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Elsewhere the outlook is a little more
mixed. Closer to home in Europe, the pace
of recovery is quite steady, but at this stage
it lacks the strength needed to warrant
tighter monetary policy in the near future.
In the UK we have also seen better growth
than was expected since the Brexit vote, but
the weakness of sterling is a reminder that
currency investors are still cautious about its
consequences.
Nonetheless, this change in market tone
has certainly boosted our funds’ performance
relative to peers in recent months due to our
defensiveness in duration combined with
exposure to subordinated financials. As yet
however, the increase in yields has not been
substantial enough to warrant a change in
strategy.
We have also been busy on the desk. In
November we announced a number of
changes to the management of our funds with
these changes becoming effective on 31st
December. Two of the managers with new
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responsibilities are featured in this edition.
Julien Eberhardt, who is now a co-manager
on the Invesco Euro Corporate Bond Fund
as well as on the Invesco Perpetual Global
Financial Capital Fund, gives his latest
thoughts on the financial sector. And Thomas
Moore, who has become a co-manager on the
Invesco Perpetual High Yield Bond Fund, talks
about his approach. We also have interviews
with Michael Matthews and Stuart Edwards,
two of our senior fund managers. We hope
you enjoy this latest edition of Talking Credit.

Lewis Aubrey-Johnson
Head of fixed income products
Invesco Perpetual
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shoring up

defences
As central banks unwind from
a near decade of monetary easing,
Jennifer Hill gets an insight into what
Invesco Perpetual’s fixed interest
desk is doing to manage capital in
uncertain times
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We’re reducing our
duration risk by
selling government
bond futures
Michael Matthews
Fixed Interest Fund Manager,
Invesco Perpetual

defences

As central banks withdraw monetary
stimuli supporting the economy, Michael
Matthews, co-manager of the Invesco
Perpetual Corporate Bond Fund, is
shoring up his defences.
Having joined Invesco Perpetual’s fixed
interest team upon its foundation 22 years
ago, he has experience of a wide variety of
market conditions.
This year, he feels, may prove an
unremarkable one for bond investors: ‘It’s
a bit dull, as bond markets can be, but
we’re not really expecting any significant
opportunities this year,’ he says.
‘We’ve got a lot to get through, but we
don’t expect credit spreads to change
significantly from current levels. The
growth outlook post Trump and fiscal
easing elsewhere should generally be
supportive of spreads, but valuations are
probably a bit tight.’

More defensive
Central banks have always been a big
driver of bond market returns, but in
the recent past their actions have had
all the more impact, given the scale of
government and corporate bond purchase
programmes and negative interest rates,
which has compelled investors to take on
more risk in their search for yield.
This era appears to be coming to a
close. Invesco Perpetual’s fixed interest
desk expects the US Federal Reserve to
continue to raise interest rates another
two or three times this year; the Bank
of England (BoE) to stop its quantitative
easing (QE) programme, provided Brexit
has a minimal impact in the short term;
and the European Central Bank (ECB) to
continue to taper and at some stage cease
its QE programme this year.
‘There’s a lot of uncertainty – elections
in Europe, the shape that Brexit will take
and Donald Trump’s Presidency of the
United States - but fiscal policy is likely to
be looser and the focus should come away
from monetary policy to a certain extent,’
says Matthews.
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where
we see
opportunity

Bonds not eligible
for central bank
corporate QE
programmes
Dollar denominated
bonds
typical yield

3%+

Financials
typical yield

3-5%

Corporate hybrids
typical yield

4-5%

What we
have been
buying has
tended to
be shorter
duration
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The economic backdrop
is still supportive and
there’s still enough carry
in credit to be invested

‘QE and negative rates were very
supportive last year, investors have to
adjust to the prospect of a removal of at
least some of this central bank support
this year.’
Overall, the team is more defensive,
given how much the market rallied last
year. ‘High beta bonds have done well,’
says Matthews. ‘We’re not that bearish,
but our bias is to go a bit more defensive.’
Shorter duration
As the BoE and ECB look to stop their
corporate QE programmes, there is the
risk that technicals in the market become
less supportive in 2017.
Managing the duration risk
is one way of doing this. ‘It’s
a very cautious portfolio
anyway, so we haven’t
changed it that much, but
there are a few themes
that we’re continuing to
focus on and duration risk
is one of them.
‘What we have been
buying has tended to be
shorter duration – less
than 10 years – and we’re
reducing our duration risk by
selling government bond futures.
We are trying to have credit risk
without too much duration or interest
rate risk.’
As of mid-January, the modified
duration of the Invesco Perpetual
Corporate Bond Fund stood at 5.1
compared to 8.75 for the index. Post
Brexit, the team took the fund’s modified
duration up to almost 6, but further
reduced it at the end of last year and
start of 2017.

Attractive areas
Matthews and the team also express a
preference for areas of the market not
caught up in QE, notably subordinated
debt of financial institutions and US
dollar-denominated corporate bonds.
Financial holdings are mainly large
European banks – subordinated debt
instruments issued in the early part of the
financial crisis that are now being phased
out. Notable holdings include securities
issued by British banks Barclays and
Lloyds.
‘In lots of areas of the credit market the
fundamentals are fine, but valuations have
been held down by central bank buying
and people wanting a safe income, but
banks have been unloved,’ Matthews says.
He points to last year’s woes for Italian
banks, as they struggled with a burden
of bad debt, and Deutsche Bank, as
it struggled to cuts costs and restore
profitability – problems that appear to
have peaked.
‘If Trump comes in and removes
regulation that could be supportive again,’
he adds. ‘Fundamentals are strong and
improving, and valuations are attractive.’
The team has also been selling
companies’ sterling-denominated debt
and buying it in dollars.
‘The US is at a different stage; in terms
of spread and outright yields, the US
market looks more attractive than the UK
or Europe,’ Matthews says.
Main driver
Although Matthews’ focus is investment
grade corporate bonds, he is also
able to hold both high yield bonds and
government bonds: but he has very few
of either.

‘We’re pretty cautious on high yield
given the valuations,’ he says. ‘Speaking
to analysts, they’re cautious too, but
are able to find some areas of value –
companies still in balance sheet repair
mode or companies that continue to get
upgraded.
‘The new issue market doesn’t feel too
frothy – there’s some price discipline – but
the yields we’re seeing in high yield [circa
3%] I’m able to get from financials or
corporate hybrids or some of the dollardenominated debt.’
In both relative and absolute terms,
Matthews expects the main driver of
credit markets to be what happens in gilt
markets.
‘Most of the volatility we’ve seen has
been because government bond yields
fell so much,’ he says. ‘They’re likely to
remain the main driver, but possibly in
reverse.
‘As Trump’s reflation story continues we
should see higher levels of inflation, the
Fed tighten monetary policy and a better
growth outlook, causing gilt yields to rise;
that’s probably the biggest headwind to
bond markets.’
Matthews’ fund had a ‘liquidity
bucket’ – cash and quasi cash – of 8% in
mid January, but he adds: ‘I still think
you’re better off being in corporate
credit than governments or cash; the
economic backdrop is still supportive and
there’s still enough carry in credit to be
invested.’

Jennifer Hill is a former deputy Money
editor of The Sunday Times, personal finance
correspondent of Reuters and personal
finance editor of The Scotsman
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the

macro
view

Stuart
Edwards

thinks about global bond and currency
markets in the year ahead.

