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Making money in bonds
by Richard Stutley, CFA

Last year, US Treasuries suffered one of 
their worst years this century1. Treasury 
Inflation-Protected Securities (TIPS), on 
the other hand, returned +6%, making 
2021 a pretty good year for these bonds 
versus their long-term average2. So how 
did investors like us make money in TIPS; 
was it purely down to QE-fuelled irrational 
behaviour; and what do we expect from 
here?

TIPS respond to real interest rates (the 
rate you receive after inflation) in the 
same way as regular bonds respond to 
nominal interest rates. Real yields went 
down last year meaning bond prices went 
up. Driving this was an increase in inflation 
expectations with no corresponding rise 
in interest rate expectations (something 
we don’t see very often): while investors 
came to realise that inflation in the US was 
running faster and for longer than they had 
predicted, they nonetheless staunchly held 
onto the view that it would come down 
without the Fed having to do much at all.

10-year TIPS started 2021 yielding -1.0% and 
by August were yielding -1.2%. Is there any 
justification for paying away 1.2% a year in 
real terms? If you’re not compensated for 
lending your money you should…: 1. Spend 
it. Ah but wait; you’ve got a retirement to 
fund so you have to save some of your 
money. 2. Hold it in cash. In that case you’d 
stand to make -2.4% per annum in real 
terms, assuming inflation expectations 
were roughly accurate in August last year.

The theoretical lower bound to nominal 
interest rates (not real) is probably 
somewhere around -1 to -2%: beyond this 
level, I’d imagine it becomes cheaper for 
people to hold their money in a vault. From 
that, deduct inflation. So real interest rates 
on 10-year TIPS approaching -4.5% last 
year would have been within the bounds 
of what’s theoretically possible – you don’t 
need ‘QE-fuelled irrational behaviour’ to 
achieve that, despite what you may think.

Why don’t we always and everywhere 
have negative real interest rates of -4.5%? 
It would seem a much cheaper way for 
governments to fund themselves. The 
answer is the same when we ask the 
question why we don’t we have interest 
rates of +20%: because it would collapse 
the economy. 

In the case of negative interest rates, if the 
difference between the riskless rate and 
the growth rate is large enough, everyone 
will rush to invest their savings (plus any 
borrowings) into new ventures, and we’ll 
quickly run out of spare capacity and the 
economy will stall. While people ascribe a 
lot of power to central banks, growth rates 
and risk appetite ultimately determine 
interest rates: central banks’ only job is to 
try and gauge what these variables are 
and to set policy accordingly.

At the start of 2021, the market and the 
Fed’s narrative was that inflation would 
come down of its own accord. Come the 
start of 2022, the view has shifted and the 
consensus now is that it will take a few 
hikes to get us there. We think the hiking 
cycle discounted by markets may still 
be too benign to bring inflation down. 
Hence we’re expecting further tightening 
and remain underweight duration. As we 
head into the second half of the year, the 
picture is likely to become more balanced 
if we’re right and there has been a further 
leg-up in the path of interest rates. In the 
long run, interest rates are determined by 
growth and risk appetite, as stated above. 
Unless you think Covid has increased one 
or both of these variables, then it is not 
clear why the economy will ultimately 
settle at materially higher interest rates 
than prevailed pre crisis. In the short run, 
interest rates may need to overshoot this 
long run neutral level to arrest the current 
surge in inflation. As we head into H2, we 
may find we’re looking for interest rates 
to roll over again if consumers are under 
too much pressure from the combination 
of higher interest rates and higher prices, 
which would therefore require a pivot in 
our duration positioning.

1 J.P. Morgan GBI US Unhedged USD; source Bloomberg Finance 
L.P.
2 Bloomberg US Govt Inflation-Linked All Maturities. Data on 
Bloomberg Finance L.P. goes back to 1997
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For more information, please contact your adviser or alternatively contact:

Belvest Investment Services Limited
研富投資服務有限公司
9th Floor, Centre Mark II
305-313 Queen’s Road Central
Sheung Wan, Hong Kong

Important notes

This communication is issued by Belvest 
Investment Services Limited and/or 
Belvest related companies (collectively, 
and individually Belvest) solely to its 
clients, qualified prospective clients or 
institutional and professional investors. 
Unless stated otherwise, any opinions or 
views expressed in this communication do 
not represent those of Belvest. Opinions or 
views of any Belvest company expressed 
in this communication may differ from 
those of other departments or companies 
within Belvest, including any opinions or 
views expressed in any research issued by 
Belvest. Belvest may deal as Distributor or 
Agent, or have interests, in any financial 
product referred to in this email. Belvest 
has policies designed to negate conflicts of 
interest. Unless otherwise stated, this e-mail 
is solely for information purposes.

This message may contain confidential 
information. Any use, dissemination, 
distribution or reproduction of this 
information outside the original recipients 
of this message is strictly prohibited. If 
you receive this message by mistake, 
please notify the sender by reply email 
immediately.

Unless specifically stated, neither the 
information nor any opinion contained 
herein constitutes as an advertisement, an 
invitation, a solicitation, a recommendation 
or advise to buy or sell any products, 
services, securities, futures, options, other 
financial instruments or provide any 
investment advice or service by Belvest.

No representation or warranty is given as 
to the accuracy, likelihood of achievement 
or reasonableness of any figures, forecasts, 
prospects or return (if any) contained in the 
message. Such figures, forecasts, prospects 
or returns are by their nature subject to 
significant uncertainties and contingencies. 
The assumptions and parameters used 
by Belvest are not the only ones that 
might reasonably have been selected 
and therefor Belvest does not guarantee 
the sequence, accuracy, completeness 
or timeliness of the information provided 
herein. None of Belvest, its group members 
or any of their employees or directors shall 
be held liable, in any way, for any claims, 
mistakes, errors or otherwise arising out 
of or in connection with the content of this 
e-mail.

This e-mail and any accompanying 
attachments are not encrypted and cannot 
be guaranteed to be secure, complete or 
error-free as electronic communications 
may be intercepted, corrupted, lost, 
destroyed, delayed or incomplete, and/
or may contain viruses. Belvest therefore 
does not accept any liability for any 
interception, corruption, loss, destruction, 
incompleteness, viruses, errors, omissions 
or delays in relation to this electronic 
communication. If verification is required 
please request a hard-copy version. 
Electronic communication carried within 
the Belvest system may be monitored.
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