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WHY HAVE US INTEREST RATES BEEN FALLING
SINCE APRIL 2021? A FACT CHECK.

Contrary to the expectations of many market participants, US interest rates fell markedly since the
end of Q1/2021 despite macro data in the US pointing in the opposite direction. Market participants
discussed several reasons for this move on which we shed a light in this article.
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Figure 1: Source: Bloomberg, L.P.
Peak in the first quarter

Ten-year US treasuries were subject to strong selling pressure
in Q1/2021. Accordingly, the yield on these securities rose from
0.91% at the beginning of the year to a high of 1.74% on

31 March 2021.

After the Democratic party gained control of all chambers of the
House, expectations of a comprehensive fiscal package to stimulate
the economy raised. Similar to four years earlier when Donald
Trump was elected president, government bond prices fell sharply.
Market participants attributed this to rising inflation expectations
and a recovering economy.

Rates in reverse

However, the 31 March 2021 date represented the previous high
in US interest rates for 2021.

» Since the beginning of April, bond prices have recovered
and interest rates have gone into reverse gear accordingly.
The ten-year treasury yield fell to 1.12% and stood at 1.31%
as of 31 August 2021.

» This is all the more surprising given that the reasons cited
in Q1 actually materialised. The US inflation rate rose to a
multi-year high of 5.4% and economic growth stood at an
annualised 6.6% in Q2.

» While these numbers are skewed upward by base effects in
Q2/2020, there is still robust economic growth in the US.
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So why have US interest rates corrected
so sharply since the end of March?

Inflation as a first suspicion

A common argument heard in the market is that market partici-
pants in Q2 began to share the Fed's view that the current inflation
numbers are temporary and will soon be brought back to normal
levels by the central bank.

However, it remains unclear what caused this change in assessment
in the face of high inflation figures, pandemic-related disruptions in
global supply chains and a rally in commodity markets.

In addition, expected five-year breakeven inflation has barely
changed since the end of March, from 2.27% to 2.21%.

Was the delta variant relevant?

Another explanation saw the cause in the spread of the delta
variant of Covid-19 and potentially negative effects on global
economic growth, although this link does not yet appear certain,
even though PMI indices have dipped since March in line with
interest rates at high levels. In addition, the wave of infections
appears to be receding in some countries and hospitalization and
death rates have remained low despite the increase in infections.

A fact check

The reasons for market movements are often conjectures, most
of which are post factum and can at best be supported by circum-
stantial evidence. Whether the most common and widespread

Open interest in ten-year treasury futures
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explanations are always the correct ones is unclear. Therefore, we
will discuss further explanation below that have been voiced by
market observers in recent weeks and months:

1. Short Covering

ARGUMENT

Various analysts reported that investors had a very negative view
of the US interest rate market at the beginning of Q2 and were ac-
cordingly short positioned to bet on or hedge against further falling
bond prices. When this expectation did not materialise in Q2, parts
of these short positions were closed, which supported bond prices.

CONSEQUENCES

If this argument is the main reason for the decline in interest
rates since the end of the first quarter of 2021, then the move
is primarily technical in nature. Once positioning has returned to
a normal level, growth and inflation developments should drive
interest rates up again, subject to a continuation of the current
trend. In this case, the market movement would only be an interim
correction due to extreme positioning by market participants, but
it would not change the long-term upward trend in interest rates.

CRITICISM

It is well known that extreme positioning can often be a
harbinger of violent market moves in the opposite direction.
Market sentiment changes can trigger a sharp move due to
covering and repositioning active positions.

However, this argument does not explain why such a change
in expectations has occurred.
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Figure 2: Outstanding ten-year treasury futures contracts. Source: Commodity Future Trading Commission (CFTC), Bloomberg L.P.
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Since data on the positioning of market participants is not readily
available, the repositioning of market participants can be indirectly
measured by the fact that open futures positions are closed and
the outstanding volume on the futures market (“open interest”)
is reduced accordingly.

The chart below shows that while the volume of outstanding
ten-year US Treasury contracts has declined, it has done so with
an eight-week lag to interest rates. It looks like positioning has
adjusted to the change in market conditions rather than the other
way around. While repositioning may certainly have amplified the
move, no causal effect on the reversal of the interest rate trend
can be read from the data.

WHAT SHOULD ONE PAY ATTENTION TO?

How do the positioning of market participants and the movement
in the market relate to each other?

Is the connection simultaneous or is there a time difference of a
few weeks?

And how does the dynamic change once market participants have
shed extreme positioning?

2. Reduced growth potential

ARGUMENT

This argument states that raising interest rates would send the
US economy back into recession.

US key interest rates since 1990

Fed Funds Target Rate — Upper Bound

Pessimistic investors believe that over the past few years the
growth potential of the US economy has been reduced and
further damaged by the Corona crisis and the policy response
to it. This potential is reflected in r*, the neutral interest rate
at which the economy reaches full employment without
overheating or cooling off.

