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In﻿ normal times the year ahead would look like a
good one in which to hold government bonds.
Central banks, including America’s Federal
Reserve, have been cutting interest rates. Global
growth has slowed and China is suffering from
deflation. America’s stock market valuations have
reached extraordinary highs from which it is
difficult to imagine further gains. Aren’t bonds the
better bet?

And yet the world is in a fiscal mess. In 2026 advanced economies’ debt-to-GDP ratio will exceed 110%.
Despite tariff revenues, America’s government will probably borrow at least 6% of GDP. As central banks
have cut interest rates in recent years, long-term yields, which move inversely to prices, have not always
co-operated. Even low-rate Japan does not look safe any more. Its 30-year yield recently hit an all-time
high.1

A fiscal accident in one of the world’s major economies is getting more likely. As per the Economist, the
most vulnerable such country is France. It combines high public debt, a big budget deficit and high taxes,
leaving minimal space to raise taxes without hurting growth. Relatively modest attempts to reduce
borrowing have failed. The country is now on its fifth prime minister in two years as it grapples with an
intractable budget.1

Dangers loom in America, too. In May 2026 President Donald Trump will replace Jerome Powell, the chair
of the Federal Reserve. One of the frontrunners, Chris Waller, was appointed to the Fed board by
President Trump in 2020, and argued in mid-2025 for early interest-rate cuts. He is a serious economist
and his forecasts have proved notably prescient more than once. Presidents have appointed monetary
doves like Mr Waller before, only to be disappointed by their steadfast commitment to fighting inflation
once in office. The more credible the Fed’s commitment to its inflation target remains under its new chair,
the likelier it will be that America’s long-term bond yields fall if the central bank cuts short-term rates.

Whatever happens at the Fed, America’s inflation rate will rise because of Trump tariffs, the effects of
which are still working through the economy. Though most economists think it will fall back eventually, it
may take a while—long enough, combined with threats to the Fed, to worry bond investors.

Elsewhere inflation is more contained (Britain is a notable exception). But even countries in which price
rises are under control face a world of scarcer capital and, therefore, higher interest rates. Central banks
have been reducing their bond holdings as they unwind their quantitative-easing schemes. Pension funds,
especially in Britain, have been reducing their own stakes in the bond markets, too.



Meanwhile, America’s tech giants are guzzling capital and sinking it into infrastructure for artificial
intelligence (AI). If equity markets are close to being right about the economic impact of AI, it should raise
investment across the board. Because capital markets are global, this capital-expenditure spree will push
up rates everywhere, causing pain for governments even in countries that do not adopt AI.

A capital shortage makes borrowing more expensive, which in turn raises the possibility of a panic over
sovereign debt that pushes up risk premiums, too. When Britain faced such a sell-off in 2022, the
government corrected course. But as in France, many politicians are fending off populist challenges that
make belt-tightening difficult. Western politics is fraught, and perhaps not prepared for the battle over
resources that is coming when governments discover they must, eventually, live within their means. Bond
investors have to hope that the threat of a crisis will focus minds.

All of this suggests that shortening the duration to maturity of government bonds is prudent, which is
precisely what our institutional fund managers at Canoe, Dimensional, EdgePoint, Guardian Capital and
Mackenzie Investments are doing. Even if long term rates move higher, lower shorter term rates should
benefit bond funds by giving investors an opportunity for capital gains on the face value of the bonds they
hold (while earning interest as well). As such we remain committed to our bond positions as part of a
balanced investment portfolio.
Thanks for reading!
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Mutual Funds and some Segregated Funds provided by the Fund Companies are offered by Martin
Weiler, a representative, through Worldsource Financial Management Inc., sponsoring mutual fund dealer.
Other Products and Services are offered through First Capital Financial Corporation.This email and any
attachments are intended only for the recipient(s) named in this email and may contain personal and/or
confidential information. If you have received this email in error, please email the sender immediately, and
delete the original email. Dissemination, distribution, or copying of all or any part of this message by
anyone other than the intended recipient(s) is not authorized.The information provided in this email and/or
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attachment/s is solely for general and educational purposes and is based on the perspectives and
opinions of the owners and writers. It is provided with the understanding that it may not be relied upon as,
nor considered to be, the rendering of tax, legal, accounting, or professional advice. Please consult an
appropriate professional regarding your particular circumstances. References to third party goods or
services should not be regarded as an endorsement of those goods or services. All information provided is
believed to be accurate and reliable, however, we cannot guarantee its accuracy. Commissions, trailing
commissions, management fees and expenses all may be associated with mutual fund investments.
Please read the prospectus and/or the fund facts before investing. Mutual funds are not guaranteed, their
values change frequently and past performance may not be repeated.
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