
Background
Projecting interest rates has been a difficult task through time,
particularly over the past decade as Wall Street and investors
alike have consistently predicted rising yields for “safe-haven”
government bonds. Looking back at ACG’s most recent Year-End
Manager Survey, our polling of closely-followed firms suggested
that throughout 2019 the Federal Reserve would continue hiking
rates, the 10-Year US Treasury yield would rise to just over 3.0%,
and the yield curve would maintain its modest upward slope.
Through August, it’s generous to say that these predictions have
missed the mark, and fixed income dynamics are being closely
watched as a source of both economic and market direction.

Global Yields Searching for a Bottom
Amid heightened geopolitical uncertainty and threats to global
economic growth, investors have flocked to the relative stability
of bonds. As shown in the chart below, August alone produced
four occurrences where the 10-Year US Treasury yield declined by
more than two standard deviations relative to its average daily
change. While strong demand has driven year-to-date fixed
income performance to previously unimagined levels, it has also
spawned record low yields for long-term US Treasuries and a
global stockpile of approximately $17 trillion of debt that now
trades with negative yields (mostly across Europe and Japan).
When investing at negative yields, the prospect of loss in even
“risk-free” assets becomes quite certain, with only a continued
decline in yields (the greater fool theory) or a more material
deflationary environment able to manufacture any real benefit.
Although a paradigm shift to lower global interest rates may be
justified by lower growth and inflation outlooks, negative rates are
not “normal” and it’s not widely expected that US investors will be
faced with this obstacle. Even as domestic markets anticipate a
total of 1% (or 100 bps) in policy rate cuts over the next 12
months, this amount of easing would only correct for a Fed Funds
level that currently appears out of sync with the rest of the world.

Demystifying the Yield Curve
The slope of the US Treasury yield curve is the difference in interest
rates across varied points of maturity. The chart below shows the
average slope of all possible combinations of 3-month T-bills
alongside 2-, 5-, 10-, and 30-year bonds. An upward sloping yield
curve is consistent with rewarding savers for committing their
capital over time and gives banks the ability to profit by lending
at long-term rates while paying lower short-term rates on deposits.
The average yield curve over the past several decades has been
just over 110 bps, despite notable swings throughout economic
cycles. An inverted yield curve, particularly one that involves the
majority of key segments, has historically been a reliable leading
indicator for recession. Given the current average slope of -1 bp,
it’s understandable how this issue has captured the attention of
market participants. While accepting that an inverted curve is not
good news, it’s important to distinguish the current inversion from
the typical case where the central bank raises short-term rates to
slow an overheated expansion and prevent excessive inflation.
Instead, the current inversion has been driven by a more rapid
decline in longer-term rates, largely due to strong demand for US
assets when much of the world is faced with negative yields. With
the FOMC committed to “act as appropriate to sustain the
expansion,” it’s feasible that an upward slope can be restored.

ACG’s Position
Longer-term rates are at historic lows and despite muted inflation
expectations, real rates are turning negative. Thus, outside of a
true recessionary scenario, the forward return potential of high-
quality bonds appears limited. Concurrently, credit sensitive
categories such as high yield and emerging market debt are not
offering the spreads typically available in a late-cycle economy.
ACG continues to value flexible strategies (absolute return and
long/short credit) that can capitalize on current market dynamics
and provide diversification. Any marginal allocation to cash
would provide a further buffer amid ongoing uncertainly.
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OVERVIEW
▪ Given the existence of low or even negative yields, investors are increasingly focused on finding sources of incremental income
▪ The recent inversion of the US Treasury curve has heightened concern about a potential economic recession
▪ Historical market performance following previous yield curve inversions is a limited and imprecise prediction tool

Source: ACG Research, Bloomberg (data covers last 10 years ending August 2019)

Interest Rate Volatility Spiking as Yields Decline 
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Source: ACG Research, Bloomberg, National Bureau of Economic Research (NBER) 
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The views expressed herein are those of Asset Consulting Group (ACG). They are subject to change at any time. These views do not necessarily reflect the opinions
of any other firm.

This report was prepared by ACG for you at your request. Although the information presented herein has been obtained from and is based upon sources ACG
believes to be reliable, no representation or warranty, express or implied, is made as to the accuracy or completeness of that information. Accordingly, ACG does
not itself endorse or guarantee, and does not itself assume liability whatsoever for, the accuracy or reliability of any third party data or the financial information
contained herein.

Certain information herein constitutes forward-looking statements, which can be identified by the use of terms such as “may”, “will”, “expect”, “anticipate”,
“project”, “estimate”, or any variations thereof. As a result of various uncertainties and actual events, including those discussed herein, actual results or
performance of a particular investment strategy may differ materially from those reflected or contemplated in such forward-looking statements. As a result, you
should not rely on such forward-looking statements in making investment decisions. ACG has no duty to update or amend such forward-looking statements.

The information presented herein is for informational purposes only and is not intended as an offer to sell or the solicitation of an offer to purchase a security.

Please be aware that there are inherent limitations to all financial models, including Monte Carlo Simulations. Monte Carlo Simulations are a tool used to analyze a
range of possible outcomes and assist in making educated asset allocation decisions. Monte Carlo Simulations cannot predict the future or eliminate investment
risk. The output of the Monte Carlo Simulation is based on ACG’s capital market assumptions that are derived from proprietary models based upon well-recognized
financial principles and reasonable estimates about relevant future market conditions. Capital market assumptions based on other models or different estimates
may yield different results. ACG expressly disclaims any responsibility for (i) the accuracy of the simulated probability distributions or the assumptions used in
deriving the probability distributions, (ii) any errors or omissions in computing or disseminating the probability distributions and (iii) and any reliance on or uses to
which the probability distributions are put.

The projections or other information generated by ACG regarding the likelihood of various investment outcomes are hypothetical in nature, do not reflect actual
investment results and are not guarantees of future results. Judgments and approximations are a necessary and integral part of constructing projected returns. Any
estimate of what could have been an investment strategy’s performance is likely to differ from what the strategy would actually have yielded had it been in
existence during the relevant period. The source and use of data and the arithmetic operations used for calculating projected returns may be incorrect,
inappropriate, flawed or otherwise deficient.

Past performance is not indicative of future results. Given the inherent volatility of the securities markets, you should not assume that your investments will
experience returns comparable to those shown in the analysis contained in this report. For example, market and economic conditions may change in the future
producing materially different results than those shown included in the analysis contained in this report. Any comparison to an index is for comparative purposes
only. An investment cannot be made directly into an index. Indices are unmanaged and do not reflect the deduction of advisory fees.

This report is distributed with the understanding that it is not rendering accounting, legal or tax advice. Please consult your legal or tax advisor concerning such
matters. No assurance can be given that the investment objectives described herein will be achieved and investment results may vary substantially on a quarterly,
annual or other periodic basis. There is no representation or warranty as to the current accuracy of, nor liability for, decisions based on such information.

© 2019 Asset Consulting Group. All Rights Reserved. Asset Consulting Group is the sole owner of all rights, title, and interest to the materials, methodologies,
techniques, and processes set forth herein, including any and all intellectual property rights. No part of this document may be reproduced, stored, or transmitted
by any means without the express written consent of Asset Consulting Group.
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