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The End of the Beginning (of the Rate Rise Saga)
Now this is not the end. It is not even the beginning of the end. But it is, perhaps, the end of the
beginning.
- Winston Churchill, November 1942
10yr Treasury yield dropped as much as 60bps after reaching its recent high at the end of March. We
do not believe this signifies the end of the great bond selloff. The recent rate drop, in our view, merely
sets the stage for a second, more sustainable and substantial phase in the rate rise saga. In Winston
Churchill’s words, this is perhaps the end of the beginning.

Is the Bond Selloff Over Already??
The 83bp rise in 10yr Treasury yield in the first quarter seems like a distant memory. 10yr yield
dropped as much as 60bps from its recent peak, taking back about half of the total rate rise since the
lowest historical level reached at the end of July 2020.
FIGURE 1. HISTORICAL 10YR TREASURY YIELD, JUL 2020 – AUG 2021

Sources: Bloomberg, Advocate

Was the first quarter’s yield rise simply a bond bear trap or merely the opening chapter of a much
larger and longer bear market? We will discuss some reasons behind the bond market rally in the
second quarter, review some of the more recent developments, and provide some perspective.
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What Are the Drivers Behind the Recent Bond Market Rally?
Street strategists point to the following as drivers for the recent rate rally:
1. Economic rebound was a bit uneven in Q2
2. The Delta Variant
3. Positioning
Economic Rebound Takes a Breather in the Second Quarter
The strong economic rebound in the first quarter took a breather in the second quarter. U.S.
unemployment rate in the month of April rose for the first time since the pandemic peak. ISM
Manufacturing Index descended from its peak in March, while its service counterpart (ISM Service
Index) peaked a bit later in May and then dropped for 2 consecutive months. Finally, Durable Goods
New Order Index peaked in March and declined the ensuing three months. While economic data still
pointed to growth, second quarter economic growth was a bit more uneven than the torrid pace of
the first.
Emergence and Dominance of the Delta Covid Variant
Since its initial identification in India in early 2021, Delta has rapidly eclipsed all other Covid variants
and interrupted the post-pandemic recovery narrative. CDC data shows the Delta variant is as
contagious as chicken-pox and more contagious than the common cold and that, by the end of July
2021, Delta accounted for 93.4% of new U.S. Covid infections. Despite Delta’s infectiousness,
infection rate data show the latest Covid wave appears to have peaked quickly in Europe, perhaps
due to the EU’s successful vaccination program. The relatively short duration of the latest Covid wave
suggests Delta may be less detrimental to global economies than past Covid waves.
FIGURE 2. COVID INFECTION RATES IN EUROPEAN COUNTRIES SHOW THE DELTA COVID WAVE (JULY-AUG) HAS A
SHORTER DURATION THAN THE PRIOR COVID WAVE (MARCH TO JUNE)

Sources: WHO, Haver Analytics, Barclays
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A real-time perspective on the economic impact of the latest Delta Covid wave can be viewed from
Google Mobility data on retail and recreational traffic. U.S. retail traffic plateaued, but other
countries such as U.K., Germany, France and India are showing signs of resilience. Indian retail traffic
has recovered to levels prior to the onset of its current deadly Delta infection wave in February.
FIGURE 3. PERCENT VISITS TO RETAIL AND RECREATION LOCATIONS COMPARED TO JAN 2020 BASELINE, 7-DAY AVERAGE.

Source: Google Community Mobility Reports

The relatively short duration of the Delta Covid wave and the economic resilience of countries such as
India gives us hope that Delta’s economic impact may not be highly detrimental or long-lasting.
Economic activities in major developed economies with high vaccination rates are unlikely to drop
precipitously due to Delta or other Covid variants that do not invalidate vaccine protection. Countries
that rely heavily on shutdowns to manage contagion (China, Australia) will likely face more episodic
regional shutdowns, but the U.S. and EU economic recoveries are unlikely to be derailed.
Positioning
CFTC position data indicates that leveraged funds were extremely short bonds in early 2020, after
which their positioning turned increasingly bullish. The reduction of short positions by hedge funds
helped drive interest rates lower in Q2.
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FIGURE 4. U.S. TREASURY BOND FUTURE (US) NET POSITIONING OF LEVERAGED FUNDS

Sources: Bloomberg, CFTC

Hedge fund bond positioning may have started to turn negative as the second quarter was drawing to
a close and could be a harbinger of an end to the recent bond market rally.
Recent Macroeconomic Developments – Robust Despite Delta
The pandemic, market and economic conditions continue to evolve. Since the end of the first quarter,
there have been some new changes that, in our view, will add fuel to the next bond conflagration:
1.
2.
3.
4.
5.

