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Rather than write an interest grabbing 

introduction this month I thought I would let the 

numbers speak for themselves, so here are a 

selection of market moves in June; Shanghai 

Composite down -12%, Bovespa -12%, 

Eurostoxx -6%, FTSE -5%, gold -10%, silver -

14%, copper -6%, US Treasuries -1.4%, EM 

debt -4%, AUD -5%, etc etc, the list of red is 

ongoing.   Negative months are never 

something we are happy about but given the 

moves we saw across asset classes this 

month, the small down month we posted 

across our range of funds is something we 

were pretty happy with.  This month was all 

about avoiding the blow-up and the relentless 

positioning unwinds and unfortunately this 

feels like the start of an ongoing trend.  

I don’t want to overstate the significance of this 

month but June the 19th may be remembered 

as the day the US officially graduated from the 

GFC and the day when the ‘Bernanke Put’ was 

taken away and the market had to survive on 

its own again.  After years of constantly 

expanding QE programmes and out-doving the 

markets it certainly feels like this was the last 

one the US Fed will do and investors now have 

to contend with a world without free 

money.  The pre-meeting hype was intense as 

this was the meeting to confirm several key 

reports/utterings/whisperings that the Fed was 

going to set out a plan to start scaling down its 

‘QEternity’ program.  The stage was set and 

bonds had a fair move before the meeting and 

we went in with US 10-year Treasury yields 

bumping up against key support levels, 

awaiting the ‘go or slow’ indication from the 

Fed. 

In preparation our last two newsletters have 

been about this very topic.  Two months ago 

we wrote about the problem of falling inflation, 

or disinflation, and the effect it would have on 

policy.  As an (alleged) student of the Great 

Depression, Mr Bernanke has been particularly 

sensitive and consistent in his approach to the 

dangers of deflation. 

In last month's newsletter, we also addressed 

the topic of tapering, looking at the 

employment situation in the US and the 

complexities around a falling unemployment 

rate –which might not actually mean the 

economy is growing any stronger or that the 

population are any better off  because people 

are simply withdrawing from the workforce.  

We also said it wasn’t clear whether the Fed 

was ignoring this fact or just concentrating on 

the headline unemployment rate.  Our strong 

belief was the Fed would continue to worry 

about the lack of inflation and the suppressed 

money growth indicators and would not take 

solace in the falling headline unemployment 

rate.  This should see Bernanke talk down any 

indication of tapering that had been introduced 

by the Fed hawks.  Bernanke had constantly 

surprised in the last five years on how dovish 

he ended up being, and we thought this would 

continue in line with the fundamental reasons 

outlined above.  Boy we were wrong, and it 

http://btim.com.au/a/1221.html
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seems the majority of market participants were 

as well if the violent market moves across the 

world and the positioning washout are anything 

to go by. 

Chart 1: US 10 Year Treasury Yield 

Source: Bloomberg  

The US 10-year Treasury bond yield moved a 

massive 40 basis points in just a few sessions, 

carding nearly a percent retracement from the 

lows we saw in early May.  The belly of the 

curve, the area of the yield curve where the 

‘lower for longer’ camp could be found hanging 

out, got hit even worse.  Crucially markets 

outside the US felt it more and this highlights 

the nature of the positioning unwind we are 

seeing.  The Australian 10-year bond moved 

60 basis points resulting in the Australian-US 

spread widening, against all expectations, 

again highlighting how the market’s favourite 

trades were the worst performers.  This is 

Australia – a country with a clear central bank 

rate cutting mandate – selling off more than a 

country that has apparently just taken steps to 

tighten monetary policy (less easing is the 

same as tightening to us simple bond 

folk).  The Australian yield curve steepened to 

levels only reached a handful of times through 

history, and only surpassed in one period.  The 

currency was hardly immune either, with the 

Aussie Dollar falling nearly 5%.  The European 

curve similarly did worse than the US with the 

front-end, again a favourite position for the 

favourable carry and roll, hugely 

underperforming.  Other markets outside of 

bonds reacted as well, with equities and credit 

falling; however the bond market was an 

outlier in its reaction to the event. 

