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The end of the super cycle bull 
market in bonds?
Key points
•  Receding deflation fears, signs of stronger growth and increasing 

signs of a policy rotation away from relying on monetary policy 
towards fiscal stimulus (supported by Donald Trump’s election 
as US President) add to evidence that the 35 year rally in bonds is 
likely over. 

•  This will dent bond returns and those from high yield share market 
sectors. But the end of the bond bull market is likely to be gradual 
and so real assets are likely to still see some benefit from a search 
for yield.

Introduction
From record lows just after the Brexit vote – government bond yields 
have spiked higher. Ten year bond yields have risen from 1.36% in the 
US to 2.2%, from -0.19% in Germany to 0.31% and from 1.81% in 
Australia to 2.64% in four months. This in turn has led to sharp falls 
in high yield share market sectors like real estate investment trusts and 
utilities that had benefited from the fall in bond yields as investors 
sought higher yields. 

The back-up in bond yields has been given an added push by the election 
of Donald Trump as President of the US. So this all begs the question - 
have we seen the end of the 35 year super bull market in bonds? 

A bit of context 
For context, the next chart shows bond yields back to 1850.

So far, while the 0.6 to 0.8 percentage point back up in bond yields 
seen since their mid-year lows has been sharp, it barely registers as a 
flick off the bottom in the chart. And note that there has been several 
back-ups in bond yields through the super cycle bond bull market since 
the early 1980s that have proved temporary – eg in recent times 
Australian bond yields rose 2 percentage points in 2009, 1.7 percentage 
points in 2012-13 (the “taper tantrum”) and 0.9 percentage points early 
last year – only to see bond yields resume their downtrend.

Bonds 101 
Let’s take a quick look at how bonds work. If the government issues 
a bond for $100 and agrees to pay $4 a year in interest, this means an 
initial yield of 4%. Obviously the higher the yield the better, but in the 
short term the value of the bond will move inversely to the yield. If 
growth or inflation slows and interest rates fall investors might snap up 
bonds paying 4% till the yield is pushed down to say 3%. In the process 
the value of the bond goes up giving a capital gain. This is what’s 
happened in recent years. But, if growth and inflation pick up and bond 
yields rise, investors suffer a capital loss. And if you buy a bond yielding 
3% and hold it for its term to maturity the return will be 3% pa! 

Why did bond yields get so low in the  
first place? 
The collapse in bond yields to record lows into mid-year reflected a 
combination of factors: worries about deflation; investors extrapolating 
current very low official interest rates into the future; worries that 
economic growth will remain slow; safe haven investor demand for 
bonds in response to geopolitical concerns in recent years (eg Ukraine, 
Brexit); an increasing demand for safe income yielding assets as 
populations age; a shortage in the supply of bonds as budget deficits 
fell when central banks have been buying bonds; and yields in higher 
yielding countries like Australia being pushed towards low yielding 
countries by investors chasing yield.
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So why are bond yields now rising again? 
A range of factors are now driving a rise in bond yields: 

•  global growth has proved stronger than feared earlier this year - 
global business conditions indicators are trending up; 

•  the threat of deflation is fading and global inflation looks to have 
bottomed - commodity prices (notably oil) have stabilised or 
increased and continuing global growth is gradually eating into 
spare capacity; 

•  Donald Trump’s election as President has added to expectations of a 
“great policy rotation” away from relying on central banks to boost 
growth to relying more on fiscal policy – with expectations that his 
policies to cut taxes, boost infrastructure spending and deregulate 
will boost growth and inflation and allow the Fed to raise rates faster; 

•  having seen all this investors have then questioned whether ultra 
low bond yields are sustainable. Over the long term nominal bond 
yields tend to average around long term nominal GDP growth. 
And on the basis of our long term nominal economic growth 
expectations 10 year bond yields are well below sustainable levels;

•  finally, with money pouring out of US equity funds/ETFs for years 
& into bonds the crowd had gotten too long on bonds. While there 
have been lots of premature calls that the bond super bull market 
that started in the 1980s is over there is good reason to believe that 
now it is. Bond yields have fallen way below levels that can be 
fundamentally justified, the threat of deflation is receding, the 
global economy looks okay and the focus seems to be shifting from 
monetary stimulus towards greater reliance on fiscal stimulus – led 
by the US. 

Reasons to expect a gradual rise  
in bond yields
However, this is not likely to be the 1970s when bond yields shot 
up sharply or even 1994 (when there was a mini bond crash). Rather 
it’s likely to be a gradual process of base building and rising yields. 
Historically bond yields have remained low after a long term downswing 
for around several years, as it takes a while for growth and inflation 
expectations to really turn back up. This can be seen in the circled areas 
for US and Australian bond yields in the first chart in this note. 

