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What is Happening to Bonds Markets? 

 
2013 has been a highly unusual year in the fixed income markets.  

The US government bond market has been par%cularly unusual.  

Since 1928 the US government bond market has generated a nega%ve 

calendar year return just 15 %mes.  Of those 15 occurrences just 3 of 

them resulted in nega%ve returns of –6.5% or more.   This year’s 10 

year Treasury return of –6.5% year-to-date would mark just the 

fourth %me since 1928 that we’ve had a bond market bear like this.  

And things are even worse if you’re on the longer end of the curves 

where the 30 year T-bond is down almost -12% ytd.   

 

We’re seeing equity markets perform as you would expect during a 

year when rates are rising so sharply.  That is, investors expect a good  

economy, Fed %ghtening and bonds sell-off as a result.  That tends to 

coincide with a more favorable view of equi%es.  But this year isn’t 

en%rely driven by a be7er economic outlook.  Yes, the economy has 

held in there just fine in 2013 (be7er than most thought), but I 

wouldn’t describe the outlook as improving.  I’d describe it more like 

“muddling”.   

 

Now, we should keep things in the proper perspec%ve here before we 

go throwing all bonds under the bus.  While long US government 

bonds have been slammed the aggregate bond market index (iShares 

Barclays Aggregate) is down just –3.7%.  That’s nothing to write home 

about, but if you’re running a tradi%onal 60/40 porBolio with the S&P 
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you’re up 8.5% ytd with a 2.36 Sharpe Ra%o and a 5.6 standard devia%on.  That’s outstanding.  

S%ll, the turmoil in bonds has a lot of people on edge and wondering if this is the start of a seri-

ous unraveling.  I don’t see it and I’ll explain why.   

 

The 10 year US Treasury bond serves as a benchmark for most of the US bond market.  If you 

can determine the direc%on of the 10 year the odds are that you’ll be able to figure out where 

the rest of the bond market 

goes with some variance de-

pending on the specific asset.  

So I’ll focus on 10 years here.     

 

The chart at the right shows the 

10 year real interest rate 

(nominal yield minus the rate of 

core infla%on).  Historically, the 

rate has averaged 2.5%.  So 

bond investors demand about a 

2.5% premium to the rate of 

infla%on so they can protect 

themselves against purchasing power loss.  Today the real interest rate is 1.2% which means 

that investors are willing to forego some real return in exchange for sheer safety.  And yes, a big 

part of the Treasury bond rally as expressed by the lower than average real interest rate, is due 

to a flight to safety or the persistent fear trade we’ve seen since the crisis.  To me, this correc-

%on in 2013 looks like a simple case of bond traders reposi%oning as they realize the world isn’t 

coming to an end.  In other words, if you’ve been posi%oned AGAINST the fear trade (through 

equi%es primarily) you’ve done just fine this year.  That’s why a 60/40 has done just fine.     

 

But where are we headed now?  Will a balanced porBolio con%nue to perform well?  Will the 

flight to safety return?  Or will the bond debacle con%nue?  I think this recent move in bonds is 

largely driven by fears surrounding the Fed and the “tapering”.  For some reason, this is being 

viewed as a form of %ghtening.  As if a reduc%on in bond purchases from $85B to $65 is all that 

meaningful to begin with.  But more importantly, this is nothing like an actual %ghtening.  By 

far, the more important move will be an actual rate increase.  And I think the bond market is  
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s%ll geJng this one wrong.   

 

First of all, the 10 year break-even rate 

which shows us future expected infla%on 

in bond markets has actually fallen since 

the year started.  That means that fixed 

income traders aren’t actually worried 

about the smaller than normal real inter-

est rate.  They s%ll expect infla%on to re-

main low.  And I think that’s the right 

view.  So this move is all about something 

else.  Clearly, it’s reposi%oning due to 

worries over Fed policy.    

 

But if we look at the current Fed Funds Futures curve we can see just how unrealis%c these worries 

are.  The Fed Funds Futures curve doesn’t price in a rate hike un%l early 2015!  That means the bond 

market expects “tapering” to linger into a rate hike for the remainder of 2013 and all of 2014.  I don’t 

know about you, but I don’t see bonds moving lower in a straight line for the next 18 months.  In fact, 

if that happened, it would be the first %me US government bonds have ever generated 3 consecu%ve 

years of nega%ve nominal returns.     In other words, you have to be willing to make a huge bet that 

this is a big case of “it’s different” this %me.   

 

Personally, I don’t buy into that story and 

while 2013 hasn’t been very friendly to 

fixed income traders I would expect future 

returns to be much more stable.  And given 

the massive run in equi%es, despite my 

con%nued bullish core posi%on, I think the 

fixed income piece is going to serve as a 

poten%ally important offseJng compo-

nent in the coming years.   

 

 

 

 



 

In short, I don’t buy into the high infla%on story or the theory that the bond bull market is 

dead.  The much more likely overall story is one of con%nued muddling economic growth with 

downside risks and low infla%on.  As I’ve men%oned in previous notes I actually think we’re 

closer to recession than economic blast-off and that means the Fed is actually closer to an 

easing phase than a %ghtening phase.  Remember, “taper” doesn’t mean no prin%ng.  It just 

means less prin%ng so let’s keep our wits about us and not fall into the trap of panicking like 

some other investors appear to be doing.  The macro picture doesn’t rhyme with the micro 

picture in fixed income markets at present and that’s being largely driven by irra%onal Fed 

interpreta%on.   
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Important Disclaimer 
Nothing contained herein should be construed as an offer to buy any 

security or a recommendation as to the advisability of investing in, pur-

chasing or selling any security. Some of the statements contained 

herein are statements of future expectations and other forward-looking 

statements. These expectations are based on Orcam's current views 

and assumptions and involve known and unknown risks and uncertain-

ties. Actual results, performance or events may differ materially from 

those in such statements due to, among other things, general econom-

ic conditions, performance of financial markets, Orcam Financial 

Group, LLC assumes no obligation to update any forward-looking 

information contained in this document. 

Orcam	Financial	Group,	LLC	

Orcam Financial Group, LLC is a fee 

only financial services  firm offering 

macro research, personal advisory, 

ins%tu%onal consul%ng and educa-

%onal services.   


