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While the world’s attention has been focussed
on the horrific events in Israel and Gaza, the
storm brewing in bond markets reached a
new intensity, with the yield on the US 10-year
Treasury bond last week crossing a milestone
of 5%, the highest since before the Global
Financial Crisis (GFC). This matters a great
deal to financial markets globally, its impact
shouldn’t be underestimated. US Treasuries
are the world’s greatest safe-haven assef,
and the 10-year yield is the world’s discount
rate. When it moves sharply, as now, it
reverberates globally and immediately.

To put the move into perspective, the yield
was only 0.5% three years ago, a level which
seems distant today. That was at the pinnacle
of the Fed’s ultra-loose policy regime, with
near zero interest rates and massive money
printing. We all know what has happened
since, and all that remains of what was being
hailed as ‘the new normal’ of low interest
rates, low inflation and slow growth is the
latter - slow growth.

In the intervening period, policy rates have
been pushed up from effectively zero in
the US to 5.5% today, and bond yields have
largely followed the same path. However,
the biggest rises in yields were at shorter
maturities, with 1-2 year bonds closely
matching the Fed Funds rate. Yields on
longer dated bonds rose, but by much less,
as investors priced in expectations of a sharp
slowdown in growth and lower interest rates.
Only a few weeks ago, the yield on 10-year
Treasuries was 3.7%, compared with well over
5% on short maturities. That led to a deeply
inverted yield curve - a reversal of the normal
position where yields are higher the longer
the maturity, reflecting their higher duration
and interest rate risks.

The big shift in longer term yields relative
to shorter dated has come suddenly and
sharply, with a rise of over 100bps in the 10-
year yield in a couple of months, whereas
shorter term yields have fallen slightly. This
pace of change is highly unusual and makes
the move up from the low point of the cycle
one of the sharpest in history. It has been
driven by the surprising resilience of the US
economy, the stickiness of inflation, the Fed'’s
narrative of tighter for longer, and growing
concerns about the fiscal situation of the US
and debt sustainability. Biden’s spending
splurge, with deficits forecast to run at over 5%
of GDP through the rest of this decade, along
with a dysfunctional Congress, have begun

to alarm markets, faced with the prospect
of huge funding requirements, running at
around $1.5-2tn per annum, while the Fed
continues to withdraw liquidity at the rate of
$1tn a year.

As a result, markets have progressively priced
outrate cuts until wellinto 2024, and anticipate
restrictive policy for a considerable time,
with the huge supply of bonds in prospect
expected to keep yields much higher than
those we became accustomed to during the
post-GFC era. Nearly all the rise in yields has
been due to rising real, inflation adjusted,
yields; at 2.4% the highest in over 15 years. It
results in tightened financial conditions not
justin the US but globally through the dollar’s
role as the world’s reserve currency and the
substantial amount of dollar debt outside the
us.

Bond markets around the world inevitably
followed the path of the US, and by pushing
up the discount rate, valuations of all assets
were undermined, with future income flows
now less valuable. Perhaps most importantly,
it increases stresses in the system, exposes
vulnerabilities and heightens the risk of a
financial accident. Leverage has become yet
more dangerous. It's a time for caution and
careful security selection, and uncertainty has
intensified - reflected in the extraordinary
volatility in bond vyields, with moves of 10-
20 bps a day increasingly common. The
term premium - the additional yield which
is needed on longer maturities fo justify
the higher risks and offset the uncertainties
around inflation, rates and debt - has moved
significantly higher and is positive today
(it was irrationally negative as recently as
last month and was for most of the last five
years). All of this contributes fo an increasing
likelihood of a sharp economic slowdown or
recession in the year ahead.

For now, putting aside the (unquantifiable)
risk of a serious escalation of geopolitical
instability, bonds have become the principal
driver of equities and other risk assets. Bond
markets need to stabilise before markets can
begin to recover, but with yields of around 5%
across the maturity curve, there is now good
value available. While cash is attractive as a
parking place, it will be necessary to extend
duration before too long to lock in the best
real yields on offer in safe-haven bonds for
over 15 years.

Sources: All data Bloomberg Finance L.P, Momentum Global
Investment Management
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For more information, please contact your adviser or alternatively contact:

Belvest Investment Services Limited
MERERBERAE

9th Floor, Centre Mark I

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 fo 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 contfained
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.

Tel +852 28271199
Fax +852 2827 0270
belvest@bis.hk
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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.



