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The US yield curve

One of the accepted truisms in modern finance is that a lot of information can be derived from the yield
curve (a chart of interest rates and duration). A positive sloping curve (as measured by the 10-year bond
yield being higher than the 2-year yield) suggests solid expected economic growth. A negative sloping curve
(long-term rates lower than short-term rates) suggests a slowdown and economic recession.

When we look at the data, each time the yield curve turns negative in the US, a recession (grey shaded area
below) soon follows — which is quite a worry, the yield curve is currently negative.
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Source: Bloomberg, Bureau of economic analysis (BEA), Quay Global Investors

Theoretical rationale of the inverted yield curve

As we highlighted in last month’s Investment Perspectives article, No, bond vigilantes don’t exist for
monetary sovereign, long-term interest rates (such as the 10-year bond yield) are nothing more than the
return one would expect from holding cash over the same timeframe. That is, bond yields reflect the
expectation of the future cash rate.

When bond yields are lower than the cash rate, bond investors are pricing in future interest rate cuts,
which only seem to occur when an economy is in recession. Hence, theoretically, an inverted yield curve is
a prediction of a recession in the near term. And looking at the track record in the chart above, bond
investors have a pretty good strike rate.

But there is currently no sign of a US recession

We returned from the NAREIT conference last month after visiting a number of companies. While the
overriding themes were capital markets and cost of funding (interest rates), each company is sensibly on
‘recession watch’, yet see no wavering consumer or tenant demand. This is consistent with wider
macroeconomic data that shows economic growth has actually (uncomfortably) accelerated since the US
Federal Reserve began to increase interest rates in March 2022.
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The yield curve, recessions and soft landings

US quarterly GDP growth (Annualised)
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Source: Quay Global Investors, US Federal reserve, BEA, * Q4 2022 estimate based on Atlanta Fed GDPNow data as at Dec 1, 2022

Regular readers of our articles shouldn’t find the data above too surprising. As we highlighted in our recent
article, Why rising rates aren’t working yet, higher interest rates are increasing government fiscal spending
via the interest-income channel, adding to overall demand supporting employment and spending. The
current run-rate of interest payments ($750bn and growing) is almost the size of the US defence budget.

US govt interest payments Sbn (annualised)
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The yield curve may not be predicting a recession
So, GDP growth is accelerating, yet the bond market is predicting an imminent recession.

Despite the seemingly excellent track record of the inverted yield curve predicting recessions, we note the
US Federal Reserve began to pre-emptively cut interest rates in August 2019 — without any sign of an initial
recession. Ultimately, there was a very short pandemic-induced recession in early 2020, however it would
be a stretch to suggest bond investors predicted the pandemic. So, the yield curve’s track record is certainly
not perfect.

In other words, an inverted yield curve correctly forecasts lower official interest rates, but that may not
mean a recession.

The fact is, from a macro perspective, we have no recent playbook that considers:

e aglobal pandemic

e massive co-ordinated fiscal stimulus

e un-even re-opening of world economies, while
e supply chains remain globally linked.

If we were to search for any recent economic parallels, we feel the closest to today is the late 1940’s, just
after the Second World War, where:

e there was a demand shock (from returning soldiers)

e there were domestic supply constraints as the US re-configured from a war economy to a domestic
consumption economy

e there was near-zero assistance in global supply from a war-ravaged Europe and Asia.

The coordinated demand shock and supply constraints of the 1940’s saw inflation surge to 14.4% in 1947,
only for deflation to take hold two years later, as supply caught up with demand.
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If the current environment mirrors the late 1940’s, we could be facing deflation within the next 12-24
months, which may pre-empt the Federal Reserve to cut interest rates in a still growing economy.

