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HOW MUCH SHOULD YOU READ INTO THE RECENT INVERSION

OF THE U.S. YIELD CURVE?
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Do interest-rate cuts by the U.S. Federal Reserve (Fed)
cause recessions? If you consider yourself to be economi-
cally literate, you might smile at the very question. Yet such
an interpretation has been one of many in financial markets
recently, as investors grapple with the mysteries of the yield
curve.

Most recently the catalyst seems to be trade — or more spe-
cifically, the recent escalation of the trade war between the
United States and China. Shortly after the announcement of
additional 10% tariffs on the remainder of imports from Chi-
na, and the subsequent Chinese retaliation, the U.S.-
Treasury yield curve, as measured by 2-year and 10-year
U.S. Treasuries, inverted for the first time since 2007. Mar-
ket commentators and participants were quick to note that
such an inversion of the yield curve correctly "predicted" at
least the last five recessions. Therefore many were equally
quick to treat it as the ultimate recession signal. Are they
right?

Well, to state the obvious, just because inversions of the
U.S. yield curve have preceded some of the last recessions,
it does not mean it "predicts," let alone causes such a
downturn. And the timing is ambiguous at best. On average,
around 20 months passed between a yield-curve signal and
the start of a recession. But there is a lot more to the yield
curve than casual observers realize, which is why we want
to take a closer look in this economic outlook.

Mainstream interpretations of the inverted-yield-curve phe-
nomena start with the basic idea that the yield curve can be
decomposed into two components: investor expectations on
future inflation and of real interest rates. More sophisticated
models add in the compensation investors require for taking
the uncertainty surrounding those expectations — the infla-
tion risk premium and the real-rate premium; the sum of
these is the term premium. Moreover, those components

" https://www.chicagofed.org/publications/chicago-fed-letter/2018/404
2Higher real rate premium and higher demand for shorter dated maturities.

% Since around the end of 2014, here e.g. https://fred.stlouisfed.org/series/T5YIFR

_ While taking the signals from inverted yield curves seriously, we think that the rea-
sons behind them are more multifaceted than commonly thought.

_ Lower inflation expectations and global central-bank easing could weigh on term

_ Political risks remain some of the main drivers of uncertainty.

can be tested statistically for their significance in
"predicting" recessions. One upshot of such exercises is
that, as a recent paper by several Fed economists put it,
that "monetary easing, either current or expected, is associ-
ated with an increase in the probability of a future reces-
sion."" Of course, correlation is not necessarily causation,
historically the Fed has been a little late in reacting to a de-
teriorating economic situation.

Inflation expectations, and the corresponding risk premium,
can reflect a long-term perspective and typically have great-
er influence on the longer end of the curve. Real-rate ex-
pectations tend to be more driven by market perception of
the economy, and of central-bank behavior, and have a
tendency to impact the shorter end of the curve.? Translated
into the current environment, this implies that persistently
low inflation made it more attractive to hold longer-dated
bonds in general. This might have been amplified by the
decline of market-based inflation expectations since the last
recession.® Term premiums cannot be precisely measured,
but several estimates have shown them to be negative
since 2014.* Furthermore, some studies indicate that hold-
ing bonds nowadays corresponds more to hedge against
deflation than to bet on inflation.’ This implies, as long as
the expectations prevail that inflation remains low (i.e. below
the central bank's target) it is beneficial to hold nominal
bonds. And whenever persistently low inflation expectations
coincide with short rates increasing (e.g. Fed-hiking cycle),
it seems like the perfect recipe for an accelerated-yield-
curve flattening. The final piece to get the curve inverted in
an environment when term premiums are compressed
would be an event that imposes a major threat to the econo-
my (e.g. investors search for short-term liquidity), or some-
thing that is judged as such.

Which brings us back to the trade-war escalation. Timing

¢ https://www.newyorkfed.org/research/data_indicators/term_premia.html - decompositions of the term premium are rather rare and mostly not up to date.

