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Yields to see gradual rise, uptrend still intact
We expect the UST10 yields to rise gradually and will not witness the same velocity of movement that
was initially envisaged at the start of the year had there been real inflation fear.
Hence, we have taken a slightly easy tone with respect to the inflation outlook. The current rise in
inflation is more of transitory although we maintain the reflationary tagline. And our view is also that
the market could be over-reacting to the spread of Covid-19’s Delta variant and the effectiveness of the
vaccines. This is reflected by the markets suddenly seem to price in for a lower neutral policy rate.
We now expect the UST10 yields to touch 1.80% by year-end from our forecast of 2.00% at the start of
2021. Although lower than the earlier projection, the trend remains upwards.
And the lingering question is whether the expected rise in yields, even if less severe than initially
expected, will slow down the rise in equity markets. And what happens if the UST10 yields reach our
initial projection of 2.00%? With a sharp upward adjustment of 60–70 basis points to take place over the
coming months, this will weigh on the equity markets as investors will flock into safe assets.
The 10-year US Treasury yields (UST10), which act as a key reference point for global assets around the world,
fell to 1.18% earlier in August following a sharp rise of debt prices. It happened despite the US economy
recovering strongly and growing signs that the US Fed is on the edge of rolling back its stimulus programme,
which typically should send yields rising (Chart 1).
Chart 1: UST 10-Year & MGS 10-Year

Chart 2: UST 10-Year & S&P 500 (’00)
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The trajectory of the UST10 plays an important role for global investors in the fixed income market and is crucial
for the future of stock rallies in the US and elsewhere (Chart 2). There is now renewed focus on the outlook of
the UST10 after a rally during the summer in the US$22 trillion US government bond market blindsided much of
Wall Street.
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•

Many, including us, were forced to revisit our earlier prediction that the UST10 yields would reach 2.00% by the
year-end. This is despite the yields rebounding from a low of 1.18% to 1.34% on 25 August (Chart 1).

•

While the data may have lost some momentum, it is hardly a reason for rates to be where they are now. Current
levels are more in line with a dimmer economic recovery. And it would in turn justify a much more limited central
bank tightening.

•

We found from our research and observation that the yields are expected to rise gradually and not sharply. This
means the upwards trend on the yields will not witness the same velocity of movement that we would expect
had there been real inflation fear (Chart 4). Hence, we are taking a slightly easy tone with respect to the inflation
outlook, expecting the current rise to be transitory. This is despite the uncertainties of a big “if” of inflation
numbers rising steadily and the Fed’s failure to manage that effectively (Chart 3).
Chart 3: Effective Fed Funds Rate (% y/y)

Chart 4: Inflation & Core Inflation (%)
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•

Besides, we are of the view that the US Fed’s willingness to tighten monetary policy should also help keep a lid
on inflation expectations Inflation is the focus of bond investors since it cuts into the income streams that the
assets provide. This would mean a more subdued price growth in the future which should help ease the longer
term pressure on Treasuries if the Fed is to experience higher inflation.

•

Furthermore, the market could be over-reacting to the spread of Covid-19’s Delta variant and the effectiveness
of vaccines although generally, the vaccines are still being viewed as highly efficacious against the variant. There
are some concerns that the economic recovery could lose some steam as it plays out in the economic data.

•

And also the markets seem to be pricing in a lower neutral policy rate which we find rather out of place. If the
view is that the Fed is hiking rates, we expect this to happen in 2023. Policy rates will potentially reach prepandemic levels (when they were at 1.25%), then this is an exaggeration. And so we maintain our reflation
tagline, especially when the market gets more comfortable with the Delta variant.

•

Hence, we envisage the US Treasuries to hover around the current levels for a brief period. As talk of tapering
starts to intensify between the period of August and December, both the front and the back ends of the yields
could start moving higher. Investors’ positioning is now close to neutral in government bonds.

•

With economic surprises emerging, it has opened the door for a slower rise in the UST10 yields as opposed to
the earlier forecast. We now foresee the UST10 yields touching 1.80% by year-end, a level that appears to be
comfortable for us. But the new level is lower than our previous projection of 2.00% at the start of the year.
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Meanwhile, the lingering question is whether the expected rise in yields, even if less severe than initially
expected, will slow down the rise of equity markets. As we know, stocks are generally sensitive to the level of
bond yields. With the outlook of lower yields, it should make the potential equity returns more attractive.

•

On the other hand, if our initial projection of 2.00% materializes, there are strong possibilities it could cause
some volatility in the equity markets. It is not just how much the rise is but also how fast the yields rise. Should
that happen in a short period of just a few months, then it could disrupt the equity markets.

•

Besides the incoming economic data, the other emphasis is on the timeline towards tapering the Fed’s bond
purchases. The US infrastructure spending package is another catalyst to lift yields in the near future.

•

With yields expected to rise to around 1.80% towards the rest of the year, this could dampen the equity markets.
Investors will be expected to flock back to safe assets. Hence, there is a need to focus on this association between
UST10 yields and equity markets. For the UST10 to reach the 2.00% level from where it is now, it needs a sharp
upwards adjustment of about 60–70 basis points over the coming months.
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DISCLOSURE AND DISCLAIMER
This report is prepared for information purposes only and it is issued by AmBank (M) Berhad (“AmBank”) without
regard to your individual financial circumstances and objectives. Nothing in this report shall constitute an offer to
sell, warranty, representation, recommendation, legal, accounting or tax advice, solicitation or expression of views
to influence any one to buy or sell any real estate, securities, stocks, foreign exchange, futures, investment or
other products. AmBank recommends that you evaluate a particular investment or strategy based on your
individual circumstances and objectives and/or seek financial, legal or other advice on the appropriateness of the
particular investment or strategy.
The information in this report was obtained or derived from sources that AmBank believes are reliable and correct
at the time of issue. While all reasonable care has been taken to ensure that the stated facts are accurate and
views are fair and reasonable, AmBank has not independently verified the information and does not warrant or
represent that they are accurate, adequate, complete or up-to-date and they should not be relied upon as such.
All information included in this report constitute AmBank’s views as of this date and are subject to change without
notice. Notwithstanding that, AmBank has no obligation to update its opinion or information in this report. Facts
and views presented in this report may not reflect the views of or information known to other business units of
AmBank’s affiliates and/or related corporations (collectively, “AmBank Group”).
This report is prepared for the clients of AmBank Group and it cannot be altered, copied, reproduced, distributed
or republished for any purpose without AmBank’s prior written consent. AmBank, AmBank Group and its respective
directors, officers, employees and agents (“Relevant Person”) accept no liability whatsoever for any direct, indirect
or consequential losses, loss of profits and/or damages arising from the use or reliance of this report and/or further
communications given in relation to this report. Any such responsibility is hereby expressly disclaimed.
AmBank is not acting as your advisor and does not owe you any fiduciary duties in connection with this report. The
Relevant Person may provide services to any company and affiliates of such companies in or related to the
securities or products and/or may trade or otherwise effect transactions for their own account or the accounts of
their customers which may give rise to real or potential conflicts of interest.
This report is not directed to or intended for distribution or publication outside Malaysia. If you are outside Malaysia,
you should have regard to the laws of the jurisdiction in which you are located.
If any provision of this disclosure and disclaimer is held to be invalid in whole or in part, such provision will be
deemed not to form part of this disclosure and disclaimer. The validity and enforceability of the remainder of this
disclosure and disclaimer will not be affected.
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