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Benstead on Bonds: stock market wobble shows why we own bonds
Recession fears and stock market nerves have boosted bonds. Sam Benstead explains why.

Sam Benstead from interactive investor
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Why own bonds? In theory, the answer is income and diversification from equities. But in practice, bond investors have not received either of these for some time – until now.
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As interest rates fell around the world, settling at 0.1% in the UK, bond prices rose along with equity prices. A long period of low inflation allowed central banks to make money as
cheap as possible, which was great news for asset prices.

Rising bond prices as interest rates fell squeezed yields, meaning that bond investors were paid next to nothing for holding fixed income. Yields got as low as 0.2% on 10-year UK
government bonds (gilts) in mid-2020, therefore promising investors a return below inflation. Until the beginning of 2022, similar gilts paid less than 1%.

Funds light on ‘Magnificent Seven’ that have delivered top returns
Is inflation beaten? The impact on stocks and bonds explained

And then when rates finally rose, bond and equity prices fell in tandem, just as they had risen in lockstep when interest rates fell.

For the 2022 calendar year, the Bloomberg Sterling Aggregate, which is an index of high-quality corporate bonds issued in sterling, as well as gilts, fell 23%. Over the same period the
MSCI World index, in sterling, dropped 8%. So, not only did bonds move in the same direction as equities, they actually performed far worse, hurting cautious investors who thought
that fixed income would protect them in a downturn.

But recent events suggest that bonds are once again doing what they are supposed to do: protecting our portfolios and bolstering our income component. Their “safe-haven” status
appears to be back.

Unless you’ve been on holiday and cut off from the internet – or taking a news detox – you will have seen that stock markets wobbled recently as a result of economic data from the
US showing that the labour market was weakening, which hints at a coming recession.

Other causes of investor pain were a flash crash in Japanese shares due to interest rate rising and the yen strengthening, as well as worries that tech giants are over-investing in
artificial intelligence (AI) and can’t justify the billions they are spending.

Bond Watch: ii unlocks access to UK Treasury Bills
DIY Investor Diary: why I’m ‘all in’ on this volatile gilt
Bond Watch: why interest rate cut is good news for gilts

But as equity markets tumbled, bonds rallied. An index of UK corporate bonds jumped 1.5% in the last week of July, as global shares dropped about 4%.

Demand for gilts and US government bonds also rose, causing yields to fall, which is a result of rising prices.

With yields at about 5.5%, there’s also income on offer from corporate bonds, and UK gilts pay just below 4% currently – that's not bad when inflation is at 2% (as of June 2024).

James Athey, manager of IFSL Marlborough Global Bond fund, explains: “The mood has shifted in markets. We can't say how many rate cuts and exactly when they will come, but the
direction has changed and the Bank of England has cut rates. Plus, volatility and weakness in other markets has also been good news for bonds.

“Economic bad news is good news for bonds. Bad news for risky assets is also good news for bonds.”

BlackRock’s global chief investment strategist Wei Li says bonds are back to being a good hedge only because inflation worries earlier in the year have given way to economic
growth worries.

Fears about slowing economies are good news for fixed income as interest rates will fall, but higher than expected inflation could hamstring bonds again.
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What bonds to buy

Athey’s view is that government bonds from the US, Germany, Japan and the UK present some of the best opportunities currently in the fixed-income world.

This is because government bonds should perform best in the event of a recession, as they are an effective safe-haven asset because these developed world governments are
highly unlikely to default.

“I expect all these government bonds to perform well and it is worth diversifying across them all.

“Corporate bonds may not make a loss in a recession, but government bonds will outperform them. No one knows exactly what will happen with the economy, but government
bonds are the best hedge and would return more than corporate or high-yield bonds if there was a recession,” he says.

DIY Investor Diary: becoming an ISA millionaire was like completing a marathon
DIY Investor Diary: how my ISA and SIPP are invested differently

The income from bonds is also exciting for investors. Even if interest rates do not fall much further, investors still pick up coupons from their bond allocation, which now yields more
than most dividends from equity markets.

Athey says that he thinks high-quality bonds are where you get the best income currently.

“With slower growth, and lower earnings for companies, you want to look for high-quality bonds that won’t fall dramatically in price or see defaults. Investors should look to quality
over yield in bonds, then think about sterling assets to avoid currency risk, either with a hedged portfolio or by investing in bonds issued in sterling.”

This means that even if economic data unexpectedly improves, investors can still generate a good income from bonds. Owning a range of maturities in a diversified portfolio of
bonds helps mitigate the risk that all your bonds will move in the same direction at the same time.

What about gilts?

For investors looking to maximise profits from falling interest rates and rising bond prices, they could look at long-dated gilts, which have the greatest “duration”, which is their
sensitivity to interest rates.

Ian Williams, manager of the WS Charteris Strategic Bond fund, likes long gilts, as he believes the 4.5% yield on offer currently is too high. Therefore, he expects its yield to fall, which
will cause its bond price to rise.

His gilt positions include 4% Treasury Gilt 2060 TR60 0.64% , UNITED KINGDOM 4 22/10/2063 TR63 0.00%  and UNITED KINGDOM 0.5 22/10/2061 TG61 0.64%  – all gilts
that mature in the 2060s.

