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Economic and market background
Fans of the Beatles were celebrating at the end of 2015 as
the iconic band finally made its 13 studio albums available
on streaming services such as Spotify and Apple Music.
For financial-market participants, meanwhile, there were
plenty of twists and shouts during the closing months of
the year, not least in relation to monetary policymaking.
Whereas the Beatles’ decision to venture online was
symbolic of the demise of music as a physical commodity,
the US Federal Reserve’s (the Fed’s) first interest-rate rise
since 2006 was taken as a signal of the waning policy
support available to investors.
Tesla Motors launched a software update in October,
which means some of its cars can now steer, change lanes
and adjust speed automatically. According to the
company’s CEO, Elon Musk, the new autopilot mode is
designed to give drivers greater confidence, but not to
allow them to abdicate responsibility. For the Fed, a
protracted phase of near-zero interest rates and bountiful

bond-buying has been aimed at improving consumer and
investor confidence. A quarter-point increase in rates may
make the ending of that phase more figurative than
practical, for now. However, with further rate increases
built into the Fed’s own forecasts, investors appear to have
entered a new era, in which they can no longer expect
responsibility for meeting their investment objectives to
be taken by central bankers.
Manoeuvres by the European Central Bank (ECB) and
the Bank of Japan proved little consolation in financial
markets. The ECB’s decision to lengthen, not enlarge, its
bond-buying programme was a particular damp squib for
investors whose hopes for more instant gratification had
been raised by President Draghi, and the negative reaction
to the six-month extension underscored the tendency of
markets to trade on the activities of authorities rather than
more fundamental criteria.
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For the emerging world especially, the
Fed’s policy change overshadowed
initiatives elsewhere, not least the ECB’s
pledge. Higher US rates threaten to
compound the difficulties of emerging
economies which have amassed large
quantities of debt since the global
financial crisis and are already vulnerable
to an ascendant dollar, slowing growth in
China and falling commodity prices. In
emerging markets, recent months have
seen the resumption of large-scale capital
outflows, depreciating currencies, and
falling share prices.

sustained production by non-OPEC
producers, such as the US and Russia, led
to a further 17.9% fall in the oil price,
making crude more than 30% cheaper
than at the start of 2015.1
Against this backdrop, financial markets
displayed some signs of strain. High-yield
corporate bonds began to weaken rapidly
in early November, amid rising defaults
– particularly among commodity-related
issuers; and unease intensified after the
move by the Third Avenue Focussed
Credit Fund, quickly followed by some
other ‘junk’ bond funds, to block
redemptions. Emerging-market sovereign
debt also lost ground.

The final quarter of the year was notable
also for the barrelling fall in the price of
crude oil. The failure of OPEC (the
Organization of the Petroleum Exporting
Countries) to find any consensus on how
to tackle a global glut, combined with

However, equities generally made strong
gains. Japan was the strongest of the major
regions, its stock market returning
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+12.5% in sterling terms over the fourth
quarter, to end 2015 with a return for the
year of +17.6%. North America returned
+9.0% (+5.4% over the year), the
Asia-Pacific region (excluding Japan)
returned +8.9%, to cut its losses for the
year to -4.4%, Europe (excluding the UK)
returned +6.1% (+5.4% over the year),
and the UK returned +4.0%, to scrape a
positive return of +1.0% over 2015 as a
whole. Reflecting growing concern about
the outlook for the developing world,
emerging markets staggered to a currencyenhanced aggregate return of +3.5%, to
record nonetheless a sharply negative
return (-9.7%) over the year.2
Cracks in bond markets were not
confined to the riskier areas such as
high-yield and emerging-market debt.
‘Safe-haven’ sovereign issues also endured
periods of weakness, and over the fourth
quarter total returns were generally
negative, although, with interest-rate
paths diverging, eurozone government
bonds were distinctly stronger than their
US counterparts. In the UK, the FTA
Government All Stocks Index (gilts)
returned -1.2%, for a 12-month return
of +0.6%, while the JPM Global
Government Bond Index (excluding the
UK) registered a positive sterling return
of +1.8% to the UK investor thanks to
currency translation effects, to take its
gains for the year to +3.2%. Corporate
bonds once again managed to hold on to
subdued gains, with the BofA ML Sterling
Non-Gilts Index returning +0.5% over the
quarter, to post a 12-month return of
+0.7%.3 The price of gold, meanwhile, fell
3.1% over the quarter and 6.9% over the
year in sterling terms.4
In the US, the Federal Reserve’s first rate
increase in 114 months had become
something of a fait accompli in financial
markets by the time it occurred in
December. Having failed to raise rates in
September, but wrong-footed investors
with the ‘hawkish’ tone of its end-ofOctober statement, the central bank is
likely to have been motivated to raise rates
as much by the fear of losing credibility
(by flip-flopping yet again) had it not
done so, as by fundamental deliberations.

