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The most notable event shaping the U.S. bond market to start the New Year was the outcome of the 
Georgia Senate races, which created a 50/50 split between Democrats and Republicans. As many 
strategists expected, U.S. long-term rates are moving higher, reinforcing last year’s dynamics and 
leading the U.S. yield curve to steepen.  
 
On the back of this sizable steepening, we may see some corrective rally locally. New Treasury supply 
comes to the market this week with yields now some 20bps higher than last year and some investors 
may look to tactically add duration. In the medium term, however, it may make sense to lean lighter 
from a duration perspective and set up for a continued yield curve steepening bias as expectations of a 
US recovery take hold. Given the potential for corrective shifts, it may make sense to consider 
conditional structures to express these views. 
 
While a “Democratic sweep” that now gives the party control of the presidency, House and Senate may 
be perceived to pave a smoother path to major tax or legislative changes, perhaps such policy shifts 
are not so certain in light of Democrats’ narrow majority in the Senate and their widely varied policy 
views on the topics. However, it may be relatively easier for both wings to agree on fiscal expansion. 
Thus, in the near term, the direction and magnitude of rate moves are likely to hinge mainly on the 
prospects and size of fiscal stimulus. Currently, the market expects Democrats to pass further 
spending totaling around $750 billion; a larger package could then drive 10-year yields towards 1.25%, 
about 10bps above their current levels. 
 
While rates marching higher and the curve becoming steeper could potentially be disrupted by any 
unfavorable headlines shifting the tone to risk-off (e.g., COVID-related downturns, tax or regulatory 
changes viewed as non-supportive for the economy, foreign policy or trade), the perception of nimbler 
fiscal expansion potential would now be more likely to counteract such headwinds. This is because 
weaker data or negative events would likely inspire more stimulus.  
 
Inflation breakeven rates (the difference between the U.S. Treasury nominal and inflation-indexed 
security yields, a proxy for inflation expectations) have been rising over the last few months and this 

 A larger-than-expected stimulus package could drive 10-year U.S. Treasury yields towards 
1.25%, absent other unexpected events occurring. 
 

 Inflation breakeven rates will continue to rise for now, supported by the Fed’s intention to 
let inflation run higher for now. 
 

 Speculation that the Fed would want to extend the weighted average maturity (WAM) of 
asset purchases seems misplaced. 
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trend will likely continue for now. The Fed’s well-publicized new policy strategy is to let inflation run 
above target before considering tightening monetary policy. Ten-year inflation break-evens ended 
2020 just under 2% and are currently pushing towards near 2.10% (Chart).  
 

10-YEAR TIPS BREAK-EVENS 

Source: Bloomberg. As of January 10, 2021.  

 

We recently learned in the December FOMC minutes that there was strong support for maintaining 
the current schedule of Fed buying. There had been speculation that the Fed would look to extend the 
weighted average maturity (WAM) of purchases, but only a couple committee members indicated they 
were open to the idea. The Fed also seems to be getting comfortable with the idea of rising rates, as 
they care about real rates, which are still very low. Thus, a rise of long-term nominal rates driven by 
solid growth expectations should not worry the Fed as long as they can be also optimistic on inflation 
expectations. Considering these dynamics, a return to sub 1.00% yields on the 10-year and to a flat-as-
a-pancake curve out to 30 years seem unlikely in 2021.  
 
Unlike the long end, the front end should stay anchored near zero through the course of the coming 
year. Democratic congressional control should increase the size of additional COVID stimulus early in 
the year and there is potential for a larger spending package to implement President-elect Joe Biden’s 
agenda (infrastructure, green energy and health care expansion) later in the year. The additional 
spending will increase Treasury Bill supply and provide support for front-end rates. However, the 
large amount of excess reserves should  continue to exert downward pressure on front-end rates. 
There is still too much cash chasing too few assets. A yield curve steepening is in progress. 
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IMPORTANT INFORMATION 
Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are subject to change 
without notice, dependent upon many factors. Any prediction, projection or forecast is not necessarily indicative of the future or likely 
performance. Investment involves risk. The value of any investments and any income generated may go down as well as up and is not 
guaranteed. Past performance is no indication of current or future performance. PAST PERFORMANCE IS NOT NECESSARILY 
INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio compositions and or examples set forth in this document are 
provided for illustrative purposes only and are not indicative of any future investment results, future portfolio composition or 
investments. The composition, size of, and risks associated with an investment may differ substantially from any examples set forth in 
this document. No representation is made that an investment will be profitable or will not incur losses. Where appropriate, changes in 
the currency exchange rates may affect the value of investments. Prospective investors should read the offering documents, if applicable, 
for the details and specific risk factors of any Fund/Strategy discussed in this document.For Professional Investors/Institutional 
Investors only. This document should not be distributed to or relied on by Retail/Individual Investors. Barings LLC, Barings Securities 
LLC, Barings (U.K.) Limited, Barings Global Advisers Limited, Barings Australia Pty Ltd, Barings Japan Limited, Baring Asset 
Management Limited, Baring International Investment Limited, Baring Fund Managers Limited, Baring International Fund Managers 
(Ireland) Limited, Baring Asset Management (Asia) Limited, Baring SICE (Taiwan) Limited, Baring Asset Management Switzerland 
Sàrl, and Baring Asset Management Korea Limited each are affiliated financial service companies owned by Barings LLC (each, 
individually, an "Affiliate"), together known as "Barings." Some Affiliates may act as an introducer or distributor of the products and 
services of some others and may be paid a fee for doing so. 
 
NO OFFER:  
The document is for informational purposes only and is not an offer or solicitation for the purchase or sale of any financial instrument 
or service in any jurisdiction. The material herein was prepared without any consideration of the investment objectives, financial 
situation or particular needs of anyone who may receive it. This document is not, and must not be treated as, investment advice, an 
investment recommendation, investment research, or a recommendation about the suitability or appropriateness of any security, 
commodity, investment, or particular investment strategy, and must not be construed as a projection or prediction. 
In making an investment decision, prospective investors must rely on their own examination of the merits and risks involved and before 
making any investment decision, it is recommended that prospective investors seek independent investment, legal, tax, accounting or 
other professional advice as appropriate. Unless otherwise mentioned, the views contained in this document are those of Barings. These 
views are made in good faith in relation to the facts known at the time of preparation and are subject to change without notice. 
Individual portfolio management teams may hold different views than the views expressed herein and may make different investment 
decisions for different clients. Parts of this document may be based on information received from sources we believe to be reliable. 
Although every effort is taken to ensure that the information contained in this document is accurate, Barings makes no representation or 
warranty, express or implied, regarding the accuracy, completeness or adequacy of the information.  
 
OTHER RESTRICTIONS:  
The distribution of this document is restricted by law. No action has been or will be taken by Barings to permit the possession or 
distribution of the document in any jurisdiction, where action for that purpose may be required. Accordingly, the document may not be 
used in any jurisdiction except under circumstances that will result in compliance with all applicable laws and regulations.  
Any service, security, investment or product outlined in this document may not be suitable for a prospective investor or available in their 
jurisdiction.  
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