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Global economic growth continues to gain momentum.  With growth comes inflation and with inflation comes rising interest rates as 
central banks try to put the brakes on.   The question is how high and how quickly rates should rise, particularly if growth starts to 
look vulnerable.  This is a real balancing act.  It’s a tough gig for central bankers and particularly for US Federal Reserve Chairman  
Jerome Powell, who has only been in the job for five minutes.  As rates rise so do bond yields (more of that later) and the focus over 
the last couple of weeks has been on US government bond (Treasury) yields reaching 3%, a largely symbolic level but important none-
theless. This month we consider the significance of bond yields hitting this level in the US and assess the possible impact on fixeed 
interest and other asset classes. 

However, before we consider current bond yields and their 
implications, it is important to understand what investors should 
expect from bonds with varying maturity dates and how these are 
measured.  To do this, investors often refer to ‘the yield curve’. 
 
Definition of a yield curve 
A yield curve is a line chart that tells you the interest rates that you 
will receive at fixed points in time for the same type of bond.  The 
most widely recognised and documented yield curve is the one 
that relates to US government bonds or ’Treasuries’.  This curve 
plots the expected interest rates for US government bonds that 
mature in 3 months, 2 years, 5 years and 30 years.  Below is an 
example of what a yield curve looks like: 
 
A yield curve can come in three different forms - ‘normal, ‘inverted’ 
or ‘flat’.   What should it look like? 
 
Typical yield curve shape: 
 

 
 
 
 

Logically, the longer you have before you are repaid for making an  
investment, the more you should expect to receive in return 
(interest) for taking that risk.  This is because you have more 
certainty about the short-term future than the long-term future 
relating to three major factors: 
 
1) You are more likely to receive your money back from an 

investment that matures in three months than one that 
matures in 30 years because a great deal can change over 
the next 30 years (companies and even countries can fall 
over that amount of time!)   

2) You might need your money back sooner than in 30 years’ 
time  

3) The expectations for inflation and growth are more 
uncertain in 30 years’ time and therefore the value of your 
investment is less certain over longer periods 

 
Therefore, in general if locking up an investment for a longer 
period, investors need to be paid more for the risk taken.  
 
In addition, over time economies are more likely to be growing 
than shrinking and as a result it is more likely that inflation will be 
rising than falling.  Under ‘normal’ circumstances investors 
therefore expect to be paid more for longer-dated than shorter 
dated investments because inflation does more damage to the 
value of a fixed investment over a longer time-period.   A yield 
curve that shows investors being paid more for longer-dated 
(longer maturity) bonds than the same shorter-dated (shorter 
maturity) bonds is therefore known as a normal yield curve. This is 
when the market for these bonds is operating as we would expect 
under ‘normal’ economic conditions.   
 
An ‘inverted’ yield curve shows the opposite – where investors are 
paid more for holding bonds that mature sooner rather than later.  
This tends to happen when investors expect a recession in the 
future because investors anticipate that interest rates will fall in 
the long-term compared with interest rates today.  An inverted 
yield curve is seen as a very powerful signal that recession is 
imminent and has been the canary in the coalmine for many a 
previous US recession. 
 
Finally, a ‘flat’ yield curve usually occurs when an economy is 
transitioning between a period of expansion or recession. 
 
See overleaf for examples of the three yield curve ‘shapes’: 
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So why is the yield curve for US Treasuries the most important yield 
curve of all?  Partly for the reason already outlined above – it can 
be used to signal a period of expansion or recession in the US 
economy, assuming that investors predict things correctly.   
 
Secondly, they are used by banks to work out how much they are 
prepared to charge borrowers for mortgages and loans.   
 
Thirdly, and perhaps most importantly, US Treasuries are so widely 
held by investors across the world.  There are over $14trn of US 
Treasury securities in issuance as of December 2017 (according to 
SIFMA), owned by governments worldwide from China ($1.17tn) to 
Chile ($30bn), by global pension funds, banks, insurance companies 
and individuals.     
 
Changes to the interest rates (yields) for these investments 
therefore makes a major difference to the expectations and returns 
available for investors of all guises across the globe. 
 
So, what does the US yield curve look like now?  It’s currently a 
‘normal’ shaped curve but has recently become flatter and is 
currently at its flattest level since 2007.   To recap, this means that 
the difference in returns on offer between short and long dated 
bonds has reached its narrowest level for 10 years.  This is because 
investors now expect interest rates to rise sooner than expected in 
the short term, pushing up expectations for interest rates for 
shorter dated bonds.  An example of this in practice is shown 
below: 
 

Interest rates are positively correlated with government bond 
yields, i.e. when interest rates rise, government bond yields rise 
and when they fall, yields fall. To explain this, it helps to consider  
why investors might invest in government bonds. 
 
