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Active is: Anticipating what’s ahead

Bond investors should expect continued low
yields and low returns
by Stefan Hofrichter | 01/04/2020

  

Summary
When fears of the new coronavirus seized hold of markets in early March, already low government-bond
yields fell to record levels amid a historic “flight to quality”. Given the impending global recession,
government bonds will likely continue to be attractive for now – although their yields will be low and
liquidity concerns will make them volatile. But over the long term, we favour spread products such as
investment-grade and high-yield corporate bonds.
Key takeaways

We expect the US fed funds rate to remain low and possibly move lower, but we don’t
think these official rates will reach negative territory. However, market forces could push
Treasury yields below zero.
The coronavirus has added complexity to the economic outlook and made a global
recession all but certain; in response, investors have flocked to the relative “safety” of
government bonds
Government bonds are more attractive than corporate bonds and other “spread products”
in the immediate future; however, we prefer spread products over a longer time horizon

As the extent of the global coronavirus crisis became clear in recent months, we made some adjustments to our outlook for global bond markets. However, our
core convictions remain the same: (1) interest rates will likely remain low in the near term; (2) bond returns are set to stay low for years; and (3) we still prefer
spread products to government bonds in the long run.

1. Interest rates seem likely to stay low for the foreseeable future
There are compelling reasons for us to think interest rates will remain at or near their current very low levels for some time. The trend was apparent over recent
years, even before the coronavirus hit: central banks have repeatedly showed their willingness to loosen the reins in the face of economic headwinds. And indeed,
with a coronavirus-triggered global recession looming, major central banks have lowered rates dramatically, increased their bond purchases and provided
additional liquidity provisions to stabilise markets.
Even if the outlook for global economic growth improves – which is unlikely to happen in the near term – we don’t anticipate any imminent change in the
monetary policy of the two most important central banks (the US Federal Reserve and the European Central Bank). If anything, we expect them to make
additional rate cuts or extend their bond-purchase programmes further. As central banks and investors alike buy up government debt, their yields could fall even
more.
When considering the future direction of bond yields, it’s also important to note the relationship between high debt levels and low rates. Decades of “loose”
monetary policy – including low rates – have lifted public and private debt levels close to record highs globally (see charts). One reason this has happened is the
financial appeal of taking on cheap debt – including when corporations use it as leverage to buy back their own stocks. High levels of debt have historically

When considering the future direction of bond yields, it’s also important to note the relationship between high debt levels and low rates. Decades of “loose”
monetary policy – including low rates – have lifted public and private debt levels close to record highs globally (see charts). One reason this has happened is the
financial appeal of taking on cheap debt – including when corporations use it as leverage to buy back their own stocks. High levels of debt have historically
curbed countries’ longer-term economic growth, while making their central banks reluctant to raise interest rates to a “normal” level for fear of hurting a private
sector dependent on low financing costs. Clearly, the environment that central banks helped create is not going away anytime soon.
Non-financial and government debt levels are near record highs
ebt/GDP in % (developed markets on left, emerging markets on right)

Source: Allianz Global Investors, BIS, Refinitiv. Data as at 31 March 2019.

2. We expect low bond returns over the long term
In our view, there are two reasonable outlooks for bonds: yields will fall even lower, or yields will rise slightly but still stay low.
Given fears of the growing “Japanification” of the government bond markets in Europe and ultimately the US – a reference to the low-growth, low-yield, lowinflation environment seen in Japan since the 1990s – some wonder if the Fed would even push rates into negative territory. (Interest rates are already
negative in Japan and the euro zone.) We don’t think US policy rates will turn negative, but Treasury yields may be different: they could be forced by market
pressures into negative territory despite the Fed adhering to its “zero lower bound”. However, with short-term rates having reached the lower bound, the
downside for bond yields – and, therefore, the upside for bond prices – seems to be limited.
It is possible that bond yields could rise slightly in the long run while staying relatively low. For example, prolonged trade disputes can be inflationary
(though the current trade war hasn’t increased inflation significantly) and bond investors could start pricing in the risk of higher inflation as a consequence of
ultra-easy monetary policy. This would result in higher yields and lower returns, since bond prices move inversely to yields.
Either way, we expect annualised returns on government-bond markets to be in the low single digits. Even in a climate of “normal” interest rates – and we are
nowhere near such an environment – central-bank rates would likely rise to only about 3% in the US, 2% in the euro zone and less than 1% in Japan due to low
trend growth. At these levels, US debt would likely be more attractive than that of other nations, but it’s unlikely that these low yields would meet most investors’
long-term obligations.
Policy rates set by major central banks are at low or negative levels

Policy rates set by major central banks are at low or negative levels

Source: Refinitiv Datastream. Data as at 31 March 2020.

