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A two-tier global economy is more of a 
threat to markets than an inverted yield 
curve 
 

Simon Stevenson, Deputy Head of Multi-Asset  
 
While an inverted yield curve has typically predicted every recession since 1955 there 
have also been false starts. We believe near term recession risk remains low and draw 
parallels between macro conditions today and those of the 90’s. 
 
Defying the laws of gravity 
 
The bond market’s warning of an impending US recession grew stronger in August as the yield 
curve “inverted” between the 2-year and 10-year US Treasury bonds for the first time since 
2007, and follows on from the 3-month Treasury bills yield rising above the 10-year yield in 
May. With the yield curve inverting prior to every US recession since 1955, it is generally seen 
as one of the most reliable leading indicators of recessions. 
 
The equity market, on the other hand, is expecting a healthy US economy – the consensus of 
equity analysts is for earnings growth of 8% over the next 12 months, while backing out the 
implied earnings growth from the equity market has earnings growth at circa 7%. For this to 
be achieved it would require the US economy to grow robustly over the next year. If the bond 
market is right, then this could be the equity market’s Wile E Coyote moment (from the Road 
Runner cartoon), meaning it has run off the cliff and is briefly defying the laws of gravity before 
it falls into the canyon below. Given valuations for US equity are stretched, recession-induced 
falls would be particularly large. 
 
The inverted yield curve 
 
So let’s explore why the inverted yield curve has been such an exemplary forecaster of US 
recessions. Two theories dominate: it captures the tightness of monetary policy and/or it 
captures the animal spirits (or confidence). When cash rates are higher than longer-term bond 
yields it suggests monetary policy is tight, as the cash rate is above the market’s view of the 
long run interest rate. The animal spirits view is based on the low bond yield reflecting the 
market’s poor view of the outlook. 
 
Luckily for us there is another area of the US economy we can analyse to capture the impact of 
monetary policy and animal spirits: the US housing market. Housing activity is highly sensitive 
to monetary policy, given the heavy reliance on debt; and given the size of the commitment to 
build a house, it is also a good proxy for the animal spirits.  
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Currently the housing market has a different view to the yield curve, with a survey of 
homebuilders suggesting improving conditions this year, and the rises in their stock prices 
also reflecting the better operating environment. 
 
The last time we saw this divergence between the yield curve and the housing market was the 
later part of the 90s, when the yield curve inverted in 1998 while the conditions of 
homebuilders continued to improve.  
 
This is not the only parallel; there are several others. 
 
First, both involved a shock to trade and manufacturing. The 90s was driven by the Asian crisis, 
and now through the trade war. 
 
Secondly, there was the divergence between bonds and equities. Bond yields fell throughout 
1998, and equities rose over the first half of the year before hitting a roadblock, as the Russia 
crisis and the collapse of hedge fund LTCM dominated the second half of the year. 
 
Third, the global economy outside of manufacturing had a much better relative performance, 
seeing a two-tier global economy, with the US consumer booming in 1998. This is also the case 
today, with business surveys showing that while 70% of surveyed countries have an 
underperforming manufacturing sector, none have a problem with their service sectors, and 
the US consumer is supporting the global economy. 
 
A defensive position  
 
Just as the recession was averted in the late 1990s, we expect this to be the case in the near 
term.  However, we expect the two-tiered economy to hit company profits. Given this view is 
not priced in by equity markets, we believe it is vulnerable, and believe a defensive position is 
still warranted. However, any weakness would be a buying opportunity.  
 
In August we added to this defensive position: the strategy purchased 30-year US Treasury 
bonds, adding 0.5 years of duration and taking the duration of the strategy to 2 years. We also 
purchased put options on the S&P500, equivalent to a 2.5% position, which would profit if the 
market fell. 
 
There are two risks around our view. First, the US economy heads into recession next year, 
which would mean we are not defensive enough. This could be because we are 
underestimating the impact of the current round of tariffs on the US consumer, which focus 
more on consumer goods. We are closely watching for signs that the US consumers’ mood is 
deteriorating and will adjust positioning if we spot a change. 
 
