There is a lot of talk about “inflation” expectations.
Fed’s 5 year Forward Breakeven Inflation Rate

I am not sure that what they are measuring is what
they think they are measuring. In science there is
the “observer effect” that states that the act of
observing or measuring something affects that
measurement.
Not only does every market
participant know the Fed is observing this
measurement, but they know that the Fed’s
decisions affect it.
I think the “information” being transmitted by
looking at these forward yield curves has far less to
do with inflation expectations than is perceived
and may actually be distorting both market
behavior (creating an artificial deflation scare) and
Fed behavior (keeping rates too low for too long is
actually creating the deflation risks they are trying
to prevent).

This chart has dropped from 2.5% to 2.0% since
August.
The slightly less sophisticated version of this chart
is simply the 5 year 5 year forward rate
5 Year 5 Year Forward

Rather than starting at the most complex end of
the spectrum and working my way forward from
there, I like to start with something more basic and
go from there.
US 10 Year – 5 Year Spread

The chart looks almost identical to the prior chart,
though it was 3.5% in August and is down to 2.88%
now.
So these two charts have the Fed very concerned.
They are worried that inflation “expectations” as
measured by the 5 year 5 year forward rates are
dropping.
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This is simply the 5s 10s flattener. While it doesn’t
give information about forward rates per se, it
clearly shows the trend. The yield curve is
flattening, which in theory could mean that
inflation expectations are decreasing, but does it?
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I will attempt to show that the curve flattening has
very little to do with diminished inflation
expectations and more to do with other factors,
and that treating them as inflation expectations
will not only lead to policy mistakes, but far more
importantly, to investment mistakes.
Imagine that you are observing Pavlov’s dogs. If
you were an observer and you saw dogs salivating
you would assume that there was food there. The
dogs effectively “trained” the observer to believe
there was food when there wasn’t. Deciding to
step into a room of hungry Dobermans that hadn’t
been fed in weeks because they were salivating
would be a stupid thing to do, yet I wonder if that
is the mistake we are effectively making by the way
we interpret yield curves.

So this could quite simply be an almost perfect
example of the market’s inflation expectations
directly responding to the tightening of Fed policy,
or it could be markets reacting to flows and a
normalization of Fed policy that was distorting
everything to begin with (I will go with the latter).

Now let’s look at why I think the interpretations of
the yield curve are incorrect.
3

𝑇3 = ∫ FF
0

So the 3 month T-bill rate can be derived from the
Fed Funds rate over a period of 3 months.
Fed Funds Effective vs 3 month US Yields

First before I attempt to explain my reasoning with
math, I will show this chart, which makes me
already wonder if I can just type QED and be done
with it.
Monthly QE vs 5s10s Flattener

Going back to 1980 we have a near perfect match
between 3 month yields and Fed Funds. This
makes sense as Fed Funds typically only changed at
meetings, and typically by 0.25% at a time, so there
isn’t too much risk in a 3 month T-bill.

This takes the simple 5s10s flattener chart and
overlays the monthly pace of QE3 purchases. It is
almost “shocking” (not at all) that the curve was
steepest at the very height of easing, and that as
Fed policy moved towards normal the curve
flattened.
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So for 3 month rates we can look at Fed funds, but
that isn’t going to help much as you move out the
yield curve. So let’s start testing some other
equations.
3

𝑇3 = ∫ CPI
0

Macro Income Strategies
December 9th, 2014

Let’s see how much of the move in rates can be
explained by CPI.
CPI yoy versus 3 month T-bills

then yields seem to be higher than Fed funds and
vice versa – though by no means extremely
obvious).
2 Year Rates

Clearly not quite as strong a fit as versus Fed Funds,
but there is some explanatory value there. Which
makes sense because for a long time Fed Funds
were tied to rates of inflation over long time
periods. We have had some deviations, though
never a deviation with Fed Funds below CPI for so
long.

