
The longer that global energy supplies are disrupted, the greater the 
risk of a sizeable and lasting upturn in inflation. So far, it’s headline 
inflation (the rate driven by those prices that tend to be most volatile, 
notably energy and food) that’s risen most steeply since the war began. 
US consumer price data for May showed headline prices rising by 4.2%, 
their highest rate of increase for more than three years. But core US 
inflation (which excludes energy and food prices) stayed more muted 
at 2.9%. 

Here in the UK, the energy price cap has, so far, softened the impact of 
higher oil and gas prices, while food prices have been rising less than 
expected. That seems to be keeping the Consumer Prices Index (CPI), 
which represents headline inflation in the UK, steady for now: it stayed 
put at 2.8% in May. But CPI is likely to tick higher over the summer as 
the cap on domestic energy prices is updated to reflect suppliers’ higher 
oil and gas costs. The Bank of England (BoE) is expecting energy market 
disruption to push headline inflation above 3% by the end of 2026.

Central banks can’t do much to tame headline inflation if it’s energy 
related. But, equally, they risk losing control of long-term inflation 
expectations if they do nothing, particularly if higher energy costs start 
feeding into wages and broader consumer prices. That puts them in a 
tight spot. For now, the US Federal Reserve (Fed) and the BoE are sitting 
on the fence and keeping rates on hold. But they’ve issued stern warnings 
that inflationary pressures are building. New Fed chair Kevin Warsh has 
been particularly hawkish, stressing that the Fed under his watch will be 
“unambiguous and unanimous” in its commitment to taming inflation. 
Against this backdrop, investors are expecting both the Fed and BoE to 
make at least one 0.25% hike in interest rates (and maybe two) this year. 
Meanwhile, the European Central Bank (ECB) raised rates by 0.25% to 
2.25% at its June rate-setting meeting, while revising its headline and 
core inflation forecasts upward. 

We still don’t think rates are likely to be raised in the UK. Tightening 
monetary policy will do little to fix energy supply constraints and risks 
worsening the potential drag on global economic growth from steeper 
energy costs. Evidence of a global slowdown is becoming clearer, 
especially in places that depend heavily on energy imports, such 
as the UK and Europe. By and large, job markets seem to be bearing 
up, but they’re doing so by hiring less. The employment picture is 
still relatively upbeat in the US, but it’s trickier in the UK and Europe, 
where unemployment could rise if growth weakens further. 
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May was a tale of two halves for government bonds. Yields 
spiked in the first half (sending prices lower), before a sharp 
drop in oil prices on hopes of an extended Iran ceasefire 
eased inflation fears and fuelled a sizeable rally in the second. 
Corporate bonds, meanwhile, shrugged off the volatility 
and proved far more resilient than their government 
counterparts – even as the AI hyperscalers unleashed a 
fresh wave of supply into credit markets. With spreads this 
tight and issuance this heavy, active credit selection matters 
more than ever.

In the first half of the month, the 10-year UK government (gilt) yield 
spiked to its highest level since the 2008 financial crisis as oil prices 
stayed stubbornly high and political uncertainties in the UK intensified. 
By mid-May, however, the mood had shifted. Hopes of a more durable 
truce grew, driving down the price of a barrel of Brent crude oil from a 
monthly peak of almost $105 to just over $90. 

Inflation expectations and bond yields are very closely correlated to oil 
prices, so most government bonds rallied. The 10-year gilt yield, which 
had hit 5.10% on 13 May, snapped back to around 4.81% by month-
end, a big improvement on April’s close above 5.0%. Meanwhile, the 
10-year US Treasury yield rose from about 4.40% at the start of May 
to around 4.70% before falling back to around 4.50% by month-end.

Deal or no deal?
President Donald Trump has claimed roughly 40 times since late March 
that a breakthrough to end the four-month war with Iran is near. But 
just as a deal seemed almost sealed, negotiations broke down, and 
both sides ramped up their aggression again to bolster their bargaining 
positions. That’s driven oil prices back up toward $100 per barrel or 
more, reigniting inflation fears and forcing bond yields higher.

At the time of writing, it’s very hard to tell whether the two sides’ recent 
agreement on a framework deal suggests that lasting peace is finally 
in sight or whether this is yet another false dawn. Deal or no deal, the 
oil price has plunged below $75 per barrel, even though global energy 
supply chains seem unlikely to return to normal any time soon.

The Strait of Hormuz is still mostly closed. Moreover, it’s littered with 
Iranian mines, and well over 350 ships are currently marooned in the 
waterway. However, about 10 to 20 ships are moving through the 
Strait each day, roughly a tenth of normal traffic, which is reducing the 
backlog. As Iran starts letting more tankers travel through the Strait 
again, the mines and marooned ships will need to be cleared before 
traffic can really pick up. And the Gulf states have been forced to scale 
back their oil and liquefied natural gas (LNG) production because 
they’ve been unable to ship their supplies to global markets. It’s likely to 
take months to get their production facilities fully up and running again 
and return oil and LNG inventories to usual levels.
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UK political uncertainty keeps gilts extra volatile
While the energy shock kept most government bond markets on 
edge in May, gilt market volatility got a further kicker from continuing 
uncertainty over whether Prime Minister Keir Starmer could cling on 
to his job and whether he might be replaced by someone less wedded 
to fiscal discipline. Former Manchester mayor Andy Burnham is the 
clear frontrunner to replace Starmer. All the noise around Burnham has 
unsettled some bondholders who’ve viewed him as more of a borrower 
and spender than Starmer and his Chancellor, Rachel Reeves. 

