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As the June FOMC meeting next week approaches, it’s been amazing to see how the

narrative around monetary policy has shifted. Indeed, “40-year” inflationary pressures

seem to be moving toward yesterday’s news, with the newfound concern revolving around

where the U.S. economy may be headed. In other words, will Powell & Co. make a policy

mistake in their inflation fight and potentially tip the economy from growth into a

recession? Against this backdrop, investors often look to the Treasury (UST) yield curve

for some answers.

Certainly, the recent performance of the UST 10-Year yield has underscored the

uncertainty that has apparently gripped the bond market. After flirting with a reading

of 2.70% as recently as a week or so ago, the 10-Year yield was right on the doorstep of

the 3% threshold again following another solid jobs report. 

Back to the yield curve. There are many versions of the yield curve to follow, with the

UST 2s/10s spread being one of the more popular measures. As you may recall, this gauge

went “inverted,” or into negative territory, for three short days in late March/early

April, with the largest negative differential coming in at only -8 basis points (bps).

As of this writing, the 2s/10s spread has moved back into the plus column to the tune of

+30 bps. In fact, this spread has stabilized since going inverted, with an average

reading of +27 bps over the last two months or so.

Another closely followed yield curve is the UST 3mo/10yr spread. Much like the

aforementioned UST 2s/10s differential, this construct also has a very good track record

as being a leading indicator of a recession following an inversion. However, the

3mo/10yr spread has not only not even come close to going negative this year; it has

actually widened year-to-date by more than 30 bps. Admittedly, this curve has narrowed

from its recent peak of 227 bps in early May, but it still remains about 10 bps above

its long-term average of 166 bps. 

ConclusionConclusion

With the Fed’s aggressive use of quantitative easing (QE), one needs to take a deeper

look at yield curves before drawing the same conclusions from the historical past. In my

opinion, there is little doubt that Fed purchases of longer-dated Treasuries, combined

with safe-haven buying, have played a “distorting” role on the back-end of the curve and
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rendered a “fresh” look at yield curve analysis.

Perhaps the best way to think about it is that the yield curve may need to reveal a much

more noteworthy inversion before signaling a recession could be on the way. Even if you

don’t buy into this analysis, in the case of the UST 3mo/10yr curve, the negative spread

reached as wide as -60 bps and -77 bps before the two recessions that came before the

most recent COVID-19-related downturn. With the Fed poised to raise rates

“expeditiously” to get to neutral territory, a flatter yield curve does seem likely

going forward. However, using the UST 3mo/10yr spread’s current level of +177 bps, a

huge amount of flattening would need to occur before sending off any recession signals. 

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.

Related BlogsRelated Blogs

+ Float like a Butterfly, Don’t Get Stung by a Bee

+ How to Find Higher Yield

+ Unsure about Duration? Use the Barbell

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

Federal Open Market Committee (FOMC)Federal Open Market Committee (FOMC)  : The branch of the Federal Reserve Board that

determines the direction of monetary policy.

Monetary policyMonetary 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.

InflationInflation  : Characterized by rising price levels.

TreasuryTreasury  : 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.

CurveCurve  : Refers to the yield curve. Positioning on the yield curve is important to

investors, especially during non-parallel shifts.

Inverted Yield CurveInverted Yield Curve  : An interest rate environment in which long-term debt

instruments have a lower yield than short-term debt instruments of the same credit

quality.

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

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

United States.

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.
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