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The U.S. Treasury market has experienced outsized volatility in recent weeks, especially relative to the broader stability 
of the credit and equity markets (Figure 1). Policy-sensitive rates across developed markets rapidly repriced at the end of 
October amid relentless inflation pressure, causing broad shifts in market positioning. The magnitude of Treasury market 
volatility is historically significant, and the breakdown in the price relationship of normally highly correlated bonds is driving 
dislocations in fixed-income relative value to extremes that we have previously witnessed only during acute systemic 
crises, such as the Global Financial Crisis of 2008 and the early days of the COVID pandemic. This post seeks to provide 
a brief explanation of the structural issues that contributed to the market’s dislocations and subsequently explores some 
of the most significant relative-value opportunities across the U.S. Treasury complex. 

FIGURE 1: IMPLIED TREASURY VOLATILITY (MOVE INDEX) HITS POST-PANDEMIC HIGH AS IMPLIED EQUITY 
VOLATILITY CONTINUES TO DECLINE (VIX INDEX) 

 

Source: Bloomberg as of November 2021. The MOVE Index is a yield curve weighted index of the normalized implied volatility on 1-
month Treasury options. It is the weighted average of volatilities on the CT2, CT5, CT10, and CT30. (Weighted average of 1m2y, 1m5y, 
1m10y and 1m30y Treasury implied vols with weights 0.2/0.2/0.4/0.2, respectively.) The VIX Index is a financial benchmark designed to 
be an up-to-the-minute market estimate of the expected volatility of the S&P 500® Index and is calculated by using the midpoint of real-
time S&P 500 Index (SPX) option bid/ask quotes. 

U.S. Treasuries have long been considered to be among the safest and most liquid assets in the world. However, the 
market structure has become increasingly rigid over the last decade. Regulations enacted in the wake of the Global 
Financial Crisis have decreased primary dealers’ incentive to allocate balance sheet to Treasury securities (Figure 2). Even 
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as Treasury bond issuance has ballooned, primary dealers have reduced their risk appetite in the asset class during times 
of stress. 

FIGURE 2: PRIMARY DEALERS’ FOOTPRINT IN TREASURIES HAS SIGNIFICANTLY LAGGED GROWTH IN 
PUBLICLY HELD DEBT 

 

Source: PGIM Fixed Income and the U.S. Federal Reserve as of September 30, 2021. Outstanding debt excludes Fed holdings. 

Primary dealers’ aggregate balance sheet currently represents a relatively small portion (~$200 billion) of a Treasury 
market that has outstanding debt of nearly $18 trillion.1 The following simplified scenarios show how the market should 
function under normal conditions and under strained capacity during periods of stress: 

1. A normal functioning market: An owner of a Treasury bond contacts a primary dealer and asks for a bid on $1 billion 
market value of a specific Treasury security. The dealer buys the security, hedges the risk, and holds the bond on its 
balance sheet for a period before selling to a buyer at a higher price. On balance, the dealer’s balance sheet size 
stays constant, and the resulting bid-ask spread becomes the dealer’s compensation for expanding balance sheet 
usage and taking on the risks associated with holding the bond. 

2. A market under stress: The owner contacts a primary dealer and asks for a bid on the same bond. The dealer buys 
and holds the security on the balance sheet but, given the market stress and investors’ desire to raise liquidity, the 
dealer is soon asked by another customer to bid another $1 billion of the same security. The dealer’s balance sheet 
grows with each trade as it fails to offload these securities, and primary dealers in general quickly find themselves 
reaching the limit of their risk tolerance. It shows how just $200 billion of net selling in the market - or 1% of Treasuries 
outstanding - could be enough to overwhelm the balance sheet capacity of primary dealers. 

Scenario 2 is an overly simplified example of market conditions during the onset of the pandemic in March 2020, although 
the scale of the selling was significantly more sizable.2 The volatility of the pandemic-related selloff was greatly exacerbated 
by dealers’ inability to meaningfully increase balance sheet usage as Treasury investors aggressively sold bonds to raise 
liquidity. 

Unlike March 2020, the recent selloff was triggered by abnormally elevated inflation data which challenged the propriety of 
extreme central bank accommodation. As potential rate hikes suddenly became priced in globally, investors rapidly sold 
bonds to unwind crowded steepening carry trades. Investors who typically use large amounts of leverage were stopped 
out of directional trades and dealers were once again reluctant and/or unable to absorb risk. The selloff in front-end rates 
became self-fulfilling as liquidations and stop-outs spread to other types of investors. 

