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US bonds has shifted dramatically. The 10-year US Treasury yield reached a low of
2.56% on 3 January, the day before Jay Powell, chairman of the US Federal Reserve
(Fed), made a U-turn from a hawkish to a dovish stance. Taking note of this regime
shift, we are revising our year-end target downward, from 3.4% to 3.1%. We expect
the 10-year yield to move gradually up to 3.0% by mid-year, plateauing towards the
end of 2019.

› In this central scenario, the Fed would pause its rate hiking cycle and the upward
yield move would come mainly from rising inflation expectations due to a further oil
price increase and an acceleration of US core inflation. Moreover, we foresee a revival
of the term premium (i.e., a steepening of the US yield curve), brought on by a pause
in Fed rate hikes, by continued Fed balance sheet shrinkage and by a rising supply of
US Treasuries on the mid-to-long end of the curve.

› However, global recession risks have been rising and we are aware that the curve
could invert, with the 10-year yield falling to 2.0% should this risk materialise (our
negative scenario). For this reason, we are remaining neutral on US Treasuries in
general, favouring the mid-part of the curve.
CHART 1: US TREASURY YIELD CURVE IN THREE SCENARIOS
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Regime shift for US Treasuries
Since our note on the 2019 outlook for US Treasuries on 6 December 2018 (see here), the
environment for US bonds has shifted dramatically. The 10-year US Treasury yield
reached a low of 2.56% on 3 January, the day before Fed chairman Jay Powell made a Uturn from a hawkish to a dovish stance. This shift to dovishness was confirmed at the Fed
meeting on 30 January, when Powell insisted that the Fed would be “patient” and datadependant, thereby abandoning its tightening bias. Our US economist now expects only
one final, symbolic rate hike in June, but risks of no rate hike are growing (see here).
Taking note of this regime shift, we are revising our year-end target downward, from
3.4% to 3.1%. We expect the 10-year yield to move up gradually to 3.0% by mid-year,
plateauing towards the end of 2019.
Underpinning this shift is the deterioration of the global, and to a more limited extent, the
US economic outlook since Q4 of last year, as soft data nose dives, with the
manufacturing PMIs (Purchasing Manager Index) in Germany, France, Italy and China
dipping below the 50-level threshold. Of particular concern is Germany, an exportoriented economy that, among others, has suffered from the Chinese economic slowdown
and new European auto regulations (see here).
Weaker incoming economic data and a hawkish Fed last October sparked a global
equities sell-off on fears that the Fed would kill the US economic cycle by being too
restrictive and that a (global) recession was imminent. In that context, 10-year US
Treasuries finally played their safe-haven status, with the yield falling an impressive 67
basis points (bps) from the peak of 3.23% on 8 November to the low of 2.56% on 3
January. This was in stark contrast to their behaviour during the rest of 2018, as the
protection status of long-term US Treasuries did not work when US equities sold-off on
fears of rising inflation or of a more hawkish Fed (see Chart 3).
CHART 3: 10-YEAR US TREASURY YIELD AND THE S&P 500
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From flattening to steepening
What does this regime shift mean for the direction of US Treasury yields in 2019? First, as
the Fed pauses its hiking cycle (with one or even no further rate rises), the rise in shortterm yields will not drive the 10-year yield up as it did since the end of 2017, meaning
that further yield curve flattening would come from the 10-year yield falling further,
rather than rising less than Fed funds rates. This is encompassed in our negative scenario
(30% probability), in which signs of a US recession would appear this year, leading the
US Treasury yield curve to price in Fed rate cuts and to a yield curve inversion. The 10year yield would then fall to 2.0% and the two-year yield would move below the Fed
funds rate, as is usually the case when market participants start to anticipate a recession
(see Chart 1 and 2 above).
In our central scenario however (55% probability), the yield curve (10-year – two-year)
would steepen from its current low level of 18 bps (on 5 February) to about 34 bps by
year-end, with most of the steepening happening in H1. That scenario is based on a rise
in inflation expectations and on a less negative term premium on the back of higher longterm Treasury issuance and a Fed tightening pause. In this case, the 10-year Treasury
yield would rebound towards 3.0% in the summer, plateauing toward 3.1% by year-end
(see Chart 1 and 2 above). This is the scenario that will be elaborated on in this note.
In our positive scenario, US growth would be sufficiently robust, with inflation
accelerating as well, for the Fed to embark in a new round of tightening, pushing the 10year yield up to 3.5% by year-end (see Chart 1 and 2 above).

