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Bond Bites

High pressure on yields. Handle with care.

Jonathan Gregory
Head of Fixed Income UK

Over many millions of years whales have evolved so
that they can survive thousands of feet under the
ocean without being crushed to oblivion by enormous
pressure. Some have evolved lungs that are completely
compressible, forcing all the gasses into their blood-
stream where they can dissolve under the pressure.

Thus they can avoid the painful and possibly fatal decompression sickness or 'bends'
experienced by human divers who do not take adequate care. Investors have had far
less time to adapt to the enormous crushing pressure on future bond returns exerted
by central banks. But they may face a painful readjustment process without careful
preparation.

Take for example investment grade corporate bonds; a preferred habitat for many
investors looking to add income to portfolios. While yields (and hence prospective
future returns) have not quite been crushed to nothingness a unique set of challeng-
es has arisen. In the Eurozone the investment grade corporate universe yields just
0.43%, close to a record low. That is still higher than many government bonds,
which often yield below zero, but offers very little reward for investors. It means
yields can rise by only 0.08% overall before the loss in price cancels out the expected
annual income, to give a zero annual total return (remember that in bonds prices
move inversely with yields) *. This yield move is known as the annual 'breakeven'.

Evolution of rating distribution and breakevens (right hand scale)
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Source: Bloomberg Barclays Global Aggregate Corporates index, Bloomberg Barclays US Corporates index,
Bloomberg Barclays EUR Corporates index as at 31 October 2019.

* An approximation but in simple terms this is the index yield divided by its duration. All yields as at end of October 2019.



That is a pretty skinny margin of safety for yield hungry
investors. ECB action can still provide some comfort; it has
recently rebooted its asset purchase program which can reduce
yield volatility, but there are other risks. Over the last 20 years
the average credit quality of the market has fallen such that
50% is now BBB rated; the lowest category of investment
grade. And the 'breakeven' has fallen. A sudden increase in
defaults or credit downgrades, a recession becoming more
likely or even just a weaker growth outlook could all lead to
an increase in yields as investors demand more compensation
for risk. The situation is similar in the US, but not quite as
extreme. The overall investment grade corporate yield is higher
at 2.86% and the annual breakeven is 0.37% but the chart
shows that the long term trends in both USD and EUR are for
lower overall credit quality and more sensitivity to an increase
in yields.

Managing these risks is a delicate balancing act. There are still
justifiable reasons for owning corporate bonds, in part because
of the ongoing stimulus provided by central banks but also an
outlook that is tilted toward sub-trend growth but avoids

recession. We expect credit returns to exceed government
bonds in these conditions, albeit modestly. But low rates and
asset purchases are no panacea for rising corporate leverage,
low productivity growth and limited earnings growth.

To balance our constructive outlook versus more challenging
valuations we take an active approach to managing corporate
bonds in our global funds. So while we do not expect serious
market disruption in the near term those lower breakevens
mean we have reduced our corporate bond risks in recent
months, particularly in Europe. And we prefer more defensive
sectors such as utilities, healthcare and communications.

Our active approach has paid off over time. For example our
Global Flexible Bond strategy has outperformed the Global
Aggregate Index by an annualised 2.1% since inception. (Data
as per end of October gross of fees).

For further information please contact your client advisor. Investors should not base their investment decisions on

