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Why has the yield curve flattened?

The yield curve has been flattening since the FOMC started raising the federal funds rate back in 2015.  
Remember that the FOMC sets the short-end of the yield curve.  The long-end of the Treasury yield curve 
has stayed low, which means the entire curve has flattened.  Recall that the market sets the long-end of 
the yield curve.  The long-end of the yield curve has stayed low for various reasons:

 • Absence of the term premium – estimates of the term premium have been close to zero or even 
negative since around the time the Fed started their quantitative easing programs.  During quantitative 
easing, the Fed’s balance sheet expanded from $900 million in 2008 to $4.5 trillion in 2015 as the Fed 
purchased Treasuries and mortgage backed securities (MBS) in an attempt to keep long-term interest 
rates low and inject liquidity into the financial system.

 • Low global interest rates – while the 10-Year Treasury yield of 2.41% is low relative to its own history, 
the current yield is still higher than many global rates.  Due to weak inflation and economic growth forecasts, 
and their own versions of quantitative easing, 10-Year yields in Japan and Europe are currently negative.  
The Japanese and German 10-Year yields ended the quarter at -0.08% and -0.07% respectively.  Due to 
the ongoing Brexit saga, the 10-Year yield in the UK is 1.00%.  Therefore, US yields are still comparatively 
attractive for global investors.

 • Expectations of future inflation and economic growth – Treasury securities are considered close to 
“risk free” because the principal and interest payments are backed by the US government.  In general, 
when expectations for future inflation and economic growth are low investors will turn to Treasuries 
because they are considered safe.  Core PCE inflation has averaged about +1.6% over the last 10-years, 
which has helped to keep rates low. When expectations for inflation and economic growth are poor (i.e. 
investors expect a recession) there is a “flight to safety” as investors rush to buy Treasuries, which pushes 
prices up and yields down.  

What is a yield curve inversion?

A yield curve inversion occurs when short-term maturities have higher yields than longer-term maturities.  
An inversion is the market’s sign of a pessimistic economic outlook.  Historically, an inversion usually means 
the market is forecasting an economic recession or slowdown.  The inversion usually occurs when there 
is a “flight to safety” and investors buy longer-term Treasuries.  In this scenario, investors expect the Fed 
will likely cut short-term rates, which explains why they would be willing to accept lower yields for longer 
maturities.  Therefore, an inversion is usually the markets way of telling the Fed that it needs to cut rates. 

Did the yield curve invert and what does it mean?

There are two common spreads associated with a yield curve inversion: the 10-Year Treasury minus the 
3-Month Treasury Yield (10YR-3M) and the 10-Year Treasury minus the 2-Year Treasury Yield (10YR-2YR).  
The Fed typically favors the 10YR-3M measure while many investors choose to focus on the 10YR-2YR.  
At Winthrop Wealth Management, we watch each of them closely and both are part of our Recession 
Dashboard.  The 10YR-3M spread first inverted on March 22nd but was back to positive territory by the 
end of the quarter while the 10YR-2YR measure is still positive.  (Yes, that also means that the 3-Month 
Treasury Bill has a higher yield than the 2-Year Treasury Bond).  Over the past few days, several members 
of the Fed have downplayed their concern about the inverted 10YR-3M spread but stated they would 
become increasingly worried if the inversion persists for weeks or months.  
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10YR – 3M Treasury Spread (1960 – 2019)  

10YR – 2YR Treasury Spread (1976 – 2019)  

First Month of 
Inversion

Interest Rate at 
Inversion

First Month of 
Recession

Months Between 
First Inversion 
and Recession

Months between 
First Inversion 

and S&P 500 Peak

Approximate S&P 
500 Return from 
Inversion to Peak

September‐1966 5.02% December‐1969 40 26 51%
June‐1973 6.94% November‐1973 5 4 8%

November‐1978 8.86% January‐1980 14 15 33%
October‐1980 12.46% July‐1981 9 1 11%
May‐1989 8.60% July‐1990 14 8 14%
July‐2000 6.03% March‐2001 8 2 6%