While the Fed is likely to raise interest rates more than currently 
expected by the money market next year the process of rate hikes is 
likely to remain gradual as inflation is not a problem, fiscal easing will 
take time to impact and a rising $US will act as a brake on the Fed. 
Moreover central banks in Europe, Japan and Australia are likely to 
continue with existing monetary policy or ease further. As such it’s 
hard to get too bearish on bonds. At least until inflationary momentum 
really builds up again and global growth gets up to 4% for a while. But 
the best is likely over for bonds and the trend is likely gradually up.

What does it mean for investors? 
There are several implications for investors from the likely end of the 
super cycle bull market in bonds. Firstly, while Australian and global 
sovereign bonds returned around 6% pa over the last three years 
don’t expect this to be sustained. Over the medium term the return 
an investor will get from a bond will basically be driven by what the 
yield was when they invested. This can be seen in the next chart which 
shows a scatter plot of Australian 10 year bond yields since 1950 against 
subsequent bond returns based on the Composite All Maturities Bond 
Index. At 2.6% now we are off the bottom of the chart meaning record 
low returns for the next ten years. And in the short term rising bond 
yields will mean capital loses.

Secondly, a rising trend in bond yields has the potential to constrain the 
returns on shares as the former make the latter relatively more expensive. 
However, there are two potential offsets to this. The yield on Australian 
shares never fell to match the declining yield on bonds – as can be seen in 
the next chart shares offer a decent risk premium over bonds.

And if nominal economic growth picks up and this flows through to 
earnings it will provide an offset to higher bond yields. I suspect that 
shares will be okay if the rise in bond yields is gradual and so can be 
offset by rising earnings, but a large abrupt back up in bond yields will 
be more of a concern. Thirdly, defensive high yield sectors of the share 
market are likely to remain under pressure. Australian real estate 
investment trusts and utilities benefitted immensely from falling bond 
yields (next chart). With bond yields now reversing and cyclical parts of 
the share market coming into favour, AREITs and utilities are likely to 
remain relative underperformers.
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Global Outlook
Once again, we’ve made few material changes to our global growth, 
inflation and policy forecasts. We’re not alone: after a material adjustment 
in growth expectations following the Brexit shock, most forecasters have 
stuck with their outlook. We still expect modest global growth in 2017 of 
2.7%, a tad above the 2.5% growth we expect this year. 

Even so, there have been some changes worth noting on the policy front. 
That these changes are occurring even though there’s been little change in 
the near-term outlook suggests policymakers are starting to take the long 
view, at least as far as developed-market central banks are concerned. 

Consider the Fed. Since Brexit hasn’t caused much economic or market 
disruption, and since US inflation and unemployment data have met 
the US central bank’s objectives, we thought there was a good chance 
that Fed Chair Janet Yellen would raise interest rates in September. 
Instead, the Fed stood pat (in a 7–3 decision). 

Political event risk associated with next month’s US presidential 
election may help to explain this decision, as could growing uncertainty 
over what the terminal fed funds rate should be. The long-term 
“dots” were again shifted lower—a reflection, perhaps, of reduced 
expectations regarding the potential US growth rate. 

Long-term concerns also affected the Bank of Japan (BoJ). As we 
discuss below, the decision to start targeting both bond yields and the 
monetary base is the bank’s way of admitting that it needs to make 
policy accommodation a more sustainable option. Put another way, the 
BoJ needs to increase the life span of the program. 

That also suggests the BoJ recognizes that it has taken longer to boost 
inflation expectations than policymakers had initially hoped. The 
regime shift suggests the central bank is ready to let other types of 
policy—particularly fiscal policy—do some of the heavy lifting needed 
to generate inflation. We think the European Central Bank (ECB) faces 
similar issues with respect to the longevity of its quantitative easing 
program. In other words, expect something new from it by year-end. 

But if developed-market (DM) monetary policy regimes are starting 
to change, emerging-market (EM) ones remain fairly orthodox. In 
emerging markets, conventional inflation targeting is still the dominant 
framework. This can be seen in the Banco de México (Banxico) 
decision to hike the policy rate by 50 basis points (b.p.) to 4.75%. The 

central bank expressed concern about peso weakness and the potential 
for it to stoke domestic inflation. This can also be seen in Reserve Bank 
of India’s move to cut policy rates by 25 b.p.; the bank expects inflation 
to reach its target by March. All of these are yet more examples of 
the divergence between DM and EM economies, a theme that should 
become more apparent in 2017. 

