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Policy risk looms large

Markets are coming to realise that while leverage is fine in an environment of
healthy growth, leverage without growth is a problem. Moreover, if you
combine this with a lack of policy leadership, you have a crisis; and that is
what we have today. Policy risk is worrying for investors because it is
unpredictable. For example, it is hard to imagine that the authorities will get
every decision right as they navigate through the problems facing the
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Head of Fixed Income peripheral eurozone, but it is equally difficult to predict where mistakes will

occur.

Growth fears exacerbate market risk aversion

Meanwhile, economic growth is slowing significantly in the developed world,
presenting a challenge to governments that are seeking to reduce their debt
levels. Although this combination of slowing growth and policy risk means
that volatility is likely to remain high, the good news is that we do believe
there is a way through the crisis. At the same time, we have clear asset
allocation preferences within fixed income.

Short-term fix

It is becoming increasingly clear that Greece will default or restructure in
some form, and the authorities are focusing on ensuring that this event
happens in an orderly fashion and does not spark contagion to other
markets. Greece is a true outlier in terms of debt to GDP and the proportion
of debt held by external parties, so fundamentally markets such as Italy and
Spain and even Portugal are much better-placed to survive. However, these
markets require some support in the short term to maintain control.

ECB to play a key role

The quickest way of providing this support may be for the European Central
Bank to become a true “lender of last resort” and issue an open-ended
commitment to buy the bonds of all peripheral issuers. Some recapitalisation
will also be necessary in the European banking system. However, as long
as the default is limited to Greece, the volume of this recapitalisation should
be manageable. Finally, a greater degree of fiscal integration will be
necessary over the medium term.

Break-up of the eurozone?

The alternative to these measures would likely be the ultimate break-up of
the eurozone. This outcome would be complex and expensive for all
involved and, as such, we believe that it is highly unlikely. The actions of
politicians and policy makers might appear chaotic, but in fact there is a huge
will to keep the eurozone intact. Moreover, ring-fencing Greece and
providing additional liquidity would be a cheaper alternative for Europe’s core
nations compared with a break-up of the euro.



Limited value in government bonds

The recent bout of risk aversion has driven treasury yields to historic lows,
while spreads of peripheral government markets and corporate and
emerging market bonds have widened substantially. This leaves bond
investors with a dilemma: to be sure of getting paid back, it is necessary to
accept a very paltry yield. Government bond yields below 2% are not going
to drive an attractive total return, so we think these markets offer poor value.

Good value is available elsewhere

Outside of the core government bond markets yields look much more
attractive, but of course these yields come with additional risk. Assessing
where spreads overstate the risks involved allows us to discern value. The
key here is to focus on issuers whose destiny is in their own hands - any
other strategy is speculation rather than investment. This approach leads us
to favour high yield and emerging market bonds in particular.

High yield and emerging markets preferred

High yield issuers have deleveraged and refinanced extensively in recent
years and are now well positioned to deal with any policy errors that might
occur. As a result, while default rates are likely to rise modestly over the
next two years, we are not forecasting a significant increase and believe that
yields and spreads more than compensate investors for the risks involved.
Similarly, emerging markets have reduced their debt levels over the past
decade (in sharp contrast to the trend seen in the developed world) and the
average credit rating of emerging market issuers has risen steadily. This
improvement has not been reflected in yields and, as such, we see good
value in the asset class.

Scenario analysis

The short-term direction of markets is always difficult to predict and current
uncertainties only serve to increase this difficulty. However, focusing on the
longer-term picture allows investors to take advantage of volatility. We have
modelled the likely performance of various bond asset classes in a double-
dip recession, a period of sub-trend growth and a sharp economic recovery.
Government bonds do not provide significant returns in any of these
outcomes, although they do outperform in the double-dip scenario. The yield
cushion offered by high yield and emerging market bonds helps to protect
total returns in the recessionary outcome and these assets significantly
outperform in the low growth and recovery scenarios.

Summary

Markets are facing significant challenges at the moment but we believe that
the authorities will ultimately come up with a solution, even if current
discussions appear chaotic. Greece is likely to default or restructure in some
form but we believe that the eurozone will survive. Meanwhile, risk aversion
has driven core government bond yields to historic lows and we see little
value in these assets. In a world where policy risk is a dominant feature, we
have a preference for issuers that are in control of their own destiny. High
yield and emerging market bonds fit this description and we therefore remain
overweight in these assets.
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