% UBS

For marketing purposes
For professional / qualified /
institutional clients and investors only

Bond Bites

UBS Asset Management | Fixed Income views

April 2020

Together in isolation on the journey
to a strange new world

If humans are ever to explore distant planets and the vast outreaches of space,
scientists must decide how to keep people alive (and sane) through enormous journey
times. Astronauts must arrive at their strange new destinations rested and ready to
work, even after years of travel. Current thinking points to a form of hibernation
where, at the outset, astronauts are chilled and metabolisms depressed to a fraction of
their typical rate — so called "hypothermic torpor’!.

So far, so much science fiction. But now governments, policy makers and economists
around the world wrestle with a similar problem. How to safely put economies into
hibernation so that companies and workers emerge from their sleep pods of isolation
fit and raring to go when the COVID-19 crisis has passed?

Tried and tested techniques are of no use. In past downturns, policy makers have relied
on approaches that supported current spending; so for example lower mortgage rates
and tax cuts. But clearly these will not work today when consumers and business are in
lockdown. If more direct life support was not provided, then productive capacity (both
capital and labour) would be so damaged that a full recovery from the crisis would take
years.

Instead, most countries have rightly taken a far more interventionist approach, and one
that just a few weeks ago would have read like economic science fiction for many
capitalist and market led economies; an unprecedented peacetime expansion of fiscal
spending, tax and mortgage holidays, corporate bailouts, wage subsidies, corporate
loan guarantees, unlimited quantitative easing and extensive support for financial
markets. The numbers are staggering, with packages in many countries easily reaching
10-20% of GDP if fully exercised. And that is before we can be sure how the crisis will
evolve and how the global economy will cope. We should not imagine we have seen
the end of the life support.

The immediate problem is dealing with the havoc wreaked by COVID-19 to the
demand and supply side. But so large are the numbers, and so frequent the
announcements, that it is easy to become blasé about how extraordinary these
government programs are and how uncertain the long-term consequences will be. As
every sci-fi movie-goer knows, when the sleep pods open and astronauts emerge bleary
eyed into a new world, that is usually when the monsters appear.



It is too early to draw real conclusions about how the new global
economy will look, but two things are at least are clear. First, free
spending by governments today, while necessary, risks
unsustainably higher debt levels, higher borrowing costs and
higher inflation in the future. Ultimately, deficits do matter and
must be paid for. Secondly, central banks must provide immense
ongoing support for bond markets. A sharp move higher in
government bond yields will undermine the fiscal policy response
and therefore central banks will need to keep yields low to
support its effectiveness. It is not hard to see some central bank
mandates evolving away from today’s inflation targeting towards
something that is much more explicit in keeping nominal yields
low across the yield curve?.

What steps should bond investors be taking today to reflect this
changing outlook? We see four,

1. Getreal

Given the enormous rise in government spending, and our
expectation that periods of higher inflation in many countries
will follow, it makes sense to own securities with some in-built
inflation protection — what are generally known as ‘real’, rather
than ‘nominal’, bonds. As the Federal Reserve keeps the policy
rate at zero and Treasury yields low, higher inflation means that
real yields will probably fall much lower; so real bonds will
outperform nominal counterparts. US 5-year TIPS (Treasury
Inflation Protected Securities) have a yield of about -0.40% as of
April 6th. Back in 2013 the yield was around -1.7% and we
anticipate those levels could be reached again. So our global
bond portfolios maintain an allocation to inflation protected
securities.
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2. Buy what the central bank buys

Many central banks have eased recent market stresses by
expanding asset purchases, becoming the buyer of last resort
where liquidity was otherwise absent. For example, the Federal
Reserve and the European Central Bank (ECB) launched
programs specifically targeting the investment grade corporate
bond markets, bringing much needed stability. For most of 2019
we had been cautious towards credit. But since the dramatic
repricing of credit risk in March and now the Federal Reserve is
providing almost unlimited support for parts of the market, we
have become more constructive and selectively adding exposure,
especially in the primary market.

3. Don't write-off emerging markets

In the market panic of March, it seemed asset classes were sold
down indiscriminately in a global flight-to-quality. Emerging

market countries were among the worst performers, especially
as the oil price shock hit oil exporters doubly hard. However,
we have mentioned before how emerging countries claim an
increasing share of global GDP and are underrepresented in
global portfolios. The fact that developed market central banks’
have recently moved policy rates to zero does give further room
to fall for policy rates and real yields in some emerging
countries. China remains one of our top picks in global bond
strategies.
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4. Think and act global

COVID-19 is the great leveler globally, affecting both rich
and poor nations. So far, the responses to offset the
economic shock, while varying in speed of delivery, have
been remarkably similar; creative and dramatic fiscal and
monetary interventions. The long-term impacts though are
hard to gauge and will impact different countries in different
ways. For example, the squabble between European
countries on how to share the enormous costs of fighting the
virus has opened old divisions around debt mutualisation.
This could make an already difficult challenge even harder to
negotiate. Investors must accept that the true impact of this
crisis will be felt in different ways and evolve at different
speeds around the world. The best option when facing this
challenge is to keep a wide opportunity set available and be
flexible and nimble in investment strategy.

COVID-19 is at first order a global public health crisis with
extremely serious second order economic and financial
market effects for the global economy. Governments and
central banks do their best to ease the economic shock, but
we are in totally unchartered territory when thinking about
the longer-term effects. Bond investors must take steps now,
at least to protect themselves against the more obvious
longer-term risks, such as higher inflation, while looking for
more tactical opportunities in assets that have repriced
recently. We believe our flexible bond strategies are well
placed to succeed in this environment. For more information
visit here https:/Awww.ubs.com/global/en/asset-
management/investment-capabilities/fixed-income/global-
flexible-fi-capabilities.html

1 The idea draws on some medical techniques used today. Surgeons apply cooling and
metabolic suppression to patients who have suffered various physical traumas. Of course, a
cosmic short cut via a wormhole will be preferable for somniphobic astronauts of the future.
2 | wrote about the fluid nature of central bank mandates back in January, but | admit | did
not see this happening so soon. NttPS://www.ubs.com/global/en/asset-
management/insights/asset-class-research/fixed-income-
research/2020/bond-bites-shifting-sands.html
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For further information please contact your client advisor. Investors should not base their investment decisions on
this marketing material alone.
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