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Buy bonds or
bye bye bonds?

Craig Inches
Head of Rates and Cash

Rates and cash

The US economy, the world’s
largest, often hogs the headlines
and garners the most attention of
investors. As we head into 2025,
this will be no different. Donald
Trump’s win in the US Presidential
election — with the Republican
party claiming a clean sweep of the
Senate and Congress too — will
shape world’s financial markets
for years to come resulting in
clear winners and losers. This will
undoubtedly lead to heightened
uncertainty and volatility.

Buy bonds or bye bye bonds?

President-elect Trump ran a campaign promising
to revitalise the US economy and make America
great again, which translates to be a positive for
US growth, negatively impact non-US growth,
and likely lead to higher levels of global and US
domestic inflation. While risk markets have so
far traded positively on the prospect of looser
regulation and fiscal stimulus, there may be
potential downside risks ahead.

But first, let’s look closer to home. The Labour
party claimed a sizable majority in the UK General
Election and, in late October, nearly four months

on from its landslide victory, they delivered its

first budget in nearly 15 years. Chancellor Rachel
Reeves outlined the vision for the new government
which bond markets did not receive well, with the
Office of Budget Responsibility’s forecasts of above
target inflation and the sheer scale of additional
government borrowing spooking investors.
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‘Bambi’-flation

Stagflation is a combination of stagnant growth
and high inflation. While we don’t see the UK
economy going into stagflation, we can see a
scenario where growth doesn’t excite and inflation
remains sticky, so instead of ‘stagflation’, we see it
more as ‘bambi*-flation.

We need to start with the Bank of England (BoE):
where market pricing is all but locked in for three
or four interest rate cuts for 2025, while inflation
is forecast to gradually achieve the BoE’s 2%
target over a three-year period. We see three rate
cuts for 2025 and are comfortable with markets
pricing in no more than four.

The overall picture is of a gradual loosening in

the labour market which, on balance, supports
the BoE’s moderate approach to rate cuts. Next
year, the BoE doesn’t see wage growth potentially
coming down, while unemployment has been
revised lower, meaning there will less slack in the
labour market. The BoE’s central case calls for a
drop in wages and unemployment, which leads us
to ask: if you’re looking for a pay rise, will you need
to leave for another job?

What, then, does this mean for the UK
government and its spending plans? With costs
rising, where will the economy see productivity
gains? If your pay rise next year is to come from
moving jobs, that suggests that there might

be upside risk to the BoE’s employment figure
forecasts. As a result, we would not be surprised
to see unemployment rise - but this will likely be
offset by a rise in public spending.

Wages declining

Indicator of wage growth (% year-on-year)
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With costs and unemployment rising in the
scenario above, we could find ourselves in a
private sector recession - putting real pressure
on consumers and potentially leading to services
inflation cooling. Can the government really spend
its way out of a private sector recession?

Whilst this isn’t our central case, we do feel the

Budget has heightened the risk of the UK economy
falling into a recession in late 2025.

We could find ourselves

in a private sector
recession — putting real
pressure on consumers
and potentially leading
to services inflation
cooling.

Buy bonds or bye bye bonds?
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To Trump it all...

There is still so much to be determined with Trump.
The Republicans won convincingly, giving Trump
free rein to push his policies, with three main ones
taking the centre stage during the campaign: tax
cuts, tariffs and deportations. If history is any guide,
a Trump presidency can over-promise but under-
deliver, therefore trying to predict policies before
they are announced seems futile.

We do know that the proposed tariffs if enacted,
will hurt the EU, which in turn will hurt the UK as it
is its largest trading partner. Tariffs hurt everyone,
so the outlook for global growth has downside
risk. Having said that, Trump will look to insulate
the American consumer from the fallout. Will we
see the US economy continue to show strength
on the back of the spending power of the US
consumer? This will be a key indicator for us going
forward. Global growth will certainly struggle, but
Trump will need more than rhetoric to protect the
US economy and consumers.

