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If the yield curve inverts, will a recession follow? Not necessarily,
given how far from normal the current expansion and Fed rate
hike cycle are. Investors should instead watch out for volatility
sparked by recession fears and especially challenged traditional
income sources.
Yield curve inversion is creating a buzz in financial headlines and providing fodder for
water cooler conversations among monetary policymakers, economic forecasters
and market watchers. While the implications of a flattening yield curve for the current
economic expansion are far from straightforward, we believe the impact to investors is
clear. The low interest rate environment will challenge traditional income investors for the
foreseeable future.

Yield curve inversion dynamics and implications
Let’s quickly refresh how yield curve dynamics work. The yield curve shows interest rates
across maturities, with short-term yields typically lower than long-term yields. The yield
curve normally slopes up: Long-term rates are often higher because, all else equal, longterm investments carry inherent risks associated with time, including the risk that inflation
could erode returns. Short-term interest rates are more closely tied to the Fed funds rate,
the main policy tool of the Federal Reserve. In a tightening cycle, when the Fed is raising
rates, short-term yields rise faster than long-term yields, thereby flattening the yield
curve. Indeed, the typical Fed rate hike cycle ends with an inverted yield curve as the Fed
pushes short-term rates above long-term rates.
Yield curve inversion seems to be on everybody’s mind. The chart on page 2 shows
the difference between 2-year and 10-year government bond yields. It doesn’t take
sophisticated econometrics to see an important pattern emerge. Market participants,
policymakers and investors take note when the yield curve flattens because every
recession since the 1960s has been preceded by an inverted yield curve.

HISTORY SHOWS 2-10 TREASURY SPREAD INVERSION PRECEDES RECESSIONS
Basis points
300

200

100

0

-100

-200

-300

1976

1982

1988

1994

2000

2006

2012

2018

Source: Macrobond, as of 10/16/2018. Shaded areas represent NBER-dated recessions. Y-axis shown as basis points difference
between 10-year government bond yield and 2-year government bond yield.

Today’s economy is strong and carries significant forward momentum. But our
expansion is now in its 10th year, making it among the longest in the post-WWII era,
which naturally raises questions about how long economic growth can continue
uninterrupted. However, the relationship between an inverted yield curve and recession
is so notable that statistical models that predict risk of recession in the near term often
use yield curve inversion as the most statistically significant variable.
So here we are again, watching what may feel like a rerun. The Fed has raised the policy
rates 200 bps so far in this tightening cycle, and while the 2-year yield has moved up
179 bps, the 10-year yield has risen only 75 bps.1 The spread between these two yields
has narrowed from 266 bps at the end of 2013 to only 24 bps at the end of Q3 2018,
a trend that has accelerated as the Fed has gained more confidence in its rate hikes.
Given that the Fed is telegraphing four more rate increases by the end of 2019, it is
understandable that the markets are focused on the possibility of yield curve inversion.2

