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The Long and Short of Interest Rates
When the week started, it appeared that short-term rates would be the ‘story of the week’ due to a planned drain
of Treasury cash (See “Are Negative Rates Coming Despite Fed Opposition”, below.) However, on Thursday, longterm rates took center stage as the 10-year yield jumped from a 1.38% close on Wednesday, to an intraday high
of 1.61% on Thursday. That is a frightening rise of almost .25% within a matter of hours. Rates have been steadily
heading higher through February, but this was a shocker and the catalyst appeared to be a very ugly Treasury
auction of 7-year notes, which was described by some as ‘the closest we have ever come to a failed Treasury
auction’.
The situation eased on Friday and the post-mortem appears to conclude that the crazy action on Thursday was
due more to ‘technical factors’ than any real change in the expectations for reflation of the economy or
inflation. The very poor auction set traders off to quickly de-risk portfolios, causing a temporary liquidity crunch
in futures markets, which exacerbated the rate move. We are drawing two conclusions:
1. Inflation concerns are real and are having a real impact on fixed income markets globally and that has
not changed because of the craziness on Thursday.
2. The idea that we can have a liquidity issue in markets that have been absolutely flooded with liquidity
for the last year is a sign of how truly fragile our financial system has become.
This five-minute Bloomberg interview with Mohamed El-Arian will provide further context.

Are Negative Interest Rates Coming Despite Fed Opposition?
While the focus of the bond markets has been on the rise in longer-term rates. Somewhat in the background,
there has also been some action in short-term rates, which have been cut in half from already very low levels.
There is increasing chatter that we are about to experience negative short-term rates in the U.S. which is a place

the Fed has emphatically said it does not want to go. What is happening is that some announcements from the
new Treasury Department are putting the Fed in a tough spot. The Fed claims it has the tools to respond, but this
could require even more Fed intervention into markets and in in the manner to which we have become
accustomed. This could require the Fed to tighten monetary policy. Here is what’s going on.
In the wake of the pandemic, the Treasury borrowed huge sums of money to fund the $2 trillion CARES Act for
COVID relief and presumably in anticipation of more money being needed. Although we are now considering
another $1.9 trillion stimulus package, much of the money raised by the Treasury during the emergency last
Spring was never spent and sits at the Federal Reserve, to the tune of about $1.5 trillion. (See the chart below)

The Treasury has announced that it will reduce this cash surplus to under $500 billion by mid-year. This liquidity
drain at the Treasury is a liquidity faucet for the banking system and assuming the Fed continues to buy $120
billion/month in QE (Quantitative Easing), we could see a liquidity increase of truly massive proportions, to the
tune of about $1.6 trillion.
The concern is that his flood of liquidity will drive short-term rates even lower and into negative territory, which
potentially complicates matters for the Federal Reserve and the economy. The ECB embraced negative rates
following the Great Financial Crisis (GFC), but the results have not been as effective as anticipated. The Fed wants
to avoid those issues and may need to intervene in markets yet again, to prevent that from happening. We do not
view this as a good situation. We are not anxious for the U.S. to embrace negative rates, but we are not fans of
further intervention either. At some point we need the Fed withdraw intervention and allow markets to
function on their own once again, although we are nowhere close to that point.
What can the Fed do? Here are some possibilities.
1. It can purchase more long-term bonds and thus reduce the purchases of short-term bonds. This would
reduce the influx of liquidity into the system.
2. They can ratchet that up further by resurrecting Operation Twist from the aftermath of the GFC and sell
short-term debt and buy even more long-term debt. This is essentially option one on steroids.
3. Reverse repos (reverse repurchase agreements) can also reduce liquidity as the Fed would provide
Treasury Bills to banks in exchange for cash.
4. The Fed can also increase the rate it pays on bank reserves, which would create an incentive for the
banks to hold the cash, rather than lend it.

It is clear that the decline in short-term rates is anticipating this issue, but we don’t think it will blossom into a
calamity as the Fed is well aware of what is happening. In fact, in Congressional testimony this week, Chairman
Powell was specifically questioned on this topic.
In an odd way, this might actually help the Fed. We have speculated that at some point the Fed would
implement Yield Curve Control (YCC) to hold down long-term rates. Some of the options above would allow
them to effectively begin YCC without calling it YCC and in the process keep a lid on long-term rates too.
What is disheartening is that after all this time, we are still in a position where Fed intervention is necessary, which
implies we are a long way from returning to ‘normal’ markets.

Gold vs. Digital Gold
We are regular readers of a daily email from Bloomberg titled “5 things to start your day”. This week it touched
on a topic that has been bothering us a bit – the concept of Bitcoin as ‘digital gold’. The relationship is not one
that we put much stock in. After a very strong 2020, the recent malaise in gold is understandable based on
historical factors that have nothing to do with Bitcoin.
Over the long-term, gold has been a very reasonable store of value, even as it sometimes strays from that
function for periods of time. To put that in perspective the price of gold in 1930 was about 20.65, giving a kilo of
gold a value of about $728, more than enough to buys a well-appointed 1930 Chevy Six, which had a price of $555
to $755. Today, a kilo of gold, based on a gold price of $1800/oz, has a value of over $63,000, more than enough
to buy a well-appointed Chevy Impala, or even an SUV. At least in this example, gold has held its value extremely
well unlike the currency sitting in your wallet, which seems to have no limit to supply.
Gold has thousands of years of history as money. While the supply of gold can increase, those increases are
constrained by the increasing difficulty of finding and mining gold economically. This supply constraint has made
gold a better store of wealth than fiat currency (paper money) over the years. Bitcoin has a permanently fixed
supply, which has led to comparisons with gold, and Bitcoin is often described as ‘digital gold’ by proponents.
Bitcoin prices have accelerated rapidly over the last few months while the price of gold has languished. That has
raised the question of whether Bitcoin is stealing golds’ thunder and is becoming digital gold. We think the
Bloomberg story correctly concludes that there are some very good reasons why gold has languished, none of
which relate to Bitcoin.
Historically, there have been periods when gold has performed well and when it has performed poorly. Unlike
bonds, gold does not pay interest or dividends, so the lower rates go, the more attractive gold is on a relative
basis. On the other side of that coin, as rates rise, gold tends to weaken because it is less attractive on a relative
basis. The chart on the following page shows this relationship graphically. The gold price is the yellow line and the
10-year Treasury Note rate is the white line. Note that the 10-year yield is graphed on an inverted scale, meaning
that the white line goes down when rates are rising). The correlation here is clear – When rates go down, gold
tends to strengthen and when rates go up, gold tends to weaken. More important, it shows that his valuation
relationship has not been altered by the emergence of Bitcoin as an asset class.

