - been muted. The market now better reflects 
the improved growth outlook for the region, whilst inflationary pressures 
remain benign. Quantitative easing purchases are set to continue to term, 
and the potential for an extension to the scale or duration of the asset 
purchases has increased.  

3. We anticipate that UK expansion may decelerate, but a strong consumer 
and improving wage growth are supportive. Crucially, we believe that the 
BoE is not as constrained in tightening policy as the market believes. The 
improvement in the eurozone will further boost economic activity in the UK 
while lower unemployment should boost productivity. 

4. Emerging markets can offer value, though investors should be wary of 
indiscriminate buying of higher yielding assets. Fundamentals diverge across 
emerging markets, with many economies challenged by declining commodity 
prices. The team have identified a set of isolated investment opportunities 
but given the macro backdrop, have held off. Given these markets’ exposure 
– or perceived exposure - to a hawkish shift from the Fed, we remain 
circumspect at present. 

Trade 
expressions and 
strategy update 
and– ‘Multi-sector’  
Multi-sector refers to 
Global Bonds, Strategic 
Bonds, Euro Bonds, 
Global Sovereign Bonds 
and Global Inflation 
Linked Bonds. 

 

Theme – The Fed will raise rates and the market needs to adjust 

- We revised our underweight position in US duration - the portfolio’s sensitivity 
to interest rate moves - as domestic fundamentals seem to become less 
important than the global growth outlook.  

- We are still long the US dollar against the euro but have reduced the size of 
that position. We are also long the Mexican peso relative to the US dollar and 
the Norwegian krona against the euro.  

- We also hold a long position in US breakeven inflation, as we believe this has 
reached a cyclical low. 

Theme – In the UK, the improvement is not being sufficiently priced in  

- We continue to believe that the BoE is capable of moving more quickly than 
the market expects in raising rates. Weaker productivity in a tightening labour 
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market could feasibly act against such a move, but strength elsewhere should 
offset his. We have captured this theme via underweight positions in UK 
duration, focused on the shorter end of the yield curve, and short gilt positions 

- We are underweight UK duration against European duration. 

Theme – Eurozone; “Fade, not follow” 

- We will maintain our short bias in the euro as we anticipate further weakening, 
given the ECB’s asset purchase program.  

- We continue to expect long term inflation expectations in the eurozone to climb 
steadily from here.  

- We hold duration exposure within Europe relative to an underweight in UK 
rates. In core markets we avoid negatively yielding shorter dated segments of 
yield curves. 

- We believe there to be select opportunities in euro investment grade and high 
yield bonds. 

Theme – Emerging markets – “Getting past the Fed”. 

- We have selective direct emerging market risk at present. It is the team’s view 
that when the Fed does raise rates there will be fallout in emerging market 
bonds. We are confident that we can distinguish between the economies which 
have taken appropriate steps to structurally reinforce their currencies and those 
which have not, but remain cautious. We have prepared numerous local 
currency bond market trades to enact when the Fed does move.  

Credit themes In addition to the macro drivers of thematic trades in multi-sector strategies, 
we also focus on broad reaching credit related themes to build new ideas. 
These will often be extension of, or variations in, the multi-sector themes. 

– We believe the aggressive economic growth targets for China are unsustainable. 
The commodity supply chain to China is therefore under threat, and heavy 
machinery is vulnerable to excess capacity. Sales to China account for a high 
percentage of margins for many companies. We have enacted these views with 
underweight exposure to issuers with material revenue dependency in China and 
emerging markets; such as raw materials, machinery suppliers as well as 
consumer good and financials. 

– A high degree of consolidation between the telecoms and media sectors, as well as 
reforms in healthcare, has driven M&A activity to rise. We favour post-M&A 
companies that are undertaking deleveraging as well as leveraged target 
companies. 

– Retailers with weaker brands are vulnerable to more efficient e-commerce giants. 
Strong brands are better able to protect margins. Our aim is to identify and focus on 
issuers with a strong online presence, with exclusivity. We are positively disposed 
to distribution centre real estate and cautious of retail real estate. 

– Consumer tastes change rapidly; fashion and technology suppliers have become 
increasingly disrupted by the trend. We are wary of slow-moving product cycles. 

– Disinflationary pressures are detrimental to real earnings. We are cautious around 
highly leveraged or capital intensive businesses. German issuers are particularly 
exposed to the capex cycle and these headwinds. 
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