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As we embark upon a new year, it’s worth taking a quick look backwards to best assess the future. The coming of 2020 wraps up a wild
decade. 2010 started with animal spirits left for dead by the financial crisis, but 2019 has ended with equities near record highs, volatility
and inflation vanquished, the credit super-cycle on steroids and ultra-low global interest rates. Many are still haunted by the ghost of the
Great Recession.
2019 saw a continuation of 2018’s chaos, as investors dodged political bombs, unpredictable trade wars and ever-present recession
fears. Yields mirrored the uncertainty; as the US 10-year Treasury yield traded in a 1.46% - 2.78% range, the fourth widest since 2010,
every spike in the yield proved to be a short-term head fake. Ever-lower rates were fueled by the Federal Reserve’s pivot from a hawkish
posture to dovish, manifested with three cuts to its Fed funds target rate before settling the year in neutral. Surprise and unwanted
spikes in LIBOR’s replacement, SOFR, rattled markets and spurred questions about the smoothness of the transition.
2019 began with expectations of a meaningful slowdown in global growth, which largely came to pass. 2020 does not, as economic
expansion in the world’s advanced economies is set to modestly advance. Interest rates will be chained to their ranges amid a Fed on
hold, lingering trade wars, geopolitical flare-ups and election uncertainty. Trade policy remains the key unknown for the year ahead,
when a far-reaching US-China compromise seems unlikely. The impact on emerging markets, negative fallout for U.S. businesses, and its
effects on the confidence and spending patterns of consumers will drive markets in the year ahead.
In the following pages, we review the primary drivers for interest rates in 2020, then outline several possible scenarios for the year, each
with a unique set of short and long-term interest rate forecasts.
Regardless of the path ahead, we’ll see a continuation of political challenges, both domestic and abroad, low but respectable economic
growth, slower but solid job creation, rising wages, nascent inflation, flat yield curves and anchored long-term interest rates. For
borrowers, this equates to stable or declining interest expense, low swap rates and inexpensive interest rate caps in the year
ahead.
We wish you a healthy and prosperous 2020!
The Derivative Logic Team
Please refer to the important information, disclosures and qualifications at the end of this material.

First, A Look Back
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HOW DID OUR 2019 FORECASTS FARE? We, and many like us, were way off.

Please refer to the important information, disclosures and qualifications at the end of this material.
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Economic Themes That Will Impact Interest Rates

Please refer to the important information, disclosures and qualifications at the end of this material.

What’s Our Magic Eight-ball Saying?
The story of the global economy in 2019 was a story of trade
conflict. An increasingly isolationist US picked fights with China,
Mexico, Canada and Europe. Acrimony between Japan and Korea
escalated, and the lingering risk of a messy Brexit conspired to drag
global growth down to its lowest levels since the Great Recession.

Consumer Price Index (Inflation)
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Despite the slowdown, the current expansion is in its 11th year and is
now in the record books as the longest since 1854. Growth-killing
inflation or high interest rates are nowhere to be seen, and smart
moves by the Fed amid the ongoing trade tensions will enable
growth to extend well into 2020 and beyond, even as some drivers
fade and consumers dominate the outlook more than ever.
What will drive US growth in 2020? The themes present in the last
half of 2019 provide a good template for what we’ll see this year:
slowing economic activity just strong enough to avoid recession,
respectable consumer spending amid rising wages, and slowing but
solid job creation. Business capex will continue to be absent as a
major growth driver.
While the lack of diversification in growth drivers leaves the US
economy more susceptible to shocks, it will continue to perform
soundly, shouldered by a more cautious but still confident
consumer.

Please refer to the important information, disclosures and qualifications at the end of this material.