As an inflation hedge, higher gold prices are connected to a weaker dollar. This makes sense because a weaker
dollar is inflationary (it makes imported goods more expensive). The value of the dollar, relative to other
currencies, is related to the relative level of interest rates. Higher U.S. interest rates, as compared with other
countries, will tend to strengthen the dollar as foreign investors choose to buy the stronger (appreciating) currency
and receive better yields. Conversely, lower U.S. yields will tend to weaken the value of the dollar.
The implication is that gold is acting as expected and Bitcoin is off on its own, unrelated to gold. It would then
also follow that Bitcoin is simply another speculative asset class responding to excess market liquidity and is
therefore unlikely to be an effective hedge for equity risk. Gold, on the other hand, appears likely to retain its
place has an inflation hedge and a strong diversifier for portfolios.

What We're Reading
Big moves and liquidity woes in a U.S. bond 'tantrum without the taper’
Inflation bets, poor auction send yields up to new milestones
What's in the $1.9 Trillion House COVID Relief Bill?
Fed Chair Powell faces a bond dilemma as the economy recovers (2 min. video)
Power market credit crisis looms as Texas bills come due
People’s desire to get out will drive economy forward (4 min. video)
How Global Health and Wealth Has Changed Over Two Centuries (1 min. video)
MMT Is Fake Economics
Saudi crown prince approved operation to capture or kill Khashoggi
SEC suspends trading in 15 securities due to 'questionable' social media activity

Markets This Week
There is not much green on the screen this week. The Energy sector still managed to have a very respetable gain
ofr the week, depsite a late week meltdown that affected all sectors. Energy continues to lead the market higher
this year. Commodities, Industrials, and Financials also eeked out gians for the week. The list of substantial loseres
is long this week, but the standouts were growth indexes and Emerging Markets. Utilites were also hit hard as
bond yields become more competitive with income stocks. Bonds were also weak across the board.
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S&P 500 (SPY)

-2.48%

1.73%

20+ Yr. Treasuries (TLT)

-0.10%

-9.16%

Consum er Disc. (XLY)

-4.99%

0.23%
0.52%

Dow (DIA)

-1.74%

1.43%

Barclays US Aggregate (AGG)

-0.43%

-2.25%

Info. Technology (XLK)

-3.94%

NASDAQ (QQQ)

-5.10%

0.13%

Interm ediate Municipal (MUB)

-1.01%

-1.22%

Financials (XLF)

-0.31%

9.60%

Russell 1000 Grow th (IWF)

-4.48%

-0.82%

US Corporate Bonds (LQD)

-0.68%

-4.05%

Health Care (XLV)

-1.57%

-0.73%

Russell 1000 Value (IWD)

-0.99%

5.00%

Barclays US High Yield (HYG)

-1.21%

-0.62%

Utilities (XLU)

-4.97%

-6.92%

Vanguard Mid-Cap (VO)

-3.01%

4.84%

Industrials (XLI)

-0.41%

2.33%

Vanguard Sm all-Cap (VB)

-2.58%

8.30%

Energy (XLE)

4.27%

27.04%

International Equities
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Materials (XLB)

-2.00%

1.60%

1 w eek

YTD

Consum er Staples (XLP)

-2.53%

-6.15%

MSCI EAFE (EFA)

-2.94%

1.44%

Com m odities (PDBC)

1.46%

13.89%

Com m . Services (XLC)

-1.26%

6.06%

MSCI Em erging (EEM)

-6.61%

3.99%

Gold (GLD)

-3.11%

-9.28%

REITS (VNQ)

-1.18%

3.46%

Hom ebuilders (XHB)

-3.66%

7.63%

The table above is an analysis of the weekly and year to date returns of various markets/sectors that we follow (More RED = worse performing
markets/sectors; More GREEN = best performing markets/sectors). Source: IEX Trading & PWM Research.

Retirement Planning:
11 Money Moves to Make in the Decade Before You Retire
It’s your last chance to get your affairs in order and make sure you have everything set up for a
comfortable retirement.

Tax Planning:
Five Ideas for Your Tax Refund
Yes, a large refund is a forced savings strategy, but there are better ways to save if you can manage
to be a bit disciplined.

Health:
COVID-19 Vaccine Hesitancy: 12 Things You Need to Know
Getting a COVID-19 vaccine is a personal choice. To support you as you make your decision, here are
12 facts and insights from Johns Hopkins Medicine.

Entrepreneur:
The Research & Development Tax Credit - What Small Businesses Need To Know
The R&D credit is often overlooked by small businesses and their return preparers, it’s not as easy to
qualify for the credit as some of these companies want small business owners to believe.
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