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Since the Federal Reserve started its normalization of extraordinary monetary policy, shorter term interest rates
have increased, pulled up by overnight rates. At the same time, longer-term Treasury rates have increased, but
to a much lesser extent. This has created a flattening of the Treasury yield curve.

The chart above reflects the yield curve at Sept. 30, versus two years ago. This was just before the Fed started to
embark on its tightening process by raising the overnight rate on December 16, 2015. As you can see, longerterm rates have not moved up as much. It is hard to directly attribute all the factors that led to the lack of
sensitivity in longer dated Treasuries, as there are thousands of moving parts and market participants with
various positions and investment objectives. Near-term interest rates are much more sensitive to the overnight
rate target set by the Fed, and near-term expectation of this rate creates a logical and transactable market that
has little room for arbitrage.
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As one moves further out on the investment horizon, other factors come into play as the probability of the
market predicting overnight rates diminish and investors demand compensation for the time value, inflation, and
volatility. On top of this structural explanation, there are many different investment objectives that utilize
Treasuries which makes for a complex supply and demand picture that ultimately clears the market. The curve
does not always have a positive slope, since long-end rates can price these factors in. Last time we saw a fully
flat yield curve was just after the last Fed hiking cycle in 2006.
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seems irrational to many, to lock in one’s investment at a lower rate for a longer time horizon, but buyers
for global reserves, pensions, and insurers still needed to buy longer-dated securities given their various
needs, and continued to do so without pause. But an investor focused on total return was left with a
pivotal choice: secure income for the long-term or income that reprices sooner, and is more sensitive to
interest rate movement?
Income is what drives fixed-income returns in the long-run. It is easy for many get lost in the weeds of price
movement. However, price is just a present value of future cashflows. The key is to receive those cashflows at
the right time. An investor who bought the 10yr Treasury on Sep 30, 2006 would have made 58.2% after 10
years, while the investor who decided to invest in the 6-month T-Bills and constantly “rolled them over” would
have seen a return of 9.4% over the same ten years1. Even if the floating rate investor decided to lock in a fixedrate at any point within the investment period, it would have produced a lower return as the rate would be
reflective of the lower rate environment. If you compare the two investments after 10 years, you will see that
ultimately, 100% of the principal was returned on each bond and the interest received (along with
compounding) is what made the difference in the returns.

1

Total Return is based on semi-annual compounding the 10yr Treasury rate and the 6-Month T-Bill rate starting on Oct 1, 2006. Data
provided by the Federal Reserve Bank of St. Louis.
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So, when asked whether—or when—rates will rise, start by asking which rates your inquisitor refers to in his
question. Then tell him that as a successful steward of a financial institution, you have positioned the portfolio
to prosper regardless of the direction, or shape, of the yield curve. In other words, you won’t be falling for the
head fake.
For more on how you will achieve this comfortable position, watch this space…or call us anytime to discuss.

Have a prosperous week.