Themes That Will Impact Interest Rates
US-CHINA TRADE WAR: Truce but no respite
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Trade conflicts - the US-China trade war in particular - have been
omnipresent in 2019, as news headlines whipsawed bond yields.
These moves brought the overall U.S. growth story into question
in the process.
The peak in trade war uncertainty is probably over, but we won’t
find respite from the conflict this year. Both sides will settle into a
trade “truce,” limiting the risks of a significant new escalation in
2020. A far-reaching agreement on the thornier issues of IP
protections, market access and industrial subsidies to state
businesses will remain elusive, however.
The impact on US growth and interest rates depends less on the
suspension of tariffs and more on the tone of the negotiations
going forward. Should real, incremental progress come to fruition,
downward pressures on US growth and the trade-war-driven drag
on US interest rates would both be alleviated. One thing’s certain:
the longer the trade war remains, the more likely the rate volatility.
While the US-China trade war will continue to serve as a
speed bump to U.S. growth prospects, we’re confident the
Trump administration’s desire to show progress ahead of the
2020 elections will bring a series of mini-deals to inject public
optimism. However, the deeper systematic differences between
the two nations won’t be resolved in 2020, if at all, leaving a
lingering global economic risk for 2020 and beyond.
Please refer to the important information, disclosures and qualifications at the end of this material.

Themes That Will Impact Interest Rates (cont’d)
MIDDLE EAST CONFLICT: Resolution? Don’t
count on it.
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The US Strike which killed Iran’s top general is a game changer for
our annual forecast. The recent Iran flare-up isn’t a trade war
where the outcome can be fairly predictable. The impact to global
economies could be disastrous if there is an escalation with no
end in sight. One thing is certain: The US-Iran squabble will be a
lingering issue humming in the background for all of 2020,
keeping markets on edge.
An otherwise healthy US economy could easily do a U-turn and
erode consumer confidence. European economies remain anemic
with growth expected to stagnate and a likely escalation could
push Europe's already fragile economies over the edge.
Where does the money flow when economies are threatened?
US Treasuries and Gold, which equates to lower interest rates
across the maturity spectrum and higher Gold prices. Being
that the conflict is in the Middle East, oil prices will probably
remain at elevated levels for the foreseeable future. If you
have a vibrant economy, the demand for oil increases, but the
cost is offset by higher wages and “good” inflation. Under the
current situation however, higher fuel prices hits the consumer
harder. Regardless of how the issue evolves from here, expect
at least a slight increase in consumer savings and decline in
spending.
Please refer to the important information, disclosures and qualifications at the end of this material.

Themes That Will Impact Interest Rates (cont’d)
FED TO MARKETS: You’re on your own
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The avoidance of recession, boosts to equity and credit market returns,
and a slow-growing but still solid economy wouldn’t have been
possible without the Fed’s help last year. The Fed wrapped up the last
of three, quarter-point rate cuts in October, matching the size of its
previous “mid-cycle adjustments” in 1995-96 and 1998. Going forward,
the Fed has set a high bar for adjusting rates further and has moved
the monetary policy gearshift firmly to neutral for all of 2020. As such,
we believe that last October’s cut will likely mark the end of the Fed’s
current easing cycle.
Because the Fed’s rate moves historically play a big role driving the
direction of short-term rates, without the Fed’s influence this year,
equity and fixed income markets will move purely in response to
market sentiment. Given we have no shortage of sentiment drivers at
present - think trade wars, geopolitical flare-ups and Presidential
elections - markets will have plenty to chew on in the year ahead.
With a Fed largely out of the picture, and markets left to their own
devices for direction, rates will stick to their well-worn ranges
amid spikes of event-driven volatility. Rest assured however, the US
economic outlook and the trajectory of Fed policy are particularly
beholden to the end result of trade negotiations. If trade talks
collapse, the recent “mini” agreements reverse, or additional
tariffs are imposed, the Fed will be compelled to consider cutting
rates again. However, the Fed’s hurdle to reverse course is high
given sluggish global growth and nascent inflation.
Please refer to the important information, disclosures and qualifications at the end of this material.

