Philequity Corner (June 8, 2015)
By Valentino Sy
Bond yields rising

Last week, bond yields across the globe moved sharply higher. This selloff in bonds has resulted in losses
for many fixed income investors. This has also caused heightened volatility in global markets, including
stocks. Many investors are now pondering if the global economy is ready for higher interest rates.

Rout in German bunds

The bond selloff started with a sharp move in German bund yields. This is a result of extremely and
abnormally low interest rates in Europe, especially Germany. The gradual pickup of growth and inflation
expectations in Europe may also have stoked the uptick in bund yields. Below, we show the 6-month
chart of the 10-year German bund yield.

Chart 1 — 10-year German bund yield — 6-month chart
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Spillover to US Treasuries

Though US Treasury yields are more attractive than German bund yields, US Treasuries also experienced
a selloff due to the rout in German bunds. This has also resulted in higher yields for US Treasuries.
Shown below is the 6-month graph of the 10-year US Treasury yield.



Chart 2 — 10-year US Treasury yield — 6-month chart
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Global move in bond yields

Although the bond rout seems most pronounced in German bunds, other countries such as Italy, France
and Japan also experienced sharply rising yields. In the table below, we show how the yields of various
sovereign bonds moved over the past weeks.

Table 1 - Yields of various sovereign bonds across tenors

(in%) Sy 10y 30y

04/15/15 | 05/29/15 | 06/05/15 | 04/15/15 | 05/29/15 | 06/05/15 | 04/15/15 | 05/29/15 | 06/05/15
us 13145 | 14853 | 16590 | 1.8888 | 2.1214| 23248 | 2.5397| 2.8818|  3.0519
Germany (0.1500)| (0.0040)] o0.1590| 01070| o04870| 08380 | 05260| 1.1050|  1.4860
Italy 05250 | 0.8940 | 10180| 12630| 18480 | 2.1450| 2.1540| 2.8620| 3.1320
France (0.0230)] 0.1470| 03090 | 03510| 07940 1.1400| 09850| 15820| 1.9440
Japan 00750 | 00840| 0.1030| 03290| 03940| 04840| 13460| 14680| 15120
Philippines|  2.0790| 2.1190 | 2.1600| 3.1860| 3.1580 | 3.2050| 35740| 3.7050| 3.8360

Source: Bloomberg
Abnormally low levels

As seen in the table above, the recent move has been exacerbated by the fact that yields are bouncing
off extremely low or even negative levels. What is interesting to note is that although Philippine bond
yields also moved higher in recent weeks, the move has not been as drastic. This is because our bond
yields are trading at more normal levels compared to our developed market (DM) counterparts.

ECB to stay the course

According to European Central Bank (ECB) President Mario Draghi, the recent move of bond vyields
reinforces the importance of ECB’s quantitative easing (QE) program. He conceded that high volatility is
something that investors would have to contend with especially in a period of ultra-low interest rates.



Nonetheless, Draghi said that the ECB will continue with its bond-buying program until its growth and
inflation targets are achieved.

Initial stage of rate normalization

The recent move in DM bonds appears disproportionately big precisely because bond vyields are
bouncing from extremely low levels. What we are now witnessing is the initial stage of interest rate
normalization. This may result in volatility across markets over the short-term, as global markets and
various economies adjust to more normal interest rate levels. It could be said that this is the start of the
weaning process from zero or negative interest rates caused by unprecedented monetary policy easing
around the globe.

Chart 3 — S&P 500 and Fed funds rate
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As we show in the table above, interest rate normalization is a long process that may take years to
complete. And as we have seen in the past, the stock market tends to be volatile during the initial
phases of rate normalization. However, after the initial volatility, the stock market continues to move
higher as economic growth solidifies with a stronger and clearer trajectory.

Equities are best-positioned asset class over the long term

We agree with Draghi’s warning that investors should be prepared for volatility especially as interest
rates normalize from ultra-low levels. For as long as the global recovery continues, interest rates will
inevitably rise and eventually track long-term growth and inflation expectations. Consequently, bonds
would become less attractive, as the normalization of bond yields would result in lower bond prices. And
while equities may not be spared from the volatility that accompanies the initial stages of rate
normalization, we expect the bull market in stocks to continue if global growth remains in a clear and



solid trajectory. Hence, we believe that over the long-term, equities are still the best-positioned asset
class to invest in.
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