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 2017 may be remembered as the year in which the European credit market’s fortunes finally turned around. 

Against this backdrop, a short interest rate duration, long spread duration positioning worked well for the 

M&G European Corporate Bond Fund. 

 Active management will be particularly important in today’s low-spread world: we are finding opportunities in 

areas such as asset-backed securities (ABS), financials and peripheral eurozone issuers. 

 The European Central Bank’s bond-purchase programme has been halved since the start of the year to 

€30bn a month. In our view, the Bank is targeting a controlled exit from corporate bond markets, which 

should prove supportive for credit throughout 2018. 

After a challenging few years, 2017 may prove to 

have been the turning point for European credit 

markets. The economic situation in Europe today 

looks considerably brighter than it has been for a long 

time: many business activity indicators are near 

record highs, consumer confidence is very strong, and 

last year the eurozone recorded its strongest gross 

domestic product (GDP) growth rate in 10 years, of 

2.5% Political tensions have largely eased, notably 

following Emmanuel Macron’s decisive victory in the 

French presidential election in May 2017. Some 

challenges remain, for example the level of bad debts 

in the Italian and Spanish banking systems, but these 

are also beginning to show signs of improvement. 

Spreads on European credit reflected this renewed 

investor confidence, tightening by an average of 

nearly 40 basis points (bps) during the year. The 

same held true in high yield, where spreads on euro-

denominated debt ended the year some 100 bps 

tighter. The yield on 10-year bunds rose from 0.2% to 

0.4% by the end of December 2017.  

Environments such as these (rising yields and 

tightening credit spreads) should provide good 

opportunities for active managers to outperform. The 

M&G European Corporate Bond Fund’s Euro A and C 

share classes delivered returns ahead of the sector 

average in 2017, thanks primarily to the fund’s short 

interest rate duration, long spread duration 

positioning.  

The main drivers of returns were the fund’s exposure 

to financial names and to ABS. Within financials, the 

fund’s exposure to bank bonds from lower down the 

capital structure was especially beneficial, as these 

delivered strong returns.  
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Source: Morningstar, Inc., as at 31 December 2017. Euro A 

and C class shares, income reinvested, price-to-price basis.  

Investors should be mindful that past performance is 

not a guide to future performance. The value of 

investments and the income from them will rise and fall. 

This will cause the fund price, as well as any income 

paid by the fund, to fall as well as rise, and you may not 

get back the amount you originally invested. The value 

of the fund may fall if the issuer of a fixed income 

security held defaults. 

Pockets of value 

In conditions such as today’s, in which credit spreads 

have tightened considerably from post-crisis levels, 

being able to uncover pockets of value is especially 

important. The end of the ECB’s quantitative easing 

(QE) programme, likely later this year, will probably 

have a greater impact on government than corporate 

bonds – so active credit management will remain key. 

We have focused our buying activity in recent years 

around bonds not included on the ECB’s purchase list, 

something that should prove beneficial if we see a 

symmetrical exit from QE.  



  

Figure 1. Fund positioning by sector 

 

Source: M&G, 31 January 2018. *Positions 

include derivatives. Please note, portfolio data is 

based on internal sources, is unaudited and may 

differ from information as shown in the Monthly 

Fund Review. 
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Figure 2. Actively managing risk in financials 

 

Source: M&G, 31 January 2018. 
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Source: M&G, 31 January 2018. 
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Asset-backed securities (ABS) 

One area in which we believe we have a distinct 

advantage is ABS – an ‘off-benchmark’ position for 

the fund (see Figure 1). We are supported in this by a 

team of 15 analysts who specialise in the asset class 

and who carefully assess the different types of 

structure and underlying collateral. ABS tend to be 

floating rate in nature, meaning that they should 

perform well even when interest rates rise. Currently, 

the majority of our ABS positions are within UK and 

European non-conforming residential mortgage-

backed securities.  

