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IT’S THAT YIELD CURVE AGAIN

For all the talk about a flattening 
U.S. yield curve, it is ironic that it 

steepened last week, albeit slightly. The 
trend, though, is clear enough. The 2s5 
and 2s10s have flattened 27 and 32 ba-
sis points in the past year, respectively. 
Another 12 months at this rate and the 
curve would invert by the middle of next 
year. This wouldn’t be odd. 

It’s normal for the curve to flat-
ten as monetary policy is tight-
ened, and it is also normal for the 
Fed to keep going until the curve 
inverts. If you believe that an inverted 
curve is a good recession indicator—
which is debatable—this is tantamount 
to saying that the Fed will keep going 

until something breaks, consistent with 
what almost always happens at the tail-
end of policy tightening cycles. 

This probably won’t prevent investors 
and analysts from continuing to pay 
close attention to the yield curve. I have 
sympathy for that, for two reasons. 
Firstly, it is not clear to markets whether 
the Fed cares about a flattening curve 
or not. Some members of the FOMC do, 
some don’t. Secondly, if the shape of 
the curve is important to the Fed, the 
recent pace of curve flattening chal-
lenges the prediction by economists and 
markets that the Fed funds rate will be 
hiked by 25 basis points three-to-four 
times in 2018 and 2019. 

2

ALPHA SOURCES

CREATIVE COMMONS LICENSE, 2018
CLAUSVISTESEN.COM, CLAUSVISTESEN@GMAIL.COM



 

-0.4 

-0.2 

0.0 

0.2 

0.4 

0.6 

0.8 

1.0 

1.2 

1.4 

1.6 

1.8 

02 03 04 05 06 07 08 09 10 12 13 14 15 16 17 18 

 U.S. yield curve, five-year yields less two-year yields, % 

-400 

-200 

0 

200 

400 

600 

800 

1000 

1200 0.0 

0.5 

1.0 

1.5 

2.0 

2.5 

3.0 
11 12 13 14 15 16 18 

 U.S. yield curve, 2s10s inverted, % (Left) 
 Eurozone and Japan portfolio outflows, debt, $B (Right) 

THE FED CAN’T MAKE UP ITS MIND 
I suspect the ongoing change of 

guards in the Eccles building partly to 
blame fo the confusion over the Fed’s 
position on the yield curve. It is prob-
ably fair to say that the majority of 
governors still wants to push ahead with 
hikes, despite curve flattening. But it is 
not clear to me that the Chair, Mr. Pow-
ell, has a clear position on the matter. 

Meanwhile, the airwaves have been 
filled with contradicting messages from 
the foot soldiers. Mr. Bullard and Mr. 
Kashkari have hinted that they would 
prefer to slow the pace of rate hikes if 
the curve flattens further. By contrast, 
John Williams and Charles Evans have 
made the point that that increased debt 
issuance, to finance fiscal stimulus, and 
the Fed’s sale of long-term debt will pre-
vent the curve from inverting. 

The plot has thickened with the ex-
pected appointment of Richard Clarida 
as Vice Chair. The Pimco economist is 
on the record for noting that a flattening 
yield curve could be a problem for the 
Fed, indicating more confusion ahead 
for markets about this question. 

BLAME THE FOREIGNERS! 
It is tempting to ascribe the flurry 

about the yield curve, and whether the 
FOMC cares about it, to a rookie mis-
take by the federales. For starters, as 
Bloomberg’s Cameron Crise explained 
recently, the flat yield curve is partly be-
cause of the Fed’s communication strat-
egy. “(...)Flat money market curves and 
inverted yield curves come when mon-
etary policy is tight. Thanks to the Fed’s 
policy of transparent communications 
(that sometimes borders on stream-of-
consciousness), the FOMC have very ex-
plicitly told the market that they expect 
policy to be restrictive in 2020. Should 
policymakers really be surprised that 
investors are reacting?” Cameron’s solu-
tion that the Fed gives up on its dot plot 
is interesting, but almost surely won’t 
happen anytime soon.

Even easier, the Fed could blame low 
rates in Europe and Japan for a flatter 
curve. For example, the spread between 
bund and treasury yields recently wid-
ened to a multi-year high, ensuring that 
excess liquidity in the euro area will 
continue to seek higher returns abroad. 

fig. 01 / The chart we’re all looking at  — fig. 02 / Just blame the ECB and the BOJ 
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http://money.cnn.com/2018/04/18/news/economy/yield-curve-fed-interest-rates-recession/index.html
https://www.cnbc.com/video/2018/04/20/neel-kashkari-flattening-yield-curve-shows-a-sign-of-caution.html
https://www.cnbc.com/video/2018/04/20/neel-kashkari-flattening-yield-curve-shows-a-sign-of-caution.html
https://twitter.com/RichardLeong2/status/987359407422963712
https://twitter.com/RichardLeong2/status/987359407422963712


* Source: Bloomberg. Old projection is December 2017, new projection is March 2018.
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U.S. two-year yield: 2.44% 

U.S. five-year yield: 2.77% 

U.S. 12-month yield: 2.19% 

Fed funds rate: 1.5-to-1.75% 

The situation is the same in Japan, 
where the BOJ remains committed to its 
zero percent yield target on the 10-year. 
The Fed can control the front end, 
but in a world where large econo-
mies, with external surpluses, con-
duct QE and NIRP, the long end will 
be distorted. I am surprised that Fed 
officials haven’t played this card yet. 

