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The Tide is Slowly but Surely Turning!! Where Have All the Bond Vigilantes Gone??
Fadi Nasser - Deputy Chief Investment & Treasury Officer
Financial assets’ movements in past days have suffered from late spring doldrums, especially that news flows have
remained light and markets stayed quiet. Yet, all market participants expect the Federal Reserve to face a big and volatile
summer ahead as it starts providing more clues about when the ultra-easy monetary policy measures put in place during
the height of the pandemic finally start to unwind.
Investors got their first indication on what is in store for the remainder of 2021 when Treasury Secretary Janet Yellen
roiled financial markets earlier this month by suggesting that rate hikes may be needed to stop the economy overheating
as President Joe Biden’s spending boost growth (Mrs. Yellen later told a Wall Street Journal CEO Council that she sees
no inflation problem brewing and that any price increases would be transitory, adding that her earlier comments were
neither predicting nor recommending a rate rise!) Then it was the minutes from the central bank’s last policy meeting (April
27- 28th) that featured a tapering discussion in which some members said it would soon be time to talk about rolling back
some of the tools the Federal Reserve has used to support and guide the economy. The critical part of the meeting
summary noted that “a number of participants suggested that if the economy continued to make rapid progress toward
the Committee’s goals, it might be appropriate at some point in upcoming meetings to begin discussing a plan for adjusting
the pace of asset purchases.”
To the market’s ears, the passage did spark initial talk of “tapering,” a word that generally makes investors nervous as it
means the Fed will start reducing the $120 billion of bonds it buys monthly to support markets. Fed officials have pledged
plenty of warning before an actual tapering happens and many Fed governors still insist that talks of reductions in bond
purposes remain too premature. However, the presence of such talk at the April meeting has already sent the first signal
that a reduction in purchase is on the table, with more information to be made available over coming weeks/months.
Market consensus remains that the Fed will continue dropping regular hints between now and when central bankers
gather in August at their symposium in Jackson Hole, Wyoming, an important financial gathering arranged annually by
the Kansas City Fed. That process has already begun: Dallas Fed President Robert Kaplan has lately been reiterating
that that Fed tapering should start “sooner rather than later,” and Philadelphia Fed President Patrick Harker last week
used the same expression to describe his position (both gents are non-voting members in 2021). More Importantly, it was
Federal Reserve Vice Chair Richard Clarida who gained market attention this week when he noted that Fed officials may
be able to begin discussing the appropriate timing of scaling back their bond-buying program at upcoming policy meetings.
“It may well be” that “in upcoming meetings, we’ll be at a point where we can begin to discuss scaling back the pace of
asset purchases,” Clarida said Tuesday in a Yahoo!Finance interview. “I think it’s going to depend on the flow of data that
we get.”
The majority of central bankers (Richard Clarida included) have thus far stuck to a script that says the recent run higher
inflation will be transitory, lasting for few months and then fading. As such, the success of how they manage to unwind
the massive easing put in place since March 2020 is vitally dependent on the economic story unfolding in that fashion. “I
do think the Fed will get it right, because they are in line with our view that the upside risk to inflation is transitory,” said
Alejandra Grindal, chief international economist at Ned Davis Research (chief international economists are always very
convincing, I must admit!). “We expect tapering to begin in 2022… Then after that we expect to see at earliest a rate
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increase in 2023, but it could be as late as 2024,” she added (the ability to formulate long term views given current huge
market uncertainties, is striking - to say the least).
Economists and most Wall Street strategists have so far embraced the Fed’s narrative that inflation pressures that pushed
the US Consumer Price Index (CPI) up 4.2% year-on-year in April will subside once supply chain issues and base effects
from 2020 wear off. We remain baffled with the market’s high confidence in Fed’s economic forecasts (given their poor
track record), as well as in their future ability to engineer a soft landing from sizable stimulus that saw benchmark
borrowing rates taken down to near zero and a nearly $ 4 trillion expansion of the Fed’s balance sheet. Surely results
weren’t good the last time the Fed acted in mid-2013 (or promised to act) and that in turns raises the stakes even more
for this summer’s communication efforts.
