
Strategic Absolute Return Fixed Income

Commentary

3rd Quarter 2019

About First  
State Investments

We are a global asset manager 
with established offices across 
the US, Europe, Australia and Asia 
Pacific regions. As of September 
30, 2019, we manage $151.2 
billion of asset under management 
(AUM) globally, including $54.3 
billion in Fixed Income and  
Multi-Asset strategies.

Fixed Income Capabilities

Global Fixed Income

Strategic Core

Strategic Absolute Return

High Yield

Global Corporate Credit

Emerging Market Debt

Cash Management

Team

Steve Johnson  
Head of Global Fixed Income (32)

Ken Bowling  
Head of PMs (27)

Steve Willer 
Portfolio Manager (24)

John Brennan 
Head of Structured (26)

Mike Arnold 
Head of Credit (17)

Global Fixed Income 
Platform:

Over 50 investment professionals 
located in the U.S., Australia, Asia 
and Europe covering all fixed 
income markets

First State Investments Absolute Return 
Composite.  Past Performance is not indicative 
of future performance. Composite returns 
do not reflect the deduction of investment 
advisory fees.  A client’s return will be 
reduced by the investment fees.  If a client 
placed $100,000 under management and a 
hypothetical gross return of 5% were achieved, 
the investment assets before fees would have 
grown to $162,889 in 10 years.  However, if an 
advisory fee of 0.4% were charged, investment 
assets would have grown to $156,490, or an 
annual compounded rate of 4.6%. Source: First State Investments 

Fixed Income Commentary for the period ending September 30, 2019

•	� Global interest rates continued to fall. In August, Germany joined Denmark and Switzerland in having its entire yield curve trade below 
0%. Australia continues to lead the way towards lower rates with its 10YR yield declining 38 bps to 0.96%, a new all-time low. Over the 
last two years, Australian 10YR yields have fallen a remarkable 1.35% more than US 10YR yields. US 10YR rates fell 33 bps to 1.67%. The 
mild US curve steepening trend seen in the first half of 2019 reversed, with US 2-10 spreads flattening 20 bps to 0.05%. German 10YR 
rates followed the global pattern, declining 24 bps to -0.57%. Japanese 10YR rates fell 6 bps to -0.22%, challenging the 0.20% trading 
band the BOJ has tolerated around its 0.00% rate target. The spread between Italian and German bonds plunged 1.03% to 1.39%, 
primarily in August.

•	� The global economic picture was mixed in the third quarter, although there were signs of slowing growth. Lower rates helped 
economic data surprise on the high side in the US as well as Australia and Japan. The Eurozone notably weakened. Chinese data was 
less conclusive although turmoil in Hong Kong will likely have an economic and a human cost. Manufacturing data is significantly 
weaker than non-manufacturing data. Eurozone Manufacturing PMI fell to 45.7 in September (below 50 is contractionary). US ISM 
Manufacturing fell to 47.8 in September, down from 51.7 in June. Trade tensions ramped up again in August as the US enacted tariffs 
on China. The WTO expects global trade growth of only 1.2%, the lowest level since 2009. The US is an outlier on inflation. US Core CPI 
climbed to 2.4% YOY, driven in part by tariffs, but inflation fell just about everywhere else. 

•	� A primary contributor to lower rates has been the ongoing global monetary easing cycle. At least 35 EM central banks announced 
rate cuts in Q2, joining many DM central banks. The Fed cut rates in July and September but remains divided about further action. 
Some Fed members see a strong trailing economy while the market remains perpetually disappointed by a Fed they perceive to be 
overly reactive rather than proactive. The US 3 Month – 10YR spread has been negative since May 23rd, a potential sign of upcoming 
recession. Outgoing ECB President Draghi cut the deposit rate by 10 bps to -50 bps, introduced a two-tier reserve system, and will 
restart Quantitative Easing purchases at €20bn/mth. The ECB is also divided about future action as Europe may be approaching the 
limits of monetary policy effectiveness. New ECB President Lagarde is expected to try to persuade national governments that it is time 
for fiscal policy to take over as the primary policy instrument.

•	� Spread sectors were less directional than rates. Corporate sectors widened amidst the market tumult in August but tightened in July 
and September. US IG corporate spreads ended unchanged at +115. US HY spreads tightened only 4 bps, ending the quarter at +373. 
EM underperformed, widening 34 bps to +324, as Argentina pricing collapsed. The shocking presidential primary election victory of 
Peronist candidate Alberto Fernandez caused the market to price in a high likelihood of default. Vicious price action was exacerbated by 
Argentina’s high external financing needs. In the US, interest rate volatility continued to climb from all-time lows set in the first quarter.

Portfolio Summary: Interest Rates

•	� Interest rate positioning contributed -19 bps to the Absolute Return 
strategy during the quarter.

•	�� Long positions in US, Australian, and European rates added value, 
particularly in August.

•	� US yield curve steepener positioning and long US breakeven positioning 
lost money despite two Fed rate cuts during the quarter.

•	� The Fed is in a difficult position as it can model the effect of future tariff 
regimes, but cannot pre-empt them, leading to the impression that they 
are behind the curve and reactive rather than proactive. Hence, the yield 
curve refuses to steepen and breakevens cannot bounce.

•	� US Inflation pricing is at recessionary levels, well below core CPI, as the 
market anticipates tariff driven demand destruction.

•	� Country spread positioning was mixed. We were hurt by German rates 
outperforming US rates in July. We benefited from Spain and Italy 
tightening versus Germany in September. 

Returns (Gross of fee)

As of September 30, 2019 1mth 3mths YTD 1yr 3yr
Since  

Incep.

