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       March 1, 2021 

Can you Endure the Duration? 
 

 Bonds endure a tough month. 
 Bond traders are sending an unambiguous signal to the Treasury that they do not see 

value in their paper. 
 US government Bond yields could go a lot higher – 6% is justified by historical 

precedent. 
 US 10 year government bond yields well above 2% look quite possible. 
 Equities hit volatility but still making much more money than bonds. 
 Rising commodity prices only increase the upward pressure on yields. 

 
 
 

You might also like our Upgrades Everywhere and Equities Beat Expectations. Click here to 
read them for free. 

 

 

http://bit.ly/3r6Fijh
http://bit.ly/2PpXx5z
http://bit.ly/3dQKkga
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February was shaping up to be a more difficult month for markets anyhow, but in the final days, 
it served up a harsh reminder that it is still too early to sound the all-clear. As was the case last 
March, the US Treasury market was the first to suffer a very acute bout of volatility. Equity 
markets were shaken badly but have mostly maintained their poise despite a tough final week. 
 

In fixed income markets, the epicentre of the flash tantrum was the belly of the US Treasury 
curve: maturities in the range of five to seven years. The 10-year Treasury touched a high of 
1.61% before settling down to 1.40% at month-end. 

 

Part of the reason for the sudden spike in yields was a very poor auction of 7Y Treasuries, in 
fact, the worst on record at a bid-to-cover ratio of just 2.04. This sent a poor signal to the 
market, causing a very sharp sell-off. The MOVE index, a measure of bond option volatility, 
jumped from 47 to 76, the highest since March 2020.   

 

Bond traders are sending an unambiguous signal to the Treasury that they don’t see value in 
their paper. Economists see vibrant US growth for the next two years and a spike in inflation to 
over 3.0% in the coming months. Meanwhile, the Fed shows little interest in tightening 
monetary policy, quite the opposite. Last week Fed Chairman Powell suggested that the Fed will 
stand pat in the face of rising inflation and the imminent passage of the $1.9 trillion spending 
bill in Congress.   

 

The coming month could see a tense standoff between the market and the Fed. The market is 
likely to test just how far the Fed will allow long rates to rise and at what pace.  

 

There is a massive disconnect between the level of the US government 10-year bond yield and 
forecast levels of nominal GDP growth in the coming two years. In part, it is because the Fed 
has not altered its policy stance even though the fiscal policy under President Biden is forecast 
to be much more expansive than previously thought.  

 

Where should the US 10-year bond yield be now? Answer: a lot higher 

In theory, there should be a relationship between the growth of an economy and the level of 
long-term interest rates. Chart 1 shows that there is no linear relationship but that they do track 
each other. So, let’s consider several scenarios for gauging how high the US 10 year should be.  

1. Scenario 1: US 10-year bond yield reverts to the long-term relationship with nominal 
growth. Since 1980 on average, the US 10-year bond yield has traded 50 bps below US 
nominal growth level. In 2021 the market expects 7.0% nominal GDP growth; hence 
the US 10-year bond yield should be 6.6%!  

2. Scenario 2: US 10-year bond reverts the long-term relationship with nominal growth 
over the period since the US has heavily used quantitative easing. On average, the US 
10-year bond yields has traded 100bps below the level of nominal GDP growth. Hence 
this equates to a US 10-year bond yield of 6.0%. 

3. Scenario 3: The relationship between the US 10-year bond yield and growth is based 
on the long-term prediction for US nominal growth. Economists expect 1.9% real 
growth and 1.8% inflation hence nominal GDP growth of 3.7%. Take 100bps off based 
on the assumption of further QE, which equates to a 10-year bond yield of 2.7%.  
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Chart 1: US 10 year government bond yield normally tracks US nominal growth 

 

  

 Source: Bloomberg and GCIO estimates 

 

Our analysis suggests that the Fed would be seriously manipulating the markets if they didn’t 
allow long term interest rates to rise by at least 100bps from here. The analysis begs the 
question that with fiscal policy having taken up a great deal of the policy strain to generate US 
GDP growth, one would expect the Fed to back off from the extremes of monetary easing. But 
how far is the Fed prepared to bend and adapt their policy?  

