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“History teaches everything, even the future”
Alphonse de Lamartine
Introduction:
While the yield curve and its ‘shape’ have been a hot topic in
the financial media for nearly a year now, the topic has recently
received more widespread interest. But what is the yield curve, and
why does it receive so much attention?
The yield curve is a graph which depicts the relationship between
yields and maturity for bonds of the same asset class and credit
quality (for simplicity’s sake, the term yield curve in this paper
refers to the yield curve for U.S. Treasurys). The slope and shape
of the yield curve can be measured between two different points,
typically a bond with a shorter maturity and a bond with a longer
maturity. While many financial commentators focus on the
difference in yield between 2-year and 10-year bonds, we prefer to
use the slope between the 3-month and 10-year bonds since the 3-month rate is more closely
tied to the Federal Funds rate. It is also one of, if not the most common rates at which
money is borrowed (i.e., 3-month Libor). Additionally, this tends to be the maturity point on
the curve that the Federal Reserve has historically focused on.
The shape of the yield curve is typically upward sloping, with yields increasing in ascending
order as maturities lengthen. In other words, a normal yield curve is one in which the yields
on short-term maturities, such as the 3-month Treasury, are lower than yields on long-term
maturities, such as the 10-year Treasury. The chart below shows an example of a positively
sloped yield curve. In this example, the curve is relatively ‘steep,’ as the additional yield of
296 basis points (bps) received by moving from the 3-month bond to the 10-year bond is
larger than the historical, long-term average of 160 bps.
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The reason the yield curve tends to be positively sloped is because investors typically
demand additional compensation for the extra risks and uncertainties that come with
committing capital for longer periods of time. The degree to which the curve is sloped
upwards can be driven by lower short-term rates or higher long-term rates.
Short-term interest rates are mostly the result of the monetary policy rate, which is the
Federal Funds Rate in the U.S., and is set by the Federal Reserve. On the other hand, longterm interest rates are driven largely by the market’s expectation of future economic growth
and inflation, the risk premium demanded for owning longer-term bonds (known as the
term premium), and expectations about future short-term interest rates.
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A negatively sloped, or inverted, yield curve, on the other hand, occurs when long-term
yields fall below short-term yields, which is the situation that we find ourselves in today. In
the chart below, the 3-month Treasury (with a yield of 195 bps) is offering a higher yield than
the 10-year Treasury (with a yield of 148 bps).
An inverted yield curve suggests that current monetary policy is too restrictive or ‘tight’ for
what the market expects growth and inflation to be. Therefore, based on the drivers that
impact the shape of the yield curve, the current inversion could be undone by either the
Fed cutting the policy rate (at this point by more than 50 bps), by a pick-up in growth and/or
inflation expectations, or by a combination of the two.
The Importance of Inversion:
The shape of the yield curve is closely followed by investors, since it has historically been
one of the best and most reliable indicators to foreshadow turning points in the economic
cycle. In fact, since 1969, the Treasury yield curve has inverted, with the yield of the 3-month
bond exceeding the yield on the 10-year bond, in advance of all six recessions.
The chart below looks at the 3m/10y spread, which is calculated by subtracting the yield
on the 3-month from the yield on the 10-year and represented by the blue line. The black
horizontal dashed line is zero, which means when the blue line is touching the black
horizontal line, the yield on the 3-month bond and the 10-year bond have the same interest
rate. When the blue line is under the black horizontal line, it means that the yield curve is
inverted. The vertical red shaded areas highlight periods of time that the U.S. economy was
in a recession (REC).
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The yield curve has inverted, on average, 311 days
before the beginning of a recession. However,
as the table below shows, the time between the
yield curve inverting and a recession occurring
has varied between 140 days in 1973 to 487 days
in the lead up to the 2007/08 recession. It is also
important to note that the yield curve needs
to remain inverted for a period of time to be
predictive. In the original study which linked
the relationship between yield curve inversions
and economic recessions, Duke Professor Campbell Harvey used a full quarter as the time
period the curve needed to be inverted to trigger a recession forecast. Subsequent studies
have suggested that the yield curve needs to only be inverted for one month, or possibly only
10 days, to signal a recession. A recession is typically identified as two consecutive quarters
of negative GDP growth.
