Markets catch-up to the Fed
The shift higher and steepening in the US Treasury yield curve since
the turn of the year primarily reflects the market catching up with the
Federal Reserve’s (Fed) guidance for the path of policy rate hikes and
its estimate of the long-run ‘neutral’ policy rate (r*). In my view, a
further meaningful move higher in Treasury yields, especially at the
longer-end, is unlikely in the near-term in the absence of an upward
shift in Fed interest rate guidance. Investors however are still in my
view under-estimating the ‘terminal’ rate of policy rates at the end of
the current Fed hiking cycle.
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Since mid-December 2017, following the meeting of the Fed’s interest rate setting
committee (the FOMC) that raised policy rates to 1¼%- 1½% and released its latest
long-term interest rate projections as well as the passage of tax cuts by Congress,
the US Treasury curve has shifted higher and become steeper (see Fig.1). The yield
on the 10-year Treasury bond (UST10y) has risen by more than 50 basis points (bps)
over the period, of which around 30bps are due to higher real rates and 20bps to
higher inflation expectations.
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Fig 1: Shift higher and steeper US Treasury yield curve since 12 December 2017
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Source: Macrobond as at 16 February 2018
Short-term interest rate futures markets currently anticipate almost three Fed rate
(25bps) rate hikes in 2018, compared to only two in mid-December. But in contrast
to 2017 when higher short-term rates were associated with flat and even declining
market expectations for the ‘terminal rate’ (the end-point for short-term interest
rates of the Fed hiking cycle) and a flattening of the yield curve (prompting
concerns amongst some market participants that it signalled rising recession risk),
higher short-term rate expectations have been accompanied by an upward shift in
market expectations of the ‘terminal’ Fed policy rate to 3% (proxied in Fig. 2 by the
yield on the 1yr Treasury note expected three years forward).
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Fig 2: 3

year forward rate for the UST1yr yield
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Source: Macrobond as at 16 February 2018
Similarly, market expectations for the long-run natural or neutral rate of interest
have also risen from 2.6% to around 3%, broadly in line with the FOMC’s ‘longerterm’ projections (‘dots’) for Fed funds rate. The long-run neutral rate (often
referred to as r-star, r*) is the real (inflation-adjusted) policy rate that is neutral in
the sense that it is consistent with long-run trend growth and stable inflation
(neither expansionary not contractionary). In Fig. 3 below, the 5-year Treasury yield
expected in five years (the UST5yr5yr) less the average annual rate of inflation
expected over five years (the Fed’s preferred measure of long-run market
expectations of inflation) is one indicator the market’s view of r*, the long-run
neutral Fed funds rate.
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Source: Bloomberg, Federal Reserve, as at 9 February 2018
We have seen that investors, however, are currently assuming that the ‘terminal’
Fed funds rate and the ‘neutral’ policy rate are the same at 3%. But as the Fig. 4
below illustrates, the peak in Fed policy rates during prior rate hiking cycles has
been significantly above the neutral rate as the Fed seeks to cool an ‘over-heating’
economy (the contractionary stance in monetary policy is typically followed by
recession 6-18 months later).

Note: shaded columns denote Fed rate hiking cycles. Real Fed funds target rate
minus annual change in core PCE inflation. The neutral rate (r*) as estimated by the
current San Francisco Fed chair John Williams and Thomas Laubach, a Director at
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the Federal Reserve.
Source: Macrobond, latest quarterly data for the neutral rate as at Q3 2017, real
Fed funds rate Q4 2017.
The shift higher in US Treasury yields and steeper yield curve primarily reflects
markets catching up with Fed guidance on the path of future interest rates and the
long-run ‘neutral’ real rate. However, the Fed typically over-shoots the neutral rate
during the hiking cycle, in part because in real-time it is extremely difficult to know
with confidence what is the neutral rate as well as falling ‘behind the curve’ with
policy rates too accommodative of growth for too long. Recent tax cuts and
increase in budget spending approved by Congress against the backdrop of an
economy near full-employment heightens the risk of a policy error by the Fed in my
view.
If history is a guide, the end-point for Fed policy rates in the current cycle could
potentially be anywhere between 50bps and 150bps above the neutral rate
implying that long-term (10yr) Treasury yields could eventually breach 4%. But in
the near-term, we believe the market is unlikely to price a higher terminal rate
before the Fed (something that could possibly come at the next meeting of the
FOMC on March 20-21 when it releases new interest rate projections) or inflation
accelerates faster than the Fed’s forecasts (so far price and wage inflation is
evolving in line with Fed projections).