The inevitable Fed Quantitative Easing (QE) Taper is drawing closer
More fiscal stimuli are on the way (and more deficits to fund them)
U.S. is experiencing labor shortage as the economic reopening is starting to ramp up.
Stimulus-stoked U.S. economy will run hotter than capacity for the next 2-3 years
Consumers are starting to loosen their purse-strings and spend some accumulated savings

QE Taper: Drawing Closer As Fed Officials (Except Chair Powell) Turn Hawkish
The term “Taper” refers to a reduction in Fed’s purchase of Treasuries and agency Mortgage-Backed
Securities (MBS). Tapering is the opening movement in the final chapter of the Fed’s Quantitative
Easing opus. QE may have already stayed past its welcome - SocGen points out that, back in 2013, the
Fed initially discussed tapering its QE program when the unemployment rate was at 7.5% and was still
above 6% when the Fed halted its QE bond purchase program entirely. Covid has clearly altered some
of the narrative, but the historical context is that the July unemployment rate of 5.4% is already well
below what a “normal” Fed would view as pre-condition for tapering. Key Fed officials have turned
hawkish in August. Dallas Fed President Kaplan is calling for tapering to start in 2021. Atlanta Fed
President Bostic and Fed Vice Chair Clarida are taking it further and calling for rate hikes to begin in
2022 and 2023 respectively.
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FIGURE 5. AVERAGE UNEMPLOYMENT RATE IN 2013 WHEN FEAR OF FED TAPERING KICKED OFF THE “TAPER TANTRUM”

Sources: SocGen, Bloomberg

The sequence of FOMC meetings leading up to the start of tapering is likely to be as follows:





September: FOMC continues with detailed discussions about the taper process.
November: Taper plan finalized, subject to final Fed staffer tweaks. Fed sets the stage by
dropping hints that an announcement will be forthcoming in the near future.
December: Fed announcement that tapering will begin in the new year
January: Actual start of tapering

Another factor in the Fed’s taper / rate-hike calculus is that 2022 will bring on new FOMC members
who are viewed as considerably more hawkish than the members they will replace. Departing Fed
regional Presidents include Barkin (Neutral), Bostic (Hawk), Daly (Neutral) and Evans (Dove). They will
be replaced by their much more hawkish colleagues Bullard, George, Mester and Rosengren. We
believe a more hawkish FOMC in 2022 makes a taper delay unlikely and even may help usher in rate
hikes in the latter half of 2022. The market is currently not pricing in a rate hike until 2023, so a 2022
rate hike could exacerbate the taper-driven bond selloff.
FIGURE 6. MARKET EXPECTATION OF TIME OF FIRST FED RATE HIKE

Source: Barclays
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Fiscal Stimuli: More on the Way, and More Deficits to Fund Them All
The bipartisan stimulus plan (Senate Amendment 2137 to H.R. 3684) edged closer to reality after the
Senate passed the bill on August 10th. Of the $1Tn headline amount in the package, $550 Bn is new
money to be spent on transportation systems, broadband access and global warming / emission
initiatives. The Congressional Budget Office (CBO) estimates that the bipartisan plan would generate
an additional $256Bn of debt, contrary to the deficit neutrality touted by the backers of the plan.
The bipartisan stimulus plan might be just an appetizer before the main course. The Democrats’ main
stimulus plan is currently weighing in at a massive $3.5Tn with an ambitious list of issues to address,
including education, health care, climate change, and more infrastructure. The Democrats appear
willing to go it alone and try to pass the measure via budget reconciliation without Republican
backing. Although the Treasury is currently projecting less issuance over the next 6 months (without
taking any stimulus into consideration), that expected Treasury supply reduction may already be
moot given the bipartisan stimulus plan and more stimuli to follow.
Labor Market: Some Drivers of Labor Shortage Are Likely Not Transitory
Labor shortage is real and prevalent in today’s post-pandemic U.S. economy. The Fed’s July 2021
Beige Book commentary on current economic conditions is chock full of anecdotal evidence that
companies are having a tough time hiring workers. Below are some choice snippets from various Fed
districts around the country:







Boston: Labor demand strengthened further but many contacts continued to complain of labor
shortages
New York: Both hiring and wages picked up and businesses reported widespread labor
shortages
Kansas City: Wage growth accelerated as labor shortages persisted
Richmond: In many cases, growth was being restrained by lack of available labor
St. Louis: Contacts continue to report that labor and material shortages are restraining their
ability to meet customer demand
Philadelphia: More widespread vaccinations have led to a faster resumption of normal activity
which has exacerbated labor shortages and wage pressures for low-wage jobs

More evidence of the tight U.S. labor market can be seen in charts such as the ratio of unemployed
per private sector job opening from the U.S. Bureau of Labor Statistics Jobs Opening and Labor
Turnover Survey (JOLTS) data. RBC’s chart below shows that the first wave of economic closure in Q22020 drove the ratio up to around 4, the highest level since 2012. That ratio is now back close to one,
a level consistent with a red-hot economy with peak labor demand.
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FIGURE 7. UNEMPLOYED PER PRIVATE SECTOR JOB OPENING*

*JOLTS data from 2001-current job openings before 2001 estimated using NFIB data. Shaded areas denote recession periods.
Sources: Haver, RBC Capital Markets, BLS

