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Fears of a near term recession
seem overblown

The current flat yield curve may give rise
to concern of a looming recession.

Economists like to refer to the yield
curve when talking about recession risks.
This is because the yield curve has
historically been a good predictor of
recession risk.

And, certainly, based on its current
shape, the Cleveland Fed puts the
probability of a recession in a year’s time
at 26.5%.2

In fact, each of the last seven recessions
was foreshadowed by an inverted yield
curve,1 according to the Cleveland Fed.

However, looking deeper at the forces
shaping the yield curve, we favor a much
more benign economic environment
than the Cleveland Fed.

In our view, deleveraging in the private
sector and quantitative easing (QE) by
the Fed have structurally compressed
the yield curve (see Chart 1).

The government has accumulated a lot more
debt, but that was not sufficient to boost
growth.

Furthermore, a key monetary policy
indicator, such as, bank lending
standards suggest an easing in the past
three months.3

% real GDP growth over expansion annual rate

Symptom or causality
A flat or inverted yield curve is primarily
seen as a leading indicator of recession with
negative growth expectations. However, it is
not necessarily seen as the cause.
The main causality may, in fact, be a
monetary policy that is generally too
restrictive for growth with the resulting
tightening of banking system loan standards.

A better question
However, we examine this further and the
bigger picture question is whether:




The flattening of the yield curve is a sign
that monetary policy has become too
restrictive; or
Other forces have held long-term
interest yields down.

Slowest post‐war expansion
In our view, the structural character of this
expansion is unique. This is the first post
war cycle in which the private sector has
reduced and not increased leverage (see
Chart 1).
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Cumulatively these statements present a
lower probability of recession. Hence,
we have lowered our one and two year
recession outlook to, at most, 10% and
below 30% respectively.

Chart 1: U.S. Business Cycles in Perspective
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Source: ZAIS calculations based on GDP data sourced
from the Federal Reserve Bank of St. Louis.4

The Fed is at both ends of the curve
The Fed introduced quantitative easing (QE)
to lower long-term interest rates and
stimulate growth. In the meantime, the Fed
started to raise interest rates in late 2015.5
According to Fed research, QE reduced 10year Treasury yields over time by about
100bps.6
In our view, the combined effect of QE and
private sector deleveraging explain at least
100bps of the yield curve flattening.

The banking channel of the yield
curve
The banking system is a key operating
channel for monetary policy. A steep yield
curve is good for banks’ interest margins and
profits. A flat or inverted yield curve is not
and leads banks to tighten lending
standards. There may be a lag but,
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generally, the yield curve and bank lending
standards typically move in the same
direction.

Chart 3: U.S. loan availability to small firms
% balance of responses (better versus worse)

Bank lending is not tight

0

Of interest, even though the yield curve has
flattened, monetary policy does not appear
to us to be too restrictive. Between the first
quarter of 2016 and the fourth quarter of
2018, bank lending standards moved from a
tightening bias to an easing bias (see Chart
2).
Chart 2: U.S. yield curve and lending standards
% (LHS) and % balance of responses (RHS, inverted)
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In summary, we believe fears of a recession
are overblown.
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Source: Federal Reserve Bank of St. Louis7 and
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Further, according to our calculations, bank
lending standards suggest only a 9%
probability of recession over the next year
and 27% in two years.
Moreover, in the latest National Federation
of Independent Business (NFIB) survey for
January, small firms report slightly easier
loan availability conditions than three
months earlier (see Chart 3).
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The combination of a slow post-war
expansion; the Fed QE; the private sector
deleveraging; and a banking channel that is
not overly stressed – illustrate that this is,
indeed, a unique business cycle expansion.
Hence, we have lowered our one and two
year recession outlook to, at most, 10% and
below 30% respectively.

