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Treasury Yields Breakout to the Upside 

Intermediate and long-term Treasury yields recently broke out of their relatively tight 4.5 month 
trading ranges.  Since November 2011, the 10-year Treasury yield traded between about 1.8% and 
2.1% before breaking out to a near-term high of 2.38% on 3/19/12.  Over the same time period, the 
30-year Treasury traded between about 2.8% and 3.2% before hitting a near-term high of 3.48% on 
3/19/12.  The catalysts for the back-up in rates have been stronger US economic data and lowered 
concerns about a Lehman-like event in Europe.     

We sold our portfolios’ entire position in long Treasuries on 2/22/12, after the 30-year Treasury 
yield closed above its 4.5 month trading range.  We had been holding a position in long Treasuries 
as insurance against the tail risk1 of a financial collapse in the European banking system.  Longer-
term Treasuries had proven to be a reliable hedge for riskier assets during the frequent “risk-off” 
periods over the past few years.  However, the cost of this hedge became increasingly expensive 
as Treasury yields fell to all-time lows.  Below we lay out the increasingly negative environment for 
longer-term Treasury yields.      

Negative for Longer-term Treasury Yields 

 The turmoil in Europe has settled down (for the time being).  We believe that the near- 

term risk of a Lehman-like event and financial meltdown in Europe has been sharply reduced 
by the more forceful response from new European Central Bank (ECB) President Mario 
Draghi.  In late December, the ECB implemented its first long-term refinancing operation 
(LTRO), offering unlimited 1%, three-year loans to European banks, secured by a broad 
range of collateral (including troubled European sovereign debt).  Banks borrowed almost 
€490 billion during the first round of LTRO.  During the second LTRO on 2/29/12, 800 banks 
participated and borrowed €530 billion.  We believe that the LTROs have significantly 
improved liquidity and lowered funding risk in the European banking system (thus improving 
solvency), and have markedly lowered the risk of a near-term banking crisis.  The resolution 
of the Greek debt exchange in a relatively orderly fashion has also been a minor positive for 
the markets. 

 All major central banks are pursuing some form of monetary accommodation.  In 
addition to the Fed, the European Central Bank (ECB), the Bank of England (BOE), and the 
Bank of Japan (BOJ) are all pursuing some form of quantitative easing.  In addition, China 
continues to ease the reserve requirements for its banks.  The massive amounts of global 
liquidity being created could eventually heighten inflationary pressures.  

 Operation twist winds down in June.  The Fed began to implement Operation Twist in 
October 2011 in an effort to lower long-term interest rates.  The program, in which the Fed will 
ultimately sell $400 billion of its shorter-term holdings and buy a like amount of longer-term 
Treasuries, is scheduled to end in June 2012.  The 30-year Treasury yield is currently around 
the same level as it was slightly before operation twist was announced in September 2011. 

 Technicals for 30-year Treasury yield are deteriorating.  The chart on the next page 

shows a deteriorating technical picture for the 30-year Treasury yield:  (1) the yield hit a near-
term peak of 3.48% on 3/22/12, its highest level since early September 2011, (2) the yield has 
set a series of higher lows, since mid-December 2011, and (3) the yield’s 50-day moving 
average (DMA) began to rise in January and crossed above its 100 DMA in early  
March 2012.
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Positive for Longer-term Treasury Yields 

 The Fed remains concerned about the US housing market.  Fed Chairman Ben Bernanke has repeatedly expressed 
concerns about the fragility of the US housing market and is unlikely to tolerate a major increase in the 10-year Treasury yield 
(which serves as a benchmark for pricing 30-year fixed rate mortgages), in our view. 

 Ned Davis sentiment indices for US Treasury Bond Futures have dropped from extreme optimism.  The Ned Davis 

Interest Rate Futures Bullish Sentiment Index has fallen from extreme optimism to just above neutral.   

 European problems will remain a concern, and Spanish and Italian bond yields have risen significantly.  Italian 10-year 
Treasury yields have risen almost 0.30% in the past two weeks to 5.07%.  Spanish 10-year yields have backed up about 
0.62% since 3/1/12 to 5.45%.    

