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The economic impact of Covid-19 will be significant in the near term
but will take time to show up in the standard economic dataset. The
response of fiscal and monetary policy is critical to stabilising
financial conditions and instilling confidence. Opportunities are
emerging in credit markets, and investors could consider a dollar-
cost-average approach in adding exposure with a focus on IG credit

It is hard to ignore how times have changed. The deliberate actions to “flatten the curve” of
Covid-19 could have a critical impact in managing the spread of the virus and the burden on the
healthcare system. However, the more significant the response the greater the economic impact
in the short run. While we cannot have confidence in knowing how long this will last, we can look
to China where activity began to resume after about 30 days. While monetary and fiscal policy
cannot cure the virus, they can play a meaningful role in bridging the gap until activity resumes.

As such, we have seen aggressive action from the US Federal Reserve and global central banks
to move interest rates back down to 2008 levels and inject capital into money markets. Fiscal
policy comes next, and developments in Washington point towards a fiscal package of more
than $1 trillion. While the economic impact will be material in the near term, it will take time to
show up in the broad economic dataset. Nonetheless, the markets have moved meaningfully to
price in this downshift.

US interest rates have followed the path of global interest rates to historically low levels, but they
remain positive. At this point we expect the Fed Funds rate to be anchored at 0%-0.25% for an
extended period given the shock and magnitude of the situation.



During the global financial crisis, the Fed lowered the Fed Funds rate target to 0%-0.25% in
December 2008 and did not raise again until December 2015. US Treasury yields with longer
maturities are currently trading in a range around 1%, which seems reasonable to us. The
economic slowdown and relative level (higher) of US rates globally should limit an upside move
in yields for intermediate and long maturities.

High quality set to play out

High-quality over low-quality bonds was one of our investment themes going into the year, and
we would re-emphasise that theme. Low-quality bonds will be challenged by higher default rates
in sectors such as high yield, bank loans and emerging market bonds. In fact, our research team
continues to update and increase its default forecast, with many caveats. High yield valuations
are back to early 2016 wides. At these levels we would estimate the market is pricing in a
“normal recession” (ie, not a financial crisis) with default rates of around 9%. We think that is
starting to provide fair compensation, but the big unknown is, will this be “normal?”

Nothing about the current environment feels normal to us. We believe a prudent, proven strategy
is to slowly dollar-cost our exposure to high yield higher, just getting back to neutral now, and
perhaps more in the weeks and months to come.

In this market we believe high-quality assets, including investment grade corporate bonds and
structured assets, are the proverbial baby getting thrown out with the bath water. While volatility
has risen, we believe the risk premiums compensate well. In addition, a recent opinion piece by
former Federal Reserve Chairs Bernanke and Yellen references the potential for the central
bank to include investment grade bonds in its asset purchases. That would require
congressional action but could serve as an additional tool to support markets.

Be safe, but stay invested

In the short run, challenging liquidity conditions can exaggerate price moves. However,
opportunities are emerging. Historically, markets turn well in advance of the improvement in
economic data. We are closely watching data related to new virus cases to suggest the worst is
over, combined with policy responses to help get the economy back on its feet. When investors
believe the worst is over, sentiment and prices could rebound quickly.

Overall, we think this is presenting a buying opportunity, but we are being measured in our
approach to adding risk as we believe it will take some time to gain clarity on the resolution to
Covid-19. Be safe but stay invested. Prices may move lower in the near term, but they already
reflect a “normal” recession which seems fair for long-term investors.

Here is some food for thought. Credit spreads are at seldom-seen levels. Historically, when
investors have invested in credit at these levels, returns over a 12-month horizon have been
quite positive. It can pay to have a longer time horizon.



Figure 1: Bloomberg Barclays US Corporate HY bond index: spread vs excess return
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Source: Bloomberg Barclays Indices, 17 March 2020; y-axis represents yield spreads at monthly intervals (from 31 January 1993 to 17
March 2020) and actual forward 12-month return from that point (x-axis) for the Bloomberg Barclays High yield index. Past performance is
not a guide to future returns

Figure 2: Bloomberg Barclays US Corporate IG Index: spread vs excess return
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Source: Bloomberg Barclays Indices, as of 17 March 2020; y-axis represents yield spreads at monthly intervals (from 31 March 1990 to 17
March 2020) and actual forward 12-month return from that point (x-axis) for the Bloomberg Barclays U.S. Corporate index. Past
performance is not a guide to future returns.
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Important Information. For internal use by Professional and/or Qualified Investors only (not to be used with or
passed on to retail clients). Past performance is not a guide to future performance. Your capital is at risk. The value of
investments and any income is not guaranteed and can go down as well as up and may be affected by exchange rate
fluctuations. This means that an investor may not get back the amount invested. This material is for information only and
does not constitute an offer or solicitation of an order to buy or sell any securities or other financial instruments, or to provide
investment advice or services. Where references are made to portfolio guidelines and features, these are at the discretion
of the portfolio manager and may be subject to change over time and prevailing market conditions. Actual investment
parameters will be agreed and set out in the prospectus or formal investment management agreement. Please note that
the performance targets may not be attained. The analysis included in this document has been produced by Columbia
Threadneedle Investments for its own investment management activities, may have been acted upon prior to publication
and is made available here incidentally. Any opinions expressed are made as at the date of publication but are subject to
change without notice and should not be seen as investment advice. Information obtained from external sources is believed
to be reliable, but its accuracy or completeness cannot be guaranteed. Any opinions expressed are made as at the date of
publication but are subject to change without notice. Information obtained from external sources is believed to be reliable,
but its accuracy or completeness cannot be guaranteed. This document includes forward looking statements, including
projections of future economic and financial conditions. None of Columbia Threadneedle Investments, its directors, officers
or employees make any representation, warranty, guaranty, or other assurance that any of these forward-looking
statements will prove to be accurate. The mention of any specific shares or bonds should not be taken as a recommendation
to deal. This document and its contents are confidential and proprietary. The information provided in this document is for
the sole use of those receiving the document. It may not be reproduced in any form or passed on to any third party without
the express written permission of Columbia Threadneedle Investments. This document is the property of Columbia
Threadneedle Investments and must be returned upon request. This document is not investment, legal, tax, or accounting
advice. Investors should consult with their own professional advisors for advice on any investment, legal, tax, or accounting
issues relating an investment with Columbia Threadneedle Investments. This document is distributed by Columbia
Threadneedle Investments (ME) Limited, which is regulated by the Dubai Financial Services Authority (DFSA). For
Distributors: This document is intended to provide distributors with information about Group products and services and is
not for further distribution. For Institutional Clients: The information in this document is not intended as financial advice
and is only intended for persons with appropriate investment knowledge and who meet the regulatory criteria to be
classified as a Professional Client or Market Counterparty and no other Person should act upon it. Issued by Threadneedle
Asset Management Limited, registered in England and Wales, No. 573204. Registered Office: Cannon Place, 78
Cannon Street, London EC4N 6AG. Authorised and regulated in the UK by the Financial Conduct Authority. Columbia
Threadneedle Investments is the global brand name of the Columbia and Threadneedle group of companies.
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