Inversion, recession, repeat? Not so fast!
While the historic link between an inverted yield curve and a recession is too powerful to
ignore, it is also far from straightforward. First, there is a problem of causation. There is
no reason why, in and of itself, an inverted yield curve should cause a recession. It is true
that a flat or inverted yield curve could reduce banks’ incentive to lend, limiting credit
creation through this traditional mechanism. But most credit creation in our economy
comes directly from credit markets and other non-bank lenders.3
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“A flat yield curve is in part a reflection of the
low-interest environment that has challenged
core fixed income performance throughout this
economic expansion.”
Second, the relationship between yield curve inversion and a recession really hinges
on a classic Fed “overshoot.” In these prior tightening cycles, the Fed has proactively
raised rates significantly above the neutral rate in an effort to slow the economy in
reaction to inflation-driven overheating. These Fed rate hike cycles average 190 bps per
year — a rapid pace of policy adjustment.
I am as wary as anyone of claiming that this time is different. However, this rate hike
cycle has been anything but typical. This is due, in part, to the exceptional nature of
the Fed cutting interest rates down to zero during the financial crisis. The Fed has been
extremely cautious in raising rates, averaging a gradual 56 bps of rate hikes per year
during this cycle.
This economic expansion has also been far from normal. The economy is growing
significantly faster than estimates of potential growth, and the unemployment rate
is 3.7%,4 below the Fed’s estimate of the equilibrium rate of 4.5%.5 Yet, despite this
expansion’s longevity, economists are hard put to find evidence of building inflationary
or wage pressure. The PCE deflator has averaged 1.5% during this expansion and 1.2%
over the past five years.6 Key measures of wage growth are also well below levels seen
in prior expansions.
Finally, there are international factors holding down long-term interest rates that are
amplifying yield curve flattening and could encourage yield curve inversion. Quantitative
easing programs in other developed financial centers are elevating bond prices.
The European Central Bank continues to hold its short-term policy rate negative and
to actively purchase bonds, although its purchase program is set to wind down in
2019. The Bank of Japan aims to keep long-term yields close to zero and, at the end of
the third quarter, the 10-year yield was 0.13%. In today’s global financial markets, this
puts downward pressure on U.S. long-term rates. When U.S. rates rise, or U.S. bond
prices sell off, international investors view it as a good buying opportunity to capture
enhanced income.

Investors’ double trouble with the curve
The yield curve has already flattened significantly over the past five years, so where do
we go from here? Fed policy and the broad macroeconomic outlook point to this trend
continuing in the coming quarters, with yield curve inversion possible sometime in 2019.
For the economy, yield curve inversion does not automatically start a countdown to a
recession. While an inverted yield curve has preceded prior recessions, the timing has
varied, ranging from 10 months to two years. Moreover, long-term interest rates could
be pushed down by some international event, like an emerging market crisis or a broad
flight to quality, causing the yield curve to invert.
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We expect the Fed to maintain its slow and gradual pace, so long as inflation remains
contained. This atypical, milder rate hike cycle means the economy is more likely to
adjust slowly to higher rates without adverse shocks to consumers or businesses.
Economic growth could slow, but not necessarily retreat.7
For investors, an inverted yield curve would have two important implications. The first
is higher volatility. Yield curve inversion will almost certainly trigger alarm bells from
statistical models that use the slope of the yield curve as a key variable in predicting
probability of recession. Amid model-driven warning signs, some forecasters could
start calling for a recession. This does not necessarily mean forecasters will be right.
Economists are notoriously bad at predicting the timing of a downturn. But heightened
concern about a recession could cause volatility to rise sharply.
Second, the flat yield curve is in part a reflection of the low-interest environment that
has challenged core fixed income performance throughout this economic expansion.
The Fed is expecting policy rates to return to neutral sometime in 2019, but neutral is still
a long way from “normal” by any historic comparison. As our economy races ahead at
above-trend growth, long-term interest rates are still stuck in a structural downtrend that
will likely keep yields low and income challenged for some time.
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1 Rate comparisons are made between yields at the close of business on December 16, 2015, the first Fed funds rate hike of this cycle, and
the close of business on September 28, 2018, the last day of the third quarter.
2 Economic projections of the Federal Reserve Board members and the Federal Reserve Bank presidents, made September 26, 2018, show
the median Fed funds rate projected at 3.125% by the end of 2019.
3 For the U.S., 80% of nonfinancial corporate debt financing occurs directly through capital markets, with 20% occurring through banks
(U.S. Federal Reserve, Flow of Funds).
4 Bureau of Economic Analysis, September unemployment rate, as of October 15, 2018.
5 Economic projections of Federal Reserve Board members and Federal Reserve Bank presidents, September 2018.
6 Bureau of Economic Analysis, FS Investments, as of October 15, 2018.
7 For further reading on the predictive power of yield curve inversion, see “Information in the Yield Curve about Future Recessions,” FRBSF
Economic Letter, August 27, 2018, and “(Don’t Fear) The Yield Curve,” FEDS Notes, June 28, 2018.
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All investing is subject to risk, including the possible loss of the money you invest.