The forced unwinds of leveraged investors have created unprecedented dislocations in various parts of the Treasury market 
and resulted in attractive relative value opportunities, two of which we highlight below. 
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The Spectacular Richening of (Very) Old 10-year Bonds 

The U.S. Treasury regularly issues new government bonds monthly or quarterly, depending on the maturity. In normal 
market conditions, investors have a defined preference for the most recently issued bonds, known as on-the-run securities. 
The premium investors are willing to pay for such securities relative to other bonds of similar maturity is known as the 
“liquidity premium.” One way to measure the liquidity premium is to calculate the spread of the on-the-run security against 
an interest rate derivative and compare that to those of similar securities. Since on-the-run bonds tend to be more liquid 
and offer lower transaction costs, the liquidity premium normally rises and asset swap spreads widen during periods of 
stress. For example, in March 2020, the asset-swap spread between old off-the-run 10-year Treasuries issued in 2019 and 
on-the-run seven-year notes rapidly widened (Figure 3), creating an 8.9-sigma event. 

In recent weeks, we have witnessed an unprecedented counter-reaction. Forced unwinds of leveraged positions have 
driven the asset swap spread to quickly compress, leading to a significant richening of off-the-run securities. We believe 
many macro funds were forced to purchase these eight-year notes - which were already trading rich - in order to cover 
short steepener positions, contributing to the relative-value anomaly in this localized segment of the curve. The extreme 
liquidity premium quickly reverted in March 2020, and we believe mean reversion will again prevail as the value of the off-
the-run notes cheapens over time. 

FIGURE 3: THE ANOMALY OF THE RICHENING IN OFF-THE-RUN EIGHT YEAR VS. ON-THE-RUN SEVEN YEAR 

 
Source: PGIM Fixed Income and Bloomberg as of November 2021. Based on OIS spread between two-year aged 10-year and on-the-
run seven year. Z-scores calculated using rolling three-day change with two-year time frame. 

The Incredible Cheapening of 20-Year Bonds 

Cross currents at the long end of the Treasury curve have also created sizable relative-value opportunities. Since its re-
introduction in May 2020, the 20-year bond has traded poorly relative to similar maturities. One way to gauge the relative 
undervaluation of the 20-year bond is to compare it with Treasury futures of similar maturity. Recent disruptions in the 
market and large liquidations of the 20-year sector have further amplified the relative cheapness in the bond, creating a 
4.4 standard-deviation move in late October that has yet to normalize (Figure 4). 
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FIGURE 4: THE 20-YEAR BOND APPEARS OVERLY CHEAP AMID SLOWLY MATERIALIZING DEMAND 

 
Source: PGIM Fixed Income and Bloomberg as of November 2021. Z-scores calculated using rolling three-day change with one-year 
time frame. 

The U.S. government is acutely aware of the relative cheapness of the 20-year bond and has recently taken several steps 
to alleviate the supply-demand imbalance. 

In 2020, to fund COVID-related fiscal stimulus, Treasury rapidly increased bond issuance and disproportionately increased 
supply in the 7- and 20-year sectors. The overwhelming supply outstripped demand and has led to the relative cheapness 
exhibited in those two securities since. Now, the rapid economic recovery alleviated Treasury’s need to issue as much 
debt. Consequently, Treasury officials cut issuance across all maturities and disproportionately reduced supply in the 7- 
and 20-year sectors (Figure 5), and further signalled the potential for more reductions in the upcoming quarters. 

FIGURE 5: SEVEN AND 20-YEAR ISSUANCE IN 2022 POISED TO SLIDE BY 77% AND 44% FROM THEIR 
RESPECTIVE PEAKS 

 

Source: PGIM Fixed Income, U.S. Treasury Department as of November 2021. Forecasts made by PGIM FI. 
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Furthermore, the Federal Reserve, which has been buying Treasuries as part of its quantitative easing program, began to 
reduce the pace of purchases in November as the economy had largely recovered. The Fed announced that it would 
reduce purchases by $10 billion a month and, surprisingly, changed the composition of bonds it would buy. The buyback 
schedule released later demonstrated it would purchase fewer bonds in all maturities except the 20-year bucket. The Fed’s 
continued sponsorship of the sector, combined with decreased supply, should alleviate the relative discount of the 20-year 
bond.  

Finally, the Chicago Mercantile Exchange has also joined the effort to improve liquidity and recently unveiled prototypes 
for a potential futures contract tied to the 20-year bond. U.S. Treasury futures tend to be among the most liquid instrument 
in the world, and a potential 20-year contract would help enhance investor demand. 

At a time when investors confront historically tight credit spreads and stretched equity valuation, rare relative value is left 
waiting to be captured in the U.S. Treasury market. The emergence of these market anomalies stems from the 
intermediation challenges faced by the U.S. Treasury market, but the normal relationships between these highly correlated 
bonds should stabilize with time, as they have in the past. 