Financials  

Another area in which credit research is particularly 

important is financials. We remain constructive on the 

sector. Banks are well placed to benefit from the 

continuing healing of the European economy and the 

gradual shift from deflation to reflation.  

In the first half of 2017, we had expressed our 

conviction by investing selectively in some Additional 

Tier 1 (AT1) securities and Contingent Convertible 

Capital Instruments (CoCos), while selling some of 

our Lower Tier 2 bonds. This decision to shift down 

the capital structure was based on our expectation 

that as banks rebuild capital, spreads would compress 

further. After strong performance by these assets 

throughout 2017, we decided to de-risk the portfolio in 

the latter stages of the year by moving out of some 

subordinated financial positions in favour of more 

senior debt from the same names (Figure 2).  

Peripheral eurozone 

We have also been actively managing our exposure to 

peripheral eurozone countries. As Figure 3 shows, our 

exposure to peripherals rose in the second half of 2017, 

particularly to Italy and Spain. The majority of this is 

corporate, rather than sovereign exposure – spreads on 

corporates from these countries currently look 

historically attractive both in absolute and relative terms.  

Outlook for 2018 and positioning 

In our view, Europe continues to present an 

improving economic story: its growth outlook has 

brightened and political risk has receded. Higher 10-

year bund yields are a reflection of greater investor 

confidence in the region. We expect yields to 

continue to move higher, based on robust data 

releases and euro strength against the US dollar.  

While the ECB’s bond-purchase programme has been 

halved since the start of the year to €30bn a month 

until the end of September 2018 and will potentially be 

phased out entirely after that, the combination of an   



  

accelerating economic recovery, modest inflation and 

supportive central bank policy should continue to 

provide a supportive environment for European 

corporate bonds. Early data showing the split between 

corporate and government bonds purchased by the 

ECB since the start of January 2018 show that it is 

continuing to buy a relatively high proportion of 

corporate bonds. In our view, this indicates that the 

Bank is targeting a controlled exit from corporate bond 

markets – something that should remain supportive 

for credit as we move deeper into 2018. 

We will closely monitor information coming out of the 

ECB in the coming months, in case of an asymmetric 

exit from its QE programme. However, so far the Bank 

has proven itself proficient at using rhetoric to manage 

market reaction. We do not expect to see any interest 

rate rises imminently, nor do we expect to see 

significant inflation in the eurozone yet, as unlike in the 

US, there is still too much slack in the labour market. 

In an environment such as that of today, in which 

credit (particularly high yield) looks expensive, stock 

selection is especially important. Within financials, we 

currently see value in certain Spanish and Italian 

names like Intesa, Santander and BBVA, which have 

been affected by political uncertainty (in Italy, general 

elections scheduled for March; in Spain, Catalonia’s 

independence bid). We also favour French and US 

banking and insurance names. As for the British 

financial sector, we are still concerned over the impact 

of Brexit on UK financial institutions and do not 

currently foresee adding to our exposure to this area. 

By contrast, we remain underweight utilities. 

Cashflows are hard to predict reliably, due to the 

potential for increased competition from renewable 

energy providers and from the uncertain nature of 

government-imposed tariffs and quotas. As a result, 

we find more attractive opportunities elsewhere. 

M&G 

February 2018 

 

The fund allows for the extensive use of derivatives. 

For Investment Professionals and Institutional Investors only.  Not for onward distribution.  No other persons should rely on any information contained 

within.  

