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April 6, 2018 – What is the Yield Curve Telling Us?

We hope that this letter finds you well.  As we are finally transitioning from a long, cold winter into what we
are optimistic will be a warm and colorful spring, we find ourselves also in the midst of what may prove to be
an important period of transition for global financial markets.

We began our last letter in early January by discussing the historic lack of volatility markets experienced in 2017,
with the S&P 500* having logged its smallest ever calendar year peak-to-trough drawdown and the first ever
year with twelve positive months, when including dividends.  The first few weeks of 2018 saw a continuation
of last year’s uptrend, with the S&P 500 gaining more than +7%.  As you can see in the chart below of the S&P
500, that’s when volatility finally reared its ugly head and reminded investors for the first time in almost two
years that stock prices really can move in two directions. From CNBC.com:

The S&P 500 dropped 10 percent into correction territory in just nine trading days, the fastest on record (outside
of market crashes), according to Ryan Detrick, senior market strategist at LPL Financial.  The stock index hit a
record high on Friday, January 26, but closed 10.16% below that high on February 8.

As we’ve seen repeatedly during this now nine-year-old bull market, equities then had a strong v-shaped
bounce, attempting to quickly erase the damage of the short, but sharp, pull back.  More than half of the loss
was recovered in the following couple of weeks.  However, unlike in similar periods of snap-back market
recoveries of the recent past, the surge stopped short of new highs and the market has since retreated to retest
the low of February 8th.  After all was said and done, in the first three months of the year the S&P 500 was down
-1.2% for the first quarterly loss since 2015.
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Mitch Zacks of Zacks Investment Research summed up the potential drivers of this recent return of volatility:

Q1 marked one of the more eventful quarters we’ve seen recently.  The current volatility may be a reflection of the
tug-of-war between what, in my view, are positive and negative forces – tax cuts (positive), rising interest rates
(negative), strong earnings (positive) tariffs and threats of trade war (negative), broad based global growth
(positive), potential regulatory action against technology companies (negative).

None of the items on that list are going away anytime soon, which suggests a swift return to last year’s
somnambulant market may not be in the cards.

Overseas equity markets also felt the brunt of
the return of volatility, with Hong Kong’s
Hang Seng index the only major regional
market index that was able to eke out a
positive quarter.

Not only did equities post a negative total
return for the first quarter, the Barclays US
Aggregate Bond Index* had a negative quarter
as well.  This was the first quarter in which
both stocks and bonds lost ground since the
third quarter of 2008, and only the eighth time
in the last thirty years.  The Bloomberg
Commodities Index also fell by -0.79% in the
first quarter, leaving investors few places to
hide besides cash.

Of course, there is no way to know for certain
if the recent correction was just an overdue
pullback or something more.  As mentioned
above, we have seen several 10% corrections
since the bull market began in 2009, and with
the benefit of hindsight we know that each of
those presented an attractive buying
opportunity.  However, there are several
differences that might give opportunistic
investors pause this time around.

As was not the case during the 10% market corrections in 2010, 2011 and 2015, the Federal Reserve is now clearly
in the midst of a monetary tightening cycle, having raised the Fed Funds rate from a range of 0-0.25%, where it
was for seven years following the Financial Crisis, up to 1.5-1.75%.  As of the most recent FOMC meeting last
month, the Fed indicated that they anticipated hiking rates 2-3 more times this year and another 2-3 times in
2019, despite the recent market swoon.  Following the volatility in 2010 and 2011, the Fed launched the second
and third rounds of quantitative easing, respectively, during which they bought Treasury bonds and mortgage-
backed securities to supply liquidity to a concerned market.  The Fed is now doing the opposite, gradually
shrinking its balance sheet by allowing the bonds it holds to mature and not reinvesting the proceeds.  Other
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major central banks around the world have indicated that they plan to follow the Fed’s lead and will be removing
the financial stimulus that has supported global financial markets for the past nine years.

It remains to be seen how aggressive the dip-buyers will be without the explicit support of the monetary
authorities.  It may be the case that the long-awaited return of volatility and diminishing role central banks will
urge investors to pay closer attention to market fundamentals.  As we have pointed out in prior letters, US
equites are in extremely rare territory from a valuation perspective.

First quarter earnings reports will
start to roll in next week and,
thanks to the boost of the corporate
tax cuts, analysts are expecting the
best quarter since 2011.  Even with
improving earnings and the recent
pull back, the price of the S&P 500
relative to earnings is 15% above
what has traditionally been
considered to be “overvalued”.  In
order to get back to a price-to-
earnings (P/E) ratio of 15, which
has historically been viewed as
“fair value”, the market would
need to shed an additional 36%.  Of

course, if the market were to hold
its current level while earnings
increased considerably over the
next several years, the P/E of the
S&P 500 could be brought more in
line with historical norms.  But this
is already the second longest
economic expansion since World
War II and it would be reasonable
to expect that we are already at the
late stages of this business cycle.