February‐2006 4.55% December‐2007 22 20 26%
Median 6.94% 14 8 14%
Average 7.49% 16 11 21%

10‐Year Treasury ‐ 3‐Month Treasury Yield Spread

First Month of 
Inversion

Interest Rate at 
Inversion

First Month of 
Recession

Months Between 
First Inversion 
and Recession

Months between 
First Inversion 

and S&P 500 Peak

Approximate S&P 
500 Return from 
Inversion to Peak

December‐1967 5.70% December‐1969 24 11 15%
March‐1973 6.73% November‐1973 8 7 1%
August‐1978 8.39% January‐1980 17 18 24%

September‐1980 11.86% July‐1981 10 2 13%
January‐1989 8.98% July‐1990 18 12 25%
June‐1998 5.45% March‐2001 33 27 38%

December‐2005 4.39% December‐2007 24 22 30%
Median 6.73% 18 12 24%
Average 7.36% 19 14 21%

10‐Year Treasury ‐ 2‐Year Treasury Yield Spread
 

Source: Bloomberg
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Going back to the 1960s, there have been seven instances of a 10YR-3M and 10YR-2YR inversion that preceded 
a recession.  We focused our analysis only on periods where a recession occurred.  There have been several 
instances where a yield curve inversion did not precede a recession (1956 and 1959).  There were also periods 
where the yield curve inverted, went back to positive, and then inverted again before a recession started (1966, 
1989, 1998, and 2005).  We counted inversions based on monthly Treasury yields since 1962 and recessions 
based on official National Bureau of Economic Research statistics.  

A few observations about the data:
• A yield curve inversion before each of the last seven recessions is notable.  However, seven is a small   

sample size. 
• The previous instances of yield curve inversions occurred at much higher interest rates than present levels.  

Current US Treasury Yields: 3-Month: 2.38%, 2-Year: 2.26%, and 10-Year: 2.41%.  As mentioned, there are 
several reasons why long-term interest rates have stayed low (absence of term premium, low global rates, 
low expectations for inflation and economic growth).

• There has been a significant lag between an inversion and a recession or market peak.
• The S&P 500 has historically performed very well in the periods between inversion and recession.

Does this mean a recession is imminent? 

As always, we will remind our clients not to overreact to a single data-point and highlight that a yield curve in-
version is only an indicator – it does not in and of itself cause a recession.  The Fed has also had internal debates 
over whether an inversion is a reliable recession indicator.  From the September 2018 FOMC minutes: “on the 
one hand, an inverted yield curve could indicate an increased risk of recession; on the other hand, the low level 
of term premiums in recent years – reflecting, in part, central bank asset purchases – could temper the reliability 
of the slope of the yield curve as an indicator of future economic activity.”  (Note that this kind of non-committal 
answer is exactly why President Harry Truman once famously asked for a “one-handed economist”.)  

Over the past few weeks, I’ve heard just about every economic and market prediction possible based on the 
inverted yield curve.  Opinions have ranged from “it doesn’t matter, ignore it” to “it matters a lot, a recession is 
looming”.  Rather than focus on the yield curve inversion in isolation, we believe it is important to consider it in 
the context of other economic data.  Going forward, we believe the inversion is another statistic that indicates 
the US economy is slowing from last year.  We expected the economy to slow year-over-year due the diminish-
ing effects of fiscal stimulus and declining global growth.  Throughout the quarter, several pieces of economic 
data were below peak-2018 levels, including, Manufacturing and Services PMIs, Retail Sales, and the Conference 
Board Leading Economic Indicators Index.  While the data confirms a slowdown in 2019, we feel it is too early to 
sound the alarm on an imminent recession.  On a more positive note, the labor market is still strong, the consum-
er is in good shape, and housing data has started to rebound as interest rates have declined.  Please see page 12 
for our full market outlook.  
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Index YTD 1YR 3YR  5YR 2018 2017 2016 2015 2014
S&P 500 13.65% 9.48% 13.26% 10.73% ‐4.40% 21.82% 11.95% 1.37% 13.68%
Russell 3000 14.04% 8.75% 13.25% 10.16% ‐5.25% 21.12% 12.72% 0.47% 12.55%
Dow Jones Industrial Average 11.81% 10.03% 16.12% 12.09% ‐3.53% 28.11% 16.50% 0.21% 10.04%
Nasdaq 16.81% 10.66% 17.67% 13.99% ‐2.81% 29.73% 8.97% 7.11% 14.83%
S&P 400 14.49% 2.58% 11.07% 8.08% ‐11.10% 16.23% 20.73% ‐2.18% 9.74%
Russell 2000 14.57% 2.01% 12.78% 6.75% ‐11.03% 14.63% 21.28% ‐4.41% 4.90%

