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• Global DM bond yields declined, with USTs outperforming on the
month.
• The Fed hiked interest rates by 25 bps for the fourth time this year
while the ECB remained on hold.
• EM currencies, in aggregate, posted a solid recovery on a weaker
US dollar.
• Spread sectors remained under pressure due to ongoing trade
tensions.
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Global developed market (DM) bond yields fell, with US Treasuries (USTs)
outperforming as negative risk sentiment resulted in the sharp repricing of a
number of asset classes and a flight to safety by investors. Against a backdrop
of mounting concern over continued trade tensions between the US and China,
and expectations for US economic growth moderation, the Federal Reserve
(Fed) hiked interest rates by 25 basis points (bps) for the fourth time this year.
While this decision was largely expected, risk markets sold off following Fed
Chair Jerome Powell’s assessment for “some further gradual” rate increases
and no need to adjust the $50 billion monthly pace of balance sheet contraction.
The European Central Bank (ECB) left interest rates unchanged but announced
the end of net asset purchases, as had been flagged during recent months,
indicating that reinvestments will continue well beyond the first rate hike. The
spread between yields on Italian government bonds versus bunds tightened
materially as the coalition government revised its 2019 budget proposal,
reducing the scale of the deficit from 2.40% to 2.04%, with the European
Commission subsequently confirming that it would not initiate an Excessive
Deficit Procedure as would have been the case. Spreads across the
investment-grade and high-yield corporate credit space continued to widen on
the back of continued equity market volatility, corporate-related idiosyncratic
risks and ongoing trade tensions. Emerging market (EM) performance was
mixed on the combination of the broader “risk-off” environment, a weaker US
dollar and lower oil prices.
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In 2019, we expect global growth to remain positive, as US growth moderates
slightly and Europe and EM economies, buoyed by China and the Asia-Pacific
complex, regain their footing. We acknowledge that there are risks that may
challenge this view, such as a collapse in US-China relations, unexpected Fed
rhetoric or policy decisions, an escalation in tensions between Italy and the EU
as well as the UK separating from the EU via a “hard Brexit.” The market,
however, is pricing each of these scenarios for extremely negative outcomes.
In the US, we expect slower growth in 2019 as some of the fortuitous factors
recently boosting growth begin to fade. While 3%-4% growth (annualized) in
some recent quarters has garnered headlines, average growth for all of 20172018 was a more modest 2.8%. If foreign trade and inventories revert to 20152016 trends and either equipment investment or housing sputters, economic
growth could drop to the 2.0%-2.25% range. We think the claims of runaway
growth are exaggerated and that we will likely see more modest performance
in 2019, along with continued low inflation. Accordingly, we retain a long US
duration bias which we also believe remains an effective hedge against risk
exposures in global portfolios.
In Europe, we remain underweight 10-year German duration on our view that
European data will stabilize as we move into 2019, led predominantly by
domestic consumption and investment. An improving economy, emerging wage
and capacity concerns, combined with very supportive monetary conditions,
should support inflation moving back to the ECB’s target. Under this scenario
we expect steeper curves and higher German yields towards year-end. We think
firmer ECB forward guidance is supportive for short-dated carry trades, which
supports our decision to retain a modest overweight to Italian bonds.
The ongoing global growth story has been challenged and credit spreads have
widened in recent months. Although we remain mindful of the downside risks
from an escalation in global trade tensions and slower global growth, our base
case view for credit spreads is a modestly tighter destination in the near- to midterm. Corporate fundamentals continue to be strong across the majority of
sectors and earnings are supportive of credit investing. In the near term,
however, equity and EM volatility, Italian political risk, the end of ECB asset
purchases, trade tariffs on Chinese goods from the US administration, as well
as potential restrictions on auto imports, will remain a key focus for credit
markets.
In currency markets, we continue to believe the long-term trend for the US dollar
to weaken as Fed policy normalization is fully priced and growth expectations
outside of the US are likely to improve over the coming quarters.
EM issuers have underperformed on global growth fears with a number of
isolated stories further contributing to weakness. Over the longer term, we
remain constructive on select EM sovereign issues given steady EM growth,
improved external accounts, proactive central banks and prudent fiscal policy.
We believe EM secondary market valuations are attractive on a historical basis
and relative to other spread sectors.
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