5 Year Rates

1 Year Rates

As you move further out the yield curve, you see
greater deviations between Fed Funds and yields.
Let’s assume that there has been some “perfect”
equation to model any point in the yield curve.
3

As we compare 1 year rates we see that they still
track Fed Funds better than CPI, but the
relationship is less strong than before, and also
seems to have a directional bias (If CPI is rising,
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𝑇𝑋 = ∫ FF
0

So the yield at any time will be a function of all Fed
Funds up to that time. But it is clear that the
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further you go out, the more uncertainty you have
about Fed Funds. I can tell you with almost 100%
certainty what Fed Funds will be on January 1
2015. I have a decent idea of where they will be in
April 2015. But by April 2016, it gets very tricky.

That is key. The more clear and concise they are
about forward guidance, the less inflation and
growth expectations have to do with yields, so any
inflation expectations information to be gleaned
from the data would be of dubious quality.

So to model rates, we should us an equation that
looks more like

But that isn’t the only change that has been
affected. The actual equation now reads like this

𝑦

𝑋

𝑋

𝑦

𝑇𝑋 = ∫ FF + ∫ exp(I) + ∫ exp(G)
0

𝑦

𝑦

So now we will say that treasury yields are some
combination of Fed Funds in the near term and
some expectation of inflation and some
expectation of growth.
That seems like a
reasonable way to think about yields. For the short
term, growth and inflation are less important than
Fed Funds and longer term, as uncertainty about
Fed Funds increases, you have to rely heavily on
growth and inflation. This is why the 5 year, 5 year
forward should provide a lot of information about
future growth and inflation expectations.

So historically some version of the formula above,
could help you determine yields.
But the model has changed
𝑦

𝑧

𝑋

𝑇𝑋 = ∫ FF + ∫ FwG ∫ {exp(I) + exp(G)}
0

𝑦

𝑧

The Fed gave us another element to the equation.
They gave us Forward Guidance (FwG), or the
extended period language. So now, you have not
only a high certainty around Fed Funds in the near
future, but you have a much narrower range of
possibilities for Fed Funds going forward. If they
said they would leave rates unchanged for 2 years,
then for the 2 year treasury z = x meaning that
inflation and growth would have no part of the
treasury pricing.
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Where the heart shape represents a new “dovish”
Fed. Greenspan invented the Greenspan put – but
it was tricky to analyze. We now have a Fed that is
clearly designed to behave dovish. You have to
account for that in any model, and it is different
from the forward guidance in that it is more of a
wildcard, but basically it says that for any level of
growth and inflation policy is likely to be lower
than it would be otherwise, though this effect
diminishes over time.
I haven’t even added the “QE Effect” where the
Fed targets specific maturities for “special”
attention, or even the still impactful Operation
Twist which can play havoc with the yield curve.
So now the forward yield curve analysis is more
problematic. We can “safely” assume that for both
the 5 year and 10 year treasury are impacted by
the same near term set of assumptions for Fed
Funds (just like the good old days). But can you
really assume that they are equally impacted by
the Forward Guidance Function? Or the
function which incorporates the overall dovish tone
and possibilities of “alternative” policies?
As you go out in time, these influences become less
important, and you can determine more about
inflation expectations. But can you safely assume
that the 5 year treasury yield had much to do with
Inflation and Growth Expectations?
I would argue that the 1 year and even 2 year
yields have almost nothing to do with growth or
inflation expectations. They are almost purely a
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function of current rates, forward guidance, and
the “dovish” factor. That means that potentially
very little of even the 5 year yield is explained by
traditional methods. If that is true, why do we
expect to get inflation expectations from the
forward yield curve?

breakevens turned out to be hardly disastrous
(depending on your time horizon).
Fed Breakevens vs PCE

As of October this was the state of the treasury
bond market
Maturity
<1
1-3
3-5
5-7
7-10
10-15
15-20
>20
Total

Total
2,951,041,000,000
2,825,929,000,000
1,987,578,000,000
1,306,280,000,000
893,902,000,000
148,800,000,000
33,471,000,000
1,078,853,000,000
11,225,854,000,000