In the meantime. bond vigilantes are acting a lot less vigilant these days! There was a time, following the inflation crisis
of the early 1980s, when the bond market, regardless of the Federal Reserve's policy, worked to keep a cap on bond
prices (lower prices & higher yields) just to ensure the economy did not get too steamy. Whenever there were signs that
the pace of growth and/or inflation was picking up fast, the so-called vigilantes would rush to sell, driving interest rates
higher and acting as a brake on the economy. The term was originally coined by former EF Hutton (if this name rings a
bell, then you’re surely over 45 years old) Edward Yardeni in the early 1980s to describe how bond sell-off could force
the hand of central banks or governments. For the past two decades there has been little sign of the vigilantes as inflation
remained quiescent globally, and a desperate hunger for returns eroded the discipline of many bond investors. Since the
financial crisis in 2008, central banks have also smothered fixed-income markets with a succession of vast quantitative
easing programs that neutralized any would-be vigilantes.
But if 2021 is any indication – outside the price action of the past two months - a new era may be upon us! The bond
market has witnessed a nice selloff as a result of much improving economic data and the return of substantial budget
deficits in the US. The yield on the benchmark 30-year US bond is last at 2.29%, up from the depressed 1.20% level
witnessed after the coronavirus outbreak roiled financial markets early last year. Whilst the recent rise in yields has been
notable for its speed and power, bond yields remain astonishingly low by historical standards. Low yields in turn have
fuelled demand for homes, propping up prices and helping the housing market hold up better than expected amid the
economic fallout from the pandemic.
Behind the recent stability in fixed-income prices (April/May period) is a conviction among bond investors and traders that
the Federal Reserve would not risk raising the US benchmark interest rate from its current target range near zero too fast
(nor too far) until it is confident that growth / inflation are actually showing signs of holding up and the economy is on track
to achieve maximum employment and price stability goals (in other words, till infinity and beyond!).
Overall, of course, that is good news for bonds and bondholders (and in turn for equity investors, as economic theory and
historical data show that low rates bolster stock prices). But it portends more volatility, and, somewhere down the road,
perhaps some brutally painful losses once the fixed-income bubble burst, with 10-year US yields potentially doubling from
current levels (1.60% to 3.20%). Additionally, the more bonds central banks continue purchasing, the harder it becomes
for them to walk away, particularly with all the fiscal stimulus that is looming in the US. With governments being
encouraged to borrow more and central banks set to dominate markets for years to come, many analysts are saying
goodbye to bond vigilantes, when it comes to the developed world at least.

Will coming months prove these analysts wrong and their forecasts inaccurate? I will leave the final word to
the remaining authentic bond vigilantes in the market!
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Disclaimer
It is important that you only use this report if you are the intended recipient of this report and you have satisfied yourself that
you are eligible to receive such information. This report is provided to you because you are one of our esteemed customers and have
previously shown interest in receiving the type of information contained in this report.
The Treasury and Investment Management department of Gulf International Bank B.S.C. ("GIB") have compiled the information in this
report. GIB is incorporated in the Kingdom of Bahrain and is licensed by the Central Bank of Bahrain (the "CBB") as a conventional
wholesale bank. GIB's head office is located at Al-Dowali Building, P.O. Box 1017, 3 Palace Avenue, Manama, Kingdom of Bahrain.
This report is intended for the accredited investors, as defined in the Investment Business Code of Conduct published by the CBB. This
information has not been reviewed by the CBB or any other regulatory authority in any jurisdiction and neither CBB nor any other
regulatory takes any responsibility for the correctness or accuracy for the information contained in this report.
The information contained herein is not directed at or intended for use by any person resident or located in any jurisdiction where
(1) the distribution of such information is contrary to the laws of such jurisdiction or (2) such distribution is prohibited without
obtaining the necessary licenses or authorizations by the relevant branch, subsidiary or affiliate office of GIB and such licenses or
authorizations have not been obtained. The recipient of such information is responsible for ensuring that this information has not
been received by it in breach of laws and regulations of any jurisdiction.
This report contains publicly available information only, which has only been complied by GIB. The information provided herein is on
"as is" and "as available" basis and without representation or warranty of any kind.
