
DOLLARS & SENSE
TD Economics

The sharp adjustment in government yields following the U.S. election has spread globally. While 
the U.S. 10 year yield has been the big mover - up nearly 50 bps and now exceeding the S&P 500 
dividend yield – similar experiences have been mirrored by government bond yields in Germany, the 
UK, and Canada. 

From our perspective, the current level of 10 year yields at approximately 2.2 percent is completely 
consistent with U.S. economic fundamentals, but the speed of the sell-off certainly qualifies as a jaw-
dropper. The quick adjustment now leaves Treasuries accurately pricing an economy that is moving 
towards inflation targets and also some normalization of excessively low term premiums. With the vote 
for Donald Trump, markets could no longer discount domestic fundamentals that will likely be reinforced 
by policy initiatives under the new government. Every first year 
economics student learns that the implementation of trade barri-
ers, fiscal spending, and tighter immigration are all inflationary, 
especially within an economy that is approaching full employ-
ment. Granted, there remains a hefty amount of uncertainty over 
the precise fiscal policies that will be enacted. But, what is certain 
is that markets are now keenly aware of the potential threat of an 
inflation overshoot.

What the bond market is telling us

Bond yields can be broken down into two components – the 
expected path of future short-term interest rates and the compen-
sation for the risk of holding long-dated securities instead of a 
series of short-term securities (also known as the term premium). 
The first element is measured by tracing the path of the Federal 
Reserve’s rate hiking cycle. Prior to the election, FOMC members 
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Highlights 
• The	move	in	the	10	year	U.S.	Treasury	yield	has	matched	its	largest	one	week	swing	in	volatility

since	the	depths	of	the	financial	crisis	in	2009.	Yet,	the	current	level	is	completely	consistent	with
fundamentals.

• Market	pricing	has	merely	moved	towards	the	view	of	most	economists	that	U.S.	inflation	is	returning
to	target.	The	election	has	very	quickly	solidified	this	reality	in	the	eyes	of	investors.

• Expectations	for	policy	rates	have	increased	and	the	threat	of	trade	barriers	and	excessive	fiscal
stimulus	have	caused	investors	to	start	demanding	compensation	for	inflation	and	interest	rate	risk.
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CHART 1: MARKETS NOW BELIEVE IN THE RATE 
HIKING CYCLE
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had effectively signaled their intention to raise rates by 25 
bps at its December meeting. Markets were convinced, 
with the implied probability of a hike effectively priced 
as of mid-October. The issue was that markets had not yet 
priced a subsequent hike until the end of 2018. This has 
now changed, with market pricing currently matching our 
own forecast of a 25 bps hike every 9-12 months (Chart 1). 
This path is warranted based on an American economy that 
continues to push closer to full employment and inflation 
that is moving towards target. No matter who was elected, 
the U.S. economy was on track to reach its potential.

Inflation risk lifting the term premium

The term premium is the second component that makes 
up the yield on the U.S. 10 year Treasury. Naturally there 
is risk to locking into a fixed rate of interest. If realized 
inflation increases more than expected, this will lead to 
higher yields and capital losses on longer duration bonds. 
With inflation continuously disappointing over the last five 
years, the probability of a rapid rise in inflation appeared 
low. The underappreciation of this inflation risk acted as a 
weight on Treasury yields as investors stopped demanding 
compensation for this possibility. But, as we have commu-
nicated regularly over the last year, the underlying dynam-
ics for inflation have been strong. It has taken the election 
result for these inflation dynamics to be priced into market 
expectations, but it is worth noting that the upward trend 
in inflation has been apparent for some time now (Chart 2).

Other factors that can lead investors to demand a higher 
term premium are increased fiscal risks and supply/demand 
dynamics within the Treasury market. On the fiscal front, 
higher potential government spending embeds greater 

repayment risk. For example, we have seen sharp changes 
in sentiment during debt ceiling debates over the last few 
years. If the U.S. government enacts an untested pro-cyclical 
spending program, the higher debt burden would warrant 
higher term compensation. Higher fiscal spending would 
also lead to a greater supply of debt.

On the other side of the equation, the demand for Trea-
suries is influenced by higher regulatory burdens that have 
resulted in banks holding a greater amount of U.S. Treasuries 
as a capital buffer. Increased demand also stemmed from the 
push lower in yields globally, which has been exacerbated 
by Quantitative Easing (QE). A taper of QE by the ECB or 
even the eventual runoff of the Federal Reserve’s balance 
sheet would move the supply/demand balance in favor of a 
higher premium. Now that inflationary policies are on the 
table and monetary stimulus is slowing, the rationale for 
foregoing compensation for liquidity and inflation risk no 
longer appears justified. 