The meeting minutes were notable for their 

explanation of low and falling inflation being 

due to “transitory effects” and that the 

“downside risks to the economy” had 

effectively gone, but, I have to ask, where? – 

as I am pretty sure I can still see them.  The 

Q&A session with Bernanke was the sucker 

punch to the markets revealing the new 

reaction function, one where tapering was 

guaranteed unless the economic data was 

very bad as opposed to one where the data 

would need to be strong for them not to 

taper.  A slight but crucial change in guidance 

by the Fed. 

So why did this happen and why did we and 

the market call the wrong outcome?  The 

switch from a dovish Bernanke to a hawkish 

Bernanke could reflect the rumours that the 

Fed was worried about stoking asset bubbles, 

with one particular example being in the junk 

corporate bond market in the US.  When this is 

combined with the fact that Bernanke could 

well only have six months left of his term, the 

idea of leaving a legacy closer to Greenspan’s 

of a housing bubble probably doesn’t appeal to 

Bernanke very much.  But there are also 

numerous discussions being had about the 

efficacy of QE; while it is very useful in 

reducing tail-risk it doesn’t seem that good at 

generating growth, a conclusion we share and 

I have written about in the past.  So maybe the 

view has shifted on the usefulness of QE in 

that the potential upside from keeping QE 

going (in terms of additional growth) may be 

much less than the potential downside (in 

terms of inflating a huge asset bubble).  Either 

way the Fed is taking a gamble that the 

downsides it was seeing have now receded 

and its reaction function has changed. 

So if we accept QE is now coming to an end 

(and betting against the Fed in the short term 

isn’t usually a good idea), where have our 

investment themes shifted? While the ‘lower 

for longer’ theme hasn’t been invalidated yet 

(inflation is lower, and growth so far for 2013 is 

worse in the US than the two preceding years), 

volatility in rates markets make it less desirable 

and harder to play from the long side in bonds.  
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The real story here however is in the rise in 

volatility from the pre-GFC lows we are 

currently experiencing.  We alluded to this in 

the last newsletter, and now the outlook for 

volatility increasing is clearer than it was 

before.  The best way to play this is to look for 

the reversal of the carry trade in many 

markets.  The carry trade thrives in 

environments where volatility is low, and has 

particularly thrived during this period because 

yields on risk free securities have also been 

low.  The key to both of these factors has been 

the level of real yields, or the real returns to 

investors after inflation. 

Chart 2: US 10 Year Real Yield 

Source: Bloomberg  

We’ve spoken about real rates of return before 

and their importance through this 

downturn.  From Keynes’s perspective the key 

outcome of QE is to reduce bond yields and in 

tandem reduce the real yield.  Lower real 

yields means the servicing costs of existing 

debt are lower and therefore the economy has 

got a better chance of growing itself out of the 

debt pile it is in.  Lower real yields also mean 

that potential projects for companies and 

businesses have a lower hurdle rate to look 

attractive; so money is borrowed and invested, 

which drives economic growth.  It’s tough to 

tell explicitly but QE likely was successful in 

doing this because real yields fell over the 

crisis (although they have been falling for the 

best part of the last twenty years).  So, the 

outcome of QE is lower real yields, more 

growth, less debt and all this is better for the 

economy, right? Well it isn’t always as easy as 

that as falling real yields also cause pain for 

those who are saving and don’t have the ability 

or the risk tolerance to move out the risk 

spectrum, retirees for example.  With negative 

risk free rates, those that are investing on 

behalf of others (e.g. all of us) also have to 

stretch that little extra to deliver returns.  This 

might mean moving out of cash and 

government bonds into investment grade 

corporate bonds to generate a little more 

return, or for those in corporate bonds the next 

step may be high yield or junk bonds.  This 

process of portfolio reallocation, or the portfolio 

rebalance effect as the Fed calls it, is what 

drives more risky markets up during QE.  It is 

also the reason why things tend to not go so 

well when it all ends, because the economic 

growth just isn’t there to support the markets 

lofty liquidity driven valuations.  

