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Key Points 

 The world is experiencing synchronised global growth. Globally, employment data points to tight labour 

markets which will put pressure on wages which will in turn put pressure on inflation and inevitably upward 

pressure on interest rates; 

 The 35 year bond bull market is over. Reserve bank intervention globally has seen the risk premium for bonds 

artificially low and this will normalise as quantitative easing is reduced and removed. 

 Government bonds are no longer a risk diversifier for portfolios. Equity and bonds have been correlated at 

different points in history and we may experience this again soon. 

 An enormous amount of debt remains on issue with a negative yield and a great deal of money is invested in 

low volatility strategies whilst inflation is picking up.  If growth continues, central banks will need to 

accelerate policy normalisation. 

 

Everyone has a story to tell and some like drama more than others. That’s not to say the higher inflation camp 

doesn’t have an argument. Sometimes the story revolves around “This is what’s always happened before so that’s 

how it’s going to be this time.”  

With the higher inflation camp, it’s no different this time. 

This camp believes the US and inevitably the world will experience higher inflation than expected and potentially 

faster than expected. Their evidence is a world which is experiencing synchronised global growth, near full 

employment in the US and other economies such as Japan and Germany and that this will, inevitably, lead to large 

wage increases which will inevitably fuel inflation. 

We heard from Jonathan Pain, a highly regarded economist and colourful speaker who tells us we are going through a 

tectonic shift (no less!). With tight labour markets, he is expecting the US 10 year bond rate to rise from its current 

level (around 2.86%) to 4 % - that’s a 40% increase in the cost of 10 year money. It was also the last peak we had 

in 2010 and, from a historical perspective, he doesn’t think it’s much of a stretch. You may be tempted to agree with 

him when you look at this chart showing you just how low rates still are by historical standards. 

 

 

You can imagine that this scenario would be painful for growth assets. That said, this is a 2 year view which may be 

disruptive in the short term but it’s a cyclical increase not caused by structural issues. It shouldn’t derail long term 

strategies. 



Brett Gillespie of Ellerston Capital is also somewhat bearish on interest rates in the US. His base case isn’t so bad but 

he does paint downside risk to this. He asserts (and we agree) the 35 year bond bull market is over. US 10 year rates 

are heading back to 3.375%. His rationale is somewhat different but still a cyclical one. They expect a modest pick-up 

in inflation, a trend in wages picking up and a restoration of the 10 year “risk premium” (i.e. the margin over cash to 

take on government risk for 10 years). They expect equities to do okay but be subdued. The alternative picture 

inflates the downside risks (on which they have a 35% probability) and is magnified by sharp wage increases, 

inflation picking up rapidly and an exchange traded fund (ETF) selloff. (The last being a concern about an equity 

market run, the scale of ETF’s in the US market and their degree of leverage).  

Brett and his team believe the risk premium has been subdued by quantitative easing (QE) and the cessation of this 

will see normality restored. The base case comes from guidance given by the US Federal Reserve: the impact of QE 

will slowly unwind. He cites the cessation of bond buying by the Fed in the US and winding back by the ECB in Europe 

and other Reserve Banks globally -  global bond buying by Reserve Banks will be slightly negative by the end of the 

year (see chart below). Yet, in the US there will be $50 billion more bond supply to fund the fiscal deficit which adds 

to upward pressure on interest rates. 

 

Source: Ellerston Capital 

So it’s the risk of a wages breakout we should be concerned about and, historically, wages ‘pop’ when unemployment 

falls below NAIRU (Non-Accelerating Inflation Rate of Unemployment). Essentially, NAIRU is the level at which 

employment can growth without stoking the inflation fire. 

Gopi Karunakaran was similarly bearish on bonds. In his view, markets are still pricing assets believing interest rates 

will be lower for longer and that we are too complacent. (This leads us to question if the supposedly expected three 

rate rises in the US are actually priced in.) He points to history to illustrate that while at times bonds and equities 

have had an inverse relationship, it has not always been the case – sometimes they are correlated and there is 

‘nowhere to hide’. The argument is that rising rates are bad for bonds and bad for equities. However, he is quite 

specific when he says it is government bonds that are no longer a risk diversifier and alternative strategies to buy and 

hold for investing in bonds needs to be considered.  

Jacob Mitchell from Antipodes wasn’t explicit about his view on how much interest rates will rise from current levels or 

how quickly. He points out that despite strong growth and moderate inflation, approximately US$11 trillion in bonds 

remains negative yielding and over US$2 trillion is parked in strategies dependant on low volatility and stable asset 

price correlation. In the face of this, Germany’s inflation rate is currently 1.8%, UK’s is 3% and it is ticking up in other 

parts of the world. Emergency policy settings are being maintained for too long in Europe as they are in Japan. Cheap 

money fuels asset prices and, to justify current valuations (and indeed future valuations) company earnings need to 

continue to grow.  

  



 

He concludes that: 1. Should growth continue to surprise on the upside, central banks will need to accelerate policy 

normalisation but, to minimise disruption to short term funding markets, ‘tapering [reduced bond buying] would likely 

focus on the long end of the yield curve”. This would, however result in increased bond volatility for crowded low 

volatility strategies, ‘bond proxy’ and growth/quality exposures; 2. Should growth disappoint (due to policy tightening 

in the US or China), credit volatility would spike triggering a major selloff in credit sensitive equities. His advice?  

Focus on uncovering ‘idiosyncratic alpha’ i.e. active management over index. 

Who were these speakers referenced in this article? 

1. The economist 

2. The hedge fund manager 

3. The active bond manager 

4. The international equities manager 

 

Talk to Sovereign today about your portfolio and what you need it to do for you. 

 

 

 

 

 

 

 

 

 


