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Global Bond Team anticipates a bond bust this year and establishes a short
position in UK Gilts 

For some weeks now we have been looking to add to our overall short duration
position in the portfolio (2 years short via Bund futures) by selling the UK gilt market
short via long gilt futures.

Today we have established a 1 year short in gilts, taking the overall position to 3
years short. We intend to add to this position over time.

UK gilts have been well supported in recent months as foreigners have looked for a
safe haven in the knowledge that the BOE are buyers of last resort as part of its QE
programme. Domestic investors have been net sellers.

UK gilts have reached extreme valuation levels both in nominal and real yield terms.
The government is running a primary deficit (i.e. excluding interest payments) of
8/9%. Even Greece and Italy will be in primary surplus by the end of this year. UK
growth will remain anaemic, giving little hope of any significant improvement in the
deficit in the near future and inflation remains stubbornly high. Inflation is projected to
fall sharply later in 2012 but this was anticipated over the last two years with VAT
hikes falling out of the YOY comparisons and yet has remained way above target
both at a headline and core level. If the BOE were to pause on QE, the last support
for gilts would be removed causing a major problem in funding the deficit.

However, the catalyst for pulling the trigger on selling gilts is the clear improvement in
the US economy, which could cause upward pressure on US Treasury yields. Bunds
and gilts, however, will be the underperformers as global investors are very
overweight in the context of the size of these markets.

We are particularly impressed with the improvements in the US housing market.
Rents are double the cost of a 30 year mortgage and this is finally feeding into final
demand for both existing and new homes. The inventory of homes for sale has fallen
significantly in recent months. An improving housing market is key to further job
creation (again initial claims have trended down sharply in the last 6 months) and
consumption has been robust. Both capacity utilisation and productivity rates suggest
that large companies will follow the lead shown by SME in increasing employment.
The competitiveness of the US dollar is also contributing to a more robust economic
outlook than the consensus.

In addition, it is clear to us that there has been a regime change at the ECB, with a
recent explosion in the balance sheet. We expect further large uptake in 3/5 year
LTROs in February, signalling further stimulus.

As the market’s assessment of growth improves, real yields will explode to the upside
as they are at extremely low levels (even negative) in Germany and the UK,
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especially if the political priority begins to shift away from fiscal austerity.

In summary, we expect significant medium term appreciation of the US dollar as the
US proves to be the significant source of global recovery and a big upward correction
in core government bond yields.
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