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If you had asked market participants what their expectations were for the U.S. Treasury (UST) yield curve (the difference in
yield between the UST 10-Year and UST 2-Year notes) heading into 2018, 9 out of 10 would probably have said they
expected the construct to continue to flatten. Well, how has this prognostication fared? The answer is rather surprising,
so let’s take a look at how things shaped up as Q1 came to a close. 

 

The graph clearly illustrates the overarching trend since late 2016, which has been for the yield curve to flatten. To
provide perspective, after hitting a peak reading of 136 basis points (bps) in late December of 2016, the differential
between the UST 10-Year and the UST 2-Year yield started narrowing visibly, culminating in the low watermark of +50
bps to begin the current calendar year, the lowest level in more than 10 years.

 

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

 

Interestingly, what captivated investors’ attention was really the move during the second half of last year. This flattening
episode took the UST 2/10 spread from roughly +100 bps down to said low, essentially cutting the differential in half in
only a six-month span. The catalyst behind this narrowing trend was the Federal Reserve’s (Fed) monetary policy. As the F
OMC raised rates in mid-June and then again in December, with the prospect of three additional hikes in 2018, the UST
2-Year yield was directly affected, rising almost 60 bps as a result. Meanwhile the UST 10-Year yield barely budged,
increasing by a little less than 10 bps.

 

Then something unexpected happened between early January and mid-February of this year: the curve steepened. In this
episode, investors witnessed the mirror image of what transpired during the second half of last year, as the UST 2-Year
yield rose only a little more than 10 bps, while the UST 10-Year yield surged by over 40 bps. This produced a 2/10 spread
of just under 80 bps. The disparity in rate movements earlier this year had more to do with recalibrating the yields for
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intermediate to longer-dated maturities, as the market began to discount the prospect for stronger economic growth,
increasing budget deficits and attendant Treasury supply, and an inflation scare.

 

Since then, economic data have led to downward revisions of Q1 U.S. real GDP estimates, while a drop in the annual
rate of increase for wages in February eased inflation anxieties. It should be noted that the UST market still looks for an
improved growth backdrop for 2018 as a whole, and burgeoning Treasury supply is here to stay. Against this backdrop,
since the high point in mid-February, the yield curve experienced a renewed flattening phase, with the 2/10 differential
narrowing to a new cycle low of 47 bps, as of this writing. 

 

Conclusion

 

A key factor to watch going forward will be the Fed’s forecast for rate hikes, especially for the remainder of this year. One
could make the case that an official shift in the “blue dots” to three additional rate increases rather than the current
projection of two moves could result in a continuation of the flattening trade. Although the yield curve may not be done
flattening in this cycle, there is a key difference between the end of last year and where we are now; namely, there is little
in the way of discussion that a flatter yield curve might be the precursor for a looming recession. As we seem to see on a
regular basis, the dialogue can change quickly, so stay tuned…

 

Unless otherwise stated, data source is Bloomberg, as of March 30th, 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.

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

Curve-flatten  : a relative-value position that benefits if the spread between short and long maturity securities declines.

Basis point  : 1/100th of 1 percent.

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

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.

Federal Open Market Committee (FOMC)  : The branch of the Federal Reserve Board that determines the direction of
monetary policy.

Curve  : Refers to the yield curve. Positioning on the yield curve is important to investors, especially during non-parallel
shifts.

Inflation  : Characterized by rising price levels.
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