More information
As always, we are available to discuss our
views with you. Please contact your client
relations representative at +1 732 978 9722
or zais.clientrelations@zaisgroup.com.

research/indicators-and-data/yield-curve-and-gdpgrowth.aspx.
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Federal Reserve Bank of St. Louis
(https://fred.stlouisfed.org/categories), below:
10-year Treasury yield (GS10): Board of Governors of
the Federal Reserve System (US), 10-Year Treasury
Constant Maturity Rate [GS10], retrieved from FRED,
Federal Reserve Bank of St. Louis;
https://fred.stlouisfed.org/series/GS10, February 19,
2019.
3-month Treasury Bill rate: Board of Governors of the
Federal Reserve System (US), 3-Month Treasury Bill:
Secondary Market Rate [TB3MS], retrieved from
FRED, Federal Reserve Bank of St. Louis;
https://fred.stlouisfed.org/series/TB3MS, February
19, 2019.

Financial business debt (DODFS): Board of Governors
of the Federal Reserve System (US), Financial
Business; Credit Market Instruments; Liability, Level
[DODFS], retrieved from FRED, Federal Reserve Bank
of St. Louis; https://fred.stlouisfed.org/series/DODFS,
February 19, 2019.
Nominal GDP (GDP): U.S. Bureau of Economic
Analysis, Gross Domestic Product [GDPA], retrieved
from FRED, Federal Reserve Bank of St. Louis;
https://fred.stlouisfed.org/series/GDPA, February 19,
2019.
5 Federal Reserve Bank of New York; Quarterly
Trends for Consolidated U.S. Banking Organizations;
Third Quarter 2018;
https://www.newyorkfed.org/medialibrary/media/res
earch/banking_research/quarterlytrends2018q3.pdf?l
a=en; Page 13.

Board of Governors of the Federal Reserve System
(US), Net Percentage of Domestic Banks Tightening
Standards for Commercial and Industrial Loans to
Large and Middle-Market Firms [DRTSCILM],
retrieved from FRED, Federal Reserve Bank of St.
Louis; https://fred.stlouisfed.org/series/DRTSCILM,
February 19, 2019.
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Real Gross Domestic Product [GDPC1], retrieved from
FRED, Federal Reserve Bank of St. Louis;
https://fred.stlouisfed.org/series/GDPC1, February
19, 2019.

10-year Treasury yield (GS10): Board of Governors of
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https://fred.stlouisfed.org/series/GS10, February 19,
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CPI (CPIAUCSL): U.S. Bureau of Labor Statistics,
Consumer Price Index for All Urban Consumers: All
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https://fred.stlouisfed.org/series/CPIAUCSL, February
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of Governors of the Federal Reserve System (US),
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Disclaimer
Confidentiality. The information presented
herein has been prepared and provided by and is
confidential and proprietary to ZAIS Group, LLC,
ZAIS Group (UK) Limited and their affiliates and
subsidiaries (collectively, “ZAIS”). Accordingly,
this material is not to be reproduced in whole or
in part or used for any purpose except as
authorized by ZAIS, is to be treated as strictly
confidential and is not to be disclosed directly or
indirectly to any party other than the recipient.
By accepting receipt of this document, the
recipient agrees to comply with this restriction
and confirms its understanding of the limitations
set forth in these disclaimers.
Source of Information. Unless otherwise noted,
the source of information for the charts, graphs,
and other materials contained herein is ZAIS. The
charts, tables, and graphs contained in this
document are not intended to be used to assist
the reader in determining which securities to buy
or sell or when to buy or sell securities.
Additional information is available upon request.
Nature of Information Provided. This information
has been prepared solely for informational
purposes and is not an offer to buy or sell or a
solicitation of an offer to buy or sell any security
or instrument or to participate in any trading
strategy which may or may not be made
available. Any such offer of securities would, if
made, be made pursuant to definitive final
private offering documents, which would contain
material information not contained herein
(including certain risks) or material that differs
from the information contained herein and to
which current and prospective investors are
referred. Any decision to invest should be made
solely in reliance upon such private offering
documents. In the event of any such offering,
this information shall be deemed superseded,
amended and supplemented in its entirety by
such private offering documents. Information
contained herein does not purport to be
complete and is subject to the same
qualifications and assumptions, and should be
considered by investors only in the light of the
same warnings, lack of assurances and
representations and other precautionary matters,
as disclosed in an applicable private offering
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memorandum and subscription agreement. No
representation or warranty can be given with
respect to the terms of any offer of securities
conforming to the terms hereof. There is no
guarantee that the strategies set forth herein will
be successful. The information should only be
considered current as at the date specified
herein and is subject to change at any time and
without notice. Statements made herein that are
not attributed to a third party source reflect the
views and opinions of ZAIS.
Opinions. Certain information contained herein
represents ZAIS's current reasonable opinion and
is based on unaudited and forecast figures which
have been derived from multiple sources and
have not been subject to specific due diligence.
The information has been provided in good faith
but is not guaranteed and is subject to
uncertainties beyond ZAIS's control and should
not be relied upon for the purposes of any
investment decision. ZAIS makes no
representations or warranties and accepts no
liability whether in contract, tort or otherwise for
(1) the information not being full and complete,
(2) the accuracy of any opinion, (3) the basis on
which any comparison has been drawn or the
facts selected to make such comparison and (4)
the assumptions underlying any opinions. No
opinion of this nature can be, and this
information does not purport to be, full,
complete, comprehensive or to contain all
relevant information. Statements made herein
that are not attributed to a third party source
reflect the views and opinions of ZAIS.
Forward-Looking Statements. These materials
may contain statements that are not purely
historical in nature but are “forward-looking
statements”. In some cases, you can identify
forward-looking statements by terms such as
“anticipate,” “believe,” “could,” “estimate,”
“expect,” “intend,” “may,” “plan,” “potential,”
“should” and “would” or the negative of these
terms or other comparable terminology. These
forward-looking statements include, among
other things, projections, forecasts, estimates or
hypothetical calculations with respect to income,
yield or return, future performance targets,
sample or pro forma portfolio structures or