Is This Time Different?
Market commentators, investment strategists, and central bankers are currently debating
if certain factors present today have undone the historical relationship, making this time
different. Similar debates have occurred in the lead-up to previous recessions.
In early 2000, many investors dismissed the inversion of the yield curve as being related to
technical factors, such as the U.S. buyback of the national debt which was focused on longerterm maturities. In 2006, a common explanation for the low level of long-term rates relative
to short-term rates was the idea that foreign investors – namely, China – were recycling the
dollars earned through global trade into long-term Treasuries.
The main reason proposed for the current ‘this time is different’ view is similar to the case
made in 2000 and 2006 - that technical factors are pushing down longer-term interest rates.
Today, the theory is that the shape of the yield curve has been distorted by the technical
effects of asset purchase programs (known as quantitative easing, or QE) instituted by
global central banks, following the financial crisis. The rationale is that quantitative easing
has suppressed interest rates and has resulted in a global search for yield, particularly by
European and Japanese investors. These yield-starved investors have turned to the U.S. fixed
income markets, which offer the highest interest rates in the developed markets.
While we do acknowledge that some unusual factors exist this time, the above examples
highlight that unusual factors have also existed in the past. We believe it’s risky to not
respect the message provided by the yield curve, particularly an inverted one. The yield
curve, and its shape, contain the wisdom of the largest group of global investors in an asset
class about their future expectations.
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In addition to signaling investor expectations for a slowdown in economic growth,
an inverted yield curve also can lead to slower economic growth. Traditional leading
institutions, such as banks, tend to borrow money using short-term instruments (e.g.,
certificates of deposit) to lend money for the longer-term (e.g., mortgages). When the
yield curve inverts, short-term funding costs are higher than long-term borrowing costs,
producing a negative return. Unsurprisingly, lending institutions stop making loans under
these circumstances, slowing credit creation. This creates a headwind to economic growth
since the global economy is a levered economy, and levered economies contract when credit
creation slows. This is context, it doesn’t really matter what the underlying reason is for the
yield curve being inverted, it only matters that it is inverted.
Outlook:
The New York Federal Reserve’s recession probability model is based on the magnitude
of yield curve inversion, calculating the probability of a recession over the next 12
months since yield curve inversion. The potential for a recession increases with further
and deeper inversion.
At the time of writing, the yield on the
3-month Treasury is 50 bps higher than
the yield on the 10-year Treasury bond,
suggesting a 40% chance of a recession
beginning over the coming 12 months. It is

important to note that this model is based
solely on the yield curve.

Other indicators which have historically
been good predictors of recession, such
as Conference Board Leading Index
of Economic Indicators (LEI) and
Manufacturing Purchasing Managers Index
(PMI), are also suggesting that economic
growth may be slowing. In addition, trade
tensions have created uncertainty, which is
impacting business confidence and spending.
On the other hand, the U.S. consumer – which makes up 70% of GDP growth – remains
in very good shape. Furthermore, the traditional factors which typically are the cause of a
recession – oil supply shocks, inflationary pressure, financial imbalances, fiscal tightening,
industrial sector shocks, and inventory imbalances – do not appear to be present currently.
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Overall, we respect the yield curve and the signals it sends. At present, we believe the odds
of a recession over the coming year have increased to around 30%, which is slightly higherthan-the average probability in any given year for a recession, which is around 15%. It is
important to note that despite a higher-than-average probability of a recession, it is not a
foregone conclusion or, even at this stage, the base case. As discussed above, many of the
traditional causes of a recession are not currently evident. Much will also depend on the
Fed’s willingness to cut its policy rate by a sufficient magnitude, and quickly enough, to help
stimulate growth and steepen the yield curve.
In terms of portfolio management, we are closely monitoring economic data as well as
earnings and comments from individual companies to continue to build our view for the
future path of the economy. As always, we will look to adjust asset allocations as we deem
necessary as economic conditions change.
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