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The Flattening UST curve 

Economic growth in the US is moving at a solid pace and the labor market is at full 

employment - so why aren’t we in an environment of steeper curve and higher yields? In fact 

the UST curve has flattened materially with 2yr10yr spread now at 58bps vs 122bps at the 

beginning of this year. 

 

The recent flattening of the U.S. yield curve is raising concerns that the levels are rapidly 

approaching a point at which the trend will induce an economic slowdown in the US.  While 

we are of the belief that with the Fed raising interest rates in the face of stubbornly low 

inflation, it is only natural to see curve flattening, there is no denying that the longer the trend 

continues, the more likely its effects could spread to bank earnings and the real economy. 

Also it would limit the Fed’s ability to respond when these risks emerge. 

 

The Federal Reserve is likely to follow through its forecast of three rate hikes this year. The 

two-year Treasury yield is at the highest level since 2008 as investors prepare for a rate hike 

in December, and begin to build up expectations for further increases next year.  With short-

end yields climbing, the curve historically tends to flatten as longer-term rates rise more 

slowly. But since the start of 2017, 10-year and 30-year yields have actually declined.  

 

If history was a guide 

Historically curves begin to flatten somewhere at or before the mid-point of any rate hike 

cycle. In the previous rate hike cycle of 2004 – 2006, 2yr10yr spread was at 190bps at the 

time of the first rate hike in June 2004 (fed rate rose from 1% to 1.25%). From there on, the 

curve began to flatten and reached its lowest point in the cycle at -12bps in December 2006. 

The level similar to the current level of 58bps was reached after four rate hikes equating a 

total of 200bps in March 2005 and ahead of the remainder five rate hikes equating to 225bps 

of additional increase. 

 

2yr 10yr spread narrows as rate hikes happen 

 

Source: Bloomberg, Emirates NBD Research 

Most market participants ascribe the falling long term yields to stubbornly muted inflation, 

however, we believe the bigger factor is the unabated relentless demand for treasuries which 

has led to lower yields on the longer end of the curve. Some of the reasons for the strong 

demand for treasuries are as follows: 

 

Investors lack alternative safe havens. Gold is illiquid and other safe government papers 

across the world are largely low yielding. High yielding currencies such as AUD and CAD 

are also reasonably illiquid for large size investments.  

 

Adoption of Basel III requires banks to hold more of the treasury paper than under the 

previous regime. With banks across the globe gradually adopting Basel III framework, the 

bid for treasuries from banks is likely to continue. 
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Investors don’t believe that the Fed will raise rates too aggressively: Circa 50% of the 

US treasury debt is directly or indirectly held by US government or government related 

entities. Investors don’t believe that the Fed will raise rates too aggressively which could 

affect the financial position of these entities materially.  With expectations of tamed Fed and 

lower number of rate hikes in the future, investors remain confident and comfortable in 

buying treasuries. 

 

Emerging market sovereigns are beefing up their FX reserves to hedge against external 

vulnerabilities such as the one faced by the Asian countries in late 90s. Some sovereign 

such as China and Japan also use USD reserves to protect their currencies and maintain 

their export competitiveness.  

 

Supply of US treasuries is expected to be low in the coming few years than it has been 

in the last few years. So with decreasing supply and increasing demand, the technical 

dynamics for treasury yields are biased towards tightening. 

 

Corporate borrowing patterns are shifting from bank loans to capital markets and this 

leaves banks with extra cash to be deployed into other securities. 

 

The pools of retirement savings and insurance money are ever increasing as the world 

population ages and penetration of insurance products deepens. Aging population across 

the globe is also seeing asset allocation shifting to safer classes thereby increasing 

allocation to treasuries. Insurance and pension funds that are always seeking duration find 

longer dated treasuries as the best way to get it. Also influx of fixed income focused ETFs 

in the recent years is fueling the demand for liquid securities such as the USTs. 

 

Arbitrage opportunities. The global bond market is still awash in central bank purchases, 

particularly by ECB and BoJ. Over the last few years, the yield spread between 10-year 

Treasuries and German bunds has grown wider, creating an opportunity for overseas 

investors to add U.S. debt. ECB Plans to continue buying bonds through September 2018, 

albeit at half the current pace from January. And as long as the ECB continues to buy the 

long end of the curve, they will continue to have indirect effect on long end treasuries and 

thereby aiding UST curve flattening. 

 

10yr UST / 10yr Bund Yield spread 

 

Source: Bloomberg, Emirates NBD Research 
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Treasury recently announced that it wants to focus increased issuance in bills and shorter-

dated coupon maturities, like two- and five-year notes. That creates relative scarcity at the 

long end of the curve and a premium at the short end to absorb the extra supply. 

 

What does flatter UST yield curve mean for GCC banks? 
 

