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 MAKING SENSE OF IT ALL

** / Data for charts are sourced from FRED, OECD, Eurostat, IMF, BIS, Market Watch, Yahoo/
Google Finance, COT, Bloomberg, Investing.com or Quandl, unless otherwise stated.

I think that I am on record some-
where for saying that I would sell 

everything if the 2s5 inverted. Well, it 
just did—by a slender margin of 2bp—
and for that reason alone, I should 
have a view. It isn’t easy, though, to 
add something that hasn’t already been 
added by the cacophony of comments 
on the back of recent gyrations in U.S. 
bonds. If a falling tree in an empty for-
est doesn’t make a sound, does a yield 
curve inversion matter if everyone has 
been talking about it for a year? As 
it happens, the tree does make a 
sound, and the yield curve inver-
sion does matter, though not for 
the reason that you might think. 

Rick Reider, CIO of the investment 
manager Blackrock, is a smooth op-
erator, and he delivers the goods in a 
few tweets. The significance of a yield 
curve inversion is not about its ability to 
predict a recession in the U.S., or else-
where—more about that in a bit—but 
about the following three points. 

First, the Fed has some questions to 
answer; second, an inverted yield is as 
much a statement of markets’ percep-
tion of the Fed’s neutral/terminal rate as 
it is about its ability to forewarn about 
a recession, and third; bonds are finally 
offering a bit of protection for balanced 
portfolios. This week, I’ll go through 
each of these points in turn. 
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Source: Twitter @Solomon_Slate 
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OVER TO YOU MR. POWELL
At the start of October, the EDZs 

were pricing in 55bp between Decem-
ber 2018 and 2019, a difference which 
has slumped to 19bp at the end of last 
week. In other words, markets are 
now pricing in next to nothing for next 
year. Punters are even starting to mull 
whether the Fed will scrap the other-
wise locked hike this month, speculation 
which was fuelled further by Mr. Bul-
lard’s comments on Friday,

So, is the Fed wobbling? Pricing-in 
nothing for next year seems like a big 
over-reaction, but whatever your posi-
tion is, the key message is clear; the 
Fed has been put on notice. Mr. Powell 
will face his toughest test yet when the 
FOMC convenes later this month. I sus-
pect the federales will try to stick to the 
consensus view. A dovish hike.

The flurry over the inverted yield 
curve also is related to one of the hot-
test debate of the year: What is the 
Fed’s neutral, or terminal, rate? No one 
knows—I reckon somewhere around 3% 
is the consensus view—but the FOMC 
has fuelled the debate by nailing its co-

lours to the mast via the now infamous 
dots. The story, up until recently, has 
been deceptively simple. By 2020, the 
Fed funds rate will increase to just over 
3%, which is deemed “restrictive terri-
tory.” In other words, the Fed believes 
the terminal rate is about 3%, and by 
2020 it intends to invert the curve. 

In this sense, today’s yield curve 
inversion is, in itself, a verdict on 
the debate about the terminal rate. 
Rising equity volatility, trade wars, and 
overall political uncertainty mean that it 
could be quite a bit lower than initially 
assumed by the Federales and markets. 

To put it in theoretical parlance; an 
inverted curve, 2s5s for example, means 
that markets expect rates to be higher 
in two years than they will be in five 
years. Factoring in all the reasons why it 
is normal for the term-structure to slope 
upwards, an inversion is, strictly speak-
ing, a signal that short rates are above 
the long-run neutral rate, and that the 
Fed has overdone it, in the near term. 
But does that mean that the U.S., and 
by extention the global, economy is 
about to suffer a recession? 

fig. 01 / The beginning of the end? — fig. 02 / There are inversions, and there are inversions  
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In a naive interpretation of the world, 
the answer is yes. No matter what the 
Fed does next, the damage has been 
done. The next big move in short rates 
will be down as the economy slows, and 
the Fed responds with rate cuts. 

The reality, though, likely is more 
complicated. The second chart above 
suggests that it is the breadth of yield 
curve inversions that is the key determi-
nant of recessions. By that measure, we 
are still far from any danger; after all 
the 2s10 hasn’t even gone yet. 

