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Highlights

* Aninverted yield curve, one in which shorter term rates are higher than longer term rates, has historically been viewed

as a harbinger of a recession. The U.S. yield curve has been inverted for more than a year.

The current inversion differs from past inversions — it appears to be largely due to interest rate expectations that signal
investors' confidence in the Fed's ability to quell inflation.

Despite the aggressive actions of the Federal Reserve to-date, the tightening of monetary policy also does not match
that seen in previous inversions. The real fed funds rate has just reached positive territory and has not yet fully filtered
through to the economy.

*  Economic activity is expected to slow markedly in the second half of 2023, but leading indicators do not show the degree
of weakness that would suggest a recession is imminent.

In March 2022, the Federal Reserve kicked off an historic rate hiking cycle aimed at quelling the worst bout of inflation
in forty years. Since then, it has lifted the federal funds rate from the zero lower bound to a range of 5.25%-5.5%.

'The aggressive actions of the Fed have brought recession fears to the forefront, underscored by the current spread between
the U.S. 10-year and 2-year treasury yields (UST 10-2yr). The UST 10-2yr spread became negative in April 2022 and
currently stands around -100 basis points (bps), levels not seen since 1981 (Chart 1).

'The inversion in the UST 10-2yr spread has historically been viewed as an harbinger of a recession by financial market
pundits and it has preceded every recession since 1970. Despite this track record, the spread has also provided false signals
on different occasions. The time from the onset of inversion to the onset of recession has also varied across episodes.

While the depth and duration of the inversion are notable, the current spread reflects financial market expectations that
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Chart 2: Recent Inversion Driven by Expectations for the U.S.
2-Year Yield
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Source: FRB Estimates, U.S. Treasury, TD Economics. Last observation Aug. 14th, 2023.

Chart 3: Term Premia Are Low Relative to Historical
Precedent
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By contrast, at some point during a rate hiking cycle, in-
vestors begin to expect the central bank will eventually
have to cut interest rates. This may reflect the view that
the central bank will go too far and push the economy
into recession, or it may simply reflect the fact that it has
pushed the policy rate above its expected long-run aver-
age and its success in bringing down inflation will allow it
to later reverse course.

The last several years have seen this play out in dramatic
fashion. Following the global pandemic in 2020, the Fed-
eral Reserve took the target for the federal funds rate to a
range of 0.0% to 0.25%. This ultra-loose monetary policy
drove a wedge between expectations for average short-
term interest rates over the next two years versus the next
ten years. The difference reached a maximum of 119 bps
in November 2021. When the Fed began raising inter-
est rates, the opposite occurred — expectations for interest
rates over the short-term pushed above the long-term. At

present, market expectations for short-term interest rates
over the next two years are estimated to be more than 60
bps higher than over the next ten years (Chart 2).

Term Premia are Historically Low

In addition to expectations for future short-term rates,
the return to holding a bond should compensate investors
for the risk that its price may change dramatically before
it matures. In general, the longer the bond's duration, the
greater this risk. This "term premium" is why we gener-
ally expect longer-term interest rates to be higher than
shorter term rates.

But term premia need not always be very high or even pos-
itive. Structural forces (and central bank asset purchases)
can push down term premia. Indeed, a growing body of
evidence suggests that term premia have been shrinking
across the yield curve and currently sit at very low levels.
! This has important implications for the likelihood of
the yield curve "inverting." With a lower term premium,
relatively more of any yield tenor is explained by interest
rate expectations.? As a result of a low or negative term
premium, even a relatively small number of expected rate
cuts can push short-term yields above long-term yields.

According to estimates from the Federal Reserve Bank of
New York, the 2-year and 10-year term premia are current-
ly sitting at -0.41% and -0.56%, well below their long-run
averages of 0.49% and 1.5%, respectively (Chart 3).

'The term premium can be further decomposed into an in-
flation risk premium — the excess return associated with
uncertainty around inflation — and a "real" term premium —
the compensation required by investors for taking on inter-

Chart 4: Inflation Risk Premium Has Fallen Sharply Over
Time
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Chart 5: Inflation Expectations Have Declined Markedly Since
Their 2022 Peak
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Source: Federal Reserve Bank of New York, TD Economics. Last observation July 2023.

est rate risk. Both components of the term premium look

to have declined since their peaks in mid-2022* (Chart 4).

