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Credit Quarterly Outlook Q2 2017 

• Economic expansion being above potential while output gaps are 

closing is causing inflation to rise. Central Banks will respond. 

• Increasingly populist politics lead to de-globalization.  

• The US credit cycle is mature. Credit spreads do not have much 

tightening potential and could widen a lot once the cycle ends. 

• European credit is more midcycle with European balance sheets in 

better shape. 

 

The Market Cycle: Mapping our view on market segments  

Source: Robeco, Morgan Stanley, March 2017 
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The end of monetary easing has arrived with the Fed in a rate hike cycle, the European 

Central Bank (ECB) being expected to start tapering Quantitative Easing (QE) and the 

People’s Bank of China (PBOC) tightening monetary conditions as well. Credit spreads offer 

only limited room for further tightening, especially when we consider that the cycle is mature 

and corporate credit quality keeps deteriorating, particularly in the US and China.  

 

Economic growth in itself is a positive for credit, but wage growth and higher rates can put 

pressure on profits. Volatility has been suppressed by central bank liquidity for years. A 

reversal of monetary policy will probably lead to higher volatility and more dispersion 

between individual companies and segments of the market. That is good news for active 

managers like ourselves. In the coming period we should be able to prove our added value 

by avoiding losers and identifying segments of the market that can still perform well in this 

environment. 
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We see broad-based strengthening of economic data across the globe. In the US, the 

consumer is still going strong and corporate profitability is recovering. In Europe, 

unemployment is steadily declining and industrial production and exports are up, even in 

Italy. In the meantime, the Chinese economy is still steaming ahead.  

 

Unsurprisingly, inflation is a theme that is definitely back on investors’ minds. After many 

years of underwhelming inflation numbers, the data have recently surprised to the upside. 

The key question is, have we reached the point where further growth will be inflationary? We 

believe that this is indeed the case. The global output gap, which has kept inflation low for 

so long, seems to have finally closed. That means that economic growth above the natural 

growth rate will result in inflation. This might sound logical for the US, where unemployment 

has dropped to well below 5%, but even for Europe with still over 9% unemployment, wage 

pressures have started to emerge. German unemployment has reached the lowest level since 

1980 and as a result labor has strong bargaining power. Even in southern Europe, there is 

probably less slack left than high unemployment numbers suggest. There is anecdotal 

evidence of a  thriving black economy that is not visible in the numbers and as the structural 

rate of unemployment is higher, NAIRU – the level of unemployment below which inflation 

rises, is also higher.  

 

We have not seen strong wage growth yet, but there are indications that this is about to 

change. A CFO survey of US companies by Duke University shows that CFOs expect an 

acceleration of wage increases in 2017 for their respective companies. Also a growing 

number of job openings point to this direction. Further adding to inflationary pressures are 

the fiscal stimulus plans of the Trump administration and, in the longer term, a reversal of 

globalization. We also see that China now is a source of global inflation as illustrated by a 

rising PPI. A classical boom-bust scenario seems to be in the making. The only unknown is 

the timing of the bust… 

 

In our previous quarterly outlook we wrote that for years central banks and investors have 

been wrong in overestimating growth and a return of inflation. Inflation remained absent 

for much longer than anticipated and rates kept declining for much longer than most 

investors could imagine. We fear that the market is now underestimating a reversal of that 

trend. The cycle could shift from mature to seriously overheated and inflationary. While 

growth in itself is a positive for credit markets, a reversal of monetary easing certainly is not. 

Also, an increased bargaining power for labor could put pressure on corporate margins. That 

means that a higher topline might not necessarily result in higher earnings.  

 

In our previous quarterly outlooks we have always talked about big differences in corporate 

behavior between the US and Europe. That theme is still unchanged. We see that US 

corporate leverage is at peak levels after years of share buy-backs and debt-funded 

acquisitions. This is very different in Europe, where corporate balance sheets still look 
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healthy. You can almost conclude that, compared with their US peers, European companies 

are under-levered.   

 

In our discussions we spent a lot of time on political risk. In most developed nations we have 

seen a collapse of the political center in favor of alternative political parties that often have 

in common that they want to retake sovereignty and reform democratic representation. This 

trend has been going on for two decades and has coincided with the globalization trend. 