History also shows that a yield curve 
inversion today doesn’t mean a re-
cession tomorrow unless “tomorrow” 
means sometime in the next 24 months. 
Even if the seeds of the next U.S. reces-
sion have been sown, it might not be 
the time to play for one just yet. 

The movement of the 2s5s ahead of 
the financial crisis is a case in point. It 
first inverted in December 2005, well 
before the end of the Fed’s hiking cycle. 
It briefly turned back above zero in 
Spring of 2006 before staying inverted 
until the shit hit the fan, and the curve 
bull-steepened in response to the Fed’s 

rate cuts. In a nutshell, by the end of 
2005, the two-year yield was still 50bp 
below its eventual peak at just over 5%, 
and the S&P 500 still had 25% left in it.

In so far as the story told by poli-
cymakers and investors on the yield 
curve has a bearing on its significance, 
though, we have to be careful making 
too many comparisons with the past. In 
November 2005, Fed Chair Alan Greens-
pan famously said that “The yield curve, 
has lost its ability to forecast recessions”  
implicitly referring to the notion of a 
“bond market conumndrum.” 

Ben Bernanke would later provide 
a framework to think about this when 
he coined the global savings glut. In a 
world with structurally low interest rates 
and excess savings, the Fed loses the 
ability to influence long-term rates via 
conventional policy tools. 

Given the inability of the ECB and the 
BOJ to get away from the zero bound 
in this cycle, and their large external 
surpluses, I am surprised that the Fed 
has not trotted out this argument yet. 
Instead, the FOMC appears to be trying 
to guide markets along a spectrum of 

fig. 03 / Reality vs narratives — fig. 04 / Not yet, but we’re getting there 
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Valuation Z-score, 0 = fair value Market is cheaper compared 
to its long-run average. Local 
currency terms. 

- Turkey, Colombia, Chile, South Korea, UK, 
Canada, Mexico and China are now cheap 
compared to their historical multiples. 
- New Zealand, South Africa, Denmark, US, 
Braxil and India look particularly expensive.  

being on auto-pilot with three-to-four 
hikes a year—due to a very tight labour 
market—and a flexible position based on 
“data dependency”.

At present, the case for waiting is 
simple. First, it might take the sting out 
of recent market volatility. Second, in a 
world where the Fed doesn’t know its 
terminal rate anyway, it is possible that 
long-term rates will react to a pause by 
slowly rising providing room for the Fed 
to resume hiking rates without worrying 
about an inverted curve. 

The trick is to figure why such an 
increase would occur. A story of higher 
productivity, allowing the economy to 
maintain a stable run-rate with a higher 
equilibrium level of rates is a benign 
story. A more ominous tale, though, 
would be if fiscal sustainability worries 
push up long-rates, accompanied by the 
Fed hiking thanks to higher inflation.   

The potential costs of pausing are 
clear too, though. The labour market 
in the U.S. is alarmingly tight, raising 
the risk of rapidly higher wage growth, 
forcing the Fed to turn the screws even 
harder at a later date. 

PROTECTED BY THE BOND MARKET?
I have spent considerable time in 

recent weeks warning about downside 
risk to global equities on the back of 
the increasingly bearish trend in global 
liquidity. The writing has been on the 
wall for global equities, for a while, and 
I see nothing in leading indicators to 
suggest an immediate rebound, but I 
see two potential silver linings. 

First, the decline in long-term bond 
yields means that balanced portfolios 
have performed better than during earli-
er sell-offs this year when bonds offered 
little or no protection. The stock-to-bond 
ratio is not extreme, but at the current 
rate, it will get there soon.  

Second, the key litmus test is whether 
global equity markets can rotate away 
from a narrow leadership of U.S. tech. 
In other words; can non-U.S. equity 
markets and non-tech sectors perform 
even as the U.S. and global indices 
struggle? I remain undecided. After all, 
relative outperformance is not the same 
as absolute performance. But for what 
it is worth, my final two charts plot a list 
of opportunities, only for the brave. 

fig. 05 / Rotation, rotation, rotation — fig. 06 / A shopping list?  
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