8

Themes That Will Impact Interest Rates (cont’d)
LACK OF FED ACTION = LOW RATE VOLATILITY

10-year Treasury yield volatility
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After dropping to all time lows early in 2019, rate volatility came
back with a vengeance following jolts from an escalating US-China
trade war and the Federal Reserve’s pivot toward rate cuts.
Now that the Fed and other central banks (e.g. the European Central
Bank) have successfully engineered shifts toward monetary policy
stasis, the volatility of rates is likely to fall and remain low without
new, unforeseen exogenous shocks. With volatility serving as one of
the main drivers in the cost of rate caps and the levels of swap rates,
borrowers would do well to be on the watch for trouble lurking
around the corner.
Outside of trade wars, the big event to consider is the political risk
of the Presidential election. Over the last 50 years, rate volatility has
typically picked up six months ahead of elections as primaries reveal
the firming positions of both political parties. However, with the Fed
on hold, it’s likely that rate volatility - if it shows up at all - will be
seen only in long-term rates.
The year ahead looks to be one where rates remain in their
current ranges but suffer brief bouts of election and
geopolitical-driven volatility along the way. This low-volatility
view is conditioned on the absence of new catastrophes or a
resurgence of old ones (like trade wars). What’s low volatility
mean to you as a borrower? Inexpensive rate caps and
swaptions.
Please refer to the important information, disclosures and qualifications at the end of this material.

Themes That Will Impact Interest Rates (cont’d)
GEOPOLITICS: Don’t Stay Comfortable
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10-year Treasury yield

S&P

10

US Dollar

The US economy is exposed to unforeseen global events, because
the effectiveness of fiscal and monetary tools of governments
already running at extremely low interest rates is limited. While a
single crisis at one time would be largely manageable, should
several occur in rapid succession or if economic struggles overlap in
several places at once, turmoil could snowball with global effect.
The differing economic agendas of the US, China, and Europe leave
little room for broad cooperation, sadly, adding to the risks. Over the
long term, growing global competition centered on technology will
intensify political battles and strain economic stability even further.
Competition over supply chains and differing regulation surrounding
the intersection of national security, personal privacy, and business
interests may leave the regions even further apart than they are
today. The stark differences in approach to global regulatory
consensus may lead to additional economic espionage.
However, unpredictable US political leadership and clear dominance
in most aspects of both internet and defense technology provides
some comfort in 2020.
The unconventional manner in which the Trump administration
conducts domestic and foreign policy in the face of
Congressional gridlock will keep countries and markets
guessing, anchoring long-term Treasury yields as a result.

Please refer to the important information, disclosures and qualifications at the end of this material.
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Economic Scenarios

Please refer to the important information, disclosures and qualifications at the end of this material.

Scenario One: Bound and Determined
Probability - 55%
•

The US economy muddles along, posting 1.8% annual growth,
down from 2.3% in 2019, thanks to resolution of much that has
been ailing the global economy, specifically US-China trade
tensions and Brexit uncertainty. Inflation stays rangebound,
slightly below the Fed's 2% target. Unemployment hovers around
3.5% as wage growth remains modest.

•

The Federal Reserve, seeking to avoid accusations of influencing
the Presidential election, walks the razor’s edge of holding firm
on rate changes but stands ready to cut anew should trade
tensions flare or if growth becomes anemic.

•

The US-China trade conflict doesn’t materially escalate, as a series
of “mini-deals” is agreed upon. The tough issues of forced
intellectual property transfers and government subsidies to
vulnerable industries remain unresolved, however. Uncertainty
over the status of global trade agreements and the limited fiscal
and monetary intervention by central banks and governments
will lead to market passivity. Legislative gridlock in the US
prevents any meaningful legislation from being implemented.

•

The US 10-year Treasury yield remains in a 1.50%-2.25% range,
with a slight bias toward higher yields. Other long-term interest
rates also remain in their current ranges.

Please refer to the important information, disclosures and qualifications at the end of this material.
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Scenario Two: Geopolitics and Gridlock Dominate
Probability - 35%
•

The US economy slows significantly which greatly increases the
risk of recession. Consumer confidence falls and spending stalls
as savings rise. An already fragile European economy slides into
recession, complicating an already anemic growth rate in the US.
US-China trade tensions ease as focus shifts to geopolitical
conflicts in the Middle East. Brexit uncertainty settles to a low
hum as households and businesses won’t experience meaningful
economic disruptions until 2021.