Fixed interest fund manager,
Invesco Perpetual

I

n the second half of 2016, governmentbond yields, particularly US Treasuries,
rose sharply. From a low of 1.35% in
early July the yield of the US 10-year
Treasury had, by the end of the year,
increased by more than 100 basis points.
In the UK, the yield of the 10-year gilt rose
from a low of 0.52% in August to a high of
1.5% in December before falling back to
1.24% by 31 December.
Currency markets also experienced
significant moves: following the UK’s
vote to leave the European Union, the
pound fell to its lowest level against the
US dollar since the mid-1980s. The US
dollar itself surged following the election
of Donald Trump and when measured
against the world’s major currencies it
is now at levels last seen in 2003. In this
article, Stuart Edwards, fixed interest fund
manager at Invesco Perpetual, discusses
what has been happening, and what he

Do you think that the recent
move higher in bond yields is
the start of a trend?
I think it is too early to say whether or not
we are seeing the start of a trend higher
in bond yields, but I think there does seem
to have been a shift in the way investors
view the bond market. Until recently, the
market was focused on low growth, benign
inflation and the mantra of ‘lower for longer’
in respect of interest rates. One of the more
popular explanations for this situation is the
economic concept of secular stagnation.
That is, the idea that the world’s developed
economies are suffering from an excess of
savings and too little investment because
of aging populations and capital-light
companies that require little investment.
In our view, the market had overplayed
these themes, and in the second half of 2016
I think we started to see a definite shift of the
pendulum away from a momentum-driven

The
increase in
conventional
bond yields
has been
more
pronounced
on longerdated bonds

market underpinned by these ideas to one
where bond investors started to demand
higher premiums for taking risk.

What’s your view on
economic growth and
inflation?
I think economic growth and inflation have
actually been better than the consensus view
for some time. For example, the US labour
markets are in pretty good shape, with the
unemployment rate below 5% throughout
2016. Such positive labour market conditions
would normally lead to an increase in
inflation pressures, but wage pressure has
been weak and the market price of inflation
has remained low. We have not expected any
great surge in inflation, but we have thought
that because of this, and other factors such
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as the recovery in commodity prices, inflation
risk has been under-priced. We have sought
to capture this potential mispricing through
inflation-linked bonds. Indirectly, this view
has also supported our strategy of holding a
low level of interest rate risk (duration) in the
Invesco Perpetual Global Bond Fund.

What has been driving
inflation higher?
First, I think it is important to remember
that inflation remains low – it is still below
central bank targets in the US, UK, Europe
and Japan. That said, from autumn 2016,
inflation expectations did start to rise in
a number of regions. The key influences
were a stabilisation in oil prices and
the base effect of higher prices feeding
through to inflation calculations over the
next six months. In the UK, the situation
is accentuated by the sharp fall in the
value of sterling, which feeds through to
domestic inflation.
In the US, the surprise election of
Donald Trump accelerated the trend
as the market focused on his proposed
reflationary policies. This shift in
emphasis towards fiscal stimulus was
already occurring before Trump’s election
win. Many policymakers, particularly in
the UK and US, started to call for a move
from monetary to fiscal stimulus earlier
in the year. The changing expectations
helped to push bond yields higher as
the market started to discount better
growth prospects and higher levels of
borrowing. While this increase in inflation
expectations was negative for nominal
government bonds, inflation-linked bonds
benefitted relatively and we were able
to capture some of this in the Invesco
Perpetual Global Bond Fund.

What has the change in
inflation expectations
meant for the conventional
government bond market?
The increase in conventional bond yields
has been more pronounced on longer-dated
bonds, which are more exposed to inflation
risk. In other words, we are starting to see
the market demand a higher premium for
the length of time money is lent and for
the risk of inflation. In many ways this shift
represents a normalisation of the bond

We think that the US and some
European inflation-linked bonds
offer better opportunities

market away from
the momentum
driven markets
of recent years
to one where
investors seek to be
rewarded for taking
risks. As global fund managers using the
full gamut of fixed income securities, this
provides some interesting opportunities.

Has the move in bond
prices caused you to change
strategy?
It’s not changed our long-term view. We
have seen some additional yield coming
back into government bond markets, but
there is still considerable uncertainty and
I think the premium for that uncertainty
needs to increase. In the long term this leads
us towards maintaining a structurally low
level of duration in the Invesco Perpetual
Global Bond Fund. That being said, the move
higher in yields following the US election was
substantial and, in our view, the likelihood of
some consolidation was reasonably high. For
us, this presented the opportunity to use the
flexibility we have in the Invesco Perpetual
Global Bond Fund to add a bit of duration on
a short-term basis and try to capture some
of this consolidation. This underlines an
important point about how we manage the
fund. We not only seek to diversify the fund
using the various fixed income risk factors:
duration, yield curve, country exposure,
credit and currency, we also use time. That
is, while we might have a long-term strategic
view on something, we are happy to take
a short-term tactical position against our
longer-term view. This can help to smooth
the effect of short-term volatility on a core
structural position such as our duration view.

Do you still like inflationlinked bonds?
Yes, inflation-linked bonds remain a core
structural position in the Invesco Perpetual
Global Bond Fund. However, the composition
of the strategy has changed a little recently.
UK inflation-linked bonds had a very good
2016, the Merrill Lynch index of inflation
linked gilts shows a total sterling return
of 25%. The strong return reflects both
their very high interest rate risk in a good
period for rate-sensitive assets and the
increase in UK inflation as a result of the

fall in the pound. For us this performance
provided a good opportunity to take profits
on what had been a successful position in
the Invesco Perpetual Global Bond Fund.
Looking ahead, we think that the US and
some European inflation-linked bonds offer
better opportunities and so this is where our
exposure is now focused.

What about currency
markets?
The currency markets provide a further
important, potentially diversifying, source
of return for for the Invesco Perpetual
Global Bond Fund. Structurally, we have
for some time liked the US dollar and we
think that it could continue to strengthen.
First, purely from where we are in the
economic cycle and with three hikes now
expected in the US Federal Funds rate,
there are clear tailwinds for the US dollar.
The new Trump administration adds to
these tailwinds. His plans for fiscal policy
expansion and for repatriating income
to the US are both likely to strengthen
the US dollar. Looking at the other side
of the trade the obvious candidates are
the Japanese yen and the euro. The Bank
of Japan has committed to holding the
two-year JGB at a yield of -0.1% and the
10-year JGB at a 0% yield. Meanwhile,
the European Central Bank remains
in monetary easing mode. Given this
divergence, I would expect both the euro
and yen to weaken against the US dollar.
We would look to use any strength in
either currency as an opportunity to sell.

