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Beta to Alpha: Opportunities at the front end of the US yield curve

Executive Summary: The US economy has continued to expand for almost a decade, prompting
policymakers at the US Fed to raise interest rates for the third time this year, to 2.25%. Moreover, a rising rate
environment spurred by QT from the Fed and ECB could prompt more late-cycle signs, thus maintaining

downward pressure on long-term bond yields, as financial conditions tighten. However,

in such an

environment, an apparent asymmetric risk and reward dynamic have made short-term bonds relatively more

attractive to invest in currently. Thus, flattening of the yield curve often perceived as a harbinger presents

opportunities in the front-end of the yield curve. Therefore, we suggest an active management strategy
through, e.g., a bond ladder strategy in order to tap yield at the front end of the curve.

Analyst: Ck Soumaoro, MSc in Economics
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The yield curve is flattening as the short-end
has been climbing faster than the long-end through
2018 with increased QT from the Fed, a common
trend in the late cycle. This flattening is likely to
continue as the Fed aims for the neutral rate.
(Exhibit 1).

Yield curve inversion may not be a reliable signal
for a looming recession as it has been previously.
Due to the unknown effects of QE on the long-
end of the curve, the long-end is uncertain. The
short-end however, is known and more certain.
With both US Fed and ECB QT, the world is
entering a paradigm shift, where the river of easy
money is drying up and revealing the bottom of
the river floor.

LOIS has widened during 2018 and currently
stands at approximately 34 basis points (Exhibit 2).
Such a move typically signals some sort of credits
market stress, i.e. banks having difficulty for short-
term funding. However, the possible primary
driver is the increased T-bill issuance to meet debt-
ceiling impasses and larger government and
current account deficits. Furthermore, due to the
repatriation of assets made possible by tax-reform,
investors’ demand for front-end has
declined. As the reflects

opportunities in short-term liquidity options.

assets

such, widening

Late cycle is not the end cycle, low volatility
during 2017 was an outlier, but we believe that
with the uncertain future implications from trade
tariffs, slowdown of global growth, bottleneck
effects of U.S domestic market and QT, volatility
is prone to make a comeback in the new era
(Exhibit 3). Where short-term liquidity options
may offer less idiosyncratic exposure to risk and
positive gains through a bond-ladder strategy.

EXHIBIT 1: Flatter US Yield Curve
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EXHIBIT 3: CBOE VIX Index
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FRONT END OF THE US YIELD CURVE
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EXHIBIT 4: Late-Cycle
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EXHIBIT 5: FOMC Dot Plot
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EXHIBIT 6: Duration Model
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EXHIBIT 7: Paradigm Shift
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Growing but slowing. Exhibit 4 shows that since 1970, each peak in capacity
utilization has been followed by a minor peak; which is the same trend recorded
by the effective funds rate. The U.S economy has either passed its peak or is very
close to the peak, but we believe in the former for cap utilization. Which is
segmented in, e.g., durable goods order recording a 4.4% decline in Oct 2018
MoM. Furthermore, both the Atlanta Fed GDPNow indicator and NY Fed
Nowcast are forecasting slower real GDP growth at 2.5% for the fourth quarter
YoY compated to the previous forecast of 2.7-2.9%. Still above the trend line,
however the trend of a slowdown is likely to continue through 2019.

Impending inflation. Bottleneck effects are materializing, where unemployment
has reached a 50-yeat low at 3.7%, below the NAIRU at 4.62, where houtly
earnings peaked up and reached 3% Oct YoY. Headline inflation might decrease
due to an oil price plunge, but the Fed only cares about core inflation, ex. Energy
and Food, which has consistently stayed above the 2% target since March this
year. Bottom-line, the U.S economy is growing but slowing as growth seems to
be accommodative through 2019, prompting the Fed to hike. Furthermore, the
unknown future effects of the current and imminent trade tariffs on prices might
materialize sooner than expected, creating a possible inflation surprise.

Near neutral rate. The latest FOMC minutes created a rally in global stocks and
high yield indexes. The market reacted idiosyncratically to Powell’s dovish tone,
however, Powell stated that “rates are just below the broad range of estimates of
the level that would be neutral,” a more dovish tone compared to earlier remarks
“far below neutral.”. Whereas markets seemingly noted “Rates are below neutral”.
The Fed funds rate is currently within the range of 2.00% to 2.25%, after eight
rate hikes since December 2015. This means that the Fed is one increase away
from the lower part of the range, three increases from the middle and five
increases from the top (Exhibit 5). Going forward, core inflation and wage growth
will be key determinants, and after a period of low interest rates, a return to/close
to neutral would be healthy for financial stability. Where volatility is poised to
increase with higher rates, as higher rates tighten economic conditions (Exhibit 3).

