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Bond investors and traders agree that equity markets are vulnerable to a sharp

move in interest rates.

But they're split as to whether it will be widening credit spreads or "normalisation"

government bond rates that will cause the correction.

"Many of the signposts are already flashing," JCB Bonds portfolio manager Charlie

Jamieson said at the Portfolio Construction Forum in Sydney on Wednesday.

Save Share

https://www.googleadservices.com/pagead/aclk?sa=L&ai=CqX4mlfo9X_GhOZ-oz7sPgruXkAmHhvzUXuy7saKKDPellvj4GhABIL3buWBgpfiRgJABoAGxqtKWA8gBAuACAKgDAcgDCKoEygJP0BGwkkuMyV-1c20RDXJzRL1RbemMSzEt4mY04LKiRT5r-k22jUFHZux9KHk38Z7I6Buf7VuaZznLJVwYGwLn_CuEpK0YhXur4mYAMSjlfQCUntBdnq4ZwkNnqa09xxYUUnAqK199OcFjifUSxDfjNeQo9wdtqXAcvFi0CD0hwwCQ8dTgasBcXjl1s0siR58NAGUZo1Itl4MVAQ9GjlzmXQwfkElBsIutB_o6wPgSw-UrYGg9YQnE6smsZ4-XML3jn9mvRA2xm_dk7dWISYlnDa0glY895G2HeqReJ3AX8He05OBkRfs8jUKAQrkY09HvJ_Axx9TF2tPqkyUGSYPWCveK9W2UmDHRRGXXJAf8xTGKmI0uLs7F53al-GHICOQ0H8donzS6wTxaBYe8skg9km23wXazb8-bpyu6cWCanONvSzoYcMKdOYvABIP07suLA-AEAZAGAaAGAoAHuevJPogHAZAHAqgHjs4bqAfVyRuoB5PYG6gHugaoB_DZG6gH8tkbqAemvhuoB-&ae=1&num=1&cid=CAMSeQClSFh3a0fJC4GCiH57hgMF9OP3nGkB5PVsaWDxzmXHP3lh-WAV5heYIBuszMknGF9GAIitY4KTalk2Fffgw8n2p77UQAoeGECjTPQf7ObAoYFFyb564GBdYPAiYiwhwAQyqSMO1tU3mowjyzpsnokEGtrjIgRp_CU&sig=AOD64_0VZJGKfpDzNPyuMV_GNGOW5_g4gQ&client=ca-pub-8027655917349410&nx=CLICK_X&ny=CLICK_Y&nb=2&adurl=https://business.linkedin.com/marketing-solutions/cx/20/06/do-business-on-linkedin%3Ftrk%3Dsem_lms_gaw%26src%3Ddi-rm%26veh%3DLMS_APAC_Core_ANZ_Display_GDN_REM_DMP_SiteVisitors_All_English_Core_456810570650_SiteVisitors__c_ManOnBike_AWR_Brand_aud-925817475831_9924077004%26mcid%3D6612463929568346187%26cname%3DLMS_APAC_Core_ANZ_Display_GDN_REM_DMP_SiteVisitors_All_English_Core%26camid%3D9924077004%26asid%3D106191108611%26targetid%3Daud-925817475831%26crid%3D456810570650%26placement%3Dwww.afr.com%26dev%3Dc%26ends%3D1%26gclsrc%3Daw.ds%26%26gclid%3DCjwKCAjwm_P5BRAhEiwAwRzSO3I4C3qeDGb40RqMRlrXDr2EuY9GzjjHzthR_Yw9qEfiYf2I2ISYWhoCDfYQAvD_BwE
https://www.afr.com/companies
https://www.afr.com/companies/financial-services
https://www.afr.com/by/jonathan-shapiro-j7ge1
https://www.afr.com/


8/20/2020 Stock markets vulnerable to bond rates, credit spreads

https://www.afr.com/companies/financial-services/stock-markets-vulnerable-to-bond-rates-credit-spreads-20170823-gy2lxb 2/8

European investors are bullish on junk bonds that have lower yields than US government debt. Krisztian
Bocsi

"European junk bonds are yielding the same as US Treasuries. That is not supposed

to happen. One man's junk is another man's risk-free rate."

Mr Jamieson told the conference high debt levels made consumers and companies

vulnerable to changes in funding costs that could eventuate from rising credit

spreads, rather than a rise in underlying bond rates.

"Rising funding rates becomes an income shock because everyone has to put their

hands in their pockets and find more money to service that debt burden," he said.

Brett Gillespie, the head of global macro at Ellerston Capital, said the prospect of a

sharp rise in bond rates should not be ruled out, even if it took place over several

years.

"You are not going to find a bond manager that says yields are going to rise," he said
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at the forum. "If you look at the situation, we have real rates starting off at low

levels."

Breathing space

Mr Gillespie said if real interest rates increased from their current negative levels

to the "normalised" forecasts provided by central banks, bond rates could "easily

have a rise in a couple of per cent".

"[Central banks] are all looking at their own QE. They're not aggregating the

world's QE and the suppression it's had on bond rates."

Mr Gillespie said history had shown that bond markets were most likely to react if

they believed the Federal Reserve was "behind the curve" but a series of five

surprisingly low inflation readings had given it breathing space.

Mr Gillespie said that, with bond rates still at such low levels, there wasn't much

room for them to rally to hedge investors against a decline in equities, should a

crisis arise.

"It worked great for 10 years, but they could go dead against you [this time] and a

bond sell-off could cause an equity sell-off."

So far, long-term bonds had proved resilient to the prospect, and even eventuality,

of central banks hiking policy rates.

Struck by complacency

The US Federal Reserve has increased interest rates by 50 basis points so far in

2016, but long-term bond rates have declined by 40 basis points since their peak in

March of 2.6 per cent to 2.2 per cent.

Former Federal Reserve staffer Bob Gay said a future recession could be triggered

by a sharemarket fall, rather than a recession triggering a collapse in equity prices.

"Banks are lending against elevated prices," Dr Gay said at the forum. "It is possible

that you can get an event that causes equities to collapse and then banks have to
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pull in their lending because the value underneath their loans decline.

"So equities may cause a recession rather than the other way around because,

when banks tighten lending standards, you always get at least a recession, if not a

financial crisis."

Dr Gay, who had made frequent visits to Australia, said he was struck by the

complacency he had encountered from investors of all sizes.

"I am surprised [about the complacency] given your vulnerability to commodity

prices, high debt levels and having China next door.

"I know your internal situation has been rosy for many years but I am flummoxed

by [investors] not realising the risk in some of their products."
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