
Editorial
An active and unconstrained approach to duration management is more 
essential than ever.
Eurozone fixed-income markets are proving resilient. Bonds, which were significantly underweight in investor 
allocations in January, have returned positive year-to-date performances in mid-April, as gauged by the Euro-
Aggregate index. Although these returns may seem modest, they remain superior to the disappointing performances 
posted among highly-volatile equity markets.  
We had previously highlighted the strong factors affecting interest rates, which came into play and curtailed the 
steepening trend observed early in the year, ultimately driving 10-year Bund yields back from the 0.77% peak 
recorded in February to below 0.5% at the start of April.

These factors are still in play:
•  Central bank monetary policies remain highly accommodating across the board, with liquidity yet to have reached 

its peak;
•  The eurozone is specifically benefitting from the stock-effect on supply due to quantitative easing, which is 

maintaining strong pressure on yields and mitigating the negative flow-effect resulting from the European central 
bank (ECB) tapering its purchase programme;

•  The backdrop of political and geopolitical uncertainty is feeding into latent risk aversion;
•  The market has adopted a defensive positioning, with speculative US interest rate short positions reaching all-time 

highs in early April.

More recent developments, notably in the US, including a correction among tech stocks amid threats of a trade war 
with China and tensions with Russia, have heightened the appeal of investment-grade bond securities as a safe-
haven, under the classic flight-to-quality banner. 
Can these various factors be considered the sole causes of the firm performance returned by the fixed-income 
market? Although these factors have demonstrated their importance, it would be an error to believe that they are 
the sole cause of current valuation levels. US market outlook once again has to be taken into consideration. Although 
investors have understood the message delivered by the Federal Reserve (Fed) for 2018, anticipating 3 rate increases, 
as opposed to 3 or 4 hikes indicated by the central bank’s dots chart, they are more sceptical for 2019, expecting 1.5 
rate-hikes compared to 3 forecast by the Fed. The market is considerably less convinced for 2020 however, pricing-
in no rate-hikes at all, whereas the Fed is indicating 2 on average. The resulting gradual flattening of US forward 
yield curves reflects growing doubt over the sustainability of the domestic growth cycle after 9 remarkable years of 
expansion. Fundamentally, the prospect of a marked downturn in economic growth within the next year or two is 
providing strong support for US long-term rates.  
In the eurozone, the ECB has adopted an extremely cautious stance, without providing any specific details regarding 
the end of its asset purchase programme, and constantly delivered a clear message to the markets indicating that 
monetary policy normalisation will take considerable time.   
The mid-April 10-year Bund yield of 0.50% is undoubtedly at the low end of this year’s range. However, in the context 
outlined above, an active and unconstrained approach to duration management is more essential than ever.
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Key macro trends & investment strategy
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Europe

Core Euro-zone sovereign bond 
yields increased steadily throughout 
January and February, with the yield 
on the 10-year German Bund 
touching a peak of 0.8%, its highest 
level since September 2015. 
However, benign euro-zone inflation 
helped yields to decline once more. 
In addition, increased demand for 
safe-haven assets fuelled by 
growing concerns over a global 
trade war increased the downward 
pressure on yields in March. The 
10-year German bund ended Q1  
at 0.5% yield. 

Peripheral euro-zone sovereign 
bonds outperformed core markets, 
supported by the ongoing economic 
recovery and convergence to core 
markets. Nevertheless, politics 
remained a concern as Italy’s 
general elections resulted in no 
outright winner, with populist 
parties gathering the largest votes.

After ending 2017 on a strong note, 
euro-zone economic activity lost 
some momentum in early 2018, 
albeit remaining in solid 

expansionary territory. The flash 
estimate of the euro-zone composite 
purchasing managers’ index 
decreased to 55.8 in March, with cold 
weather, political uncertainty and the 
strength of the Euro blamed for the 
weakness. In addition, both the Ifo 
index of German business sentiment 
and the ZEW indicator eased in Q1 
2018, indicating that growth in the 
euro zone’s largest market was 
moderating in 2018.