Shorten duration. Computing a duration model with the 10y-3-month treasury
spread, with one standard deviation * from the 10y moving average (Not
highlighted), suggests shorting duration (Exhibit 6). In a time where the US
economy is showing late-cycle symptoms, this suggestion offers opportunities, as
short-term bonds are more resilient to risks inherent in apparent interest rate
hikes, that the market is currently pricing in. In fact, in 2018, the S&P 500 has
offered volatility of 13%, long-term bonds volatility of 8%, while short-term

bonds offered volatility of less than 1%., on the average.

Positive real returns. Flatter yield curve has made it possible for short-term
bond investors to earn almost as much they would from investing in long-term
bonds, for less risk and a reduced price. Short-term bonds are generally more
liquid than longer-term bonds and offer investors the flexibility to reinvest
relatively quickly in other assets, hence the flexibility to adapt to changing market
conditions. Lastly, short-term bonds offer positive real returns prompting a
paradigm shift (Exhibit 7).

Bond ladder strategy. The strategy offers flexibility for the short-term and long-
term investor. With a bond ladder strategy using the 3-month t-bill (as proxy for
all short-term bonds, i.e., bonds with maturity >1), higher returns can be realized
in an environment with rising rates. Currently, the 3-month is yielding 2.36% on
an annual basis and expected to go higher with the current trend. Thus, holding a
3-month until maturity and reinvesting the proceeds in a 3-month on a rolling
basis, realizes higher returns. If rates are falling in the future, its likely a response
to a market downturn, thus, holding a 3-month offers the flexibility to buy stocks
cheaper. Hence, the strategy is viable for short-term investors who need liquidity
when markets are drying up, and it offers long-term investors the same
opportunities to be flexible and reduce risk in their portfolio. Furthermore, the
10y reached 3.2% early Oct, just to decline to 2.99% 30th Nov, going forward the
10y should reflect risk more than VIX and work as yield curve flatter. As such we
suggest the Bond ladder strategy, tapping yield at the front-end of the yield curve.
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DISCLAIMER i

Ansvarsbegrinsning

Analyser, dokument och all annan information som hérror frain LINC Research & Analysis (LINC
R&A) dr framstillt 1 informationssyfte och dr inte avsett att vara radgivande. LINC ér en ideell
organisation (organisationsnummer 845002-2259) och analyser eller annan information som hirrér fran
LINC R&A ska inte betraktas som investeringsrekommendationer.

Informationen i analysen dr baserad pa killor, uppgifter och personer som LINC R&A bedémer som
tillférditliga, men LINC R&A kan aldrig garantera riktigheten i informationen. Den framatblickande
informationen i analysen baseras pa subjektiva bedémningar om framtiden, vilka alltid 4r osikra och
darfor bor anvindas forsiktigt. LINC R&A kan aldrig garantera att prognoser och framatblickande
estimat kommer att bli uppfyllda. Om ett investeringsbeslut baseras pa information frain LINC R&A
eller person med koppling till LINC R&A, sa fattas dessa alltid sjdlvstindigt av investeraren. LINC
R&A fransiger sig dirmed allt ansvar fér eventuell f6rlust eller skada av vad slag det 4n ma vara som
grundar sig pd anvandandet av analyser, dokument och all annan information som harr6r frin LINC
R&A.

Intressekonflikter och opartiskhet

For att sakerstilla LINC R&A’s oberoende har LINC R&A inrittat interna regler, utdver detta sa dr alla
studenter som skriver f6r LINC R&A skyldiga att redovisa alla eventuella intressekonflikter. Dessa har
utformats f6r att sikerstilla att Finansinspektionens féreskrifter och allminna rdd om
investeringsrekommendationer riktade till allmédnheten samt hantering av intressekonflikter (FFFS
2005:9) efterlevs. Material fran LINC R&A ska aldrig betraktas som investeringsrekommendationer.

Om skribent har ett innehav dir en intressekonflikt kan anses foreligga, redovisas detta i
informationsmaterialet.

urigt

LINC R&A har ¢j mottagit betalning eller annan ersittning fér att géra analysen.

Upphovsritt
Denna analys ar upphovstittsskyddad enligt lag och 4r LINC R&A’s egendom (© LINC R&A 2017).
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