Strategic Absolute Return 0.22 0.61 2.72 2.15 1.80 1.53

USD LIBOR 3 Month Rate 0.18 0.56 1.86 2.54 1.91 1.51

Relative performance 0.04 0.05 0.86 -0.39 -0.11 0.02

Strategy Characteristics
Key Characteristics

Yield to Worst 3.02%

Modified Duration 1.03

Spread (OAS) 127

Average credit rating A

Number of issuers 148
Portfolio Holdings

Cash 0%

Government 2%

Investment Grade Corp Bonds 16%

HY Bonds 13%

Non Agency MBS/CMBS 24%

Non-Agency ABS 36%

Agency MBS/Passthroughs -15%

Performance Highlights

•	� The Absolute Return strategy returned 0.61% during the quarter.

•	� Interest rate positioning underperformed overall. Losing 
positions in US breakeven inflation rates and the US yield curve 
shape were partially offset by successful long rate positions in 
the US, Europe, and Australia.

•	� Securitized positions added value. Single family rental bonds 
performed well. ABS spreads were flat or tighter in all sub-
sectors we held.

•	� IG corporates were basically flat. Good positioning in July and 
overall tightening in September were offset by systemic spread 
widening in August. 

•	� HY outperformed in the quarter. We were long throughout  
the quarter. Gains in July and September exceeded our losses 
in August. 

•	� FX positions underperformed slightly. Short GBP positions 
underperformed in September as the British parliament  
forced PM Johnston to seek a Brexit extension from the EU  
in the likely event of not reaching a Brexit agreement.
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Portfolio Summary: Currency

•	� Currency positioning contributed -3 bps to the Absolute Return strategy during the quarter.

•	� We held short GBP positions vs USD and Euro as the prospect of a “no-deal” exit from 
the EU increased. We removed the positions in September as the British parliament 
forced PM Johnston to seek a Brexit extension from the EU in the likely event of not 
reaching a Brexit agreement.

•	� We held a long NOK position vs SEK and Euro as the Norges Bank raised their policy 
rate with the Norwegian economy outperforming. Unfortunately this action was 
seen as a “dovish hike” as the central bank lowered the path of future policy hikes. 
We still like NOK going forward as an outlier with inflation above target and the 
unemployment rate continuing to fall. 
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Portfolio Summary: Currency
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Portfolio Summary: Securitized

•	� Securitized positioning contributed +17 bps to the Absolute Return strategy during 
the quarter.

•	� Our single family rental holdings performed well. This has become a low beta sector, 
ignoring the gyrations that affected most of the market. Housing credit benefits 
from the decline in interest rates.

•	� ABS spreads were flat or tighter on all sub-sectors we held. Data center ABS 
performed particularly well, supported by strong fundamentals and wide spreads  
due to being a new sector. 
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Portfolio Summary: Corporates

•	� IG corporate positioning contributed -1 bps to the Absolute Return strategy during 
the quarter.

•	� We maintained a long position in US IG throughout the quarter. A chaotic and 
weakening global backdrop has been offset by solid domestic fundamentals and 
easier monetary policy.

•	� Gains from good positioning in July and tighter spreads in September offset losses 
from broad market widening in August. 
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Portfolio Summary: High Yield

•	� HY corporate positioning contributed +22 bps to the Absolute Return strategy during 
the quarter.

•	� We were modestly long HY throughout the quarter, earning positive returns in July 
and September.

•	� Security selection was effective with only modest underperformance in August 
despite overall market volatility. 
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This material is solely for the attention of institutional, professional, qualified or sophisticated investors and distributors who qualify as qualified purchasers under the Investment Company Act of 1940, 
as accredited investors under Rule 501 of SEC Regulation D under the US Securities Act of 1933, and as qualified eligible persons as defined under CFTC Regulation 4.7. It is not to be distributed to 
the general public, private customers or retail investors in any jurisdiction whatsoever. This document is issued by First State Investments (US) LLC (“FSI” or “First State Investments”). The information 
included within this presentation is furnished on a confidential basis and should not be copied, reproduced or redistributed without the prior written consent of FSI or any of its affiliates. Any 
investment with First State Investments should form part of a diversified portfolio and be considered a long term investment. Prospective investors should be aware that returns over the short term 
may not match potential long term returns. Investors should always seek independent financial advice before making any investment decision. The value of an investment and any income from it may 
go down as well as up. An investor may not get back the amount invested and past performance information is not a guide to future performance, which is not guaranteed.
PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE PERFORMANCE.
Reference to the names of each company mentioned in this communication is merely for explaining the investment strategy, and should not be construed as investment advice or investment 
recommendation of those companies. The comparative benchmarks or indices referred to herein are for illustrative and comparison purposes only, may not be available for direct investment, are 
unmanaged, assume reinvestment of income, and have limitations when used for comparison or other purposes because they may have volatility, credit, or other material characteristics (such as 
number and types of securities) that are different from the funds managed by First State Investments. Performance objectives and target returns are solely intended to express an objective or target 
for a return on your investment and represents a forward-looking statement. It does not represent and should not be construed as a guarantee, promise or assurance of a specific return on your 
investment. Actual returns may differ materially from the performance objective, and there are no guarantees that you will achieve such returns. We cannot and do not warrant the accuracy or 
the validity of the performance objective and are not liable if actual returns differ in any way from such performance objective. You are cautioned not to place undue reliance on the performance 
objective in making your decision to invest with First State Investments. Actual returns can be affected by many factors, including, but not limited to, inaccurate assumptions, known or unknown risks 
and uncertainties and other factors that may cause actual results, performance, or achievements to be materially different. 
For more information please visit www.firststateinvestments.com. Telephone calls with FSI may be recorded.
The First State Investments logo is a trademark of the Commonwealth Bank of Australia or an affiliate thereof and is used by FSI under licence.
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