Inflation remained subdued, with 
headline inflation slipping to 1.1% in 
February while core inflation held 
steady at 1.0 %. The European Central 
Bank dropped its commitment to 
increasing its bond-buying 
programme should growth weaken, 
but reiterated that rates would not 
rise until “well past” its quantitative 
easing programme had ended and 
that, when they did rise, the pace of 
increase would be “measured”.

UK bonds fell over the quarter (in GBP 
terms), underperforming euro-zone 
bonds. While UK inflation fell to 2.7%  
in February, the Bank of England’s 

quarterly Inflation Report indicated 
that the central bank would have to 
raise rates earlier and by a somewhat 
greater extent than it previously 
signalled as wage growth was starting 
to pick up. The Bank of England kept 
rates on hold in its March meeting, but 
gave a strong hint that it would raise 
rates in May.

USA

US bonds recorded negative returns 
over the quarter. Yields rose steadily 
throughout January and February as a 
robust economy and signs of 
accelerating wage growth led to 
expectations that US central bank 
rates may rise more quickly than had 
been expected. Having started the 
quarter around 2.45%, the yield on the 
10-year Treasury benchmark bond 
touched a four-year high of 2.96% in 
February, while the yield on the two-
year note approached a 10-year high 
of 2.3 %. The market was steadier in 
March, before rising risk aversion 
pushed 10-year yields down to 2.75% 
at the quarter-end. With yields at the 
short end of the curve little changed, 
the yield spread between two and 
10-year Treasury yields sank to around 
49 basis points, its flattest since 
October 2007.       

Economic data indicated that the US 
economy was in robust health, with 
US consumers reacting positively to 
higher wages, job growth and recent 
tax reform. The economy added 
313,000  jobs in February, the largest 
monthly increase since July 2016, and 
measures of consumer sentiment and 
consumer confidence rose to their 
highest levels since 2004  and 2000, 
respectively. However, fears of 
accelerating inflation were stoked by 
rising wage pressures: average hourly 
earnings increased 2.8% on a year-on-Source: Bloomberg, Datastream, April 2018

Eurozone inflation (Consumer Price Index, core inflation & import prices)
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year basis in January, the highest rate 
since 2009, although this reverted 
back to 2.6% in February.  

February saw Jay Powell take over as 
Federal Reserve (Fed) chair. Mr 
Powell fuelled speculation that the 
Fed may adopt a more aggressive 
policy stance when he noted that the 
US economy had strengthened over 
the quarter, and that he saw inflation 
advancing towards the Fed’s 2% 
target. As widely expected, the Fed 
raised rates in March, by 25 basis 
points to a range of 1.5%-1.75%. 
While it stuck with its guidance of 
two further increases in 2018, the 
Fed changed its “dot plot” 
projections for 2019 and 2020 
indicating an extra rate increase in 
2019 and further tightening in 2020 
as policymakers expected inflation to 
accelerate.

Japan

Japan’s fourth-quarter GDP growth 
was revised up to 1.6%  on an 
annualized basis, from an initial 
estimate of 0.5%. This is the eighth 
consecutive quarter of growth and 
the longest unbroken period of 
expansion in almost three decades.  

Haruhiko Kuroda was elected as 
governor of the Bank of Japan for a 
second term. He suggested that the 
central bank could start to move 
away from its ultra-loose monetary 
policy as early as next year,  
a divergence from previous 
statements that indicated that Japan 
would need to achieve its 2% inflation 
target first.

Emerging markets

Emerging markets (EM) entered a 
volatile phase in the first quarter of 
2018, with the JP Morgan sovereign 
EMBIG-D index returning -1.74% 
through the end of March. Sovereign 
spreads widened over the reporting 
period by +23bp from December’s 

close to end the quarter at a spread of 
+304bp vs UST. Emerging market 
corporates, likewise, saw negative 
performance, with the JP Morgan 
CEMBI-BD index returning -1.12%, as 
spreads widened  by +18bp, to close 
the quarter at a spread to worst of 
+241bp vs UST. The EM local debt 
markets outperformed other sub-
asset classes during the first quarter, 
returning +4.42% in USD terms, 
through the quarter end.