Donald Trump and the Brexit vote are exponents of this trend. A likely consequence of the 

popularity of these alternative political parties is a reversal of globalization.  

 

Globalization has resulted in high growth and low inflation, but has also caused stagnant 

middle class incomes in the developed world. A reversal of globalization will cause exactly 

the opposite; lower growth and higher inflation and a shift of power from capital to labor. 

Higher wages for the middle class, which have a higher propensity to spend, can lead to a 

lower savings rate. A lower savings rate in turn will result in higher interest rates. These are 

interesting topics but it is good to bear in mind that it will only slowly play out over the long 

run.  

 

A final word on emerging markets is warranted. We attach a higher probability to an 

overheating US economy and thus higher yields and Fed action. Especially emerging markets 

are in the line of fire. In the long term, currency devaluations will help stabilize emerging 

markets and regain competitiveness, but in the short term a strong US dollar and capital 

flows will hurt a lot more.  

 

Protectionist policies from the US will not help emerging markets either. Currency pegs could 

come under pressure and capital flight will hurt current account deficit countries. For China, 

preventing capital flight is particularly important. Domestic debt levels are unsustainably 

high and money has been deployed uneconomically. This has been financed by high 

domestic savings. The Chinese have been lending to themselves, so a debt bubble can be 

solved domestically as long as the savings do not flow out of the country. Still, it is not a 

question if but how the Chinese debt bubble will deflate or burst. We remain cautious. 

 

Output gaps are closing with the economy growing above its potential. Inflation will pick up 

and central banks will have to respond. Growth in itself is good for credit, but the credit cycle 

is mature, especially in the US. Wage inflation may eat into profit margins.  
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On balance, spreads have tightened in all credit categories over the last three months. 

Valuations have therefore become more expensive.  

 

In European investment grade credit, we believe that corporate bonds that are eligible for 

the ECB program are trading rich and are vulnerable for a tapering of quant easing. We still 

find European banks and insurance companies attractively priced but we prefer to avoid 

institutions from Italy due to the strong link with sovereign risk.  

 

European and US high yield spreads are well below their historical averages. The two markets 

also trade at very similar outright levels, but when you adjust for the higher quality of the 

European market and the more benign corporate behavior, we find euro denominated high 

yield more attractively priced. 

 

In the past, we have seen that credit markets can trade at very tight levels for an extended 

period of time and then suddenly widen aggressively. It is always very difficult to exactly time 

that moment, but it is fair to say that many parts of the market are more or less priced for 

perfection and there is limited room for error. That means that we do no longer pursue a 

strategy of buying on dips. That would be too risky as the end of the credit cycle is nearing.  

 

We remain conservatively positioned with a preference for Europe, and within Europe a 

preference for financials. Even after the recent outperformance, we still believe that 

insurance companies trade too cheap and expect a bit more recovery from financials versus 

corporates in general. We are most cautious on emerging debt and US high yield. Within 

high yield, we stick to our underweight in the lowest credit quality.  

 

Volatility has been subdued for a pretty long time due to the predictability of central banks. 

This has also reduced the dispersion in markets, which made it more difficult for active 

management to make a difference. With monetary conditions now tightening we should 

expect more dispersion and less predictable correlations. That is good news for active 

managers like ourselves. In the coming period we should be able to prove our added value 

by avoiding losers and identifying segments of the market that can still perform well in this 

environment. 
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Monetary policy has turned into a negative technical for credit markets. Although the 

aggregate size of central bank balance sheets is still rising due to the buying programs of the 

ECB and the Bank of Japan (BOJ), momentum has certainly shifted.  

 

The ECB announcement, in late 2016, to reduce the monthly purchase program is a precursor 

of more tapering, as European inflation is rising. The market will prepare for this in the 

coming months. At the same time, the Fed will continue to tighten its policy. Three rate hikes 

in 2017 are the consensus expectation but depending on Trump’s fiscal stimulus plans we 

could see an even more aggressive Fed. In addition, Chinese policy has also shifted gear away 

from a growth focus to a focus on financial stability. China tries to make the financial system 

safer without hurting access to credit for its corporates, which is easier said than done. So 

we are likely to see a simultaneous tightening of monetary conditions from all major central 

banks as inflation picks up. For years, the search for yield has been a major driver of credit 

market flows. That technical is likely to disappear.  

