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Macro Comment US
Fed models support the case that the "bond
vigilantes" are back

US long government bond yields have soared over the past two months and analysts are grappling with a
range of potential drivers. Is surprisingly strong macro data increasing the likelihood of a "no-landing"
rather than a soft-landing scenario? Is the rising oil price driving inflation compensation in markets? Have
markets only just got the message from central bankers, that policy rates will be higher for longer? Or are
markets driving up yields because of worries that US public finances are unsustainable? In other words, are
the "bond vigilantes" back? In our view, the Federal Reserve's models for yield curve analysis support the
latter, and imply a possibly bigger need for upward revision of our interest rate forecasts, as well as an
increased risk to the economic outlook.
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Market expectations on
Fed policy cannot
explain the bond yield
rise, but r* may be an
accomplice

In the past two months,
the longer-term 5y5y
segment of the curve
has been rising much
more than short- to
medium-term yields
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US long rates surges on, despite stable policy rate expectations

From the end of July until the end of September, the US ten-year government bond yield surged
above 70bp. Breaking down the yield curve, it is clear that the longer-term segment lies behind the
bulk of the long rate rise, with the five-year/five-year forward (5y/5y) yield soaring 100bp, while the
shorter- to medium-term five-year segment shows a yield rise of about 40bp (see graph). Using the
Federal Reserve's model for yield-curve term structure, we find that the real expected short rate has
picked up somewhat.

So, does that mean market participants are only now getting the message from the Fed, that the
policy rate will be higher for longer? In our view, this is not what is happening. Firstly, market pricing
on the policy rate has not changed very much lately, with the big repricing having taken place during
spring and early summer. So why is the Fed model showing a rise in the real expected future short
rate? Indeed, for the five-year segment, short-rate expectations have hardly moved, and instead it is
in the 5y/5y segment that about a quarter of the yield surge has come from this source. Thus we
judge that the explanation could be due to higher expectations on the neutral rate (r*) following the
intensified debate on this topic, particularly at the Jackson Hole central bankers symposium in late
August and around the time of the September Fed policy decision.
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Note: Term structure calculated with the Fed's DKW-model.
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Fed models support the
case that the "bond
vigilantes" are back, as
worries about US fiscal
sustainability mounts

The term premium

appears to have been
the main driver in the
recent long rate surge

The conclusion about
long rate drivers impacts
how large the forecast
changes will be. We
await some key macro
data before finalising.
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The real term premium is the dominant factor behind surge in long rates

The main driver of the long rate rise is actually a pickup in the real-term premium, especially in the
5y5y segment, where it has driven 40bp of 100bp yield rise (see graphs below). We view it as likely
that this is related to the increased uncertainty about the US fiscal outlook. Why? Because if the term
premium surge was instead due to rising uncertainty about the economic outlook, we should expect
to see more of the term premium rise in the short- to medium-term yields, but it is not the main driver
in the five-year segment yield rise. So the Fed model results are not consistent with recent analyst
proposals that the yield rise is due to a switch from this summer's soft landing narrative to more of a
focus on the 'no-landing scenario' - something that increases the economic uncertainty.

Our main candidate factor, which we believe is driving up the real-term premium is uncertainty about
the fiscal outlook. In the longer run, the US public finances may be on an unsustainable path. This
year's surprising deepening of the US budget deficit is one signal. There should be no acute risk of a
US default, but the question has come into focus with potential rating downgrades and the on-going
impasse in US politics, which threatens to cause a government shutdown in November. The result is
the claim that the "bond vigilantes" are back, i.e. the view that the bond market will ultimately halt any
unsustainable policy implicitly, via higher yields as market participants require higher and higher risk
premia (see e.g. Financial Times, October 4, 2023). We judge that the Fed model supports the "bond
vigilante" view, by showing longer-term real term premia rising fast. The fact that the longer-term
premium is indeed rising the most is supported by both the Federal Reserve Board of Governors'
model we use here, and the term structure model of the New York Fed.

Note also that the long rate surge has been focused on the US bond market, signaling that it relates
to a US-specific issue rather than e.g. Fed monetary policy which has a tendency to spill over into
bond markets around the globe. Someone may wonder if the Fed's on-going quantitative tightening
(the reduction of its asset portfolio, "QT") could be to blame for the rising term premium? While we
view that as a driver for the overall term premium rise in 2023, we have had no significant news about
QT lately, making it an unlikely source of the recent long rate rise. Finally, the oil price surge is
unlikely to be the main bond yield driver now, as it is the real yields (TIPS yields) not market
breakeven inflation that has soared lately. Indeed, the Fed model decomposition tells the same story,
attributing a limited weight to expected inflation.
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Note: Federal Reserve's DKW-model.

Upward revision of our interest rate forecasts on the cards

The large moves in long rates mean we will likely need to revise our market interest rate forecasts
upwards, at least for the shorter term. However, depending on the final conclusion as to which factors
actually lie behind the long rate rise, the revisions may be very different in scope, potentially also
raising the need to revise other parts of our macro outlook. We will await some key macro data such
as the September inflation prints, while also gauging the continued bond market developments before
finalising our coming revisions. Stay tuned.
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US government bond yields: Select drivers
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Note: Nominal yield decomposed with the DKW-model, Board of Governors of the Federal Reserve System.
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Research disclaimers

Handelsbanken Capital Markets, a division of Svenska Handelsbanken AB (publ) (collectively referred to herein as ‘SHB’), is
responsible for the preparation of research reports. SHB is regulated in Sweden by the Swedish Financial Supervisory Authority,
in Norway by the Financial Supervisory Authority of Norway and in Finland by the Financial Supervisory Authority of Finland. All
research reports are prepared from trade and statistical services and other information that SHB considers to be reliable. SHB
has not independently verified such information.

In no event will SHB or any of its affiliates, their officers, directors or employees be liable to any person for any direct, indirect,
special or consequential damages arising out of any use of the information contained in the research reports, including without
limitation any lost profits even if SHB is expressly advised of the possibility or likelihood of such damages.

The views contained in SHB research reports are the opinions of employees of SHB and its affiliates and accurately reflect the
personal views of the respective analysts at this date and are subject to change. There can be no assurance that future events
will be consistent with any such opinions. Each analyst identified in this research report also certifies that the opinions expressed
herein and attributed to such analyst accurately reflect his or her individual views about the companies or securities discussed in
the research report. This research report does not, and does not attempt to, contain everything material that there is to be said
about the company or companies described herein. For additional information about our research methodology please visit,
https://www.researchonline.se/desc/disclaimers

Research reports are prepared by SHB for information purposes only. The information in the research reports does not
constitute a personal recommendation or personalised investment advice and such reports or opinions should not be the basis
for making investment or strategic decisions. This document does not constitute or form part of any offer for sale or subscription
of or solicitation of any offer to buy or subscribe for any securities nor shall it or any part of it form the basis of or be relied on in
connection with any contract or commitment whatsoever. Past performance may not be repeated and should not be seen as an
indication of future performance. The value of investments and the income from them may go down as well as up and investors
may forfeit all principal originally invested. Investors are not guaranteed to make profits on investments and may lose money.
Exchange rates may cause the value of overseas investments and the income arising from them to rise or fall. This research
product will be updated on a regular basis.

No part of SHB research reports may be reproduced or distributed to any other person without the prior written consent of SHB.
The distribution of this document in certain jurisdictions may be restricted by law and persons into whose possession this
document comes should inform themselves about, and observe, any such restrictions.

The report does not cover any legal or tax-related aspects pertaining to any of the issuer’s planned or existing debt issuances.
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