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Fixed income specialists believe consensus is exaggerating the long-term view

Managers challenge market's
poor long-term outlook for gilts

By Hysni Kaso

Highly regarded fixed income
managers Richard Woolnough
and Ian Williams have challenged
the growing bearishness on the
gilt market, believing the con-
sensus view Is exaggerating the
long-term risks.

The managers are responding
to last week’s warning by Pimco
founder Bill Gross, who suggested
the gilt market is resting on a
“bed of nitroglycerin” due to the
UK Government’s mounting debt
problems.

While Woolnough agrees the
gilt market should be avoided in
the short-term, the M&G manager
says the UK has the chance to
adjust to the crisis through fiscal
stimulus, financial reform and a
falling exchange rate.

Woolnough says the UK Gov-
ernment will have a large annual
deficit of 11.5% of GDP, almost
four times the level of Germany.
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Wiliams: stable it market

However, the UK’s total out-
standing gross debt stands at
68.7% of GDP, comparing favo-
rably to the US at 84.8% and
787% for Germany. “The con-
sensus is exaggerating the risks
the UK gilt market faces. Even if
one agrees with the consensus, it
is important to see if this view is
priced into markets and when this
will eventually come to an end,”
he says.

“I agree with the direction of

the consensus as absorbing that
much new supply will be negative
for gilts in the short-term.

“However, the consensus that
a ‘bed of nitroglycerin’ is a dan-
gerous place to rest, like any
consensus view, should be chal-
lenged.”

Top performing City Financial
Strategic Gilt fund manager Ian
Williams says as universal senti-
ment in markets is often wrong,
there is a plausible case for owning
UK Government debt in 2010.

Williams says positive gilt
demand in 2010 will be driven by
weak economic performance, as
already shown by the UK’s worse-
than-expected 0.1% growth figure
for Q4 20009.

“When quantitative easing
began in March of last year the
consensus view was that it would
cause a bull run in the gilt market
— this did not happen,” Williams
says.

“Rather than a surge in gilts,

Benchmark 10-year gilt yield

Yield (%)

12006 12007

12008 12009 12010

Source: Bloomberg

2009 was characterised by a long
and sustained rally in the equi-
ties markets. While this may have
been simply coincidental to quan-
titative easing, it suggests that
we should consider the possibility
that a withdrawal of QE will have
an equal, but opposite, effect.

“We could therefore see a
retrenchment in equities and a
much more stable gilt market
than is currently built into most
forecasts.”

However, Henderson Strategic
Bond fund manager John Pat-
tullo remains aggressively short
on gilts, expecting the UK to be
forced to raise interest rates a

number of times in the second
half of the year.

“Nothing has changed for us.
We went aggressively short ear-
lier than most last year and while
it does worry us a little we are
now in the consensus, we have no
problem keeping the position in
place,” Pattullo says.

“I can foresee interest rates
around 2.5% by the end of this
year, with the 10-year gilt yield
closer to 5% than 4%.”
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