This document is a hodge podge of yield curve info I’ve collected and think pertinent to understanding how it works. 

Everything below is pulled from different sources. 

* * * 

As far as whether a higher interest rate on the 10-year note should mean a concomitant weakening of stock prices: 

· The yield curve should also be considered. The yield curve has proven to be one of the most accurate forecasting tools in the financial markets. Currently, although the yield spread between short maturities and long maturities has begun to narrow, the yield spread between 3-month bills and 10-year Treasuries remains relatively close to a multi-decade high. Studies conducted by the Federal Reserve indicate that the yield spread between bills and 10s is one of the best forecasters on economic growth and hence, profits. Thus, the current shape of the yield curve suggests caution about being bearish on equities. 


· Risk attitudes matter. The equity risk premium has increased following the bursting of the financial bubble and following 9/11. This will reduce the interest rate level at which investors might be lured into interest-bearing assets. 


· Real interest rates matter. This relates back to the first point. Short-term interest rates still provide an incentive to invest rather than save and they will continue to provide that incentive so long as short-term rates offer negative real after-tax returns. 

· a steepening yield curve generally forebodes good times for investors over a several quarter horizon.

· a “negatively sloped” yield curve usually indicates that Fed policy is unfriendly, with the Fed engaged in a strategy to slow the economy by raising short-term interest rates.  This, of course, generally portends a gloomier set of conditions for the equity market as well as the economy.  In fact, since 1970 every inverted yield curve has been followed by a period in which S&P 500 earnings growth was negative.

· The yield curve is thought to be a better predictor of the economy than the stock market and can therefore give you an edge if you follow it.  Indeed, studies have shown that the yield curve predicts economic events roughly 12 months or more in advance while the stock market is thought to foretell events 6 to 9 months in advance.
The Yield Curve Foretold the Events of 2000

· The events of 2000 were forewarned by the inversion of the yield curve at the start of the year in January when it inverted for the first time in about ten years.  While many investors and analysts dismissed the inversion as related to technical factors such as Uncle Sam’s buy-back of the national debt (which entails the purchase of long-dated maturities, mostly), there were clearly other reasons for the inversion that had implications for the markets and the economy. 

· First of all, the inversion was occurring because the bond market was beginning to believe that the Fed would have to raise rates aggressively to slow the economy.  That’s exactly what happened; the Fed raised rates one full percentage point over the next four months.  In turn, bond investors began to believe that economic growth would decelerate.  It did. 

· Historically, a steep yield curve has generally foretold a strengthening of economic activity, rising corporate profits and rising stock prices.  At present, there’s every reason to believe history will repeat itself.  Stock investors sure hope so.  Since 1970, the S&P 500 has performed very well in the aftermath of the onset of rate cut cycles, gaining 9% after 3 months, 19% after 6 months and 24% after 12 months. 

· Fact: The closer the fed funds rate moves to what is perceived as neutral will cause the 2yr/ff spread to narrow.

· MARKET  TALK: The chart below illustrates the steepness of the yield curve during the early stages of an easing cycle, and the flattening that occurs when easing cycles end. Note that the curve was inverted during the last tightening cycle, an accurate predictor of the problems eventually seen in the economy and the financial markets. 

· The current 2-year vs. 30-year yield spread, at 287 basis points, has steepened 2 basis points from Friday, but has flattened 69 basis points from its peak of 356 basis points reached last October. The recent flattening is a result of  the short-end of the Treasury curve underperforming longer maturities, owing to expectations for the Fed to begin raising rates sooner than previously expected.
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Those who follow that view list a number of reasons why the flatter yield
curve matters: 
  For one, it indicates a conviction in the Treasury market that economic growth
is likely to remain subdued enough that inflation won't become a problem.


Inflation is the major enemy of bonds with maturities of five years and longer,
because it eats into the bonds' returns. Subdued growth hurts the high-yield
market as risky companies need a strong economy to keep them afloat. 


  But the flatter yield curve is also undermining a trade that has been very
popular in the past years and that has been one reason for the market's rally -
borrowing at cheap short-term rates and investing in higher-yielding longer-term
products, from mortgage-backed securities to high-yield bonds, known in the
market as the carry trade. As the yield curve flattens, that trade becomes much
less profitable, causing investors, particularly hedge funds and other
short-term buyers, to unwind it - adding to pressure in the market. 


  The flat yield curve - the flattest it has been since March 2001 - "is a
leading indicator of a deteriorating economy" for the equity market, and
high-yield bonds tend to track equities, said Martin Fridson, publisher of
Leverage World, a research service focusing on the high yield bond market. 


  And similar to those investors plying the carry trade, it becomes unattractive
for high-yield bond traders to hold bonds on their books in such a situation,
because the difference between their borrowing costs and the coupons they earn
with the bonds in their portfolios narrows. 


  "Dealers stop answering the phone when the yield curve flattens," Fridson
said. That reduces liquidity and further undermines sentiment. 


  "While no single factor in this list unilaterally explains changes in the high
yield spread, it's a fair assumption that the yield curve played a prominent
role in the recent widening," he wrote the company's weekly publication of high
yield strategy dated April 29. 


  According to the Merrill Lynch U.S. High Yield Master II Index, the risk
premium to Treasurys on junk bonds jumped above 4.00 percentage points last week
from 2.73 percentage points on March 11, which was near its historical low.

_end_

[image: image1.png](TALKING POINTS

Flatter Yield Curve Hurting Junk Bonds

High-yield bond investors have been thrown a curve that
may partly explain the sell-off in junk bonds.

The Treasurys yield curve has been flattening. And as the
high-yield market has stumbled. some believe curve-flattening
is partly to blame.

A flatter curve suggests cconomic growth is likely to lag,
hurting lower-rated companics. The flatter yield curve also
undermines the carry trade. or borrowing at cheaper short-term
rates and investing in higher-yielding longer-term products,
including junk bonds. As that trade becomes less profitable,
hedge funds and other short-term buyers unwind it, adding to
pressure in the high-yield market.

With a flattening curve, notes Martin Fridson, publisher of
Leverage World, it becomes unattractive for high-yield traders
to hold bonds on their books, because the difference between
borrowing costs and the coupons they earn narrows.

Dealers stop answering the phone when the yield curve
flattens.” Fridson said. That reduces liquidity and further

undermines sentiment. **While no single factor in this list uni-
laterally explains changes in the high yield spread, it’s a fair
assumption that the yield curve played a prominent role in the
recent widening,” he wrote the company’s weekly publication
of high yield strategy dated April 29.

According to the Merrill Lynch U.S. High Yield Master [1
Index. the risk premium to Treasurys on junk bonds jumped
above 4.00 percentage points last week from 2.73 percentage
points on March 11, which was near its historical low.

But some believe the high-yield market’s weakening
reflects more than just economic concerns and technical, liq-
uidity and trading-related issues.

Kevin Akioka, funds manager at Payden & Rygel
Investment Management, cites fear about General Motors”
credit ratings and those of its GMAC unit falling to speculative
status, overwhelming the high-yield market. 1t will be a big
cevent and it has added nervousness in the market,” he said.

According to Merrill Lynch, GM and GMAC would
account for 6.4% of its widely-followed high-yield index.
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