Some market participants believe that, given major structural
changes in the economy, the massive increase in debt and
growth driven primarily by government stimulus, this rate is
now so low that no significant interest rate cycle by the Fed
can be expected. Figure 3 shows the longer-term trend of US
key interest rates pointing downwards with lower interest rate
peaks in each new cycle and growing intervals between cycles.

CONSEQUENCES

If this argument is correct, a spillover of Japanese conditions to the
US can be expected, with significantly lower interest rates, flatter
yield curves and less momentum. Rate hikes occur less frequently
and later in the cycle, or are met by flatter curves and falling long-
term rates. Hints of tighter policy measures trigger falling interest
rates at the long end. However, this argument can probably only be
confirmed in the long term.

CRITICISM

Critics of this explanation point out that such a mistake by the
Fed does not fit with the still elevated inflation expectations and
record low real interest rates. They also point to the highest
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Figure 3: The chart shows the upper end of the range of the Fed Funds Target Rate since January 1990. Source: Bloomberg L.P.
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inflation and growth rates in many years. Proponents counter
that we are talking here about longer-term developments that
are not contradicted by the realisation of high inflation and
growth rates in the short term after the end of the recession.

WHAT SHOULD ONE PAY ATTENTION TO?

How do long-term interest rates and the slope of the curve react
when monetary policy tightening is indicated? If the argument
is valid, the announcement of a tightening of monetary policy
should lead to falling interest rates at the long end and a flatter
curve.

3. Collateral shortage

ARGUMENT

Another argument is increased demand for the safest global
government bonds due to an increasing scarcity of high-quality
collateral in the market. On the one hand, central banks have
been buying up government bonds on a large scale as part

of the pandemic programmes, and on the other hand, the US
government has taken on little new debt this year due to high
tax revenues and the reduction of holdings in its accounts at the
central bank at the same time as massive spending programmes
are flooding the economy with money.

In addition, the government has again reached the debt limit
as of 1 August 2021, and currently cannot take on any new debt

Volume in Fed reverse repo operations
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until that limit is formally raised. This makes the existing collateral
more valuable in the market and drives down its yield.

At the same time, relief for banks with regard to collateral
requirements expired in the USA in March, which the US
government had temporarily lifted a year earlier as part of
the Corona crisis. This has significantly increased demand for
collateral since March. Since high-quality collateral is needed,
among other things, in the repo market, which many market
participants use for short-term financing, a hunt for collateral
can trigger large reactions in interest rates.

CONSEQUENCES

The repo market is very large and at the same time non-transparent.
It is therefore difficult to make an accurate assessment of how
high the risks from the scarcity of high-quality collateral are. If this
assumes large dimensions, it can lead to sudden and sharp declines
in interest rates and trigger forced liquidations of risk assets.
However, it is unclear how high the risk is for such a reaction.

CRITICISM

The scarcity of quality collateral is widely acknowledged. Fed
Chairman Jerome Powell said so in a hearing before Congress, and
the Financial Times wrote an article on the subject in July'. But a
direct link is likely to be difficult to prove empirically. At the very
least, however, the argument explains why investors have to park
ever larger volumes of excess cash in the Federal Reserve's reverse
repo facility.
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Figure 4: The chart shows the accepted volume of the Fed's daily reverse repo operations in billions of USD.

Source: New York Federal Reserve Bank, Quoniam Asset Management GmbH

1) ., The horror scenario lurking in the plumbing of finance”, Financial Times, July 24, 2021
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WHAT SHOULD ONE PAY ATTENTION TO?

The situation is unlikely to ease before the expected increase in
the US debt ceiling in October or November, when short-term
debt securities are expected to be issued again on a larger scale.
Until then, the situation can be gauged by numbers regarding the
use of the reverse repo facility.

4. Sales by major investors from Japan

ARGUMENT

A completely different argument has been put forward by Morgan
Stanley research. According to this, the rise in interest rates in
Q1/2021 is said to have been caused primarily by sales by large
Japanese funds at the end of the Japanese fiscal year (as of March
31st each year). Analysts at the investment bank pointed out that
most of the Q1 rate hike occurred during Tokyo's opening hours.
If Japanese institutions found the now much higher yields, steeper
curves and low hedge costs attractive in the new fiscal year
starting April 1st, the decline in rates may also have been driven
primarily by Japan.

CONSEQUENCES

If the movement in interest rates were to be driven primarily by
large investors from one country, Japan, it would mean that all
explanations put forward would have to be reassessed and ex-
planations derived so far might have to be reconsidered. It would
also mean that one of the previously most liquid markets of all has
become so much more illiquid as a result of central bank intervention

that individual large investors can have a lasting influence on the
direction of the market over a longer period of time.