5 https://www.ecb.europa.eu/pub/pdf/scpwps/ecbwp2033.en.pdf
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wise, it appears to have been the final trigger to tip the
curve negative. One anecdotal note is that the recently
good news flows with respect to the trade war pushed the
curve back into positive territory. "So what?" — You might
ask. Well, for one thing, it suggests that bond markets ap-
pear not to be particularly sophisticated in thinking about
trade tensions. As we recently argued, "trade wars do not
usually, or even necessarily, cause recessions. They tend
to damage how much existing plants and businesses are
worth in the long term, not necessarily how much of the
remaining capacity might remain idle for a few quarters.
[DWS Quarterly CIO View: Macro — Rising risks as of
8/30/19]" They do, however, tend to increase inflation in the
short-term and leave both parties to the trade war poorer in
the long term than they otherwise would have been. None
of which is necessarily good news for holders of nominal
bonds.

All of this suggests that the markets are very nervous about

OVERVIEW: KEY ECONOMIC INDICATORS

a slowdown, even if they are not sure why that would hap-
pen. The reaction function seems different compared to the
past. The phenomena of a very low term premium, most
likely linked to lower inflation expectations, might seem to
reduce the significance of an inverted yield curve. But is this
the only reason? Recent discussions, like the one at the
Federal-Open-Market-Committee (FOMC) meeting in Au-
gust 2018, suggest that global-central-bank asset-purchase
programs and the global demand for relatively safe assets
could compress term premiums as well.® And it is interest-
ing to observe that inflation expectations started to deterio-
rate around the time the Fed ended its asset-purchase pro-
gram in late 2014. Our conclusion is, that global quantitative
easing and low inflation expectations might have produced
what we call a nervous yield curve. The current episode
appears more sensitive to exogenous shocks than the one
in the past. We take the signal seriously but do not overre-
act.

2018 2019 2020
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2
GDP (% qoq, annualized) 2.5 3.5 2.9 1.1 3.1 2.1 1.8 2.0 2.0 2.2
Core inflation (% yoy)* 1.9 1.9 1.9 1.9 1.5 1.6 1.7 1.9 1.9 1.9
Headline inflation (% yoy)* 21 24 2.0 1.8 1.4 1.4 1.4 1.6 1.7 1.8
Unemployment rate (%) 4.0 4.0 3.8 3.8 3.9 3.7 3.7 3.7 3.7 3.7
Fiscal balance (% of GDP)  -3.5 -3.6 -4.0 -4.1 -4.3 -4.4 -4.4 -4.5 -4.7 -4.6

* PCE Price Index

GLOSSARY

Central bank
A central bank manages a state's currency, money supply and
interest rates.

Correlation
Correlation is a measure of how closely two variables move
together over time.

Deflation
Deflation is a sustained decrease in the general price level of
goods and services.

Federal Open Market Committee (FOMC)

The Federal Open Market Committee (FOMC) is the committee that
oversees the open-market operations (purchases and sales of se-
curities that are intended to steer interest rates and market liquidity)
of the U.S. Federal Reserve.

Hedge
A hedge is an investment to reduce the risk of adverse price move-
ments in an asset.

Inflation

Inflation is the rate at which the general level of prices for
goods and services is rising and, subsequently, purchasing power
is falling.

Nominal
In economics, a nominal value is not adjusted for inflation; a real
value is.

Real interest rate

The real interest rate is the nominal interest rate adjusted for infla-
tion as measured by the GDP deflator.

Recession

A recession is, technically, when an economy contracts for two
successive quarters but is often used in a looser way to indicate
declining output.

Risk premium
The risk premium is the expected return on an investment minus
the return that would be earned on a risk-free investment.

Treasuries

Treasuries are fixed-interest U.S. government debt securities with
different maturities: Treasury bills (1 year maximum), Treasury
notes (2 to 10 years), Treasury bonds (20 to 30 years) and Treas-
ury Inflation Protected Securities (TIPS) (5, 10 and 30 years).

U.S. Federal Reserve (Fed)
The U.S. Federal Reserve, often referred to as "the Fed", is the
central bank of the United States.

Yield curve

A vyield curve shows the annualized yields of fixed-income securities
across different contract periods as a curve. When it is inverted,
bonds with longer maturities have lower yields than those with
shorter maturities.

Yield-curve inversion

A yield-curve inversion is when the yields on bonds with short-
er duration are higher than the yields on bonds that have a longer
duration.