What are your final thoughts
on the year ahead?
I think it likely that 2017 will provide
a number of challenges and potential
periods of volatility, but that the changing
macro-economic environment will also
continue to provide opportunities for
global bond investors. I look forward to
exploiting them using the full flexibility
of the Invesco Perpetual Global Bond
Fund.
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holistic view of

hen Thomas Moore
joined Invesco
Perpetual in June 2016,
the world was a very
different place. Britain had not
yet decided to leave the European
Union, for example, and the United
States had not yet elected Donald
Trump as president.
‘I have been surprised over the
past six months how calmly the
market has absorbed some really
major political developments that
were not foreseen,’ Moore says.
Adding December’s
constitutional referendum in
Italy, this three-pronged assault
on the establishment has not
punctured a strong year for the
high-yield bond market in which
Moore specialises. The Bloomberg
Barclays Global High Yield index
has returned 15% during 2016
(sterling hedged total return).
‘In each case, there was a
price reaction but of ever-shorter
duration: days in the case of
Brexit, hours in the case of Trump,
and even less with the Italian
referendum,’ Moore says.
With 2017 to bring several more
major political events – including
general elections in France and
Germany – should investors expect
similar sangfroid?
‘The market is not particularly
worried at the moment, but I am
definitely a little cautious as this

remains a potential source of
volatility,’ Moore observes.
At the time of writing (early
January) high yield bond markets
have been moving meaningfully
higher for around six weeks.
Nonetheless, Moore still sees
pockets of value. ‘You have to look
hard for them, but I still think you
can buy credits you are happy to
own at levels where you are being
reasonably compensated for the
risks,’ he states.

Potential
returns Thomas
might look for
Company with strong
recurring earnings

4%

More troubled
issuer with strong
turnaround plan

>10%

Buyside by way of sellside
That emphasis on risk management
and bottom-up analysis owes much
to Moore’s background. Now comanager of the Invesco Perpetual
High Yield Fund alongside Paul
Causer, before joining the firm
Moore had spent 17 years in fixed
income, most recently as managing
director and head of European
credit analytics at Morgan Stanley.
The trading environment there
entrenched an appreciation of
risk management in Moore,
while working with talented bond
investors as clients and managing
a team of analysts both broadened
and deepened his knowledge of the
high-yield market. ‘One client was
the team here at Invesco Perpetual
who enjoyed a great reputation in
the market, and so I was excited to
join them.’
Moore’s experience informs
his own investment process.
Focusing on issuers’ fundamentals,
one of his first questions when
considering a bond is: ‘What
competitive advantages does
the company have and are they
sustainable?’ He then looks for
the issuer to have robust free cash
flow, or at least a path to it, such
that the business is self-sustaining
and is not dependent on continuous
access to capital markets.
Moore next requires ‘compelling
relative value’ from the bond. ‘You

I still think you
can buy credits
you are happy
to own at levels
where you are
being reasonably
compensated for
the risks

of
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high
yield

Thomas Moore
Fund Manager and Senior Credit Analyst,
Invesco Perpetual

can find the greatest company in
the world, but you also need to see
a reasonable prospect of return
from investing in it.
Importantly, Moore assesses
each bond’s value on its own merits.
For example, from a company with
strong recurring earnings he might
seek around a 4% rate of return
with the risk-free rate at its present
levels. From a more troubled
issuer where he understands the
turnaround plan, Moore could look
for a return above 10%.
Macro prudential
Moore does not neglect top-down
analysis either. ‘You have to think
of things in a macro context as
well as in a bottom-up context,’
he says. For high yield investors,
two crucial related considerations
here are interest rates and
corporate defaults.
‘Although we are seeing rising
interest rates in the US at the
moment, they are still low by
historical standards and are likely
to remain so, and of course we are
not seeing those kinds of increases
in Europe and nor do I think we will
in the near term,’ Moore argues.

‘In a very low rate environment
such as we have today, inevitably
there will be some defaults as
companies find their business
plans become obsolete or have
other issues to deal with, but I
don’t think we are going to see an
elevated default rate until interest
rates rise to a level significantly
higher than today.’
Marrying his work on
fundamentals and macro view,
Moore highlights the appeal of US
high yield in his portfolio.
‘There is value now in the US
high yield market in my view, and
we have the flexibility within the
fund to allocate more there than we
do today,’ he says.
‘The valuations are supportive at
the moment especially if you think
of the economic backdrop in the US
versus Europe. I think it’s fair to say
that, political uncertainty aside, the
prospects for growth in the US are
probably better today than they are
in Europe. Broadly speaking, that is
good for high yield credit.’
A further advantage is that the
US high yield market is also more
liquid than others. ‘You want to
make sure that within a portfolio

you have a good mix between more
and less liquid positions, with a
bias in favour of things you will be
able to trade not only freely but
trade at reasonable cost,’ Moore
says. ‘I take very seriously the
notion of delivering value for money
to investors, and part of that is
keeping trading costs reasonable.’
This of course is only one of
several recommendations Moore
has made for the portfolio, which
has returned 63.9% over the five
years to the end of December 2016
compared with a sector return of
41.6%1 placing it in the first quartile
of its peer group. He is looking
forward to discussing these and
other ideas for the fund with clients
over the months and years ahead.

Past performance is not a guide to future returns.
Performance figures are based on the Z accumulation share class. As
this was launched on 12 November 2012, for the periods prior to this
launch date, performance figures are based on the accumulation share
class, without any adjustment for fees. Performance figures for all share
classes can be found in the relevant Key Investor Information Document.
Fund and sector average performance figures are sourced from Lipper.
Performance figures are shown in sterling, inclusive of reinvested income
and net of the ongoing charge and portfolio transaction costs as at 31
December 2016. The figures do not reflect the entry charge paid by
individual investors. Sector average performance is calculated on an
equivalent basis. As at 31 December 2016, the fund performance over 1
and 3 years is 7.8% and 9.8%. The sector performance over 1 and 3 years
is 9.9% and 10.6%.
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Europe’s
Banks: are
they still an
investment
opportunity?

Many of the issues
that affected the
sector in 2016 have
now been addressed

Julien Eberhardt
Fixed interest fund manager and senior credit analyst,
Invesco Perpetual

T

he banking sector was rarely out of the press during 2016,
with provocative headlines of “broken banking systems” and
“…the next Lehman Brothers” becoming par for the course.
Against this backdrop it is interesting to note that for 2016
the Merrill Lynch Euro Banking Index delivered a total local currency
return of 3.5%, ahead of the sector’s median return for the years
2005 to 2015 (see figure 1). In this article Julien Eberhardt, a fund
manager and senior credit analyst at Invesco Perpetual, gives his
perspective on what has been happening in the sector and explains
why the banks remain his favoured part of the corporate bond
market.

Figure 1:
Performance of the European Banking Sector
Annual Return

Median Return 2005 to 2015
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Source: BofA Merrill Lynch Euro Banking Index. Chart shows local currency total returns.
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Although returns were positive, the past year has undoubtedly been
volatile for the banking sector and I think there are a number of
reasons for this including central bank policy, weak balance sheets
and, in some cases, litigation.
At the start of the year a slowdown in global economic growth and
fears about the efficacy of central bank policy led to a widespread
deterioration in sentiment. As highly levered entities of the global
economy, banks were at the forefront of the market’s concerns.
Some sector specific factors added to pressures. These included
negative interest rates and their effect on bank profitability and a
European Banking Authority (EBA) opinion released in late 2015 that
was interpreted as meaning additional tier 1 (AT1) coupons could
be suspended at higher capital levels than previously thought. At a
company level, the bail-in of senior bond holders at Portuguese bank
Novo Banco did little to assuage concerns amongst bond investors.
On top of all this, earnings released during February for some high
profile banks were much weaker than expected. Deutsche Bank was
a prominent example, with the market concerned about its ability to
maintain coupon payments. Later in the year, Deutsche Bank came
under further pressure following a proposed $14 billion fine from the
US Department of Justice.
At a country level, Italy’s banks were frequently in the spotlight.
Concerns centred on the level of non-performing loans (NPL) held on
their balance sheets. The world’s oldest bank, Monte Dei Paschi di
Siena came under particular pressure in this respect. The UK’s vote for
Brexit and the potential economic uncertainty it generated exacerbated
concerns for the banking sector with the weakness of the Italian banks
thrown into sharp relief. The sector came under further pressure
at the end of the 2016 following the result of Italian referendum and
subsequent resignation of Prime Minister Matteo Renzi.
While we were cognisant of the volatility in the sector and
acknowledged the severity of the issues raised, we thought that the
sell-off was too extreme and that the market had in fact over-reacted.
For us, the volatility provided an opportunity to add bonds that in
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Figure 2:
Financial sector yields
Sector