 

Distribution of this document in or from Switzerland is not permissible with the exception of the distribution to Qualified Investors according to the Swiss 

Collective Investment Schemes Act, the Swiss Collective Investment Schemes Ordinance and the respective Circular issued by the Swiss supervisory 

authority ("Qualified Investors"). Supplied for the use by the initial recipient (provided it is a Qualified Investor) only. In Spain the M&G Investment Funds are 

registered for public distribution under Art. 15 of Act 35/2003 on Collective Investment Schemes as follows: M&G Investment Funds (1) reg. no 390, M&G Investment 

Funds (2) reg. no 601, M&G Investment Funds (3) reg. no 391, M&G Investment Funds (5) reg. no 972, M&G Investment Funds (7) reg. no 541, M&G Investment 

Funds (9) reg. no 930, M&G Investment Funds (12) reg. no 1415, M&G Investment Funds (14) reg. no 1243, M&G Global Dividend Fund reg. no 713, M&G Dynamic 

Allocation Fund reg. no 843, M&G Global Macro Bond Fund reg. no 1056 and M&G Optimal Income Fund  reg. no 522, M&G (Lux) Investment Funds 1 reg. no 1551. 

The collective investment schemes referred to in this document (the "Schemes") are open-ended investment companies with variable capital, incorporated in England 

and Wales in respect of M&G Investment Funds and in Luxembourg in respect of M&G (Lux) Investment Funds. In the Netherlands, all funds referred to, are UCITS 

and registered with the Dutch regulator, the AFM. This information is not an offer or solicitation of an offer for the purchase of investment shares in one of the Funds 

referred to herein. Purchases of a Fund should be based on the current Prospectus. The Instrument of Incorporation, Prospectus, Key Investor Information Document, 

annual or interim Investment Report and Financial Statements, are available free of charge, in paper form, from the ACD: M&G Securities Limited, Laurence Pountney 

Hill, London, EC4R 0HH, GB; or one of the following - M&G International Investments Limited, German branch, mainBuilding, Taunusanlage 19, 60325 Frankfurt am 

Main; the Austrian paying agent:  Société Générale Vienna Branch, Zweigniederlassung Wien Prinz Eugen-Strasse, 8-10/5/Top 11 A-1040 Wien, Austria; the 

Luxembourg paying agent Société Générale Bank & Trust SA, Centre operational 28-32, place de la Gare L-1616 Luxembourg; the Danish paying agent: Nordea Bank 

Danmark A/S Issuer Services, Securities Services, Hermes Hus, Helgeshøj Allé 33, Postbox 850, DK-0900, Copenhagen C, Denmark; Allfunds Bank, Calle Estafeta, 

No 6 Complejo Plaza de la Fuente, La Moraleja, 28109, Alcobendas, Madrid, Spain; M&G International Investments Limited or its French branch; from the French 

centralising agent of the Fund: RBC Investors Services Bank France; or from the Swedish paying agent: Nordea Bank AB (publ), Smålandsgatan 17, 105 71 

Stockholm, Sweden. For Switzerland, please refer to M&G International Investments Switzerland AG, Talstrasse 66, 8001 Zurich or Société Générale, Paris, Zurich 

Branch, Talacker 50, P.O. Box 5070, 8021 Zurich, which acts as the Swiss representative of the Schemes (the "Swiss Representative") and acts as their Swiss paying 

agent. For Italy, they can also be obtained on the website: www.mandgitalia.it. For Ireland, they are available in English language and can also be obtained from the 

Irish facilities agent, Société Générale SA, Dublin Branch, 3rd Floor IFSC House – The IFSC Dublin 1, Ireland. For Germany and Austria, copies of the Instrument of 

incorporation, annual or interim Investment Report, Financial Statements and Prospectus are available in English and the Prospectus and Key Investor Information 

Document/s are available in German. Before subscribing investors should read the Prospectus, which includes investment risks relating to these funds. The 

information contained herein is not a substitute for independent advice. This financial promotion is issued by M&G Securities Limited. Registered Office: Laurence 

Pountney Hill, London EC4R 0HH, authorised and regulated by the Financial Conduct Authority in the UK. Registered in England No. 90776The Portuguese Securities 

Market Commission (Comissão do Mercado de Valores Mobiliários, the “CMVM”) has received a passporting notification under Directive 2009/65/EC of the European 

Parliament and of the Council and the Commission Regulation (EU) 584/2010 enabling the fund to be distributed to the public in Portugal. 
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