The odds that this is the case appear to be increasing. Despite accelerating Q4 GDP growth, key
macroeconomic indicators which drove inflation in the first half of the year (such as freight rates and oil)
have reversed, and residential rental growth is showing signs of meaningful deceleration.
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For investors sitting in cash awaiting a recession (as informed by the yield curve), there is a chance the
curve is correctly anticipating falling interest rates without a recession and yet still growing corporate
profits. Under such a scenario (i.e., a soft landing), such an allocation may be a mistake.

Concluding thoughts

It is indeed a confusing macroeconomic backdrop. Since March, the US Federal Reserve has embarked on
the fastest increase in official interest rates in a generation. It therefore seems reasonable to expect some
type of economic slowdown or recession. Yet, since the US Federal Reserve began the rate-hike cycle, GDP
growth has accelerated, the employment market remains solid and consumer spending robust.

As we suggested back in 2021;

“This is not a normal cycle — not many readers of this article (including ourselves) are fully equipped to
understand the macroeconomic ramifications of such an incredible sea change in policy and household
financial health. The only comparable period was probably the net fiscal transfers from WW2, which set up
the US middle class to boom for the following 20-30 years.”

If the current environment is more like the 1940’s than the 1970's, the yield curve may be right —but a
recession may not occur, profits may continue to grow, and those sitting on cash may miss the opportunity.

It's always hard to bet against history, and the US yield curve has a formidable track record predicting
recessions. But this one time, it may be telling us something else.
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...and thankyou

Finally, this is our last Investment Perspectives article for 2022. We would like to thank our many readers
for the positive feedback we’ve received over the year. As always, we will begin the new year with a new
paper published in February.

Clearly, it has been a challenging year for risk assets including real estate. However, such challenges always
present new opportunities. We continue look forward to 2023 and beyond with optimism.

For more insights from Quay Global Investors, visit quaygi.com

The content contained in this article represents the opinions of the authors. The authors may hold either long or short positions in securities of
various companies discussed in the article. The commentary in this article in no way constitutes a solicitation of business or investment advice. It is
intended solely as an avenue for the authors to express their personal views on investing and for the entertainment of the reader.

This information is issued by Bennelong Funds Management Ltd (ABN 39 111 214 085, AFSL 296806) (BFIML) in relation to the Quay Global Real
Estate Fund (Unhedged) and the Quay Global Real Estate Fund (AUD Hedged). The Funds are managed by Quay Global Investors, a Bennelong
boutique. This is general information only, and does not constitute financial, tax or legal advice or an offer or solicitation to subscribe for units in
any fund of which BFML is the Trustee or Responsible Entity (Bennelong Fund). This information has been prepared without taking account of your
objectives, financial situation or needs. Before acting on the information or deciding whether to acquire or hold a product, you should consider the
appropriateness of the information based on your own objectives, financial situation or needs or consult a professional adviser. You should also
consider the relevant Information Memorandum (IM) and or Product Disclosure Statement (PDS) which is available on the BFML website,
bennelongfunds.com, or by phoning 1800 895 388 (AU) or 0800 442 304 (NZ). Information about the Target Market Determinations (TMDs) for the
Bennelong Funds is available on the BFML website. BFML may receive management and or performance fees from the Bennelong Funds, details of
which are also set out in the current IM and or PDS. BFML and the Bennelong Funds, their affiliates and associates accept no liability for any
inaccurate, incomplete or omitted information of any kind or any losses caused by using this information. All investments carry risks. There can be
no assurance that any Bennelong Fund will achieve its targeted rate of return and no guarantee against loss resulting from an investment in any
Bennelong Fund. Past fund performance is not indicative of future performance. Information is current as at the date of this document. Quay Global
Investors Pty Ltd (ABN 98 163 911 859) is a Corporate Authorised Representative of BFML.

QuUAYgl%bal




	Investment Perspectives 85
	The yield curve, recessions and soft landings
	December 2022
	The US yield curve
	Theoretical rationale of the inverted yield curve
	But there is currently no sign of a US recession
	The yield curve may not be predicting a recession
	Concluding thoughts
	…and thankyou



