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WHAT TO MAKE OF THE MOVEMENT  
IN INTEREST RATES
In April, the 10-year Treasury yield moved above 3%, the first time since January 2014. At the same time, the interest rate 
curve continued to flatten and now sits approximately 50bps from inversion. Some investors worry that one, or worse, both 
are ominous signs for the economy and return-seeking assets. While the movement of interest rates is a critical signal of 
future economic strength, we believe drawing overarching conclusions, at this time, is premature.

3%: WHY IT MATTERS…AND DOESN’T 

The 10-year Treasury yield moving above the 3% threshold is 
garnering a lot of media attention. Beyond it being a round number, 
some are concerned that as 10-year rates rise, the economy will 
slow as borrowing costs for consumers and businesses become 
more expensive. While this is a valid concern, we believe the 
US economy should be able to continue to grow at a solid pace 
and withstand modestly higher interest rates at or above 3%. In 
fact, it’s been our expectation that yields would rise this year to  
3.25%. But this begs the question: Why are rates rising? One 
reason for the increase in longer-term rates is a rise in short-term 
rates. 

Entering 2018, everyone expected the Federal Reserve to continue 
raising their target range, including us. In fact, our forecast called 
for a 1%  increase or four rate increases from the Fed. In March, 
there was one hike, and we expect three more over the course of 
this year. In conjunction with targeting higher short-term rates, 
the Fed is also continuing to reduce its balance sheet. Together, 
these monetary policy influences have contributed to, and should 
continue to promote, higher longer-term rates. But there are also 
other factors causing longer-term rates to move up.

The recent tax legislation and passed budget, which increase 
spending by the federal government, are targeted at improving 
growth, but may also push inflation higher. This will likely translate 
into increased debt issuances over the next several years to pay  
for these policies, which will also likely push yields higher as our 
lenders demand higher returns on their money. So the evidence 
that rates are rising for good reason appears strong, but how does 
it impact borrowers as well as return-seeking assets, like stocks?

NOT ALL GLOOM AND DOOM

The influence of higher interest rates cannot be looked at in 
isolation. At the moment, rates are rising against a backdrop 
of a fairly healthy economic environment. For that reason, we 
do not believe these higher rates will be disruptive to most 
borrowers. If the economy continues to perform well, consumers 
and corporations should be able to absorb the higher cost of 
borrowing.  

That said, financial markets will likely be influenced by these 
higher rates. Although we expect solid growth across the globe 
this year, rising rates do suggest higher volatility. The reason 
is simple. The low-volatility environment from the last several 
years persisted, in part, because the Fed’s policies essentially 
provided a safety net for return-seeking assets; no matter what 
risks arose, investors assumed the Fed would step in and support 
the economy and the markets. However, the Fed is now stepping 
back its influence on economic activity, by raising rates and 
reducing its balance sheet, which likely causes investors to be 
more jittery since the safety net that the Fed previously provided 
is now somewhat smaller. 

CAN A CURVE BE FLAT? YOU BET

Bond market participants often talk about the yield curve and 
its shape. The yield curve reflects what interest rates are being 
offered for all maturities of bonds,  from very short to very long. Its 
shape reflects the difference in interest rates along that maturity 
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A FLATTENING YIELD CURVE
SPREAD BETWEEN THE 10-YEAR AND 2-YEAR TREASURY 

Data through April 25, 2018
Source: Bloomberg, AB
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spectrum.  A “normal” shaped curve is one in which shorter-term 
rates, 90-day or 2-year, for example, are lower than longer-term 
rates, like the 10-year or 30-year. This relationship makes intuitive 
sense since lenders should demand a higher interest rate to lend 
money for a longer period of time. A flat curve means that shorter-
term rates are very similar to longer-term rates. 

The shape of the yield curve changes over time and is influenced 
by many factors, some of which we highlighted above. Since the 
end of 2013, the US Treasury yield curve has been flattening, 
with the difference between the 2-year and the 10-year yields 
now at around 0.50% (Display 1). This tightening is consistent  
with what we would expect—it is normal for the yield curve  
to flatten during a Fed tightening cycle, as it is usually driven by  
higher rates at the short end, which is the case right now. But  
fears of the curve inverting, where short-term rates are higher  
than long-term rates, are becoming more widespread. That’s 
because inverted curves typically precede recessions. 

An inverted curve tends to be reflective of economic conditions 
that cause a recession. One condition is a move higher in short-
term rates through tightening by the central bank. Another factor 
is declining investor economic growth expectations which tend to 
move long-term rates lower as investors buy bonds for safety. In 
other words, when either short-term rates move too high and/or 
the market is worried about long-term growth, the curve tends to 
invert and a recession is expected. 

However, it is important to note that not all flat curves invert. In 
the 1990s, for example, the curve flattened and stayed flat for 
several years without inverting. That said, they do tend to be a 
good predictor of an economic contraction, but are not predictive 
of when a contraction will occur.

