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Ahead of the Curve

Could a 5% 10-year Treasury
yield be around the corner?

From the Field
October 2024

— Key Insights

Treasury term premium.

— The Fed’s rate cuts may keep short-term Treasury yields low, but fiscal spending
and rising inflation expectations should likely push long-term yields higher.

— Government deficit spending forces the Treasury to issue more debt even as the
Fed’s quantitative tightening has reduced demand, driving yields up.

— An uptick in long-term inflation expectations is also contributing to a higher U.S.

M arket consensus expects the yield
on the 10-year U.S. Treasury note
to decrease with the Federal Reserve (Fed)
kicking off a rate-cutting cycle. But could
a combination of factors—not least fiscal
largesse in a U.S. election year—push the
10-year Treasury yield up from its near
3.80% level in early October?

| think that the 10-year Treasury yield will
test the 5.0% threshold in the next six
months, steepening the yield curve. There
are three dynamics at play:

1. Fed rate cuts could limit yield increases
on short-maturity Treasury bills.

2. Ongoing issuance by the Treasury to
fund the government’s deficit spending
is flooding the market with new supply.

3. The Fed’s quantitative tightening
has taken a large, reliable buyer of
Treasuries out of the market, further
skewing the balance of supply and
demand in favor of higher yields.

Term premium moving higher

The term premium, which measures
the amount by which the yield on a
longer-dated Treasury note exceeds
the expected average yield on a series
of Treasury bills rolled over at maturity,
has been moving higher. The growing
imbalance between Treasury supply and
demand is contributing to a higher term
premium on 10-year notes. Long-term
inflation expectations are beginning to
increase, which is also helping to push
term premiums higher.
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Inflation outlook could lead 10-year yield up
(Fig. 1) Daily change in five-year breakevens and 10-year yields

10-Year Treasury Yield (LHS) m Daily Change in Five-Year Inflation Breakeven (RHS)
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Will this large uptick
prompt a similar move
in the 10-year yield?
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Past performance is not a reliable indicator of future performance.

As of October 10, 2024.
Source: Bloomberg Finance L.P.

Breakeven inflation rates’ are the best
measure of market-implied inflation
forecasts. On September 20, the day
after the Fed's rate cut, 10-year inflation
breakevens jumped around seven to eight
basis points? higher, likely in response to
the size of the rate cut. After the previous
two inflation breakeven moves of that
magnitude, the nominal® 10-year Treasury
yield increased by about 100 basis

points within three months. This pattern
indicates that inflation expectations could
likely contribute to a higher 10-year term
premium over the next few months.

Three scenarios for the U.S.
economy and the Fed

| see three possible scenarios for the U.S.
economy and the Fed over the next 12
months. There is some overlap between
these and what | outlined in “Three Fed
scenarios, same result: higher yields,

steeper curves” in May, though I've
replaced the “no Fed rate cuts” outcome
with a recession scenario.

1. Midcycle adjustment

China injects more stimulus into its
economy, providing a boost to global
growth. The cloud of uncertainty around
the U.S. election clears up quickly,
allowing the Fed to make its rate cuts
relatively shallow (like the 1995-1998
midcycle adjustment). | believe this is the
highest-probability scenario of the three.

2. Normal easing cycle

The Fed reduces rates to near neutral,
which is probably around 3%. This would
steepen the two-year to 10-year Treasury
yield curve, driving it to a positive

slope* of an estimated 100 basis

points that would be more in line with
historical norms.

' The difference in yield between a nominal Treasury issue and a Treasury inflation protected security

(TIPS) with the same maturity.
2 A basis point is 0.01 percentage point.
3 Not adjusted for inflation.

4The difference in yield between the 10-year Treasury and the 2-year Treasury.
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Lower fed funds to steepen yield curve
(Fig. 2) Fed rate cuts have led to steeper two-year versus 10-year yield

m Upper Bound of Fed Funds Target Rate (LHS) = Difference in Yield Between Two-Year and 10-Year Treasury (RHS)

Federal Funds Rate (%)

1994-1999

As of October 10, 2024.
Source: Bloomberg Finance L.P.
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3. Recession

The U.S. economy enters a recession.
This environment would force the Fed
to aggressively ease monetary policy,
possibly cutting rates back to the
near-zero levels that followed the global
financial crisis of 2008-2009 and the
onset of the pandemic in 2020.

| believe the second and third scenarios have
approximately equal probabilities, with both
less likely than the midcycle adjustment.

