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Market Review

April saw returns on European corporates bounce positively as corporate spreads recovered some of their March weakness and core government yields also fell somewhat. Covid-19, its impact and the
policy support in light of it continue to dominate the market’s focus. Despite unprecedented drops in economic data, markets have seemingly moved to focus on the policy initiatives and the hopes of an
imminent end to lockdowns.

In terms of policy response, the US Federal Reserve (Fed) has been far more aggressive in using its balance sheet to purchase assets and effectively create the necessary loose monetary conditions to support
growth and markets. In Europe, however, we have seen further frustration around the response from the European Central Bank (ECB), with Christine Lagarde once again disappointing the market in her
support for the periphery, and we have also seen a lack of co-ordinated response from EU governments, particularly around the demands for coronabonds or some sort of mutual debt issuance. In summary,
in our opinion, the market feels that the policy announced, while substantial and arguably supportive of investment-grade corporate bonds, currently looks inadequate to support sovereign spreads. As such,
we believe it is likely that, in true European style, the newsflow will have to get worse before difficult policy decisions are taken.

Core government bond yields generally range-traded through the month, ending a little lower. 10-year Bund yields ended 12 basis points (bps) lower, at -0.59%, while 10-year US Treasury yields were down
just 3bps, ending the month at 0.64%. Investment-grade cash corporate spreads shrugged off the uncertain growth backdrop, showing the technical power of the policy responses, with the Fed joining the
ECB in buying corporate bonds. At the cash index level, European corporate spreads were 55bps tighter in Europe and 88bps tighter in the US (BAML index data). These represent the biggest monthly spread
moves since 2009 and represent close to 50% retracements in the spread widening seen in March. This leaves European index spreads at 183ps, a level last seen in mid-2012, and US spreads at 217bps,
which is around where spreads peaked in early 2016 on growth concerns and the oil price collapse. Even more impressive is that this recovery took place at a time when we have been seeing record weekly
amounts of issuance in both major markets.

Portfolio Review

The total return on the portfolio was +4.24% in April, compared to the benchmark return of +3.86%, an outperformance of 38bps. This leaves the year-to-date return at -3.03%, which is 49bps behind the
benchmark. Positive returns were driven mostly by aggressive corporate spread tightening but also helped by lower Bund yields.

Looking at the outperformance, this all came from the long top-down positioning. Having added to corporate risk (beta) on the weakness in March, the long risk position added significantly to returns in
April and indeed we used this to start booking profits, by reducing risk somewhat as spreads recovered.

Looking at bottom-up positions, the bank and insurance overweights were among the top contributors — led by Deutsche Bank, Allianz, Credit Suisse, UBS, Intesa and UniCredit — as was the EDF corporate
hybrid position. The top contributor was the recent new-issue purchase in beverage giant Anheuser-Busch. We have been able to generate alpha over the last few months by selectively playing cheap new
issues in solid credits that have come significantly cheap to secondary levels.

With most credits seeing spread tightening, the performance detractors were predominantly the underweight positions, particularly in names in some of the better performing cyclical sectors, such as
automotives, chemicals and construction. The portfolio had limited active interest-rate risk and so this had little impact on returns.
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Market Outlook

We believe covid-19 makes for a very uncertain landscape. Nevertheless, markets seem to have started to front-run an end to lockdown somewhat, which could make the path ahead for risk assets bumpier.
Near-term economic growth has contracted meaningfully and we believe the speed of recovery will depend on how long lockdowns last and what happens to the virus as they are eased. The journey out
of lockdown is set to be a lengthy and challenging one.

In our opinion, aggressive monetary and fiscal easing will help reduce the growth impact and probably mean we have seen the worst levels for some investments. In this respect, we feel that staying in
assets close to policy responses makes sense. As such, the opportunity set looks more obvious in credit than in core rates markets, where low rates, bond purchase programmes and ‘safe-haven’ qualities
are supressing yields for the time being.

Investment-grade corporates seem the asset class most supported by policy. In our opinion, spreads remain at attractive valuations in terms of both spreads and yields. We expect positive demand to come
not only from central bank programmes but also from Asian buyers and many other yield-targeting investors. We believe fundamentals are the uncertainty, given the lack of clarity on how quickly growth will
bounce and what impact such will have on corporate earnings. We expect a pick-up in downgrades, including ‘fallen angels’, but we would highlight that there will likely be a significant increase in dispersion
of performance at the sector and issuer levels, with winners and losers making for a rich alpha environment.

On the long side, we continue to favour non-cyclical sectors that have a focus on deleveraging and positive free cashflow generation, with a particular focus on ECB-eligible issuers, given the increasing
support of the central bank’s programmes. For shorts/underweights, we believe that there will be companies, particularly cyclicals, that will see meaningful credit deterioration and that our analysts will
be looking to make sure we avoid. In subordinated paper, we favour taking risk in financials, where we feel AT1 spreads look even more attractive after the sell-off. We are also selectively constructive on
corporate hybrids from issuers with solid investment-grade ratings, where we see low extension risk and which offer attractive yields. In a market that has seen a deterioration in liquidity conditions, we
believe the need to focus on liquidity has never been so clear. Liquidity should allow us to avoid being a ‘price taker’ when needing to service cashflows, as well as allowing us to be nimble in moving risk
positioning to take advantage of ongoing volatility.

While we believe there is much uncertainty in the near term, the unprecedented volatility we have seen during the first quarter has created many opportunities for strategic investors. Such periods tend
to lead to a quite uncorrelated sell-off in markets, which in turn creates alpha potential, both from macro top-down positioning but also from playing the performance dispersion that follows as the market
starts to differentiate between the winners and losers. As the uncertainty clears, we would expect positive returns from the asset class but also the potential to generate alpha from active management.





