“Investors looking whether to buy 30-year gilts on around 4.5% should take their cue from the general conditions in the money market rather than wait around for the Bank of England
to fall into line and cut rates further.

“The latter approach risks potentially missing out on what could be significant capital gains among the longer-dated bonds, as the market will usually move in advance of any rate
cutting by the central bank. You have got to be in it to win it, as investors who wait until the Bank of England makes its further cuts run the risk of missing out.”

https://www.ii.co.uk/analysis-commentary/diy-investor-diary-becoming-isa-millionaire-was-completing-marathon-ii531421
https://www.ii.co.uk/analysis-commentary/diy-investor-diary-how-my-isa-and-sipp-are-invested-differently-ii529869
https://www.ii.co.uk/bonds/gilts
https://www.ii.co.uk/funds/ws-charteris-strategic-bond-i-acc/BD9GLM8
https://www.ii.co.uk/bonds/4-treasury-gilt-2060/LSE:TR60
https://www.ii.co.uk/bonds/4-treasury-gilt-2060/LSE:TR60
https://www.ii.co.uk/bonds/4-treasury-gilt-2060/LSE:TR60
https://www.ii.co.uk/bonds/4-treasury-gilt-2060/LSE:TR60
https://www.ii.co.uk/bonds/4-treasury-gilt-2060/LSE:TR60
https://www.ii.co.uk/bonds/4-treasury-gilt-2060/LSE:TR60
https://www.ii.co.uk/bonds/4-treasury-gilt-2060/LSE:TR60
https://www.ii.co.uk/bonds/4-treasury-gilt-2060/LSE:TR60
https://www.ii.co.uk/bonds/4-treasury-gilt-2060/LSE:TR60
https://www.ii.co.uk/bonds/4-treasury-gilt-2060/LSE:TR60
https://www.ii.co.uk/bonds/united-kingdom-4-22102063/LSE:TR63
https://www.ii.co.uk/bonds/united-kingdom-4-22102063/LSE:TR63
https://www.ii.co.uk/bonds/united-kingdom-4-22102063/LSE:TR63
https://www.ii.co.uk/bonds/united-kingdom-4-22102063/LSE:TR63
https://www.ii.co.uk/bonds/united-kingdom-4-22102063/LSE:TR63
https://www.ii.co.uk/bonds/united-kingdom-4-22102063/LSE:TR63
https://www.ii.co.uk/bonds/united-kingdom-4-22102063/LSE:TR63
https://www.ii.co.uk/bonds/united-kingdom-4-22102063/LSE:TR63
https://www.ii.co.uk/bonds/united-kingdom-4-22102063/LSE:TR63
https://www.ii.co.uk/bonds/united-kingdom-4-22102063/LSE:TR63
https://www.ii.co.uk/bonds/united-kingdom-05-22102061/LSE:TG61
https://www.ii.co.uk/bonds/united-kingdom-05-22102061/LSE:TG61
https://www.ii.co.uk/bonds/united-kingdom-05-22102061/LSE:TG61
https://www.ii.co.uk/bonds/united-kingdom-05-22102061/LSE:TG61
https://www.ii.co.uk/bonds/united-kingdom-05-22102061/LSE:TG61
https://www.ii.co.uk/bonds/united-kingdom-05-22102061/LSE:TG61
https://www.ii.co.uk/bonds/united-kingdom-05-22102061/LSE:TG61
https://www.ii.co.uk/bonds/united-kingdom-05-22102061/LSE:TG61
https://www.ii.co.uk/bonds/united-kingdom-05-22102061/LSE:TG61
https://www.ii.co.uk/bonds/united-kingdom-05-22102061/LSE:TG61


Benstead on Bonds: the four gilts investors are backing – should you too?
Sign up to our free newsletter for investment ideas, latest news and award-winning analysis

Gilts also have an advantageous tax status, with capital gains being free from tax. Coupons received are taxed at your marginal tax rate, if the gilts are held outside a tax wrapper
such as an ISA or SIPP.
These articles are provided for information purposes only.  Occasionally, an opinion about whether to buy or sell a specific investment may be provided by third parties.  The content
is not intended to be a personal recommendation to buy or sell any financial instrument or product, or to adopt any investment strategy as it is not provided based on an
assessment of your investing knowledge and experience, your financial situation or your investment objectives. The value of your investments, and the income derived from them,
may go down as well as up. You may not get back all the money that you invest. The investments referred to in this article may not be suitable for all investors, and if in doubt, an
investor should seek advice from a qualified investment adviser.

Full performance can be found on the company or index summary page on the interactive investor website. Simply click on the company's or index name highlighted in the article.

Please remember, investment value can go up or down and you could get back less than you invest. If you’re in any doubt about the suitability of a stocks & shares ISA, you should
seek independent financial advice. The tax treatment of this product depends on your individual circumstances and may change in future. If you are uncertain about the tax
treatment of the product you should contact HMRC or seek independent tax advice.

Important information – SIPPs are aimed at people happy to make their own investment decisions. Investment value can go up or down and you could get back less than you invest.
You can normally only access the money from age 55 (57 from 2028). We recommend seeking advice from a suitably qualified financial adviser before making any decisions.
Pension and tax rules depend on your circumstances and may change in future.
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