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Long-Term US Rate Market is Broken, not Rigged  
 
The unsound money show (Chief Powell press briefing) and the anti-trust vs. Big 
Tech Monopoly show (4 CEOs testifying to Congress) conflicted on July 29.  
Viewers had to choose which to see live.  Hopefully most made the right choice, 
which was Big Tech.  They would have been rewarded with some seeds of 
optimism, that once again, an assault is to be made on monopolies, which will 
unleash forces of creative destruction and lift economic prosperity.  There were 
also grounds for foreboding – a new regulatory assault by progressives which 
would in some respects please the monopolists.  By contrast, the unsound 
money show had nothing new for audiences and no remission of gloom.    
        

Even so, nothing new means another chance to reflect. 
        

Number one reflection:  The long-term rate markets are now behaving, and 
Chief Powell speaking as if the Fed has absolute and persistent power to 
determine prices, and thereby rates.  This is not the case, as we will show below.          
 
The question never put to Chief Powell 
        

The big missing question for Chief Powell from any of the assembled journalists 
in cyberspace: ‘Mr. Chairman, you at the Fed have made the long-term interest 
rate market dysfunctional, and have corrupted its signalling mechanisms on 
which free-market prosperity depends. Market frenzies in the middle of a 
recession, massive mal-investment, are the obvious consequences.   How is this 
key capital market ever going to be repaired?   When are you going to get out of 
the way and allow this market to recuperate from its present deep malaise?’ 
       

With no answer in prospect from Chief Powell and the question never to be put, 
let’s seek to explore this question anyhow. We do not need to wait for the 
promised “review of the monetary framework” to be published ahead or at the 
next Fed show. That review is a total sham exercise whose contents are already 
known by all. The outcome is more flexible inflation targets and a review of non-
conventional tools including the notorious “yield curve control”, all designed to 
wring even more monetary repression tax and ultimately inflation tax out of 
savers. 
        

 In a well-functioning long-term rate market, the interplay of totally 
decentralized demand and supply for savings would be the critical determinant.   
Improving investment opportunity would mean higher long-term rates, as 
would strong consumer or government demand for credit (non-monetarily 
financed).  Higher savings would mean lower long-term rates.    
        

There would be no continual speculation in the long-term rate market about 
what was happening or likely to occur in the money markets.   Rates there would 

Executive Summary 
 

If it ain’t broke, don’t fix it. 
 

Well, the long-term US fixed-rate 
market is now broke, dysfunctional 
and all signalling functions 
corrupted by Federal Reserve 
manipulations. 
 

But there will be no fix any time 
soon.   Instead the Powell Fed is 
promising an intensification of the 
2 per cent inflation standard and a 
sharpening of non-conventional 
operating tools. 
 

Much of the Fed’s apparent power 
to manipulate long-term rates is, in 
fact, phoney – it depends on 
market-participants believing it has 
the power when it does not.   This 
is an Emperor’s New Clothes Story.   
And so long as it plays, there is a 
dynamic instability in this 
marketplace. 
 

The view here is that when a robust 
economic recovery emerges and/or 
when consumer price inflation 
pressures build, the Fed cannot 
prevent a sharp rise in long-term 
rates.   This prospect will, at times 
frighten markets, even well before 
those new possible realities 
emerge. 
 

Meanwhile, the broken long-term 
interest rate market spreads havoc 
in the broader marketplace and 
global economy.   Read on!   
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fluctuate continually under the influence of market forces continuously bringing 
demand for the monetary base into line with supply.     
 
Why has the Fed broken the long-term rate market?   
       

The present reality is far distant from this.   In this pandemic, central banks led 
by the Fed have destroyed what was left of any small signalling mechanisms in 
long-term rate markets.  Why have they done this?   
       

The number one answer here is to keep down the cost of massive government 
borrowing.  
      

In the case of the US, taking the size of this latest pandemic emergence plan’s 
final total at say 1.5 trillion dollars, the federal government deficit is set to reach 
18% of GDP this fiscal year (to end September), and 10% next year.  
Correspondingly the Federal debt to GDP ratio rises to over 100% of GDP by the 
end of this calendar year.   If annual deficits remain at around 5.5% of GDP from 
2022-2030, then the debt to GDP ratio would rise to 120% of GDP by the end of 
the decade.    
        

Even before the pandemic, the US Federal government was set to run a record 
peacetime deficit at the peak of the business cycle amounting to over 5 per cent 
of GDP.  Most simulations show that at long-run trend real growth rates of 2 per 
cent for the US economy and a real interest rate averaging 1-2 per cent per 
annum, stabilization of the debt to GDP ratio would have required raising taxes 
by around 3 to 4 per cent of GDP. This amount equates to 20 – 25 per cent of 
present receipts of the Federal government.    
         