 

 

 

1 Privately Held Marketable Debt (Excluding SOMA holdings) 

2 Recent Disruptions and Potential Reforms in the U.S. Treasury Market: A Staff Progress Report, November 8, 2021. 
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Important Information 

PGIM Fixed Income operates primarily through PGIM, Inc., a registered investment adviser under the U.S. Investment Advisers Act of 1940, as amended, and a 
Prudential Financial, Inc. (“PFI”) company. Registration as a registered investment adviser does not imply a certain level or skill or training. PGIM Fixed Income is 
headquartered in Newark, New Jersey and also includes the following businesses globally: (i) the public fixed income unit within PGIM Limited, located in London; (ii) 
PGIM Netherlands B.V. located in Amsterdam; (iii) PGIM Japan Co., Ltd. (“PGIM Japan”), located in Tokyo; (iv) the public fixed income unit within PGIM (Hong Kong) 
Ltd. located in Hong Kong; and (v) the public fixed income unit within PGIM (Singapore) Pte. Ltd., located in Singapore (“PGIM Singapore”).  PFI of the United States 
is not affiliated in any manner with Prudential plc, incorporated in the United Kingdom or with Prudential Assurance Company, a subsidiary of M&G plc, incorporated 
in the United Kingdom.  Prudential, PGIM, their respective logos, and the Rock symbol are service marks of PFI and its related entities, registered in many jurisdictions 
worldwide. 

These materials are for informational or educational purposes only.  The information is not intended as investment advice and is not a recommendation about 
managing or investing assets.  In providing these materials, PGIM is not acting as your fiduciary. These materials represent the views, opinions and recommendations 
of the author(s) regarding the economic conditions, asset classes, securities, issuers or financial instruments referenced herein.  Distribution of this information to any 
person other than the person to whom it was originally delivered and to such person’s advisers is unauthorized, and any reproduction of these materials, in whole or 
in part, or the divulgence of any of the contents hereof, without prior consent of PGIM Fixed Income is prohibited.  Certain information contained herein has been 
obtained from sources that PGIM Fixed Income believes to be reliable as of the date presented; however, PGIM Fixed Income cannot guarantee the accuracy of such 
information, assure its completeness, or warrant such information will not be changed.  The information contained herein is current as of the date of issuance (or 
such earlier date as referenced herein) and is subject to change without notice.  PGIM Fixed Income has no obligation to update any or all of such information; nor 
do we make any express or implied warranties or representations as to the completeness or accuracy or accept responsibility for errors.  All investments involve risk, 
including the possible loss of capital. These materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial 
instrument or an y investment management services and should not be used as the basis for any investment decision.  No risk management technique can guarantee 
the mitigation or elimination of risk in any market environment.  Past performance is not a guarantee or a reliable indicator of future results and an investment could 
lose value.  No liability whatsoever is accepted for any loss (whether direct, indirect, or consequential) that may arise from any use of the information contained in or 
derived from this report.  PGIM Fixed Income and its affiliates may make investment decisions that are inconsistent with the recommendations or views expressed 
herein, including for proprietary accounts of PGIM Fixed Income or its affiliates. 

The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as recommendations 
of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding the suitability of any securities, 
financial instruments or strategies for particular clients or prospects.  For any securities or financial instruments mentioned herein, the recipient(s) of this report must 
make its own independent decisions. 

Conflicts of Interest: PGIM Fixed Income and its affiliates may have investment advisory or other business relationships with the issuers of securities referenced herein.  
PGIM Fixed Income and its affiliates, officers, directors and employees may from time to time have long or short positions in and buy or sell securities or financial 
instruments referenced herein.  PGIM Fixed Income and its affiliates may develop and publish research that is independent of, and different than, the 
recommendations contained herein. PGIM Fixed Income’s personnel other than the author(s), such as sales, marketing and trading personnel, may provide oral or 
written market commentary or ideas to PGIM Fixed Income’s clients or prospects or proprietary investment ideas that differ from the views expressed herein.  
Additional information regarding actual and potential conflicts of interest is available in Part 2A of PGIM Fixed Income’s Form ADV. 

