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Has the Yield Gurve Flattened or Steepened? Yes. Wait, What?

With Russia’s invasion of Ukraine pushing commodity prices higher,
snarling already strained global supply chains and weighing on
sentiment - all while inflation sits at historically high levels and the
Federal Reserve has begun to tighten monetary policy (see last
week's FOMC meeting where the Fed Funds Rate was raised 25 basis
points and six more rate hikes were penciled in for 2022), many
market observers are increasingly concerned that the US is on the
precipice of a recession (typically defined as two consecutive quarters
of economic contraction), with any and all of the headwinds noted
above as potential catalysts for an end to our two-year-old expansion.

If there is one data point these prognosticators cite most from

a point of concern, it is the very flat yield curve, or the spread
between the yield on the US 10 Year Note and the yield on the US
2 Year Note, which has tightened to just 21bps (2.15% - 1.94%;
see chart). The yield curve commands such attention as it has
flattened and inverted (meaning, the yield on the 2 Year is higher
than the yield on the 10 Year) prior to every recession of the

past 30 years. Now, many economists don't think the curve can
actually “predict” a recession, but that it can - and does - reflect
economic conditions, and a flat to inverted curve has historically
meant a weaker economy that is more prone to recession.

As to “how"” the curve reflects these conditions, many would point to
the banking system; more specifically, banks borrow short and lend
long, and if there is little spread between short- and long-term rates
there is little incentive for banks to lend (and likely little demand

for their capital). While we agree with these points, we would also
note the 10- and 2-Year is but one part of the curve, and another

- and we think very important - part of the curve has not only not
flattened, but has steepened, and that is the 10 Year Note - 3 Month
Bill, where the spread between the two is near a five year high of
175bps (2.15% - 0.40%; see chart). If the past 30 years are any guide,
both parts of the curve need to flatten and invert before we are at
risk of recession. We are living in very challenging times; that said,
we think the US economy can and will continue to power ahead.
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This week (3/21/2022)

* Richmond Fed Index
Mar

o New Home Sales
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Week of 3/14/2022

* Producer Price Index
NSA Y/Y Feb 10.0%

¢ Existing Home Sales
SAAR Feb 6,020K

Chart source: St. Louis Federal Reserve, March 2022. The views expressed are those of Brinker Capital and are not intended as investment advice or recommendation.
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The US economy is experiencing solid growth to start the year, as evidenced by strength in the labor market, the housing market, and consumer spending. While the geopolitical events in
eastern Europe are cause for concern and are currently weighing on global equity markets, historically, these types of events are not a significant issue for capital markets unless a recession
develops. While growth in the US is accelerating, events may have a larger impact on economies in Europe. Inflation continues to move higher, now helped by higher commodity prices. The
Federal Reserve is expected to raise short-term rates only a quarter of a point at the March meeting, but their path to normalization may need to accelerate if we continue to see persistently
high inflation. Higher inflation continues to weigh on consumer confidence, but spending levels are strong. Fiscal policy is more of a headwind this year and the likelihood of sizeable new
fiscal spending is slim. Treasury yields continue to edge higher, and while we have not yet reached levels that would impact the economy, the yield curve has flattened. We expect continued
market volatility as we experience a normalization of liquidity and policy and heightened geopolitical concerns, a backdrop that is favorable for our active approach.

SHORT-TERM FACTORS (< 6 months)

CHANGE NEGATIVE POSITIVE

Momentum « L Market momentum has weakened and breadth is generally poor
Trend ([ ] Trend has deteriorated; major indices below 200 day moving average
Investor sentiment o Surveys show significantly more bears than bulls, a contrarian indicator
Seasonality () In a mid-term election year, more seasonal suport through April

INTERMEDIATE-TERM FACTORS (6-36 months)

CHANGE NEGATIVE POSITIVE

Fiscal policy Fiscal drag a headwind in 2022; unlikely to see any major new fiscal spending
Monetary policy () Fed may have to more aggressively hike, but balance sheet still supportive for now
Inflation o Persistently high inflation may cause Fed to adjust timeline; weighing on sentiment
Interest rate environment o Yields have moved higher but not yet at concerning levels; curve has flattened
Macroeconomic ® Economic growth continues to be solid (e.g. employment, housing, spending)
Business sentiment ® Business confidence measures declined from recent highs, but remain elevated
Consumer sentiment Survey data show negative sentiment, but not in sync with consumer behavior
Corporate earnings o Broad-based strength in earnings although pace of growth will decelerate
Credit environment ® Corporate credit spreads are widening but still at tight levels relative to history

LONG-TERM FACTORS (36+ months)

Valuation - Equity valuations have moved closer to long-term averages
Business cycle o In an economic expansion period with positive GDP growth since 3Q20
Demographics Emerging markets with more favorable trends overall than developed markets
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