portfolio composition, scenario analysis, specific
investment strategies or proposed or pro forma
levels of diversification or sector investment.
These forward-looking statements are based
upon certain assumptions, some of which are
described herein. Prospective investors are
cautioned not to place undue reliance on such
statements. No representation is made by ZAIS
as to the accuracy, validity or relevance of any
such forward-looking statement and the
recipient agrees it is solely responsible for
gathering its own information and undertaking
its own projections, forecasts, estimates and
hypothetical calculations. Actual events are
difficult to predict, are beyond ZAIS’s control,
and may substantially differ from those assumed.
All forward-looking statements included herein
are based on information available on the date
hereof or such date specified and ZAIS does not
assume any duty to update any forward-looking
statement contained herein. Some important
factors which could cause actual results to differ
materially from those in any forward-looking
statements include, among others, the actual
composition of the investment portfolio, any
defaults to the investments, the timing of any
defaults and subsequent recoveries, changes in
interest rates, changes in currency rates and any
weakening of the specific obligations included in
the portfolio. Accordingly, there can be no
assurance that estimated returns or projections
can be realized, that forward-looking statements
will materialize or that actual returns or results
will not be materially lower or higher than those
presented. The value of any investment, and the
income from it, may fall as well as rise.
Accordingly, there can be no assurances that an
investor will receive back all or any of the
original capital invested. Further, the eligible
investments may be leveraged and the portfolio
of eligible investments may lack diversification
thereby increasing the risk of loss.
ZAIS Group (UK) Limited. ZAIS Group (UK)
Copyright © 2019 by ZAIS Group, LLC.
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Limited is a company registered in England with
number 08908933 and whose registered office
is c/o Dixon Wilson, 22 Chancery Lane, London
WC2A 1LS, United Kingdom. ZAIS Group (UK)
Limited is authorized and regulated by the
Financial Conduct Authority in the United
Kingdom. ZAIS Group (UK) Limited’s
authorization by the FCA does not imply a
certain level of skill or training. Investors will not
benefit from the rules and regulations made
under the Financial Services and Markets Act
2000 for the protection of investors, nor from
the Financial Services Compensation Scheme in
the United Kingdom. Nothing herein excludes
any liability which ZAIS is not permitted to
exclude by applicable law.
ZAIS Group (UK) Limited. ZAIS Group (UK)
Limited is a company registered in England with
number 08908933 and whose registered office
is c/o Dixon Wilson, 22 Chancery Lane, London
WC2A 1LS, United Kingdom. ZAIS Group (UK)
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Financial Conduct Authority in the United
Kingdom. ZAIS Group (UK) Limited’s
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