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Fed Tightening Cycles and Yield Spreads: Flatter

With the next Fed tightening cycle around the corner, our expectation is that the yield curve will continue to
become flatter, setting up the possibility for the mispricing of future fed funds rate hikes.

Economic Data Continue to Support Fed Move in June Wage and Salary Costs by Sector

Year-over-Year Percent Change

Economic data in recent weeks on the U.S. economy continue to support 4.0% 4.0%
the case for the FOMC to raise the Fed Funds rate next June. Labor market

data show signs of reduced labor market slack, and there are now signs that e \ e
core inflation could be edging higher as evidenced by higher wage costs 3% \/\[\/\/\ T 30%
(top figure). As the expected Fed Funds rate hike approaches next year, we ., | 1 250
want to explore some of the past Fed tightening cycles and their effect on o r/\/\/_\/\/\/ oo

the yield curve. We then turn to our expectation for the shape and potential

areas of mispricing within the yield curve in the upcoming tightening cycle.  1.5% | L 1.5%

Where Have Spreads Narrowed in Prior Tightening Cycles? 1.0% 1

+ 1.0%
A look back at the prior two Fed tightening cycles (1999-2000 and 2004-
2006) indicates that there has been a shift in the compression, or tightness,
of the yield spread within the curve (middle figure). In the 1999 cycle, the 0.0%
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5-year/2-year spread and the 10-year/5-year spread. Conversely, during the st‘fs'Soci:tfldGIS%?&E%’MSE%??&ES

2004 cycle, the tightest spread between tenors was between the 200 e — L — 200
1-year/6-month bills. With the tight spread between these two shorter-term 175 { LY Sito Seread: 04 @ 6 Bps 1175
rates, there were points in which future Fed actions were not accurately ;so | 1 150
reflected in the short-term yields. Thus, there were some parts of the curve, .. | /J\ A 1125
particularly at the shorter end, that had not fully priced in future Fed Funds | \] A L 100
rate hikes. | N 1.
The Potential for Mispricing Fed Moves ol \ ls
Our expectation for this tightening cycle is for a much flatter yield curve b | \/%.7\ \ [
(bottom figure). This curve flattening could again have the effect of not fully ' \ / - Jﬁ\ / f\"\,v
pricing in actual Fed actions given how much flatter we expect the curve to  ° R J/ A\ °
become. In anticipation of the upcoming tightening cycle, we expect that *°7 T
there will once again be mismatches between short-term yields and the -0 —F—F=—"F—t—*—F—F= =~ ——+— 50
actual pace of Fed tightening behavior. In our forecast, we can see this Wells Fargo Rates Forecast

represented by how tight/compressed the spread is between the Through 2016

3-month/6-month bills. One of the trends that has become clear following 5-0% 5.0%
the recession has been the decoupling of rates from economic 4.5% T 45%
fundamentals, leading to yields along the curve moving more 4.o0% 4.0%
independently of one another. We expect that the shorter end of the curve 3.5y 3.5%

will pose the greatest pricing challenges for market participants given that ;g |
the longer-end of the curve remains so well-anchored as we have pointed
out before. The result is that most of the upward movement in rates will
likely be contained in the shorter end of the curve, which also makes it
more susceptible for mispricing future Fed moves. The unwinding of
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unconventional monetary policy along with the new regulatory regime *g: zgiz
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should make for an interesting cycle ahead. ’ Q4 2014 ’
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Source: U.S. Department of Labor, Federal Reserve Board and Wells Fargo Securities, LLC
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Wells Fargo U.S. Interest Rate Forecast

Actual Forecast
2014 2015 2016
1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q
Quarter End Interest Rates

Federal Funds Target Rate 0.25 0.25 0.25 0.25 0.25 0.50 0.75 1.00 1.25 1.75 2.25 2.75
3 Month LIBOR 0.23 0.23 0.24 0.24 0.38 0.70 0.95 1.20 1.45 1.95 2.45 2.95
Prime Rate 3.25 3.25 3.25 3.25 3.25 3.50 3.75 4.00 4.25 4.75 5.25 5.75
Conventional Mortgage Rate 4.34 4.16 4.16 4.14 4.16 4.20 4.30 4.40 4.48 4.80 5.20 5.30
3 Month Bill 0.05 0.04 0.02 0.05 0.20 0.54 0.78 1.02 1.28 1.77 2.28 2.79
6 Month Bill 0.07 0.07 0.03 0.09 0.24 0.58 0.80 1.03 1.29 1.80 2.30 2.80
1 Year Bill 0.13 0.11 0.13 0.14 0.25 0.65 0.95 1.25 1.55 2.05 2.55 3.05
2 Year Note 0.44 0.47 0.58 0.65 0.66 0.98 1.18 1.39 1.61 2.09 2.57 3.06
5 Year Note 1.73 1.62 1.78 1.68 1.71 1.83 1.90 1.96 2.05 2.40 2.76 3.15
10 Year Note 2.73 2.53 2.52 2.30 2.40 2.51 2.59 2.66 2.76 3.12 3.37 3.55
30 Year Bond 3.56 3.34 3.21 3.00 3.19 3.37 3.40 3.46 3.54 3.75 3.85 4.00

Forecast as of: December 10,2014

Wells Fargo U.S. Economic Forecast and FOMC Central Tendency Projections

2014 2015 2016

Change in Real Gross Domestic Product

Wells Fargo 2.0 2.7 3.0

FOMC 20to2.2 26to3.0 26to29
Unemployment Rate

Wells Fargo 5.8 5.4 5.1

FOMC 59to06.0 54to56 5.1to5.4
PCE Inflation

Wells Fargo 1.4 1.8 2.1

FOMC 1.5t01.7 16to1.9 1.8to2.0

Forecast as of: December 10, 2014

NOTE: Projections of change in real gross domestic product (GDP) and in inflation are from the fourth quarter of
the previous year to the fourth quarter of the year indicated. PCE inflation is the percentage rate of change in

the price index for personal consumption expenditures (PCE). Projections for the unemployment rate are for the
average civilian unemployment rate in the fourth quarter of the year indicated.

Fed Data as of: September 17, 2014
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