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Just when everyone thought they had the U.S. Treasury (UST) yield curve all figured out, the unexpected happens. Yes, as
the calendar turned to autumn, the Treasury yield construct decided to do a 180 from its predominant flattening pattern
—and actually re-steepen. Quite simply, the lesson learned here is that bond market trends do not always move
uniformly in one direction. Yes, the overarching theme may remain in place, but getting to that end goal oftentimes
entails a curveball (sorry for the pun, but I couldn’t resist).

 
OK, so where does that leave us? Well, let’s take a look at recent developments and put things into perspective. After
hitting a low point of 19 basis points (bps) on August 24, the UST 2-Year vs 10-year spread widened back out to 34 bps
just last week, no doubt a by-product of the widely publicized sell-off that was more targeted toward longer-dated
maturities. Even with this 15 bps re-steepening UST, 2s/10s still resides at the lowest levels since 2007.

 

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

Does the latest yield curve development mean the flattening trend is over? Interestingly, some of the key reasons why the
curve had flattened up until recently are still in place. Key factor number one is the Federal Reserve (Fed). Based on the F
OMC’s own projections at its September meeting, the policy makers foresee one more rate hike this year followed by
three additional increases in 2019. If the Fed ultimately follows through on this total of four rate hikes, the top of the Fed
Funds target range would be 3.25%. Using a historical analysis, the long-term average spread for the UST 2-Year note
and the top of the Fed Funds target range is a little more than 30 bps. For reference, this current spread is 60 bps, but
typically, as we get closer to the end of a tightening cycle, this differential does tend to narrow. So, assuming the
aforementioned 3.25% level for Fed Funds plus the 30 bps long-term mean, the UST 2-Year yield could end up rising to
3.55%.
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That’s one part of the equation. How about the UST 10-Year? One of the underpinnings of the recent back-up in 10-Year
rates was some better-than-expected economic data. If future reports on growth and inflation do reveal further
unexpectedly robust results, things could get interesting. However, in my opinion, the market would need to see more
confirmation on demand pressures, especially from wages, in order for inflation expectations to spike up, boosting yield
levels accordingly. According to the latest consensus forecasts, real GDP is projected to come in at +2.9% this year, a
measurable improvement from the 2017 pace of +2.2%, but then moderate a bit to +2.5% in 2019. As measured by the C
onsumer Price Index, inflation is expected to remain somewhat flattish around the +2.5% year-over-year level, but
average hourly earnings could move up from their current reading of +2.8% to +3.1% in 2019.

 

Conclusion

 

Looking at the situation from more of a bear scenario, let’s say the UST 10-Year yield breaks through the 3.25% target
and heads toward 3.50%. Where does that put the UST 2s/10s curve? Based on the analysis laid out in this blog, the curve
would still actually invert by 5 bps. It is also important to note that we haven’t even factored in any resumption of a
“flight to quality” trade stemming from factors such as the Italian budget/credit-rating saga, emerging market
woes/China growth fears, trade uncertainty and/or a sustained U.S. stock market correction, to name just a few. Bottom
line: There’s still a lot of game to be played!

 

Unless otherwise stated, all data is Bloomberg as of October 12, 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.

WisdomTree BLOG ARTICLE

WisdomTree.com  1-866-909-WISE (9473)

https://wisdomtree.com/blog/glossary#inflation
https://wisdomtree.com/blog/glossary#gross-domestic-product
https://wisdomtree.com/blog/glossary#consumer-price-index
https://wisdomtree.com/blog/glossary#bear-market
https://www.wisdomtree.com/investments/performance
https://wisdomtree.com/-/media/7ae44b76bd3149b4a55e58a7694530b1.ashx
https://www.wisdomtree.com/investments/blog/2018/10/17/us-treasuries-a-steep-learning-curve


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

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.

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.

Basis point  : 1/100th of 1 percent.

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

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

Flatten  : to effect a zero positio.

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

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

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.

Tighten  : a decline in the amount of compensation bond holders require to lend to risky borrowers. When spreads
tighten, the market is implying that borrowers pose less risk to lenders.

Inflation  : Characterized by rising price levels.

Gross domestic product (GDP)  : The sum total of all goods and services produced across an economy.

Consumer Price Index (CPI)  : A measure that examines the weighted average of prices of a basket of consumer goods
and services, such as transportation, food and medical care. The CPI is calculated by taking price changes for each item
in the predetermined basket of goods and averaging them; the goods are weighted according to their importance.
Changes in CPI are used to assess price changes associated with the cost of living.

Bear market  : A sustained downturn in market prices, increasing the chances of negative portfolio returns.
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