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March 22nd, 2021  
 

Interest rates have been (and will continue to be) in the driver’s seat… 

It’s certainly telling that the first thing I pull up on my screen when I wake up in the morning, and the last 

thing I look at before I go to sleep at night, is the bond market to see where interest rates are trading on the 

10- and 30-year Treasury.  My apologies in advance to the equity minded investors, as this week’s missive is 

going to spend the bulk of its attention on interest rates and the bond market.  After all, this is what has been 

dominating the price movement in all other markets for the better part of a month now.  Last Wednesday, the 

yield on the 10-year Treasury pushed above 1.75% for the first time since January 2020, and the 30-year 

traded above 2.50%, which is the highest it has been since July 2019.  It’s interesting to look back at where 

other key metrics were priced back in July 2019 relative to today: The Fed Funds rate was 2.375% vs. 0% 

today, core inflation was 2.2% then vs. 1.3% now, the unemployment rate was 3.6% vs. 6.2%, the 

employment-to-population ratio was 60.8% vs. 57.6% at present, the U-6 jobless rate was 6.9% then vs. 

11.1% currently, and the industry capacity utilization rate was at 77.4% vs. 73.8% today.  Quite the 

discrepancy between then and now, with one of the key distinctions being that back then we were in the very 

mature stages of an economic expansion, relative to today in what many would argue to be the early stages 

of a new expansion.   

 

The stages of an economic cycle and where we are currently is highly subjective given one’s perspective, 

and I’m not all that concerned about how or why one would choose to argue either side at the moment.  What 

seems obvious to me in regards to interest rates, the bond market, and inflation is that there is a whole lot of 

growth and inflation priced in at the present time.  Current interest rate levels suggest a bond market that is 

already priced at a level commensurate with the peak levels we saw in inflation and the funds rate in the last 

cycle.  I know this seems silly, with the long bond trading at a historically low level of 2.41% (today’s level), 

but we are talking about a yield back up of 123 basis points from the 1.18% level it was at back on August 

3rd of last year.  After all, this is a doubling in yields at the long-end in just under eight months and the 10s/2s 

yield curve has pushed out to its steepest level (154 basis points) in six years.  Not to mention the 40 basis 

point jump in mortgage rates since the start of the year, and we are talking about a rising cost of capital 

across the board.  Yes, the bullish argument goes that the corresponding increase in growth and earnings 

more than offsets this rise (to which I agree), but eventually we will reach a pivot point, and I am leaning in 

the direction that we are almost there.     

 

And so much for the TINA (There Is No Alternative) investment thesis, with the 30-year inflation 

expectation gauge from the Cleveland Fed at 1.95% and the 30-year Treasury bond yielding 2.41% at the 

moment, yield starved investors are actually looking at a positive real yield to the tune of 46 basis points. 

Now, don’t get me wrong in that I’m not saying rates can’t or won’t move higher from here, but I do think it 

is worthwhile for investors to step back and assess how far we’ve come in such a short window of time.  I 

say this knowing that our work suggests we are going to see some of the hottest inflationary readings we’ve 
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seen in almost a decade over the next 3-4 months, but I also understand that the market is not dumb and this 

is why yields have already moved up like they have.  

 

It’s where we go from here that is the big debate in markets as to where asset prices go next.  I am open 

minded to the notion that we may be upon a period in time of sustained higher levels of inflation, but the 

verdict is still out on such an expectation coming to fruition.  Sure, the policy solution has been growth 

friendly, and throwing money at the pandemic has not been a problem, but it appears to me that we are well 

past the point of diminishing marginal utility from all of this largess.  We got a similar taste of this short-

term fiscal bump prior to the pandemic with Trump’s tax cuts that were passed in December 2017, to which 

we got a two-quarter bump in real GDP before it then reverted back to trend growth around 2%.   

 

Consider that we are talking about the passage of the Cares Act last March which totaled $2.2 trillion, 

another $900 billion in December, and the latest package came in at another $2.2 trillion, and yet you look at 

the latest Summary of Economic Projections (SEP) estimates from the Fed and they have real-GDP growth 

at 6.5% in 2021, 3.3% in 2022, 2.2% in 2023, and 1.8% as their longer run forecast.  No question, that is nice 

for the next year or two, but it just goes to show that anyone with any long-term macro modeling skills can 

see that these government assistance hand-outs over the past year do little to nothing to support or enhance 

long-run growth potential.  It’s a temporary bump to assist those that have been displaced or disrupted by the 

pandemic, and I’m not saying it isn’t necessary, but let’s be fair in recognizing it for what it is from an 

economic perspective – a stopgap for the crater that Covid created, but a policy with no longstanding vitality.   