Burnham has recently been at pains to stress he’ll stick to Labour’s 
existing fiscal rules if he becomes the next Prime Minister — which 
currently looks almost inevitable. That messaging has helped ease gilt 
market volatility in the immediate aftermath of Starmer’s resignation, 
but the political risk premium weighing on gilts is unlikely to disappear 
completely over the summer. 

It’s important to remember that while surging gilt yields are unsettling 
and dent gilt prices, this environment does create opportunities for 
us to capture very attractive income streams or ‘carry’ from shorter-
dated credit.

Big tech’s bond binge continues
Once again, corporate bond markets proved far more resilient than 
their government counterparts over the month. Credit spreads defied 
the geopolitical noise and tightened yet further in May, with spreads as 
measured by the ICE Bank of America Sterling Corporate Bond Index 
tightening from 87 basis points (bps) to 80bps in May. 

Against this backdrop, America’s tech giants continued to issue a 
glut of new bonds to fund their AI expansion plans. The so-called AI 
hyperscalers (Amazon, Google parent Alphabet, Meta and Oracle) are 
issuing debt at a pace we haven’t seen since telecoms companies did 
the same about 25 years ago. Just like back then, the supply wave is 
reshaping the indices most bond investors use as benchmarks. 

The numbers are striking. The hyperscalers issued more than $120 
billion of bonds in 2025 to pay for AI data centres and the energy and 
cooling infrastructure these facilities require. The pace of hyperscaler 
issuance has accelerated still further this year. In the first five months 
of 2026 alone, major tech companies have raised almost $160bn in 
bonds. And rocket/AI fusion company SpaceX issued $25bn more in 
bonds just weeks after its record-breaking June IPO. Bank of America is 
pointing toward total AI hyperscaler bond issuance of about $175bn in 
2026; others think the total could be as high as almost $300bn. On top 
of the flood of new bonds from the hyperscalers themselves, the data 
centres they’re funding are also issuing debt securities. That adds extra 
layers of complexity — and, in our view, extra layers of risk — to the AI 
borrowing boom. 

Meanwhile, the hyperscalers are increasingly looking beyond US dollar 
debt markets to fund their AI ambitions. This year they’ve issued a lot 
of new bonds denominated in several foreign currencies, including 
sterling, euros, Swiss francs and yen, in a bid to make their bonds 
extra-appealing to overseas investors and thereby secure particularly 
favourable borrowing costs. As a direct result of these massive multi-
currency bond deals, which have set historical records for foreign 
issuance in several big corporate bond markets worldwide, hyperscaler 
debt now makes up a much bigger piece of overall corporate bond 
issuance in lots of countries beyond the US. 

Most of the hyperscalers’ new bonds are long-dated — maturing in five, 
10, sometimes 30 years or more. As these bonds flood into the major 
credit indices, they’re doing two things simultaneously. First, they’re 
increasing the tech sector’s weighting in those indices. And secondly, 
they’re stretching the average duration of these benchmarks, thereby 
adding a meaningful chunk of incremental interest-rate sensitivity 
to the passive bond portfolios that track them. In essence, passive 
investors are being forced to buy ever-longer-dated tech bonds at 
ever‑tighter spreads, whether they want to or not. 

We believe there’s a risk that the sheer volume of new hyperscaler debt 
proves too much for bond markets to digest comfortably, driving spreads 
wider — especially at the long end. And when credit spreads blow out, it’s 
the spreads of bonds maturing a long way ahead that tend to widen most. 
We believe that our focus on high quality, shorter-duration bonds should 
help insulate us from possible outbreaks of credit spread volatility.

The glut of new hyperscaler and hyperscaler-linked issuance means 
that passive investors chasing index-eligible bonds have been forced to 
load up on some pretty pricey bonds that, in our view, don’t always offer 
much real value. We’re staying highly selective about which bonds we 
buy in primary markets. 

In May, for example, we bought some new sterling-denominated DNB 
5% 2032 bonds, which we viewed as an attractively priced new issue 
from Norway’s largest bank. We funded this purchase by selling some 
of our European Investment Bank (EIB) 0% 2028s. The EIB is a 
supranational, an institution established by the governments of two or 
more countries to pursue specific policy goals. Its government backing 
earns it the highest possible credit rating. But sterling supranational 
paper has rallied so hard that bonds like the EIB 2028s are now trading 
extremely tight to gilts, meaning investors are getting paid very little extra 
to hold supra credit over UK government debt. The DNB 2032s let us lock 
in a 5% coupon from a high-quality senior bank, while keeping our credit-
spread duration in the short-to-belly part of the curve, where we continue 
to think investors are best paid for the risks they’re taking.

The active advantage
The AI investment boom is a genuinely transformative trend. But, in 
our view, the way it’s being financed could create real risks for index-
tracking bond funds with limited flexibility to manage their exposure. 
In an environment like this, issuer selection, sector allocation and 
index awareness really matter. We’re more convinced than ever that it 
will pay to be highly active in credit selection and not just to capture 
opportunities, but also to swerve the potential risks that may be 
building in some bond benchmarks.  
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If you require further clarification on this commentary, then please contact your adviser or Rathbones at the contact details below.

Any views and opinions are those of the investment manager, and coverage of any assets held must be taken in context of the constitution of 
the fund and in no way reflect an investment recommendation. Past performance should not be seen as an indication of future performance. 
When you invest, you could lose some or all of your investment.
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