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The Fed intends to keep interest rates at or close to zero for the indefinite future. The central bank has
said as much in each of its last several meetings of the Open Market Committee that sets monetary policy.
But it is important to remember that while the Fed has direct influence over short-term interest rates
through its management of the overnight Fed Funds rate, it has less control over what happens further
out on the yield curve. Once you get into the intermediate-maturity range beyond five years or so, interest
rates are subject to a variety of supply and demand variables both domestic and global.

Infrastructure and Bonds

Last week we talked about the possible return of the so-called “infrastructure-reflation trade” and the
role it could play as a catalyst for an equity market rotation out of the long-dominant, very expensive
growth stocks and into some of the cyclical sectors that feature more prominently in value stock indexes.
This week we will focus on what such a development could mean for the bond market. Remember that
when the yield on a fixed income security goes up, the price of that security goes down. When we make
decisions about the fixed income asset classes in the portfolios under our management, we have to take
into account the likely effects of different scenarios on different maturities and bond types. Given that
short-term yields are unlikely to change much under the Fed’s standing policy, one key focus for us this
year will be on what could increase spreads between shorter-term and longer-term rates.

The Long and the Short of Things

In the chart below you can see the relative movements of three key benchmarks: the 10-year Treasury
yield, the 2-year Treasury yield and the Fed Funds rate, the rate at which banks lend to each other
overnight and over which the Fed exerts direct influence through its monetary policy operations.
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As you can see from the chart, quite a lot has happened in the bond market over the past five years. We
show that in July 2016 the 10-year Treasury yield reached a then-record low of 1.36 percent. When we
say “record low” we mean “never before in the history of global bond benchmarks.” The 10-year Treasury
is essentially a worldwide reference point for the “risk-free asset” standard against which the risk
properties of all other assets are evaluated. Never before since such things have been calculated had the
global reference point been that low.

But just four months after reaching that low point, the 10-year yield shot up immediately after the 2016
election which, as you will recall from our commentary last week, was the catalyst for the infrastructure-
reflation trade. The sharp rise in yields reflected the belief that a massive dose of public spending would
require a large increase in Treasury bond issuance to fund the different programs. Investors would
demand higher rates to compensate for the presumed risks inherent in the rise of the national debt.

You Take the High Road, I'll Take the Low Road

As we all know, that major infrastructure program never happened. But in 2017 rates rose for a different
reason: the Fed got serious about the tighter monetary policy that it had put on hold after the stock
market pullback in early 2016. Short term rates rose in more or less linear fashion along with the Fed funds
rate, while the 10-year rate also rose but in a manner less closely correlated to Fed policy moves.

All of which brings us to the very strange world of fixed income in 2020. The 10-year yield crashed through
that earlier all-time low of July 2016, bottoming out around 0.5 percent in the immediate wake of the
general market panicin March and rediscovering those lows in August. Overall, the bond market has been
a relative sea of calm during this period after the Fed pledged a variety of liquidity measures to support
bonds of all stripes from Treasuries to investment grade corporates and even junk bonds.

But the Fed has pointedly not done one thing: it has not endorsed a policy of direct intervention in
maturities downstream from the Fed funds rate. “Yield curve management” is the term of art for this kind
of direct intervention, and the central bank did use it once before, during the Second World War.
Moreover, while the topic of yield curve management has been up for discussion at recent FOMC
meetings, the maturity bands concerned would likely be limited to the 2-3 year range.

That leaves longer maturities subject to unpredictable market forces, including — again — the possibility of
a real infrastructure spending program if the Democrats win big in November. Joe Biden elaborated on
this topic in some detail during his town hall meeting last night. Looking at where the 10-year is today in
the above chart, and looking at its trajectories over the past five years, it seems that there is plenty of
room for upside movement in the months ahead. Specifically, it appears plausible that the spread
between the 10-year and short-term rates could widen, and possibly widen considerably.

None of this is a given, of course. We can’t even be certain that the Fed would leave longer-term rates to
the fates of the market without intervention if rates were to rise beyond a certain level. Nor is anything
related to the election and its aftermath predictable in any statistically meaningful way. But we have to
consider the potential scenarios arising from this sea of unknowns and make provisions accordingly. A
widening of maturity spread is, if nothing else, an alternative with not-inconsequential probability.
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Investment Advisory Services offered through MV Capital Management, Inc., a Registered Investment Advisor. MV Financial
Group, Inc. and MV Capital Management, Inc. are independently owned and operated.

Please remember that past performance may not be indicative of future results. Different types of investments involve varying
degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or
product (including the investments and/or investment strategies recommended or undertaken by MV Capital Management, Inc.),
or any non-investment related content, made reference to directly or indirectly in this newsletter will be profitable, equal any
corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful.
Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of
current opinions or positions. Moreover, you should not assume that any discussion or information contained in this newsletter
serves as the receipt of, or as a substitute for, personalized investment advice from MV Capital Management, Inc. To the extent
that a reader has any questions regarding the applicability of any specific issue discussed above to his/her individual situation,
he/she is encouraged to consult with the professional advisor of his/her choosing. MV Capital Management, Inc. is neither a law
firm nor a certified public accounting firm and no portion of the newsletter content should be construed as legal or accounting
advice. A copy of the MV Capital Management, Inc.’s current written disclosure statement discussing our advisory services and
fees is available for review upon request.
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