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Investors bet on long bonds in search for yield

The long maturity Treasury bond has proved fruitful as investors fret about volatile markets,

stagnant growth and sliding inflation.

— The Markit iBoxx $ Treasuries 15+ index has returned 8.24% so far this year
— The 2s30s US Treasury bond yield basis is close to tightest since the financial crisis of 2008
— FI ETFs tracking long maturity bonds have seen $3.8bn of inflows so far in Q1 2016

Market volatility and depressed inflation
expectations have shifted fixed income
investor sentiment towards long maturity high
credit quality bonds in search for yield.
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The Markit iBoxx $ Treasuries 15+ index has
returned 8.24% so far this year as the 30-yr
US treasury bond yield has fallen from 3.03%
to 2.66% according to Markit's bond pricing
service. In comparison, short term US
treasury bonds, heavily influenced by the Fed
funds rate, have seen paltry returns in
comparison. The Markit iBoxx $ Treasuries 1-
3+ index returned 0.75% so far this year,
despite a fall in short term yields as further
rate hike expectations faded into the future.
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Investors favour long bonds
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The returns have proved fruitful for investors
who have been piling into longer maturity
bonds via ETFs. According to Markit ETP
there has been $3.6bn of new inflows into
fixed income ETFs since 2016. This is set to
be the biggest quarterly inflow on record.

With investors shunning the riskier, higher
yielding side of the bond market, investors
have turned their attention towards longer
maturities in search for yield. Safe from
inflation eating into returns (for now), US
treasuries have been the first in line for
investors, but high quality corporate issuers
have also seen much demand. Apple, the AA
rated tech giant, recently issued a 30-yr bond
at around 215bps over treasuries to an
oversubscribed order book.
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US yield curve flattens

The demand for longer maturities has
however not been a recent phenomenon. The
past few years have seen a dramatic shift in
the term structure of US interest rates.
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Since the start of 2014, only the 2-yr maturity
has seen a widening in yields, every other
maturity cohort has seen a fall with 20-yr US
treasuries experiencing the biggest with
156bps. No inflation, suppressed term
premiums and the prospect of higher short
term rates has pivoted the US treasury curve
clockwise.
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The result has been a much flatter US
treasury curve, usually a sign of a slowing
economy, and sometimes a pre cursor to

economic recessions. The difference between
2-yr and 30-yr treasuries, sometimes referred
to as the 2s30s basis, has fallen to 1.92%, a
few bps off post financial crisis lows. Spurred
on by talks of negative interest rates, the
effects of a flatter US treasury curve have
already been felt in the banking sector, where
current  and  future lending  margin
expectations have been slashed.
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