That supposition is actually being
supported by the current shape of
the US Treasury yield curve.

When the Federal Reserve raises or lowers rates, it is setting a target range for the Fed Funds Rate, which is the
rate at which banks and credit unions lend to each other overnight.  The interest rate on longer duration loans
is instead set by the market, based on supply and demand as well as lenders’ expectations of future economic
conditions, specifically future growth and inflation.  The difference between rates of different lengths to maturity
is called the yield curve, and economic and market analysts often use the shape of the yield curve to derive
investors’ implied growth and inflation expectations.  From Perspectives.Pictet.com:
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The yield curve plots the yields, at a given
point in time, of bonds with the same credit
quality but different maturity dates. Usually
the yield curve compares the yields of
government bonds, such as US treasury debt
and is therefore used as the ‘risk-
free’ benchmark for other debt on the market.
The shape of the yield curve gives us an idea
of the expectations of future interest rate
changes and economic
activity. The yield curve can either be
normal, inverted, flat or humped.
When the yield curve has a normal shape,
this implies that longer maturity bonds have
a higher yield relative to shorter maturity
bonds. This makes intuitive sense, owing to
the risks associated with time. An investor
should receive higher remuneration for
lending his money over a longer period of
time.
When the yield curve is inverted, the
opposite is true. Shorter maturity bonds have
a higher yield relative to longer-maturity

bonds. This is rare but often occurs before a recession, where investors become more risk-averse, and instead of using
their capital to start up a business or invest in riskier assets, they prefer to tie up their money by lending to risk-free
entities (such as governments). If they think the economy will deteriorate in the future, they will settle for lower rates
of return for owning safe debt, and hence will push down the yields of long-term government bonds. When
the yield curve is flat, there is little or no difference between the bond yields across maturities. This could be seen as
a transition between a normal and inverted yield curve.

The chart to the left plots the Fed Funds Rate
(FFR) and the yield on US Treasuries of various
durations since the period just before the last
recession.  You can see that in 2007, leading into
the recession, the yields of longer-duration
Treasuries were below the FFR, which is a
classic inverted yield curve.  As the economy
began to sputter and eventually slipped into
recession, the Fed steadily lowered the FFR
from above 5% in 2007 to virtually 0% in late
2008.   Yields on the long end of the curve also
fell as expectations of future growth and
inflation were adjusted to reflect the shrinking
economy, but to a lesser degree.
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For the next seven years the FFR didn’t
move much at all, but the market-
determined rates on longer dated
Treasuries fluctuated based on economic
data and investor sentiment.  As the Fed
has gradually increased the FFR since late
2015 the yield on shorter duration
Treasuries have increased in lock-step, but
the yield on 10, 20 and 30-year Treasuries
have been somewhat range-bound.  In fact,
as can be seen in the chart on the bottom of
the last page, despite a relatively short-
lived spike higher during the Taper
Tantrum of 2013 and a relatively short-
lived spike lower in the summer of 2016
following the Chinese devaluation scare,
the long end of the Treasury curve is
currently sitting at a level at which it has
spent time at least once in each of the past
seven years.  As the FFR rises and longer
dated yields remain in their range, the
yield curve is flattening.   Until the 3.25-
3.5% level on the long end of the curve is
definitively broken through, causing the
yield curve to steepen and giving the Fed
more room to hike rates on the short end,
investors would be wise to heed the
cautious tone being set by the bond
market.

The US Treasury yield curve has inverted
prior to every recession in the past 60
years.  The first quarter saw the spreads
between 10-year and 3-month Treasuries
as well as 2-year and 10-year treasuries at
their tightest points of this cycle, and this
cycle has already set the post-war record
for most consecutive days without an
inverted yield curve.  If the Fed follows

through with its intended hiking schedule and improved growth and inflation expectations don’t drive longer
dated yields higher, the yield curve could invert within the next 12-18 months.

So why would the Fed insist on raising rates and risk potentially inverting the yield curve?  One reason is that
they need to stock up on ammunition with which to fight the next recession.  As you can see on the chart on the
bottom left, prior to each recession the Fed Funds Rate (red line) has been gradually raised until the yield curve
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eventually inverts.  Typically, just a few quarters later, once the economy has slipped back into recession, the
FFR is lowered to ease monetary conditions and, hopefully, spur economic activity.  Because the Fed would
hope to have a greater ability to ease conditions using the FFR during the next economic downturn, one reason
they are now hiking rates is so that they are able to lower them in response to the next recession.  The obvious
problem indicated by the above chart is that each successive recession since the 1980’s has occurred with the
FFR at a lower terminal peak.  Despite historically tepid GDP growth and stubbornly low inflation statistics

(according to their preferred metrics), the Fed
is eager to put as much distance as it can
between short term rates and the zero lower
bound.