The time between when a curve inverts and a recession begins 
is highly variable —from a few months to many quarters. Unfor-
tunately, the historical range is too wide for it to be a useful 
barometer. So, what does this mean for today’s curve?

WHY MIGHT THIS CYCLE BE DIFFERENT?  

Over the past 10 years, monetary policy, primarily quantitative 
easing (QE) in the US, Europe, and Japan, has distorted the 
relationship between the economy and interest rates. While the 
US Federal Reserve has stopped buying assets, the European 
Central Bank and Bank of Japan are still buying large amounts 
of their own bonds, resulting  in very low European and Japanese 
yields. The consequence of this is that US Treasury interest rates 
look relatively attractive, inducing international buyers to purchase 
US bonds, somewhat anchoring longer-term US interest rates.  
So while rates have risen across the curve, they’ve risen less than 
they would have at the long end, due to this global QE dynamic. 

Fortunately, this influence is a supply/demand issue and not a result 
of lower growth or higher inflation. So, we do not view this type of 
flattening as an imminent sign of the end of the cycle or a recession.  

BOILING IT DOWN

It is always important to watch the movement of interest rates  
and the relationship between short- and long-term rates 
Currently, we believe rates are rising and the curve is flattening 
due to a confluence of factors: the Federal Reserve raising rates, 
a solid economic landscape, rising inflation, fiscal policy, and the 
anomalous contribution from QE abroad.  At the moment, nothing 
seems particularly worrisome to us, but we will watch how these 
issues evolve and what it means for the interest rate market, and 
by extension, the economy and other asset classes. 
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Capital Markets Update

REAL ASSETS AND INTERNATIONAL EQUITY 
TOP PERFORMERS IN APRIL

Past performance is not necessarily indicative of future results. 
There is no guarantee that any estimates or forecasts will be realized. 
US stocks are represented by the S&P 500 Index; international developed-
market stocks by the Morgan Stanley Capital International (MSCI) EAFE Index of 
developed markets in Europe, Australasia, and the Far East; emerging-market 
stocks by the MSCI Emerging Markets Index; municipal bonds by the Lipper 
Short/Intermediate Blended Municipal Fund Average; taxable bonds by the 
Bloomberg Barclays US Aggregate Bond Index; hedge funds by the Hedge Fund 
Research Inc.’s (HFRI) Fund of Funds Composite Index; commodities by the MSCI 
ACWI Commodity Producers Index; global real estate by the FTSE EPRA/NAREIT 
Developed Index. An investor cannot invest in an index. These figures do not 
reflect the deduction of management fees and other expenses an investor would 
incur when investing in a fund or separately managed portfolio. See “Information 
About MSCI” at the end of this report.

*As of March 31, 2018 
Source: Bloomberg Barclays, FTSE, HFRI, Lipper, MSCI, S&P, and AB
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Information About MSCI
MSCI makes no express or implied warranties or representations, and shall have no liability whatsoever, with respect to any MSCI data contained herein. The MSCI 
data may not be further redistributed or used as a basis for other indexes or any securities or financial products. This report has not been approved, reviewed, or 
produced by MSCI.

Note to All Readers
The information contained herein reflects, as of the date hereof, the views of AllianceBernstein L.P. (or its applicable affiliate providing this publication) 
(“AllianceBernstein”) and sources believed by AllianceBernstein to be reliable. No representation or warranty is made concerning the accuracy of any data compiled 
herein. In addition, there can be no guarantee that any projection, forecast, or opinion in these materials will be realized. Past performance is neither indicative 
of, nor a guarantee of, future results. The views expressed herein may change at any time subsequent to the date of issue hereof. This material is provided for 
informational purposes only, and under no circumstances may any information contained herein be construed as investment advice. AllianceBernstein does not 
provide tax, legal, or accounting advice. The information contained herein does not take into account your particular investment objectives, financial situation, 
or needs, and you should, in considering this material, discuss your individual circumstances with professionals in those areas before making any decisions. Any 
information contained herein may not be construed as any sales or marketing materials in respect of, or an offer or solicitation for the purchase or sale of, any 
financial instrument, product, or service sponsored or provided by AllianceBernstein L.P. or any affiliate or agent thereof. References to specific securities, if any, 
are presented solely in the context of industry analysis and are not to be considered recommendations by AllianceBernstein. AllianceBernstein and its affiliates 
may have positions in, and may effect transactions in, the markets, industry sectors, and companies described herein.

The [A/B] logo is a registered service mark of AllianceBernstein, and AllianceBernstein® is a registered service mark, used by permission of the owner, 
AllianceBernstein L.P.

This document is provided for informational purposes only, reflecting prevailing market conditions and our judgments as of the date indicated herein. Opinions and 
estimates may be changed without notice and involve a number of assumptions that may not prove valid. Neither this document nor any of its contents may be used 
for any purpose without the consent of AllianceBernstein.
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