1 Source: Thomson Reuters Datastream, 31.12.15 (Crude oil: WTI-Cushing, spot price, US$/BBL)
2	Equity market returns sourced from Thomson Reuters Datastream, 31.12.15 (All sterling total returns. Europe, Pacific, UK, US and Japan regional returns are from FTSE World Index; emerging markets return is
from MSCI World Index)
3	Bond market returns sourced from Thomson Reuters Datastream, 31.12.15
4	Gold bullion return sourced from Thomson Reuters Datastream, 31.12.15
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CPI inflation projection based on constant nominal interest rates at 0.5% and £375
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Source: Bank of England, November 2015. The chart depicts the probability of various outcomes for CPI inflation.
It assumes the stock of purchased assets financed by the issuance of central bank reserves remains at £375 billion.
If economic circumstances identical to today’s were to prevail on 100 occasions, the MPC’s best collective judgement
is that inflation in any particular quarter would lie within the darkest central band on only 30 of those occasions.

According to Janet Yellen, chair of the
Fed, the December rate rise “recognises
the considerable progress that has been
made toward restoring jobs, raising
incomes, and easing the economic
hardship of millions of Americans”.5
Whatever the veracity of that statement,
it is conspicuous that the change in policy
differs from any of the first rate increases
of the last 50 years in occurring so late in
the economic cycle.
US policymakers’ median expectation is
for three to four further rate increases to
occur this year, but whether such a pattern
is consistent with either muted inflation
pressures or mediocre economic activity is
dubious. Even with the unprecedented

With inflation concerns remote, Governor
Mark Carney explained that the Bank’s
priorities were to increase the resilience of
the banking sector, re-examine the safety
of the buy-to-let lending market, and
ensure that a recovery fuelled by ultra-low
rates did not become dangerously
unbalanced. But the UK economy is
arguably lopsided already: unsecured
consumer credit growth is running at
5.7% a year,6 and, in turn, the latest GDP
data illustrates that economic activity
continues to be driven by household
spending,7 despite the repeated hope of a
rebalancing towards investment and
export-led activity.

stimulus of rock-bottom interest rates and
$3.8 trillion of asset purchases since the
end of 2008, US GDP has risen only at a
very modest average annual rate of about
2% in real terms over the last five years.
UK monetary policymaking has taken a
different hue. The Bank of England’s
November Inflation Report forecast that,
even if rates were not to rise until 2017,
and then only to 1%, inflation would still
barely touch its 2% target level. The
Monetary Policy Committee also
undertook not to consider reducing the
£375 billion stockpile of assets bought via
its quantitative-easing (QE) programme
until it had raised rates to 2%.

In Europe, meanwhile, Mario Draghi,
president of the European Central Bank,
proclaimed in October that the ECB was
“open to a whole menu of monetary
policy”,8 with €1.1 trillion of bond
acquisitions proving potentially to have
been just the main course! While Mr
Draghi was adamant the central bank’s
actions had already aided the euro area’s
recovery, “concerns over growth prospects
in emerging markets and possible
repercussions for the economy from
developments in financial and commodity
markets continue to signal downside
risks...”.9
When the ECB’s policy re-examination
came in December, it was greeted with
initial disappointment in markets. In
particular, an extension of six months,
to March 2017, of the ECB’s QE
programme was akin to the promise of
cheese after pudding, when it was a
second helping of the main course that
market participants really hungered after.
However, while recovery in the eurozone
has lagged that of the US considerably
since the financial crisis, additional
liquidity appears no panacea when the
central bank is already holding vast levels
of excess reserves. Given that remaining
bad loans on banks’ balance sheets equate
in size to the ECB’s total bond-buying
programme (€1.1 trillion), and in the
context of obstinately weak demand, there
are clear impediments to the flow of QE
out into the real economy.

