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Following the start of the US Federal 
Reserve’s belated rate hiking cycle in March 
2020, this year has seen a marked pickup 
in interest rate volatility and a significant 
increase in the benchmark 10-year yield 
in recent months, which have contributed 
to broader economic uncertainty. So, what 
exactly has been driving this volatility and 
is this trend going to reverse anytime soon?

Many factors are responsible, some of which 
are more transitory in nature, but many 
reflect uncertainty about more structural 
issues. One factor has been the resilience 
of the US economy during the third quarter, 
which has led investors to believe the Fed 
will maintain rates higher for longer, thereby 
shifting short-term rates expectations and 
long-term rates higher. 

Another has been the surge in long-dated 
bond issuance by the US Treasury last 
quarter which generated a spike in supply, 
further exacerbated by the fact that the two 
largest buyers of US Treasuries have simply 
stopped buying. China and the Fed, in 
recent decades amassed trillions of dollars 
in Treasuries, issued to finance the deficits 
that emerged following the 2008 Global 
Financial Crisis and the COVID-19 pandemic. 
China started buying US Treasuries twenty 
years ago as the economy was booming, 
to keep a lid on its strengthening currency 
and ensure competitive exports. Today as 
the currency weakens, China is no longer 
buying Treasuries and may even look to 
sell some of its large supply. In the US, with 
the Fed’s quantitative tightening program 
(reduction of its balance sheet), the bond 
market has essentially lost a significant 
technical support. Indeed, the Fed was a 
price-insensitive bond buyer. The flipside of 
losing these price-insensitive bond buyers 
is that they have been replaced by price-
sensitive buyers, such as hedge funds, 
which has contributed to heightened market 
volatility. 

With long-term rates soaring to the levels 
they have (10y treasury yields breached 
5% last month), Central Bank rhetoric has 
turned more dovish, with various Fed 
speakers stating that the resulting tightening 
in financial conditions could be doing some 
of the work normally attributed to monetary 
policy tightening.  

That helped Treasuries to rally, before 
their progress was abruptly halted by an 
underwhelming 30-year bond auction last 
week, prompting a 15bps rise in long-term 
borrowing costs on the day. Taken together, 
these outsized moves in bond yields show 
just how difficult it is to position oneself in 
this market currently. 

Looking forward, there remains significant 
uncertainty concerning key inputs influencing 
long-term rates. For one, nominal GDP 
growth, which accounts for real GDP growth 
plus inflation, has experienced substantial 
volatility lately. There are mixed views on 
whether real potential GDP will remain 
muted or whether the burgeoning AI-driven 
revolution will boost productivity growth, 
and in turn GDP growth, over the coming 
years.

Another highly uncertain element is whether 
inflation will return below target and if so, will 
it remain there in a sustained fashion. How 
will climate change and deglobalisation 
influence this trend? Will inflation need to 
be engineered higher in order to combat 
the crippling refinancing costs following 
the surge in public debt and the sustained 
large-scale deficit spending implemented 
during the historically low interest rate era. 

Something must give between the uncertain 
growth/inflation picture; the debt shock that 
will need to be addressed by Central Banks; 
and the increasing term premia demanded 
by investors to compensate for future 
interest rate and geopolitical shocks. It is 
of prime importance therefore to carefully 
watch and assess all of the factors affecting 
growth, inflation, and fiscal sustainability 
in coming years. Given the difficulties in 
identifying structural shifts in each, one 
would need a crystal ball to ascertain the 
macroeconomic landscape of the next 
couple of years. However, one can say with 
a degree of certainty that we’re not out of 
the rates volatility woods yet.
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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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