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Summary
•	The yield curve has inverted prior to each of the five most recent recessions.
•	In early July 2018, the yield curve flattened to 30 basis points. Historically, the
lag time between flattening to 30bps and inversion has varied greatly.
•	Once the yield curve has inverted, the subsequent recession has typically begun
more than a year-and-a-half later.
•	In the past, the S&P 500 has appreciated more than 20% from when the yield
curve inverted until the cycle’s stock-market peak about 18 months later.
•	We respect the consistency of the yield curve as a precursor to recessions, but
unique factors in the current business cycle could impact its usefulness as an
economic signal in this environment.

S

ince early 2011, an important financial metric known as the “yield curve” has
been “flattening,” with some market participants and pundits concerned it will
soon “invert” and cause the next recession. In this white paper, we will discuss
the relevance of this interest-rate measurement, the historical relationship between
the yield curve, recessions and bear markets and potential implications in the current
business cycle.

The Relationship between Interest Rates and Risk
It may be helpful to begin by reviewing the historical relationship interest rates and risk.
When an investor (or bank, etc.) lends money, he looks to be compensated for the risk
he assumes for making the loan. These risks include:
•	
Credit risk: The risk a borrower will default on his loan repayments and the lender
will not be returned the full amount of his principal.
• Interest rate risk: The risk that interest rates will rise at some point after the loan
is made. All else equal, had the lender waited, he could have earned the higher
rate now prevalent in the market. Because of the inverse relationship between
interest rates and bond prices, the market value of the loan or bond the lender
holds would then be lower.
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The longer an investor’s funds are tied up in the loan, the more time possible for
things to go wrong. Therefore, in most cases, longer loan terms require higher interest
rates to compensate.

The Yield Curve
This relationship between the level of interest rates and the number of years to a loan’s
maturity is often depicted graphically as a “yield curve,” as shown in Exhibit 1.
EXHIBIT 1: THE YIELD CURVE

Sources: Investopedia; Clayton Wealth Partners (CWP).

Here, the amount of time to maturity, or length of the loan, is represented by the
x-axis, while the level of interest rates, or yield, is plotted on the y-axis. The positive
relationship between interest rates and length of time is illustrated by the line that
slopes up and to the right.
The yield curve is not static. Over time, various forces influence the rates of different
maturities in different ways, where the shape of the yield curve will flatten or steepen
relative to its shape at a different date. Notice in Exhibit 2 how the yield curve as of
June 29, 2018 “flattened” compared to the yield curve one year prior. Here, the curve
flattened because short-term yields (or yields on the “short end of the curve”) rose
more than long-term yields (or yields on the “long end”).
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EXHIBIT 2: A FLATTENING TREASURY YIELD CURVE

Sources: Treasury.gov; CWP.

An “Inverted” Yield Curve
During periods of economic stress, the yield curve can “invert”—an uncommon phenomenon
where interest rates are higher at the short end and lower at the long end. An inverted yield
curve is demonstrated in Exhibit 3. Note that the curve now slopes down and to the right.
EXHIBIT 3: AN INVERTED YIELD CURVE

Sources: Investopedia; CWP.
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There are several reasons why the yield curve might invert. One scenario involves the
Federal Reserve increasing its benchmark rate, which can push up rates on the short end,
while investors simultaneously anticipate economic stress and flock to the safety of longer-term bonds, pushing down longer-term rates.

The Significance of an Inverted Yield Curve
Historically, an inverted yield curve has been a consistent precursor to recession. In
fact, an inverted yield curve has preceded each of the five (5) most recent recessions, as
shown in Exhibit 4. Here, the spread, or difference, between yields on 10-year Treasurys
and 2-year Treasurys is plotted over time on the x-axis. The spread falls into negative
territory on the y-axis once the yield on the longer 10-year bond is less than that of the
2-year bond. We have highlighted in red on Exhibit 4 the first instance of an inverted curve
for each of the past five business cycles. Notice how the yield curve inverted prior to each
recession. (Each recession is indicated by the shaded areas.)
EXHIBIT 4: INVERTED YIELD CURVES PRIOR TO RECESSIONS

Many pundits point to an inverted yield curve as a “predictor” of the next recession. We
prefer to refer to an inverted yield curve as a “precursor” to recession. We acknowledge this
may be a subtle difference, but we think it’s an important one. The business cycle consists
of recurring ebbs and flows of economic activity—by definition. Therefore, as long as
business cycles exist, there will always be a “next” recession. And, as we shall see, the yield
curve has historically been a relatively imprecise timing tool.
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How Quickly the Yield Curve Inverts Once it Flattens
On July 2, 2018, the spread between 10-year and 2-year (10yr-2yr) yields flattened to
30 basis points (bps) for the first time during the current cycle.1 The range of time lags
from 30bps to inversion for previous cycles is wide. Historically, it has taken anywhere
from one month to about 4.5 years, as shown in Exhibit 5.
EXHIBIT 5: HISTORICAL TIME LAGS FROM 30 BPS TO INVERSION

Sources: National Bureau of Economic Research (NBER); Federal Reserve Bank St. Louis (FRB St. Louis); CWP.

