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Against this backdrop, bond investors seem to be concluding 
that while rates may stay low in the short term, they’re going 
to start reflecting expectations of stronger growth and higher 
inflation in the longer term. The result? The yield curve has 
steepened — which is to say, the yields on longer-dated bonds 
have risen relative to those on shorter-dated bonds. In fact, the 
US yield curve has been pushed to its steepest level since 2015. 
We see this as no bad thing: a steeper yield curve often signals 
that the economy is expanding or recovering. 

Buying longer-dated debt

We took advantage of the steepened yield curve to buy bonds 
in areas that we have avoided in past months, or kept only small 
holdings in, because we thought prices were previously too 
expensive. Namely, longer-dated, safer government bonds that 
are more sensitive to changes in yields/interest rates. As yields 
began to spike, we bought the UK Treasury 1½% 2047 and 
topped up this exposure towards the end of the month as yield 
curve steepening intensified. 

We ventured into new territory for our fund by buying the 
iShares China CNY Bond ETF, which is invested in Chinese 
government and policy bank bonds (the latter are issued 
by government-controlled institutions that lend to official 
projects). The ETF provides an accessible way to gain exposure 
to these bonds, which are now included in one of the world’s 
most important global bond indices. China is a highly rated 
sovereign and these bonds offer an attractive yield relative to 
high-quality alternatives. 

We also bought bonds issued by UK supermarket Iceland 
4.375% 2028. The group has sharply increased sales as its focus 
on frozen foods and smaller stores on local high streets has 
proved popular with consumers keen to stock up their freezers 
during lockdowns, while also shopping close to home. 

It’s now a full year since COVID-19 started to 
shut down the global economy and financial 
markets went into a tailspin about how dire 
things might get. Investors responded by 
piling into the safest government bonds, 
driving up their prices so that their yields 
had plunged by late March last year. 

Big bond moves in a short month

Since then, bond yields have been rising with each positive 
development on the vaccine front and the decline in COVID 
spread rates (when bond prices rise, yields fall). This February, 
the trend accelerated sharply as markets started to anticipate a 
red-hot recovery when the world opens up again. This prompted 
a torrid month in usually relatively staid government bond 
markets. Selling pressure began in the US, with the 10-year 
Treasury yield rising by more than 30 basis points (bps) to 1.40% 
over the month. The 10-year gilt yield also surged. Having started 
February at 0.32%, it had hit 0.82% by month-end. 

Credit spreads — the extra return above government bond yields 
for taking on the risk of default — ended the month pretty much 
where they’d begun. The iTraxx Crossover European high yield 
spread index started February at 270bps and ended it at 265 bps.  

Inflation and a steeper yield curve 

As bond yields have been rising, so too have market 
expectations about inflation levels. Bond investors have grown 
increasingly concerned that reflation (a recovery in prices as 
economies get back to full tilt) could morph into full-blown 
inflation as pent-up spending suppressed by lockdowns is 
suddenly unleashed.

In more normal times, an inflation spike might be expected 
to drive up interest rates. (higher rates can tame rising 
prices because they make it more expensive to borrow and, 
therefore, curb propensity to spend.) In our current exceptional 
circumstances, central banks around the world have been keen 
to provide reassurance that rates aren’t going to rise anytime 
soon. US Federal Reserve (Fed) Chair Jerome Powell showed that 
the Fed isn’t in any rush to raise rates when he recently stated 
that it could take more than three years before the Fed reaches 
its inflation goal of 2%. 



Jam today, but will it be gruel tomorrow?

Towards the end of February, we got the first big leaks about 
Chancellor Rishi Sunak’s much anticipated 2021 budget. 
Unsurprisingly, these signalled that the government is going 
to continue spending its way out of trouble. Lots of the 
Chancellor’s policy proposals focused on extending current 
emergency support to people and businesses. This is in line 
with Prime Minister Boris Johnson’s recent pledge that his 
government wasn’t planning to “pull the rug out” from under 
anyone and would “continue to do whatever it takes to protect 
jobs and livelihoods” during the phased exit from lockdown. 

But the Chancellor was also keen to stress that the spending 
binge can’t last forever. This marks a different tone from many 
of his counterparts in other countries, who assiduously avoid 
talking about how they plan to repay the money they’ve 
borrowed to keep things going until the recovery firms up. Our 
economy may be one of the first to open up again (given how 
speedily we’re vaccinating people against the virus). But we 
may also be one of the front-runners in terms of trying to claw 
back the cost of paying for pandemic support.

This could be risky. If taxes are increased and spending is cut 
too quickly, we think this could throttle a fragile recovery. The 
Chancellor will need to tread very carefully in coming months!
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