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Historically, we have recommended investors hold high-quality government bonds as

a counterbalance in equity-heavy portfolios. However, in recent years, some investors
have reduced their exposure to government bonds, given their low yields, in favor

of cash. This was prescient in 2022. Global equities returned -16% in local currency
terms, but government bonds also suffered steep losses, while cash was one of the
best-performing assets.

It is rare for both stocks and bonds to have negative returns in the same year, and we
expect cash to continue to underperform both asset classes over the long term. Further,
the outlook for government bonds is more constructive; yields have increased sharply
and the sell-off is overdone, valuations have improved, and the economic and policy
backdrop are turning more supportive.

Inflation is a risk, and some investors are concerned that bonds are in a structural bear
market, but this is not certain, and the potential structural risks do not outweigh the
clear cyclical tailwinds. Investors should not underweight high-quality government
bonds, as we are likely in the later stages of the current macro cycle, but they should
wait for a better entry point to overweight government bonds or extend duration.

A TERRIBLE, HORRIBLE, NO GOOD, VERY BAD YEAR

Bond investors will not look back fondly on 2022. The Bloomberg US Treasury Index’
returned -12.5%, its worst year since its inception in 1973. It was also only the sixth
year in the previous 123 years that both stock and bond returns were negative in the
same year, and only the 20th year that both asset classes trailed cash.

Last year was unique. One of the major challenges was low interest rates. US Treasury
bonds entered the year yielding 1.23%, not far off their record lows. This meant they
offered little resistance in terms of income to offset a sharp rise in yields (bond prices
fall when yields rise), which is exactly what happened when the Federal Reserve
aggressively raised policy rates last year to cool the economy and bring down inflation.
US Treasury yields ended 2022 near their highest level in over 15 years, at 4.18%.

1 Forsimplicity, US Treasuries are used as a proxy for high-quality government bonds. Historically, developed markets government
bonds in other major local markets (e.g., UK gilts) have been highly correlated with US Treasuries. That said, investors should
have a good understanding of conditions in local markets, as differences in the drivers of bond performance across markets can
cause performance to diverge over shorter periods and in certain environments.



Another sharp uptick in interest rates would be challenging, but yields are much higher
today and Treasuries are in a better position to weather this scenario. For example, if
US Treasury yields rose another 100 basis points over the next 12 months, they would
return around -1.6% through May 2024, compared to -5.1% for an equivalent change in
yields from the start of last year.

WHY NOT JUST HOLD CASH?

Still, it's understandable why some investors have soured on government bonds. A
consistent question we've received since recommending a benchmark neutral position
in government bonds in late 2022 is “Why not just hold cash?”

Not only did government bonds disappoint investors recently, but the yield curve is
deeply inverted, so cash currently yields more than a ten-year Treasury bond despite
having less interest-rate risk! This lowers the opportunity cost of holding cash and
increases the likelihood cash outperforms in the short term. The average monthly
excess return of ten-year Treasuries over cash is 0.14% when the yield curve is posi-
tively sloped, but it is -0.20% when it is negatively sloped.

However, there are several factors that suggest Treasuries are likely to do better over
the next one to three years. First, US Treasuries are probably oversold. The recent
rise in yields is almost unprecedented, with only one instance since 1900 when yields
increased by more over such a short period (Figure 1). The supply/demand imbalance
in the Treasury market remains a headwind. Increased issuance and waning demand
could keep interest rates rangebound in the near term, but their upward momentum
appears to be rolling over.

FIGURE1 THE RISE IN 10-YR US TREASURY YIELDS FROM RECENT LOWS IS
NEARLY UNPRECEDENTED
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Second, the rise in yields has slowed as both the economic and policy environments
have turned more supportive. Last year’s sell-off was driven by a sharp rebound in
economic activity and inflation. Economic growth has been considerably weaker this
year, and inflation appears to have peaked and is now softening as well. According to
consensus forecasts, nominal growth will fall below trend in 2024. In addition, the Fed
has telegraphed at recent policy meetings that it is likely near the end of its rate-hiking
cycle, which should help limit any further rise in yields. US Treasury yields usually
peak around the same time the Fed delivers its last rate hike (Figure 2).



