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The last two years have seen their fair 
share of volatile events, including, amongst 
others, an ongoing and tragic geopolitical 
travesty in Russia’s invasion of Ukraine, the 
fastest central bank policy rate increase in 
recent memory, China’s protracted zero-
COVID-19 policy, a banking crisis which 
led to the subsequent tightening of lending 
standards, and to top it all off a tense debt-
ceiling drama. For many investors, who were 
left scarred by last year’s worst annual total 
return in the bond market’s history, it still feels 
too early to add back to fixed income assets.

Yet as these bouts of volatility ebbed away, 
the discussion has turned once again to 
the debate of a hard landing versus a soft 
landing, with the latter seemingly getting the 
upper hand as demonstrated by the latest 
inflation numbers. Indeed, focusing on the 
US, Goldman Sachs now predicts only a 
20% chance of a recession over the coming 
year. Consumer sentiment has reached a 
near two-year high, unemployment has 
barely ticked up, and economic activity has 
remained resilient despite the 500 basis 
points of Federal Reserve Funds target rate 
rises over the past 18 months. 

Whilst inflation has been slow to come down 
from this cycle’s historic highs, we may very 
well be seeing a turning point in recent data 
releases. However, this is still from a very 
high base and inflation is expected to fall 
back to levels higher than the pre-COVID-19 
pandemic era. This has consequences as 
central banks look to tackle high inflation 
with higher policy rates and are keen to 
do so having been proven wrong during 
COVID-19 when they stubbornly pushed the 
“transitory” rhetoric. In theory this should 
lead to diminished economic activity and 
slower growth, in turn crimping the credit 
cycle. So, why hasn’t this been the case yet 
and should we be adding to risk assets rather 
than positioning portfolios more defensively?

Firstly, throughout the COVID-19 pandemic, 
a lot of weaker issuers had been weeded 
out and those that remained in the weaker 
cohort, were able (for the most part) to 
term out their debt, meaning the dreaded 
‘maturity wall’ has not been a concern. In 
addition, corporate fundamentals have 
improved drastically since the global financial 
crisis with leverage ratios close to historical 
lows and interest coverage ratios close to 
historical highs. Whilst it’s true that we are 
seeing defaults pick up, they remain some 
way below the more conservative levels 
forecast by economic analysts and even the 
harbingers of doom have been revising their 
default forecasts down.

Secondly, as the lagged effects of such a 
rapid and significant policy tightening begin 
to take hold, inflation will naturally start to 
fall, and central bankers will need to react by 
pausing rate hikes. Whilst it’s true there are 
still a few more rate hikes ahead of us, we 
are certainly closer to peak rates now than 
we were eighteen months ago. In addition, it 
is not yet clear how fast and to what degree 
central banks’ rate rises will pass through to 
the real economy, but as activity declines, 
so too will inflation and ultimately interest 
rates. Furthermore, as earnings releases 
start disappointing, we can expect investors 
to flock to safe-haven government bonds. 
In essence, bond investors can look forward 
to a significant capital gains boost from the 
lower interest rates that could follow the 
anticipated fall in inflation. Whilst we wait for 
this scenario to play out, it’s hard to argue 
against locking-in the attractive yield levels 
we are seeing currently, certainly via short-
dated government bonds and to a certain 
degree corporate credit, but increasingly 
to longer-dated bonds to benefit from the 
capital gains element. 

This brings me to my final point. Whilst we 
do expect the credit cycle to turn negative, 
corporate credit year-to-date has delivered 
positive total returns, mainly thanks to the 
high level of income generated. Higher 
quality investment grade credit has suffered 
due to its inherent higher interest rate 
sensitivity compared to lower quality credit, 
but whilst yields are elevated, spreads don’t 
seem to be compensating for the risks of 
an economic slowdown. It is worth noting, 
however, that corporate credit yields are now 
above their equity counterparts’ dividend 
yields. Hence, the case can be made for a 
risk-managed high yield credit allocation 
from equities, given the former’s historically 
lower drawdowns and higher recovery 
speeds coming out of a recession. 

In conclusion, whilst we patiently decipher 
the latest data releases, there is a strong 
case for allocating to fixed income in multi-
asset portfolios, locking in high levels of 
income whilst positioning for the potentially 
significant capital gains element. It would 
certainly be a shame to miss that boat!
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For more information, please contact your adviser or alternatively contact:

Belvest Investment Services Limited
研富投資服務有限公司
9th Floor, Centre Mark II
305-313 Queen’s Road Central
Sheung Wan, Hong Kong
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is solely for information purposes.

This message may contain confidential 
information. Any use, dissemination, 
distribution or reproduction of this 
information outside the original recipients 
of this message is strictly prohibited. If 
you receive this message by mistake, 
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