 

Our very simple advice is to be wary of bond duration. Losses on high-quality bonds could 
easily wipe our future coupon payments for months to come.  

 

Global equity markets had a volatile February, but MSCI World still managed to turn out a total 
return of 2.6%. The US S&P500 index was up 2.7% for the month, despite the nasty 2.5% drop 
in the final week. Much attention recently has been focused on the rotation to value and away 
from technology. For the month, the tech sector, as measured by the Nasdaq Index, was down 
0.5%. In the last week of the month, it dropped by 4.9%. 

 

Away from the US, the standout performer has been Japan, where the Nikkei rose 2.8% on the 
month, despite the sharp setback in the final week when the risk-off sentiment saw it give back 
4.2%. Europe also recovered with the Eurostoxx 50 returning 4.5% for the quarter. The overall 
MSCI World Index is up 27.4% over the last year. 

 

While suffering a bout of volatility like all the other asset classes, commodities are still rising 
strongly. For the month, copper spot prices were up 14.1%, and iron ore prices rose by 3.6%. 
Aluminum has not been as strong (up 61.9% and 94.6% respectively over one year), but rose 
6.1% on the month, and is now up 28.35% over one year. The continued rise in commodity 
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prices appears to be driven by the expectations of demand returning in China and other markets 
where COVID had a significant impact. These expectations, in turn, feed into the fears expressed 
in the bond market. 

 

 

Gary Dugan 

Johan Jooste 

Bill O’Neill (Consultant) 

Disclaimer & Important Notice 

 
FOR THE INTENDED RECIPIENT’S USE ONLY 

 
The Global CIO Office operates under Purple Asset Management. This document has been prepared by Purple Asset Management Limited (“PAM” or the “Company”). 

 
The document has been prepared on the basis of accounting and non-accounting grade information extracted from within the Company and its affiliates; and of publicly available economic 

and market data sources. This information has not been verified by an independent third party and should be treated accordingly. It is furnished to you solely for your information, should 

not be treated as giving investment advice and is to be kept confidential and may not be copied, reproduced, distributed, published, in whole or in part, or otherwise made available to any 

other person by any recipient. 

 
The facts and information contained herein are as up to date as is reasonably possible and are subject to revision in the future. Neither PAM nor any of its directors, officers, employees or 

advisors nor any other person makes any representation or warranty, express or implied, as to the accuracy or completeness of the information contained in this document or undertakes 

any obligation to provide recipients with any additional information. Neither PAM nor any of its directors, officers, employees and advisors nor any other person shall have any liability 

whatsoever for losses howsoever arising, directly or indirectly, from any use of this document. 

 
Whilst all reasonable care has been taken to ensure that the facts stated herein are accurate and that the opinions contained herein are fair and reasonable, this document is selective in 

nature and is intended to provide an introduction to, and overview of, the business of PAM. Any opinions expressed in this document are subject to change without notice and neither PAM 

nor any other person is under any obligation to update or keep current the information contained herein. 

 
Such information contains “forward-looking statements” which are not historical facts and include expressions about management’s confidence and strategies and management’s 

expectations about future revenues, new and existing clients, business opportunities, economic and market conditions. These statements are made on the basis of current knowledge and 

assumptions. Various factors could cause actual future results, performance or events to differ materially from those described in these statements. These statements may not be regarded 

as a representation that anticipated events will occur or that expected objectives will be achieved. The forward-looking statements in this document are only valid until the date of this 

document and ISI does not undertake to update any forward-looking statement to reflect events or circumstances after the date hereof or to reflect the occurrence of unanticipated events. 

This document is not an offer to sell securities or the solicitation of an offer to buy securities, nor shall there be any offer or sale of securities in any jurisdiction in which such offer or sale 

would be unlawful prior to registration or qualification under the securities laws of such jurisdiction 