Given the pegged currencies, UST curve movements translate into similar trends for the local 

currency curves in the GCC region with mild variation and tend to have direct impact on the 

banks’ operating performance.  Banks typically prefer a steeper yield curve because they 

generate income from the spread between long-dated loans and deposits that are priced on 

shorter-term rates. Without the gap, their performance suffers. The impact of flattening curve 

is becoming visible in the share prices of the US banks although actual impact on profitability 

of the GCC banks is yet to emerge. 
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Disclaimer 

PLEASE READ THE FOLLOWING TERMS AND CONDITIONS OF ACCESS FOR THE PUBLICATION BEFORE THE USE THEREOF. By continuing to access and use the 
publication, you signify you accept these terms and conditions. Emirates NBD reserves the right to amend, remove, or add to the publication and Disclaimer at any time. Such 
modifications shall be effective immediately. Accordingly, please continue to review this Disclaimer whenever accessing, or using the publication. Your access of, and use of the 
publication, after modifications to the Disclaimer will constitute your acceptance of the terms and conditions of use of the publication, as modified. If, at any time, you do not wish to 
accept the content of this Disclaimer, you may not access, or use the publication. Any terms and conditions proposed by you which are in addition to or which conflict with this 
Disclaimer are expressly rejected by Emirates NBD and shall be of no force or effect. Information contained herein is believed by Emirates NBD to be accurate and true but Emirates 
NBD expresses no representation or warranty of such accuracy and accepts no responsibility whatsoever for any loss or damage caused by any act or omission taken as a result 
of the information contained in the publication. The publication is provided for informational uses only and is not intended for trading purposes. Charts, graphs and related 
data/information provided herein are intended to serve for illustrative purposes. The data/information contained in the publication is not designed to initiate or conclude any 
transaction. In addition, the data/information contained in the publication is prepared as of a particular date and time and will not reflect subsequent changes in the market or changes 
in any other factors relevant to their determination. The publication may include data/information taken from stock exchanges and other sources from around the world and Emirates 
NBD does not guarantee the sequence, accuracy, completeness, or timeliness of information contained in the publication provided thereto by or obtained from unaffiliated third 
parties. Moreover, the provision of certain data/information in the publication may be subject to the terms and conditions of other agreements to which Emirates NBD is a party.  
 
None of the content in the publication constitutes a solicitation, offer or recommendation by Emirates NBD to buy or sell any security, or represents the provision by Emirates NBD 
of investment advice or services regarding the profitability or suitability of any security or investment. Moreover, the content of the publication should not be considered legal, tax, 
accounting advice. The publication is not intended for use by, or distribution to, any person or entity in any jurisdiction or country where such use or distribution would be contrary 
to law or regulation. Accordingly, anything to the contrary herein set forth notwithstanding, Emirates NBD, its suppliers, agents, directors, officers, employees, representatives, 
successors, assigns, affiliates or subsidiaries shall not, directly or indirectly, be liable, in any way, to you or any other person for any: (a) inaccuracies or errors in or omissions from 
the publication including, but not limited to, quotes and financial data; (b) loss or damage arising from the use of the publication, including, but not limited to any investment decision 
occasioned thereby. (c) UNDER NO CIRCUMSTANCES, INCLUDING BUT NOT LIMITED TO NEGLIGENCE, SHALL EMIRATES NBD, ITS SUPPLIERS, AGENTS, DIRECTORS, 
OFFICERS, EMPLOYEES, REPRESENTATIVES, SUCCESSORS, ASSIGNS, AFFILIATES OR SUBSIDIARIES BE LIABLE TO YOU FOR DIRECT, INDIRECT, INCIDENTAL, 
CONSEQUENTIAL, SPECIAL, PUNITIVE, OR EXEMPLARY DAMAGES EVEN IF EMIRATES NBD HAS BEEN ADVISED SPECIFICALLY OF THE POSSIBILITY OF SUCH 
DAMAGES, ARISING FROM THE USE OF THE PUBLICATION, INCLUDING BUT NOT LIMITED TO, LOSS OF REVENUE, OPPORTUNITY, OR ANTICIPATED PROFITS OR 
LOST BUSINESS. The information contained in the publication does not purport to contain all matters relevant to any particular investment or financial instrument and all statements 
as to future matters are not guaranteed to be accurate. Anyone proposing to rely on or use the information contained in the publication should independently verify and check the 
accuracy, completeness, reliability and suitability of the information and should obtain independent and specific advice from appropriate professionals or experts regarding 
information contained in the publication. Further, references to any financial instrument or investment product is not intended to imply that an actual trading market exists for such 
instrument or product. In publishing this document Emirates NBD is not acting in the capacity of a fiduciary or financial advisor.  
 
Emirates NBD and its group entities (together and separately, "Emirates NBD") does and may at any time solicit or provide commercial banking, investment banking, credit, advisory 
or other services to the companies covered in its reports. As a result, recipients of this report should be aware that any or all of the foregoing services may at times give rise to a 
conflict of interest that could affect the objectivity of this report.  
 
The securities covered by this report may not be suitable for all types of investors. The report does not take into account the investment objectives, financial situations and specific 
needs of recipients.  
 