 

That is of course unless this becomes a permanent policy maneuver going forward, in which case the MMT 

crowd may want to reacquaint their theory with the notion of ‘there is no such thing as a free lunch’.  All of 

this spending requires funding, and this promises to be the key thing to watch this week from a rates 

perspective given the calendar of Treasury auctions coming our way: $60 billion of 2-year notes on Tuesday, 

$61 billion of 5-year notes on Wednesday, and $62 billion of 7-year notes on Thursday.  Keep in mind that it 

was the seven-year auction back on February 25th that went horribly (the worst bid to cover since the 

maturity was introduced back in 2009) and caused the 10-year yield to rip by 16 basis points from 1.38% to 

1.54%.  Not to mention the Fed announcing last week that it is set to let the SLR expire come the end of the 

month, so it will be interesting to see what the big banks do during this week’s auctions and where the 

demand comes from.   

 

I must admit that I was surprised to hear that the Fed was not extending the Supplementary Leverage Ratio 

(SLR) for the banks given the rise we’ve seen in Treasury yields over the last several months.  Although I 

still remain of the view that eventually (with this tsunami of Treasury issuance that is coming our way in the 

back half of the year) the Fed is going to have to step in at some point and do more, i.e.) cap yields via YCC 

(yield curve control), operation twist, or explicitly announce an increase in its asset purchase program.  I say 

‘explicit’ because it already looks as though there is an implicit change in the Fed’s QE program, with the 

Fed on the record saying it will buy at least $120 billion per month of Treasuries and mortgages.  However, 

in February the Fed’s balance sheet expanded by $180 billion (50% above the $120 billion per month), and 

last week alone they grew their balance sheet by $114 billion, which puts it on pace to grow by $272 billion 

in March (more than double their $120 billion per month target).  I know, I know, their guidance says “a 

minimum of $120 billion”, but I do find it interesting that the equity market has been chopping sideways and 

the bond market has been selling off (yields up and bond prices down) over the last two months while the 

Fed’s balance sheet is growing so aggressively.  The common narrative among all us market participants is 

that liquidity is good, central bank balance sheet expansion is good, and hence this has a high positive 

correlation with rising equity prices – but that hasn’t been the case lately.   

 

Not sure what to make of this at the moment, but it definitely has caught my attention and is worthy of close 

monitoring in the weeks and months ahead.   
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Another thing that caught my attention last week was the rip-roaring print in the Philly Fed manufacturing 

index soaring from 23.1% in February to 51.8% in March.  You have to go back to April 1973 to find a 

number this high for this index, and little did anyone know back then that the economy would enter a 

recession just seven months down the line from that print.  Now, I don’t want to confuse readers with the 

recession corollary, but I do think investors should interpret this print with a contrarian bent.  This is a 

diffusion index (just like the ISM manufacturing index), and anytime these diffusion metrics print above 60 

it typically signifies an ‘as good as it gets’ moment.  No, it doesn’t imply a recession is coming, but looking 

back through history whenever the Philly Fed printed above 60, the return in the S&P 500 over the ensuing 

six months has been -4.8% (hat tip to David Rosenberg for this little tidbit).  Conversely, when it prints 40 or 

below it typically has been a good time to buy equities with the median change in the S&P 500 at +18.8% 

(data back to 1968). 

 

I must admit that I feel similarly about many of the other diffusion indexes as I do about the Philly Fed, in 

that for the most part, they don’t get much better than what we are seeing at the moment.  A lot of this is 

driven by shutdowns in the manufacturing space due to lockdowns, so getting things ramped back up has 

created bottle necks which will likely work themselves out as things open up even more.  Additionally, with 

consumers locked up in their houses for the past year, they haven’t had many outlets to spend money on 

other than capital goods (appliances, furniture, home renovations, gardening, cars, books, toys, puzzles, 

video games, streaming services…) and much of this spending will transition to services as that part of 

society reopens, but it’s hard to map out at the moment how this will all balance out from an economic 

standpoint.   

 

Which brings me to the evolution of my bigger picture views on the investment backdrop, growth, inflation, 

and policy, and I’m wondering what is there to look forward to at the moment for investors?  I don’t write 

this in an effort to come off as negative, bearish, or pessimistic, but when you sit back and think about it, 

growth expectations are high and arguably baked into asset prices at the moment with historically high 

valuations, the Fed is extremely accommodative and promising to remain so, we just got another huge 

stimulus bill passed which is making its way into the system, and investor positioning is aggressive and 

stretched in anticipation of this occurring.  So I ask myself, what is there to really get excited about other 

than fundamentals meeting lofty expectations and therefore justifying already elevated valuation levels 

across almost all asset classes that are already front running such a scenario?  With that being said, my near-

term advice is to sit on your hands for the moment and let the market dictate where and when the next move 

is going to materialize. 

 

 

 

 

 
 
 
 
 
 
 

 
 
 
 
 
 

 
 

 