The latest JOLTS data shows 10.1 million available U.S. positions in June 2021, the largest number of
U.S. jobs opening on record. Some factors driving labor shortage are likely transitory (generous
federal and state unemployment benefits, parents staying home due to kids’ remote schooling), but
others may be structural and permanent (closure of chain retail stores and malls, voluntary
retirement of baby-boomers).
FIGURE 8. U.S. LABOR FORCE PARTICIPATION RATE

Source: Bureau of Labor Statistics

If the labor force participation rate fails to return to pre-pandemic levels, it would signify permanent
structural changes in the labor market and exert non-transitory upward pressure on labor costs and
inflation.
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Post-Pandemic Economic Rebound: Powerful
Stoked by some of the largest fiscal and monetary stimuli in history, the U.S. economy has rebounded
mightily. Back in July 2020, the Congressional Budget Office (CBO) forecast that the U.S. output gap
(the difference between actual GDP and potential GDP) would remain negative for almost 10 years. A
year later, the CBO’s revised projection shows that the output gap has already turned positive
(reflecting an economy growing well above potential) and is expected to remain positive until at least
2025. A multi-year period of positive output gap must eventually stoke inflationary pressures and
further invalidate the Fed’s contention that the current spike in inflation is transitory.
FIGURE 9. CONGRESSIONAL BUDGET OFFICE (CBO) ASSESSMENT OF U.S. OUTPUT GAP (ACTUAL GDP VS POTENTIAL GDP)

July 2020 vs July 2021 CBO output gap estimate. Sources: CBO, SocGen

Consumers: Saving Less and Consuming More
The unprecedented accumulation of personal savings during the pandemic is normalizing as the U.S.
emerges from the pandemic shutdown. The personal saving rate is currently 12.4% of disposable
income, down from a pandemic peak of 33.7% in April 2020. That is driving a substantial increase in
retail sales and providing the long-awaited consumption-driven boost to the economy. The 6m
average of monthly change in retail sales is currently running at more than 5x the historical prepandemic average (2.7% vs 0.5%).
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FIGURE 10. ROLLING 6M AVERAGE OF MONTHLY CHANGE IN RETAIL SALES (HEADLINE, EX-AUTO AND GAS, AND
CONTROL GROUP) AND HOUSEHOLD SAVING RATE (% OF DISPOSABLE INCOME, RHS)

Sources: U.S. Census Bureau, Bureau of Economic Analysis, Advocate

Another sign of robust consumer activity and incipient inflationary pressures can be seen in the
inventory-to-sales ratio. The lower the ratio, the more demand there is relative to stock, and
therefore the greater the inflationary impulse as companies must restock in the face of rising
consumption.
FIGURE 11. INVENTORY-TO-SALES RATIO FOR RETAIL (LHS) AND AUTO SECTORS (RHS)

Sources: Census Bureau, Haver Analytics, Barclays Research

The End of the Beginning
The start of a new trend is exciting but usually ends after too many people pile onto the same side of
the boat, throwing supply-demand out of balance. After a correction to reset the supply-demand
balance, the long-term trend reemerges. We might be at that critical juncture between the correction
and the reassertion of the long-term trend in the rising rate saga.
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FIGURE 12. HISTORICAL AND ADVOCATE PROJECTED 10YR TREASURY YIELD

Sources: Bloomberg, Advocate

In our view, the next chapter of the rate rise saga may be a systemic rise in rates driven by strong
economic growth, non-transitory labor shortage and inflation, rising Treasury supply and global
central banks ending their respective QE programs. With more fiscal stimuli on the way and
diametrically opposing positions between political parties on raising revenues (higher taxes), there
may be no escaping the fate of higher rates.
Final Thoughts – Second Quarter Rate Drop Sets the Stage for the Next Rate Rise Chapter
Delta variant notwithstanding, higher rates are, in our view, inevitable. Higher rates will be driven by
a combination of non-transitory labor shortage, rising inflation, more stimulus programs, enormous
government deficits, rising government bond supplies to fund the deficits, and central banks’
eventual tapering of their large-scale, price-indifferent purchases of government bonds. Fed taper
will likely begin in early 2022 and a more hawkish FOMC may initiate the subsequent interest rate
tightening cycle as soon as the second half of 2022. The end of the beginning means the curtain is
about to rise on the next chapter in the rising rate saga.

Scott Peng
Chief Investment Officer
Advocate Capital Management
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DISCLAIMER
This report reflects Advocate market views and opinions and does not constitute investment advice or research.
Nothing in this report constitutes investment advice, nor does any mention of a particular financial instrument, index or
interest rate constitute a recommendation appropriate to the circumstances and needs of an investor to buy, sell, or
hold any financial instrument, security, or investment discussed therein. Furthermore, this report does not constitute
an offer to sell or issue investment interests or securities of any kind in a commodity pool, investment fund or any
other type of advised account. Such advice or offer can only be made by delivery of an offering memorandum or a
CTA Disclosure Document that has been filed with and accepted by the National Futures Association (NFA). Any such
offer will be subject to the terms and conditions contained in such documents, including the qualifications necessary to
become an investor.
The Manager may hold or control funds which hold long or short positions in, or otherwise be interested in the
financial instruments mentioned in this report.
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