When an investor buys a bond, they will receive a regular income  
throughout the life of the bond. Although the actual value of the  
income remains fixed, the value of the bond itself fluctuates 
according to demand and so the percentage value of the income 
(the yield) also fluctuates.  
 
An investor who has purchased a government bond with a yield of 
1.00% will feel that this is no longer a good investment when 
interest rates are raised from 1.00% to 2.00%. This is because the 
interest rate offered by other savings accounts and products will be 
increased too, making the 1.00% yield that the investor was 
receiving on their government bond less attractive when compared 
to these new rates on offer. He/she may therefore decide to sell 
the bond in favour of putting their money into a savings account/
product that has a better yield than 1.00%.  Other investors follow 
suit and if there are more sellers than buyers then the price falls. As 
the price falls, so the fixed income from the bond now represents a 
higher percentage of the overall bond value and so the yield has 
increased. Thus, as interest rates rise, so do bond yields and vice 
versa. 
 
Therefore, when central banks cut interest rates, investors buy 
more bonds, forcing their price up and their yield down.  Likewise, 
when interest rates are rising, investors sell bonds, their price goes 
down and their yield goes up.   
 
The most scrutinised and respected measure is the yield on 10-year 
US Treasury bonds.  10-year bonds are important because they are 
a good average for the market and are often used to calculate 
mortgage rates.  10-year Treasuries are the most important 
economic fixed interest indicator and the yield of these bonds is 
monitored very carefully by investors around the globe.   
 
In early February of this year, equity markets plummeted when 
economic data from the US indicated that US growth would be 
stronger than first thought.  The fear was that higher growth would 
lead to higher inflation and that higher inflation would lead to 
higher interest rates.   
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The three different types of yield curve—normal, inverted and flat: 

US Treasury Yield curve has flattened over last four years: 
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Sure enough, as a result we saw bond prices fall and their yields 
rise.   
 
The US 10-year Treasury yield hit 3% on 24th April, a level not seen 
since January 2014.   This move has been widely reported and is a 
symbolic level indicative of an economic environment 
characterised by a period of sustained higher interest rates.   
 
As above, bond prices fall as yields rise and sure enough the 10-
year Treasury price has fallen.  Are they now attractive, yielding 
3%?  US Federal Reserve interest rates are currently at 1.75% and 
whilst there is always a gap between what the central bank offers 
and the US Treasury market, 3% does still look attractive, at a 
difference of 1.25%.  However, if interest rates rise more or indeed 
sooner than expected Treasury yields could push even higher, to 
say 4 or even 5%.  If this happens then 3% yields now look 
unattractive in the future.  On balance, we believe that 3% is a 
healthy yield.  US inflation has risen – to 2.4% as of the end of 
March – and so investors are achieving a real rate of return above 
inflation which, if not an exciting number, is still positive at 0.6%!  
 
Should investors be buying US Treasuries at this level?  It depends 
what you use them for.  Remember that you will lose money if 
Treasury yields rise (because their price will fall) but rising yields 
should be an indication that US growth has exceeded expectations, 
precipitating an increase in interest rates to combat inflation.  
Therefore, you’d expect equities to be performing well when 
interest rates are rising because economic growth is good for 
companies and therefore stock-markets.  Indeed, there have been 
six extended periods of rising rates since the early 1990s, with an 
average interest rate increase of c1.8%. Over these periods stock-

markets have increased by an average of 17%, so evidence suggests 
that rising rates are good for markets.   
 
Equally, falling interest rates should be an indication that all is not 
well in the economy and that stock-markets may be falling or 
indeed might start to fall soon.    
 
The natural conclusion should be that rising stock markets will 
probably coincide with falling bond markets and buying 
government bonds should therefore be seen as a ‘hedge’.  You will 
lose money from them if equities do well but you will make money 
from them if equities perform poorly.  Whilst it’s not quite that 
simple, the principle and indeed the correlation generally holds 
true.  See below:  
If US economic growth disappoints, US Treasuries will go up as 
interest rate expectations are reduced, helping to reduce the losses 
suffered in equities as a result.  If US growth marches on, then 
Treasuries will fall in value and yields will rise further.  However, we 
would expect equities to perform well in such an environment to 
compensate.   Are we buying US Treasuries?  We already own 
some, as a hedge, but yielding c3% and offering a real return above 
inflation, we believe that 10-year US Treasuries offer good value at 
present.  Therefore, owning some and or buying more seems 
sensible to us at these levels.  It might sound strange, but we’d love 
for those investments to lose money, as this will be probably mean 
that most other assets in our portfolios are performing strongly.   
 
We hope for accelerating growth and therefore higher interest 
rates in the US, at least for now.  
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US Treasury yields have been in structural decline, whilst US stock markets have been inversely correlated, delivering  stellar returns: 

US 10  YEAR TREASURY YIELD 
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