•

The Federal Reserve, sticks to its current “on hold” stance, but
leans toward a rate cut by mid-year. Overnight repo rates keep
the Fed busy by forcing market interventions as demand for
repos increases substantially.

•

Legislative gridlock in the US prevents any meaningful legislation
from being implemented. Hard-line legislators take a “nocompromise” stance and impeachment proceedings drag on,
resulting in no productive policies being enacted.

•

The US 10-year Treasury yield hovers within a 1.00%-1.75% range
and maintains a bias toward the lower end of the range. The
potential for an inverted yield curve persists. Inflation falls below
the Fed’s target of 2.00%.

Please refer to the important information, disclosures and qualifications at the end of this material.
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Scenario Three: The Party Really Gets Going
Probability - 10%
•

Bolstered by rising wages and strong job prospects,
consumers power the US economy to grow closer to 3%,
which pairs nicely with a rediscovered growth streak out
of China, Europe, and emerging markets.

•

Price and wage Inflation surges on the back of increased
consumer spending, prompting the Fed, after maintaining
its “on hold” stance for the first half of the year, to reverse
course and hike the Fed funds target rate twice. Outsized
U.S. performance provides a tailwind to global growth.

•

Election year theatrics offer ammunition for conversation
and debate, but no impactful legislative measures are
enacted, and President Trump retains the White House
with a divided Congress.

•

The U.S. and China reach a trade truce, while choosing to
leave the toughest issues unresolved.

•

The US 10-year Treasury yield approaches 3.00% over the
course of the year, followed by a move higher in the rest
of the yield curve and with steepening effect.

Please refer to the important information, disclosures and qualifications at the end of this material.
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Our Services
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Independent Derivative & Risk Advisors Providing Interest Rate, Currency and Commodity Hedging Expertise
Strategic Risk Assessment

OUR
SERVICES

ISDA Negotiations

Hedge Advisory & Execution
Services

Derivative Regulatory
Compliance

Hedge Accounting

Yield Maintenance

HedgePRO SaaS
Risk Management
Technology

Debt and Derivative
Valuation
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Disclosure
Any projections, forecasts, opinions or estimates, including without limitation any statement using “expect” or “believe” or “predict”
or any variation thereof, contained in this document are forward-looking statements and are based upon certain current
assumptions, beliefs and expectations that Derivative Logic Inc. considers reasonable or that the applicable third parties have
identified as such. Forward-looking statements are necessarily speculative in nature, and it can be expected that some or all of the
assumptions or beliefs underlying the forward-looking statements will not materialize or will vary significantly from actual results
or outcomes. Consequently, the inclusion of forward-looking statements herein should not be regarded as a representation by
Derivative Logic Inc. or any other person or entity of the outcomes or results that will be achieved by following any
recommendations contained herein. While the forward-looking statements in this document reflect estimates, expectations and
beliefs, they are not guarantees of future performance or outcomes. Derivative Logic Inc. has no obligation to update or otherwise
revise any forward looking statements, including any revisions to reflect changes in economic conditions or other circumstances
arising after the date hereof or to reflect the occurrence of events (whether anticipated or unanticipated), even if the underlying
assumptions do not come to fruition. Opinions expressed herein are subject to change without notice and do not necessarily take
into account the particular investment objectives, financial situations, or particular needs of any or all investors. This report is
intended for informational purposes only and should not be construed as a solicitation or offer with respect to the purchase or sale
of any security. Further, certain information set forth above is based solely upon one or more third-party sources. No assurance can
be given as to the accuracy of such third-party information. Derivative Logic Inc. disclaims any liability should the information or
opinions contained in this or future documents change or subsequently become inaccurate. All information is subject to change
without notice. Past performance is never a guarantee of future results. All rights reserved.
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COMPANY NAME
1234 Long Beach

Los Angeles California

us@derivativelogic.com

415-510-2100

www.derivativelogic.com