Chart 3: US GDP Growth Trend  

Source: Bloomberg  

 

However, something really interesting 

happened towards the end of 2011 when QE2 

kicked off: 10-year real yields in the US 

crossed the zero bound and went negative.  

The whole idea of negative interest rates is an 

interesting one because the idea of paying 

someone to hold onto your money is so foreign 

in an economy where we have experienced 

nothing but inflation (while the quoted yields on 

these securities were negative, the end 

investor would get paid inflation too so the total 

return didn’t end up being negative; true 

negative rates have happened only for brief 

periods in Europe).  The chart below puts the 

10-year real yield against a measure of 

volatility, in this case US Treasury bond option 

volatility.  Over most of the time range here, 
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with either high real yields or low real yields, 

volatility remained in a fairly tight 80 to 120 

range with the exception of the few years 

preceding the GFC and that post-2011 period 

where real rates were negative.  The current 

low volatility period is defined by super-strong 

equity markets, people piling into credit and 

record bond issuance numbers; funnily enough 

this is almost exactly what was happening pre-

GFC, and we know what happened after that.  

Low volatility breeds complacency and 

complacency causes low volatility.  The Fed 

obviously explicitly caused this situation but 

has now belatedly stepped in to put a stop to 

the party before it all gets too much, even if it 

means potentially hurting the US economy 

through higher bond yields and therefore 

mortgage rates. 

Chart 4: US 10 Year Real Yield and 

Implied Volatility 

Source: Bloomberg 

So the Fed has stepped in to take away the 

punchbowl.  Having done this though, it leaves 

a lot of unfinished business.  First and 

foremost is the current state of inflation in the 

US, and we touched on this in April’s 

newsletter.  This continues to fall, and without 

further QE this is going to struggle to pick back 

up again in the near term without a serious 

uplift in growth.  If bonds yields stay where 

they are, falling inflation will further lift real 

interest rates by default, hurting growth.  This 

is a situation that is bad for the US because 

rates are already so close to zero.  In 

Australia, which hasn’t been immune from 

rising real yields either, the problem is a little 

different: because real yields weren’t that low 

to begin with, we can instead take a look and 

see what the market is pricing in for future 

inflation.  To put it lightly, the market for 

inflation has been taken round the back of the 

bikesheds and been given a proper kicking.  

The chart below shows what the seven year 

inflation expectation is after this month’s move 

in inflation bonds.  

The market is now expecting inflation as low 

as 2% in Australia which is right at the bottom 

end of the RBA’s inflation band.  The RBA 

defends these expectations and would cut 

rates aggressively if inflation actually got to this 

level.  Using this argument surely the market 

has moved too far and inflation bonds are a 

good buy? Actually, this might not be the case.  

There are a number of reasons why you 

should continue to be careful of inflation-linked 

bonds, and most are linked to the likelihood of 

further disinflation, or even the fear of outright 

deflation. 

Chart 5: Australian 7 Break Even 

Inflation  

Source: Bloomberg 

The first giveaway that the current move in 

inflation expectations isn’t normal and has 

been driven by a whole different set of factors 

(the most prominent being the tightening of US 

monetary policy) is by looking at the normal 

factors that drive inflation.  Chart 6 shows the 

market’s expectations for inflation (this is the 2-

year inflation expectation as opposed to the 7-

year we looked at earlier) against the current 

price of crude.  Most of the time these two 

lines move in the same direction, primarily 

because the oil price (in AUD) is a pretty 

important component of inflation in Australia.  
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The recent divergence between the two has 

been staggering.  This chart highlights that 

there could be even more value in inflation 

linked bonds given the usual relationships, but 

it is clear here that there is more going on than 

meets the eye.  This isn’t the market just 

underestimating inflation, it has clearly priced 

in deflationary forces from somewhere else. 