Financial markets, particularly in the US, reacted
positively to Trump’s victory - but this could have
just as much been a reaction to a clear winner
being declared early avoiding a long drawn-out
process. We do expect to see a reversal of this
initial euphoria, especially when the reality sets
in that the Federal Reserve (Fed) may have to
curtail its current rate cutting cycle. Fed
Chairman Jerome Powell has more than once
made it clear that the Fed is not on a preset
course. So, like the rest of us, Powell will be
standing by and watching how the early parts

of Trump’s presidency plays out. But if tariffs are
imposed, which are inflationary, we could see the
Fed potentially keeping rates higher for longer.

Given uncertainty, under a Trump presidency,
predicting the course of action he will take is
anyone’s guess, but we believe it makes sense to
assume less (or at least slower) rate cuts than an
economy not implementing this combination of
Trump’s key policies.

US rate expectations
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However, with policy measures unlikely to come

at once, and uncertainty about how far he will
implement his proposed policies, the US monetary
policy path may remain unclear for some time.

Another aspect of the Trump presidency to
consider is if his targeting of migrants goes ahead
and to what extent. The US economy is bolstered
by migrants taking lower paid labour that might not
be filled otherwise. This is also inflationary in nature
and could therefore impact US economic growth. If
enforced, we would definitely see ‘Bambi’ become
a ‘Stag’ in the US.

What does this mean
for markets?

All of the above will lead to steeper government
bond yield curves in our view. Global central banks
will be forced to keep a close eye on the slowing
economic growth, which could be used to justify
rate cuts. However, with inflation that may prove
sticky and increased bond supply - to pay for new
government spending measures on both sides of
the Atlantic - we are likely to see deficits rise. We
think this will increase term premia in markets.

European governments could also see an increase
in defence spending, depending on how Trump
handles Ukraine. It is possible that he may pull
back or decrease US spending in Ukraine, forcing
European governments to make up the shortfall.

Another element to keep an eye on is Germany’s
upcoming elections. Germany is in something of
a quandary; their economic picture isn’t terribly
rosy, and it feels as if they may well be particularly
exposed should Trump follow through on his tariff
pledges and the associated hit to global trade.

However, they have historically been one of, if not
the, most disciplined of economies when it comes
to fiscal responsibility, and the debt brake notion is
even enshrined in their constitution. So they are in
a relatively more favourable starting position than
most. If economic conditions deteriorate, then they
may be more willing to countenance a less fiscally
restrictive stance. The campaigning parties will
likely factor this into their electioneering.

Buy bonds or bye bye bonds?

Cautious on the US, better
value elsewhere

In the midst of all these uncertainties, where do
we see opportunities? When seeking out value,
we believe that long-dated UK and Australian
government bonds look good, while the long
end of the Japanese government bond yield
curve when hedged back to sterling also looks
very attractive.

We currently see little value in the US government
bonds, which is our least favoured market, until
the picture becomes a little clearer on just what
Trump will look to do.

As yields rise, it may be beneficial to generally
increase duration relative to the benchmarks.
Looking at inflation, despite breakevens looking
quite expensive at this point - with a lot of inflation
priced in - real yields still look quite attractive

as a hedge, perversely in the US. Finally, the
combination of lower rates on slowing growth
combined with excess supply and sticky inflation
should see global yield curves steepen.

Our investment philosophy in rates markets is
based on the belief that volatility is the friend of
an active manager. While it is hard to be certain
about a specific end point for bond yields in 2025,
we do expect those macro factors and uncertainty
around them to lead to some swings in yields
which in turn provides opportunities to tactically
add value.
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Important information

Investment risks

Past performance is not a guide to future performance. The value of investments and the income
from them is not guaranteed and may go down as well as up and investors may not get back the amount
originally invested. Changes in currency exchange rates may affect the value of these investments.

Important information

For professional clients/qualified investors only, not suitable for retail investors.
This is a marketing communication.

This is a financial promotion and is not investment advice. Telephone calls may be recorded.
For further information please see our Privacy policy at www.rlam.com

The views expressed are those of Royal London Asset Management at the date of publication unless
otherwise indicated, which are subject to change, and is not investment advice.