US Outlook 
In the press release following the September 20–21 Federal Open 
Market Committee (FOMC) meeting, Fed policymakers offered 
an upbeat assessment of the economy and the labor market. Their 
conclusion: economic conditions have improved over the past few 
months. But they still wanted to see more evidence before deciding to 
move on rates. 

Just three months ago, Yellen noted at a post–policy meeting press 
conference that “the labor market appears to have slowed down, and we 
need to assure ourselves that the underlying momentum in the economy 
has not diminished.” Fast-forward, and policymakers still want more 
evidence—above and beyond, presumably, data showing that payroll 
growth averaged 240,000 per month since June and that the economy 
was growing in excess of 3% annualized in the third quarter. 

During the September post-meeting press conference, Yellen was asked 
about looking for an “excuse” not to do anything and whether she was 
constantly changing the goalposts. Her response included the comment 
that “we’re generally pleased with how the US economy is doing.” 
But she still did not say what it would take for the committee to move 
rates higher. We don’t know the answer, either, because policymakers 
operate with preliminary and incomplete information and constantly 
face new risks and uncertainties. 

Clearly, a few policymakers want to see more progress on inflation, but 
three dissents at the September meeting indicate there is a growing 
divide among the voting members. Comments made by voting and 
non-voting policymakers hinted that the November meeting is a “live” 
meeting, but with the presidential election the following week, the 
case for raising rates next month would have to be overwhelming for 
the Fed to act. That’s why we still think the next hike will come at the 
December 13–14 meeting.

Fourthly, when it comes to real assets like unlisted commercial property 
and unlisted infrastructure the search for yield is likely to remain a 
return driver unless bond yields back up dramatically further. As can be 
seen in the next chart the yield on commercial property has never caught 
up to the decline in bond yields. Heading into the GFC it was only when 
bond yields rose above commercial property yields that commercial 
property prices started to struggle. We are a long way from that.

Source: Dr Shane Oliver Head of Investment Strategy and Chief 
Economist AMP Capital
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About the writer of this Newsletter
Chris Air,  Authorised Representative, has worked extensively in the 
financial services industry for over 26 years. This experience covers 
both stock markets, commodity markets & banking. He also has studied 
to improve his knowledge of financial markets gaining significant 
financial markets qualifications through FINSIA (a well recognised 
financial services organization considered to be “Australasia’s premier 
membership organisation for 
financial services professionals”). 

He has gained the following 
qualifications through FINSIA:

•  Diploma of Applied Finance & 
Investment

•  Graduate Diploma of Applied 
Finance & Investment

•  Masters of Finance of Applied 
Finance & Investment:

and holds the following membership 
qualifications with FINSIA:

•  Fellow

Australasia Outlook
We recently upgraded the growth outlook for Australia and New 
Zealand, partly because of the incoming economic data. In both 
economies, the labor market has generally been doing better than 
expected, business and consumer sentiment has improved, and the 
GDP has been running above 3% (3.3% year-over-year in Australia, 
3.6% in New Zealand). Somewhat better news on commodity prices 
also factored into our decision. Prices have been improving for 
dairy, iron ore and coal. At the margin, at least, this helps to assuage 
downside fears. 

However, core measures of inflation continue to hover near or below 
the bottom end of the central banks’ target bands. That provides 
justification for policymakers to maintain an easing bias. Record low 
wage growth reinforces that justification. So does the appreciation of the 

Australian and New Zealand dollars this year, since stronger currencies 
will increase deflation in traded goods in the coming quarters. 

How much weight to give these two issues—stronger growth and 
stubbornly low core inflation—represents somewhat of a quandary. 
But it seems to us that we’re nearing the point where stronger growth 
numbers (in concert with housing-influenced Growth looking better, 
but will it last? …and committing to an inflation overshoot financial 
stability concerns) will convince the central banks to stand pat on 
interest rates. 

Even so, our baseline scenario has the Reserve Bank of Australia cutting 
rates again next year. But further cuts are contingent upon how disorderly 
the housing adjustment becomes. We think there will be enough stress in 
that sector next year to justify another couple of rate cuts.

Source: Alliance Bernstein Global Outlook October 2016

Market Update
Now that 2 elections have been completed share 
markets in the US & Australia will adapt to the new 
order and we believe to continue the trend of moving 
upwards despite the pessimism that existed around 
the time of the US election.

We show the carts of both the Australian & US share 
markets over the last 5 years.

X-Mas 
Break
Wishing you all the 
best for X-mas and  
the new year.  
Over this period our  
office will close on  
the 20th of December 
and will reopen on  
the 9th of January 2017