Rising inflation expectations
Looking first at inflation expectations, we expect the 10-year inflation breakeven yield to
move higher due to an oil price rebound towards USD 60 per barrel (for the West Texas
Intermediate (WTI)) and an acceleration of US core inflation (Personal Consumption
Expenditures (PCE)) above the Fed’s 2.0% target. Since the beginning of 2019, the
rebound in the 10-year inflation breakeven yield has materialised, rising from the lows of
1.68% on 3 January to 1.87% on 5 February. However, this level remains too low, as it
should hover around its long-term average of 2.1% when the US economy is late cycle
with inflation and wage growth picking up. This was actually last year’s average level as
well.
Moreover, as explained above, a dovish Fed likely means that it will be less reactive to an
acceleration of core PCE above its 2% target (we expect it to be 2.2% on average in 2019).
Hence, the recent rise in inflation breakeven yields could continue and we expect the 10year breakeven yield to reach 2.1% by mid-year. However, inflation expectations
embedded in the 10-year Treasury yield have been closely correlated to the oil price, with
a sharp drop usually signalling weakening demand and rising risks of a global recession.
For this reason, the recent oil price rebound must also endure (see Chart 4 and Chart 5).
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CHART 4: US 10-YEAR TREASURY YIELD BREAKDOWN

CHART 5: US 10-YEAR INFLATION BREAKEVEN AND OIL PRICE
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Term premium revival is on the table
A constant puzzle for bond investors is the negative term premium in the US, which
stands at -0.64% for the 10-year Treasury yield. It has been pushed lower through the
multiple rounds of quantitative easing (QE) by developed market central banks since the
2008 Financial Crisis. As these extraordinary measures came to an end, market
participants expected it to rise again. However, it was pushed down again in early 2016
and in late 2018 due to 10-year Treasuries’ safe-haven status as US risky assets sold off.
President Trump’s election sparked hope that reflationary policies, through his tax cuts,
would lead to a steeper yield curve, but the Fed’s tightening cycle pushed the term
premium back into negative territory (as the US yield curve usually flattens when the Fed
hikes rates) (see Chart 6).
Looking into 2019, we expect the US Treasury yield curve to steepen through higher
long-term yields. In other words, we foresee a revival of the 10-year term premium. First,
as the Fed pauses and the US economic cycle is preserved, the flattening pressure from
tighter monetary policy should wane.
Second, even if the Powell hinted on 30 January that Fed members would discuss the
Fed’s balance sheet reduction in the upcoming meetings, we do not expect them to put it
on hold until later in the year. This means a continuing shrinkage of US Treasuries
holdings of about USD 30bn per month, which would amount to a reduction of at least
USD 200bn in 2019, after USD 214bn last year.
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Lastly, the December 2017 tax cuts significantly increased US Treasury issuances, as they
are “unfunded”, pushing the US Federal government deficit deeper into negative
territory to -3.9% of GDP in 2018. The 12-month cumulative net issuance of all US
Treasuries reached USD 1,105bn at the end of last year, which is double what was
reached in 2017. Interestingly, the bulk of issuance has come from Treasury Bills, given
the US Treasury department seems to favour the “cheapest” part of the curve. However,
as the yield curve became almost flat in H2 last year, the increase has switched to Notes
issuances, which include 10-year Treasuries (see Chart 7). Therefore, we expect this
increased supply on the mid-to-long-end of the Treasury curve to put upward pressure
on long-term yields, thereby reviving the term premium. One has to bear in mind
however, that higher Treasury yields have also attracted new marginal buyers.
Specifically, US Households have bought about 60% of all net issuances in the three first
quarters of last year, raising their total holdings from 9% to 14% of all Treasuries
outstanding. Taking note of this, we only expect a moderate rise in 10-year yields to 3.1%
by year-end.
CHART 6: US 10-YEAR TREASURY TERM PREMIUM* AND YIELDS

CHART 7: US TREASURIES NET ISSUANCE (12-MONTHS CUMULATIVE)
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Conclusion
We expect the 10-year Treasury yield to move gradually up to 3.0% by mid-year,
plateauing at 3.1% by the end of 2019. In this central scenario, the Fed would pause and
the upward movement would mainly come from rising inflation expectations and from a
revival of the term premium (i.e., from a steepening of the US yield curve). However,
global recession risks are rising and we are aware that the curve could invert, with the 10year yield falling to 2.0% should this risk materialise. For this reason, we are remaining
neutral on US Treasuries in general, favouring the mid-part of the curve.
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