Bloomberg® is a trademark and service mark of Bloomberg Finance L.P. (collectively with its affiliates,
“Bloomberg”). Barclays® is a trademark and service mark of Barclays Bank Plc (collectively with its affiliates,
“Barclays”), used under license. Bloomberg or Bloomberg’s licensors, including Barclays, own all proprietary
rights in the Bloomberg Barclays Indices. Neither Bloomberg nor Barclays approve or endorse this material
or guarantees the accuracy or completeness of any information herein, or makes any warranty, express or
implied, as to the results to be obtained therefrom and, to the maximum extent allowed by law, neither shall
have any liability or responsibility for injury or damages arising in connection therewith.

©2024 MSCI Inc. All rights reserved. MSCI has no liability to any person for any loss, damage, cost, or
expense suffered as a result of any use of or reliance on any of the information.

This document is private and confidential and only for use by “permitted clients” in Canada. This document is
for information purposes only and is not intended as an offer or solicitation to invest. This document does not
constitute investment advice and should not be relied upon as such. Royal London Asset Management Limited
is authorized to provide investment services in Canada under the International Adviser Exemption. Royall
London Asset Management’s principal place for business is in the United Kingdom, and it is not registered as
a manager in the provinces of Alberta, British Columbia, Ontario, and Québec.

Issued in December 2024 within Europe (ex-Switzerland) by FundRock Distribution S.A. (“FRD”) the EU
distributor for Royal London Asset Management Limited. FRD is a public limited company, incorporated
under the laws of the Grand Duchy of Luxembourg, registered office at Airport Center Luxembourg, Level 2,
5 Heienhaff, L1736 Senningerberg, Luxembourg, and registered with the Luxembourg trade and companies
register under number B253257. FRD is authorized as distributor of shares/units of UCIs without making
or accepting payments (within the meaning of Article 24-7 of the 1993 Law), as updated from time to time.
FRD is authorised and regulated by the Commission de Surveillance du Secteur Financier (CSSF). Portfolio
management activities and services are undertaken by Royal London Asset Management Limited, 80
Fenchurch Street, London, EC3M 4BY, UK. Authorised and regulated by the Financial Conduct Authority in
the UK, firm reference number 141665. A subsidiary of The Royal London Mutual Insurance Society Limited.

For Switzerland: Copies of the Memorandum and Articles of Association,the Prospectus, KlIDs and the
annual and semi-annual reports of the fund may be obtained free of charge from the fund’s representative
in Switzerland, ACOLIN Fund Services AG, Leutschenbachstrasse 50, CH-8050 Zurich. The Paying Agent
in Switzerland is Banque Cantonale Vaudoise, Place StFrancois 14, CH-1003 Lausanne.

Issued in December 2024 within Switzerland and the UK by Royal London Asset Management Limited,
80 Fenchurch Street, London, EC3M 4BY. Authorised and regulated by the Financial Conduct Authority,
firm reference number 141665. A subsidiary of The Royal London Mutual Insurance Society Limited.
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Contact us

For more information about our range of products and services,
please contact us.

Royal London Asset Management has partnered with FundRock Distribution S.A, who will distribute its
products and services in the EEA. This follows the United Kingdom’s withdrawal from the European Union
and ending of the subsequent transition period, as UK Financial Services firms, including Royal London Asset
Management, can no longer passport their business into the EEA.

Royal London Asset For advisers and wealth For institutional client queries
Management managers institutional@rlam.co.uk

80 Fenchurch Street bdsupport@rlam.co.uk +44 (0)20 7506 6500
London EC3M 4BY +44 (0)20 3272 5950

For any queries or questions coming from EEA potential investors, please contact:

Arnaud Gérard, FundRock Distribution S.A. Airport Center Luxembourg, Level 2, 5 Heienhaff,
L-1736 Senningerberg, Luxembourg +352 691992088 arnuad.gerard@fundrock.com

For further information, please visit www.rlam.com

We are happy to provide this document in Braille, large print and audio.
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