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Higher sovereign bond yields have increased the income available to investors, but the additional yield
further out the curve may not fully compensate for the risks of extending duration.

Persistent US inflation, resilient activity, and fiscal headwinds have led markets to price a higher path for
policy rates. While rising prices, higher borrowing costs, and geopolitical uncertainty continue to create
challenges, economic growth has remained surprisingly resilient. Together, sticky inflation and resilient
economic growth point to the potential for further upward pressure on rates.

Given this, our view is that rates could continue their recent upward momentum in the near term. We
therefore remain cautious on broad macro positioning, maintaining a neutral stance on duration and the
yield curve while remaining underweight credit.

Resilience amid rising risks

In September, the Federal Reserve (the Fed) unanimously raised rates by 25 basis points (bp) to 3.75%—
4.00%, its first hike since 2023.1 The updated projections reinforced the shift with the median policy-rate
forecast increasing to 4.1% for 2026 and 2027, up from 3.8% and 3.6% respectively, in June.2 At the
same time, the Fed raised its growth and inflation forecasts and lowered its unemployment projection, a
combination that has pushed Treasury yields higher.

As we enter the final quarter of 2026, a key macro theme is rising tail risks, reflected in a broader range
of potential economic outcomes. Sticky inflation, geopolitical tensions, energy market pressures, and an
increasingly narrow set of market and economic drivers are all contributing to heightened uncertainty.

In an already complex environment, the outlook remains clouded. Both the economy and markets are
becoming increasingly concentrated in the Al theme, accentuating tail risks should any cracks appear in
that theme. We see no signs of cracks at this stage, but this is an area we are monitoring.

Still cautious on duration

With US markets pricing at least a further three 25 bp rate increases by mid-2027 and the 10-year/10-
year forward rate at its highest level since the early 2000s, the case for adding duration may appear
compelling. However, we remain cautious for the following reasons:

» Most of the rise in nominal yields is driven by real yields. Of the 100 bp rise in the US 10-year yield, the
inflation breakeven is only around 10 bp wider from the start of the year. If inflation expectations were to
become more embedded and breakevens widen, this could push nominal yields still higher.

» Rates may be closer to “normal”. Interest rates may appear elevated relative to the exceptionally low-
rate environment of the past 15 years. However, viewed against the pre-GFC backdrop of 2% to 4%
inflation, robust economic growth, and limited central bank intervention in bond markets, current yield
levels appear far less extraordinary.

* Yield curves may not be as attractive as they appear. If we are entering a market regime more akin to
the 2000s, it is notable that yield curves do not appear especially steep. A regression of the 2-year/10-



year Treasury spread against the 6-month Treasury bill rate suggests the curve is currently around 25 bp
flatter than fair value relative to the 2000-2008 period.3 Should a higher term premium become
embedded in markets, yields could face further upward pressure.4

* Investors have struggled to time the duration trade. The rise in long-term yields has undoubtedly
improved the income available from sovereign bond markets. However, attractive yields alone do not
eliminate the risks associated with longer-duration bonds. For instance, allocations to long-duration
strategies failed to outperform with any consistency following the peak in central bank rates as curve
steepening during the 2024-2025 easing cycle eroded returns from longer-dated bonds.

The key question for investors is not whether long-term yields appear attractive in absolute terms, but
whether the additional yield available further out the curve adequately compensates for the additional
duration risk (Figure 1).

Catalysts for lower yields

For the market to sustain a durable rally either oil needs to fall sharply, or it needs to become clear that
higher oil prices are not meaningfully impacting the broader economy. A ceasefire with Iran could push
oil prices lower but given recent history, the market is likely to remain sceptical that any deal will hold.

Given the strength of the US domestic economy, supported by the Al CAPEX build-out and high levels of
government spending, it will take time before it is clear the degree to which higher energy prices will
feed through into broader inflation.

What this means for investors

The rise in government bond yields is one of the most significant fixed income developments in recent
years. Yet despite more attractive yields, we do not believe the case for extending duration has become
materially more compelling. Elevated volatility, modest term premia, and a wider distribution of potential
economic outcomes continue to argue for caution.

We believe rates could continue to move higher in the near term. As a result, we remain neutral on
duration and yield-curve positioning and underweight credit. Rather than taking broad macro bets, we
favor areas where investors are being compensated for taking specific risks, including housing-related
exposure, non-agency residential mortgage credit, diversified asset-backed securities, and hard-asset-
backed opportunities such as railcars, equipment finance, and small-business lending.

1Bloomberg Finance L.P.,, as of September 16, 2026.
2Bloomberg Finance L.P,, as of September 16, 2026.
3Based on a regression of weekly data from January 07, 2000 to December 26, 2008. R2 = 91.42%.

4Fiscal deficits and debt issuance remain important medium-term risks. While stronger productivity and
nominal growth could eventually improve debt dynamics, continued fiscal borrowing and Al-related
investment are adding upward pressure to rates today. The timing gap between current financing needs
and future productivity gains remains a key risk to monitor.
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Investing involves risk including the risk of loss of principal.



The information provided does not constitute investment advice and it should not be relied on as such. It
should not be considered a solicitation to buy or an offer to sell a security. It does not take into account
any investor's particular investment objectives, strategies, tax status or investment horizon. You should
consult your tax and financial advisor.

The information contained in this communication is not a research recommendation or ‘investment
research’ and is classified as a ‘Marketing Communication’ in accordance with the applicable regional
regulation. This means that this marketing communication (a) has not been prepared in accordance with
legal requirements designed to promote the independence of investment research (b) is not subject to
any prohibition on dealing ahead of the dissemination of investment research.

The views expressed in this material are the views of Jason Simpson, Jake Brown, and Robert Selouan
through the period ended September 29, 2026, and are subject to change based on market and other
conditions. This document contains certain statements that may be deemed forward-looking statements.
Please note that any such statements are not guarantees of any future performance and actual results
or developments may differ materially from those projected.

Generally, among asset classes, stocks are more volatile than bonds or short-term instruments.
Government bonds and corporate bonds generally have more moderate short-term price fluctuations
than stocks but provide lower potential long-term returns. U.S. Treasury Bills maintain a stable value if
held to maturity, but returns are generally only slightly above the inflation rate. Investments in asset
backed and mortgage-backed securities are subject to prepayment risk which can limit the potential for
gain during a declining interest rate environment and increases the potential for loss in a rising interest
rate environment.

The value of the debt securities may increase or decrease as a result of the following: market
fluctuations, increases in interest rates, inability of issuers to repay principal and interest or illiquidity in
the debt securities markets; the risk of low rates of return due to reinvestment of securities during
periods of falling interest rates or repayment by issuers with higher coupon or interest rates; and/or the
risk of low income due to falling interest rates. To the extent that interest rates rise, certain underlying
obligations may be paid off substantially slower than originally anticipated and the value of those
securities may fall sharply. This may result in a reduction in income from debt securities income.

The whole or any part of this work may not be reproduced, copied or transmitted or any of its contents
disclosed to third parties without SSGA'’s express written consent.

All information is from SSGA unless otherwise noted and has been obtained from sources believed to be
reliable, but its accuracy is not guaranteed. There is no representation or warranty as to the current
accuracy, reliability or completeness of, nor liability for, decisions based on such information and it
should not be relied on as such.
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