
Yield Curve 
Fundamentals

What is a Yield Curve?
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Yield curve

Government 
Bonds

Consistent level of credit risk 
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Yield Curve Shapes

Normal yield curve Inverted yield curve Flat yield curve
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Maturity

Yi
el

d

Slopes upwards Yields increase with 
time to maturity

Bondholders face 
more uncertainty therefore more 

risk with longer-term bonds
Expect a higher return 

(yield) as compensation

Normal yield curve

Inverted yield curve Flat yield curveNormal yield curve
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Slopes downwards
Short-term bond 

yields are higher than 
long-term yields

Maturity

Yi
el

d

Inverted yield curve

If investors expect interest
rates to drop in the future

Lock in current rates for 
longer by buying long

term bonds

Pushes long-term 
bond prices up, and

yields down

Normal yield curve Inverted yield curve Flat yield curve
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Flat yield curve

Yields across
all maturities are 

very similar
Straight line

Maturity
Yi

el
d

Yield Curve Theories

© 2025 Financial Edge Training 7



What drives these changes?

No single theory can fully explain the yield 
curve's shape or changes in its shape

Expectations theory Liquidity preference theory Preferred habitat theory

Expectations theory

Shape of the yield curve Investors expectations
Future interest rates

Long-term rates are essentially an average of what investors expect 
short-term rates to be over that longer period

5-year yield Average of 1-year yields over the next 5 years
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Expectations theory

Upward-sloping curve

%

Short term interest 
rates to rise

Inverted curve 

Short term interest 
rates to fall

%

Expectations theory

What drives these changes?

No single theory can fully explain the yield 
curve's shape or changes in its shape

Liquidity preference theory Preferred habitat theory
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Liquidity preference theory

Investors demand a premium for holding longer-term 
bonds because they carry more risk

Inflation or interest rate movements

The extra return investors get for holding longer dated bond Term Premium

Liquidity preference theory

Demand for a higher return on longer-term bonds

Upward-sloping curve
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What drives these changes?

No single theory can fully explain the yield 
curve's shape or changes in its shape

Expectations theory Liquidity preference theory Preferred habitat theory

Preferred habitat theory

Short-term bonds 

Greater liquidity

Different investors have preferences for bonds of certain maturities

Long-term bonds 

Greater stability
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Preferred habitat theory

Short-term bonds 

Greater liquidity

Buy longer-term bonds 

Higher yield

What Drives Yield 
Curves in Practice?
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Market expectations Supply Demand

Central bank policies Economic growth and global events 

Demand and supply for bonds with different maturitiesFuture interest rates or inflation 

Different maturities might 
see higher demand

Or face increased 
selling pressure

!

Market expectations
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Demand

Central bank policies Economic growth and global events 

Market expectations Supply

Government reduces its issuance of long-term bonds

Rush to buy them Driving up prices and 
pushing yields down

Supply

© 2025 Financial Edge Training 14



Market expectations Demand

Central bank policies Economic growth and global events 

Supply

!

When demand for 
bonds increases 

While available supply 
remains stable

Rising bond prices can lead to shifts in the shape of the yield curve

Demand
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Market expectations Supply

Central bank policies Economic growth and global events 

Demand

Purchasing long-term bonds

Directly lower yields on those bonds, Flatten the curve

Central bank policies 
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Market expectations Supply Demand

Economic growth and global events Central bank policies 

Expect strong growth Fear a recession

Steepen or invert the yield curve

Economic growth and global events 

Adjust bond portfolios
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Yield Curve Segments

Shape of the yield curve and various market forces 

Drive changes of the yield curve shape

Supply and 
demand

Investor 
expectations

Central bank 
policies 
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Maturity

Yi
el

d
Front End Belly Long End

Front End

Maturities typically ranging from overnight to 2 years

Primarily influenced by monetary policy decisions

Short-term 
inflation expectations

Monetary 
policy outlook Liquidity conditions
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Maturity

Yi
el

d
Front End Belly Long End

Belly

2 Years 10 Years

Influenced by broader economic conditions and fiscal policy impacts

Shifts in the belly can signal 
changes in investor confidence 

Expectations about future 
economic growth or inflation

© 2025 Financial Edge Training 20



Maturity

Yi
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d
Front End Belly Long End

Long End

Maturities beyond 
10 years

Driven by long-term inflation expectations and general 
market sentiment about future economic trends and risks

Investors often analyze the long end for insights into: 

Long-term 
economic stability Inflation Growth prospects
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Tracking Yield 
Curve Movements

Yield curve shape can provide valuable 
insights into the market’s mood 

Optimistic Concerned In between

Track these changes as close as possible
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Series of snapshots showing the 
shape of the entire yield curve

1 month 3 months

6 months 1 year

2 years

1Y 2Y 5Y 7Y 10Y
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24/05/2019 24/11/2019 24/05/2018 24/05/20172 years ago1 year ago6M agoCurrent