 

Several fixed income strategists are making a comparison with the hiking cycle in 1994. Even 

though the hikes were well flagged, it still caused a lot of turmoil in fixed income markets as 

leveraged investors were squeezed out of their positions when margin calls were hit. In the 

Global Financial Crisis we also saw that the down market was aggravated by forced selling 

by leveraged investors. So, the question is, can that happen again?  

 

At first sight, it seems that investors do not use a lot of leverage in their investments, at least 

in Europe and the US. Anecdotally we know that that is different in Asia, where private banks 

provide their clients with substantial leverage on their investment portfolios. So we could see 

some forced selling from that part of the world when the cycle ends. But overall we should 

conclude that leveraged investment portfolios are not the biggest risk.  

 

What we do see as a risk though are investors that have developed a high appetite for risk 

due to the perceived low volatility. Risk models that use implied volatility or current spreads 

as an input are typically pro-cyclical in nature. When markets turn, risks go up and investors 

might be forced out of their risky positions. We have seen huge flows into credit mutual funds 

over recent years, often from investors that can be classified as tourists. Low rates have 

pushed these investors out of money markets into higher yielding, higher risk categories.  

 

A last technical that we would like to discuss is the potential impact of abolishing tax 

deductibility as part of the US tax reform. There are still many unknowns, but if this were to 

happen, the impact would probably be mixed. For US investment grade credit it is probably 

a net positive. The tax shield is not that important and the overall tax bill goes down. Issuance 

of US corporate bonds will probably go down as companies do not have a tax incentive to 

lever up their balance sheets. In addition, the repatriation of money back to the US also takes 

away the need to issue debt. So that is a positive for US corporate bonds. For high yield debt 
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it is not that clear cut. Highly leveraged high yield companies greatly benefit from their tax 

shield. It is likely that existing debt will be grandfathered but once bonds need to be 

refinanced the tax shield falls away. For the most levered companies that could lead to 

inability to refinance and ultimately a default. In the long run though, high yield companies 

will feel an incentive to reduce debt levels, which is good for credit quality. On a relative basis, 

we therefore think that these measures will be beneficial for higher quality high yield 

companies and negative for highly levered CCCs.  

 

The global economy is strong. The output gap is closing, which means that further growth 

could result in accelerating inflation. Fiscal stimulus is not what is needed at this point in the 

cycle, but it is exactly what Donald Trump is planning to do. The Fed will respond and rates 

have much more room to rise. Economic growth is positive for credit, but the strong technical 

will disappear when the ECB reduces its QE program.  

 

Valuations are not compelling, although we still see some pockets of value. The credit cycle 

is mature and that means that upside is limited. Credit can remain at these tight levels for a 

while, but once the cycle ends, spread widening can be aggressive. We remain cautiously 

positioned with betas close to or just below 1 and focus on stock picking. 
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We remain cautiously positioned with betas close to or just below 1 and focus on stock 

picking. In the past years, we have always advocated to add risk on weakness as we knew 

that the strong technical on the back of central bank buying was supporting the markets. 

That has changed now and as a result we have become less courageous.   

 

We stick to our preference for European over US credit. The US credit cycle is much more 

mature as illustrated by weak corporate balance sheets. The markets are upbeat on the 

outlook for growth, but if growth were not to materialize for whatever reason, US credits are 

vulnerable. Looking at Europe in isolation, a long position would be justified, but when the 

US cycle turns we know that Europe will be dragged along. Therefore we rather express our 

preference for Europe as a relative value trade instead of an outright long position. 

 

We nurture our short beta position and quality bias. This year, that has not been the best 

position and emerging markets volatility occurred primarily in the local markets. However, 

we are approaching the moment at which less monetary stimulus will also affect emerging 

credit markets. 

 

We prefer financials and more domestic consumer-related sectors. We are hesitant to invest 

in companies with a high exposure to global trade or the capital spending cycle. European 

financials still offer value and are the sector that is actually still derisking as opposed to the 

non-financial sectors. However, we do avoid financial institutions in Italy due to the strong 

link with sovereign risk. Within non-financials, we prefer sectors that are not cyclical and 

linked to domestic consumer spending.  

