
MARKET VIEW
U.S.  EQUITIES:  TROUBLE WITH THE (YIELD) CURVE?

Those who believe a flattening U.S. Treasury curve signals weakness in stocks may not be seeing the complete picture.  

MONDAY, NOVEMBER 13, 2017

[This Market View is adapted, in part, from a forthcoming whitepaper. 
This is the first of two parts.]

Should investors in U.S. equities fret about a flattening U.S. yield 
curve? The subject has been much on the mind of market observ-
ers. Indeed, as a recent Bloomberg investment blog noted, “Do flat 
times in the bond market always mean the same for stocks? That’s 
the latest question testing the bull market.”1

To achieve a better understanding of the situation, we believe 
investors should have a more nuanced view of the yield curve and its 
relationship to economic growth, corporate profits, and, ultimately, 
U.S. equity prices. We turned to Giulio Martini, Lord Abbett Partner 
and Director of Strategic Asset Allocation, for his insights on the 
topic in this special two-part Market View.

As Chart 1 shows, the slope of the U.S. Treasury yield curve 
between the two-year and 10-year maturities has flattened by 74 
basis points (bps) since early December 2016, and by 34 bps from a 

more recent peak on July 11, 2017. As Martini notes, the curve has 
not been this flat since September 2007.

What would cause market participants to worry about this state 
of affairs? Martini says that many investors interpret a flat, or  
flattening, yield curve as a danger signal for stocks and other risk 
assets. That’s because a flat two-year–10-year yield curve could 
suggest an expectation of falling short-term interest rates, or an 
extended period of very low short-term rates. 

“If the U.S. Federal Reserve [Fed] manages monetary policy 
counter-cyclically, then the expectation of falling short-term rates 
corresponds to the expectation of a weak economy and disappoint-
ing corporate earnings,” says Martini. Those are conditions that 
often prefigure a softer U.S. equity market. If market expectations 
are correct, then, on average, the yield curve should flatten before 
the economy weakens and the Fed starts easing, making the slope 
of the yield curve a leading indicator.
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CHART 1. WHERE IT’S FLAT: THE U.S. TREASURY YIELD CURVE 
U.S. TREASURY TWO-YEAR–10-YEAR YIELD CURVE SLOPE, JANUARY 4, 2016–NOVEMBER 8, 2017

Source:Bloomberg. 
Performance quoted above is historical. Past performance is not a reliable indicator or guarantee of future results. The historical data are for illustrative purposes only, do not represent the performance of any 
specific portfolio managed by Lord Abbett or any particular investment, and are not intended to predict or depict future results. Investors may experience different results.
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But Martini points out that there’s a potential flaw with this view, 
which is that a flattening yield curve doesn’t always mean that 
expectations for future short rates are being revised downward. 
What’s important to understand here, says Martini, is that market 
yield has two distinct components:

Martini calls the term premium “a catch-all” for market uncer-
tainty regarding the expected path of future rates. (He discussed  
the significance of the term premium in terms of assessing  
potential moves in asset prices in a recent Economic Insights.) He 
says the uncertainty relates to future Fed policy, inflation, liquidity  
conditions, and other factors. 

As it turns out, the majority of the recent flattening of the yield 
curve is estimated to have been due to a decline in the term 
premium (i.e., reduced uncertainty regarding the future path of 
interest rates) rather than a decline in expectations themselves. 
(See Table 1.)

But many market observers, we believe, continue to hold onto 
an outmoded, unitary view of the relationship of the linkage 
between the slope of the yield curve, GDP growth, and the stock 
market. “A flattening of the yield curve due to declining relative 
long-term uncertainty should have very different implications for 
expected U.S. GDP growth than a decline due to falling expecta-
tions about future short rates,” Martini says. What about stocks?  
As we’ll explore in greater detail next week, while a reduction  
in forward interest rate expectations has potentially negative impli-
cations for equities, a reduction in the term premium has not  
historically been associated with stock market declines.

TABLE 1. WHAT’S REALLY CAUSING THE U.S. YIELD CURVE TO FLATTEN?
BREAKDOWN OF CHANGE IN THE TWO-YEAR–10-YEAR U.S. TREASURY CURVE SLOPE (ACM DECOMPOSITION*) FOR THE INDICATED PERIODS
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Source: Lord Abbett.
*Refers to historical decompositions of U.S. Treasury yields developed by economists Tobias Adrian, Richard Crump, and Emanuel Moench [collectively “ACM”] of the U.S. Federal Reserve Bank of New York.
Performance quoted above is historical. Past performance is not a reliable indicator or guarantee of future results. The historical data are for illustrative purposes only, do not represent the performance of any specific portfolio 
managed by Lord Abbett or any particular investment, and are not intended to predict or depict future results. Investors may experience different results.

Total Risk-Neutral Yield Term Premium

12/9/2016-11/8/2017 -74 -26 -48
7/11/2017-11/8/2017 -34 -7 -27

Market yield = risk-neutral yield (current expectations for  
future short-term rates) + term premium (uncertainty around 
those expectations)

IMPORTANT INFORMATION
A Note about Risk: TThe value of investments in equity securities will fluctuate in response to general economic conditions and to changes in the prospects of particular companies and/or sectors in the economy. 

Forecasts and projections are based on current market conditions and are subject to change without notice. Projections should not be considered a guarantee.

This article may contain assumptions that are “forward-looking statements,” which are based on certain assumptions of future events. Actual events are difficult to predict and may differ from those assumed. There can 
be no assurance that forward-looking statements will materialize or that actual returns or results will not be materially different from those described here. Statements concerning financial market trends are based on 
current market conditions, which will fluctuate. There is no guarantee that markets will perform in a similar manner under similar conditions in the future. Past performance is not a guarantee or a reliable indicator of 
future results.

Glossary of Terms

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. One such comparison involves the two-year and 10-year U.S. Treasury debt. This 
yield curve is used as a benchmark for other debt in the market, such as mortgage rates or bank lending rates. The curve is also used to predict changes in economic output and growth.

The information provided is not directed at any investor or category of investors and is provided solely as general information about Lord Abbett’s products and services and to otherwise provide general investment educa-
tion. None of the information provided should be regarded as a suggestion to engage in or refrain from any investment-related course of action as neither Lord Abbett nor its affiliates are undertaking to provide impartial 
investment advice, act as an impartial adviser, or give advice in a fiduciary capacity. If you are an individual retirement investor, contact your financial advisor or other fiduciary about whether any given investment idea, 
strategy, product or service may be appropriate for your circumstances.

The opinions in Market View are as of the date of publication, are subject to change based on subsequent developments, and may not reflect the views of the firm as a whole. The material is not intended to be relied upon as 
a forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt any investment strategy, and is not intended to predict or depict the performance of any investment. Readers 
should not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. Investing involves risk, including possible loss of principal. This document is prepared based on the 
information Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. Investors should consult with a financial advisor prior to making an investment decision.

Copyright © 2017 by Lord, Abbett & Co. LLC/Lord Abbett Distributor LLC. All rights reserved.

Lord, Abbett & Co. LLC | 90 Hudson Street | Jersey City, NJ 07302-3973 | T 1.888.522.2388 | lordabbett.com

MV-11-13-17

Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett funds. This and other important information is 
contained in each fund’s summary prospectus and/or prospectus. To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, contact your 
investment professional or Lord Abbett Distributor LLC at 888-522-2388, or visit us at lordabbett.com. Read the prospectus carefully before you invest.

1Stephen Gandel, “Bond Investors Are Stock Investors’ Latest Concern,” Bloomberg, November 9, 2017.
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