Chart 6: Australian 2 Year Break Even 

Inflation and Oil 

Source: Bloomberg 

The imminent end to US QE has meant that it 

has rolled over in the currency wars against 

the UK, Europe and most importantly Japan.  

Ending QE while Japan is just ramping up 

means that Japan will likely be more 

successful at devaluing their currency and 

making their exports cheaper than everyone 

else’s.  The winner of the currency wars gets 

the prize of being able to export their deflation 

to the rest of the world while they drive their 

own inflation higher.  Because there is so 

much debt around the world and everyone 

wants inflation to be able to ‘dissolve’ their 

debt, central banks around the world have 

ended up enacting massive QE programs to 

‘steal’ inflation from other economies, when 

inflation appears to be a very scarce resource.  

It is amazing how the fear of inflation because 

of unbridled money printing (which was never 

our view) has transformed into the real threat 

of deflation.  One of the most visible inflation 

hedges is gold which has had an absolutely 

awful run of it recently, down near 30% from 

levels set earlier this year.  Gold as a hedge to 

inflation and the general blow up of the global 

financial system has been popular as shown 

by the total known holdings of gold in ETF 

which is pictured below.  The change in trend 

has happened, and it leads to a lot more 

downside for gold if the outlook on inflation 

doesn’t change anytime soon. 

Chart 7: Gold Price 

Source: Bloomberg 

Chart 8: Total Known ETF Holdings of 

Gold 

Source: Bloomberg 

While Japan is currently engaging in and likely 

to expand its bond buying, another candidate 

that is a real worry in the inflation wars is 

China.  While they don’t seem like a problem 

now we have been arguing that growth will 

have to take a leg down because the economic 

growth now is just manufactured from taking 

on too much debt.  If the growth profile 

continues to fall (and it will) then 

unemployment will be a consequence which 

can either be solved by taking large write-

downs on debt and starting again, or by forcing 

a currency devaluation just like Japan has.  A 

devaluation makes all of those useless capital 

works in China useful again, forcing down 

global prices for manufactured products. This 

will mean that the deflationary impact of 
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China’s excess capacity that it has spent the 

last five years building through a credit binge 

will also be forced onto the rest of the world.  

Deflation, which over the very long run is 

driven by demographics, looks, for the 

developed world at least, like something that 

will be tough to shake.  Africa and more 

specifically the monsoon belt (the countries 

lining the Indian Sea) have favourable 

demographics and will be the location of the 

next growth spurt and hence inflation, but this 

might be a while away yet. 

So the Fed has taken the first step away from 

using QE as a blunt tool to try and drive growth 

and inflation in the US by pulling back on this 

extraordinary monetary stimulus, even while 

growth is still anaemic, inflation is slowing, and 

QE has only driven investors and capital into 

markets that haven’t deserved it given the 

current inflation outlook. 

By planning to taper however the Fed has sent 

a clear message to market participants that it 

does not intend to pursue a strategy that will 

put financial stability at risk.  This means that 

investors will have to take a step back and ask 

themselves whether credit or emerging 

markets are still the right exposures to have as 

money is getting tighter and the ‘Bernanke Put’ 

no longer exists.  There is a good chance that 

other central banks will pick up the slack as 

growth disappoints and will keep the QE game 

going on a global scale even if the Fed doesn’t 

participate.  Until then though real interest 

rates and volatility may well enjoy some time 

back within the more normal ranges we have 

seen over the last 20 years and this will have 

significant knock-on effects for overleveraged, 

over owned asset classes.   However, with the 

increasing volatility and uncertainty as well as 

poor  demographics, inflation will still struggle 

no matter what is done by any of the central 

banks around the world. 
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About BTIM’s Income & Fixed Interest Boutique 

BT Investment Management’s Income & Fixed Interest team of seven dedicated 
professionals, led by Vimal Gor, manage the #1 performing Australian composite 
bond fund in 2011. 

To find out more about the team, their philosophy and their flagship funds visit the 
BTIM Income & Fixed Interest hub at btim.com.au/fixed interest. 

 

 

http://www.btim.com.au/fixedinterest

