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Government bonds offer defence from storm clouds

¢ Global bond yields continue to rise as markets prepare for a global recession
¢ Short to mid-duration government bonds offer defensive properties

e USD strength is unlikely to ease in the short term

Central banks are tightening in unison

In a world that appears increasingly fractured, high inflation is a trend that is affecting almost all countries,
big or small. As a result, the global inflation rate for 2022 is forecast to average 7.4 percent for 2022, before
easing to around 5 percent in 2023

This would represent a near-doubling of the global five-year average inflation before the start of the pandemic,
and is still a long way from the 2.0 percent target that most developed countries have in their sights.

IStatista, Global inflation rate from 2017 — 2027, Jul 2022 https://www.statista.com/statistics/256598/qglobal-inflation-
rate-compared-to-previous-year/
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Figure 1: Inflation rates across selected countries/regions

Country/Region Current rate (%)
UK 9.9
Euro Area 9.1
us 8.3
Singapore 7.5
Canada 7.0
India 7.0
South Korea 5.7
Japan 3.0
China 2.5

Source: Trading Economics, Aug 2022

As a result, central banks globally have been tightening their monetary policies, whether in the form of higher
interest rates, less government spending, or quantitative tightening (QT). In fact, according to the World Bank?,
“Central banks around the world have been raising interest rates this year with a degree of synchronicity not
seen over the past five decades”.

Figure 2: Global policy rate rises and cuts
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Source: Bank for International Settlements, World Bank
Note: Three-month average of the number of policy rate rises and cuts over the month for 38 countries including euro area, July 2022

2World Bank Group, Is a global recession imminent, Sept 2022
https://openknowledge.worldbank.org/bitstream/handle/10986/38019/Global-Recession.pdf
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The has led to a sharp spike in the number of global policy rate rise events. Nor is the worst over. With global
inflation stickier that most economists had expected, policy tightening is expected to extend into next year.
Global rates are forecast to rise to almost 4 percent in 2023, close to double the level seen in 20212

However, financial modelling by the World Bank suggests that this is still not enough and interest rates may
need to rise by an additional two percent if countries want to hit their inflation targets. A large percentage of
the world’s economies, both emerging and developed, are also tightening their fiscal stance, that is, raising
taxes or cutting back on government spending. Given this level of central bank hawkishness in place across
most countries, fears of a severe downturn in the global economy continues to mount.

Equity markets tend to sell-off quickly in a hard landing

Hard landings are typically characterised by a marked slowdown in economic growth, high unemployment
and lower company earnings. So how do markets behave in a hard landing scenario? Our study of previous
recessions suggest that equity markets tend to correct by 20 percent or more. This can happen within a
relatively short time frame of a year or less. Once at the bottom, equity markets tend to recover relatively
quickly.

Figure 3: Expected trajectory in a hard landing
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Given that markets have already sold down by about 10 percent over the past four months in response to
hard landing fears, we assess that we are about halfway through in terms of the potential price correction.
Looking at the duration of the current correction cycle, we appear to be about a third of the way through
compared to previous hard landings, which would suggest a market bottom in the second quarter of 2023.

Bonds offer total return potential

Bond markets on the other hand, seem to take longer to fully sell down, typically two years or more. The
current magnitude of tightening, supported by World Bank projections, indicate that central banks are about
60 percent into their rate hiking cycle, with another 40 percent of the cycle left to complete. In a hard landing,
bond yields tend to peak only on completion of the hiking cycle, thereby suggesting a bottom in bond prices
towards the third quarter of next year.



Figure 4: Change in bond yields across the rate hike cycle
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Source: UOBAM

That said, bonds are already offering attractive yields. While a bottom may be several months away, bond
prices look unlikely to fall much more from this point. The onset of a recession would tend to mark the easing
off of central bank tightening. This would benefit bonds and especially high grade sovereign bonds and short
duration high grade credits. These bonds are also likely to see higher demand as a hedge against equity
market volatility. As such, on a total return basis, these bond assets offer a way to weather the current market
volatility, even if economies tilt towards a deeper recession than had been expected.
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