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In the first AMW of the New Year we investigate the important issue of the likelihood
of a US recession occurring over the next 12-18 months.

We do this by examining a number of indicators that have tended to signal the
prospects of US recession. The shape of the yield curve (the difference between the
yields of shorter and longer-dated bonds) has been a very reliable indicator, with
inversions in the curve tending to occur some 9-18 months ahead of recession.

Our analysis suggests the 90-day/10 year Treasury bond curve historically has been
the best performing of a number of different yield curve indicators in signaling US
recession. This curve has not inverted, but has flattened significantly in recent times.

Further, we have statistically converted the message of the yield curve, into implied
probabilities of recession, based on historical outcomes. The statistical conclusion is
that markets are currently flashing an amber warning signal of US recession, with
yield curve shapes currently suggesting around a 15-25% chance of US recession
occurring over the next 10-18 months. While this is a relatively higher chance than has
been the case at any time since the GFC, market implied pricing/yield curve inversion
is not yet at the 40-60% critical levels whereby US recession tends to follow.

Now of course correlation is not the same as causation, so it’s also important to try to
understand why implied recession probabilities are currently elevated or in other
words, why yield curves are currently so flat.

We see three inter-related fundamental drivers: (i) rising US short-term interest rates
(the curve flattens during tightening cycles); (ii) growth slowdowns in Europe and
China; and (iii} US-China trade war effects/concerns. With the Fed now signalling that
it can be more cautious on further US interest rate increases and with the US and
China working on some trade agreement, the “influence” from two of these three
factors should reduce in coming months.

We will need to remain alert to signs of further slowing in China and Europe - these
are now both very large economies, capable of significantly influencing US and global
growth. In a quiet Australian week (with only Housing Finance to be released on
Thursday; Mkt. and NAB -1.5% m/m after +2.2% in Oct.), we’ll be watching China
Trade figures (today), together with any guidance on Chinese/European growth
coming from US earnings season, which kicks off today. For now, our conclusion is
that market pricing is not high enough to suggest a near-term US recession.

In terms of markets, the relief rally in equity and commodity markets continues on
the back of more positive sentiment towards trade negotiations and the Fed
signalling its preparedness to remain patient on further US rate rises. The $A has
benefited as a result, but also from a strengthening in the CNY (remember there has
been a strong correlation between the $A and Asian currencies and markets in recent
months). Yields however, were a little lower over the week as European data
disappointed at the end of last week.
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US recession probabilities

1 Is the US about to stumble into a recession? That is a
key question being asked by many following the
sharp fall in equities (down 19.8% since mid-Sept at
one point, now pared to a 13.0% drop) and a yield
curve that is slightly inverted at the shorter-end
(2y/5y curve -0.9bps, though 3m/10y is still positive).

1 We have run probit models to determine what US
recession probability is currently priced by yield
curves. We find curves are consistent with a 15-25%
chance of a US recession occurring over the next
10-18m. The 3m/10yr yield curve is a marginally
better predictor of recessions historically and
suggests a 25% chance of recession by Jan-2020.

1 Equity markets are suggesting a higher probability of
recession, but should be discounted somewhat given
recent volatility. Adding recent changes in stock
prices to a yield curve model suggests a 40% chance
of recession by April 2019, but should equities
stabilize from here this probability falls to 25%.

1 Do these odds align with sentiment and the hard
data? In short no. Both Business and Consumer
Surveys suggest little likelihood of a near-term
recession (0-16% chance), while hard data remains
solid overall outside of housing. The exception is ISM
New Orders less Inventories which is implying a 29%
chance of recession this year — something to watch
given its use by some as a reliable recession signal.

1 Our preferred recession models suggest a 25%
chance of recession but importantly this is below the
40-60% critical level where recessions inevitably
follow. We conclude therefore there is little risk of a
near-term US recession. However, given global
uncertainties we stand ready to alter this view should
the 40-60% threshold be reached for these models.