GIB hereby disclaims any representation or
warranty, express or implied, as to the accuracy, timeliness, completeness, merchantability, fitness for any particular purpose or
non-infringement of any of such information. In no event shall GIB or its subsidiaries, affiliates, shareholders or their directors,
officers, employees, independent contractors, agents and representatives (collectively, "GIB Representatives") be liable (1) for any
inaccuracy, delay, loss of data, interruption in service, error or omission or for any damages resulting there from, or (2) for any
direct, indirect, incidental, special, compensatory or consequential damages arising from any use of information or arising from any
error (negligent or otherwise) or other circumstance or contingency within or outside the control of GIB or any GIB Representative,
in connection with or related to obtaining, collecting, compiling, analyzing, interpreting, communicating, publishing or delivering
any such information. The information here is, and must be construed solely as, compilation of information (unless expressly stated
otherwise) and not statements of fact as to credit worthiness or recommendations or opinions of GIB.
This report does not provide individually tailored investment advice. Any materials contained herein have no regard to the specific
investment objectives, financial situation or particular needs of any specific recipient. The document is provided for information
purposes and is not to be construed as a solicitation or an offer to buy or sell any securities or related financial instruments. GIB
makes every effort to use reliable, comprehensive information, but we do not represent that it is accurate or complete.
No
representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability of the
materials, nor are they a complete statement of the securities, markets or developments referred to herein. Recipients should not
regard the materials as a substitute for the exercise of their own judgement. Any opinions are subject to change without notice and
may differ or be contrary to opinions expressed by other business areas or groups of GIB as a result of using different assumptions
and criteria. GIB is not under any obligation to update or keep current the information contained herein.
The value of, and income from, your investments may vary because of changes in interest rates or foreign exchange rates, securities
prices or market indexes, operational or financial conditions of companies or other factors. Past performance is not necessarily a
guide to future performance. Estimates of future performance are based on assumptions that may not be realised.
The information contained in this report is just for informational purposes. Information does not constitute a solicitation, an offer,
or a recommendation to buy or sell any investment instruments, to effect any transactions, or to conclude any legal act of any kind
whatsoever.
GIB does not intend to provide investment, legal or tax advice through this report and does not represent that any
securities or services discussed are suitable for any investor. When making a decision about your investments and business, you should
seek the advice of professional advisors.
The report may contain statements that constitute "forward looking statements". While these forward looking statements may represent
GIB’s judgment and future expectations, a number of risks, uncertainties and other important factors could cause actual developments
and results to differ materially from GIB’s expectations. GIB is under no obligation to (and expressly disclaims any such obligation
to) update or alter its forward-looking statements whether as a result of new information, future events, or otherwise. The historical
information is provided for information purposes only. Performance figures are calculated before tax (if any) and after deducting
ongoing fees and expenses. The performance figures are historical and past performance is not necessarily an indication of future
results. Certain amounts (including %ages) included in this document may have been subject to rounding adjustments. Accordingly,
figures may not be an exact arithmetic aggregation of the figures to which they relate. The values and forecasts shown represent our
current indicative valuations and forecasts of the relevant transactions, currencies, interest rates, commodities or securities as at
the date shown. Any value or forecast shown herein is not an indicative price quotation. We expressly disclaim any responsibility for
the accuracy of the values or forecasts shown, any errors or omissions in the report
With the exception of information regarding GIB and save as otherwise specifically indicated, the information set out in this report
is based on public information. We have, where possible, indicated the primary source of information.
We strongly recommend the
recipients consult the primary source of information. Facts and views in this report have not been reviewed by, and may not reflect
information known to, professionals in other GIB business areas.
This Report, and the information contained herein (save to the extent that such information is publicly available) is confidential and
may not be disclosed by you to any other person outside of your organization without our consent.
GIB retains all right, title and interest (including copyrights, trademarks, patents, as well as any other intellectual property or
other right) in all information and content (including all text, data, graphics and logos) in this document. All recipients must not,
without limitation, modify, copy, transmit, distribute, display, perform, reproduce, publish, license, frame, create derivative works
from, transfer or otherwise use in any other way for commercial or public purposes in whole or in part any information, text, graphics,
images from this document (excluding publicly available information) without the prior written permission of GIB.
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