® https://www.federalreserve.gov/newsevents/pressreleases/monetary20180822a.htm
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IMPORTANT INFORMATION: EMEA

The following document is intended as marketing communication.

DWS is the brand name under which DWS Group GmbH & Co. KGaA and its subsidiaries operate their business activities. Clients will be
provided DWS products or services by one or more legal entities that will be identified to clients pursuant to the contracts, agreements, of-
fering materials or other documentation relevant to such products or services.

The information contained in this document does not constitute investment advice.

All statements of opinion reflect the current assessment of DWS Investment GmbH and are subject to change without notice.

Forecasts are not a reliable indicator of future performance. Forecasts are based on assumptions, estimates, opinions and hypothetical
performance analysis, therefore actual results may vary, perhaps materially, from the results contained here.

Past performance, [actual or simulated], is not a reliable indication of future performance.

The information contained in this document does not constitute a financial analysis but qualifies as marketing communication. This market-
ing communication is neither subject to all legal provisions ensuring the impartiality of financial analysis nor to any prohibition on trading
prior to the publication of financial analyses.

This document and the information contained herein may only be distributed and published in jurisdictions in which such distribution and
publication is permissible in accordance with applicable law in those jurisdictions. Direct or indirect distribution of this document is prohibited
in the USA as well as to or for the account of US persons and persons residing in the USA.

DWS Investment GmbH 2019

IMPORTANT INFORMATION: UK

Issued in the UK by DWS Investments UK Limited. DWS Investments UK Limited is authorised and regulated by the Financial Conduct Au-
thority (Registration number 429806).

DWS is the brand name of DWS Group GmbH & Co. KGaA. The respective legal entities offering products or services under the DWS
brand are specified in the respective contracts, sales materials and other product information documents. DWS, through DWS Group GmbH
& Co. KGaA, its affiliated companies and its officers and employees (collectively “DWS”) are communicating this document in good faith and
on the following basis.

This document is a financial promotion and is for general information purposes only and consequently may not be complete or accurate for
your specific purposes. It is not intended to be an offer or solicitation, advice or recommendation, or the basis for any contract to purchase
or sell any security, or other instrument, or for DWS to enter into or arrange any type of transaction as a consequence of any information
contained herein. It has been prepared without consideration of the investment needs, objectives or financial circumstances of any investor.
This document does not identify all the risks (direct and indirect) or other considerations which might be material to you when entering into a
transaction. Before making an investment decision, investors need to consider, with or without the assistance of an investment adviser,
whether the investments and strategies described or provided by DWS, are suitability and appropriate, in light of their particular investment
needs, objectives and financial circumstances. We assume no responsibility to advise the recipients of this document with regard to chang-
es in our views.

We have gathered the information contained in this document from sources we believe to be reliable; but we do not guarantee the accuracy,
completeness or fairness of such information and it should not be relied on as such. DWS has no obligation to update, modify or amend this
document or to otherwise notify the recipient in the event that any matter stated herein, or any opinion, projection, forecast or estimate set
forth herein, changes or subsequently becomes inaccurate.

DWS does not give taxation or legal advice. Prospective investors should seek advice from their own taxation agents and lawyers regarding
the tax consequences on the purchase, ownership, disposal, redemption or transfer of the investments and strategies suggested by DWS.
The relevant tax laws or regulations of the tax authorities may change at any time. DWS is not responsible for and has no obligation with
respect to any tax implications on the investment suggested.

This document contains forward looking statements. Forward looking statements include, but are not limited to assumptions, estimates,
projections, opinions, models and hypothetical performance analysis. The forward looking statements expressed constitute the author's
judgment as of the date of this document. Forward looking statements involve significant elements of subjective judgments and analyses
and changes thereto and/ or consideration of different or additional factors could have a material impact on the results indicated. Therefore,
actual results may vary, perhaps materially, from the results contained herein. No representation or warranty is made by DWS as to the
reasonableness or completeness of such forward looking statements or to any other financial information contained in this document.

PAST PERFORMANCE IS NO GUARANTEE OF FUTURE RESULTS.

