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US President, Donald Trump (“Trump”) raised the stakes 

again in July by threatening to impose tariffs on virtually all 

imports of Chinese goods. US Congress is pushing Trump 

to be tough on China because American voters are 

negative on trade. China will however not easily back 

down, with the Chinese government responding in kind to 

Trump’s trade threats. The People’s Bank of China (“PBoC”) 

has also allowed the CNY to depreciate to cushion the 

trade blow, as shown in Figure 1. It is not clear whether the 

PBoC purposefully depressed the CNY or whether they 

simply failed to lean against market pressures. Either way, 

it is a dangerous approach because it has clearly raised 

Trump’s ire. 

Figure 1: CNY weakening more than expected 

Japan enjoyed booming economies in the early 1970s 

and mid-1980s and thus had the luxury of placating the 

US by adjusting monetary policy and thereby 

appreciating their currencies. Today, it is difficult to see 

how either Europe or China can afford significant 

monetary policy tightening that generates major bull 

markets in their currencies. Neither the European Central 

Bank (“ECB”) nor the PBOC will alter their policy stances 

until their own economic and inflation dynamics warrant 

it. It is also unlikely that the Bank of Japan will raise the 

10-year yield target to strengthen the JPY.  

As for the US Federal Reserve (“Fed”), we doubt that the 

Federal Open Market Committee (“FOMC”) will be bullied 

into keeping rates lower than the committee members 

deem appropriate. The Fed is more open and 

independent today than in the 1970s and 1980s. Even if 

Fed Chairperson, Jerome Powell (“Powell”), were 

amenable, any hint that he is being politically 

manipulated to change course would result in a bond 

market riot that would rattle investors to their core. More 

likely, the Fed will stick to its current game plan and ignore 

Trump’s tweets.  Powell could not have been any clearer 

in his July Congressional Testimony: "With a strong job 

market, inflation close to our objective, and the risks to the 

outlook roughly balanced, the FOMC believes that – for 

now – the best way forward is to keep gradually raising the 

federal funds rate." 

Investors should also not be fooled by the uptick in the US 

unemployment rate in June. The rise reflected a jump in 

the labour force participation rate. However, the labour 

force figures are notoriously volatile and there is no 

upward trend evident in the participation rate. The real 

story is that the labour market continues to tighten: The 

number of people outside the labour force who want a 

job, as a percentage of the total working-age population, 

is back to pre-recession lows. The Employment Cost Index 

for private sector workers shows that wage growth is 

accelerating. The New York Fed's Underlying Inflation 

Gauge, which leads core CPI inflation by 18 months, has 

already jumped to almost 3.5%. The Minutes from the 

mid-June FOMC meeting included a lengthy discussion of 

the growing signs of inflation pressure and labour 

In addition to raising the stakes in the ongoing tit-for-tat 

tariff spat, Trump has taken the next step in the broader 

trade war by accusing some major trading partners of 

outright currency manipulation. The script appears to be 

following previous times that the US sought trade 

adjustment via tariffs and currency re-alignment: The early 

1970s and the so-called 1985 Plaza Accord.  

Adjusting currencies on a sustained basis however 

requires much more than simply “talking down” the USD. 

There must be major changes in relative monetary and/or 

fiscal policies versus US trading partners. On the fiscal 

front, expansionary US policy is working against the desire 

to have a weaker USD and a smaller trade deficit. We do 

not foresee Trump having any success in changing the 

broad thrust of global monetary policy either: Europe and 



Figure 2: Expected real Fed funds rate 

shortage. Firms are responding to the lack of qualified 

labour by offering training, automating and boosting 

wages. Anecdotal evidence suggests that bottlenecks 

and other cost pressures are boiling over in the 

transportation sector: Despite an acute shortage of truck 

drivers, the average hourly earnings data do not show any 

acceleration in their wages. However, this data does not 

include bonuses, which have been on the rise. The PPI for 

truck transportation services was up 7.7% year-over-year 

in June, while the Cass Freight Index that tracks full-

truckload prices rose 15.9% year-over-year. The latter 

does not even include fuel costs. These pipeline cost 

pressure have clear implications for the inflation trajectory 

and hence the Fed’s policy stance. 

The FOMC expects that the fed funds rate will continue to 

rise and will temporarily exceed its 2.9% estimate of the 

neutral rate. If the true neutral rate is higher than the Fed’s 

estimate, then the FOMC could find itself hiking too slowly 

and the economy could severely overheat. Conversely, 

should the true neutral rate be below 2.9%, the FOMC 

could find itself hiking interest rates too quikly. The yield 

curve serves as an indication of policy tightness: If the 

curve inverts with a few more Fed rate hikes, it would 

signal that the market believes that policy is turning 

restrictive.  