5	http://www.federalreserve.gov/mediacenter/files/FOMCpresconf20151216.pdf
6 Source: BBA, High Street Banking – November 2015
7 http://www.ons.gov.uk/ons/rel/naa2/quarterly-national-accounts/q3-2015/stb-qna-q3-2015.html
8 https://www.ecb.europa.eu/press/pressconf/2015/html/is151022.en.html
9 Ibid

The country thus avoided a technical
recession, but it continues to toil against
listless domestic demand and adverse
demographics. A stronger-than-expected
Tankan survey of business sentiment in
December, and Prime Minister Abe’s
seemingly rash verdict that Japanese
policymakers “have created a situation
that is no longer seen as deflation”,11
seemed to limit the scope for further
easing by the Bank of Japan. However,
monetary and political authorities
appeared in new-year declarations to talk
up the case for taking bolder steps to
quicken the rate of inflation (the core
reading of which stands at just 0.1%).
China’s influence on the global economy
and financial markets has continued to be
widespread in recent months. Its currency
devaluation and stock-market tumble in
the summer were cited as key reasons for
the postponement of a US interest-rate
increase; global energy and commodity
producers have been enfeebled by its
slowdown; and the country’s progress
towards freer capital markets was
exemplified by the inclusion of the
renminbi in the International Monetary
Fund’s basket of reserve currencies.
February will see the start of the Chinese
year of the Red Fire Monkey – thought to
herald great risks to business and the
economy. During that new year, China’s
influence is likely to continue to be felt far

Corporate debt in emerging markets
20

15

$trn

Japan’s territorial boundaries are a matter
of some contention. The country regards
the Okinotorishima atoll as its
southernmost point, and is growing coral
in a bathtub to try to replace the dying
parts of the ‘distant bird island’, while
China – itself dredging the ocean to build
military bases – says Okinotorishima is
merely a rock.10 The frontiers of the
Japanese economy have been equally
uncertain, thanks to the erratic nature of
official data. While activity was estimated
in November to have shrunk on an
annualised basis by 0.8% during the third
quarter of 2015, it was reported just a
month later to have expanded by 1.0%.
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have for the competitiveness of other
nations.
Emerging markets have come more
sharply into focus with the Federal
Reserve’s quarter-point rate rise, the direct
economic effect of which is less significant
than its impact on financial-market
sentiment and, in particular, on credit
conditions. Growth in emerging markets
has been fuelled by access to cheap
funding in the years since the global
financial crisis – much of it being taken
on by the corporate sector.

beyond its shores, not least in terms of its
approach to managing its currency.
To Chinese industry, an elevated exchange
rate, exacerbated until now by the setting
of the renminbi against the (soaring) US
dollar, has been highly challenging. For
those who trade with the country, the
prospect that China will weaken its
currency – a move for which Beijing’s
decision to measure the renminbi against
a conglomeration of other currencies
appears to pave the way – is unsettling,
given the negative implications it would

10 http://www.ft.com/cms/s/0/e31054d8-9c88-11e5-b45d-4812f209f861.html
11 http://uk.reuters.com/article/us-japan-economy-abe-idUKKBN0UI04L20160104
12 https://www.iif.com/publications/em-bank-lending-conditions-survey

The magnitude of the specific difficulties
lying ahead depends upon a number of
factors, from the scale of exchange-rate
adjustments that have already occurred to
the size of countries’ reserves, and the ease
with which issuers can secure new lending
at affordable rates. The outlook differs
significantly between countries, industrial
sectors and companies, but, in aggregate,
lending conditions in emerging markets
are already at their weakest level in four
years, according to the latest survey by
the Institute of International Finance.12
While burgeoning trade has usually
served to counteract tightening financial
conditions in the past, emerging-market
export volumes are deteriorating, and
commodity-producing nations have been
especially hard hit by falling prices.

Investment implications
For government bond investors, the Fed’s
rate rise was psychologically important:
speculation about its timing now moves
on to rumination about the prospect of
further US monetary tightening should
the economy strengthen (as the central
bank anticipates). Bond markets imply a
markedly lower headline US interest rate
over the next two years than is projected
by the Federal Reserve itself. Strongerthan-anticipated growth could close the
gap, but with the recent rate rise having
come so late in the economic cycle, and
with credit markets in a state of growing
disorder, it seems more likely the Fed will
have to adjust its path towards that
implicit in financial markets.

