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Market environment  

Following the initial wave of tariff-driven volatility 
earlier in the year, the most recent period has given 
way to a more resilient and relatively subdued 
backdrop. From a fixed income perspective, the big 
picture developments are all about the market’s 
assessment of the Federal Reserve delivering a soft 
landing and the relative health of corporates following 
big shifts in the international tariff regime. The quarter 
saw inflation moderate and labour data soften enough 
for the Fed to cut interest rates for the first time this 
year. The market priced in a gradual easing, and 
company results were solid, leading to stable returns 
across most asset classes.  

 

In Europe, the European Central Bank (ECB) held 
rates steady at 2 per cent this quarter. The Eurozone 
economy has been resilient in the face of tariffs, and 
inflation is tracking in line with objectives. The Bank of 
England (BOE) held rates at 4 per cent in September. 
The BOE has a tough task. UK inflation remains well 
above target, growth expectations are low, and the 
traditional buyer base for gilts is changing, putting 
upwards pressure on yields.  

 

In corporate bond markets, September saw the 
strongest supply of new corporate bonds this year, 
while demand remained high. This dynamic, paired 
with good economic data and benign defaults, saw 
credit spreads (the risk premium investors get paid for 
lending to companies over governments) continue to 
grind tighter over the quarter.   

 

Performance  

The Fund’s total return was positive in the third 
quarter. This was primarily driven by tightening credit 
spreads (there is an inverse relationship between 
tightening spreads and bond prices) and coupon 
income. The Fund underperformed the comparator 
index and the peer group average return. Returns 
from asset allocation were flat, reflecting neutral risk 
positioning overall. The contribution from bond 
selection was also neutral, with strong performance 
from a range of holdings offset by weak returns from 
US railroad Brightline East. 

 

It is hard to attribute performance relative to the peer 
group average return due to the diversity of its 
constituent strategies. However, given the strong 
performance of corporate credit over the quarter, it is 
likely that the average peer took greater risk over this 
period. Relative returns over the last 12 months have 
been solid, with bond selection the key return driver. 
The Fund’s allocation to recovering positions in the 
property sector was a key contributor. Over the last 

three years, Fund returns have been ahead of the 
comparator index and peer group, predominantly 
driven by strong contributions from bond selection. 

 

Positioning  

Reflecting the continued resilience of corporate bond 
issuers as a whole, credit spreads remain tight 
relative to history (there is an inverse relationship 
between credit spreads and corporate bond prices). 
However, we have seen evidence of distress at the 
speculative end of the market. In this context, from a 
portfolio positioning perspective, our objective is to 
balance caution and optimism, recognising the 
supportive backdrop but the potential, given tight 
credit spreads, for price volatility.  

 

Our increasingly cautious stance led us to adjust the 
balance of the Fund’s high yield allocation, increasing 
the credit quality of this part of the portfolio by rating. 
The Fund ends the quarter with high yield exposure of 
c. 25% (below the Fund’s typical strategic allocation 
of 30%). In addition, we continue to hold dry powder 
in the form of a c. 27% allocation to A rated and 
above investment grade bonds, ready to be deployed 
when credit spreads are more attractive further down 
the risk spectrum. Importantly, the strategy continues 
to outyield the index, driven by a significant 
overweight to BBB rated bonds and our enthusiasm 
for the total return potential of the asset class, given 
the attractive yields on offer.  

 

We are optimistic about the portfolio’s potential to 
add value from the bottom up. We continue to 
diligently reassess the strength of the portfolio’s 
companies and believe that each holding offers 
resilience at an attractive price. We also continue to 
identify new bonds with high potential. We seek to 
lend to companies that can adapt to change and 
steer away from declining and disrupted businesses. 
A good example of what we are looking for is new 
addition Axon Enterprise, previously known as Taser 
International. Axon has a close-to-monopoly position 
in its historic business, a dominant position in 
bodycams and an expanding software business that 
provides an increasing recurring revenue base. We 
see a path to investment-grade credit ratings for Axon 
and good value in its bonds. 

 

Market Outlook 

While market conditions are currently largely benign, 
there are significant risks to contend with. Valuations 
in corporate bond markets are relatively tight, 
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increasing the potential for volatility in the event of 
bad news. Risks include higher-than-expected 
inflation in the US, escalating geopolitical instability, 
and greater government bond volatility resulting from 
poorly managed fiscal deficits in a number of Western 
economies.   

 

Positively, resilient economic growth and broadly 
healthy company fundamentals give us cause for 
optimism. High all-in yields should continue to 
support the asset class, and we continue to find 
attractive opportunities to add value for clients from 
the bottom up. In this context, we remain patient and 
disciplined, focused on capturing attractive income 
by owning attractively valued bonds issued by 
resilient companies while maintaining low exposure to 
the most material systematic risks at the portfolio 
level.   
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https://www.bailliegifford.com/en/uk/institutional-investor/esg/
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