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More income ahead for fixed income markets?
Thomas Garretson, CFA – Minneapolis

Fixed income investors will largely have to play defense this year as bond markets try to work their way 
through to a more normal yield environment. And while the outlook is a challenging one for investors, 
borrowers still have time to take advantage of record-low mortgage rates.

Markets have largely looked through impeachment 
proceedings this week as they have little bearing on near-
term policy, while President-elect Joe Biden appears set 
to propose a $2 trillion pandemic aid package, more than 
double most expectations, also helping markets look past 
some mixed economic data this week, including a spike in 
jobless claims. 

As a result, the benchmark 10-year Treasury yield finally 
cracked the one percent level for the first time since last 
March in the aftermath of the U.S. Senate runoff elections 
in Georgia, as a unified government and prospects for 
further fiscal aid have boosted the growth and inflation 
outlook, with the latter receiving intensified focus of late. 

As the chart at right shows, market-based inflation 
expectations have recovered sharply from the pandemic 
lows, even slightly exceeding the Fed’s two percent 
average inflation target. But this is simply in line with more 
normal levels, and there are few indications the market is 
seeing runaway inflation anywhere in the pipeline. 

But that may be put to the test in the coming months. Due 
to simple math, inflation in Q2 this year will likely surge 
above two percent when compared to Q2 of 2020, but 
that’s only because the base will be so low following price 

Inflation expectations have normalized as  
Treasury yields march higher
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declines during the onset of the pandemic. Importantly, 
this won’t be any cause for the Fed to dial back its 
accommodative policy. As Fed Chair Jerome Powell stated 
on Jan. 14, the “public will need to see two percent inflation 
for some time.” Sustained inflation is simply reflective 
of a healthy economy operating at capacity with full 
employment. With elevated unemployment levels and a 
full economic recovery still years away, we believe the Fed 
will very likely maintain its current policy stance. 

Upgrading the yield outlook

Where previously we saw the 10-year Treasury yield rising 
to 1.25 percent this year on a gradual recovery, we now 
see scope for it to rise to 1.50 percent, with perhaps even 
a slight bias to the upside from there following the Senate 
runoffs. To be sure, not markedly higher, but higher still.

Yet higher yields typically translate to poor bond returns 
as prices fall when yields rise. The question then is 
whether prices fall to such an extent that they wipe 
out the coupons earned over the course of the year. 
The breakeven yield levels by Dec. 31, 2021, or the level 
above which yields would have to rise for returns to turn 
negative, for major U.S. sectors this year are:

• 10-year Treasury: From a current yield of 1.10 percent, 
the breakeven yield is just 1.22 percent. After delivering 
total returns of eight percent in 2020, 2021 could easily 
be a rare down year for the Treasury market. 

• Investment-grade corporate bonds: The average yield 
on the Bloomberg Barclays US Corporate Bond Index is 
just 1.85 percent; the breakeven yield this year is only 
2.13 percent. Again, after delivering returns of nearly 10 
percent last year, the margin is slim, suggesting that 
returns could turn negative this year. 

• High-yield corporate bonds: The average yield on the 
Bloomberg Barclays US Corporate High Yield Index is 
4.25 percent, but the breakeven yield level has a fair 
amount of cushion at 5.5 percent. Absent a downturn in 
the economy, we don’t see yields rising that far, so high-
yield corporates should end the year with positive total 
returns. 

Is the bottom in for U.S. mortgage rates?

While the outlook is a challenging one for investors, the 
flip-side is that it’s a great one for borrowers, in our view. 
Record-low mortgage rates, and subsequent refinancing, 
remain one of the best ways for the Fed, via policy rates, 
to put money directly into the pockets of consumers. 

Since peaking near five percent in late 2018, U.S. 30-year 
mortgage rates have been in a steady state of decline. But 
since last April that decline has gathered pace, setting 
fresh record lows nearly every week along the way, 
culminating with an all-time low of just 2.65 percent on 
Jan. 7, based on data back to 1971. Perhaps some reading 

this will remember the days of double-digit mortgage rates 
from the 1980s. But fear not, those days are over.

As the chart above shows, gauging the outlook for 
mortgage rates is actually quite simple as they are highly 
correlated with Treasury yields; simply take the 10-year 
Treasury yield and tack on 1.75 percent, which is the 
average spread over the past 25 years. So if we are right 
and the 10-year Treasury yield moves toward 1.50 percent 
over the course of 2021, we would expect that U.S. mortgage 
rates would rise to a range of roughly three percent to 3.25 
percent. Higher sure, but still historically low, and should 
ultimately mean that housing activity continues to be a 
positive contributor to the ongoing economic recovery, 
while we would recommend that those who would benefit 
from refinancing move to do so at current rates. 

