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For a bond market participant, the title of this blog post highlights the lion’s share

of questions I’ve been receiving over the last few weeks with respect the U.S. Treasury 

(UST) 10-Year yield. Consensus estimates did, once again, look for the UST 10-Year yield

to rise this year, but the timing and magnitude of the early 2018 move to higher levels

have certainly caught most everyone by surprise. In my opinion, the increase was

essentially pushed up by at least six months, as we viewed an elevated trading range

becoming more acute during the middle to latter part of this year. So then, how did we

get here?

 

Cause and EffectCause and Effect

 

Without a doubt, the UST market is operating in a different landscape to begin 2018 than

it had in the last few years. When searching for reasons behind this increase in the UST

10-Year yield, I like to look at it as being three legs of a stool.

 

The recent tax cut is expected to boost economic growth (real GDP) by a few

percentage points at a minimum (fiscal stimulus).

Increasing U.S. budget deficits are leading to increased Treasury supply at the same

time the Federal Reserve (Fed) is pulling back on its purchases. Throw in the

uncertainty surrounding the European Central Bank’s (ECB) ending and/or tapering its

own QE program.

Inflation expectations have risen, fueled by above consensus readings for both wages

and CPI in January.

 

U.S. Generic Government 10-Year YieldU.S. Generic Government 10-Year Yield
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That leads us to the bond market’s perception of potential Fed policy action this year,

perhaps the most important “effect” going forward. In the last few years, the fixed

income arena has thought the Fed would raise rates fewer times than what the Fed

projected in their blue dots report. In contrast, early this year, the bond market has

begun to think the Fed may raise rates more than the Fed projected. Three moves have

been fully priced in the Fed Funds Futures market, and the conversation has turned to

the possibility of a fourth tightening move in 2018 (one rate hike each quarter).

 

Getting Some PerspectiveGetting Some Perspective

 

The obvious question is: Where does the UST 10-Year yield go from here? Technical

analysis can offer some potential insights. About a month ago, the yield level broke

through the five-year Fibonacci 76.4% retracement level of 2.64%. According to this

analysis, the next stop to the upside, which would be a 100% retracement, is at 3.05%.

Considering where the UST 10-Year has been trading of late, I thought it would be useful

to add another layer to this analysis, namely, what happens if the yield goes above

3.05%. We almost have to go back to the drawing board and look at the retracement levels

in place dating back to the beginning of 2007, or before the financial crisis and Great 

Recession. In this case, the graph above illustrates that a 3.32% level could be put in

play. 

 

ConclusionConclusion

 

At some point, the “legs of the stool” have to be validated to maintain this upward

trajectory in rates. Indeed, the UST market has now discounted or allowed for the

aforementioned negative factors to a certain extent. Consider this fact: the UST 10-Year

yield has risen roughly 50 basis points (bps) already in 2018, and a mind-boggling 85-90

bps, as of this writing, since the most recent low watermark on September 7. Forces that

helped keep the UST 10-Year yield in check in the past are still evident, such as

favorable spreads relative to other developed nations’ government bond yields, and the

potential for geopolitical risks. In addition, the relative-strength index is flashing

at the “oversold” line. In other words, what if the 3.05% level holds? As I’ve written

before, we still have a long way to go in 2018, so don’t get caught up in the moment,

but rather prepare your fixed income portfolio utilizing a core approach, complemented

with interest rate-hedged strategies.

 

Unless otherwise noted, data source is Bloomberg, as of February 16, 2018.Unless otherwise noted, data source is Bloomberg, as of February 16, 2018.
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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 INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.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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DEFINITIONSDEFINITIONS

10- Year Treasury10- Year Treasury  : a debt obligation of the U.S. government with an original maturity

of ten years.

Real growthReal growth  : Refers to the rate of economic growth with the inflation rate subtracted

from it.

Fiscal StimulusFiscal Stimulus  : Using fiscal policy as a tool to provide economic growth.

Federal ReserveFederal Reserve  : The Federal Reserve System is the central banking system of the

United States.

TaperingTapering  : A shift in monetary policy by which the Federal Reserve would begin

decreasing the amount of bonds it purchases.

Quantitative Easing (QE)Quantitative Easing (QE)  : A government monetary policy occasionally used to increase

the money supply by buying government securities or other securities from the market.

Quantitative easing increases the money supply by flooding financial institutions with

capital, in an effort to promote increased lending and liquidity.

InflationInflation  : Characterized by rising price levels.

Consumer Price Index (CPI)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.

Fibonacci retracementFibonacci retracement  : A technical analysis tool displaying percentage lines which

look at support and resistance levels, potentially signaling short-term price/yield

reversals. The concept of retracement suggests that after a period of market movement,

prices/yields can retrace a portion of their prior pattern before returning to their

original trend.

RecessionRecession  : two consecutive quarters of negative GDP growth, characterized generally by

a slowing economy and higher unemploymen.

Basis pointBasis point  : 1/100th of 1 percent.
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