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The Competing Narratives
Buffeting Bonds

Figure 1: Long-term bond yields have been drifting higher in many major economies
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Source: Refinitiv, Wilsons Advisory.

Bond yield movements have been
Figure 2: The US runs a persistently large budget deficit as do many other

G7 economies attracting heightened attention

recently, with competing narratives

5% buffeting bond markets.
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Figure 3: US 2- to 10-year yields have been edging down in recent years
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However, domestic bond yields have
also been wound back over the last week
or two, in line with the global bond

yield shift.

Bond markets appear to be caught
between the “bond-bearish” narrative
of excessive budget deficits across many
major economies and the “bond-bullish”
narrative of slower economic growth and
lower policy rates.

Figure 4: Australian and US 10-year yields tend to be highly correlated
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The Fed’s Inflation versus Labour Market Dilemma

The past week delivered some new
information on the US inflation and
labour market backdrop. US headline
CPI rose 0.4% in August, the biggest
gain since January, after increasing 0.2%
in July. In the 12 months through August
CPl advanced 2.9%, for the largest
increase since January, after rising 2.7%
in July. The headline figures were slightly
higher than expected. Economists had
forecast consumer prices would rise 0.3%
in August and increase 2.9% on a
year-over-year basis.

Excluding the volatile food and energy
components, the CPI rose 0.35% (a
touch above expectations) after a similar
gain in July. In the 12 months through
August, the core CPl inflation lifted 3.1%,
matching July's rise.

The rise in core CPl inflation was
relatively broad. Core goods prices
increased 0.3%, with tariff-exposed
products like new motor vehicles, motor
vehicle parts and apparel all costing
more. The increase in new vehicle prices
was the largest in a number of months
and could signal the start of tariff
pass-through in this category. In services,
healthcare costs fell as a recent sharp rise
in dental services reversed, helping keep
services inflation steady.

We suspect the broadening cost burden
from tariffs will keep the monthly pace

of goods inflation elevated through

early next year, but the spill over into
services inflation should be limited by the
weakness in the jobs market. It is possible
that foreign exporters and US importers
are still absorbing a larger share of the
cost of tariffs rather than passing it on to
consumers. Given that most tariff pauses
ended in early August, we expect firms
to continue to adjust pricing, pushing
inflation higher in coming months.

On the same day as the CPI release, the
labour market's ongoing softening was
underscored by a separate report from
the US Labor Department, showing initial
claims for state unemployment benefits
jumped 27,000 to a seasonally adjusted
263,000 for the week ended September
6. This is the highest level since October
2021, albeit bad weather in Texas likely
had some impact.

The interaction of rising inflation and
softening employment creates a tricky
policy trade-off for the Fed. Cutting rates
too quickly risks embedding
tariff-driven inflation, while delaying cuts
risks amplifying unemployment. We
agree with the market's pricing that the
Fed will attempt to look through tariff
driven inflation pressures at least in the
near term, and cut rates to protect the
labour market.
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No Bond Vigilantes
in Foxholes

From this perspective, we believe the
economic slowdown and monetary
policy (easing) cycle will continue to
dominate near-term and likely continue
to drag bond yields lower into year end.
We note the relatively strong historical
linkage between the US economic
surprise index and the short-term
direction of 10-year yields. Perceptions
of economic momentum continue to be
very important for movements in bond
yields, despite the persistence of large
fiscal deficits. We also note the tendency
of bond yields to fall as the central bank
is cutting. Alongside the mathematical
impact of cash rate expectations
influencing yields further along the curve,
a multi-cut easing cycle once again
highlights the impact of a sustained soft
period for the economy dragging bond
yields lower.

It is interesting that in this current easing
cycle, beginning with the Fed's first rate
cut in September 2024, US bond yields
are actually higher so far. It could be
argued that a rising (fiscal deficit) term
premium in US yields has dominated this
time around. We do note that yields did
rally aggressively in the three months
leading into the first cut in September
last year. However, it does appear that
concerns around fiscal sustainability have
increased the term premia embedded

in the US yield curve this cycle. From our
perspective, this does suggest that any
drop in bond yields in coming months
could prove relatively fragile.
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Indeed, a renewed growth
re-acceleration next year combined with
continued fiscal largesse in both the US
and other G7 economies (i.e. Japan,
France and the UK) could see renewed
pressure on bond yields, particularly at
the long end of yield curves.

By global standards, Australia has a
relatively better fiscal position, so

bond market tail risks are relatively
lower, although Australia is unlikely to be
immune from global bond

market volatility.

In line with our US bond market view,

we see the pull from lower policy rates
both in the US and domestically as likely
to drag domestic bond yields lower in
coming months. However, as with the US,
better growth next year could see some
upward pressure re-emerge at some
stage next year.

Domestic 10-year yields do still appear to
have plenty of “term premium” relative
to a terminal cash rate next year of 3.1%
(based on the consensus view of two
more cuts). As a result, our bias is to
expect moderately lower 10-year yields
on a three-to-six-month view. This would
deliver some moderate capital gains to
investors over and above the current
solid running yield.

Figure 5: US yields broadly appear to track US economic momentum
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Figure 6: US yields have also tended to follow the Fed in recent decades

10%
9%
8%
7%
6%
5%
4%
3%
2%
1%
0%

‘90 ‘95 ‘00 ‘05 10 15 20 25

Fed cutting cycle US treasury 10y yield ———US Fedfunds rate

Source: Refinitiv, Wilsons Advisory.

Staying Overweight Fixed Interest but Hedging with Gold

Ongoing global fiscal largesse is a tail
risk to monitor and could bubble up
again next year, particularly if economic
growth and inflation re-accelerate. We
continue to hold an allocation to physical
gold as a tail risk hedge against G7

fiscal irresponsibility.

We retain our moderate overweight

to fixed interest, with valuations and
the cycle both looking supportive. This
should also support equity markets,
although a lot of optimism is already
seemingly priced into both US and
Australian equities.
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