FIGURE 2 US TREASURY YIELDS USUALLY PEAK WHEN THE FED STOPS HIKING RATES
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Lastly, US Treasury yields are starting to look more attractive based on our funda-
mental fair value framework. This model has a strong relationship with future returns
and suggests Treasuries are more likely to outperform cash when ten-year yields are
above their estimated fair value. Yields have moved lower in recent months, but they
remain slightly above fair value, suggesting Treasuries are still a reasonable bet versus
cash. If ten-year yields moved back to between 4.0% and 4.5% (i.e., 0.5 to 1.0 standard
deviation above fair value), as was briefly the case late last year, then Treasuries would
be more likely to outperform cash over the next one to three years (Figure 3).

FIGURE 3 TREASURIES ARE MORE LIKELY TO OUTPERFORM CASH THE
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Sources: Bloomberg Index Services Limited, Federal Reserve, Intercontinental Exchange, Inc., Thomson Reuters Datastream, and US
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Notes: Our fundamental fair value framework for government bonds measures deviations in ten-year yields from trailing ten-year
annualized real GDP growth and CPI growth using a simple multiple regression model to assess whether government bonds are cheap
(positive deviations) or expensive (negative deviations). The range includes observations that are between +/- 1 standard deviation in each z-
score bucket, which captures roughly 70% of the observations in each bucket.



Inflation is still a risk. If it remains elevated the Fed might resume raising rates.
However, investors should weigh the risk of investing in government bonds if yields
increase versus the reinvestment risk of investing in cash if yields fall sharply. Any
additional increase in yields is likely limited, but yields could fall significantly if there
is a recession and the Fed cuts rates aggressively (Figure 4). Both cash yields and
Treasury yields typically fall in this scenario, and the yield curve steepens. Not only
would the reinvestment risk skyrocket as cash yields plummet, but cash would likely
fail to provide the same gains as government bonds in the process.

FIGURE 4 FEDERAL RESERVE INTEREST RATE CUTTING CYCLES
As of May 31, 2023
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Oct-57
Apr-60
Nov-66
Oct-69
Jun-74
Jun-81
Aug-84
May-89
Jun-95
Dec-00
Aug-07
Jul-19

May-58
Jun-61
Aug-67
Feb-72
Nov-76
Dec-82
Sep-86
Sep-92
Nov-98
Jun-03
Dec-08
Mar-20

Yield When Fed Begins to Cut Rates (%) Change in Yields (bps) Annualized Performance (%)

3.5 3.6 - 4.0 -321 -302 - -105 1.7 - 20.2
4.0 3.0 - 4.3 -333 =77 - -40 24 - 6.9
5.8 5.2 - 51 -200 -78 - 15 4.3 - 3.3
9.1 7.0 - 6.9 -596 -353 - -90 5.7 - 10.0
11.0 7.3 8.4 7.9 -625 -292 -253 -48 6.2 10.9 11.9
19.0 14.3 141 13.3 -1,050 -636 -402 -265 14.4 233 29.2
11.4 10.6 12.5 12.7 -556 -543 -536 -452 8.5 21.0 31.4
9.8 8.6 8.8 8.7 -681 -591 -339 -146 6.7 11.8 12.7
6.0 5.6 6.1 6.7 -125 -107 -127 -139 5.4 8.3 11.2
6.5 5.9 53 5.5 -550 -495 -267 -128 2.7 8.9 10.9
53 3.9 4.4 4.8 -500 -374 -284 -187 2.6 13.8 22.7
2.5 2.1 2.0 2.5 -225 -195 -144 -116 2.1 15.4 39.4
Average (%) -480 -337 -294 -142 5.2 14.2 17.5

Sources: Bloomberg Index Services Limited, Federal Reserve, and Thomson Reuters Datastream.

Notes: Data for the Fed funds rate uses the three-month moving average effective funds rate prior to June 1974 and the actual target rate thereafter. The performance
data for Long US Treasuries is based on the US Ten-Year Government Benchmark Index prior to June 1974 and the Bloomberg US Long Treasury Index thereafter.

Long Treasuries would likely benefit the most if the Fed cuts rates, given their sensitivity
to rates has increased significantly over the previous two decades. Though, inflation
uncertainty and the cash drag when the yield curve is inverted are challenges. As such,
it's appropriate to wait to overweight duration until either the yield curve shifts to price
in easing or a better entry point with more valuation-upside potential is available.

IS THE BOND BEAR COMING OUT OF HIBERNATION?