Another reason the Fed is committed to their
rate hiking agenda is the desire to reduce the
likelihood of runaway inflation.  This has been
described as pulling the punch bowl just as the
party is warming up, to prevent things from
getting out of hand.  Half of the Fed’s dual
mandate is to promote full employment,
which they attempt to do by easing monetary
conditions during recessions, when
unemployment usually spikes.  However,
once they feel that the economy has reached or
is likely to soon reach full employment, they
must be cautious not to leave conditions too
loose for too long.  The Fed makes policy
decisions based on the assumption that there
is an inverse relationship between inflation
and unemployment.  This relationship,
illustrated on the top left by what is known as
the Phillips curve, suggests that at low levels
of unemployment the pool of qualified
applicants for a given position is reduced to
the point that potential employers are forced to
hike wages to attract new employees or retain
existing ones.  This higher cost of labor then
forces businesses to raise the prices for their
goods and services.

To battle the deflationary effects of the Great
Recession the Fed implemented a 2% inflation
target, which they attempted to achieve by
leaving the Fed Funds Rate at close to 0% and
forcing liquidity into the financial system
through three rounds of quantitative easing.
But as the unemployment rate has continued
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to fall and the labor force participation rate has stabilized, they now anticipate that they will hit their inflation
target in short order and don’t want to risk overshooting.  Finding the perfect set of monetary conditions to
create a stable employment environment and just the right level of inflation is a high-wire balancing act the Fed
has not typically been able to pull off.  From Real Vision Publications:

According to the Fed, tightness in the job market is a key reason why it is raising rates.  Indeed, the unemployment
rate sits at 4.1%, its lowest level since 2009.  In theory, higher rates make borrowing more expensive, which should
slow business activity and reduce employment.
The Fed expects unemployment to keep falling.  It forecasts the unemployment rate to hit 3.6% by 2019, which
would be the lowest reading in 50 years.  Given the Fed’s awful track record at predicting the future, we’re skeptical.
In late 2007 the Fed predicted the unemployment rate would stay below 5% through 2010.  Instead it surged to a
20+ year high of 10% by 2009.

This skepticism appears to be shared by the bond market, as illustrated by the flattening yield curve.  If the
relationship between unemployment and inflation implied by the Phillips curve is valid, then the prospect of
the lowest unemployment rate in 50 years should have inflation expectations (and as a result yields on long-
dated Treasuries) screaming higher.  But that is not what we’ve seen, at least not yet.  The long end of the yield
curve seems to be telling us that we’re nearing the end of the business cycle and that perhaps the unemployment
rate may not have much more room for improvement.

Since 1928 there have been only
three years during which US
Treasuries and stocks both had a
negative total return.  If the
volatility that we saw in the first
quarter continues throughout the
year and the S&P 500 finishes 2018
in negative territory, the odds are
very strong that US Treasuries will
have been a preferable investment.

Until we see the long end of the
yield curve break through the

seven-year old resistance level of 3.25-3.5%, signaling increasing growth and inflation expectations, we will
continue to recommend an underweight to equities, specifically the historically overvalued US equities, and an
overweight to safe haven assets like longer dated US Treasuries, precious metals and cash.

We appreciate your taking the time to read and consider our thoughts. Please feel free to share this newsletter
and do not hesitate to call or email with any questions or comments or to schedule a face-to-face portfolio review.

Sincerely,

Clay Ulman Jim Ulman
CBU@UlmanFinancial.com JWU@UlmanFinancial.com
410-557-7045 ext. 2 410-557-7045 ext.1
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*The Standard & Poor’s 500 Index (S&P500) is a capitalization-weighted index of 500 stocks designed to measure
performance of the broad domestic economy through changes in the aggregate market value of the 500 stocks representing
all major industries.  The Dow Jones Industrial Average (Dow) is a price-weighted index of 30 significant stocks traded on
the New York Stock Exchange and the Nasdaq. The Bloomberg Barclays US Aggregate Bond Index is an index of the US
investment-grade fixed-rate bond market, including both government and corporate bonds. Indices such as the S&P 500
Index, the Dow Jones Industrial Index and the Bloomberg Barclays US Aggregate Bond Index are unmanaged and investors
are not able to invest directly into any index.  Past performance is no guarantee of future results.

The opinions voiced in this material are for general information only and are not intended to provide specific advice or
recommendations for any individual.  To determine which investment(s) may be appropriate for you, consult your financial
advisor prior to investing.  The economic forecasts set forth in the presentation may not develop as predicted and there can
be no guarantee that strategies promoted will be successful.

All indices are unmanaged and cannot be invested into directly.

Securities offered through LPL Financial, Member FINRA/SIPC.