Midcycle adjustment would get
10-year Treasury yield to 5%
the fastest

The 10-year Treasury yield's fastest path to
5% would be in the scenario that features
shallow Fed rate cuts. My forecast could
also pan out in an environment where the
Fed eases enough to get the federal funds
rate close to neutral, though in that scenario
it might take longer for the 10-year yield

2005-2009 2010-2014

to hit the 5% level. However, if the U.S.
economy descends into a recession, a 5%
10-year Treasury note would be completely
off the table as the Fed would need to
aggressively ease policy.

Investors sharing my view that a
near-term recession is unlikely should
consider positioning for higher long-term
Treasury yields.

Is the Fed making a policy error?

So does the combination of low recession
probability and my outlook for a meaningful
increase in the 10-year yield mean that the
Fed’s 50-basis-point cut in September was
the start of a policy error? Not exactly. Even
if there was 75 basis points of easing before
the end of 2024, the fed funds rate would
still be well above the neutral rate. The Fed's
reaction to slowing inflation and a gradually
weakening labor market has been on target
so far, but it will need to stay nimble and not
ease too much in 2025.
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T. Rowe Price identifies and actively invests in opportunities to help people thrive in an
evolving world, bringing our dynamic perspective and meaningful partnership to clients
so they can feel more confident.

T. Rowe Price cautions that economic estimates and forward-looking statements are subject to numerous assumptions, risks, and
uncertainties, which change over time. Actual outcomes could differ materially from those anticipated in estimates and forward-looking
statements, and future results could differ materially from historical performance. The information presented herein is shown for illustrative,
informational purposes only. Any historical data used as a basis for analysis are based on information gathered by T. Rowe Price and from
third-party sources and have not been verified. Forecasts are based on subjective estimates about market environments that may never occur.
Any forward-looking statements speak only as of the date they are made. T. Rowe Price assumes no duty to, and does not undertake to,
update forward-looking statements.

Important Information

Where securities are mentioned, the specific securities identified and described are for informational purposes only and do not
represent recommendations.

This material is being furnished for general informational purposes only. The material does not constitute or undertake to give advice of
any nature, including fiduciary investment advice. Prospective investors are recommended to seek independent legal, financial and tax
advice before making any investment decision. T. Rowe Price group of companies including T. Rowe Price Associates, Inc. and/or its
affiliates receive revenue from T. Rowe Price investment products and services. Past performance is not a reliable indicator of future
performance. Investment involves risks. The value of an investment and any income from it can go down as well as up. Investors may get
back less than the amount invested.

The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy
any securities in any jurisdiction or to conduct any particular investment activity. The material has not been reviewed by any regulatory
authority in any jurisdiction.

Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot
guarantee the sources’ accuracy or completeness. There is no guarantee that any forecasts made will come to pass. The views
contained herein are as of the date written and are subject to change without notice; these views may differ from those of other

T. Rowe Price group companies and/or associates. Under no circumstances should the material, in whole or in part, be copied or
redistributed without consent from T. Rowe Price.

The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain
countries the material is provided upon specific request.

Hong Kong—Issued by T. Rowe Price Hong Kong Limited, 6/F, Chater House, 8 Connaught Road Central, Hong Kong. T. Rowe Price
Hong Kong Limited is licensed and regulated by the Securities & Futures Commission (“SFC”). This material has not been reviewed by
the SFC.

Singapore—Issued by T. Rowe Price Singapore Private Ltd. (UEN 201021137E), 501 Orchard Road, #10-02 Wheelock Place, Singapore
238880. T. Rowe Price Singapore Private Ltd. is licensed and regulated by the Monetary Authority of Singapore. This advertisement or
publication has not been reviewed by the Monetary Authority of Singapore.

© 2024 T. Rowe Price. All Rights Reserved. T. ROWE PRICE, INVEST WITH CONFIDENCE, and the Bighorn Sheep design are, collectively
and/or apart, trademarks of T. Rowe Price Group, Inc.
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