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The 30-year Treasury yield has risen 19 basis points since June 23rd. This significant 
move in the longer-term bond was due to an assortment of factors, most notably central 
banker prattle. The upwards move in the German bund yields visibly had a major 
impact, as it carried competing U.S. yields higher too. Bond investors should be taking 
a more prudent stance amid renewed fears that central banks around the globe, 
including our Federal Reserve and the European Central Bank, are on the threshold of 
ratcheting down easy-money policy.  German bund yields climbed to 0.54 percent, the 
highest level in 18 months and over double the rate a year ago. It is a key change in 
bond price direction as the hawkish comments by global central bankers are now 
impacting the fixed income markets in a stark manner.  
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In our view, European Central Bank (ECB) President Mario Draghi has been a 
principal culprit for the large move up in yields. The ECB chair hinted last week that 
the dynamics suppressing inflation could be short-lived. This commentary immediately 
jolted the bond markets as traders adjusted to the new potential direction in European 
rate policy.  As the ECB’s quantitative easing program is scheduled to end in 
December, it looks as if the target is not only on track, but might be moved forward. As 
for the U.S. markets, U.S. Treasury bonds have been tamed by low interest rates across 
the globe for years and as foreign buyers have been attracted to our country’s higher 
yields.  The losses as bond yield move up are having a large impact on hedge funds that 
have been quite bullish on bonds, expecting yields to fall further.  The quick reversal in 
yields caught many hedge funds off guard. Open interest in September long-bond 
futures has cascaded by nearly $4 million since the end of the month. As the hedge 
funds have liquidated their holdings, this has assisted in bond prices falling. This 
despite the fact that inflows into exchange traded bond funds continues. As of 
Thursday, July 6th, bond ETFs had inflows of $2.7 billion during the week.  

Furthering the ECB commentary was strong results from the Labor Department last 
Friday. The Labor Department reported the U.S. economy created 222,000 new jobs in 
June. This was starkly above the consensus reading by most economists of 179,000.  
The unemployment rate remained low, at 4.4%. The strong job gains stood out as many 
of the latest data points in the economy have been poor.  Our view is that the trend has 
now slightly changed.  When the European Central Bank President made his 
commentary and the ECB released the minutes from its June monetary policy 
statement, it looked quite hawkish to our team. It indicated that policymakers were now 
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The PVG Flexible 

 



Corporate Bond 
portfolio seeks a 
high monthly 
income, viable 
total return, as well 
as protection from 
turbulent financial 
markets. It is 
suitable for income 
oriented investors, 
who also seek 
appreciation, but 
are uncomfortable 
with substantial 
bond market risks. 

 

Research is also 
focused on broader 
macroeconomic 
risks, including 
credit and interest 
rate risks. The 
issues within the 
portfolio will 
consist primarily 
of A, BBB, and 
BB rated corporate 
bonds that the 
portfolio manager 
believes are 
undervalued. 
Additional assets 
such as Treasury 
securities may be 
added to mitigate 
risk and to take 
advantage of 
interest rate trends. 

 

 

 

 

thinking about finally exiting the expansion phase of the bond-buying program. It 
might finally mark the end of “easy” policy on a global basis. The Federal Reserve 
June minutes then confirmed consensus that a reduction in the balance sheet was in the 
cards for later this year. This despite the continued lack in inflation and additional 
sluggish wage growth. Wage growth in June fell below expectations and continues to 
confound many economists. May’s wage growth figures were also lowered to 0.1%. 
Despite these weaker figures, pressure on bond prices from the lack of ECB purchasing 
and a reduction in the Fed balance sheet will only continue. 
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Corporate bond yields have also climbed along with U.S. Treasury bonds. Corporate A 
rated bonds (chart above) have climbed by 13 basis points over the past two weeks. 
However, these bonds have maintained a steady average yield over the past eighteen 
months. The yield is nearly the same as in early 2016.  This is in stark contrast with the 
lower rated high-yield bonds, or CCC rated. The yield on these bonds has collapsed by 
9 percent over the past eighteen months. We are very wary of investing in the lower 
graded category given this stark contraction in yield spreads in junk bonds.  We think 
the best opportunity within the corporate bond universe now resides in A rated and 
upper end BBB+ bonds.  

The latest popular GDPNow model from the Atlanta Fed is forecasting real GDP 
growth in Q2 of 2.7 percent. This is a reduction from 3.0 percent on July 3rd. We had 
lower expectations going into the third quarter. But with a strong employment report 
and a June ISM Non-manufacturing index of 57.4%, up from 56.9% in May, we think 
the economy is on track to hit that GDPNow number. Our Federal Reserve should have 
the green light for another interest rate increase this year.  We expect interest rates on 
the 10-year Treasury bond to continue to be range bound between the 2.12 and 2.62 
lows/highs set over the preceding twelve months.  As corporate spreads are tight across 
the board, we anticipate minimal spread contraction through the third quarter.   Janet 
Yellen is scheduled to deliver the semi-annual Monetary Policy Report to Congress this 
week. We expect no surprises during her testimony, especially given the latest jobs 
figures.  
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