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Bonds in Bizarro World 
By: James R. Solloway, CFA, Managing Director and Senior Portfolio Manager 
 
SEI recently released its first-quarter 2015 Economic Outlook. A summary of its conclusions is provided below:  

x We should expect an increase in financial-market volatility as we get closer to the start of a rising interest rate cycle 
driven by the Federal Reserve (Fed), as the Fed’s policy is “data dependent” and the views of market participants can 
be expected to shift with every surprising economic number. Despite the volatility, it is still our expectation that the 
U.S. bull market will remain intact and any correction will be limited. 

x The European Central Bank’s (ECB) sovereign bond purchase program is a much larger initiative in terms of net new 
supply than programs put in place by other central banks since the crisis. As a result, nearly $1.5 trillion of European 
bonds are trading with a negative yield-to-maturity. 

x Now that the ECB is engaged in QE, there is a bona fide reason for economic optimism within the Eurozone. Equity 
investors have responded, with the MSCI-EMU Total Return Index jumping 20% in local-currency terms year-to-date. 

x The odds favor further depreciation of the euro against the dollar as the monetary policies of the Fed and the ECB 
diverge. If the positioning of currency speculators is any guide, shorting the euro is a crowded trade. 

x Look for the euro to churn until some of the excessive positioning against the currency is squeezed out. Signs of 
economic improvement in the Eurozone, another last-minute agreement with Greece on a bail-out package, or 
intimations by the Fed that U.S. rates will stay low could spark sporadic, but sharp moves to the upside in the euro. 

x The 20%-plus rise in the trade-weighted value of the U.S. dollar over the past year has depressed commodity prices, 
with energy sector forward earnings estimates falling almost 37% since the start of 2015. The projected earnings of 
materials companies have also come down sharply. Consumer staple stocks face an earnings decline as the dollar’s 
advance hurts the prospects of large multinationals. 

x Automobile-centric America is still a net beneficiary of a drastically reduced price of oil, but the pain is immediate and 
concentrated in places like Texas, Oklahoma, Alaska and North Dakota. The bust has dealt a stiff blow to the 
earnings of producers, while the benefits are diffused across the country and are emerging with a lag. 

x Japan has been enjoying a strong upward trajectory in earnings since the yen started to weaken in late 2012. This 
may be one reason why Japanese equities have performed rather well this year, even in U.S.-dollar terms 

x The widening gap in price-to-earnings ratios between emerging and developed countries has yet to spark a broad 
turnaround in the asset class. It is not all bad news, however, as Russia, India, China and South Africa are all ahead 
of the U.S. market since the start of this year. Among the BRICs, only Brazil continues to lose significant ground. 

x Although we have frequently expressed our concerns about China’s banking structure and the massive misallocation 
of resources, the government evidently has managed to maintain control over the economy’s direction. In response to 
a declining inflation rate and a weak property sector, the government has been engaging in both fiscal and monetary 
stimulus in recent months. 
 

x Our equity investment managers appear to be generally constructive, although European equities hold comparatively 
greater promise in local currency terms. The U.S. still looks attractive due to expectations for growth and interest rate 
increases. Emerging markets—India and China in particular—are starting to show equity-market improvements. 
Fixed-income portfolios remain modestly short duration with a yield-curve flattening orientation. Portfolios across 
asset classes reflect a continued, although more moderate, expectation of U.S. dollar strength. 

 
A full-length paper is available if you wish to learn more about this timely topic. 
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This material represents an assessment of the market environment at a specific point in time and is not intended to be a 
forecast of future events, or a guarantee of future results. This information should not be relied upon by the reader as 
research or investment advice. This information is for educational purposes only.  
 
There are risks involved with investing, including loss of principal. Current and future portfolio holdings are subject to risks 
as well. Diversification may not protect against market risk. International investments may involve risk of capital loss from 
unfavorable fluctuation in currency values, from differences in generally accepted accounting principles or from economic 
or political instability in other nations. Emerging markets involve heightened risks related to the same factors as well as 
increased volatility and lower trading volume. Narrowly focused investments and smaller companies typically exhibit 
higher volatility. Bonds and bond funds will decrease in value as interest rates rise. High yield bonds involve greater risks 
of default or downgrade and are more volatile than investment grade securities, due to the speculative nature of their 
investments.  
 
Information provided by SEI Investments Management Corporation, a wholly owned subsidiary of SEI Investments 
Company. Neither SEI nor its subsidiaries are affiliated with your financial advisor. 


