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by lan Williams on Feb 10, 2010 at 08:48

Whenever a strong consensus develops in financial markets it usually turns out to be incorrect, especially when that consensus is based on obvious

factors that everyone can see.

When quantitative easing (QE) was introduced in February and March 2009, the ovenruhelming consensus among gilt market participants was that it would

push 10-year gilt yields down from the prevailing 3.65% to 2.5a/o, whlle being largely irrelevant to the equity market. Charteris at the time took a completely

different view that, far from forcing down gilt yields, QE would simply stop them from rising too much and that its effect on equities would be bullish. ln fact

gilt yields rose to 3.9% over the period that QE was in operation.

To quote the Elite Charteris Premium Equity fund February 2009 factsheet: 'We regard the current sentiment in the UK Equity market as unduly

pessimistic and feel that efforts by governments all over the world to reflate the global economy will prove more successful than is generally perceived. As

a result we expect the FTSE100 lndex to rise significantly over the next few months.'

So now that QE has ended what will the effect be? The consensus view is that the ending of QE will produce a bloodbath in gilts but has no real relevance

for the equity market - but is this correct? And is it not possible that we will see the equal but opposite effect in the markets that we witnessed when QE

was introduced?

That is to say, gilts could be largely unscathed while equities may pull back some of their gains. The reasons for this are that QE was introduced to

prevent a deflationary spiral that threatened to get out of control and, to be fair to the monetary authorities, it has proved successful in that regard.

Therefore it is entirely logical that QE did benefit equities (which were pricing a savage deflationary outlook) more than gilts which would thrive in a such

an environment.

Also there are several regulatory issues which may tend to support the gilt market over the next year or so such as the pressure applied to the clearing

banks to hold a much greater proportion of their balance sheet in liquid assets (ie gilts) and much less in il iquid assets such as sub-prime mortgage

bonds. Likewise the pension funds are under accountancy measure FRS17-driven guidelines to switch equities into gilts.

Also, with an election looming (probably on 6 May) and all three partaes committed to halving the budget deficit over four years, the lurid scenario depicted

by one or two rather vocal bond investors looks less and less likely the more one examines the evidence.

It is extremely unlikely that the gilt market will lose its AAA status ahead of the election for the simple reason that if the new government undertakes the

promised fiscal tightening any rating agency that downgraded gilts ahead of 6 May would then have to upgrade them again afterwards. The only scenario

where gilts could be downgraded would be ifthe new government backtracked away from taking the necessary fiscal cuts.

To sum up, we think the key to the relative performance of the gilt and equity market is the performance of the underlying economy which looks as if it will

suffer from a low or no growth scenario for the next few years as it come to grips with a fiscal tightening of €100 billion combined with a similar

retrenchment from the personal sector.

So gilts might not do too bad after all, and the gilt fund that I run is positioned accordingly.

Chafteris chief executive and A-rated fund manager lan Willians has runs the City Financial Strategic Gilt, which is top decile in the IMA UK gilt sector

over one and three years.
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