Yield

Sterling Financials

3.44%

Sterling Banks Senior

2.71%

Sterling Lower Tier II

4.03%

Sterling Tier 1

4.63%

Sterling Insurance Senior

2.80%

Sterling Insurance Subordinated

5.23%

Global Contingent Convertible Bonds*

6.70%

Source: Sterling Financials Indices sourced from Morgan Stanley, European Financials Weekly Bond Tracker. *Global
Contingent Convertible bond data sourced from BoFA Merrill Lynch. Data as at 3 January 2017.

Pillar 2G
Pillar 2R

The outlook
for bank
profitability
has
improved
in recent
months

Profitability
In March, the European Central Bank (ECB)
announced a series of targeted longerterm refinancing operations (TLTRO II).
These are four year loans offered to the
banks at 0%. If the banks use the funding
to increase lending to households they are

Subordinated Debt

Tier 2 (2%)
AT1 (1.5%)
Tier 1

Pillar 1

CBR (min. 2.5%)

Capital
The European Central Bank (ECB) has
clarified that the capital threshold that
would lead to AT1 coupon suspension is
not as high as the EBA opinion released
in December 2015 had suggested. Banks,
the ECB has confirmed, will only need to
restrict discretionary cash payments (AT1
coupons, dividends and bonuses) if their
capital falls below the combined buffer
requirement and not the bank specific, addon capital requirements set by supervisors
to cover for risk in a stress test scenario.
This additional capital (pillar 2G) will only be
advisory, although in reality banks will be
expected to maintain it (see figure 3).
Furthermore, in November, the European
Commission confirmed that in a situation
where this lower limit is breached then AT1
coupon payments should be prioritised over
other discretionary cash payments.
The additional capital requirements
proposed in the next round of bank
regulation, so called Basel IV, are likely to
not be as restrictive as many had previously
expected. Banks are also being given more
time in order to meet any new regulations.
Problems in the Italian banking sector
should now be largely resolved. At the
time of writing, the Italian government has
announced a €20 billion bailout fund to help
recapitalise Monte Dei Paschi di Siena. The
resolution of problems at the troubled bank
should help to reduce the systematic risk
that had started to be priced into the sector.

CET1 (4.5%)

Supervisory Review and Evaluation Process (SREP)

Figure 3:
Basel III Capital Requirements
Pillar 2

some cases were offering yields we had not
seen for several years.
Looking ahead, I think the investment
case for banks remains strong. First, from
an income perspective, the financial sector
continues to provide some of the highest
levels of yield in the corporate bond market
(see figure 2).
Contingent convertible bonds (the lowest
ranked form of bank debt) provide the
highest overall level of yield. The Merrill
Lynch global index of contingent convertible
bonds, which includes AT1, had a yield of
6.7% as at 3 January 2017.
Of course, a high yield does not in
itself mean a good investment. What is
important is that the yield offered adequately
compensates for the additional risks
such bonds inherently have. This leads
to the second important point that from a
fundamental perspective the financial sector
remains attractive in my view. Many of the
issues that affected the sector in 2016 have
now been addressed.

Pillar 2
Calculated specific to each bank
2R covers additional risks not captured in Pillar 1 such as pension risk
2G buffer to meet capital requirements under hypothetical stress
conditions
Combined Buffer Requirement (CBR)
Capital conservation buffer
Counter cyclical buffer
Additional buffer for systemically important banks
Pillar 1
Minimum requirement
4.5% Common Equity Tier (CET1)
6% Tier 1 Capital
8% Total Capital

Source: Invesco Perpetual as at 31 December 2016:

able to recoup some of the money lent. This
brings the cost to the bank in line with the
ECB’s now negative deposit rate. In other
words, TLTRO II helps to offset the adverse
impact of negative interest rates on bank
profitability.
More generally, the outlook for bank
profitability has improved in recent months.
The yield spread between short-dated
and long-dated bonds has increased. For
banks (which in simple terms earn money
by borrowing short term to lend over
the longer term) this increase in spread
provides a welcome boost to potential
revenues. Economic policy would suggest
that this trend is likely to continue. For
example, the Bank of Japan is now directly
targeting a steeper yield curve as it seeks
to stimulate the Japanese economy.
Meanwhile, in the US the President’s
emphasis on fiscal stimulus is leading to a
steepening of the Treasury curve.
Litigation
Finally, Deutsche Bank has agreed a $7.2
billion settlement with the US Department
of Justice, significantly lower than the $14
billion originally proposed. Deutsche has $5.9
billion set aside for legal costs. All else being
equal, this should mean they have sufficient
funds to maintain AT1 coupon payments.

Outlook
All that said, the potential for further volatility
in the sector through 2017 remains high.
The main risk is political, with elections due
in France, Germany and the Netherlands.
However, given the positive fundamentals that I
think characterise the sector, such periods are
likely to provide opportunities to add exposure.
As mentioned, the financial sector as a
whole delivered a positive return through 2016.
But partly because of the challenges identified,
returns lagged those of the wider corporate
bond market. This means we are still able to
find relatively attractive yields in the sector. In
our view, the best of these opportunities are in
Europe, where the process of rebuilding bank
capital is ongoing. Bank equities followed a
similar pattern of returns through 2016 with
shares rallying into year-end as the backdrop
for the sector became more favourable.
The political risk within the Eurozone is an
added concern for European banks and this
is a risk that we are conscious of, but in our
view the yields available provide sufficient
compensation.
Bringing this all together, I think the
financial sector remains one of the more
attractive areas of the corporate bond market
and increasingly so the equity market. I look
forward to identifying more opportunities in
this sector throughout 2017.
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With inflation making a comeback, columnist
and forecaster Hamish McRae explores what
it might mean for fixed income investors

I

nflation is on its way back – or to put
it more precisely, the headline rate of
inflation is increasing in much of the
developed world; asset inflation in
most countries and for most categories of
assets never went away.
But no-one knows the pace at which
inflation will return and, even more
importantly, whether the coming rise
will level out in the developed world at
a comfortable 2% or thereabouts, or
whether we are in the early stages of one
of those great seismic shifts in financial
conditions that occur once in a generation.
What I can say with reasonable
confidence is that the bottom of the
bond market yield cycle was reached
last summer. In July and August, yields
on 10-year US treasuries went down
to 1.4%, gilts to just over 0.5%, and
German bunds to -0.2%. In the run-up
to Christmas, they were trading around
2.6%, 1.4%, and 0.3% respectively.
Markets never move in straight lines
and calling turns in the market is always
dangerous. But – deep breath – it is hard
to see the set of circumstances that will
drive yields back down to those levels
seen last summer.
If that is right, how might the next
few years of this upward march of both
inflation and interest rates pan out?

