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Investors Shouldn’t Rush to
Dump Treasuries
By Arne Espe, CFA, Senior Portfolio Manager of Fixed Income Investments

Treasury bonds have had a rough time since last week’s election, with
a sharp selloff driving up yields on longer-dated Treasuries to their
highest level of 2016. The 10-year Treasury’s yield has shot up from
under 1.9% on Election Day to as high as 2.3% on Monday in one of the
fastest moves for yields in years.
The dominant storyline behind why investors are fleeing bonds:
They’re worried about a spike in interest rates if economic growth
picks up under Donald Trump’s administration. Higher growth rates
typically correspond with rising inflation, which in turn could prompt
the Federal Reserve to accelerate its pace for rate hikes. In a rising
rate environment, existing bonds are generally less attractive, so their
prices fall.
In our view, the bond market seems to be getting ahead of itself, as
it often does when unexpected events occur. Long-dated Treasuries
may be a bit on the expensive side, but we think the post-election
selloff has been excessive and the outlook is overly pessimistic.
First and most importantly, we don’t know beyond the most general
terms what the incoming administration’s plans and priorities are,
so it’s far too early to reliably predict how its actions may affect
economic growth in 2017 and beyond. By extension, it’s also too
early to forecast how inflation may be affected and any Fed
policy responses.
The most concrete Trump proposal is more spending on
infrastructure, but details are scarce. We think increasing outlays for
infrastructure could give the economy a short-term lift if it comes in
a concentrated burst. That’s an important caveat and a challenging
one, as history shows that there may not be that many “shovel-ready”
projects available.
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KEY TAKEAWAYS
• In our view, the bond market
seems to be getting ahead of
itself. Long-dated Treasuries
may be a bit expensive, but
we think the post-election
selloff has been excessive
and the outlook is overly
pessimistic.

• The primary concern is
that significantly faster
economic growth will lead
to sharply higher inflation
and interest rates. We need
to know more about the new
administration’s plans and
priorities before we judge the
potential impacts.

• At this point, we’re sticking
with our view that the
economy will continue its
slow grind upward in the
coming year and, as a result,
that our “lower-for-longer”
outlook for interest rates
remains intact.
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It’s hard for us to see much impact from any large-scale infrastructure program before 2018 at the
earliest. And while some recent economic data suggest improving conditions heading into next year,
we don’t see enough evidence yet of a significant steepening in the recovery trajectory, which has been
weak since the Great Recession ended more than seven years ago.
Inflation has inched up closer to the Fed’s 2% target, but it’s being tempered by a strengthening U.S. dollar.
The greenback’s gains are partly explained by expectations of higher U.S. interest rates, but it is also
benefiting from political uncertainties in Europe that began with Britain’s surprising vote in June to
withdraw from the European Union. Now attention has shifted to a referendum in Italy next month, and
its outcome could further disrupt the EU.
The dollar’s rise is due in part to a reversal of a “carry trade,” in which investors had borrowed in dollars
to buy higher-yielding assets in emerging markets. As the EM yield advantage narrows, demand for
dollars is increasing as those investors seek to pay back their loans.
Another positive for Treasuries is the strong demand from European and Japanese investors seeking
more yield than is available at home. The currency effect of a strengthening U.S. dollar stands to make
this trade even more attractive than it already is.
The Fed will probably raise short-term interest rates by a quarter of a percentage point at its December
meeting — it would be the first hike since December 2015. The key reason for the wide spacing between
moves has been the persistently slow economic growth that we see continuing into next year.
Assuming there’s a rate increase in December, there could be another lengthy interval before the next
one comes. The Fed does not want to risk choking off what little economic growth we’re enjoying by
tightening the money supply too quickly. This “lower-for-longer” approach would tend to be a positive for
Treasury prices.
As always, we encourage investors to speak with one of our financial advisors, who can help determine
which investment vehicles are suited for you based upon your individual goals, objectives, risk tolerance
and time horizon.
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Investing in securities products involves risk, including possible loss of principal.
This material is provided for informational purposes only by USAA Asset Management Company (AMCO) and/or USAA Investment Management Company
(IMCO), both registered investment advisors. The material is not investment advice and is not a recommendation, an offer, or a solicitation of an offer, to
buy or sell any security, strategy or investment product. The views and opinions expressed in the material solely reflect the judgment of the authors, but not
necessarily those of AMCO, IMCO or any affiliates as of the date provided and are subject to change at any time. All information and data presented herein
has been obtained from sources believed to be reliable and is believed to be accurate as of the time presented, but AMCO/IMCO does not guarantee its
accuracy. The information presented should not be regarded as a complete analysis of the subjects discussed. Any past results provided do not predict or
indicate future performance, which may be negative. No part of this material may be reproduced in any form, or referred to in any other publication, without
express written permission of AMCO/IMCO and USAA.
Diversification is a technique to help reduce risk. There is no absolute guarantee that diversification will protect against a loss of income.
The fixed income securities are subject to price volatility and a number of risks, including interest rate risk. Interest rates and bond prices move in opposite
directions so that as interest rates rise, bond prices usually fall and vice versa. Interest rates are currently at historically low levels. Fixed income securities
also carry other risks, such as inflation risk, liquidity risk, call risk, and credit and default risks. Lower-quality fixed income securities involve greater risk
of default or price changes. Securities of non-U.S. issuers generally involve greater risks than U.S. investments and can decline significantly in response to
adverse issuer, political, regulatory, market and economic risks. Fixed income securities sold or redeemed prior to maturity may be subject to loss.
Investments in foreign securities are subject to additional and more diverse risks, including but not limited to currency fluctuations, market illiquidity, and
political and economic instability. Foreign investing may result in more rapid and extreme changes in value than investments made exclusively in the securities
of U.S. companies. There may be less publicly available information relating to foreign companies than those in the U.S. Foreign securities may also be subject to
foreign taxes. Investments made in emerging market countries may be particularly volatile. Economies of emerging market countries are generally less diverse
and mature than more developed countries and may have less stable political systems.
Investments provided by USAA Investment Management Company and USAA Financial Advisors Inc., both registered broker dealers, and affiliates.
Trust Services offered by USAA Federal Savings Bank. Member FDIC.
Financial planning services and financial advice provided by USAA Financial Planning Services Insurance Agency, Inc. (known as USAA Financial Insurance
Agency in California, License # 0E36312), a registered investment adviser and insurance agency and its wholly owned subsidiary, USAA Financial Advisors, Inc.,
a registered broker dealer.
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