In principle, tax collections could take the form in a part of monetary repression 
by keeping interest rates well below the level they would reach under sound 
money and windfall levies stemming most plausibly from unanticipated jumps 
in inflation.    
         

There is much leeway along the way here.   Stabilization of the debt to GDP ratio 
could occur at a level well above today.  The eventual rise in taxation in its 
various forms would be higher, but it could be delayed.   Much would depend 
on the appetite for US government debt and its attractiveness relative to other 
assets.           
          

It is plausible that at present, the mood of the market is to overestimate how 
much the Federal Government can raise in the form of monetary repression tax.  
And also, to exaggerate the appetite over coming years in the demand for US 
government debt from non-bank sources around the globe under such 
conditions including burdensome MRT and inflation tax. Let us consider those 
points. 
 
Fed power to manipulate long-term rates in doubt 
          

The present dominant thesis in the US Treasury market it seems is that the Fed 
can indeed manipulate long term rates to low levels on a sustained basis, with 
the historical example of the two world wars and their aftermaths quoted.   
           

Those wartime experiences though have to be treated with care.   During war, 
private sector savings surpluses bulge as spending opportunities in the civilian 
economy diminish (mostly the counterpart to restricted supply in the civilian 
economy.   There may even be an expectation under the conditions of war that 
prices will fall in the aftermath when supply again becomes plentiful. So low 
nominal interest rates on debt at such times might be higher in real terms.    
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The pandemic has some similarity to war in economic terms – and huge private 
sector savings surpluses during the period of supply-side restriction flowed 
towards financing massive fiscal deficits.   Supply-side impairment has not, in 
general, showed up as higher prices, and so there is no expectation of price falls 
once the pandemic is over.  
 

 

10-year treasury yield minus 2-year treasury yield (constant maturity) 

           
 

Indeed, there are now widespread expectations of persistent upward pressure 
on prices into the post-pandemic era, related to deliberate stepping up of 
inflation taxation by governments (via their central banks), and also to price 
pressures emanating eventually from an emerging post-pandemic boom.  
          

So how are these forward-forward rates implicit in the US yield curve so low?   
          

10-year treasury yield minus 5-year, 5-year forward inflation expectation rate 
 

 
             

As an illustration, the five-year forward five-year rate in US Treasuries is 0.85% 
at end-July - fantastically low compared to a reasonable interest rate in real 
terms of say 1-2 per cent and inflation expectations rationally formed. 
 

The thesis here is that the low five-year forward five-year rates in the traditional 
T-bond market do not reflect the power of the Fed fundamentally to fix or 
manipulate those rates.   On its own, it does not possess that power. Instead, 
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the Fed can break the long-term rate market in the sense of bringing about a 
total corruption (or break-down) of the signalling in this market.  The Fed can 
influence rates in this damaged market sometimes for long periods, based on 
make-believe views in the marketplace about the Fed having intrinsic power in 
this respect.  Occasionally, the myth is exposed, and the violent adjustment of 
rates takes place.  
             

Everyone and their dog know that the Fed now wants to keep rates low for a 
long time to come even were inflation to rise (its aim).   And the Fed is a huge 
participant in the Treasury market in terms of flows – buying large shares of net 
new issuance of long-maturity Treasury debt.   Intrinsically the power to 
influence rates via market operations would come from the Fed holding a 
substantial percentage of the total stock of long-term interest rate paper 
including Treasuries but also much else; these conditions do not keep in 
practice.    
          

The Fed controls short-term interest rates – though that control is subject to its 
desired inflation outcome. If the Fed were to persist in holding money market 
rates at zero even as the economy entered a long boom, then inevitably, 
inflation would rise sharply.  
  
How did the Fed break the long-term rate market, historically and now? 
          

Signalling in the long-term interest rate market did not become broke all at once 
in this pandemic.   There have been rising degrees of broken, with some 
occasional falls, during the long history of fiat money.    
           

The essential starting point was when the Fed in the aftermath of World War 
One started to administer a monetary policy in which controlling the short-term 
interest rate was a critical operating tool.   The short-term rate policy became 
an influence on long-term rates, with that connection involving some 
irrationality at times. The scope for rate policy was limited by the Fed in effect, 
pursuing a target for monetary base expansion, such as was consistent with the 
dollar ultimately then remaining on gold.   
           

Fast forward into the post-second war decades, at first external gold 
convertibility and then targets for monetary growth set limits to short-term rate 
pegging policies of the Fed.   Ultimately in the late 1990s and the first decade of 
this century, the Fed discarded monetary targets, and interest rate control policy 
became the star operating tool.   This institution has sought to increase its power 
by bringing long-term rates into its control net.    Its ability to do this depends 
on the normal signalling in long-term markets having become broken and on a 
host of narratives circulating, in effect emperor’s new clothes stories, in which 
the Fed has some magical control over long-term rates. 
 