INFLATION FORECAST
The best guide is the past. Cycles
are never quite the same, but they do
have common characteristics. If you
take the 1950s and 1960s as a rough
template, we are likely to initially see a
return to inflation of around 2% in most

developed markets, with it nudging
higher thereafter.
The move back to 2% will not be
straightforward. In faster-growing
economies, such as the US and most
emerging economies, we are pretty
much there. We should reach that level
in the UK this year. In Europe, this return
to normality could take another two to
three years. And in Japan, who knows?
The drivers will be tighter labour
markets, and general pressure on raw
materials and energy.
The oil price, as always, is a crucial
determinant of other energy prices and
raw materials, as well as food more
generally. Oil may well be gradually
supplanted for road transport and
renewables will bite into the share
of oil and gas in primary energy
production, but the world economy is
expected to be driven by fossil fuels for
another generation.
The greater the self-discipline of Opec
and Russia in restricting production, the
more likely it will be that oil will move
back to the $70-100 a barrel trading
range it occupied before the crash two
years ago.

MONETARY RESPONSE
The response of the monetary authorities
mirrors that of the 1950s when they sought
to hold down both short- and long-term
interest rates to cut the cost of debt service.
Then it was a world war that had boosted
sovereign debt; now it is the costs of the
financial crash and its aftermath. It is what
Carmen Reinhart and Ken Rogoff warned
the world faced back in 2013: a stealth tax
on savers, aka financial repression.
The authorities will use regulation, for
example compelling pension funds and
banks to hold government stock, as well as
their control over short-term interest rates
to try to reduce their debt burden in the
least painful way.
The key issue is whether inflation
will surprise on the upside, and if so, in
which countries.

FAST FACTS

There will be periods,
as there were in
the 1950s, when it
will make sense to
hold fixed-interest
securities

It looks in this early stage as though it will
rise fastest in the US and, as a result, there
will be greater divergence of policy between
the US and other developed markets. The
US will continue to tighten monetary policy
faster, the US dollar will likely strengthen,
and US bonds will be exposed.
GREATEST THREAT
The greatest imponderable will be
whether high-tech America continues
to boom. Ten years ago, only one of
the top five US companies by market
capitalisation – Microsoft – was high-tech.
Now the top five, led by Apple and
Alphabet (or Google), all are. Does
inflation help technology companies?
That’s not clear, but they are probably as
well protected as any other sector. High
tech companies in general have pricing
power – people want their stuff.
Any retreat from globalisation would
be more of a threat, but that is a quite
different story, driven by geopolitics
rather than monetary and fiscal policies.
The greatest threat is surely disruption
to the bond markets from a sudden and
greater-than-expected rise in yields.
The world’s central banks would
work hard to cope with this – in a
crisis they retain their ability to supply
liquidity without limit – and there will
be periods, as there were in the 1950s,
when it will make sense to hold fixed
interest securities.

Bottom of bond
market yield
cycle reached in
summer 2016

Inflation likely
to return to
2% in most
developed
markets, before
nudging higher

Drivers include
tighter labour
market and
pressure on raw
materials

Oil expected
to move back
to $70-100
a barrel,
provided curbs
on production
adhered to

Greater
divergence of
policy expected
between US and
other developed
markets

Central banks
would work
hard to cope
with pricking of
bond bubble
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THE ECONOMY AND
CREDIT MARKETS:

WHERE TO

The corporate
credit rally has
further to run
this year in my
view, but the
eventual end of
the cycle looms
on the horizon,
writes Dario
Perkins

FROM HERE?
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arkets may be
unpredictable,
but sellside
analysts are not.
Every time it looks like we
are about to start a period
of sustained central bank
tightening, economists trot
out their usual rules of thumb
about what this will mean for
bonds, equities and credit.
Past cycles provide the
benchmark. We are told that
usually when the Fed is raising
interest rates, equities do
OK or credit spreads narrow.
So, as long as the current
cycle conforms to historical
templates, the sellside can
offer investors a degree of
reassurance about what the
future may bring.
Average cycles are nothing
to fear. The problem, of course, is that the
current tightening cycle could be quite
unlike anything we have experienced
before. So mapping the impact on markets
is fraught with difficulties.

The rally
in risk
assets,
including
corporate
credit, can
continue
for a
while
longer

MATURE MACRO CYCLE
Usually when central banks tighten
policy, credit spreads narrow, which
partially offsets the impact of the rise in
the risk-free interest rate. Investors and
policymakers are reacting to the same set
of information.
Good news about the economy, which is
usually the catalyst for the start of central
bank tightening, is typically also good news
for corporate credit. Cyclicals (financials
and industrials) usually do well, particularly
in the first six months, while defensives
(utilities, healthcare, consumer staples) are
usually the laggards.
These trends are particularly powerful
when policy tightening begins shortly after
the end of a recession, in which investors
have probably become too pessimistic
about the macro outlook. After all, at this
point in the average cycle, there is rarely
any imminent threat of inflation.
Economic slack, a post-recession
hangover, usually creates a Goldilocks
environment, in which growth bullishness
comfortably trumps inflation anxieties.
But this time around, policy tightening
will be taking place against the backdrop of
a relatively mature macro cycle.
Corporate profits peaked some time ago
and wages/core inflation are now starting
to accelerate. These are classic late-cycle
developments. Typically in the final stages
of the cycle, economic slack is eliminated,
productivity slows and wages accelerate,

causing a sustained decline in the profits
share (a ‘profits recession’).
Another downturn may not be imminent
– the margin squeeze can continue for
several years before we see a corporate
response (as happened in the late 1990s) –
but at a minimum, this should be a signal
to investors that the current economic cycle
will eventually run out of steam, regardless
of how quickly central banks tighten policy.
And since markets are already assuming
a relatively benign macro outlook, thanks
to the aggressive policy support of the last
decade, the scope for a further rally is
clearly less than in previous cycles.
ENDGAME ON HORIZON
So my bet is that the rally in risk assets,
including corporate credit, can continue for
a while longer, but is now approaching its
eventual endgame.
Trump’s fiscal stimulus plan has provided
a shot in the arm of the global economy and
eliminated residual deflation risks, but even
before the US election there were signs that
global demand was picking up.
Global manufacturing activity has
rebounded to a three-year high, commodity
prices are increasing and emerging markets
demand is boosting global goods prices.
In the short term, this should lift
productivity and ease the pressures on
profit margins. Corporate bond spreads
could narrow further, with industrials and
financials performing particularly well.
But by 2018, inflationary pressures –
particularly in the US, where the economy
is already operating at full employment –

