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No, the Treasury yield curve is not quite like Maverick was in Top Gun, but it’s getting close. Over the last year, the
discussion surrounding the potential for an inverted yield curve, and what that event could be signaling from a broader
macroeconomic backdrop, has picked up steam. Well, here we are on the cusp of longer-dated yields being below
shorter-dated rates, and investors still seem to be trying to figure out if this time will be different.

 

As I’ve written in prior postings, my preferred yield curve gauge measures the differentials between the U.S. Treasury (US
T) 2-Year note and the 10-Year note. This relationship has a deep history and has not been impacted by changes in Treas
ury issuance patterns, such as we see for t-bills and 30-year bonds. In the case of t-bills, the nation’s debt managers adjust
auction sizes more frequently to help manage financing needs, while for the bond, there actually was a period of about
five years (August 2001–February 2006) when the 30-year maturity was discontinued.

 

U.S. Treasury 2-Year vs. 10-Year 

 

As of this writing, the UST 2-Year/10-Year spread had fallen to only +28 basis points (bps), the narrowest reading since
2007. With the first half of 2018 in the books, this spread has been cut almost in half and has contracted 50 bps from the
recent peak in February. To put things into perspective, this differential was residing at nearly 100 bps a year ago.
Interestingly, the renewed spread narrowing over the last few months has its genesis in two factors: the UST 2-Year yield
rising due to Federal Reserve (Fed) rate hikes and the 10-Year yield falling from its mid-May high point. However, the 10-
Year yield has not declined due to concerns of the Fed pushing the economy into a recession, but rather as a function of
safe-haven demand stemming from Italy’s bond market chaos and concerns of an escalating trade war. In fact, there have
also been reports of pensions buying at the long end because of the language in the recent tax cut legislation.
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Since history has shown that inverted yield curves have typically preceded recessions, and given the length of the current
economic recovery, concerns about its sustainability going forward have arisen, with any signal that a potential downturn
could be on the horizon getting extra attention. The general school of thought is that an inverted yield curve indicates a
pending recession in about a year’s time. It certainly is not a perfect science in this regard, but it has definitely served as a
useful predictive tool. Over the last 40 years, the only time an inverted UST 2-Year/10-Year spread did not “predict” a
recession roughly 12 months out was in 1998.

 

Conclusion

 

In order to go inverted going forward, two things need to happen. First, the Fed needs to maintain its pursuit of rate
hikes, even if they are just gradual, and second, the 10-Year part of the curve needs to remain in its current range-bound
pattern. Thus, by doing the math, another couple of rate hikes would seemingly tip the scales into negative territory.
However, an inversion this time around would not be caused by the Fed trying to cool off an overheating economy.
Instead, its goal is to try to normalize monetary policy within the confines of growth hovering around +2.5% and inflation
straddling the 2% target.

 

Unless otherwise stated, all data sources for this blog post are as of July 5, 2018.

 

For standardized performance and the most recent month-end performance click here NOTE, this material is intended
for electronic use only. Individuals who intend to print and physically deliver to an investor must print the monthly
performance report to accompany this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click here to obtain a WisdomTree ETF prospectus which contains investment objectives,
risks, charges, expenses, and other information; read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign investing involves currency, political
and economic risk. Funds focusing on a single country, sector and/or funds that emphasize investments in smaller
companies may experience greater price volatility. Investments in emerging markets, currency, fixed income and
alternative investments include additional risks. Please see prospectus for discussion of risks.

 

Past performance is not indicative of future results. This material contains the opinions of the author, which are subject to
change, and should not to be considered or interpreted as a recommendation to participate in any particular trading
strategy, or deemed to be an offer or sale of any investment product and it should not be relied on as such. There is no
guarantee that any strategies discussed will work under all market conditions. This material represents an assessment of
the market environment at a specific time and is not intended to be a forecast of future events or a guarantee of future
results. This material should not be relied upon as research or investment advice regarding any security in particular. The
user of this information assumes the entire risk of any use made of the information provided herein. Neither WisdomTree
nor its affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal advice. Investors seeking tax or legal
advice should consult their tax or legal advisor. Unless expressly stated otherwise the opinions, interpretations or findings
expressed herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or re-disseminated in any form and
may not be used as a basis for or component of any financial instruments or products or indexes. None of the MSCI
information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind
of investment decision and may not be relied on as such. Historical data and analysis should not be taken as an
indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on
an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of
its affiliates and each entity involved in compiling, computing or creating any MSCI information (collectively, the “MSCI
Parties”) expressly disclaims all warranties. With respect to this information, in no event shall any MSCI Party have any
liability for any direct, indirect, special, incidental, punitive, consequential (including loss profits) or any other damages (
www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom, Tripp Zimmerman, Michael
Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel,
Ryan Krystopowicz, Jianing Wu, and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Yield curve  : Graphical Depiction of interest rates on government bonds, with the current yield on the vertical axis and
the years to maturity on the horizontal axis.

10- Year Treasury  : a debt obligation of the U.S. government with an original maturity of ten years.

Treasury  : Debt obligation issued by the U.S. government with payments of principal and interest backed by the full faith
and credit of the U.S. government.

Basis point  : 1/100th of 1 percent.

Federal Reserve  : The Federal Reserve System is the central banking system of the United States.

Rate Hike  : refers to an increase in the policy rate set by a central bank. In the U.S., this generally refers to the Federal
Funds Target Rate.

Recession  : two consecutive quarters of negative GDP growth, characterized generally by a slowing economy and
higher unemploymen.

Monetary policy  : Actions of a central bank or other regulatory committee that determine the size and rate of growth of
the money supply, which in turn affects interest rates.

Inflation  : Characterized by rising price levels.
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