In Europe, meanwhile, yields generally
trickled lower over the same period.
Germany, Portugal, Sweden and Denmark
were among countries to issue short-dated
debt at negative yields, and, remarkably,
given that it rose above 7% at the height
of the eurozone debt crisis, Italy’s two-year
debt yield fell below zero during the final
quarter of 2015. Significant spare capacity
and elevated debt levels should ensure
deflationary pressures persist, and thereby
limit the scope for a sustained fall in
European sovereign bond prices,
particularly given continuing ECB
support, but the upside for investors is
necessarily limited by the strength of those
prices to date.
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Corporate bond markets have become
increasingly skittish. Sinking energy
prices, the prospect of tighter US
monetary policy, and declining
creditworthiness had set a difficult enough
backdrop, before news that the Third
Avenue Focussed Credit Fund and others
were blocking redemptions to facilitate
the orderly liquidation of holdings added
to investors’ jumpiness. As a result, there
have been some substantial outflows from
corporate bond mutual funds.
In high-yield markets, the dominance of
commodity-related issuers augurs further
contagion across sectors, given persistent
falls in commodity prices, and the dearth
of liquidity in ‘junk’ bonds means that
large price adjustments can happen
suddenly rather than through a process of
gradual price discovery. The scope for
weakness to filter into higher-quality
(investment-grade) markets calls for a
selective, and broadly defensive,
investment approach across the corporate
bond universe.
Unlike the ‘heat-resistant’ chocolate now
being sold by Swiss company Barry
Callebaut to try to boost sales beyond its
mature (and largely temperate) markets,
equity prices and the profit margins and
revenues behind them may melt in
uncomfortable conditions. While United
Nations members met in Paris in
December to set a goal of limiting global
warming to less than two degrees Celsius
compared to pre-industrial levels, the
economic, financial-market and
policymaking climates are threatening to
change more dramatically.

Whatever the direction of share prices,
such climatic change is highly likely to
bring bouts of volatility to equity markets.
Given fading corporate revenue growth
and record-high margins, and following a
seven-year bull run which has lifted
valuations significantly, share prices appear
vulnerable to the bad news that can
continue to come in many guises: from,

among other things, flagging policy
support, falling commodity prices, a
slowdown in China’s economy, and the
sharp rise in yields of junk-rated bonds.
Within the general picture, prospects
between regions, countries, industries and
individual issuers appear highly divergent,
which calls for discrimination and

flexibility in security selection. In equities,
our emphasis remains on companies
exhibiting balance-sheet strength and the
ability to compound cash flows from
relatively economy-insensitive business
models – all the while being mindful that
deteriorating liquidity conditions are
imposing risk in equity markets just as
they are in parts of the bond markets.

Conclusion
While fans of the Beatles can now enjoy
the band’s music in streaming clarity, the
policy response to a global financial crisis
now some seven years in the past
continues to resemble, to the uninitiated
at least, a badly dubbed video. The drama
surrounding a first US rate rise for almost
a decade would seem to be especially out
of sync with reasonable expectations so
long after such a crisis.
The intensity of focus on such a small
change in the US cost of borrowing was a
clear sign that the economic challenges
affecting so many parts of the world are
structural, not cyclical, in nature, and also
that financial markets remain much at the
mercy of policymakers. While the Federal
Reserve has crossed the threshold of

raising rates, authorities in other regions
have enjoyed no such privilege; the
European Central Bank’s prolonged
programme of bond-buying points to the
even greater difficulties facing the
eurozone.
Policymakers remain intent on solving
the ills they perceive in the real economy
– as expressed by gauges of consumer
price inflation and local employment
levels. Mario Draghi’s remark in October
that “the credibility of a central bank is
measured by its ability to comply with
its mandate [on inflation]” encapsulates
the approach.13 In overlooking the
development of an enormous financial
cycle (largely of their own making) and its
consequences, however, authorities have

allowed excess capacity to build up in
their economies, which we believe has
significant deflationary consequences.
Times of great change can bring
disturbing ‘noise’ in and around financial
markets, but understanding the forces of
such change should help to avoid being
distracted by that noise. Financial asset
prices may in aggregate be lofty, and
capital markets made more precarious by
shortages of liquidity, but the outlook is
not uniform. The divergent prospects for
issuers of securities demand a cautious and
selective investment approach to discern
opportunity from risk, as well as the
perspective to guide it.

13 https://www.ecb.europa.eu/press/pressconf/2015/html/is151022.en.html

‘‘

Music that gentlier
on the spirit lies,
Than tired eyelids
upon tired eyes.

’’

Alfred, Lord Tennyson,
The Lotos-Eaters (1832)
The Lotus-Eaters, Robert S Duncanson 1821-1872
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