FAST FACTS
Current tightening cycle unlike
previous ones

Policy tightening against backdrop
of relatively mature macro cycle

Rally in risk assets, including corporate
credit, could continue in 2017

Inflationary pressures could
generate more serious rise in bond
yields by 2018

Surge in US dollar biggest downside risk

Rebound in global productivity
biggest upside risk

could generate a more serious rise in bond
yields and a faster pace of policy tightening.
Eventual this will bring an end of the
current economic cycle.
DOWNSIDE/UPSIDE RISKS
There are obviously risks to this view, both
positive and negative.
The US dollar provides the most obvious
short-term downside threat. If reflation turns
out to be a US-specific phenomenon, rather
than a broader global theme, the threat of US
policy tightening could encourage a larger
surge in the exchange rate.
Analysis from the Department for
Business, Innovation & Skills has shown
convincingly that, thanks to the $10 trillion
offshore US dollar debt market, a stronger
US currency is associated with a significant
tightening in global credit conditions and a
reduction in cross-border bank lending.
As the central banks’ central banker puts
it, the dollar index has taken over from the
VIX as the most important gauge of investor
fear. So a surge in the dollar could trigger
another period of ‘risk off’ in global markets,
similar to what occurred in early 2016.
Alternatively, if inflationary pressures
turn out to be truly global rather than US
centric, bond yields might rise faster than
I am anticipating, which could undermine
investor confidence.
Rising geopolitical risks are also
something investors will have to monitor
in 2017, particularly with various European
elections and the unknown impact of Trump’s
protectionist policies on global trade.
On a more optimistic note, we might
discover than the US and other major
economies have more slack than is
commonly assumed. This would keep
wages down, preventing a further squeeze
on margins.
A recovery in the US labour participation
rate (the portion of the US economy working
or looking for work), which is low by
historical standards, would help.
This has fallen sharply since the
recession, with more people becoming
inactive (giving up looking for work). If this
trend reversed, the authorities could reduce
unemployment further without it becoming
inflationary or needing higher interest rates
from the Fed.
However, we might also need to see an
acceleration in productivity. Global productivity
has slumped in recent years, hurting profit
margins even with subdued wages.
Economists don’t fully understand this
trend, but given its persistence they now
assume this weakness will continue. If
they are wrong and productivity rebounds,
corporate profits would recover and the
cycle would last longer.
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Q&A
Risks & Opportunities
Alister Brown, fixed interest product director at Invesco Perpetual, answers your questions
about bond markets and Invesco Perpetual’s fund range

Simon Lake
Chartered financial planner at Sound
Financial in Plymouth

If sterling happens to bounce back
(a little at least) in 2017 following
greater perceived certainty with the
government’s Brexit strategy, will this
continue the UK credit bull market or
is this a false expectation?
In a market where there are always
buyers, does the regulatory need of
larger investors, such as DB schemes,
to purchase gilts whatever the weather
(even with negative yields in mind)
keep this market afloat in an artificial
fashion?

We expect
the main
drivers
to be the
search
for yield,
risk
appetite
and the
benign
default
rate

the spread tightening in this scenario.
The main driver of returns for corporate
bond funds for some time has been
government bond yields rather than credit
spreads, and we think that’s likely to be
the same theme in 2017.
It’s true that gilt yields have been
supported by liability-driven investment
buyers – and quantitative easing (QE)
– but this has been a factor for many
years and is likely to remain so for the
foreseeable future. In that sense, gilt
yields need to be seen not only as a
reflection of market expectations of
inflation and interest rates but also of
demand and supply.

Darren Ruane

A:

It’s difficult to say whether a
stronger or weaker pound will
be the primary driver of sterling credit
markets. Instead we expect the main
drivers to be the search for yield, risk
appetite and the benign default rate.
If sterling was to recover because of
a perceived improvement in the UK
economy, then this could be supportive
of spreads. However, we’d expect higher
government bond yields to counteract

Head of fixed interest at Investec Wealth
& Investment in London

Do you think that Trumponomics is
more likely to lead to higher growth or
higher inflation in the US? How do you
position your bond portfolios in light
of this?
How will the UK yield curve change
over the next 12 months and what
opportunities does this provide?

What industry sector is likely to
demonstrate the strongest returns in
credit in 2017?

A:

US President Donald Trump has
indicated a focus both on progrowth and reflationary policies and this
has already caused US Treasury yields to
move higher. Bond yields were, however,
rising before the election due to a solid
cyclical upswing and a combination of
rising inflation expectations and betterthan-expected economic data, which has
led to an improvement in risk sentiment.
We had already positioned our portfolios
defensively with high levels of liquidity,
low duration and a focus on low
duration income.
The UK yield curve has steepened
since August last year. Where it goes
from here is likely to be driven by the
opposing factors of whether we see a
so-called ‘soft’ or ‘hard’ Brexit. The curve
has priced in a lot of Brexit-associated
risks and has been pinned down by the
latest bout of QE. With QE forecast to end
in February and a lot of supply pending
we are expecting further steepening.
Brexit-related volatility will offer some
short-term trading opportunities and
possibly some opportunities in longerdated bonds on price weakness.
For 2017, I think the case for investing
in banks remains strong. If we look at the
fundamentals, we still have a lot more
capital in the system in aggregate. Banks
still have a lot of liquidity, and I think the
profitability outlook is improving with the
recent steepening of yield curves. On the
other hand, we know that the European
electoral calendar is quite heavy this year
and there will be phases of risk-on and
risk-off in the sector.
Europe’s banks continue to strengthen
their capital positions, and it is this
process of repair that we believe forms
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the basis of the opportunity. Focusing
on AT1 bonds (the lowest ranked form
of debt capital), the European Central
Bank has addressed some of the risks
affecting this sector in 2016 and given
banks greater discretion to make cash
payments including dividends and AT1
coupons. These positive factors are
not, in our view, currently reflected
in valuations. For example, as at 31
December 2016, global contingent
convertible bonds (which include AT1)
offered a yield of 6.7%.

John Ditchfield
Partner in Castlefield Advisory Partners
in London

Inflation is becoming more of an issue,
given a move from monetary to fiscal
stimulus in the US and rising interest
rates. To what extent is this of concern
to you and what can you, as bond
investors, do to mitigate this risk?
With bonds being relatively expensive,
do you think investors will continue
to adjust their asset allocations away
from bonds towards other assets
classes, primarily equities? Which
areas of the bond markets offer good
value just now?

A:

Inflation is always a concern for
bond investors and there are signs
that the global economy is moving from a
deflation bias towards signs of reflation.
However, while inflation pressures are
rising they are doing so from a very
low level. There are a few ways we can
attempt to lessen the effects of rising
inflation on our funds. First and most
obviously, by keeping the overall fund
duration low – we are typically running

with much lower levels of duration than
typical bond indices.
Second, by investing in bonds that
offer low duration and a relatively
attractive yield. By that I mean
subordinated financials, parts of the
high-yield bond market and corporate
hybrids where we can find higher levels
of yield than you would get on a samerated corporate bond.
Finally, we can hold inflation-linked
bonds. Overall, we have a positive view
on index-linked government bonds
(linkers) although exposure tends to be
concentrated in the Invesco Perpetual
Global Bond Fund. However, this view
does not extend to index-linked gilts,
which had a very strong 2016 returning
25%1 – prices are high and yields are very
low, the real yield is -1.6%.
It’s important to remember that linkers
offer inflation protection compared with
conventional bonds, but they are not an
inflation hedge in absolute terms. They
have a lot of duration, so if inflation
expectations are rising they are sensitive
to higher interest rate expectations. The
high duration adds to their volatility. The
prospect of higher rates is a negative
factor for these bonds, just like ordinary
bonds. In our portfolios, where we feel
there is value in the inflation protection
aspect of linkers, we can isolate it through
the use of derivatives.
In terms of asset allocation, while large
parts of the bond market do still look
expensive, so too do equity markets in
our view, at least at headline levels. Any
increase in bond yields will make bond
markets look relatively more attractive.
Outside of a shock that impacts bond
markets more than other asset classes,
then I would expect more rotation within
fixed income, for example from longer to
shorter duration funds.
Source BofA Merrill Lynch UK Inflation linked Gilt

1

Index (total sterling return)

We have
been
positioned
cautiously
for some
time now

Tom Munro
Director of Falkirk-based Tom Munro
Financial Solutions

Given the political and geopolitical
risk on the horizon, are you likely to
advocate a more cautious approach
to bond investing in 2017? What do
you see as the biggest risks to bond
investors and what are you doing to
protect them?