Play defense, with some offense

Following strong total returns for many fixed income 
sectors in 2020, the outlook for 2021 may appear somewhat 
bleak, but we think a little pain along the way toward a 
more normal yield environment would undoubtedly be a 
welcome tradeoff for most investors. 

While 2021 will largely be a year of taking what the 
market gives you, we would continue to shy modestly 
away from interest-rate sensitive sectors like Treasuries 
and investment-grade corporate bonds and would keep 
exposure to high-yield corporate bonds and preferred 
shares in line with individual risk tolerances. Treasury 
Inflation-Protected Securities (TIPS) are often sought out 
by investors when inflation fears rise, but, in our view, 
they remain relatively unattractive when market-based 
expectations are above two percent, as they are now, and 
they will still be exposed to higher Treasury yields, meaning 
that returns could still be negative even if inflation rises. 

U.S. mortgage rates are highly correlated with  
10-year Treasury yields

Jan. 14, 2021: 
10Y Treasury yield: 1.10%
30Y mortgage rate: 2.79%

0%

1%

2%

3%

4%

5%

6%

7%

8%

9%

0% 2% 4% 6% 8%

30
-y

r 
fi

xe
d-

ra
te

 m
o

rt
ga

ge

10-yr Treasury yield

Source - RBC Wealth Management, Bloomberg, Freddie Mac Mortgage Market 
Survey; data range: Jan. 1996 to Jan. 2021

Page 2 of 8  Global Insight Weekly, January 14, 2021



UNITED STATES

Ben Graham, CFA – Minneapolis

• U.S. equities are generally holding steady this week, 
with small caps leading the way higher. Each of the 
major large-cap indexes—the S&P 500, Dow Jones 
Industrial Average, and Nasdaq—have moved less than 
0.8% lower from last week’s levels. However, the small-
cap Russell 2000 has climbed 3.0% this week. Small-cap 
gains have resulted in consistent outperformance for 
nearly four straight months after the September lows. 
Since the start of 2020, small caps are actually ahead 
of large caps by a score of 26.6% to 18.1%. This comes 
despite the sharper losses seen through the March lows 
when small caps sold off by 41.9% peak-to-trough during 
the early days of the pandemic.

• Outside of small caps, early 2021 leadership is evident 
in other economically-sensitive areas of the equity 
market. The S&P 500 is led by Energy’s 17.5% January 
2021 gain, followed by Financials and Materials each 
gaining more than 5.5%. Sector laggards thus far in 2021 
include Communication Services, Consumer Staples, 
and Real Estate, with each sector declining more than 
2%. Technology stocks have declined 1.2%.

• A closely watched earnings season kicks off this 
week as companies will deliver Q4 results and many 
provide initial 2021 forecasts. Financials are always 
the first group to report, and the season got off to an 
ominous start with asset management industry-leading 
BlackRock seeing its shares decline 4.6% despite 
delivering record results and beating expectations 

across the board. There will be more clarity to this trend 
in coming weeks, but given the elevated valuations 
present in the market today, a period of stocks 
moving lower despite strong earnings is not outside 
the realm of possibility, in our view. This trend bears 
monitoring and will evolve quickly as more data points 
will be readily available after JPMorgan Chase, Wells 
Fargo, and Citi report on Friday, Jan. 15.

• Initial jobless claims were surprisingly higher than 
anticipated at 965,000. Consensus expectations 
were looking for 812,000 initial claims and the largest 
increases came from Louisiana, Kansas, and Texas. The 
four-week moving average also climbed this week as the 
reading hit 834,000, an increase of 18,000.

CANADA

Sayada Nabi & Arete Zafiriou  – Toronto

• Canadian housing price growth accelerated in 2020. 
The Real Property Solutions (RPS) House Price Index 
was up 8.5% vs. 1.8% in 2019 and 2.2% in 2018. RBC 
Economics expects this pace to continue through 2021 
before slowing to a more moderate 3.9% rate in 2022. 
The upward price momentum can be attributed to a lack 
of supply, according to RBC Economics, as home-for-
sale inventories are at historical lows. The number of 
active listings in November 2020 was between 50% and 
61% lower than the 10-year average in Ontario, Quebec, 
and most of Atlantic Canada. Active listings in Western 
Canada were 13%–29% lower than average. Along with 
scarce housing supply, historically low interest rates 
and changing housing needs amid work-from-home 
orders boosted home resales to 552,300 units last 
year, surpassing the previous record of 539,100 in 2016. 
Factoring in high household savings and strengthening 
consumer confidence, RBC Economics expects even 
stronger resales of 588,300 units this year.

