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With calendar year 2023 barely more than six weeks old, volatility in the money and bond markets has
taken center stage. For the U.S. Treasury (UST) market, January (and the first two days of February) could
be characterized as a full year’s rally occurring in only about one month’s timeframe. However, over the
just completed fortnight (that's two weeks, so you don’t have to Google it), UST yields have completely
reversed course, as the market's narrative has changed dramatically.

This “fortnight” timeframe is what | wanted to go a little bit deeper on. The aforementioned rally to begin
the year had its genesis in the notion that the economy would more than likely show signs of heading into
recession territory, while at the same time, inflation would continue on its recent “cooling” path, bringing
with it increasing talk that disinflation was now the new trend. Of course, these two outlooks don’t happen
in a vacuum. In other words, Fed rate hikes would soon be coming to an end, ushering in the next phase
of monetary policy, rate cuts, happening sooner rather than later.
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So, what happened? A blockbuster jobs report, to begin with. The completely unexpected surge of more

than a half-million new jobs being created in January, combined with the lowest unemployment rate since
1969, represented a direct challenge to the “inevitable recession” narrative. The very solid jobs data was

then followed by back-to-back “hotter” than anticipated inflation readings. While declines in year-over-year
readings for both CPI and PPI were registered, the actual levels themselves were higher than consensus
forecasts. As a result, the disinflation thesis “took a hit” as well.

Against this backdrop, the Fed outlook also underwent a rather noticeable shift. The notion of just one more
rate hike at the upcoming March FOMC meeting has now been replaced by the prospect of potentially three
more 25-basis-point (bp) increases occurring before Powell & Co. go on an extended pause. To provide

perspective, on February 2 (the day before the jobs report), the implied probability for Fed Funds Futures
had the terminal rate peaking at 4.90%, but as of this writing, the level has increased to just under 5.30%.

Needless to say, the UST market experienced a reversal of fortune, with yield levels rising considerably
all along the curve. The UST 2-Year yield actually reached as low as 4.03% on February 2 and has since
surged nearly 70 bps to as high as 4.71%, on an intraday trading basis, over the last two weeks. The UST
5-Year yield followed a similar pattern, increasing by nearly 75 bps. Meanwhile, the UST 10-Year was not
to be “outdone,” as a 60-bp increase brought its yield level to within hailing distance of the 4% threshold
(3.93%) as of this writing.

Conclusion

As I've noted before, this type of heightened volatility should be expected when the Fed and, by extension,
the UST market come into full data-dependent mode. We still have a way to go before the next FOMC
meeting on March 22. For the record, the policy makers and bond market investors are scheduled to
receive one more jobs and CPI report before this convocation. Could the narrative experience another
“wind of change”? If the aforementioned data “rolls over,” sure, it's possible, but right now, I'm leaning in
the direction of it not being probable. In this context, it is entirely within the realm of possibility that Treasury
yields could still have more room to move to the upside.
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Important Risks Related to this Article

Investments in fixed income securities are subject to interest rate risk, credit risk and market risk, each of
which could have a negative impact on the value of the Fund's holdings.
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