© DWS 2019
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IMPORTANT INFORMATION — APAC

DWS is the brand name of DWS Group GmbH & Co. KGaA. The respective legal entities offering products or services under the DWS

brand are specified in the respective contracts, sales materials and other product information documents. DWS Group GmbH & Co. KGaA,
its affiliated companies and its officers and employees (collectively “DWS Group”) are communicating this document in good faith and on the
following basis.

This document has been prepared without consideration of the investment needs, objectives or financial circumstances of any investor.
Before making an investment decision, investors need to consider, with or without the assistance of an investment adviser, whether the
investments and strategies described or provided by DWS Group, are appropriate, in light of their particular investment needs, objectives
and financial circumstances. Furthermore, this document is for information/discussion purposes only and does not constitute an offer, rec-
ommendation or solicitation to conclude a transaction and should not be treated as giving investment advice.

DWS Group does not give tax or legal advice. Investors should seek advice from their own tax experts and lawyers, in considering invest-
ments and strategies suggested by DWS Group. Investments with DWS Group are not guaranteed, unless specified.

Investments are subject to various risks, including market fluctuations, regulatory change, possible delays in repayment and loss of income
and principal invested. The value of investments can fall as well as rise and you might not get back the amount originally invested at any
point in time. Furthermore, substantial fluctuations of the value of the investment are possible even over short periods of time. The terms of
any investment will be exclusively subject to the detailed provisions, including risk considerations, contained in the offering documents.
When making an investment decision, you should rely on the final documentation relating to the transaction and not the summary contained
herein. Past performance is no guarantee of current or future performance. Nothing contained herein shall constitute any representation or
warranty as to future performance.

Although the information herein has been obtained from sources believed to be reliable, DWS Group does not guarantee its accuracy, com-
pleteness or fairness. No liability for any error or omission is accepted by DWS Group. Opinions and estimates may be changed without
notice and involve a number of assumptions which may not prove valid. All third party data (such as MSCI, S&P, Dow Jones, FTSE, Bank of
America Merrill Lynch, Factset & Bloomberg) are copyrighted by and proprietary to the provider. DWS Group or persons associated with it
may (i) maintain a long or short position in securities referred to herein, or in related futures or options, and (ii) purchase or sell, make a
market in, or engage in any other transaction involving such securities, and earn brokerage or other compensation.

The document was not produced, reviewed or edited by any research department within DWS Group and is not investment research. There-
fore, laws and regulations relating to investment research do not apply to it. Any opinions expressed herein may differ from the opinions
expressed by other DWS Group departments including research departments. This document may contain forward looking statements.
Forward looking statements include, but are not limited to assumptions, estimates, projections, opinions, models and hypothetical perfor-
mance analysis. The forward looking statements expressed constitute the author’s judgment as of the date of this material. Forward looking
statements involve significant elements of subjective judgments and analyses and changes thereto and/or consideration of different or addi-
tional factors could have a material impact on the results indicated. Therefore, actual results may vary, perhaps materially, from the results
contained herein. No representation or warranty is made by DWS Group as to the reasonableness or completeness of such forward looking
statements or to any other financial information contained herein.

This document may not be reproduced or circulated without DWS Group’s written authority. The manner of circulation and distribution of this
document may be restricted by law or regulation in certain countries, including the United States.

This document is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or other jurisdiction, including the United States, where such distribution, publication, availability or use would be con-

trary to law or regulation or which would subject DWS Group to any registration or licensing requirement within such jurisdiction not currently
met within such jurisdiction. Persons into whose possession this document may come are required to inform themselves of, and to observe,

such restrictions.

Unless notified to the contrary in a particular case, investment instruments are not insured by the Federal Deposit Insurance Corporation
("FDIC*) or any other governmental entity, and are not guaranteed by or obligations of DWS Group.

In Hong Kong, this document is issued by DWS Investments Hong Kong Limited and the content of this document has not been reviewed by
the Securities and Futures Commission.
© 2019 DWS Investments Hong Kong Limited

In Singapore, this document is issued by DWS Investments Singapore Limited and the content of this document has not been reviewed by
the Monetary Authority of Singapore.
© 2019 DWS Investments Singapore Limited
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