Long-term rates in the aftermath of the pandemic 
        

Let’s take the central scenario of the increasing availability of vaccines and 
better treatment therapies for COVID-19 through 2021.  Following this, the 
outlook would be for a recovery in business spending from the low levels of the 
present recession and a decrease in private sector savings surpluses.   
Government deficits should be falling from their pandemic high points – but the 
fall will be contained by the attempt to provide stimulus and to continue to 
provide socio-economic cushioning.   
        

 



100 Pall Mall, London SW1Y 5NQ  |  Telephone +44 (0)203 995 4488 

macrohedgeadvisors.com  |  mha@macrohedgeadvisors.com 

 

 

If signalling were functioning in long-term rate markets rather than in its present 
defective state, there is a high likelihood that the end of the pandemic would go 
along with a rise in long-term rates. This rise would have been from a level which 
was lower than usual during the pandemic.    Rules of thumb guiding reasonable 
expectations include the natural rate of interest (in real terms) being close on 
average to the long-run economic growth rate.   And then there are inflation 
expectations on top.    So, the far-out forward rates in the dollar sector would 
be 2 per cent real plus an inflation risk premium. 
 
Is a climb to this level in forward-forward rates “on the cards” for 2021?    
          

The Fed (and foreign central banks), as agencies of government, will surely be 
reading every page from the book of tricks to manipulate the forward rates 
downwards.   They will be repeating the narrative about slow expansion ahead, 
shortage of investment opportunity, intent to hold short-term rates at zero or 
below for years to come, and death of inflation.  
          

The fellow-travellers of the Fed in the marketplace will be repeating the adage 
that it is never wise to “fight the Fed” (a nonsense statement, not least, given 
the experience of the high inflation through the 1960s and 70s).   Ultimately, as 
always, the battle between different views in the long-term rate market will be 
settled by current events, including the path of present indicators.   A bout of 
strong economic recovery or a spike in actual inflation could bring a sharp fall in 
long-maturity T-bond prices.   By contrast, the eruption of debt and banking 
crisis along the way or any other setback to recovery expectations would bring 
a rise in T-bond prices.  
 
 

5-year, 5-year Forward Inflation Expectation Rate 

 
            
 

At late summer’s starting levels, there is an asymmetry of risks. The likelihood 
of the five-year, five-year forward rate being well above today’s level as the 
post-pandemic era dawns at some stage through 2021 is high.  On the other 
hand, were the post-pandemic era to be delayed in its start or get off to a weak 
start, the decline in these forward rates could be quite small, given they are 
already extremely low and the likelihood of an eventual sharp upturn still 
substantial.    Indeed, holding long-term fixed-rate paper is almost certainly not 
a very effective hedge (perhaps a partial hedge) against possible disappointment 
ahead.    
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Bottom line 
        

Navigation for wealth managers is now in the context of no distinct asset which 
will perform well on a double-dip recession. Perhaps short positions in 
commodity currencies are the best hedge here.  Separately, real estate, 
primarily commercial real estate, has undergone a sudden eclipse as an inflation 
hedge, so significant are its intrinsic risks, hence the narrowing of inflation hedge 
demand on Big Tech monopolies and gold.   
         

A dynamically unstable asset market equilibrium could be reached where gold 
and big tech monopoly stocks are so highly-priced that rationally cautious 
investors would see the most likely rate of return over coming years on these as 
negative and highly volatile. The case for long-term fixed-rate paper is the same.   
At any point that status quo could be violently disrupted, either by a sell-off in 
the long-term fixed-rate market which the Fed would be powerless to prevent, 
or a bursting of the speculative booms in tech or high-yield debt globally 
(including all its components, whether US corporates, real-estate backed paper, 
emerging market debt, Italian government debt) 
          

So how to navigate?  Following are some of the dangers: A spell-bound long-
term US T-bond market suddenly sinking on optimism about economic rebound, 
with the Fed unable to set a floor; an emergence of credit-crisis triggered 
perhaps by a slide in European bank stocks; credit events; or possibly by market 
re-positioning, especially undoing of leveraged positions.   These would have 
opposite implications for the long-term forward rates in the US yield curve, but 
both would plausibly bring the dollar slide to an end and reverse it.       
  

The strong likelihood that five-year forward five-year rates will rise far above 
present levels as the pandemic recedes through 2021 argues against any long 
structural position in long-maturity US fixed-rate paper. Actual short positions 
in long-maturity bonds are hazardous though given the risks of credit and 
banking crisis ahead, or second waves in the pandemic, unless as part of a more 
general portfolio strategy, which includes positions which profit from those 
events, such as short the euro currency.      
 