Non Fed
2,947,758,164,300
2,468,478,279,435
1,312,799,921,975
908,267,535,500
565,485,502,000
72,011,092,000
21,573,560,000
589,093,187,000
8,885,467,242,210

Fed VS
Fed
Total
3,282,835,700 0.1%
357,450,720,565 12.6%
674,778,078,025 33.9%
398,012,464,500 30.5%
328,416,498,000 36.7%
76,788,908,000 51.6%
11,897,440,000 35.5%
489,759,813,000 45.4%
2,340,386,757,790 20.8%

The S&P 500 Starting June 2003 to 2008

There was a free float of less than $72 billion of 10
to 15 year treasuries. The Fed owned 52% of that
segment of the market.
So at the front end, you have Fed policy playing
havoc on what yields should be, and the back end
may be equally distorted by what the Fed has being
buying.
EVERY MARKET IS A FUNCTION OF SUPPLY AND
DEMAND. If we were running a huge surplus and
not issuing debt, yields would look different than if
we were doing the opposite. Where the Treasury
chooses to fund also impacts the market. These
are all issues that have always existed, but the Fed
purchase programs, and willingness to use them
again, adds another levels of confusion to what
forward yield curves actually say or mean.

I just went through many reasons why it should not
be a good predictor now, but historically it doesn’t
seem to have done well either. The fed data only
goes back to 1999 but to me, the chart isn’t very
compelling, and the June 2003 “low” in inflation
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Stocks managed to go up 50% from that “low”
inflation breakeven which was 2.35% versus 2.01%
today.

Betting on slow growth, a strong dollar forever, or
deflation based on a yield curve that is just starting
to try and behave normally, is potentially
disastrous, especially now that so many of the
moves that are being bet on have gone
“parabolic”.
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Disclaimer
This report has been prepared and issued by the Market Strategy Group of Brean Capital, LLC. It was
not prepared by the Firm’s research department and, as such, should not be viewed as impartial.
Investors should be aware that the Firm may have a conflict of interest that could affect the objectivity
of this report. The author of this report may have discussed the information contained herein with
others within or outside the Firm who may have already acted on the basis of this information
(including by trading for the Firm’s account or communicating the information contained herein to
other customers of the Firm). We act as principal in transactions with you, and accordingly, you must
determine the appropriateness of such transactions or investment strategy and address any legal, tax
or accounting considerations applicable to you. Certain transactions, including those involving
derivatives, asset-backed and high-yield securities, give rise to substantial risk and are not suitable for
all investors. Brean Capital, LLC cannot, nor does not, make any claim as to the prepayment
consistency and/or the future performance of any securities or structures mentioned in this report.
Any yields, yield spreads and/or average lives mentioned in this report consider prepayment
assumptions that may or may not be met. Changes in payments may significantly affect yield and
average life. The information contained in this report was obtained from various sources that we
believe to be reliable, but we do not guarantee its accuracy or completeness. Email transmission
cannot be guaranteed to be secure or error free.
This report has been prepared and circulated for general information only and presents the authors’
views of general market and economic conditions and specific industries and/or sectors. This report is
not intended to and does not provide a recommendation with respect to any security. The information
and opinions contained in this report speak only as of the date of this report and are subject to change
without notice. Any prices provided in this report (other than those identified as historical) are
indicative only and do not represent firm quotes as to price and size. Investors are cautioned that
statements regarding future prospects may not be realized and that past performance is not indicative
of future results. This report does not constitute an offer, or a solicitation of an offer, to buy or sell any
securities or other financial instruments, including any securities mentioned in this report. Nothing in
this report constitutes or should be construed to be accounting, tax, investment or legal advice.
Additional information regarding the contents of this report is available upon request.
Brean Capital, LLC is a registered U.S. Broker Dealer, member of SIPC, FINRA and licensed with various
state securities regulatory authorities.
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