Advantage

The entire curve has evolved over time

Steepened Flattened Shifted up 
or down
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24/05/2019 24/11/2019 24/05/2018 24/05/20172 years ago1 year ago6M agoCurrent

Comparing the current yield curve to two 
years ago reveals some key insights:

Overall yield curve has 
shifted to a higher level

Compared to 6 months or 1 year 
ago, current yields are lower

Yields higher than two years ago

The yield curve has also flattened

1Y 2Y 5Y 7Y 10Y

YT
M

 le
ve

l

24/05/2019 24/11/2019 24/05/2018 24/05/20172 years ago1 year ago6M agoCurrent

Only shows specific 
points in the past

May miss significant changes 
between these snapshots 

Increasing the number of sample 
points can give more data

Make the chart cluttered and 
harder to interpret
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Track the yield differential, or "spread," 
between two specific maturities 

over time

10-year yield 2-year yield

2s10s spread
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Upward-sloping 
yield curve

Inverted yield curveNegative spread 

Positive spread 

Advantage

Monitor changes in the yield 
curve on a daily basis
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Only tracks the relationship 
between two points on the curve

Track multiple spreads

2s10s 2s30s

5s10s 10s30s

Downside

Solution Po
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Yield Curve Terminology
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Yield curve movements can be complex

Wide range of terms used 
by market practitioners

These terms help describe how the yield curve is changing 
and what might be driving those changes

Steepening Flattening
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The difference between yields on long-term bonds 
and short-term bonds increases

Steepening

Long term yields rise faster
than short term yields

Short term yields fall faster 
than long term yields

FlatteningSteepening
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Flattening

Long-term yields Short-term yields 

Falling Rising

The difference between long-term and 
short-term yields narrows

Bull Bear Twists

Optimism or 
rising prices

Pessimism or 
falling prices

Prices are 
rising and yields 

are falling

Prices are falling 
and yields 
are rising
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Bear flatteningBull flattening

Curve flattening driven by
an increase in short-term yields

Curve flattening driven by long-term 
yields dropping more than short-term yields

Bear steepening Bull steepening 

Curve steepening driven by 
long-term yields rising more than 

short-term yields 

Curve steepening driven by short-term 
yields falling while long-term yields 

remain stable or rise
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Bear steepening Bull steepening 

Curve steepening driven by 
long-term yields rising more than 

short-term yields 

Curve steepening driven by short-term 
yields falling while long-term yields 

remain stable or rise

Bull Bear Twists

Optimism or 
rising prices

Pessimism or 
falling prices

Prices are 
rising and yields 

are falling

Prices are falling 
and yields 
are rising
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Twists

Steepening twist Flattening twist 

Curve steepening as long-term yields 
rise and short-term yields fall

Curve flattening as short-term yields 
rise and long-term yields fall

Indicate different forces acting on short-term and long-term bonds

Trading the Slope
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Profit from their expectations for changes in the shape of the yield curve

Investors monitor yield curve shifts for 
informational purposes

Enter into 
a curve trade

Overall direction
of yields is unclear

Believe the yield curve 
is going to steepen 

or flatten

Curve trade

Minimal exposure

Increases in yield levels Decreases in yield levels

Profit from an expected change in the shape of the yield curve
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Steepening Flattening

Steepener

Benefits from an expected increase in the yield differential between two maturities

A long position 
in one maturity 

Short position 
in another maturity

Enter two 
positions2s10s Spread 

to rise

Expects curve to steepen 

Using 
Bonds

Steepening Flattening

Sell 10-year 
bonds

A long position 
in one maturity 

Short position 
in another maturity

Enter two 
positions2s10s Spread 

to rise

Buy 2-year 
bonds
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Steepening Flattening

Yield curve

2-year 
yields

10-year 
yields

+ Gain on 
the 10-year 

short position 
- Lose on 

the 2-year 
long position 

2y 10y

Gains and losses from parallel yield curve shifts would cancel each other out

Steepening Flattening

Yield curve

2-year 
yields

10-year 
yields

2y 10y
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Steepening Flattening

For trade to be profitable

10-Year 
yield

Increases 
relative to

2-Year 
yield

Steepening Flattening

2 year yield 
steady or falls10 year yield rises

10 year yield 
stays the same2 year yield falls
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Steepening Flattening

2 year yield 
steady or falls10 year yield rises

10 year yield 
stays the same2 year yield falls

Steepening Flattening

10-year yield fell by a smaller 
amount than the 2-year yield

Both fall

10-year yield rose by a larger 
amount than the 2-year yield

Both rise

OR

Gain from steepening trade
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Steepening Flattening

Curve trade

Overall duration-neutral

Potential profits and losses from a parallel shift cancel each other out

Steepening Flattening

Duration

Long-term bonds<Short-term bonds 

Notional amount in curve trade

Long-term bonds>Short-term bonds 

Duration exposure balanced
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Steepening Flattening