 
30-Year US Treasury Yield 

 Source:  Bloomberg 

 

CONCLUSIONS  

 We believe that the longer-term trend for yields is higher.  However, the Fed is unlikely to tolerate a 10-year Treasury yield 
above 3% while the US economy and housing market remain fragile.  In a scenario in which the 10-year yield backs up to 3%, 
we could realistically see the 30-year yield back up to 4.25% (where it was as recently as the end of July 2011).  This move 
would effectively wipe out last year’s large price gains.  In the near term, rates are likely to remain in trading range, but at a 
higher level than the past 4.5 months.   

 We continue to favor credit risk over duration risk as a way to generate income within our portfolios.   

 

1.   Tail risk  is a form of portfolio risk that arises when an  investment’s return  is  likely to have a greater than average deviation from the mean than  is shown by a

normal distribution. 

Technical analysis is based on the study of historical price movements and past trend patterns.  There are also no assurances that movements or trends can or will be

duplicated in the future. 

Information provided in this report is for educational and illustrative purposes only and should not be construed as individualized investment advice. The investment

or  strategy  discussed  may  not  be  suitable  for  all  investors.    Investors  must  make  their  own  decisions  based  on  their  specific  investment  objectives  and

financial circumstances.   Under adverse economic conditions or changing circumstances, obligations rated BBB by Standard and Poor’s are more  likely to  lead to a

weakened capacity of the obligor to meet its financial commitment on the obligation. 

 



 

Riverfront Investment Group, LLC (“Riverfront”), is a registered investment adviser that offers discretionary portfolio 
services. The company manages several fee-based portfolios comprised of various equity and fixed-income securities.  
Any discussion of specific securities is provided for informational purposes only and should not be deemed as 
investment advice or a recommendation to buy or sell any individual security mentioned. The investments or strategies 
discussed may not be suitable for all investors and there is no guarantee that the investments or strategies will be 
profitable.  
 
Investors must make their own decisions based on their specific investment objectives and financial circumstances.   The 
specific securities identified do not represent all of the securities purchased, sold or recommended for client portfolios.  
Other securities mentioned may be considered by Riverfront Investment Group for purchase or sale in client portfolios 
in the future. Technical analysis is based on the study of historical price movements and past trend patterns. There are 
also no assurances that movements or trends can or will be duplicated in the future. Opinions expressed are current as 
of the date shown and are subject to change.  They are not intended to be investment recommendations.  Past 
performance is no guarantee of future results. 
 
Investments in international and emerging markets securities include exposure to risks including currency fluctuations, 
foreign taxes and regulations, and the potential for illiquid markets and political instability. Small- and mid-cap 
companies may be hindered as a result of limited resources or less diverse products or services and have therefore 
historically been more volatile than the stocks of larger, more established companies. Investments in commodities 
expose an investor to potentially high volatility and are generally only suitable for investors with a high tolerance for risk. 
In a rising interest rate environment, the value of fixed-income securities generally declines and conversely, in a falling 
interest rate environment, the value of fixed-income securities generally increases. High yield or high dividend securities 
may be subject to market, interest rate or credit risk and should not be purchased solely because of the stated yield or 
dividend rate. 
 
Riverfront regularly holds exchange traded funds (ETFs) in their portfolios. ETFs are subject to the same risks as their 
underlying securities, trade on an exchange throughout the day and redemptions may be limited and, if purchased 
outside of Riverfront’s fee-based advisory portfolios, brokerage commissions are charged on each trade.  
 
Further, ETFs have their own operating expenses, which are reflected in the market value and net asset value of the 
ETF shares and therefore indirectly borne by ETF shareholders and Riverfront Portfolio accounts. Thus, because 
Portfolio accounts invest in ETFs those accounts bear two layers of fees, the advisory fee charged by Riverfront and the 
management fee and other operating expenses paid by the ETFs. 
 
Riverfront Investment Group, LLC (“Riverfront”) is a registered investment adviser that offers discretionary portfolio 
services. Riverfront is affiliated with Robert W. Baird & Co. (“Baird”), member FINRA/SIPC, from its minority 
ownership interest in Riverfront. 
 
 
 
 
 
 
Please consider the investment objectives, risks, charges and expenses of a fund carefully before investing. This and other 
information is found in the prospectus. For a prospectus, contact your financial advisor. Please read the prospectus carefully before 
investing. 
 
Diversification does not ensure against loss. 


