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BUY THE LONG BOND?

I said my peace on global growth and 
EM currency crises last week, so I 

won’t belabour those here. I am strug-
gling, however, to square the circle on 
the dollar and U.S. bonds. The story for 
the greenback appears simple; interest 
rate differentials suddenly matter again. 

The Fed is on the move, but expecta-
tions for tighter monetary policy else-
where has been pushed back, especially 
in the U.K. and in the Eurozone. Even 
in Japan, few believe that the BOJ will 
do anything, anytime soon. HSBC’s FX 
Chief, David Bloom, does an admirable 
job explaining this in a recent segment 
on Bloomberg TV. By this account, the 
rout in EM is as much about a shift in 

G4 central bank expectations as it is 
about the lagged effect of higher short-
term rates in the U.S. and structurally-
vulnerable balance sheets. As long as 
European and Asian central banks drag 
their feet, and the Fed keeps going, the 
dollar will continue to rally; its simple.

The problem with this story is that 
it assumes that the combination of 
a hawkish Fed and higher U.S. bond 
yields persists. Almost all my models are 
telling me to fade this story. For start-
ers, the curve continues to lurk as the 
proverbial elephant in the room. At this 
rate, it will invert as soon as the end 
of the year, and we have little indica-
tion whether the Fed, let alone markets, 
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care or not. My impression is that just 
about half of the FOMC would be appre-
hensive about “deliberately” inverting 
the curve, which carries over into the 
consensus among analysts. We all know 
that we have to worry about it, but if 
investors were worried, they would be 
positioned differently, wouldn’t they?

I am all for the idea that the Fed is 
not done yet, but to me, the U.S. bond 
market currently is priced for perfection.  
Let’s summarize: The first chart below 
shows my home-grown leading indica-
tor for the U.S. 10-year futures. Trailing 
returns are negative and the valuation 
score is turning up. So far so good, but 
no one ever made a decision based on a 
random blogger’s model. 

Don’t fret, it gets better. The Fed’s 
dots are telling us that the FOMC per-
ceives the long-run rate to be 3% and 
that they expect, on average, for the 
short rate to be restrictive at just above 
that rate in 2020. The eurodollar market 
is telling the same story; the curve flat-
tens sharply after 3%. The icing on the 
cake is that net speculative short posi-
tioning on U.S. 10y notes is now at a re-

cord high. This leaves the 10y with little 
wriggle room to power higher, let alone 
to reach 4% as some punters have been 
predicting. The conclusion is simple; 
the long bond offers value above 
3%, and is an accident waiting to 
happen for the shorts. 

The front-end is more complicated. 
The second chart below shows that 
speculators are still short, but less so 
than three months ago. In isolation, this 
makes sense if we’re supposed to worry 
about a flattening yield curve, and/or if 
you think the Fed is about to throw in 
the towel. But there is a mid-point be-
tween the world in which 2-year yields 
grind higher to close to 3%, and one in 
which they collapse as the Fed aban-
dons its policy path. 

I think investors call this “a correc-
tion.” It is possible for two-year yields 
to have a swoon in the context of a Fed 
that is more or less committed to raising 
rates until something breaks. This, mind 
you, is what usually happens. The prob-
lem is of course that if yields are about 
to take a tumble across the curve, what 
happens to the dollar?

fig. 01 / A good set-up…  — fig. 02 / …And even better when you look at positioning 
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