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Fixed income investors dump US ahead of Fed decision

Ahead of the Fed’s expected first rate hike in nine years, fixed income ETF investors have been
taking money off the table, with US high yield bonds seeing significant outflows.

— US exposed fixed income ETFs have seen inflows taper in the second half of 2015
— High yield bond ETFs have seen $866mn of outflows in December
— Inflation linked ETFs remain the bright spot, with $240m of inflows in December so far

An interest rate rise was expected to come in
September, but global volatility and emerging
market jitters prevented Fed chairwoman
Janet Yellen from starting monetary
tightening. Today it is widely expected that
the Fed will finally go ahead with the
inaugural post financial crisis rate hike.

US ETFs shunned

US exposed fixed income ETFs flows ($bn)
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Investors have been shifting away from fixed
income products as the second half of this
year has progressed. US exposed fixed
income ETFs have seen $280m of outflows in
December so far, on course to be the first
negative flow month since June, according to
Markit’'s ETP service.

The tapering of flows comes just as the Fed
looks almost certain to raise interest rates, a
trend which differs greatly from what was
seen just before the September FOMC

meeting (when a rate hike was also expected).

September and October saw $9.6bn and
$10bn of US exposed fixed income ETFs
inflows, respectively. The negative flows
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towards the end of the year represent a
higher conviction from the market of a rate
rise, given similar September market volatility.

High yield bears brunt

ETF flows leading upto
FOMC meeting ($mn)

type Sep Dec
Broad Market 2134 1285
Sovereigns 3882 -767
Sub-Sovereigns 137 210
Corporates IG 1205 87
Covered -6 6
Convertible -115 -113
High Yield -157 -866
Loans 0 0
Asset Backed 124 -60
CDs -2 0
Inflation 303 245
Money Market 0 0
Preferred Stock 69 54
Yield-Curve Strategy 0 0
Total 7574 81

In the week leading up to September's
meeting, the fixed income asset class of high
yield bonds were shunned. Back then,
conviction of a rate rise diminished as
external volatility gripped the market.
Investors subsequently dipped back into
interest rate sensitive products such as
corporate bonds and sovereigns, but also
high yield bonds that benefit from a credit
perspective as borrowing costs are kept lower
for longer.
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This time around, the picture could not be
more different. US high yield ETFs have seen
$866mn of outflows in December so far, in
part due to falling commodity prices impacting
commodity exposed high vyield credits, but
also a higher conviction of what is now seen
as an inevitable rate hike.

The only US fixed income product that has
seen relevant inflows in December has been,
unsurprisingly, inflation linked bonds. A rate
rise would confirm to the market that policy
setters are comfortable in reaching their
medium term 2% inflation target as US
growth kick starts and the transient
deflationary effects of low commodity prices
pass. $245m has entered ETFs tracking TIPS
in December as the market sets itself up for
higher future rates.
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