CRITICISM

While it is undisputed that large investors have an influence on
price movements in markets, it is unclear whether a single
investor can have such a lasting impact on treasuries. In recent
years, there have been repeated quarters in which Russia or
China have significantly reduced their holdings of US treasuries
without this being reflected in significant interest rate increases.
It remains to be seen whether liquidity has declined so much
since then that individual investors are now able to drive the
price noticeably.

To determine whether the decline in interest rates since early April
has been driven by Japanese investors, one can look at the intraday
composition of interest rate movements from 4 January 2021to
31 August 2021. Overall, US 10-year rates fell 0.44 percentage
point. In the six hours that the Tokyo market is open, the market
contributed 0.14 percentage point to lower interest rates, while
the rest of the time Treasury yields fell 0.3 percentage point. This
is roughly in line with the relationship between the trading hours,
so it is not necessarily possible to discern a dominant Japanese
influence in the price movements.

WHAT SHOULD ONE PAY ATTENTION TO?

Is there a clear divergence in yield movements overnight and
during the day? This would suggest that Asian investors are
driving the market in a particular direction.

OUTLOOK

The discussion shows that the market has looked with some
perplexity at the interest rate movement since the beginning

of Q2/2021, as it contradicted the prevailing narrative in the
market. Accordingly, numerous other explanatory attempts have
emerged in recent weeks to try to explain the declines in inte-
rest rates since April. It is important to stress that none of these

explanations is exclusive of the others and ultimately the market
move may also be the sum of a number of different reasons.

By looking at each, we can see what can be used to determine
whether a change in interest rates is consistent with each expla-
nation. The rest of the year in the interest rate markets promises
to be very interesting.

Dr Harald Henke
Head of Fixed Income
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Disclaimer

The use of investment services as well as investments in financial instruments are conjoint with risks.
For more information and guidance on opportunities and risks, please visit www.quoniam.com/riskstatement

This document was produced by Quoniam Asset Management GmbH (hereafter ‘Quoniam’) us-
ing reasonable care and to the best of our knowledge and belief. It is provided for information
purposes only and is for the exclusive use of the recipient. The opinions, appraisals and informa-
tion expressed in this document are those of Quoniam or derived from publicly available sources
at the time of writing and are subject to change at any time without notice. However, Quoniam
provides no guarantee with regard to its content, completeness and topicality.

This document is expressly not intended for use by retail clients within the meaning of Article 4 (1)
(11) of Directive 2014/65/EU (MiFID II). Excluding documents compiled for investment committee
meetings or those compiled in order to fulfil contractual obligations (e.g. reporting), this docu-
ment qualifies as marketing material that has been published for advertising purposes only. We
hereby expressly note, that the information provided does not constitute a statement of assets
in accordance with applicable investment law. Consequently, we advise the recipient to turn
themselves to the respective investment company.

For more detailed information, in particular a description of the mentioned funds’ risks and
rewards, please refer to the prospectus, the key investor information document and the most
recently published annual and semi-annual report. These publications are available upon request
and free of charge from the German payment and information agent DZ BANK AG (Frankfurt/
Main). The aforementioned documents constitute the sole binding basis for the purchase of
fund units.

The information contained herein does not consider any personal and financial circumstances of the
recipient. Therefore, it does not constitute an offer or a recommendation to buy or sell financial

instruments or banking services. Neither historical nor future performance simulations and finan-
cial market scenarios are a guarantee for current or future performance. We advise the recipient
to seek investment advice in order to ensure that information provided is in line with their own
circumstances.

This document has not been prepared in accordance with legal requirements designed to pro-
mote the independence of investment research. Further, it is not subject to any prohibition on
dealings ahead of the dissemination of investment research. As a consequence, information and
opinions herein must not be read as independent investment research.

This document shall not be reproduced or passed on to third parties either in part or in full with-
out the written permission of Quoniam.

Quoniam is authorised and supervised by the Federal Financial Supervisory Authority (Bundesan-
stalt fur Finanzdienstleistungsaufsicht) and is subject to limited regulation by the Financial Conduct
Authority. Details about the extent of our regulation by the Financial Conduct Authority are
available upon request.

Quoniam processes your personal data including your name, gender, postal address, email ad-
dress, phone number and job title within our business correspondence based on Article 6 par-
agraph 1 lit. b) and f) GDPR. Controller in terms of Article 4 number 7 GDPR is Quoniam Asset
Management GmbH, Westhafenplatz 1, 60327 Frankfurt am Main. For further information,
please read the data privacy section in our legal notices. If you do not want to receive further
information from Quoniam, then please send an email to dataprotection@quoniam.com

2021 © Quoniam Asset Management GmbH. All rights reserved.
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