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After a few years of relative fiscal sanity, the bond market is beginning to feel the

effects of a turning tide. During the summer, I wrote a blog post summarizing how the U.

S. government’s borrowing need was about to get ramped up in a rather visible fashion to

begin fiscal year (FY) 2018. Well, recent events (the tax cut and the budget deal) will

only add to the baseline shortfall already in place, as investors will be witnessing

rising debt and deficit forecasts not only this year but in the years ahead as well.

 

In order to digest what lies ahead, let’s get some perspective. The chart below reveals

how the U.S. budget setting has evolved over the past 20 years. In fact, for those of us

who are old enough to remember, from FY 1998 through 2001 the federal government

actually registered surpluses four years in a row. Following that period, deficits once

again became the norm and reached a crescendo in the wake of the financial crisis and Gr

eat Recession (FY 2009–2012) when trillion-dollar deficits were regularly being printed.

After recording a red ink total of $1.087 trillion in FY 2012, the budget deficit

dropped precipitously, reaching $438.5 billion in FY 2015, or almost a trillion dollars

below the high watermark of FY 2009.

 

U.S. Budget Deficit/Surplus

 

So, where are we now? The deficit has risen two years in a row and came in at $665.8

billion for FY 2017. This ascending trajectory is expected to not only continue but

increase significantly over the next few years, with trillion-dollar red ink returning

perhaps as soon as this year.
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Needless to say, Treasury borrowing needs are set to soar as a result. Estimates for FY

2018 place net new supply in the $1.0–$1.5 trillion range, as compared to “only” $519

billion for all of FY 2017. The nation’s debt managers got up to speed by recently

announcing increases in the amount of coupon and floating rate note (FRN) auction sizes

beginning this month. This should result in an additional $42 billion of net new supply

for the upcoming quarter. These increases should also help Treasury maintain the current

weighted-average maturity (WAM) of debt outstanding at around 70 months. For the record,

the WAM was as low as 50 months back in 2009.

 

Keep in mind, these increases are coming while the Fed is continuing on its balance shee

t normalization path. Since implementing its existing reinvestment plan in October, the

Fed has let about $39 billion roll off from the System Open Market Account (SOMA), with

$29.2 billion of this total consisting of Treasury holdings. Barring any economic

surprises to the downside, this figure will be rising throughout the course of this

year.

 

Conclusion

 

Typically, rising borrowing needs do not in and of themselves necessitate rising U.S. Tr

easury yields, as other forces such as the economy, inflation expectations and Fed

policy tend to be the primary catalysts for rate trends. However, burgeoning supply

needs can add to a trend already in place, such as what fixed income investors have

witnessed in recent weeks. 

 

Unless otherwise noted, data source is Bloomberg, as of February 9, 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

Trade Surplus : occurs when the value of exports exceeds that of its imports of any one

country.

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

a slowing economy and higher unemploymen.

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.

Coupon  : The annual interest rate stated on a bond when it’s issued. The coupon is

typically paid semiannually. This is also referred to as the “coupon rate” or “coupon

percent rate.&rdquo.

Floating Rate Treasury Note    : a debt instrument issued by the U.S. government whose

coupon payments are linked to the 13-week Treasury bill auction rate.

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

United States.

Balance sheet : refers to the cash and cash equivalents part of the Current Assets on a

firms balance sheet and cash available for purchasing new position.

Normalization  : The process by which a policy or action returns to its historically

normal levels.

System Open Market Account (SOMA) : An account that is managed by the Federal Reserve

Bank, containing assets acquired through operations in the open market. The assets in

SOMA serve as a management tool for the Federal Reserve’s assets, a store of liquidity

to be used in an emergency event where the need for liquidity arises, and as collateral

for the liabilities on the Federal Reserve’s balance sheet such as U.S. dollars in

circulation.

Treasury yield   : The return on investment, expressed as a percentage, on the debt

obligations of the U.S. government.
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