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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.
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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.

Advertisement

"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. "It you look at the situation, we have real rates starting oft 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.

"l 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.”

Jonathan Shapiro writes about banking and finance, specialising in hedge funds, corporate
debt, private equity and investment banking. He is based in Sydney. Connect with Jonathan on
Twitter. Email Jonathan at jonathan.shapiro@afr.com
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