3. We prefer spread products to government bonds in the long run
When yields are low and the economy is not entering a recession, the more attractive segments of the bond market tend to be the ones that offer additional
income potential over government bonds in exchange for taking on additional risk. Spread products are a good example: their extra yield potential (or “spread”)
is meant to compensate investors for taking that risk.
These are not normal times, however, and spread products as a category may not generate enough income to compensate investors for taking more risks (though
proprietary credit research may help mitigate them). However, over the long term, we find credit and illiquidity risk to be worth taking. We estimate that compared
with a government bond index, investment-grade corporate bonds could offer additional return potential of around 70 basis points, and high-yield bonds could
offer an extra return of 200 basis points. (A basis point is 1/100 of a percentage point.)
The current environment is challenging. Growth prospects are unclear, the coronavirus outbreak is continuing to spread around the world and central banks could
still change their monetary-policy approaches. We have seen several bouts of ambitious valuations hit the bond market as investors drove up prices and pushed
yields further down. Portfolio decisions should be adapted actively in response to these difficult conditions.
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Active is: Sharing insights

What signs of a rebound should investors watch
for?
by Stefan Hofrichter | 06/04/2020

  

Summary
As the coronavirus crisis continues, we are seeing signals that this bear market has likely not reached its
bottom. While investors should be cautious, they should also actively look for evidence that typically
signals a rebound.
Key takeaways

Just as this has been a rapid sell-off by historical standards, the outlook could suddenly
turn more positive – but we are likely not there yet
We built a watch list of what to look for when seeking the end of a bear market, and it
proved useful in gauging the trough in equities in spring 2009. While history doesn’t repeat
itself, it often rhymes
Massive fiscal and monetary stimulus are among the necessary conditions for the bear
market to bottom out, but they are not sufficient. Other conditions, including a trough in
cyclical dynamics and attractive valuations, must be in place as well
Recent volatility has created potential investment opportunities for active investors using a
thorough bottom-up process in equities or bonds
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Disclaimer



Investing involves risk. The value of an investment and the income from it will fluctuate and investors may not get back the principal invested. [*] Past performance is
not indicative of future performance. This is a marketing communication. It is for informational purposes only. This document does not constitute investment advice or
a recommendation to buy, sell or hold any security and shall not be deemed an offer to sell or a solicitation of an offer to buy any security.
The views and opinions expressed herein, which are subject to change without notice, are those of the issuer or its affiliated companies at the time of publication.
Certain data used are derived from various sources believed to be reliable, but the accuracy or completeness of the data is not guaranteed and no liability is assumed
for any direct or consequential losses arising from their use. The duplication, publication, extraction or transmission of the contents, irrespective of the form, is not
permitted.
This material has not been reviewed by any regulatory authorities. In mainland China, it is used only as supporting material to the offshore investment products
offered by commercial banks under the Qualified Domestic Institutional Investors scheme pursuant to applicable rules and regulations. This document does not
constitute a public offer by virtue of Act Number 26.831 of the Argentine Republic and General Resolution No. 622/2013 of the NSC. This communication's sole purpose
is to inform and does not under any circumstance constitute promotion or publicity of Allianz Global Investors products and/or services in Colombia or to Colombian
residents pursuant to part 4 of Decree 2555 of 2010. This communication does not in any way aim to directly or indirectly initiate the purchase of a product or the
provision of a service offered by Allianz Global Investors. Via reception of his document, each resident in Colombia acknowledges and accepts to have contacted
Allianz Global Investors via their own initiative and that the communication under no circumstances does not arise from any promotional or marketing activities
carried out by Allianz Global Investors. Colombian residents accept that accessing any type of social network page of Allianz Global Investors is done under their own
responsibility and initiative and are aware that they may access specific information on the products and services of Allianz Global Investors. This communication is
strictly private and confidential and may not be reproduced. This communication does not constitute a public offer of securities in Colombia pursuant to the public
offer regulation set forth in Decree 2555 of 2010. This communication and the information provided herein should not be considered a solicitation or an offer by Allianz
Global Investors or its affiliates to provide any financial products in Brazil, Panama, Peru, and Uruguay. In Australia, this material is presented by Allianz Global
Investors Asia Pacific Limited (“AllianzGI AP”) and is intended for the use of investment consultants and other institutional/professional investors only, and is not
directed to the public or individual retail investors. AllianzGI AP is not licensed to provide financial services to retail clients in Australia. AllianzGI AP (Australian
Registered Body Number 160 464 200) is exempt from the requirement to hold an Australian Foreign Financial Service License under the Corporations Act 2001 (Cth)
pursuant to ASIC Class Order (CO 03/1103) with respect to the provision of financial services to wholesale clients only. AllianzGI AP is licensed and regulated by Hong
Kong Securities and Futures Commission under Hong Kong laws, which differ from Australian laws.
This document is being distributed by the following Allianz Global Investors companies: Allianz Global Investors U.S. LLC, an investment adviser registered with the
U.S. Securities and Exchange Commission; Allianz Global Investors Distributors LLC, distributor registered with FINRA, is affiliated with Allianz Global Investors U.S.
LLC; Allianz Global Investors GmbH, an investment company in Germany, authorized by the German Bundesanstalt für Finanzdienstleistungsaufsicht (BaFin); Allianz
Global Investors (Schweiz) AG; Allianz Global Investors Asia Pacific Ltd., licensed by the Hong Kong Securities and Futures Commission; Allianz Global Investors
Singapore Ltd., regulated by the Monetary Authority of Singapore [Company Registration No. 199907169Z]; Allianz Global Investors Japan Co., Ltd., registered in
Japan as a Financial Instruments Business Operator [Registered No. The Director of Kanto Local Finance Bureau (Financial Instruments Business Operator), No. 424,
Member of Japan Investment Advisers Association and Investment Trust Association, Japan]; and Allianz Global Investors Taiwan Ltd., licensed by Financial Supervisory
Commission in Taiwan.
[*Subject to change – depends on the content of the material which may mention certain investment instruments that involve particular risk]
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