The second risk is that the equity market is not impacted by the two-tier economy and the 
bear market in the second half of 1998 was related to the crises and not the economic 
situation. Without a crisis the equity market could focus on the broader economy and look 
through the manufacturing weakness. Given our modelling suggests soft earnings, it is hard 
to see a melt up in the equity market, so we believe the opportunity cost of being defensive is 
low if this scenario come to fruition.  
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Equity 
 
Equity markets retreated during August, as escalating tensions from the trade war weighed on 
both economic data and sentiment. Through the month both China and the US announced a 
series of additional tariffs, while the US Treasury flagged China as a currency manipulator as 
the RMB depreciated against the USD. Global equities returned -1.9% in local currency terms, 
while the Australian market was slightly weaker posting a return of -2.4%% over the month. 
 
We expect global manufacturing, impacted by the trade dispute hurting activity and 
confidence, to result in a slowdown in corporate profits. Given this is not priced into the equity 
market, we believe it is vulnerable to the downside.  
 
Fixed Income 
 
The inversion of the US 2y versus 10y yield curve flagged the increasing risk of recession being 
priced in to the bond market, and the fall in bond yields globally has resulted in over $17 
trillion of debt producing a negative yield. 
 
Global government bond yields fell sharply, led by the US where 10-year yields dropped by 
0.52% to end August at 1.50%. 10-year yields fell by 0.26% in Germany and by 0.12% in Japan. 
Credit spreads widened modestly over the month across both investment grade and high 
yield, as well as emerging market debt.  
 
Currency 
 
The trade weighted US Dollar weakened marginally, with most currencies depreciating against 
the dollar, except for the JPY which rallied strongly almost 2.4% over the month on safe-haven 
demand. The CNY fell over 3.8% versus the USD over the month as authorities let it slide past 
the psychological 7 barrier. The AUD was not spared, falling over 1.6% to below US$0.68 over 
the month.  
 
Despite a wild ride, the GBP ended almost flat over the month. Given continuing Brexit 
uncertainty, the pound will continue to be volatile; however, we continue to have a medium-
term positive view on the currency due to attractive valuations. We also continue to prefer the 
USD and JPY given our views of slowing growth and the need for quality hedges within the 
portfolio.  
 
Largest Contributors 
 
The portfolio’s defensive allocation to bonds and investment grade credit was the primary 
contributor to returns over the month, as global bond yields continued to move lower. The 
currency exposure to the US Dollar and the Japanese Yen was another positive contributor, as 
defensive currencies outperformed during the month. 
 
Largest Detractors 
 



 

 

4 Schroders 
    A two-tear global economy is more a threat to markets than inverted yield curves 

 

The main detractor was from the portfolio’s Equities exposure as growth assets sold off, with 
stock selection in the core Australian Equity and QEP strategies also acting as an additional 
drag. The relative valuation position in US break-evens also underperformed given the 
strength of nominal bonds over TIPs. 
 
Summary 
The Schroder Real Return CPI+5% strategy returned -0.1% (pre fees) in August, seeing the 
calendar year to date return to 7.3%. Over the 1-year to July 2019 the strategy delivered a 5.0% 
pre fee return. Over the last three years the strategy has provided an annualised return of 
5.3%. Notwithstanding a pick-up in market volatility, the volatility of the strategy remained low 
over the 3-year period. 
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This article is intended for professional investors and financial advisers only and is not suitable for 
distribution to retail clients. Opinions, estimates and projections in this article constitute the current 
judgement of the author(s) as at the date of this article.  They do not necessarily reflect the opinions of 
Schroder Investment Management Australia Limited, ABN 22 000 443 274, AFS Licence 226473 ("Schroders") 
or any member of the Schroders Group and are subject to change without notice. In preparing this article, we 
have relied upon and assumed, without independent verification, the accuracy and completeness of all 
information available from public sources or which was otherwise reviewed by us. Schroders does not give 
any warranty as to the accuracy, reliability or completeness of information which is contained in this article. 
Except insofar as liability under any statute cannot be excluded, Schroders and its directors, employees, 
consultants or any company in the Schroders Group do not accept any liability (whether arising in contract, in 
tort or negligence or otherwise) for any error or omission in this article or for any resulting loss or damage 
(whether direct, indirect, consequential or otherwise) suffered by the recipient of this article or any other 
person. This article does not contain, and should not be relied on as containing any investment, accounting, 
legal or tax advice. Before making any decision relating to a Schroders fund, you should obtain and read a 
copy of the relevant disclosure document for that fund to consider the appropriateness of the fund to your 
objectives, financial situation and needs. You should note that past performance is not a reliable indicator of 
future performance. Schroders may record and monitor telephone calls for security, training and compliance 
purposes. 