In the United Kingdom, information is issued by PGIM Limited with registered office: Grand Buildings, 1-3 Strand, Trafalgar Square, London, WC2N 5HR. PGIM Limited 
is authorised and regulated by the Financial Conduct Authority (“FCA”) of the United Kingdom (Firm Reference Number 193418). In the European Economic Area 
(“EEA”), information is issued by PGIM Netherlands B.V., an entity authorised by the Autoriteit Financiële Markten (“AFM”) in the Netherlands and operating on the 
basis of a European passport. In certain EEA countries, information is, where permitted, presented by PGIM Limited in reliance of provisions, exemptions or licenses 
available to PGIM Limited under temporary permission arrangements following the exit of the United Kingdom from the European Union. These materials are issued 
by PGIM Limited and/or PGIM Netherlands B.V. to persons who are professional clients as defined  under the rules of the FCA and/or to persons who are professional 
clients as defined in the relevant local implementation of Directive 2014/65/EU (MiFID II). In certain countries in Asia-Pacific, information is presented by PGIM 
(Singapore) Pte. Ltd., a Singapore investment manager registered with and licensed by the Monetary Authority of Singapore. In Japan, information is presented by 
PGIM Japan Co. Ltd., registered investment adviser with the Japanese Financial Services Agency. In South Korea, information is presented by PGIM, Inc., which is 
licensed to provide discretionary investment management services directly to South Korean investors. In Hong Kong, information is provided by PGIM (Hong Kong) 
Limited, a regulated entity with the Securities & Futures Commission in Hong Kong to professional investors as defined in Section 1 of Part 1 of Schedule 1 (paragraph 
(a) to (i) of the Securities and Futures Ordinance (Cap.571). In Australia, this information is presented by PGIM (Australia) Pty Ltd (“PGIM Australia”) for the general 
information of its “wholesale” customers (as defined in the Corporations Act 2001). PGIM Australia is a representative of PGIM Limited, which is exempt from the 
requirement to hold an Australian Financial Services License under the Australian Corporations Act 2001 in respect of financial services. PGIM Limited is exempt by 
virtue of its regulation by the FCA (Reg: 193418) under the laws of the United Kingdom and the application of ASIC Class Order 03/1099. The laws of the United 
Kingdom differ from Australian laws. In South Africa, PGIM, Inc. is an authorised financial services provider – FSP number 49012.  In Canada, pursuant to the 
international adviser registration exemption in National Instrument 31-103, PGIM, Inc. is informing you of that: (1) PGIM, Inc. is not registered in Canada and is 
advising you in reliance upon an exemption from the adviser registration requirement under National Instrument 31-103; (2) PGIM, Inc.’s jurisdiction of residence is 
New Jersey, U.S.A.; (3) there may be difficulty enforcing legal rights against PGIM, Inc. because it is resident outside of Canada and all or substantially all of its assets 
may be situated outside of Canada; and (4) the name and address of the agent for service of process of PGIM, Inc. in the applicable Provinces of Canada are as 
follows: in Québec: Borden Ladner Gervais LLP, 1000 de La Gauchetière Street West, Suite 900 Montréal, QC H3B 5H4; in British Columbia: Borden Ladner Gervais LLP, 
1200 Waterfront Centre, 200 Burrard Street, Vancouver, BC V7X 1T2; in Ontario: Borden Ladner Gervais LLP, 22 Adelaide Street West, Suite 3400, Toronto, ON M5H 
4E3; in Nova Scotia: Cox & Palmer, Q.C., 1100 Purdy’s Wharf Tower One, 1959 Upper Water Street, P.O. Box 2380 – Stn Central RPO, Halifax, NS B3J 3E5; in Alberta: 
Borden Ladner Gervais LLP, 530 Third Avenue S.W., Calgary, AB T2P R3. 
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留意事項  
 

※本資料はPGIMフィクト・インカムが市場動向に関する情報提供としてプロの投資家向けに作成したものです。PGIMフィクスト・インカムは、⽶国SECの
登録投資顧問会社であるPGIMインクの債券運⽤部⾨です。 
 
※本資料は情報提供を⽬的としたものであり、特定の⾦融商品の勧誘⼜は販売を⽬的としたものではありません。また、本資料に記載された内容等に
ついては今後変更されることもあります。 
 
※記載されている市場動向等は現時点での⾒解であり、これらは今後変更することもあります。また、その結果の確実性を表明するものではなく、将来
の市場環境の変動等を保証するものでもありません。 
 
※本資料で⾔及されている個別銘柄は例⽰のみを⽬的とするものであり、特定の個別銘柄への投資を推奨するものではありません。 
 
※本資料に記載されている市場関連データ及び情報等は信頼できると判断した各種情報源から⼊⼿したものですが、その情報の正確性、確実性につ
いて当社が保証するものではありません。 
 
※過去の運⽤実績は必ずしも将来の運⽤成果等を保証するものではありません。 
 
※本資料は法務、会計、税務上のアドバイスあるいは投資推奨等を⾏うために作成されたものではありません。 
 
※当社による事前承諾なしに、本資料の⼀部または全部を複製することは堅くお断り致します。 
 
※“Prudential”、“PGIM ”、それぞれのロゴおよびロック・シンボルは、プルデンシャル・ファイナンシャル・インクおよびその関連会社のサービスマークであり、多
数の国・地域で登録されています。 
 
※PGIMジャパン株式会社は、世界最⼤級の⾦融サービス機関プルデンシャル・ファイナンシャルの⼀員であり、英国プルーデンシャル社とはなんら関係が
ありません。 
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