One factor behind the decline in both term premia are
relatively well anchored inflation expectations. While ex-
pectations for inflation rose alongside actual inflation in
2021 and 2022, they have improved just as quickly since.
According to a survey of households taken by the Federal
Reserve Bank of New York, one-year ahead inflation ex-
pectations currently sit at 3.5% and are approaching their
long-run average of 2.8%. Three-year ahead expectations,
meanwhile, have already normalized in line with their
long-run average (Chart 5).

Real Policy Rates Have Just Moved into "Positive"
Territory

The discussion of interest rates so far has focused on
nominal rates but interpreting the stance of monetary
policy requires evaluating where these rates sit relative to
inflation. Real interest rates — adjusted for inflation — de-
termine the tradeoff between spending now or saving for
the future. If interest rates are below the rate of infla-
tion, households and businesses have a greater incentive
to borrow and spend today.

'This puts the increase in the federal funds rate in important
context. Despite its 525 bps rise over the past 17-months,
the real federal funds rate only moved into positive terri-

tory in the first quarter of 2023 (Chart 6).

In light of this development, it is important to recognize
that the federal funds rate is not a rate that most house-
holds or businesses face directly, so its recent breach into

Chart 6: Real Fed Funds Rate Has Just Moved Into Positive
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positive territory would only indirectly be reflected in the
costs faced by borrowers. It does, however, pass through to
other borrowing costs. To precipitate a slowdown in eco-
nomic activity, the Federal Reserve's interest rate hikes
need to drive a real increase in borrowing costs.

Looking at the situation faced by businesses, the rapid ac-
tions of the Fed have raised nominal corporate borrowing
costs since the beginning of 2022. The AAA yield has in-
creased by 297 bps, while the BBB yield has risen by more
than 300 bps. More notable increases can be found in the
non-investment grade space where the single-B rate has
increased by 375 bps while the CCC rate has risen by
555 bps. Still, adjusting for inflation, corporate borrow-
ing costs were starting from very low and even negative
levels. Moreover, corporate yields remain below their
peak in October; investment grade yields are now resting
marginally above their long-run average and non-invest-
ment grade yields are in line with long-run averages. This

Chart 7: Corporate Bond Rates Remain Below Levels
Experienced Prior to Previous Recessions
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Chart 8: Excess Bond Premium Remains Muted Relative to
Past Recessions
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Source: Federal Reserve Board, National Bureau of Economic Research, TD Economics.

translates into real borrowing costs that have increased
to around their average levels from 1997 to 2005. Even
in nominal terms, most corporate rates remain below the
levels experienced at the onset of the 2001 and 2008 re-
cessions (Chart 7).

A similar story emerges with respect to other measures of
financial and economic risk. One such summary measure is
the excess bond premium, which captures changes in credit
spreads unrelated to firm-specific default factors.* Such in-
creases in credit costs have been shown to have significant
adverse effects on economic activity and are therefore a
closely watched measure of financial conditions.

The Fed's tightening campaign and the recent banking
tumult have seen credit conditions tighten, however, the
excess bond premium has hardly budged. This signals low
perceived risk in credit markets and contrasts sharply

with the 2001 and 2008 recessions (Chart 8).

All told, financial conditions are not overly tight and do
not point to an imminent recession. Indeed, more direct
leading indicators of economic activity, such as the Fed-
eral Reserve Bank of New York's Business Activity survey,
show a recent uptick (Chart 9) heading into the second
half of this year.

Chart 9: Despite Recession Fears Business Sentiment Has
Rebounded
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TD Economics.

Bottom Line

The inversion in the UST 10-2yr spread has put recession
fears in the spotlight. However, the negative slope of the
UST 10-2yr reflects a structurally low term premium and
interest rate expectations that signal financial markets
view that the Fed is on track to quell inflation.

Despite continued signs of economic resilience, the jour-
ney is still unfinished. Achieving a soft landing may well
require the next change in monetary policy to be a cut in
the federal funds rate. Should this occur due to meaning-
ful progress in reducing inflation it could well break the
yield curve's historical recession-predicting track record.
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