Flattener

Investor would profit from a reduction in the yield spread between the two maturities

Long 10-year bonds

Benefit from falling
long-term yields

Short 2-year bonds

Benefit from rising 
short-term yields

Steepening Flattening

These types of trades are usually constructed to be duration-neutral

-+
Gains Loses

Changes in the shape of the yield curve
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Investor could overweight
their long position

Combining both a curve trade and an 
outright yield view in the same strategy

If they expect yields to 
fall overall

Steepening Flattening

Trading the Curvature
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Focuses on the curvature of the yield curve 

Butterflies Curvature Trades 
Butterfly trade

A particular maturity or segment of the curve is mispriced 
relative to shorter and longer-term maturities  

Combines a long position in 
one maturity (the body)

Short positions in two other 
maturities (the wings)

Butterfly trade
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Yield in the belly of the curve (the body) High relative to the wings

Wings

BodyLong position in 
the belly (body)

Short positions 
in the wings

Yield in the belly is too low (the body)

Wings

BodyShort position in 
the belly (body)

Long positions 
in the wings
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Wings

Body

Equal duration values 
on each wing

Most common butterfly trade is the 50:50 weighted butterfly Duration-neutral

2 ∗ yield of body Yield of short tenor wing Yield of long tenor wing- -

If yield in the belly to falls relative to the wings

The trade will be profitable

Today

Expected

Example:  
long body 

short wings

Fly spread is expected to decrease as curve turns convex

Go long the body and short the wings
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U.S. Treasuries Yield 
Curve – Zooming In

Benchmark bonds Standard maturities

Smooth appearance

All outstanding bonds from a particular issuer Less smooth

Yield curves are often created using:

When yield curves include:
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4.79%US Treasury 4.375% 20400515
4.84%US Treasury 1.125% 20400515
4.81%US Treasury 3.875% 20400815
4.87%US Treasury 1.125% 20400815
4.82%US Treasury 4.25% 20401115
4.87%US Treasury 1.375% 20401115
4.81%US Treasury 4.75% 20410215

4.89%US Treasury 1.875% 20410215
4.84%US Treasury 4.375% 20410515
4.88%US Treasury 2.25% 20410515
4.85%US Treasury 3.75% 20410815
4.89%US Treasury 1.75% 20410815
4.88%US Treasury 3.125% 20411115
4.90%US Treasury 2% 20411115
4.89%US Treasury 3.125% 20420215
4.90%US Treasury 2.375% 20420215
4.90%US Treasury 3% 20420515
4.89%US Treasury 3.25% 20420515

U.S. Treasury yield curve

Bonds with maturities from 2040 to 2042

Source: Infront

Bonds aren’t created equal

Same issuer Similar 
maturity dates

Duration risk Tax treatment LiquidityCoupon rates
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The bonds with lower coupon rates tend to have higher yields to maturity

High-coupon 
bonds 

$ %

Low-coupon 
bonds 

$ %

Income not 
as regular 

Trade at a 
discount Raises yields

Lower yieldsRegular income Trade at a 
premium

Coupon rates

Same issuer Similar 
maturity dates

Duration risk Tax treatment Liquidity

Bonds aren’t created equal

Coupon rates
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Duration risk

Sensitive

Interest rates changes$ %

Lower-coupon bonds Longer durations

Greater price volatility makes them riskier

Duration risk

Sensitive

Interest rates changes$ %

Lower-coupon bonds Longer durations

Greater price volatility makes them riskier
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Less affected

Interest rate changes$ %

Higher-coupon bonds Shorter durations

Resulting in lower yields

Duration risk

Less affected

Interest rate changes$ %

Higher-coupon bonds Shorter durations

Resulting in lower yields

Duration risk
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Same issuer Similar 
maturity dates

Coupon rates LiquidityTax treatment

Bonds aren’t created equal

Duration risk

Coupon payments are taxed as ordinary income

$ %

Higher-coupon bonds 

Less attractive to investors 
in higher tax brackets

Owe more tax 

Due to larger 
interest payments

Tax treatment
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Lower-coupon bonds Capital gains upon maturity 

$

Discount

Tax-efficient strategy

Tax treatment

Taxed at a lower rate

Tax treatment

Lower-coupon bonds Capital gains upon maturity 

$

Discount

Tax-efficient strategy

Taxed at a lower rate
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Same issuer Similar 
maturity dates

Coupon rates Duration risk Tax treatment Liquidity

Bonds aren’t created equal

Bond pricing

Current 
benchmark bonds 

Issued in 
larger quantities

More liquid

Liquidity
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Liquidity

Convenience and 
reduced risk in trading 

Less liquid bonds

Issued in 
smaller quantities 

Higher 
yields 

-

More liquid bonds

Accepted lower yields

Please do not redistribute these materials without the 
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