 

We would like to thank our guests who contributed to this new quarterly outlook with 

valuable presentations and discussions. The views of Marvin Barth (Barclays), Robert McAdie 

(BNP Paribas), Neil McLeish (Morgan Stanley) and Rikkert Scholten (Robeco) have been 

taken into account when establishing our credit views. 
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Additional Information for investors with residence or seat in Italy 

This document is considered for use solely by qualified investors and private professional clients (as defined in Article 26 (1) (d) of Consob Regulation No. 16190). If made available to Distributors and individuals authorized by 
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If the currency in which the past performance is displayed differs from the currency of the country in which you reside, then you should be aware that due to exchange rate fluctuations the performance shown may increase or 
decrease if converted into your local currency. The value of the investments may fluctuate. Past performance is no guarantee of future results.  

The performance data do not take account of the commissions and costs incurred on the issue and redemption of units.  

The prices used for the performance figures of the Luxembourg-based funds are the end-of-month transaction prices net of fees up to 4 August2010. From 4 August 2010, the transaction prices net of fees will be those of the 
first business day of the month. Return figures versus the benchmark show the investment management result before management and/or performance fees; the fund returns are with dividends reinvested and based on net 
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Additional Information for investors with residence or seat in the United Kingdom 
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is subject to limited regulation in the UK by the Financial Conduct Authority. Details about the extent of our regulation by the Financial Conduct Authority are available from us on request. 

Additional Information for investors with residence or seat in Hong Kong  
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of future performance. Investment returns not denominated in HKD/USD are exposed to exchange rate fluctuations. Investors should refer to the fund’s Hong Kong prospectus before making any investment decision. 
Investors should ensure that they fully understand the risk associated with the fund. Investors should also consider their own investment objective and risk tolerance level. Any opinions, estimates or forecasts may be changed 
at any time without prior warning. If in doubt, please seek independent advice. The content of this document is based upon sources of information believed to be reliable. This fund may use derivatives as part of its 
investment strategy and such investments are inherently volatile and this fund could potentially be exposed to additional risk and cost should the market move against it. Investors should note that the investment strategy 
and risks inherent to the fund are not typically encountered in traditional equity long only funds. In extreme market conditions, the fund may be faced with theoretically unlimited losses. This document has not been reviewed 
by the Securities and Futures Commission. This document has been distributed by Robeco Hong Kong Limited (‘Robeco’). Robeco is regulated by the Securities and Futures Commission in Hong Kong. 
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This document is not intended as a recommendation or for the purpose of soliciting any action in relation to the Robeco Capital Growth Funds (“Fund”) and should not be construed as an offer to sell shares of the Fund (the 
“Shares”) or solicitation by anyone in any jurisdiction in which such an offer or solicitation is not authorised or to any person to whom it is unlawful to make such an offer and solicitation.  

While all the information prepared in this document is believed to be accurate, the directors of the Fund and its investment manager makes no representation or warranty, whether express or implied, as to the 
completeness, reliability or accuracy, nor can it accept responsibility for errors appearing in the document. This document does not constitute any recommendation regarding any securities, futures, derivatives or other 
investment products. Nothing in this document constitutes accounting, legal, regulatory, tax or other advice. Any decision to subscribe for interests in the Fund must be made solely on the basis of information contained in 
the prospectus (the “Prospectus”), which information may be different from the information contained in this document, and with independent analyses of your investment and financial situation and objectives. The 
information contained in this document is qualified in its entirety by reference to the Prospectus, and this document should, at all times, be read in conjunction with the Prospectus. Detailed information on the Fund and 
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Singapore selling restrictions (as described in the section entitled “Important Information for Singapore Investors”) contained in the Prospectus. You should consult your professional adviser if you are in doubt about the 
stringent restrictions applicable to the use of this document, regulatory status of the Fund, applicable regulatory protection, associated risks and suitability of the Fund to your objectives. 