A:

Politics will likely remain one of the
key risks facing financial markets
in 2017. The calendar includes the French
presidential election and general elections
in the Netherlands and Germany. These
elections have the potential to significantly
raise levels of volatility. Further, they will
all take place against the backdrop of Brexit
and the start of Donald Trump’s tenure as
President of the United States.
We have been positioned cautiously
for some time now, believing record low
yields across large parts of the market
have offered little value and only a modest
cushion against their eventual rise. Our
fixed interest funds have high levels of cash
and other liquid instruments. This liquidity
helps to mitigate the impact of periods of
market weakness, while also enabling us
to exploit any investment opportunities that
may arise, be they driven by political events,
monetary policy or some other factor.
In terms of the risks to bond markets
then I think the greatest risk is how we
transition to higher yields and the inevitable
price falls that go with that. We are not
expecting a nasty correction; we could
have a market where yields stay low for
a long time. Perhaps the most important
conclusion we could make for the medium
term is that returns from the asset class
– particularly returns from government
bonds – are likely to be quite poor. To
compensate we’re holding a lot of liquidity
and we’re focused on low duration income
as mentioned in the previous question.
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as to raise rates would cause some serious
losses for the central bank,’ he says.
‘As a crude example, if the average
duration of gilt holdings is five [years]
then a rate rise of 1% would see a
corresponding decline in value of 5% or
£21.1 billion.
‘The bank is very much between a rock
and a hard place when it comes to raising
rates. Whilst this means prices may not fall
substantially in the near term, there may
be little prospect of capital appreciation
with the base rate now at 0.25%.’

IFA VIEWS

CHANGING
FOCUS
ON FIXED
INTEREST
Advisers are thinking differently about bonds – and are still
finding opportunities to protect capital and generate income
despite headwinds
Advisers have traditionally used bonds
as the defensive component of client
portfolios, but their tremendous run
in recent years has compelled many
intermediaries to think about them
differently.
‘Ultra-low interest rates and QE
[quantitative easing] have, in our view,
altered the way that investors should be
thinking about the fixed interest sector,’
says Andrew Chorley, managing director of
Financial Planning Wales.
Chief among the reasons for this is that
bond prices have soared alongside stock
markets, as central banks injected vast
sums of money into financial markets and
investors clamoured for income amid rockbottom rates on cash.
Ian Head, director of Ascot-based Fund
Management, says: ‘2008/9 was a wake-up
call to many investors, as the financial
crisis meant that asset classes we thought
were not correlated fell in line.
‘QE [quantitative easing] gave us another
headache – falling interest rates and
falling annuity rates. This has caused an
ever increasing demand for yield, inflating
prices in equity income funds, commercial
property and, of course, fixed interest.’
BOOM AND BUST?
The bull run for bonds coupled with the
prospect of major central banks starting
to unwind from eight years of ultra-low
interest rates and monetary easing has

prompted fears of a significant fall in the
capital value of fixed interest holdings.
‘At the beginning of 2010 and every year
since, we have had dire warnings from ‘the
experts’ that there will be a correction in
bond prices,’ says Head. ‘Remember the
‘great rotation’? That never happened.’
Samantha Secomb, a director of Kentbased Pentins Financial Planning, started
to warn clients of potential downward
pressure on bond valuations at the start of
2016.
‘I felt sure we were in a fixed interest
bubble fit to burst,’ she says. ‘I started
having these discussions over a year ago
and current portfolio reviews are showing
significant capital growth, which may not
be doing my credibility a lot of good.
‘Here we are at the beginning of 2017
and it turns out there was still room to
squeeze some more pressure into the
taught skin of this particular balloon.
‘I comfort myself with the knowledge
that it is easy to deliver the good news of
unexpected bullish performance, but it will
stand me in good stead to have prepared
clients for a drop in capital values, which I
still personally believe is inevitable.’
Chorley, however, believes that is some
way off. ‘The risk of rate rises and falling
bond prices may be minimal at present
given the value of the fixed interest
holdings that the Bank of England has
bought in recent years – £422.9 billion in
gilts and £4.9 billion of corporate bonds –

Ultra-low
interest
rates and
QE have, in
our view,
altered the
way that
investors
should be
thinking
about
the fixed
interest
sector
Andrew Chorley
Financial Planning
Wales

INFLATION PROTECTION
For long-term income-seeking investors
with no need to sell holdings, depreciation
in capital values is ‘somewhat academic’,
says Secomb.
She has stuck to the fixed interest
allocation deemed appropriate for each
client: ‘Short-term speculation is not what
I do. It’s just as well as I would have moved
everyone out of fixed interest last January
and what a mistake that would have been.’
Within clients’ fixed interest allocations,
she has been skewing holdings towards
inflation-linked gilts and emerging market
corporate bonds in local currency.
Chorley sold clients’ long duration gilt
fund exposure last August when the Bank
of England cut interest rates to 0.25%,
but also likes index-linked gilts – an area
of the market that was not artificially
bolstered by QE.
‘Coupled with the fact that the Bank may
think twice about raising interest rates as
a policy response to inflationary pressures,
these should hopefully provide protection
should we see inflation rise; the possibility
of this continues to increase if sterling
remains weak and the cost of imports rise,’
he says.
CHANGING FOCUS
Other advisers are less keen on gilt
markets. Over the last decade, Head has
gradually reduced his clients’ government
bond exposure to nil and over the last six
months has also recommended reducing
exposure to the high yield sector.
Instead, he has been favouring ‘more
boring alternatives’ – predominantly funds
of investment grade corporate bonds with
no currency exposure.
It is an area he prefers to equities
at present. ‘Since November I’ve been
advising clients to move 10% of their equity
holdings into fixed interest and cash, as
I don’t believe this equity market rally is
sustainable,’ he says.
Until last summer, Matthew Clark,
a director of Seabrook Clark in Exeter,
had been long duration with a market
weighting in gilts.
However, in the expectation of reflation
and belief that gilts have become
expensive, he has altered clients’ fixed
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interest allocation to a combination of
short duration investment grade corporate
bonds, high yield bonds and global bonds.
‘Sterling has weakened and with Brexit
uncertainty, I am very comfortable with
significant dollar exposure,’ he says. ‘This
has been a profitable position that I believe
will continue to deliver value as part of our
fixed interest allocation.’
SHORTER DURATION
Canvassing the views of advisers, it is clear
that many have a preference for short
duration credit as a means of sheltering
investors from a number of political and
geopolitical risks on the horizon.
Cheshire-based Clarion Wealth Planning
focuses its fixed interest exposure on
bonds with a maturity date of two to three
years, sometimes shorter.
Head of paraplanning Adam Wareing
says: ‘Short-dated bonds ought to be less
susceptible to downside volatility: as long
as the issuer remains solvent, the coupon
will be repaid in the near future.
‘Adopting this strategy has hurt our
short-term relative performance, as
longer-dated bonds continued to increase
in value ahead of shorter-dated ones.
However, we retain the traditional belief
that bond investments are made primarily
to provide capital protection, not equitystyle performance and we believe that this
is still the right call.’
Essex-based Grangewood Financial
Management has recently added some
exposure to short duration investment
grade corporate debt, while Dundeebased Verus Wealth decided to increase
its allocation to short-dated bond funds
following its Q4 2016 investment policy
committee meeting.
It also reduced overall bond allocations
by 15% in favour of a UK direct property
fund – its first move back into the property
sector since 2007.
Co-director Paul Lothian says: ‘Like all
globally allocated portfolios, our clients’
investments benefitted from sterling’s
post Brexit vote weakness, including a
big uptick in unhedged global bond funds.
Arguably, it’s now a good time to bank
that profit by selling some of that bond
exposure.’
Staffordshire’s BRB Wealth Management
and Greater Manchester’s Smart Financial
Planning have made no change to bond
allocations since the credit crunch: both
have consistently owned short duration,
high quality bonds as defensive assets to
mitigate stock market risk.

