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Bond markets stayed highly volatile as investors shifted from worrying primarily about
inflation to worrying primarily about the risk of a global slowdown.
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These figures refer to past performance, which isn't a reliable indicator of future returns.

For most of the quarter, concerns about inflation and higher
interest rates (which eat into bonds' fixed returns) drove selling
across global government bond markets. But towards quarter
end investors began to expect the economy to slow rapidly,
driving demand for the safety offered by government debt.

The yield on 10-year US Treasuries began the quarter at 2.35%
and then hit 3.48% in mid-June before falling back to 3.02% by
quarter-end.

UK government bond yields followed a similar trajectory.

The yield on 10-year gilts rose from 1.61% at the start of April
to peak at around 2.65% before falling back to 2.24% at the end
of June.

Corporate bond markets were exceptionally turbulent.

Credit spreads — the extra yield (or spread) offered relative

to government bonds for taking on default risks — widened
aggressively as investors began to anticipate an impending
slowdown which would test borrowers' ability to repay their
debts. The iTraxx European Crossover Index began the quarter
at 339 basis points (bps) and had widened to 580bps by its end.

From fear of inflation to fear of recession

The biggest story in bond markets is the recent fall back in
government bond yields. The simplest explanation is that
investors' overriding concern is now the weaker growth outlook
and the possibility that aggressive central bank rate rises
intended to tame inflation will cool the economy far too much.
Investors have started to think that central banks (particularly
the US Federal Reserve (Fed)) will stop raising rates much
sooner than they'd previously assumed. In fact, they're now
expecting the Fed to start cutting rates as early as next spring.
Is this a jittery overreaction that reverses and sees bond yields
start grinding higher again? Or could longer-term government
bond yields now have peaked?

There's certainly been a bad run of numbers that (at the very
least) add to the growing signs that growth is slowing. Higher
food and energy prices as a result of the war in Ukraine are
beginning to curb consumer spending. And manufacturing
output is weakening. But the jobs market (particularly in the US)
is still strong: red-hot labour demand stoked yet another month
of big US job gains in June. These contradictory clues mean

it's hard to know for sure where the economy is headed, how
central banks will react and how all this will impact on financial
markets. We're braced for bond markets to remain volatile over
the summer.
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Trading gilts, buying Australian dollar bonds

An economic slowdown that develops into a full-blown global
recession isn't currently the most likely scenario, in our opinion.
But the UK and some European countries seem more likely to
contract than the US.

The UK's acute cost-of-living crisis suggests that a growth
slowdown is already under way. UK inflation hit a 40-year high
of 9.1% in May and the Bank of England (BoE) is expecting it

to reach 11% in October, much higher than other countries in
the G7 group of leading industrial nations. The UK economy
shrank for the second month running in April, which seems to
confirm that surging prices are hurting household spending and
business activity.

This leaves the BoE facing an uncomfortable trade-off between
tightening policy to combat inflation and staying more
accommodative to try to avert a recession. As a result, the BoE
policy outlook is far from clear, which we felt opened up some
mispricing opportunities during the quarter.

We traded several gilts over the quarter, including the UK
Treasury 1/2% 2047, the 0.625% 2050 and the 1%4% 2022.

We bought the bonds when we felt that markets were pricing in
more BoE cuts than we thought it would deliver and that gilts had
probably sold off too much. We then sold the 2047s later in the
quarter when we felt that gilt yields might grind higher again.

Australian government bond yields, at roughly 4% for the
10-year, are markedly higher than gilt yields so Australian state
government debt and credit investments can offer much more
attractive yields than their UK counterparts. As a result, we've
been adding significantly to our Australian bond exposure,
hedged back to sterling. For example, we bought New South
Wales 2.5% 2032 and also Queensland 1.25% 2031 state
government bonds.

Because many global companies issue bonds in several different
currencies to tap the widest possible investor base, we can

buy bonds issued by UK and European companies that are
denominated in Australian dollars. During the quarter, we bought
French bank BPCE 4.5% 2028 and UK bank Lloyds 5.4% 2027
Australian dollar-denominated senior bonds, again hedging

the currency to protect ourselves from fluctuations in the
exchange rate.

Given the market turbulence during the quarter, we opted to
dial down our exposure to some bonds we felt might prove
particularly volatile in future. As a result, we sold some legal
finance firm Burford Capital 6.125% 2024 bonds and also some
of our exposure to the Chenavari Toro Income Fund.

Are corporate bonds pricing in too much bad news?

Credit spreads could continue to widen for a while, but we
think that corporate bond markets may be pricing in too much
bad news. The iTraxx European Crossover Index is now at the
level it was back in April 2020 when fears of pandemic-driven
global shutdowns were peaking. Credit spread levels are
currently pricing in a five-year default rate for investment grade
bonds (i.e. the highest quality corporate bonds deemed least
likely to default) that's significantly above any actual five-year
default rate for investment grade bonds over the past 50 years.
Moreover, the fundamentals of most of the businesses issuing
investment-grade debt suggest that, overall, they're in very good
shape. They aren't over-burdened with debt and their earnings
are strong enough to comfortably meet the interest payments
arising from that debt.

And investment grade corporate bonds are lower beta'

(less volatile and so lower potential return) investments than
equities. They should be expected to outperform equities if an
economic slowdown were to develop into a full-blown global
recession (although, again, this isn't our base case). Companies'’
debts rank higher on the capital structure than shares:
debtholders get paid first from a business'’s assets if it fails, while
shareholders get paid last. With the moves seen year-to-date, we
think investors are getting very attractive compensation for the
risk of lending to investment grade corporates.
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Any views and opinions are those of the investment manager, and coverage of any assets
held must be taken in context of the constitution of the fund and in no way reflect an
investment recommendation. Past performance should not be seen as an indication of
future performance. The value of investments and the income from them may go down
as well as up and you may not get back what you originally invested.
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