The US treasury component 
detracted from EM returns, across the 
curve, as the UST 2yr widened by 
+38bp, the 5yr widened by +36bp, 
the 10yr UST widened by +33bp, and 
the 30yr UST widened by +23bp 
during the quarter. 

 As with Q4, inflows EM fixed income 
markets continued to be a primary 
driver performance. Flows to hard 
currency EM totalled $10.5bn in Q1, 
and the local currency market, too, 
$10.5bn of inflows during the quarter 
(Source: JP Morgan, 4 Jan. 2018) as 
asset allocators shifted into local 
currency markets favouring the 
higher current carry of the sub-asset 
class and taking a view that dollar 
weakness would continue over the 
coming quarters. 

Commodities had varied 
performances during the first 
quarter, with Brent Oil (CO1) rising by 
5.1% to end March at $70.27/bbl. Iron 
ore (IOE1) put in a strong 
performance through mid-February, 
gaining +21.5% but sold off as tariff 
talks came to the fore, ending the 
quarter down -5.4%. Copper (HG1) 
declined by -8.3%% and zinc (LX1) 
declined by -1.6% during the period.  
Oil strength helped the Middle East 
region to outperform the rest of the 
EMBIG-D during the quarter, yielding 
a flat, 0.0% return. 

As noted earlier, local market debt 
was the star performer of the EM sub 
asset classes, returning +4.4% (USD 
unhedged) during Q1 2018, with the 
Middle East and Africa 
outperforming, followed by Latin 
America. Within LATAM, Mexico 
returned 10.9%, strengthening on the 
back of improved sentiment around 
the NAFTA negotiations. Colombia, an 
oil exporter, also notably 
outperformed, returning 8.7% during 
Q1. In CEEMEA, S. Africa was the best 
performer, returning 13.3%, as 
President Zuma resigned and Cyril 
Ramaphosa was sworn in as 
President, installing a market friendly 
cabinet and finance minister.

Fed Funds Rate, FOMC Guidance & Market Pricing

Source: Bloomberg, AllianzGI, April 2018
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In the corporate space, spreads 
widened by +18bp over Q1, yielding 
negative quarterly returns of -1.1%. 
The sub-asset class marginally 
outperformed sovereign hard 
currency debt, owing in part to the 
shorter duration as well as the 
improved credit fundamentals many 
issuers in the sub-asset class. Record 
external bond supply in Q1 of $125bn 
was well absorbed, even in the face of 
more volatile markets.  Net issuance, 
following cash flows to investors from 
maturing bonds, coupon payments, 
buybacks, calls, and tenders, has 
yielded net new supply of $46bn, 
YTD. (Source: JPM as of 2n March 
2018). Asian issuance continues to 
dominate, with net issuance from the 
combined CEEMEA and LATAM 
regions totalling only +2bn in Q1. This 
lack of issuance away from Asia 
continues to provide a positive 
technical for the market, as index 
investors need to allocate across all 
regions and new supply, ex-Asia, 
remains limited. Underlying volatility 
did yield some underperformance of 
new issues, which on average saw 
modest widening from issuance 
during the quarter; however, new 
issues outperformed the secondary 
market, overall. 

Political tail-risk and trade wars 
remain at the forefront, with US 
policy lacking any clear or coherent 
direction. The tariff wars with China 
seem ill conceived, with the US, 
targeting goods they no longer 
produce domestically (electronics/
tech/solar) and China targeting 
industries such as agriculture which 
can be replaced from other sources, 
yielding potential political backlash 
from the Republican agriculture belt 
voter base. In any event, targeted 
tariffs tend to be transient, and yield a 
game of ‘whack-a-mole’ with supply 
popping up elsewhere. This does little 
to provide a longer term window for 
industries to re-initiate domestic 
supply, even where possible or 
economically feasible.  One clear 

effect of such trade wars, however, is 
an addition of uncertainty to the 
markets. 