For the previous 40 years, interest rates have been steadily trending lower. Over this
period, government bonds have proven to be an excellent counterbalance for
equity-heavy portfolios, in absolute terms and relative to cash. However, interest rates
have clearly broken out of their long-term downward trend and many investors are
wondering whether this is the beginning of a structural bond bear market (Figure 5).



FIGURE 5 10-YR US TREASURY YIELDS HAVE BROKEN OUT OF THEIR DOWNWARD TREND
September 30,1981 — May 31,2023
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Sources: Federal Reserve and Thomson Reuters Datastream.

There are similarities between conditions during the previous structural bond bear
market, which lasted from 1946 to 1981, and the current macro environment. Both
periods were preceded by major global shocks—World War II versus COVID-19 and the
war in Ukraine—that resulted in severe supply shortages, pent-up demand, and shifts
in economic activity. These and other forces contributed to higher and more volatile
inflation and interest rates during the 1946-81 period. It remains unclear if we are
entering a similar environment, but if history repeats itself, government bonds’ role as
a diversifier will surely be tested.

Between 1946 and 1981, ten-year US Treasury returns were below average, cash
outperformed ten-year Treasuries, inflation expectations rose significantly, and

stock and bond returns were positively correlated for much of this period. In this
environment, Treasuries still provided ballast during major equity sell-offs, but not

as consistently as in other periods or compared to cash. Ten-year Treasuries returned
4.5% on average during the eight US equity bear markets that occurred between 1946
and 1981, but they underperformed cash by 3.2% on average and in five out of the eight
equity bear markets over this period.

With that being said, history shows that structural trends do not occur in a straight
line. Treasuries can still deliver outsized returns relative to cash as the macro cycle
turns and interest rates move from higher highs to higher lows. Importantly, US
Treasuries have consistently provided needed diversification for equity risk during
recessions for more than 120 years, independent of the stock-bond correlation, and
even after adjusting for cash returns (Figure 6).



FIGURE 6 US TREASURIES HAVE PROVIDED NEEDED DIVERSIFICATIONIN 19
OUT OF THE LAST 23 RECESSIONS
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Sources: Bloomberg Index Services Limited, Federal Reserve, Global Financial Data, Intercontinental Exchange, Inc., National Bureau of
Economic Research, PIMCO, Standard & Poor's, and Thomson Reuters Datastream.

Notes: Equities are based on S&P 500 monthly total returns. Treasuries are based on monthly returns for ten-year US Treasury Bonds
from January 1901 to December 1972 and the Bloomberg US Treasury Index thereafter. Treasury returns are in excess of cash returns.
Stock-bond correlations are based on rolling three-year periods until 1910 and rolling ten-year periods thereafter. Gray bars represent
NBER-defined US recessions.

INVESTMENT IMPLICATIONS

For investors that typically rely on high-quality government bonds as a counterbal-
ance in equity-heavy portfolios, poor recent performance, higher cash yields, and
uncertainty about inflation are difficult hurdles to overcome. However, they are not a
reason to underweight government bonds. The outlook for government bonds is more
constructive, and we expect them to outperform cash over the next one to three years.
US Treasuries, for example, are oversold following last year’s sell-off, their valuations
have improved, and both the economic and policy cycles have turned more supportive.
Further, cash would likely fail to provide the same ballast as government bonds if there
is a recession and the Fed and other central banks cut rates.

A rebound in inflation is the biggest risk to this view, given our concern about struc-
turally higher interest rates. In our view, the potential structural risks do not offset the
clear cyclical tailwinds that favor government bonds versus cash over the next one-to-
three years. It does, however, warrant caution about overweighting government bonds
or extending duration. Therefore, while investors should not underweight high-quality
government bonds, before overweighting government bonds or extending duration,
they should wait for a better entry point with either more valuation-upside potential or
when macro conditions deteriorate further and the yield curve starts to shift. m

Ilona Vdovina also contributed to this publication.



INDEX DISCLOSURES

Bloomberg US Long Treasury Index

The Bloomberg US Long Treasury Index measures the performance of US dollar-denominated, fixed-rate, nominal debt
issued by the US Treasury with a maturity greater than 10 years. STRIPS are excluded from the index because their inclu-
sion would result in double-counting. The US Treasury Index is a component of the US Aggregate, US Universal, Global
Aggregate and Global Treasury Indexes. The US Long Treasury Index has history back to January 1, 1973.

Bloomberg US Treasury Index
The Bloomberg US Treasury Index includes public obligations of the US Treasury with a remaining maturity of one year or
more.
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