A long and winding road for government bond yields

After a period of uneasy equilibrium, the recent risk rally appears to be easing some of the frozen cogs that had paralysed government bond yields at record lows. Yields on 10-year US treasuries have risen by more than 45 basis points since the beginning of the year, currently yielding close to 2.4%. There are a number of reasons to believe that this may be the start of a transition to a higher trading range for sovereign debt. However, talk of a bear market for government bonds may be premature as policy decisions by global central bankers are likely to limit any move higher.

To understand the sustainability of the year-to-date rise in sovereign yields it is necessary to examine the drivers of this trend. One of the key factors has been an increase in investors’ risk appetite, with some of the safety premium associated with government bonds thereby having been removed. During a turbulent 2011, investors’ ambitions were reduced from maximising ‘return on capital’ to a more modest approach of ensuring the ‘return of capital’, i.e. making sure that they got their original investment back. Despite the doom and gloom of late 2011, markets have enjoyed a much more positive start to this year with US growth signals pointing to a more sustainable recovery, while Mario Draghi’s innovative use of LTRO financing has (for the time being) underpinned the European banks. This has been reflected in risk assets, with equity and credit markets rebounding. 
Another factor placing upward pressure on yields has been a noticeable shift in various economic statistics in recent months, with a rise in the number of positive surprises to economists' forecasts. While it has taken some time for government bond markets to react to this data, with yields initially proving impervious to the improving economic data as investors clung on to the safety of sovereign markets, more recently the market has looked to play catch-up following the breakout from the earlier tight bond ranges. This has increased the upward momentum on bond yields.

However, investors should be careful about expecting too much of a correction as there are a number of factors that are likely to rein in any move higher. A central driver, which may explain why yields reached their low levels and why they may stay there longer than expected, is the ongoing availability of cheap money. Central banks have pushed conventional monetary tools to the limit and have now supplemented those with unconventional tools. In the UK this has been in the form of QE, in the US it has been a mixture of QE and duration transfer (Operation Twist) while for the ECB it has been backdoor QE via the LTROs. All this has conspired artificially to compress bond yields. We are unlikely to see a significant lurch higher in government bond yields until these policies subside.

Additionally the transition to a more conventional policy environment remains some way off. The Fed has already tied its colours to the mast in terms of future policy direction by committing to exceptionally low interest rates until late 2014. While some members of the Fed’s board of governors have expressed their reticence about such a commitment, when its clear that if the economy picks-up significantly it would no longer be viable, the fragility of the underlying recovery makes any rate rise extremely unlikely for now. The Board may want to normalise the policy environment but that option is currently unavailable. As a result, the market is trying to fine tune its rate assessment, rather than re-pricing assets based on a return of conventional policy. 

Another important factor that will limit the upside of any move higher in bond yields is the relative benign attitude of investors to inflation. With oil prices at close to $120 per barrel it may be reasonable to expect a return to the commodity-driven inflation worries that characterised the last round of rising prices in early 2011. However, with the wage component of US employment costs rising at just 1.5% year-on-year, and total unit labour cost growth at just 0.5-1%, inflation remains a relatively distant threat. Similar wage growth trends across developed economies again lessen the chances of rate hikes in the near term.

A rise in government bond yields would also have a significant impact on sovereign funding requirements and this may be another reason to think that any rise in yields would be moderate. For the US, a rise in bond yields to around 3.5% would begin to pressurise fiscal sustainability, and would bring into the question the viability of the renewal of various tax cuts/unemployment benefits. This issue is unlikely to be brought to a head in an election year!
Despite the obstacles, bond yields are likely to continue their long and winding road upwards. This is beginning to initiate a change in sovereign debt ownership with those investors with the flexibility to move to other asset classes beginning to target stronger valuation dynamics in credit, equities and real estate. Interestingly, these flows are being underpinned by an assumption that yields will not rise to levels likely to impact the broader economy i.e. high enough to negatively impact on corporate borrowing or on mortgage financing. With the fate of the global recovery at stake, it is unlikely that policymakers will allow yields to spiral upwards unfettered.
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