One concern in using the yield curve exclusively to gauge 

policy tightness is that it is possibly not as good a 

recession indicator as it has been in the past. Firstly, there 

is a lot of uncertainty regarding the neutral fed funds rate 

in the post Global Financial Crisis world. Structural factors 

have depressed the neutral rate, including population 

aging and low productivity growth. However, these 

structural tailwinds are now slowly turning into headwinds. 

In addition, cyclical pressures are acting to lift the neutral 

rate: Private credit growth is rising faster than nominal GDP 

growth again. The same is true for housing and equity 

wealth, at a time when the personal saving rate is falling. 

All these imply strong desired spending which, in turn, 

suggests a higher neutral rate of interest. It will be 

important to watch the US housing market; if it remains 

healthy in the face of rate hikes, it means that the neutral 

rate is still above the actual Fed funds rate. 

Figure 2 shows current market expectation for the real Fed 

funds rate, based on the forward overnight indexed swap 

(“OIS”) curve and the forward CPI swaps curve. The real 

Fed funds rate is expected to hover in the 55 bps to 

75 bps range until 2024. It then rises to about 1%, but not 

until almost the end of the next decade. This appears 

overly complacent, suggesting that the risks are to the 

upside for market expectations of the terminal, or neutral, 

short-term interest rate. 

In addition, the term premium on long-term bonds may 

still be depressed due to asset purchases by the Fed and 

other major central banks, again suggesting that the 

curve will more easily invert than in the past. Figure 3 

shows the annual change in the size of G4 central bank 

balance sheets, along with an estimate of the term 

premium in the 10-year government bonds of these 

major countries. Although it is far from conclusive, it is 

consistent with the view that QE has depressed term 

premia worldwide. 

Having said this, it would be wrong to completely dismiss 

a US curve inversion, given its excellent track record. 

Historically, the 3-month/10-year Treasury slope has 

worked better than the 2/10 yield slope in terms of calling 

recessions. An inversion of the 3-month/10-year curve has 

successfully heralded all seven recessions in the past 50 

years with one false positive signal.  
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Nonetheless, the curve tends to be very early, inverting an 

average of almost 12 months before the recession. Given 

the possible distortion to the term premium, we would 

want to see corroborating evidence before jumping to 

the conclusion that an inverted curve is sending a correct 

recession signal. For example, the US and/or global 

Leading Economic Indicators would also need to turn 

negative. 

The bottom line is that a curve inversion would not be 

enough on its own to call an imminent recession. 

Nonetheless, we are not dismissing the message from the 

yield curve either, especially in the context of a trade war 

that could prematurely end the expansion. 

To conclude, Trump seems to be following the 1970s and 

mid-1980s script in seeking US trade adjustment via tariffs 

and currency re-alignment. The current global economic 

fundamentals are however completely at odds with trying 

to use these “tools” to attain Trump’s objectives. Trump is 

single-handedly succeeding in potentially derailing the 

global economic expansion. His actions could also have 

the effect of increasing the US’s trade deficit and 

strengthening the USD – exactly the opposite of what he is 

trying to achieve. These outcomes will however not deter 

Trump from continuing his belligerent trade actions. As 

indication that these actions are starting to bite, we are 

monitoring the US yield curve very closely. Due to various 

unique, distorting factors post the Global Financial Crisis, 

the inversion of the yield curve alone might not be as 

telling as a recession indicator as in the past. Should 

corroborating economic variables however also point to a 

slowdown in economic momentum, the yield curve’s 

message cannot be ignored. 

Figure 3: Have asset purchases influenced the term premia 

Indicator Spot MTD YTD Y-o-Y

Gold 1 221.42   -2.5% -6.3% -3.8%

Brent Crude 74.97        -5.6% 12.1% 42.4%

USDZAR 13.16        -4.1% 6.3% -0.6%

EURZAR 15.42        -3.9% 3.8% -1.4%

GBPZAR 17.29        -4.6% 3.4% -1.0%

JSE All Share TRI 8 268.50   -0.5% -2.2% 7.0%

JSE Resources TRI 2 634.30   -2.8% 15.2% 23.6%

JSE Industrials TRI 14 302.70 -1.5% -5.4% 0.9%

JSE Financials TRI 9 448.23   5.4% -2.7% 16.6%

JSE Listed Property TRI 1 919.13   -0.9% -22.1% -14.0%

S&P 500 2 802.60   3.1% 4.8% 13.5%

Euro STOXX 50 7 226.79   3.5% 2.5% 4.6%

FTSE 100 6 688.10   0.9% 2.6% 8.8%

Nikkei 225 35 430.31 1.1% 0.0% 15.3%

Hang Seng 79 482.28 0.1% -1.6% 9.1%
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