
Trade war tensions, volatile emerging market currencies 

and the influence of populist politicians are hard to ignore. 

In sharp contrast to the US stock market, European and 

Asian indices are in negative territory year-to-date. 

Another sign of concern this year is the flattening of the 

yield curve – the spread between US 10 year and 2 year 

Treasury bonds. The yield on shorter dated bonds has 

risen as the US Federal Reserve has gradually increased 

rates from the unprecedented levels they reached during 

the financial crisis. A flattening curve means that bond 

investors don’t require higher yields for longer terms and 

implies a less rosy view of the future.    

KEEPING AN EYE ON US TREASURY YIELDS

The bond market is closely watched as a barometer of risk 

appetite. US sovereign debt is regarded as the safest in 

the world because the US is highly unlikely to default on 

its debt. The yield on the benchmark US 10 year Treasury 

bond has risen this year and it’s hovering around 3% but 

that’s still well below the near 5% average that pertained in 

the decade before the financial crisis.

In a bull market, when an economy is expanding, investors 

are willing to take risks to make higher returns. Generally 

this reduces demand for low risk, low return bonds, 

resulting in declining prices and, the inverse, rising yields. 

Furthermore, tax cuts have been a gift to corporates and 

shareholders but the underfunded nature of the US Tax Act 

means that the burden of government debt will increase. 

Normally, the prospect of more issuance will lift yields as 

supply grows.

INFLATION FINALLY PICKING UP?

Bond yields are also influenced by inflation expectations. 

In the 1980’s, 10 Year yields in the mid-teens reflected the 

US Federal Reserve’s determination to control rampant 

inflation. The Fed won its battle and it seems unlikely 

it will face the same dragon any time soon. Indeed, in 

recent years, central bankers have struggled with the 

opposite problem – trying to push inflation up. Economic 

growth and declining unemployment should result in wage 

increases, the main driver of long term inflation. The big 

mystery of the economic recovery has been the lack of 

inflation, with automation often cited as a potential culprit 

– robots don’t bargain for salaries.

Notwithstanding the recent pick up in US wage growth, the 

bond market certainly doesn’t see a spike in wages, which 

would be negative for equities and bonds. Companies are 

dealing with higher input prices from rising raw material 

costs such as energy prices but economists broadly expect 

this to be temporary.  Moderate inflation is actually good for 

equities; it gives companies some pricing power.   

A record high for the S&P 500, the strongest growth in US GDP for years, $1 trillion dollar 
valuations for iPhone maker Apple Inc. and internet retailing giant Amazon, and the lowest 
rate of unemployment since the start of the millennium – it would appear that the world’s 
largest  economy is firing on all cylinders in 2018. And yet, investors are worried. 
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AN INTERCONNECTED WORLD

Of course, the US doesn’t exist in isolation – 

notwithstanding the ideological preferences of the current 

President. US asset prices influence, and are influenced 

by, the wider world; US companies have international 

businesses, China is the largest foreign holder of US 

Treasuries, supply chains traverse the globe and the US 

dollar is the leading reserve currency. 

Low yields outside the US have an anchoring effect on 

Treasuries. Although the European Central Bank is set to 

complete its bond-buying programme at the end of this 

year, the ECB has lowered its forecast for GDP growth and 

interest rates are expected to remain at rock-bottom until 

September 2019. The equivalent to the US 10 year Treasury, 

the German Bund, yields just 0.5%. While that’s better 

than the extraordinary negative yield of 2016, it’s still below 

inflation, which means negative real returns for investors. 

The Fed’s interest rate hikes may also attract capital from 

riskier emerging economies as investors are drawn to 

higher ‘risk-free’ returns.

WHAT SHOULD INVESTORS DO?

There’s no doubt there’s a lot going on in the world and 

with our digitally connected lives, news travels fast. Asset 

prices constantly adjust to new information. The equity 

market will always pay attention to the bond markets view 

- the risk free rate is the technical starting point for valuing 

shares – and equity investors appreciate the heightened 

risk sensitivity of the debt investor. It’s the difference 

between a glass half full and a glass half empty mentality. 

The path that benchmark sovereign bond yields take will 

depend on the strength of economic growth and the level 

of inflation. Although the economic cycle hasn’t been 

abolished and is certainly very difficult to time, the long 

and sometimes slow recovery from the financial crisis 

looks set to go on, while inflationary pressure remains 

relatively benign. This means that corporate earnings 

should continue to grow. So with the valuation of global 

equities looking reasonable on the whole, some exposure 

to a diversified portfolio of well capitalised stocks remains 

appropriate for investors that take a long term view.