After all, the argument is already 
in the drawer under the guise of Ben 
Bernanke’s 2005 speech discussing the 
global savings glut and U.S. current  
account deficit. The money quotes are 
too long paste in this format, but I have 
tweeted a few of main quotes here. My 
spider sense tells me that some of the 
senior Fed officials will use this line of 
reasoning in due course.    

Even if the federales decide to pin 
the flattening curve on the ECB and 
the BOJ, it won’t necessarily solve their 
problem. Markets would then turn to a 
whole other set of questions. Invoking 
the global savings glut as an explana-
tion for a flatter curve effectively is a 
nudge to the ECB and the BOJ to get 
going. There is precedence for this. 

Immediately ahead the financial crisis, 
the Fed, the BOE and the ECB were all 
raising rates, but the BOJ was stuck, 
and everyone was talking about the 
carry trade funded in yen. The BOJ tried 
to get away from the zero bound, but 
ultimately failed. History doesn’t repeat 
itself, but it does rhyme, sometimes. 
The alternative is the Fed surrenders 
to the reality that they won’t be able to 
move much further on rates until the 
ECB and BOJ move at their leisure.

The debate above is not just  
academic. It is also tied to the mar-
kets’  expectations of how far the Fed 
can, and will, go in this cycle. In other 
words, what is the terminal rate? 

The dots indicate that the Fed funds 
rate will reach just under 3.5% at the 
end of 2020, at which point policy is ex-
pected to be restrictive. We can see this 
because rate is higher than the long-run 
rate which is just under 3%. This is es-
sentialy the point Cameron Crise is mak-
ing. The Fed effectively is signalling its 
intention to invert curve. Some analysts 
have even pointed that the OIS forward 
curve already is inverted, hinting that 

fig. 03 / The market says this… — fig. 04 / …and the Fed says that*; who is right? 
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https://www.bloomberg.com/graphics/fomc-dot-plot/
https://www.federalreserve.gov/boarddocs/speeches/2005/200503102/
https://www.federalreserve.gov/boarddocs/speeches/2005/200503102/
https://twitter.com/ClausVistesen/status/987765829151477760
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* Non-commercial, inverted. Latest 
observation is week ending April 10th. 
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* In standard deviations above/below median 
based on data going back to 1999 

the Fed will overdo it in the next 18 
months, and start cutting rates. Put  
simply; this is the argument that parts 
of the bond market already is schedul-
ing the next recession in the U.S.     

I am not so sure about this. What we 
can say with certainty, though, is 
that markets* don’t buy the Fed’s 
2020 projections. The EDZs cur-
rently suggest that the Fed funds rate 
will reach just under 3% at the end of 
2019 after which the curve is the flat at 
a pancake. With 10-year yields within 
touching distance of 3%, the EDZs sig-
nal limited upside for long-term rates. 
This is especially the case if you think 
that the Fed cares about a flattening, or 
an inverted, curve. 

The Fed funds futures are even more 
dovish. If you believe that story, the 
move in the 2-year yield is almost over. 
That said, this market has been persis-
tently behind the Fed, which is why two-
year yields have been pushing higher. 
Finally, treasury yields also are behind 
the Fed’s dots, but in terms of the front-
end at least, the market done a lot of 
catch-up in the last 12 months.  

WHAT TO DO?
With the current pace of yield 

curve flattening, markets will con-
tinue to question whether the Fed 
can fullfil its dots. If the Fed throws 
the in the towel, the curve will steepen 
as two-year yields fall; I suspect long-
term yields would rise as well. 

This is probably a long shot, at least 
in the near term. Fiscal stimulus and 
a tight labour market point to higher 
growth, and a wider twin deficit. Also, 
the rise in commodity prices, if sus-
tained, will lead inflation expectations 
higher. The Fed can’t sit idle in that 
environment. Markets could well still 
be underestimating how far the 
Fed has to go.

A bear steepener probably is too 
much to ask for, but somewhere be-
tween that and an inversion is the  
parallel shift higher in the curve as a 
whole. Long-term yields already have 
followed the front-end higher, at least 
to some extent. The Fed will hope that 
they continue to do so in coming quar-
ters. But it still owes markets an answer 
on the shape of the yield curve.       

fig. 03 / A steeper curve ahead? — fig. 04 / Are specs souring on their short 2y bets?

* For a discussion on the difference between the EDZs and FFZs, see here, here and here.
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https://www.ft.com/content/f4330f9a-921e-11e5-bd82-c1fb87bef7af
http://eraker.marginalq.com/fixedIncome/eurodollarFutures-print.pdf
http://www.businessinsider.com/eurodollar-futures-market-2013-12?IR=T