this marketing material alone.
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The views expressed are a general guide to the views of UBS Asset
Management as of November 2019. The information contained herein
should not be considered a recommendation to purchase or sell securities
or any particular strategy or fund. Commentary is at a macro level and is
not with reference to any investment strategy, product or fund offered by
UBS Asset Management. The information contained herein does not
constitute investment research, has not been prepared in line with the
requirements of any jurisdiction designed to promote the independence of
investment research and is not subject to any prohibition on dealing ahead
of the dissemination of investment research. The information and opinions
contained in this document have been compiled or arrived at based upon
information obtained from sources believed to be reliable and in good
faith. All such information and opinions are subject to change without
notice. Care has been taken to ensure its accuracy but no responsibility is
accepted for any errors or omissions herein. A number of the comments in
this document are based on current expectations and are considered
“forward-looking statements.” Actual future results, however, may prove
to be different from expectations. The opinions expressed are a reflection
of UBS Asset Management's best judgment at the time this document was
compiled, and any obligation to update or alter forward-looking state-
ments as a result of new information, future events or otherwise is
disclaimed. Furthermore, these views are not intended to predict or
guarantee the future performance of any individual security, asset class or
market generally, nor are they intended to predict the future performance
of any UBS Asset Management account, portfolio or fund.
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The information and opinions contained in this document have been
compiled or arrived at based upon information obtained from sources
believed to be reliable and in good faith, but is not guaranteed as being
accurate, nor is it a complete statement or summary of the securities,
markets or developments referred to in the document. UBS AG and / or
other members of the UBS Group may have a position in and may make a
purchase and / or sale of any of the securities or other financial instruments
mentioned in this document. Before investing in a product please read the
latest prospectus carefully and thoroughly. Units of UBS funds mentioned
herein may not be eligible for sale in all jurisdictions or to certain categories
of investors and may not be offered, sold or delivered in the United States.
The information mentioned herein is not intended to be construed as a
solicitation or an offer to buy or sell any securities or related financial
instruments. Past performance is not a reliable indicator of future results.
The performance shown does not take account of any commissions and
costs charged when subscribing to and redeeming units. Commissions and
costs have a negative impact on performance. If the currency of a financial
product or financial service is different from your reference currency, the
return can increase or decrease as a result of currency fluctuations. This
information pays no regard to the specific or future investment objectives,
financial or tax situation or particular needs of any specific recipient. The
details and opinions contained in this document are provided by UBS
without any guarantee or warranty and are for the recipient’s personal use
and information purposes only. This document may not be reproduced,
redistributed or republished for any purpose without the written permission
of UBS AG. This document contains statements that constitute “for-
ward-looking statements”, including, but not limited to, statements
relating to our future business development. While these forward-looking
statements represent our judgments and future expectations concerning
the development of our business, a number of risks, uncertainties and
other important factors could cause actual developments and results to
differ materially from our expectations.
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This document and its contents have not been reviewed by, delivered to or
registered with any regulatory or other relevant authority in APAC. This
document is for informational purposes and should not be construed as an
offer or invitation to the public, direct or indirect, to buy or sell securities.
This document is intended for limited distribution and only to the extent
permitted under applicable laws in your jurisdiction. No representations are
made with respect to the eligibility of any recipients of this document to
acquire interests in securities under the laws of your jurisdiction. Using,
copying, redistributing or republishing any part of this document without
prior written permission from UBS Asset Management is prohibited. Any
statements made regarding investment performance objectives, risk and/or
return targets shall not constitute a representation or warranty that such
objectives or expectations will be achieved or risks are fully disclosed. The
information and opinions contained in this document is based upon
information obtained from sources believed to be reliable and in good faith
but no responsibility is accepted for any misrepresentation, errors or
omissions. All such information and opinions are subject to change without
notice. A number of comments in this document are based on current
expectations and are considered “forward-looking statements”. Actual
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unforeseen risk or event may arise in the future. The opinions expressed are
a reflection of UBS Asset Management'’s judgment at the time this
document is compiled and any obligation to update or alter forward-look-
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is disclaimed. You are advised to exercise caution in relation to this
document. The information in this document does not constitute advice
and does not take into consideration your investment objectives, legal,
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should be aware that past performance of investment is not necessarily
indicative of future performance. Potential for profit is accompanied by
possibility of loss. If you are in any doubt about any of the contents of this
document, you should obtain independent professional advice.

Australia
This document is provided by UBS Asset Management (Australia) Ltd, ABN
31003 146 290 and AFS License No. 222605.

China

The securities may not be offered or sold directly or indirectly in the
People’s Republic of China (the “PRC"). Neither this document or
information contained or incorporated by reference herein relating to the
securities, which have not been and will not be submitted to or approved/
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