Data included in the publication may rely on models that do not reflect or take into account all potentially significant factors such as market risk, liquidity risk and credit risk. Emirates 
NBD may use different models, make valuation adjustments, or use different methodologies when determining prices at which Emirates NBD is willing to trade financial instruments 
and/or when valuing its own inventory positions for its books and records. In receiving the publication, you acknowledge and agree that there are risks associated with investment 
activities. Moreover, you acknowledge in receiving the publication that the responsibility to obtain and carefully read and understand the content of documents relating to any 
investment activity described in the publication and to seek separate, independent financial advice if required to assess whether a particular investment activity described herein is 
suitable, lies exclusively with you. You acknowledge and agree that past investment performance is not indicative of the future performance results of any investment and that the 
information contained herein is not to be used as an indication for the future performance of any investment activity. You acknowledge that the publication has been developed, 
compiled, prepared, revised, selected, and arranged by Emirates NBD and others (including certain other information sources) through the application of methods and standards of 
judgment developed and applied through the expenditure of substantial time, effort, and money and constitutes valuable intellectual property of Emirates NBD and such others. All 
present and future rights in and to trade secrets, patents, copyrights, trademarks, service marks, know-how, and other proprietary rights of any type under the laws of any 
governmental authority, domestic or foreign, shall, as between you and Emirates NBD, at all times be and remain the sole and exclusive property of Emirates NBD and/or other 
lawful parties. Except as specifically permitted in writing, you acknowledge and agree that you may not copy or make any use of the content of the publication or any portion thereof. 
Except as specifically permitted in writing, you shall not use the intellectual property rights connected with the publication, or the names of any individual participant in, or contributor 
to, the content of the publication, or any variations or derivatives thereof, for any purpose.  
 
YOU AGREE TO USE THE PUBLICATION SOLELY FOR YOUR OWN NONCOMMERCIAL USE AND BENEFIT, AND NOT FOR RESALE OR OTHER TRANSFER OR 
DISPOSITION TO, OR USE BY OR FOR THE BENEFIT OF, ANY OTHER PERSON OR ENTITY. YOU AGREE NOT TO USE, TRANSFER, DISTRIBUTE, OR DISPOSE OF ANY 
DATA/INFORMATION CONTAINED IN THE PUBLICATION IN ANY MANNER THAT COULD COMPETE WITH THE BUSINESS INTERESTS OF EMIRATES NBD. YOU MAY 
NOT COPY, REPRODUCE, PUBLISH, DISPLAY, MODIFY, OR CREATE DERIVATIVE WORKS FROM ANY DATA/INFORMATION CONTAINED IN THE PUBLICATION. YOU 
MAY NOT OFFER ANY PART OF THE PUBLICATION FOR SALE OR DISTRIBUTE IT OVER ANY MEDIUM WITHOUT THE PRIOR WRITTEN CONSENT OF EMIRATES NBD. 
THE DATA/INFORMATION CONTAINED IN THE PUBLICATION MAY NOT BE USED TO CONSTRUCT A DATABASE OF ANY KIND. YOU MAY NOT USE THE 
DATA/INFORMATION IN THE PUBLICATION IN ANY WAY TO IMPROVE THE QUALITY OF ANY DATA SOLD OR CONTRIBUTED TO BY YOU TO ANY THIRD PARTY. 
FURTHERMORE, YOU MAY NOT USE ANY OF THE TRADEMARKS, TRADE NAMES, SERVICE MARKS, COPYRIGHTS, OR LOGOS OF EMIRATES NBD OR ITS 
SUBSIDIARIES IN ANY MANNER WHICH CREATES THE IMPRESSION THAT SUCH ITEMS BELONG TO OR ARE ASSOCIATED WITH YOU OR, EXCEPT AS OTHERWISE 
PROVIDED WITH EMIRATES NBD’S PRIOR WRITTEN CONSENT, AND YOU ACKNOWLEDGE THAT YOU HAVE NO OWNERSHIP RIGHTS IN AND TO ANY OF SUCH ITEMS. 
MOREOVER YOU AGREE THAT YOUR USE OF THE PUBLICATION IS AT YOUR SOLE RISK AND ACKNOWLEDGE THAT THE PUBLICATION AND ANYTHING CONTAINED 
HEREIN, IS PROVIDED "AS IS" AND "AS AVAILABLE," AND THAT EMIRATES NBD MAKES NO WARRANTY OF ANY KIND, EXPRESS OR IMPLIED, AS TO THE 
PUBLICATION, INCLUDING, BUT NOT LIMITED TO, MERCHANTABILITY, NON-INFRINGEMENT, TITLE, OR FITNESS FOR A PARTICULAR PURPOSE OR USE. You agree, 
at your own expense, to indemnify, defend and hold harmless Emirates NBD, its Suppliers, agents, directors, officers, employees, representatives, successors, and assigns from 
and against any and all claims, damages, liabilities, costs, and expenses, including reasonable attorneys’ and experts’ fees, arising out of or in connection with the publication, 
including, but not limited to: (i) your use of the data contained in the publication or someone using such data on your behalf; (ii) any deletions, additions, insertions or alterations to, 
or any unauthorized use of, the data contained in the publication or (iii) any misrepresentation or breach of an acknowledgement or agreement made as a result of your receiving 
the publication#
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