• The Bank of Canada’s fourth-quarter Business 
Outlook Survey hit a more optimistic tone amid 
strength in global demand and vaccine news. The rise 
in global demand improved the outlook for exporting 
firms, and the natural resources sector is benefitting 
from rising oil prices. While some sectors are optimistic 
about 2021, a third of the businesses surveyed do not 
expect sales to return to pre-pandemic levels by the 
end of the year. According to RBC Economics, that third 
is concentrated among the “high contact” services 
industry. As the survey was conducted ahead of 
intensifying virus spread and containment measures, 
RBC Economics anticipates the gap between conditions 
in the services sector and the rest of the economy will 
continue to widen. While early 2021 looks cloudy, RBC 
Economics expects conditions for the services industry 
to improve in the second half of the year if the vaccine 
rollout goes as planned.

Small caps have recovered all of their pandemic-
driven losses
Relative performance of Russell 2000 to S&P 500 since 
January 2020
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EUROPE

Frédérique Carrier & Thomas McGarrity, CFA  – London

• Italy seems engulfed in another political crisis as 
Prime Minister Giuseppe Conte’s government 
unravelled, with a small coalition partner walking away 
over a disagreement on the disbursement of EU rescue 
money. Markets do not seem to believe, and it is also 
our view, that this poses a risk to the integrity of the EU: 
the premium of Italian bond yields over those of German 
Bunds has barely moved. This risk looks to be 
contained for two reasons. 

• Firstly, Conte may retain power by reshuffling his 
cabinet and inviting other centrist parties into a new 
coalition in order to regain a majority as there is broad 
consensus in Italy that snap elections should be 
avoided in the midst of the COVID-19 crisis. He has the 
support of the fiercely pro-EU Italian President Sergio 
Mattarella in this matter. Secondly, the UK’s painful 
Brexit experience has made EU scepticism a less 
appealing and less popular ideology on the continent. 

• The German Federal Statistical office estimates 
national GDP contracted by 5% y/y in 2020. This is 
the worst performance since the financial crisis in 2009 
when it shrank by 5.7%. RBC Capital Markets projects 
GDP in France, Italy, and Spain contracted by 9.2%, 8.8%, 
and 11.4%, respectively. Germany fared better last year 
thanks to its strong and Asia-focused manufacturing 
sector and its comparatively better handling of the 
COVID-19 crisis. Germany generated a fiscal deficit of 
4.8% of GDP in 2020, its largest public deficit since 1995. 

• Technology has been the best-performing sector 
within the STOXX Europe 600 Index over the past five 
trading days, up almost 5% versus the index’s rise of 
0.9%, driven by semiconductor and semiconductor 
equipment stocks. These were boosted on the read-
across from strong earnings reports from bellwether 
Asian peers TSMC and Samsung Electronics’ memory 
unit, as well as Micron Technology, the biggest U.S. 
manufacturer of memory chips, issuing stronger-than-
expected sales forecasts for the upcoming quarter, 
citing positive industry trends around growing demand 
related to artificial intelligence, cloud computing, and 
5G. 

 ASIA PACIFIC

Jasmine Duan – Hong Kong & Nicholas Gwee, CFA – Singapore 

• Asia-Pacific equity markets traded higher during 
the week, with the MSCI Asia Pacific Index posting 
consecutive fresh highs. The rally was led by Indonesia 
and Japan.

• Japan’s Nikkei 225 Index rose to its highest level 
in 30 years despite soaring domestic COVID-19 
cases, which has led Prime Minister Yoshihide 
Suga to declare a state of emergency in several 
prefectures. Economists broadly believe the state 
of emergency is unlikely to take a major toll on the 
economy as restrictions are targeted only at dining 
and entertainment outlets in the affected areas, and 
will only last a month. We think the political stakes 
are high for Suga, whose approval rating is falling 
at a time when the end of the term for the current 
government is nearing. An extension of the state of 
emergency could have negative ramifications for the 
administration. Meanwhile, according to a report 
by the Nihon Keizai Shimbun, the Bank of Japan is 
considering lowering its economic forecast for the 
current fiscal year ending in March (current estimates: 
-5.5% in FY2020, +3.6% in FY2021), as consumption takes 
a hit from restriction measures, and that it may revise 
up its growth forecast for the following year.

• Alibaba (BABA US), Tencent (700 HK), and Baidu 
(BIDU US) will no longer be added to the U.S. 
Pentagon’s blacklist, according to The Wall Street 
Journal. The Chinese tech companies had been among 
a dozen firms the Defense Department had considered 
including on a list of entities it believes support Beijing’s 
military, intelligence, and security services. While nine 
other Chinese companies will be added, prompting a 
ban on American investment, the trio are now excluded 
after Treasury Secretary Steven Mnuchin intervened. 

Spread between Italian and German bond yields 
remains subdued  
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Equity returns do not include dividends, 
except for the Brazilian Ibovespa. Bond 
yields in local currencies. Copper Index 
data and U.S. fixed income returns as 
of Wednesday’s close. Dollar Index 
measures USD vs. six major currencies. 
Currency rates reflect market con-
vention (CAD/USD is the exception). 
Currency returns quoted in terms of the 
first currency in each pairing. 

