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BEAR STEEPENING IN THE U.S. 
Yields on 10-year U.S. Treasuries spiked in August, rising as much as 40 basis points from where 
they began the month. The result has been a rare bear steepening, where long-term yields rise 
faster than short-term yields. Historically, bond markets have found themselves in the midst of a 
bear steepening only 10% of the time and rarely this far into a tightening cycle. The increase in 
yields has been primarily driven by expectations for higher economic growth and tighter monetary 
policy. Additionally, several technical factors such as supply/demand imbalances in the Treasury 
market, spillover effects from recent tweaks in Japan’s yield curve control program, and Fitch’s 
recent downgrade of the U.S. credit rating could be contributing to the increase in yields. Given the 
critical and numerous roles the 10-year Treasury plays throughout markets, deciphering the future 
path for yields will have wide-reaching investment implications. 

 

Long-term nominal bond yields can be decomposed into four key components: real yields, inflation 
breakeven rates, real risk premium, and inflation risk premium. Changes in these components are 
primarily driven by changes in the prevailing macroeconomic environment. The real yield, also 
known as the real interest rate, reflects the compensation you receive for lending money adjusted 
for expected inflation. Real yields are essentially a proxy for future economic growth so as growth 
expectations increase, so do real yields. Next, inflation breakevens give investors an idea of the 
market's anticipation of future inflation rates. This is calculated by comparing the yields of Treasury 
Inflation-Protected Securities (TIPS) and nominal Treasury bonds of the same maturity. Higher 
inflation breakevens suggest that investors expect inflation to increase, influencing the overall yield.  
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Moving on, the real risk premium compensates investors for the risks associated with holding onto 
an investment as time goes on. It captures factors like economic uncertainties and market volatility. 
During uncertain times, market participants will demand a higher real risk premium, which in turn 
affects the nominal yield. Lastly, the inflation risk premium accounts for the uncertainty linked to 
future inflation rates. If investors predict higher inflation than initially thought, they'll want a higher 
premium to counter the potential decrease in purchasing power. As a result, an increase in the 
inflation risk premium contributes to higher nominal yields.  

With that in mind, we can more clearly observe what is putting upward pressure on yields. Incoming 
economic data continues to defy weaker leading indicators, pushing real yields higher. Payrolls 
expanded another 187,000 in July and the unemployment rate ticked down to 3.5%. Retail sales 
continue to come in stronger than expected as consumers show no signs of pulling back on 
spending. Finally, housing starts surged in July as a shortage of previously owned homes persists. 
As a result, the most recent estimate for 3rd quarter GDP from the Atlanta Fed is 5.9%. Additionally, 
the Fed continues to signal that rate cuts won’t materialize until 2024 as inflation continues to 
decline. Accordingly, yields moved higher as market participants have pushed out their 
expectations for rate cuts in response to the growing likelihood that the Fed will keep rates higher 
for longer. 

At the same time, some technical factors have likely played a role in moving yields higher over 
recent weeks. The U.S. Treasury lifted its estimate for federal borrowing in 3Q23 and 4Q23 to $1 
trillion and $852 billion, respectively. Additionally, they had to issue more debt in the wake of the 
debt ceiling standoff to refill the Treasury General Account (TGA). This additional supply comes at 
a time when the Fed is shrinking its holdings of Treasuries, so the combined effect will be a large 
increase in Treasury supply that the market will have to absorb. Additionally, the Bank of Japan 
announced they will allow interest rates to rise more freely in a surprise tweak to their yield curve 
control policy. The loosening of yield curve control could weaken foreign demand for U.S. 
Treasuries as Japanese government bonds will look more attractive if Japanese rates rise enough. 
Finally, the Fitch downgrade of U.S. debt could translate to higher yields as investors may perceive 
higher credit risk with U.S. government debt. However, given how short-lived the market reaction 
was to the downgrade, this is likely not playing a material role. 

