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Curves (part 3) — peaks and troughs
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Investing for the long or the short term? This is the question bond investors ask. In this blog, we will have a look at German government bonds with a remaining time to maturity of two years
(2Y; short) and ten years (10Y; long). More specifically, we are interested in the yield differential between the long- and the short-term interest rates. The technical term here is the “slope of
the yield curve”.

German government bonds - slope of the yield curve, long-term assessment

The chart shows the yield for German government bonds with a remaining time to maturity of 10Y (dark blue) vs. those with 2Y (light blue). In addition to the absolute yield, the yield
differential is particularly important. In the chart below, this manifests as “peaks and troughs”.

Chart: yield German government bonds 2Y vs 10Y (above); yield differential (below); observation period 20 years. deutsche
Source: Datastream, as of 17 April 2017
The chart clearly indicates that the yield differential (10 Y minus 2Y remaining time to maturity) is not constant over time.

« If the yield for 10Y is clearly above 2V, the yield curve is referred to as steep — in the chart, this is illustrated by a peak.

o If the yield differential is very low, the yield curve is referred to as flat — in the chart, this is illustrated by a trough.

o If the yield of the short maturity is higher than that of the long maturity, experts call the scenario an inverse yield curve. However, this is a very rare phenomenon and actually never
happened during the observation period.

The reason for the changes in the slope of the yield curve:

The slope of the curve is calculated as the difference of the yield for the respective remaining time to maturity of 2Y vs. 10Y. This means a change can come from either end — from the long
and the short one.

Usually, different factors affect the two parts of the yield curve:

o The long end of the curve (10Y) is the classic segment of long-term investors such as for example (pension) funds. Fundamental concerns like inflation development and economic
performance crucially affect the yield.
e The short end (2Y) is used to a large degree to “park” money. This segment tends to be affected much more strongly by the central bank policies.

Investors usually expect a higher interest rate for longer periods of investment. This is why the yield curve is largely steep (i.e. normal) throughout the observation period.

The lower part of the chart (“Peaks and troughs”) clearly illustrates at what point something extraordinary occurred on the financial markets, because at those times the slope of the yield
curve would change drastically. The most recent events happened in 2000/01 (technology bubble, stock market crash) and in 2008 (Lehman bankruptcy, stock market crash). In both cases
the short-term interest rates increased rapidly (triggered by the central banks), and indeed more so than the long-term interest rates (i.e. flattening of the yield curve).

As another example in this context, this chart illustrates the yield curve of June 2008:
Chart: yield curve German government bonds, 2-10Y; as of 17 June 2008
Source: Datastream

The yield was almost the same across all maturities on 17 June 2008. So that yield curve really was flat.



Why do investors need this information?

The steeper the yield curve, the bigger the compensation for future risk (especially inflation). In other words, if the yield curve is steep (normal), there are no significant strains in the market,
i.e. the asset markets are calm. If the curve flattens a lot, this may be so for several reasons. If the flattening happens quickly, it suggests stress in the financial markets. At these moments,
investors prefer to “flee” into cash. (Although very often the best investment opportunities present themselves during stormy times.)

Conclusion:

Peaks and troughs are crucial concepts in the analysis of yield curves. The historical development should also always be taken into account. Interest markets are very
efficient, because a large number of market participants with different goals meet in the market place. The slope of the yield curve can offer a very good insight into the status
quo of the financial markets.

Yield curve management is part of the active management of the funds of Erste Asset Management.
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