Page 5 of 6

This document is issued in the United Kingdom (UK) by BlueBay Asset Management LLP (BlueBay), which is authorised and regulated by the UK Financial Conduct
Authority (FCA). BlueBay is also registered with the US Securities and Exchange Commission (SEC) and is a member of the National Futures Association (NFA) as
authorised by the US Commodity Futures Trading Commission (CFTC). This document may also be issued in the United States by BlueBay Asset Management USA LLC
which is registered with the SEC and the NFA. In Japan, by BlueBay Asset Management International Limited which is registered with the Kanto Local Finance Bureau
of Ministry of Finance, Japan. In Switzerland, by BlueBay Asset Management AG where the Representative and Paying Agent is BNP Paribas Securities Services, Paris,
succursale de Zurich, Selnaustrasse 16, 8002 Zurich, Switzerland. The place of performance is at the registered office of the Representative. The courts of the
registered office of the Swiss representative shall have jurisdiction pertaining to claims in connection with the distribution of the Shares in Switzerland. In Germany,
BlueBay is operating under a branch passport pursuant to the Alternative Investment Fund Managers Directive (Directive 2011/61/EU). In Australia, BlueBay is
exempt from the requirement to hold an Australian financial services licence under the Corporations Act in respect of financial services as it is regulated by the FCA
under the laws of the UK which differ from Australian laws. In Canada, BlueBay is not registered under securities laws and is relying on the international dealer
exemption under applicable provincial securities legislation, which permit BlueBay to carry out certain specified dealer activities for those Canadian residents that
qualify as "a Canadian permitted client”, as such term is defined under applicable securities legislation. The registrations and memberships noted should not be
interpreted as an endorsement or approval of any of the BlueBay entities identified by the respective licensing or registering authorities.
Unless otherwise stated, all data has been sourced by BlueBay. To the best of BlueBay’s knowledge and belief this document is true and accurate at the date hereof.
BlueBay makes no express or implied warranties or representations with respect to the information contained in this document and hereby expressly disclaim all
warranties of accuracy, completeness or fitness for a particular purpose. The document is intended only for “professional clients” and “eligible counterparties” (as
defined by the FCA) or in the US by “accredited investors” (as defined in the Securities Act of 1933) or “qualified purchasers” (as defined in the Investment Company
Act of 1940) as applicable and should not be relied upon by any other category of customer. In Hong Kong, the Fund is not authorised by the Securities and Futures
Commission for sale to the retail public and this document is only available for professional investors (as defined in the Securities and Futures Ordinance (Cap 571))
only.
This document does not constitute an offer to sell or the solicitation of an offer to purchase any security or investment product in any jurisdiction and is for
information purposes only. This document is not available for distribution in any jurisdiction where such distribution would be prohibited and is not aimed at such
persons in those jurisdictions. Except where agreed explicitly in writing, BlueBay does not provide investment or other advice and nothing in this document
constitutes any advice, nor should be interpreted as such. No BlueBay Fund will be offered, except pursuant and subject to the offering memorandum and
subscription materials. This document is for general information only and is not a complete description of an investment in any BlueBay Fund. If there is an
inconsistency between this document and the offering materials for the BlueBay Fund, the provisions in the Offering Materials shall prevail.
Past performance is not indicative of future results. The investments discussed may fluctuate in value and investors may not get back the amount invested. You
should read the offering materials carefully before investing in any BlueBay fund. Gross performance figures reflect the reinvestment of all dividends and earnings,
but do not reflect the deduction of fees and expenses. Net performance figures reflect the reinvestment of all dividends and earnings, and the deduction of fees and
expenses. A description of the specific fee structure is contained in the fund’s prospectus. The fund return will be reduced by the deduction of the applicable fees.
No part of this document may be reproduced in any manner without the prior written permission of BlueBay. In the United States, this document may be provided
by RBC Global Asset Management (U.S.) Inc. ("RBC GAM-US"), an SEC registered investment adviser. In Hong Kong, this document may be provided by RBC
Investment Management (Asia) Limited, which is registered with the Securities and Futures Commission. RBC Global Asset Management (RBC GAM) is the asset
management division of Royal Bank of Canada (RBC) which includes BlueBay, RBC GAM-US, RBC Alternative Asset Management Inc., RBC Investment Management
(Asia) Limited and RBC Global Asset Management Inc., which are separate, but affiliated corporate entities. Copyright 2018 © BlueBay, is a wholly-owned subsidiary
of RBC and BlueBay may be considered to be related and/or connected to RBC and its other affiliates. ® Registered trademark of RBC. RBC GAM is a trademark of
RBC. BlueBay Asset Management LLP, registered office 77 Grosvenor Street, London W1K 3JR, partnership registered in England and Wales number OC370085. All
rights reserved.

Page 6 of 6