For the moment, this has introduced 
a modest spread widening to the EM 
asset class and other risk assets. Thus 
far, this DM induced volatility has 
done little to disrupt the fundamental 
economic drivers within EM, where 
growth remains robust, balance 
sheets generally strong, and carry at a 
premium to the developed world.  For 
the time being, market pull-backs 
offer better entry points to allocating 
to the EM asset class, albeit with 
increased volatility becoming the 
new norm. 

Currencies

The US dollar weakened throughout 
the quarter. In contrast, the British 
pound strengthened, rising back 
above USD 1.40,  boosted by hints 
that UK interest rates would rise in 
May as well as broad agreement 
between the EU and UK on a 
21-month transition period following 
Brexit. The Japanese yen also 
appreciated as it benefitted from 
investors’ rising risk aversion.

USD-negative rhetoric form US 
politicians and protectionist fears (US 
tariffs on imports of selected goods) 
were important reasons for USD 
weakness in Q1. A widening US trade 
deficit might be the fundamental 
motivation for this recent change in 
tone from the US administration. The 
2-year US budget deal to end a 
government shutdown and extend 
the debt ceiling until 2019 implies – 
together with the recent tax reform – 
a considerable increase in fiscal 
stimulus. Increasing market focus on 
growing US twin deficits, at a time 
when correlation between US yields 
and the USD is broken, leaves the 
US-Dollar vulnerable for further 
downside.

The Japanese Yen remains 
structurally supported by the 
Japanese current account surplus, 
political stability, and its 
undervaluation more in general. In 
the near term, however, downward 
pressure could come from the Bank 
of Japan likely sticking with its yield 
curve control policy. Kuroda’s 
re-appointment as central bank 
governor supports this expectation.

Trade-weighted G4 currencies

Source: Bloomberg April 2018
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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.   Bonds are subject to interest rate risk and the credit risk of the issuer. High yield or «junk» bonds 
have lower credit ratings and involve a greater risk to principal.  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 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 GmbH, an investment company in Germany, authorized by the German 
Bundesanstalt für Finanzdienstleistungsaufsicht (BaFin); 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 Allianz Global Investors Taiwan Ltd., 
licensed by Financial Supervisory Commission in Taiwan.
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Credit

2018 Q1 credit markets performance 
was negative for both Euro 
Investment Grade (IG) performing 
-0,35% and Euro High Yield (HY) 
performing -0,48%, the latter having 
been particularly hit in February 
(-0.7%). 

Total flows to the end of the first 
quarter into the HY asset class were 
negative (-€ 5,1 bn or 7% of AuM 
according to JP Morgan), short-
duration funds suffering the most 
and losing € 1 bn or 12% of AuM. 
Flows into IG European funds were 
more contrasted but globally 
negative (-€ 2,3 bn or 1,4% of AuM) or 

the largest quarterly outflow since Q4 
2011. If initially triggered by negative 
performance due to rising rates over 
January, outflows may have been 
sustained thereafter by equity 
volatility, trade fears and fading 
growth momentum.

As supply was solid with net amount 
of € 49 bn of IG and € 6,4 bn of HY 
new issues on the Primary market 
over Q1, technical factors weakened 
even though the ECB was buying 
close to € 17 bn of bonds through the 
Corporate Securities Purchase 
Programe over the period. IG spreads 
widened +10 bp and HY spreads 
widened +36bp for a second 
consecutive quarter as we 

progressively moved from liquidity-
powered markets to those more 
influenced by fundamentals. 

Fundamentals of both IG and HY 
issuers remain healthy and expected 
default rates on a 1-year horizon 
remain negligible. Technical factors 
however are slightly declining along 
with the end of quantitative easing 
purchases by the FED and anticipated 
balance-sheet reduction by the ECB.

Overall we keep a constructive but 
nonetheless prudent view applying 
tactical slight under/overweight 
through selective picking around 
strategic neutral recommendation in 
our IG and HY flagship portfolios.