Please note, Invesco Perpetual holds no
editorial responsibility for the content on
this page.
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Andrew Chorley
Managing director of Financial
Planning Wales

Samantha Secomb
‘An area of the bond market that we
continue to support is index-linked
gilts; these were not purchased in
QE and there remains a structural
imbalance between supply and
demand (mainly from large pension
funds) that should maintain their
popularity.’

Director of Pentins Financial Planning
‘We still have a considerable amount of investment
grade bond exposure because this asset class
continues to have redeeming long-term qualities,
but I’ve also been inclined toward portfolios
with greater allocation to absolute return funds,
inflation-linked bonds and emerging market
corporate bonds in local currency. This is especially
so in growth portfolios where total return is more
important than income generation.’

Ian Head
Director of Fund Management
‘Over the last six months I’ve been
advising my clients to reduce
their exposure to the high yield
sector and am recommending
more boring alternatives –
predominantly investment grade
corporate bonds.’

Adam Wareing
Head of paraplanning at Clarion Wealth Planning
‘Beginning in 2014, we have shifted a large
proportion of our bond holdings out of longer-dated
assets and into those with shorter maturity dates.
The latter are less sensitive to interest rises and
ought, therefore, to provide some measure of value
protection.’

Matthew Clark
Director of Seabrook Clark

Tim Walsham
‘I’m finding some interesting
opportunities in high yield bonds.
Whilst care is needed with subinvestment grade bonds, they offer
greater protection against rising
interest rate/inflation expectations.
Yields of 6-7% are available. As bank
balance sheets are being strengthened
I’ve become more comfortable holding
financials’ bonds.’

Director of BRB Wealth Management
‘We restrict our fixed interest exposure to high
quality, shorter dated bonds to maximise their
dampening effect during times of stock market
turmoil. During the credit crunch, these bonds
performed excellently and provided the genuine
diversification away from stock markets that we
look for.’
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IMPORTANT INFORMATION
This document is for Professional Clients only and is not for consumer use.
All data is at 31 December 2016 and sourced from Invesco Perpetual unless otherwise stated.
The value of investments and any income will fluctuate (this may partly be the result of exchange rate fluctuations) and investors may not get back the full amount
invested.
Where the Invesco Perpetual Fixed Interest team has expressed opinions, they are based on current market conditions and are subject to change without notice.
These opinions may differ from those of other Invesco Perpetual investment professionals.
Where other contributors have expressed opinions, these may change and are not necessarily representative of Invesco Perpetual’s views and opinions.
Where securities are mentioned in this document they do not necessarily represent a specific portfolio holding and do not constitute a recommendation to purchase,
hold or sell.
ICVCs
The securities that the Invesco Perpetual Global Bond, Global Financial Capital, High Yield and Corporate Bond funds invest in may not always make interest and
other payments nor is the solvency of the issuers guaranteed. Market conditions, such as a decrease in market liquidity for the securities in which the funds invest,
may mean that the funds may not be able to sell those securities at their true value.
These risks increase where the funds invest in high yield or lower credit quality bonds and where we use derivatives.
The funds have the ability to make use of financial derivatives (complex instruments) which may result in the funds being leveraged and can result in large
fluctuations in the value of the funds. Leverage on certain types of transactions including derivatives may impair the funds’ liquidity, cause these to liquidate
positions at unfavourable times or otherwise cause the funds not to achieve their intended objective. Leverage occurs when the economic exposure created by the
use of derivatives is greater than the amount invested resulting in the funds being exposed to a greater loss than the initial investment.
The funds may be exposed to counterparty risk should an entity with which the funds do business become insolvent resulting in financial loss.
As the Invesco Perpetual Global Financial Capital Fund is a theme-based fund, which only invests in fixed interest and other debt securities and shares of banks and
other financial institutions, investors should be prepared to accept a higher degree of risk than for a fund that is more widely diversified across different sectors.
For the most up to date information on our ICVCs, please refer to the relevant fund and share class-specific Key Investor Information Documents, the Supplementary
Information Document, the Annual or Interim Short Reports and the Prospectus, which are available using the contact details shown.
Offshore Fund – Invesco Euro Corporate Bond Fund
Debt instruments are exposed to credit risk which is the ability of the borrower to repay the interest and capital on the redemption date.
Changes in interest rates will result in fluctuations in the value of the fund.
The fund may hold a large amount of debt instruments which are of lower credit quality and may result in large fluctuations in the value of the fund.
The distribution and the offering of the fund or its share classes in certain jurisdictions may be restricted by law. Persons into whose possession this document
may come are required to inform themselves about and to comply with any relevant restrictions. This does not constitute an offer or solicitation by anyone in any
jurisdiction in which such an offer is not authorised or to any person to whom it is unlawful to make such an offer or solicitation.
Persons interested in acquiring the fund should inform themselves as to (i) the legal requirements in the countries of their nationality, residence, ordinary residence or
domicile; (ii) any foreign exchange controls and (iii) any relevant tax consequences.
The fund is available only in jurisdictions where its promotion and sale is permitted.
For the purposes of UK law, the fund is a recognised scheme under section 264 of the Financial Services & Markets Act 2000. The protections provided by the UK
regulatory system, for the protection of Retail Clients, do not apply to offshore investments. Compensation under the UK’s Financial Services Compensation Scheme
will not be available and UK cancellation rights do not apply.
Please refer to the most up to date relevant fund and share class-specific Key Investor Information Document for more information on our Offshore funds. Further
information on our products is available using the contact details shown.
Issued by Invesco Fund Managers Limited, Invesco Global Investment Fund Limited and Invesco Asset Management Limited, Perpetual Park, Perpetual Park Drive,
Henley-on-Thames, Oxfordshire RG9 1HH, UK. Authorised and regulated by the Financial Conduct Authority.
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Carefully
considered
20+ years of fixed
interest expertise
With uncertain times ahead, our experience in
bond markets gives us an informed viewpoint,
and the ability to act with conviction.
For the past two decades we have taken
investment opportunities when they exist,
and placed an emphasis on preserving capital
by reducing risk when they don’t.
Put our experience to work for you at
invescoperpetual.co.uk/fixedinterest
Follow us @InvescoInsights
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