Combining the two components of the 10-year yield, 
we can make inference about fair value. Based solely on 
the path of the Fed and a stable neutral rate of interest, 
pure expectations theory would warrant a yield of 2.0% 
today, moving to 2.25% over the next year. Layering on 
a historically consistent term premium would send the 10 
year Treasury towards the 3% level. However, we do not 
expect the term premium to normalize overnight. With ex-
cess liquidity and negative interest rates prevalent in other 
major economies, the term premium is likely to move very 
slowly toward historical levels. In addition, some things 
didn’t change with the U.S. election, as global risks remain 
ever present.  Global term premiums can get pulled lower 
if a Brexit outcome lifts market expectations for additional 
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monetary easing within Europe, or other geopolitical events 
occur. Our past research has shown that international finan-
cial linkages cause movements in global longer term bond 
yields to be 70% explained by “common factors”. As such, 
our expectation is for a subtle increase in term premiums 
largely reflecting increased inflation risk, but with ongoing 
bouts of volatility reflected.

The impact on the greenback

Unsurprisingly, the change in expectations for monetary 
policy has pushed the U.S. dollar higher. The appreciation 
has been particularly notable against emerging market 
currencies, which are the most susceptible to outflows in 
periods of changing Fed expectations. The most recent data 
on fund flows is pointing to the most significant weekly 
outflow from Emerging Market equities and bonds since 
the panic emanating from China in August 2015. 

In addition to higher rates in the U.S., there is also the 
fact that a more insular American economy is negative for 
growth in its largest trading partners. For this reason, the 
Canadian dollar, Mexican peso, Euro, and Chinese ren-
minbi have been four of the worst performing currencies. 
Here lies the uncertainty about how much further the U.S. 
dollar can appreciate. These currencies make up two-thirds 
of U.S. trade and the growth of the associated economies 
is heavily dependent on American demand. An adverse 
trade policy by the new American government would put 
further pressure on these currencies and push the U.S. dollar 
higher. The most obvious trade policy objective for the new 
government is to renegotiate NAFTA, and repeal it only as 
a last step. Most of the rhetoric has been targeted towards 
Mexico and the peso has responded in kind. But, Canada 

will be caught in the cross-fire as 75% of our exports are 
destined for the US market. Higher tariffs or restricted ac-
cess would mean less profit for Canadian corporations and 
would make Canada a less attractive destination for business 
investment. The uncertainty surrounding the outcome adds 
downside risk to our forecast.

Bottom line

The current macroeconomic backdrop alone is enough 
to justify a gradually higher fed funds rate and slowly 
normalizing term premium. Wage growth is accelerating 
and employment growth continues to eat into slack. The 
fundamentals for higher inflation, in other words, have 
been in place for some time. The election has very quickly 
solidified this reality in the eyes of investors and futures 
markets have now moved toward our own forecast for the 
federal funds rate.  

However, this is not the only story. Future policies, 
namely the potential for greater fiscal deficits, as well as 
increased tariffs and reduced immigration has been suffi-
cient to move inflation expectations from below the Federal 
Reserve’s 2.0% target to above it. As long as these risks 
are at the forefront, investors should look for interest rates 
to continue to move higher and the U.S. dollar to remain 
elevated.
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This	report	is	provided	by	TD	Economics.		It	is	for	informational	and	educational	purposes	only	as	of	the	date	of	writing,	and	may	not	be	
appropriate	for	other	purposes.		The	views	and	opinions	expressed	may	change	at	any	time	based	on	market	or	other	conditions	and	
may	not	come	to	pass.	This	material	is	not	intended	to	be	relied	upon	as	investment	advice	or	recommendations,	does	not	constitute	a	
solicitation	to	buy	or	sell	securities	and	should	not	be	considered	specific	legal,	investment	or	tax	advice.		The	report	does	not	provide	
material	information	about	the	business	and	affairs	of	TD	Bank	Group	and	the	members	of	TD	Economics	are	not	spokespersons	for	TD	
Bank	Group	with	respect	to	its	business	and	affairs.		The	information	contained	in	this	report	has	been	drawn	from	sources	believed	to	
be	reliable,	but	is	not	guaranteed	to	be	accurate	or	complete.		This	report	contains	economic	analysis	and	views,	including	about	future	
economic	and	financial	markets	performance.		These	are	based	on	certain	assumptions	and	other	factors,	and	are	subject	to	inherent	
risks	and	uncertainties.		The	actual	outcome	may	be	materially	different.		The	Toronto-Dominion	Bank	and	its	affiliates	and	related	entities	
that	comprise	the	TD	Bank	Group	are	not	liable	for	any	errors	or	omissions	in	the	information,	analysis	or	views	contained	in	this	report,	
or	for	any	loss	or	damage	suffered.




