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Can modest Treasury rally be built upon?

After a difficult December, the Treasury
securities market has regained an element of
stability in the opening weeks of the New
Year. Indeed, over the final trading sessions
of 2009, the selling pressure in the
Government debt arena accelerated
dramatically, pushing yields up to levels that
had not been observed in more than six
months. Since early January, a combination
of dealer short covering and some retail
purchases by institutional investors have
helped to lower rates on intermediate and
longer term maturities by approximately 25
to 30 basis points. Whether the modest rally
can be built upon is certainly open to debate,
but it is very clear several events need to
occur for the recent improvement to
continue.

Although the correlation can be weak at
times, a prime force behind lower Treasury
yields in the period ahead, in outr judgment,
would be for the equity market to continue
its recent sell-off. It is no coincidence that
the Treasury securities sector has
reestablished some equilibrium against the
backdrop of a relatively steep decline in the
broad stock market averages. From its
recent peak in mid-January to its intra-day
low last Friday, the Dow Jones Industrial
average dropped by over 900 points. No
doubt, some investors were taking profits
and placing the proceeds of those stock sales
into Treasuries, which helped to firm bond
prices. Effectively, the sharp pullback in
share values created a renewed preference for

quality and safety that set the stage for the

moderate drop in Treasury yields over recent
weeks.  Clearly, such fixed income buying
will continue should the stock market sustain
its retreat.

The weakness in equities was of course
partly attributable to the concerns generated
by the budget crises in Greece, Spain and
elsewhere in Europe. Fears of sovereign
debt defaults, perhaps misplaced, generated
some forceful selling of the debt instruments
of those nations most suspect and prompted
a movement of investment funds into
German bonds as well as Treasury securities.
Obviously, if there is a salient rescue effort
for Greece and conceivably other countries
as needed, the debt crisis in Europe will be
perceived as being contained and lacking any
meaningful contagion. Viable solutions to
these financial stresses would remove some
of the quality demand for Treasury debt that
has been in place over the last few weeks and
the U.S. Government bond market would
lose some suppott, accordingly. It should be
noted that the containment of the budget
dilemma in FEurope does involve some
measurable costs for the global growth
outlook. In order to solve their respective
budget shortfalls, European governments
must implement austerity programs that will
act as headwinds against any ongoing
recovery process. Thus, the solutions,
should they be achieved, could result in a
downscaling of growth estimates for
Continental economies later this year and
into 2011.  An expected slower rate of

(Continued on page 2)
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spending. For sure, if upcoming reports in
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shortfall in activity would point toward Federal
Reserve policy being on hold for a longer
period than currently assumed. In addition, a
recovery process that proves more sluggish than
presently envisioned would set the stage for
maintaining a low inflation environment well
into the future, another bond friendly
development. If these various events fall into
place, the ten year note yield could fall to the
3.00% to 3.25% range before mid-year.
Needless to say, many observers strongly
believe that a Treasury security rally any time
during 2010 is a virtual impossibility. The
negative assessment typically revolves around
the huge volume of Government offerings that
the markets confront, with that supply challenge
inevitably requiring higher yields to attract
investors. While that viewpoint is
understandable, the Treasury’s calendar must

always be measured against competing credit
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