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Institutional investors can look to
new diversification opportunities
in the pandemic recovery

By Chris Iggo, CIO Core Investments, AXA Investment Managers

The global economy is recovering from the worst of the damage done by the COVID pandemic.
Vaccination programmes and a careful relaxation of managed restrictions on activity have allowed
economic activity to recover strongly in developed economies. Many countries are on track to reach
levels of economic activity that they would have reached without the pandemic by the end of this year or
at some pointin 2022.

At the same time, inflation has picked up driven mostly by frictions created by supply chains being
disrupted and demand coming back quickly. Markets in early 2021 have been focused on inflation and
whether this means interest rates will be increased ahead of the timing suggested by global central banks
like the Federal Reserve and the European Central Bank (ECB).

Despite the better economic outlook, it is very likely that fixed income markets will still be characterised
by the “lower for longer” outlook for interest rates and bond yields. The increase in long-term yields in
2021 has taken levels back to where they were just before the COVID crisis. Yields remain low by
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historical standards. As such, building asset portfolios to match liabilities and deliver additional income
will continue to be a challenge for insurance companies, pension funds and other long-term investors.

For European investors with liabilities in sterling or euros, the environment remains one of very low bond
yields and credit spreads — the additional yield provided by corporate bonds relative to swaps or
government bonds — which are at their tightest levels since before the global financial crisis. A quarter of
the European Corporate Bond Index (BAML EROO) currently trades with a negative yield-to-worst with
over 60% of the issues in the index currently priced with a spread over government bonds of less than the
86 basis points weighted average for the index as a whole.! In the UK corporate bond market, spreads
over government bonds are at their lowest since before the global financial crisis in 2008.
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Investors who seek to broaden their universe beyond their domestic market could benefit from greater
diversification, a more optimal sector allocation and higher spreads. For Europe-based investors, there
can be opportunities to achieve a more diverse portfolio, with longer-duration and higher spread by
allocating to the US dollar market, for example. If we look at the European investment grade market
today it represents around 25% of the global credit market (the UK market accounts for just 5.4%). The
US represents 60%. 2

1 Source: ICE-BAML. Data as of 25 May
2 Source ICE-BAML. Data as of end-May 2021.
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ICE/BAML Corporate Bond Indices - Face Value
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The European market has a duration of just over five years while it is around eight years for the US. The
current market yield in the US is 175 basis points higher than in Europe with a slightly higher spread over
government bonds. Yields and spreads are also higher in the US than in the UK corporate bond market?.
Adding some exposure to the US market could potentially create the opportunity for euro-based
investors to extend duration, add yield and benefit from increased diversification. Sterling-based
investors, of course, would have the option of looking to both Europe and the US.

For institutional investors focused on cashflow driven investment, any potential spread pick-up will be
appealing, while the simple act of diversification should improve the stability of cashflows over time. And
anything that improves liquidity or opens up access to more issuance for active investors would smooth
the process of setting up new mandates, adding to existing ones or rebalancing to exploit pricing
differentials.

3 Source ICE-BAML. Data as of end-May 2021.
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ICE/BAML Corporate Bond Indices - Effective Duration
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Buying assets in a currency that is different to that of the liabilities on the balance sheet creates new
risks. One risk is foreign exchange volatility, and another is the risk associated with overseas interest rate
moves. Fortunately, both can be hedged. Investors use instruments like cross-currency swaps to hedge
the risks associated with exchange rates.

There can be opportunities that allow a European investor to buy a US-dollar-denominated corporate
bond with a higher yield than an equivalent euro asset, even when the cost of hedging is factored in.
Interest rate differentials and the ‘FX basis” must be considered. Currently, differences in the shape of the
yield curve between the US dollar market and the euro market mean that investors can potentially pick
up more spread relative to their liabilities by investing in certain dollar assets.

Global bond markets do tend to be quite correlated. However, idiosyncratic economic developments can
generate significant deviations in bond yields across markets. Earlier in 2021, the fact that the US
economy appeared to be reopening more quickly than was the case in Europe pushed US Treasury yields
up relative to government bond yields in Europe. This also had an impact on corporate bond yields. In a
global credit portfolio, the negative impact of this on valuations can also be hedged by managing the
duration exposure in the individual currency buckets. In a euro-US credit portfolio the risk of US rates
going up relative to euro rates can potentially be hedged through derivatives like bond futures or interest
rate swaps.
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There is currently considered to be more risk of interest rates rising in the US than in Europe or in Japan.
This is already reflected in a steeper yield curve. European investors who need long duration assets are
faced with a limited market in Europe — partly because of the ECB taking more duration out of the
European bond market relative to the case in the US.

Adding US credit helps meet the challenge. The over 10-year part of the US credit market currently yields
more than 200 basis points more than its equivalent sector in the euro market*. Hedged into euros and
with the US rate duration managed, this could provide a more optimal opportunity than being confined to
the euro credit market alone.

The medium-term outlook for bonds is uncertain. Debt levels in both the government and corporate
sector have risen sharply through the pandemic. Rates and yields have been kept low by quantitative
easing and the huge purchases of bonds from central banks. If central banks start to withdraw support,
yields might increase, and credit spreads could widen. This should happen most vividly in the most
indebted parts of the market. Our view is that a more diversified credit portfolio could allow investors to
improve the credit profile and thus reduce the risk of impairments and credit losses.

Financial theory tells us that being more diversified improves risk-adjusted performance. Global credit
markets provide the opportunity for long-term fixed income investors to diversify their credit, economic,
interest rate and liquidity exposures. Having an asset manager with the means to deliver global resources
in terms of credit analysis, best-in-class credit exposures from an ESG perspective and a strong trading
platform to manage liquidity, should allow investors to exploit all the benefits of a global credit allocation.

4 Source ICE-BAML. Data as of end-May 2021.
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Not for Retail distribution: This document is intended exclusively for Professional, Institutional, Qualified or Wholesale Clients / Investors only,
as defined by applicable local laws and regulation. Circulation must be restricted accordingly.

This document is for informational purposes only and does not constitute investment research or financial analysis relating to transactions in
financial instruments as per MIF Directive (2014/65/EU), nor does it constitute on the part of AXA Investment Managers or its affiliated
companies an offer to buy or sell any investments, products or services, and should not be considered as solicitation or investment, legal or
tax advice, a recommendation for an investment strategy or a personalized recommendation to buy or sell securities.

Due to its simplification, this document is partial and opinions, estimates and forecasts herein are subjective and subject to change without
notice. There is no guarantee forecasts made will come to pass. Data, figures, declarations, analysis, predictions and other information in this
document is provided based on our state of knowledge at the time of creation of this document. Whilst every care is taken, no representation
or warranty (including liability towards third parties), express or implied, is made as to the accuracy, reliability or completeness of the
information contained herein. Reliance upon information in this material is at the sole discretion of the recipient. This material does not contain
sufficient information to support an investment decision.

Issued in the UK by AXA Investment Managers UK Limited, which is authorised and regulated by the Financial Conduct Authority in the UK.
Registered in England and Wales, No: 01431068. Registered Office: 22 Bishopsgate, London, EC2N 4BQ. In other jurisdictions, this document

is issued by AXA Investment Managers SA’s affiliates in those countries.
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