December 29, 2018

THE 10-YEAR/2-YEAR YIELD CURVE AS A PREDICTOR

OF MARKET VOLATILITY

eResearch Corporation is pleased to provide an article, courtesy of Scott Barlow of The
Globe & Mail, with a commentary on the 10-year/2-year yield curve ratio being a predictor of
market volatility. This article, reproduced below, was sourced from the December 29" edition
of The Globe & Mail, page 24 of the Business Section.

The US. vield curve is important as a predictor of market volatility
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but for investors, I think it's more
important as a predictor of market
volatility.

Volatility, as measured by the CBOE Vol-
atility (VIX) Index, is a vital concept for eq-
uity investors, There have been brief peri-
ods such as the late 1990s when the S&P
500 and the VIX have risen at the same

he US. yield curveis getting a lot of
I attention as a recession indicator

time, but rising volatility is usually associ-
ated with sustainably weak markets. In this
sense, predicting the VIX provides guid-
ance as to when to reduce portfolio risk.

Mermill Lynch equity and quantitative
strategist Savita Subramanian is among
the prominent market forecasters who
look to the yield curve to predict future
market volatility. The method is plotted in
the accompanying chart, which I have pre-
viously described as “the most interesting
chartin finance.”

The blue line represents the U.S. yield
curve - the 10-year U.S. Treasury yield mi-

U.S. YIELD CURVE SIGNALS VOLATILE EQUITY MARKETS AHEAD
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A curve inversion -
when the 10-year
yield falls below the
two-year yield - has
preceded all recent
U.S. recessions.
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nus the two-year US. Treasury yield. The
data are plotted inversely to better show
the trend - arising line represents a flatten-
ing yield curve. The purple line is the VIX
index, butlagged 36 months to better show
the correlation with the yield curve. This
means that the last data point, plotted at
Nov. 30, 2015, is actually the most recent
monthly data at the end of November,
2018.

If historical patterns persist, the VIX
index, and thus market volatility, is set to
follow the yield curve steadily higher in the
coming years. This implies far less friendly
equity market conditions than investors
enjoyed between March, 2000, and late
2017. Theyield curve alsoretains itsreputa-
tion as an effective predictor of U.S. eco-

nomic recessions. A curve inversion
when the 10-year yield falls below the two-
year yield - has preceded all recent U.S.
recessions.

Importantly, the yield curve was not as
widely followed by strategists and inves-
tors when it last signalled a recession
ahead of the financial crisis. There has his-
torically been a 14-month average delay be-
tween a curve inversion and a recession,
but with more market participants follow-
ing the yield curve now, markets are likely
to react much more strongly if it does
invert.

100 University Avenue, 5t Floor, Toronto, ON M5J 1V6