Higher long-term rates would persist if growth continued to defy expectations or if inflation proves 
stickier than expected. At this point, we think it’s prudent for investors to extend duration and lock 
in higher yields. Rate volatility should be lower moving forward as the Fed is nearing the end of its 
tightening cycle. Also, as inflation continues to decline, and the growth outlook is repriced higher 
forward rate volatility should be driven lower in response to lower macro uncertainty. While 
allocating more to fixed income at this point makes sense, that shouldn’t be construed as a 
recommendation to reduce overall portfolio risk. While equities can struggle with higher yields, 
especially when valuations are stretched, that isn’t always the case. The S&P 500 returned an 
average of 9.5% in the 12 months following past episodes of bear steepening. This makes sense 
considering the message from the bond market is that growth is stronger than expected and 
monetary policy isn’t too tight at this point. We may be moving to an environment of structurally 
higher medium/long-term yields, but the sharp moves of the last few weeks are unlikely to sustain 
especially if both inflation and growth start cooling simultaneously.  
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DISCLAIMER 
This material has been prepared for informational purposes only and does not constitute an offer, or a solicitation of an offer, to 
purchase any securities. This material does not constitute a recommendation of any particular security, investment strategy or 
financial instrument and should not be construed as such or used as the basis for any investment decision. This material is not 
intended as a complete analysis of every material fact regarding any country, industry, security, or strategy. This material reflects 
analysis and opinions rendered as of the date of this publication and such views may change without notice. None of the author, 
Advus Financial Partners, LLC (“Advus”) or any of its representatives has made any representation to any person regarding the 
forward-looking statements and none intends to update or otherwise revise the forward-looking statements to reflect 
circumstances existing after the date when made or to reflect the occurrence of future events, even in the event that any or all 
of the assumptions underlying the forward-looking statements are later shown to be in error. 

Forecasts, estimates and certain information contained herein are based upon proprietary research and other sources believed 
by the author to be reliable. No representation or warranty is made as to the completeness or accuracy of this information. Data 
from third-party sources has been used in the preparation of this material. Advus has not independently verified, validated or 
audited data from third-party sources. Advus, it’s officers, directors and employees accept no liability whatsoever for any loss 
arising from use of this information. Reliance upon the comments, opinions, and analyses in the material is at the sole discretion 
of the user. 

Any projections or analyses provided to assist the recipient of this material in evaluating the matters described herein may be 
based on subjective estimates, assessments and assumptions (collectively, “Assumptions”). These Assumptions are inherently 
uncertain and are subject to numerous businesses, industry, market, regulatory, geo-political, competitive, and financial risks. 
There can be no assurance that the Assumptions made in connection with the forward-looking statements will prove accurate, 
and actual results may differ materially. The inclusion of forward-looking statements herein should not be regarded as an 
indication that the author or Advus considers the forward-looking statements to be a reliable prediction of future events. 
Accordingly, any projections or analyses should not be viewed as factual and should not be relied upon as an accurate prediction 
of future results. Simply, nothing herein should be considered a guarantee of future results. 

All investments involve risks, including possible loss of principal. US Treasury securities, if held to maturity, offer a fixed rate of 
return and a fixed principal value. Bond prices generally move in the opposite direction of interest rates, thus as the prices of 
bonds adjust to a rise in interest rates the share price may decline. Higher yielding bonds generally reflect the higher credit risk 
associated with these lower rated securities and, in some cases, the lower market prices for these instruments. Interest rate 
movements may affect the share price and yield. Stock prices fluctuate, sometimes rapidly and dramatically, due to factors 
affecting individual companies’ industries, sectors, or general market conditions. Investments in foreign securities contain special 
risks including currency fluctuations, economic instability, and political developments. Investments in emerging market country 
securities involve heightened risks related to the same foreign securities’ risk factors. These include, but are not limited, to the 
emerging markets’: smaller size, lesser liquidity, and lack of political, business, and social frameworks to support the securities 
markets. Such investments could experience significant price volatility in any given year. 

Indexes may be referenced throughout this document. Indexes are unmanaged and one cannot directly invest in an index. Index 
returns do not include fees expenses or sales charges.  

No part of this material may be reproduced in any form, or referred to in any other publication, without express written permission 
of Advus. Redistribution of the document without prior written consent is expressly prohibited. The document is not intended for 
distribution to, or use by, any person or entity in any jurisdiction or country where such distribution or use is contrary to law, rule 
or regulation.  

This document is not intended to provide, and should not be relied upon for, tax, legal, regulatory, financial, accounting or 
investment advice. Any statements of tax consequences were not intended to be used and cannot be used to avoid penalties 
under applicable tax laws or to promote, market or recommend to another party any tax related matters addressed herein. 
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