NATIONAL BUSINESS AND FINANCIAL WEEKLY

JUNE 8 1992

ield Curve
TheShortand Long of It

By ANDREW BARY
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A sim] ple chart long favored
by y:bond sinvestors ‘and analysts

o

it meast asures the rate on Treasury
se?:h“ntxes"‘wnh‘mcreﬁsmg matu- |
nues and ,therefore offers an':
3 up-to-the-mmute snapshot of
the bond market. It also reveals
?4'g60d deal about sentiment and -
expectations among informed
investors. i
The current graph ‘shows a
steep curve because 30-year
| bonds yield a lot more than
| three-month Treasury bills. Ini
fact, 'the current gap, -at four |
percentage points, is one of the ;
‘widest in "decades. By way of
comparison, the average margin °

_ over the past 10 years has been
closer to two points. - :
nE :Thxrtyyear bonds generally f
\ -yield. ‘more . ‘than’; three-month |
‘ hills” 'he_cg’ji \/ )
" som itive 0 e up. their |
‘money’ foﬁong ‘periods. The:
awylel premium ‘on !
~long-term “bonds }has been par- -
.txcularly ‘evident ‘during the past |
ﬁecade becduse the “government *

n Tman \ the_, deficit. But these ;
factors aren’t enough to account ! £
for the current shape of the yield :
curve. - Rather, this ‘curve has
taken “'on “its current shape :
largely because the Federal Re-
serve has aggressively cut short-
term rates to the lowest levels in 3
a generation in a bid to spark the
_economy .. and __reliquefy the :
‘banks. - However, - long rates,

_ which the, Fed’s wer can’t,

ntrol, - allen %

"*athreal‘§"5hghf"‘5'6n“§'thcsc ques- -

‘hasbeen borrowing so heavily to

|
fee yleld-curve “shift and ‘the “éco-
: nomic impact. S W e

“and, ‘E“A 4M¢~u .ng'
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o Why g,should,ganyone .gare

. about.the yield curve and its odd
shape? Well, the unusually steep
slope ,offers insights into what
bond. .investors_think about.the
economy, future rates and ‘the
Fed.n.Speaﬁcally,,,the scurrent
shape points - to a decided !
strengthemng in the economy
and significantly higher rates
over the next few years.:It also
reflects a lack of confidence in
the Fed’s' a'blhty to control infla-
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. t’s’%’emarkable, i you “Took
at theé shape of the yield curve
over timé, how accurately it has
forecast what’s going to.happen
in the economy,” says Campbell
Harvey, a professor at Duke
. University’s Fuqua School of
. Business. It has correctly- called
“every mrnmg point in the econ-
“omy | since the 1960s. nght now,
it’s screaming récovery.’
~«Harvey explains_ that when
short rates are very low relative
to long rates, it indicates a stimu-
. lative ., monetary . policy. And
. when the Fed slashes short ra;t:
e-the economy, as it
b”é‘e'ﬁo”ggin“g“fo??gor“e'than ayear,
it’s generally successful, - al-
though; there’s typically a la%l of ‘
about five  quarters betwee
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Harvey views the progres-
sive steepening in the yield curve
since mid 1991 — the spread of
30-year bond yields above three-
month T-bills has widened more
than one percentage point — as
heralding a robust economic re-
covery. He looks for above-con-
sensus growth in gross domestic
product of 4% this year and in
1993.

In contrast, when the Fed
pushes up short-term rates in an
effort to reduce borrowing in-
centives and thus dampen the
economy, the result often is an
inverted yield curve, with short
rates higher than long rates. The
last example was in mid-1989
(see chart), when the Fed was
concerned — wrongly, it turned
out — about an overheating
economy and inflation pres-
sures.

Harvey contends that the in-
verted yield curve of 1989, as
well as similar configurations in

1968, 1978 and late 1980, turned
out to be surefire predictors of
impending recession. What's

“The yield curve has
called every turning
point in the economy
since the 1960s.”
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more, he adds, the inversion of
yield curves in the British and
German bond markets, caused
mostly by the tight-money pol-
icy of the German central bank,
has correctly signaled weakness
in those economies.

Besides acting as a useful
economic forecasting tool, the
yield curve offers a clear picture
of interest-rate - expectations.
And to judge by its current
shape, investors are downright
pessimistic because they’re de-
manding significantly higher
yields for bonds of longer matu-
rity.

The fears of higher rates are
particularly pronounced for the
next few years. Investors are
willing to accept a yield of just
420% on a one-year T-bill,
but they’re demanding 5.25% to
tie up their money in a two-year
note, 5.75% for a three-year note
and 6.70% for a five-year note.

Investors buying one-year
bills are effectively saying they
expect yields on one-year instru-
ments in June 1993 to be about
6.30%, more than two percent-
age points above current levels.
Why 6.30%? Because investors
now accepting 4.20% for one
year would need 6.30% in the
next year to give them a return
equal to a two-year note now
yielding 5.25%. What’s more, the
current shape of the yield curve

indicates that one-vear bills in
June 1997 wiul be at more
than 8%.

Many analvsts say this ex-
treme view of rates is all wet, and
that it’s very unlikely that yields
will rise so much. “There’s begn
a trend toward a steeper yield
curve for some time, but there
has been no upward pressure on
rates,” argues William Sullivan,
director of money-market fe-
search at Dean Witter Reynolds.
Indeed, yields on short- and

medium-term Treasury issues
are a lot lower than they were
last June, despite the steep yield
curve then prevailing. ‘
“Maybe in 1993, we could
see some rate pressures, but you
can’t use the yield curve as:an
accurate predictor of when rates
will rise in general terms because
you don’t know the timing of
the shift,” says Sullivan. “It's
like predicting that the Cleve-
land Indians will win the pen-
nant. The question is when.”

Many investors have made a
lot of money during the past
year by betting that the yield
curve was sending the wrong
signal about rates. These inves-
tors bought medium-dated secu-
rities with three- to five-year
maturities yielding 7% or 8% and
saw the value of those issues fise
as rates actually declined.

Retail and institutional in-
vestors- continue to make the
same choice by plowing tens of
billions into  medium-term

Treasuries, mortgage securities
or funds investing in those in-
struments rather than stashing
their money in money-marke
funds paying 3.5%. o

Ye_t, the abnormal shapeiof
the yield curve is definitely a
warning signal, because if the
Fed’s huge monetary stimulus
does jump-start the economy,
and GDP does begin to expand
rgipldly, inflation worries would
rise markedly, and that would
spell trouble for bondholders. W




