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UK rate cuts: duration delivers

= Bank of England rates peaked at 5.25%
= As interest rates decline, bond values increase
= Longer duration bonds deliver in a falling rate regime

Interest rates have peaked

Following over a decade of near-zero interest rate policy (or "ZIRP") to support repairs to the
financial system following the Global Financial Crisis, Bank of England interest rates rose
dramatically from 0.10% to a peak of 5.25% in the effort to contain inflation which rocketed
following Covid' and exacerbated by the Russia/Ukraine war and related sanctions.

Fig.1. BoE policy rate history and market-implied policy rates as at May 2024
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Bond values move inversely to interest rates, so as rates soared in 2022, bonds nosedived in
nominal terms. In real (inflation-adjusted) terms, the impact was even more severe.

Thttps://www.bloomberg.com/news/articles/2024-05-11/bank-of-england-heads-for-historically-slow-rate-
cutting-cycle
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Perfecting the pivot

One of the key themes in our 2024 Outlook was “perfecting the pivot” — navigating the
expectations as to when and by how much Central Banks would start cutting interest rates.
Interest rate cuts would ease financial conditions more generally, and be positive boost for bond
values specifically. And the longer the duration, the bigger the boost.

For investors in the UK with GBP-denominated assets, the Bank of England (BoE) policy rate
directly impacts savings rates, mortgage rates and the yield on Gilts and UK Corporate Bonds. So
for investors whose bond allocation consists of predominantly sterling denominated bonds, the
Bank of England pivot is more relevant than the Fed pivot.

As readers of our weekly email will know, our expectation was that the ECB would cut rates,
followed by the BoE, followed by the Fed, owing to their very different trade offs between
inflation, employment and growth. So far, the ECB and BoE have cut rates. The Fed pivot is
expected in September.

Navigating interest rate volatility

During the course of the year, we have been recommending to UK discretionary managers and
financial advisers’ investment committees to extend bond portfolio duration gradually in
anticipation of the BoE to pivot and start cutting interest rates.

On platforms, this can be done using by blending bond index-tracking funds with different
durations, and is subject to the usual platform dealing cycles. Within managed bond funds, this
can be done by blending bond index-tracking ETFs with different durations. This has the
advantage of speedier implementation, more granular exposures and a secondary layer of
liguidity making them an efficient way to construct a bond portfolio.

Watching the curve

We look at market-implied interest rates to understand what institutional investors are expecting
at any point in time as regards the likely path for policy rates. These are derived from the futures
and swaps markets. Futures and swaps are used both for interest rate hedging and speculative
purposes and are therefore a broad efficient market.

The implied interest rates for the UK as at end June (before the first rate cut was announced)
looked like this.


https://www.ftadviser.com/opinion/2024/01/31/all-eyes-on-the-pivot/
https://www.elstonsolutions.co.uk/insights/uk-gilts-time-to-extend-duration
https://www.elstonsolutions.co.uk/insights/bond-portfolio-implementation
https://www.elstonsolutions.co.uk/insights/concerned-about-liquidity-stick-to-bond-etfs
https://www.elstonsolutions.co.uk/insights/concerned-about-liquidity-stick-to-bond-etfs
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Fig.2. Market-implied policy rates as at end June 2024
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Bond investing using ETFs

The performance of different UK investment grade and gilt ETFs of different maturities since end
June 2024 is shown below.

The relationship between longer bond duration and stronger performance in a falling interest rate
environment is as expected.

Fig.2. Selective Bond ETF performance data
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There are plenty of bond ETFs to choose from enabling investors to select what issuer type, credit
quality and maturity profile they want to choose from. Our bond ETF selections are available to
our clients.

Summary

Whilst interest rates were low and stable, navigating bond duration was less relevant, hence the
focus was predominantly on credit quality in the quest for yield.

Now that interest rates are normalised and dynamic, adaptively navigating bond portfolio
duration — as well as credit quality control —is critical.

Whether this is done as a portfolio level or within a managed bond fund then becomes an
implementation decision.

Henry Cobbe, CFA
Head of Research, Elston Consulting
Further Reading

https://www.elstonsolutions.co.uk/insights/category/bonds

Related CPD

Bond Portfolio Management



https://www.brighttalk.com/webcast/18493/609506?utm_source=Elston&utm_medium=brighttalk&utm_campaign=609506
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For more insights and information on research, portfolios and indices, visit:

Find out more

www.elstonsolutions.co.uk or NH ETF<Go>

www.elstonsolutions.co.uk

ABOUT ELSTON

We research, design and build investment solutions with and for asset owners, managers
and advisers.

Our Research & CPD focuses on multi-asset strategies, index funds and ETFs.

NOTICES

With reference to the European Union Directive 2014/65/EU on markets in financial instruments (“MiFID 1I): this Report
does not provide a recommendation for an action, provides information freely available for public consumption and does
not therefore constitute "Research” as defined by MiFID II. This is because this report contains purely factual information
on one or several financial instruments or issuers and does not explicitly or implicitly recommend or suggest an investment
strategy. It does not therefore constitute an investment recommendation as defined within the meaning of Article 3(1)(35)
of EU Markets Abuse Regulation ("MAR"), in conjunction with Article 3(1)(34) of MAR. For further information, please refer
to ESMA guidance ESMA70-145-111 Version 12.

With reference to the European Union's Market Abuse Regulation (Regulation (EU) 596/2014): we warrant that the
information in this report is presented objectively, and the following commercial interests are hereby disclosed: Elston
Consulting Limited creates research portfolios and administers indices that may or may not be referenced in this report.
If referenced, this is clearly designated and is to raise awareness and provide purely factual information as regards these
portfolios and/or indices.

An “Index” is a Regulated Benchmark. An “Index Portfolio” is not a regulated benchmark but a research portfolio of index-
tracking investments with a periodic rebalancing scheme.

All company, product and service names and trademarks used in this article are for identification purposes only and are
the property of their respective owners, and their usage does not imply endorsement.

This document is not an advertisement or financial promotion. It is provided for informational purposes only and is not
intended to be an offer or solicitation, or the basis for any contract to purchase or sell any security or other instrument,
or for Elston Consulting Limited to enter into or arrange any type of transaction as a consequence of any information
contained herein.

This document is issued by Elston Consulting Limited registered in England & Wales, registration number 07125478,
registered office: 1King William Street, London EC4AN 7AF.

© Elston Consulting Limited. All rights reserved No unauthorised reproduction.
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