How Quickly Recession Begins Once the Yield Curve Inverts
Once the yield curve inverts, the subsequent recession has typically begun more
than a year-and-a-half later. As shown in the data in Exhibit 6, in no instance did
a recession begin immediately upon inversion, with the shortest time lag between
inversion and recession about three calendar quarters.
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EXHIBIT 6: HISTORICAL TIME LAGS FROM INVERSION TO START OF SUBSEQUENT RECESSION

Sources: NBER; FRB St. Louis; CWP.

Performance of U.S. Equities after Yield Curve Inversion
Historically, the S&P 500 has appreciated more than 20% from when the yield has inverted until
the cycle’s stock-market peak about 18 months later. The data in Exhibit 7 shows that the market
peak did not coincide with the date of yield-curve inversion in any of the past five business cycles,
and cumulative price gains for the S&P 500 in each of them were measured in double digits.
EXHIBIT 7: S&P 500 PERFORMANCE FROM YIELD-CURVE INVERSION TO MARKET PEAK

Sources: NBER; Morningstar Direct; CWP.
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Timing of the Market Peak and Nature of the Subsequent Decline
In the past, the S&P 500 has tended to reach its cycle peak about a calendar quarter
before the start of recession, as the equity markets often anticipate economic changes
about a quarter or two in advance.2 Please see Exhibit 8.
EXHIBIT 8: DATES OF S&P 500 CYCLE PEAKS AND RECESSION STARTS

Sources: NBER; Morningstar Direct; CWP.

Unique Characteristics of the Current Business Cycle and
Potential Implications for the Yield Curve
In our opinion, the consistency of an inverted yield curve as precursor to recessions
and bear markets should be respected. But each business cycle is different in its own
important way. We’ve identified a couple of factors unique to the current one that may
impact the usefulness of an inverted yield curve as a signal in this environment.
•	
Manipulation of interest rates by global central banks. The Federal Reserve is
well into its current rate-hiking cycle, placing its benchmark rate in a range between
1.75% and 2%, which has helped push up rates of different maturities in the United
States. Meanwhile, as of this writing, the European Central Bank has left its benchmark interest rate at 0% and the Bank of Japan’s remains at negative 0.1%.
Differences in rates of global central banks extend to their sovereign debt and
likely impact investor behavior. As of June 29, 2018, the yield on a 10-year U.S.
Treasury was 2.85%, compared to 0.31% and 0.03% for the 10-year government
debt of Germany and Japan, respectively. Global bond investors may find more
value in higher-yielding U.S. debt, keeping a ceiling on U.S. interest rates.
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The implication here is that U.S. interest rates on the long end of the curve
may not rise as high as they normally would. Ultra-low, manipulated rates in
much of the rest of the developed markets potentially act as an anchor for U.S.
rates. This introduces at least the possibility that the yield curve could invert
prematurely, generating a false positive indication of future economic stress.
•	
Tariffs and trade wars as a potential exogenous shock. As of this writing, certain
tariffs and retaliatory tariffs between the United States and a number of its global
trading partners have gone into effect. While the amount of tariffs actually implemented thus far is relatively minimal, additional, much higher tariffs are being
discussed.
We believe this is an example of the type of event from outside an otherwise
normally-functioning economy that could meaningfully impact the economy’s
trajectory. When exogenous shocks occur, economic indicators or relationships
can breakdown or fail to respond in a timely fashion. In other words, economic
damage leading to recession could possibly occur without the yield curve inverting prior.

Conclusion
Over the last several years, the yield curve has flattened to a level where market observers
have started to become concerned about it inverting. In each of the past five business
cycles, an inverted yield curve has consistently appeared prior to the beginning of recession. Therefore, we believe it must be respected as an economic signal.
But if history serves as a guide, an inverted yield curve may not portend immediate
dire circumstances. Historically, the beginning of recession has lagged by more than a
year-and-a-half. Meanwhile, equities markets have continued to meaningfully appreciate
once the curve has inverted. Regardless, the yield curve is just one of many metrics
relevant to the business cycle.

NOTES
1	One basis point equals 1/100th of a percentage point.
2	As further rationale for the S&P 500’s anticipatory qualities, consider the Leading Economic
Index, published monthly by The Conference Board to predict future economic activity. The
S&P 500 is one of its 10 components.
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