Examples of how to interpret currency 
data: CAD/USD 0.79 means 1 Canadian 
dollar will buy 0.79 U.S. dollar. CAD/USD 
0.8% return means the Canadian dollar 
rose 0.8% vs. the U.S. dollar year to 
date. USD/JPY 103.77 means 1 U.S. dollar 
will buy 103.77 yen. USD/JPY 0.5% return 
means the U.S. dollar rose 0.5% vs. the 
yen year to date.

Source - Bloomberg; data as of 4:35 pm ET 
1/14/21.

Equities (local currency) Level MTD YTD 1 yr 2 yr

S&P 500 3,795.54 1.1% 1.1% 15.6% 47.0%

Dow Industrials (DJIA) 30,991.52 1.3% 1.3% 7.1% 29.6%

Nasdaq 13,112.64 1.7% 1.7% 41.7% 89.9%

Russell 2000 2,155.35 9.1% 9.1% 28.6% 50.4%

S&P/TSX Comp 17,958.09 3.0% 3.0% 3.5% 19.9%

FTSE All-Share 3,839.42 4.5% 4.5% -9.2% 2.0%

STOXX Europe 600 412.00 3.3% 3.3% -1.8% 18.6%

EURO STOXX 50 3,641.37 2.5% 2.5% -3.5% 19.2%

Hang Seng 28,496.86 4.6% 4.6% -1.3% 8.4%

Shanghai Comp 3,565.91 2.7% 2.7% 14.8% 40.6%

Nikkei 225 28,698.26 4.6% 4.6% 19.5% 41.0%

India Sensex 49,584.16 3.8% 3.8% 18.2% 38.3%

Singapore Straits Times 3,000.00 5.5% 5.5% -8.3% -5.5%

Brazil Ibovespa 123,480.50 3.8% 3.8% 5.0% 30.7%

Mexican Bolsa IPC 46,070.91 4.5% 4.5% 2.9% 6.2%

Gov’t bonds (bps change) Yield MTD YTD 1 yr 2 yr

U.S. 10-Yr Treasury 1.128% 21.4 21.4 -68.3 -157.5

Canada 10-Yr 0.856% 17.9 17.9 -73.0 -110.8

UK 10-Yr 0.291% 9.4 9.4 -42.9 -100.6

Germany 10-Yr -0.550% 1.9 1.9 -37.9 -78.1

Currencies Rate MTD YTD 1 yr 2 yr

U.S. Dollar Index 90.2000 0.3% 0.3% -7.4% -5.7%

CAD/USD 0.7912 0.8% 0.8% 3.3% 5.1%

USD/CAD 1.2639 -0.7% -0.7% -3.2% -4.9%

EUR/USD 1.2160 -0.5% -0.5% 9.3% 6.0%

GBP/USD 1.3688 0.1% 0.1% 5.1% 6.4%

AUD/USD 0.7786 1.2% 1.2% 12.8% 8.2%

USD/JPY 103.7700 0.5% 0.5% -5.7% -4.1%

EUR/JPY 126.1800 0.0% 0.0% 3.1% 1.7%

EUR/GBP 0.8883 -0.6% -0.6% 3.9% -0.4%

EUR/CHF 1.0793 -0.2% -0.2% 0.3% -4.1%

USD/SGD 1.3241 0.2% 0.2% -1.7% -2.2%

USD/CNY 6.4745 -0.8% -0.8% -6.0% -4.3%

USD/MXN 19.6952 -1.1% -1.1% 4.9% 3.8%

USD/BRL 5.2056 0.1% 0.1% 37.8% 40.8%

Commodities (USD) Price MTD YTD 1 yr 2 yr

Gold (spot $/oz) 1,848.17 -2.6% -2.6% 19.5% 43.1%

Silver (spot $/oz) 25.57 -3.2% -3.2% 43.6% 63.4%

Copper ($/metric ton) 7,994.50 3.2% 3.2% 27.5% 36.3%

Oil (WTI spot/bbl) 53.57 10.4% 10.4% -8.0% 6.1%

Oil (Brent spot/bbl) 56.35 8.8% 8.8% -12.6% -4.5%

Natural Gas ($/mmBtu) 2.67 5.0% 5.0% 21.9% -25.7%

Fixed income (returns) Yield MTD YTD 1 yr 2 yr

U.S. Aggregate 1.20% -0.7% -0.7% 6.2% 19.0%

U.S. Investment-Grade Corp 1.85% -1.1% -1.1% 8.1% 25.6%

U.S. High-Yield Corp 4.25% 0.1% 0.1% 6.6% 17.6%
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