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A strong July
employment report
caused Treasury yields
to spike higher, but the
broader message from
the bond market has
not changed.
Improvement in
economic data will
need to exhibit greater
consistency to exert
meaningful upside
pressure to bond yields.
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A stronger than expected July jobs report caused Treasury yields to
jump higher, but investors looking for the long-awaited rise in yields may
have to wait longer. The bright spot provided by jobs offset otherwise bondfriendly developments, including a powerful policy move by the Bank of England
(BOE) in response to Brexit risks and softer than expected U.S. economic data
in the form of a below-expectation Institute for Supply Management (ISM)
manufacturing reading and weaker economic growth, as measured by gross
domestic product (GDP). Therefore, more proof is needed before yields may rise
on a sustained basis, which would pose a more meaningful threat to bond prices.
The 10-year Treasury yield rose to near 1.6% following the July jobs report, a
level that brought about buying interest during July and helped support highquality bonds [Figure 1]. Holding this technical level will help determine whether
the current, sub-1.6% yield range holds, or whether the 10-year Treasury yield
rises to the 1.7–2.0% yield range that characterized trading from late January
to late June of this year. For most investors, such a nuanced yield environment
does not materially alter the bigger picture even if further bond price gains have
run their course.
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THE 10-YEAR TREASURY YIELD IS RETESTING 1.6% LEVEL
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The employment report did, however, challenge
very benign Federal Reserve (Fed) rate hike
expectations. The jobs report helped keep bond
investors “honest” and remain respectful of a
potential rate hike in either September or, more
likely, December 2016. Fed rate hike expectations
increased for the week ending August 5, 2016,
according to fed fund futures [Figure 2]. The
market-implied probability of one 0.25% rate hike
by December 2016 increased to 50%.
Bond investors still expect very little from the
Fed over coming years. Figure 2 also illustrates
that market-implied Fed rate hike expectations
remain very mild with futures showing a long run
rate of only 1.5%. The Fed has loosely described
“long run” as a period of five years. This indicates
that much of the good news for bonds is likely

FED RATE HIKE EXPECTATIONS NUDGED HIGHER
POST JOBS REPORT
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Fed vs. Market Rate Hike Expectations
Fed Projection
Market Expectation (08/05/16)
Market Expectation (07/29/16)

already priced in but shows that investors need
more convincing. In short, futures still reflect
expectations the Fed will raise interest rates
very slowly given the sluggish global economic
backdrop, and that more data will be required.

ASSESSING THE YIELD CURVE
The yield curve steepened modestly in response
to the stronger jobs report, a shift that reflects
better growth expectations. However, the yield
curve remains flat when viewed over a longer-term
perspective [Figure 3] and is below the 25-year
average of 1.2%. The yield curve slope remains
positive and a substantial distance away from
turning negative or inverting, but still reflects a
slow-growth environment.

THE YIELD CURVE STEEPENED LAST WEEK BUT STILL
REFLECTS A SLOW-GROWTH ENVIRONMENT
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Yield Curve Steepness:
10-Year Treasury Yield Minus 2-Year Treasury Yield
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Long run is defined as five years.
Market expectations reflect the fed fund futures market-implied
probability of a Fed rate hike.
Rate hike expectations set forth in the figure may not develop
as predicted.
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Yield curve is a line that plots the interest rates, at a set point in
time, of bonds having equal credit quality, but differing maturity
dates. Treasury yield curve can be used to predict changes in
economic output and growth.
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AUCTION ACTION & OVERSEAS INVESTORS

CONCLUSION

In the typical post-employment report lull,
economic data are limited over the next two
weeks and the bond market may take its cues
from auction demand. Foreign demand, in
particular, will be scrutinized closely as overseas
purchases have played a key role in Treasury
strength in 2016. Overseas investors’ cost to
hedge U.S. dollar currency risk has increased
over recent months and may impact demand.
The Treasury will sell new 3-, 10-, and 30-year
securities over consecutive days starting Tuesday,
August 9, 2016, as this publication goes to print.
Longer-term 10- and 30-year Treasuries will be a
better test of investor demand.

On a longer-term basis, the pace of economic
growth and Fed rate hike prospects will hold
greater influence over the path of bond yields, but
last week’s overall mixed message did little to alter
the current environment. Economic data have yet
to indicate a substantial acceleration that might
warrant higher yields.
Until then, global central banks remain bond market
friendly, as last week’s aggressive action by the BOE
illustrated. The BOE announced additional stimulus
consisting of a rate cut, increased government bond
purchases, the start of corporate bond purchases,
and a bank lending program. The bold move helped
boost long-term bond prices and reinforced the
bond-friendly stance of global central banks.
We continue to suggest a relatively neutral bond
exposure, consisting primarily of high-quality
intermediate bonds given the absence of notable
value. Still, investors hoping for even better value
and higher yields may have to wait longer. n

IMPORTANT DISCLOSURES
The opinions voiced in this material are for general information only and are not intended to provide or be construed as providing specific investment advice or
recommendations for any individual security. To determine which investments may be appropriate for you, consult your financial advisor prior to investing. All
performance referenced is historical and is no guarantee of future results. All indexes are unmanaged and cannot be invested into directly.
The economic forecasts set forth in the presentation may not develop as predicted and there can be no guarantee that strategies promoted will be successful.
Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values and yields will decline as interest rates rise, and bonds are subject to
availability and change in price.
Government bonds and Treasury bills are guaranteed by the U.S. government as to the timely payment of principal and interest and, if held to maturity, offer a fixed
rate of return and fixed principal value. However, the value of fund shares is not guaranteed and will fluctuate.
International debt securities involves special additional risks. These risks include, but are not limited to, currency risk, geopolitical and regulatory risk, and risk
associated with varying settlement standards. These risks are often heightened for investments in emerging markets.
This research material has been prepared by LPL Financial LLC.
To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial LLC is not an affiliate of and
makes no representation with respect to such entity.
Not FDIC or NCUA/NCUSIF Insured | No Bank or Credit Union Guarantee | May Lose Value | Not Guaranteed by Any Government Agency | Not a Bank/Credit Union Deposit
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