This document is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any locality, state, country or other jurisdiction where such distribution, publication, 
availability or use would be contrary to law or regulation or which would subject the Fund and its investment manager to any registration or licensing requirement within such jurisdiction. Investors should note that only the 
sub-funds listed in the appendix to the section entitled “Important Information for Singapore Investors” of the Prospectus (the “Sub-Funds”) are available to Singapore investors. The Sub-Funds are notified as restricted 
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Section 304 and Section 305 of the SFA. The Sub-Funds are not authorised or recognised by the Monetary Authority of Singapore and Shares in the Sub-Funds are not allowed to be offered to the retail public in Singapore. 
The Prospectus of the Fund is not a prospectus as defined in the SFA. Accordingly, statutory liability under the SFA in relation to the content of prospectuses would not apply. The Sub-Funds may only be promoted exclusively 
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This document may contain projections or other forward looking statements regarding future events or future financial performance of countries, markets or companies and such projection or forecast is not indicative of the 
future or likely performance of the Fund. Neither the Fund, its investment manager nor any of their associates, nor any director, officer or employee accepts any liability whatsoever for any loss arising directly or indirectly 
from the use of this document. The information contained in this document, including any data, projections and underlying assumptions are based upon certain assumptions, management forecasts and analysis of 
information available as at the date of this document and reflects prevailing conditions and our views as of the date of the document, all of which are accordingly subject to change at any time without notice and the Fund 
and its investment manager are under no obligation to notify you of any of these changes. Prospective investors should not view the past performance of the Fund or its investment manager as indicative of future results. 

Additional Information for investors with residence or seat in Australia  

This document is distributed in Australia by Robeco Hong Kong Limited (ARBN 156 512 659) (‘Robeco’) which is exempt from the requirement to hold an Australian financial services licence under the Corporations Act 2001 
(Cth) pursuant to ASIC Class Order 03/1103. Robeco is regulated by the Securities and Futures Commission under the laws of Hong Kong and those laws may differ from Australian laws. This document is distributed only to 
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Additional Information for investors with residence or seat in Brazil  

The fund may not be offered or sold to the public in Brazil. Accordingly, the fund has not been nor will be registered with the Brazilian Securities Commission - CVM nor have they been submitted to the foregoing agency for 
approval. Documents relating to the fund, as well as the information contained therein, may not be supplied to the public in Brazil, as the offering of the fund is not a public offering of securities in Brazil, nor used in 
connection with any offer for subscription or sale of securities to the public in Brazil. 

 Additional Information for investors with residence or seat in Colombia 

This document does not constitute a public offer in the Republic of Colombia. The offer of the fund is addressed to less than one hundred specifically identified investors. The fund may not be promoted or marketed in 
Colombia or to Colombian residents, unless such promotion and marketing is made in compliance with Decree 2555 of 2010 and other applicable rules and regulations related to the promotion of foreign funds in Colombia. 
The distribution of this document and the offering of [Shares] may be restricted in certain jurisdictions. The information contained in this document is for general guidance only, and it is the responsibility of any person or 
persons in possession of this document and wishing to make application for the fund to inform themselves of, and to observe, all applicable laws and regulations of any relevant jurisdiction. Prospective applicants for the 
fund should inform themselves of any applicable legal requirements, exchange control regulations and applicable taxes in the countries of their respective citizenship, residence or domicile. 

Additional Information for investors with residence or seat in Panama  

The distribution of this fund and the offering of Shares may be restricted in certain jurisdictions. The above information is for general guidance only, and it is the responsibility of any person or persons in possession of the 
prospectus of the fund and wishing to make application for Shares to inform themselves of, and to observe, all applicable laws and regulations of any relevant jurisdiction. Prospective applicants for Shares should inform 
themselves as to legal requirements also applying and any applicable exchange control regulations and applicable taxes in the countries of their respective citizenship, residence or domicile. 

This document does not constitute an offer or solicitation to any person in any jurisdiction in which such offer or solicitation is not authorised or to any person to whom it would be unlawful to make such offer or solicitation. 

Additional Information for investors with residence or seat in Peru 

The fund has not been registered before the Superintendencia del Mercado de Valores (SMV) and are being placed by means of a private offer. SMV has not reviewed the information provided to the investor. This document 
is only for the exclusive use of institutional investors in Peru and is not for public distribution. 

Additional Information for investors with residence or seat in Uruguay 

The sale of the fund qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627. The fund must not be offered or sold to the public in Uruguay, except in circumstances which do not constitute a public 
offering or distribution under Uruguayan laws and regulations. The fund is not and will not be registered with the Financial Services Superintendency of the Central Bank of Uruguay. The fund corresponds to investment funds 
that are not investment funds regulated by Uruguayan law 16,774 dated September 27, 1996, as amended. 