1 It’s worth considering what macro fundamentals are
generating these yield curve (recession) probabilities.
We see three fundamental, inter-related reasons:

1 Fed tightening — yield curves typically flatten as
the Fed tightens and invert as the market
expects the Fed is at risk of over-tightening;

1 Weakness in global economic indicators,
particularly in China and Europe (progressively
occurring since mid-2018 and becoming more
pronounced - trade wars are a factor); and

1 A lack of inflationary pressures both in the US
and globally in general — low oil prices a factor.

1 With the Fed now listening to markets and signaling
caution/patience about further tightening and with
the US and China now working toward a trade deal,
the second longest US expansion on record seems
likely to extend for a little while longer. However, US
growth is still likely to slow. A forthcoming note
from NAB’s Chief Economist Alan Oster finds yield
curves and recent equity market developments
suggest US GDP slows to a 1%% y/y pace by Dec 2019
from its current 3.0% y/y pace all other things being
equal, before restrengthening to around 2% growth
as lower oil prices support growth albeit with a
longer lag.

Markets are worried about a potential US slowing

As we enter 2019 there are some concerns developing
over the US outlook. Growth is slowing a touch faster

14 January 2019

than expected as the ‘fiscal sugar rush’ effect starts to
fade. There are also some signs of slowing in the interest
rate-sensitive areas of the economy (e.g. housing) and
from the recent tightening in financial conditions.

The global economy also seems to be slower than
expected with Europe and China PMlIs looking
particularly weak in recent months (Chart 2). A soft US
Dec ISM has also led many to question whether the US
economy can remain insulated from the rest of the
world, with the ISM recently falling sharply to levels
more consistent with those seen in Europe. Anecdotes
from Fed Districts have also found businesses are “more
concerned about future business conditions” with some
on pause “in anticipation of slowing economic
conditions”.
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Should we be worried that the US economy is about to
stumble into a downturn? To help answer this question
we ran a series of probit models to see what probability
of recession is currently implied by market pricing and
whether this aligns with sentiment indicators and other
hard data.

Yield curves — why so flat and what do they portend?

One of the best predictors of US recessions has
historically been the yield curve, specifically the 3m/10y
Treasury yield curve. An initial inversion in this curve has
tended to occur 9-18 months prior to a recession. The
finding is well documented with a yield curve inversion
having correctly predicted every recession bar one false
signal (the curve inverted in 1997 during the Asian crisis,
though there was no mid-1990s US recession) (Chart 3).*
Curve inversions are closely tied to Fed monetary policy
actions with an inversion typically occurring when the
market sees risks building that rates rise too high for the
economy. As former-Fed Chair Yellen observed: "I think
it's a myth that expansions die of old age”...they are
killed by the Fed when inflation rises faster than
expected.

The risks of this particular scenario in this cycle seems
low in the short run given Fed calls for patience amid a
“muted” inflation outlook — the recent sharp fall in oil

! The San Francisco Fed has a number of recent papers on the yield curve
and what these curves mean for the near-term outlook. The papers find
that the 3m/10y curve remains the best predictor of recessions
(predicting all recessions bar 1997 which did not end in recession) and
that there is little value gained in adjusting the yield curve for the term
premium as some have suggested in the past. Nevertheless they do
caution that QE could be impacting the interpretation. See

and for more details.
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prices and low inflation expectations suggest little risk of
an inflation outbreak (see Nov-18 NAB note: “Inflation
upside evaporates, giving the Fed room to pause in
2019"). A tight labour market is the most significant
upward medium-term inflation risk.

In recent months, the sharp flattening has been driven by
the longer end as concerns about global growth and
equity market weakness weighed. At the short-end, 3m
bill yields have largely followed the Fed Funds rate,
which has been steadily rising over 2018 (Chart 4).

It is often difficult to attribute to any single factor why
10y yields have fallen sharply in recent times — some 68
bps at one stage from a high of 3.24% to a low of 2.55%
and now 2.70%.

One way to delve into what is driving yields lower is to
break nominal yields into their real and breakeven
inflation components. Doing so reveals that around
40bps (or 60%) of the fall in nominal yields was due to a
decline in the inflation breakeven component which
correlates closely with the oil price: WTI oil fell some
43% at one stage (Chart 5).

The other 28bps (or 40%) of the move was driven by real
yields and is likely correlated with the slowing seen in
the US economy which has been picked up by the Atlanta
Fed GDP Now Series which has been tracking a slowing
in growth as the effects of the ‘fiscal sugar rush’ fade.

It is worth noting that both the moves in oil and some
moderation in US growth are likely linked also to the
slowing being seen in China and Europe (Chart 2 earlier)
as well as concerns of a Fed policy mistake and the
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tightening in financial conditions that has resulted from
the equity market sell-off and a widening in credit

spreads. The decomposition also suiﬁests a steepening
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