Index YTD 1YR 3YR  5YR 2018 2017 2016 2015 2014
MSCI EAFE 9.98% ‐3.71% 8.05% 2.24% ‐13.79% 25.03% 1.00% ‐0.81% ‐4.90%
MSCI Europe 9.94% ‐8.22% 7.26% 0.64% ‐16.90% 28.06% 1.34% ‐1.42% ‐8.39%
MSCI Japan 6.66% ‐7.84% 9.33% 5.72% ‐12.88% 23.99% 2.38% 9.57% ‐4.02%
MSCI China 18.64% ‐7.64% 15.63% 8.68% ‐19.77% 54.68% ‐0.32% ‐8.99% 6.81%
MSCI Emerging Markets 9.91% ‐7.41% 11.15% 3.55% ‐14.57% 37.28% 11.19% ‐14.92% ‐2.19%
MSCI ACWI ex US 10.31% ‐4.22% 8.79% 2.47% ‐14.20% 27.19% 4.50% ‐5.66% ‐3.87%

Index YTD 1YR 3YR  5YR 2018 2017 2016 2015 2014
Bloomberg Barclays US Agg 2.94% 4.48% 2.04% 2.76% 0.01% 3.54% 2.65% 0.55% 5.97%
Corporates 5.14% 4.94% 3.66% 3.74% ‐2.51% 6.42% 6.11% ‐0.68% 7.46%
High Yield 7.26% 5.93% 8.57% 4.66% ‐2.08% 7.50% 17.13% ‐4.47% 2.45%
Munis 2.90% 5.38% 2.69% 3.74% 1.28% 5.45% 0.25% 3.30% 9.05%

Fixed Income Markets

US Equity Markets

International Equity Markets
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DISCLOSURES 

The economic forecasts set forth in this material may not develop as predicted and there can be no guarantee that strategies promoted 
will be successful.

Content in this material is for general information only and not intended to provide specific advice or recommendations for any indi-
vidual.

Investing involves risk including loss pf principal.

There is no guarantee that a diversified portfolio will enhance overall returns or outperform a non-diversified portfolio. Diversification 
does not protect against market risk.

Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values will decline as interest rates rise and bonds are 
subject to availability and change in price.

International investing involves special risks such as currency fluctuation and political instability and may not be suitable for all inves-
tors. These risks are often heightened for investments in emerging markets.

The fast price swings in commodities and currencies will result in significant volatility in an investor’s holdings.

All indexes mentioned are unmanaged indexes which cannot be invested into directly.  Unmanaged index returns do not reflect fees, 
expenses, or sales charges.  Index performance is not indicative of the performance of any investment.  Past performance is no guar-
antee of future results.

The Standard & Poor’s 500 Index is a capitalization weighted index of 500 stocks designed to measure performance of the broad do-
mestic economy through changes in the aggregate market value of 500 stocks representing all major industries.

The S&P Midcap 400 Stock Index is an unmanaged index generally representative of the market for the stocks of mid-sized US compa-
nies.

The Russell 2000 Index is an unmanaged index generally representative of the 2,000 smallest companies in the Russell 3000 index, 
which represents approximately 10% of the total market capitalization of the Russell 3000 Index.

The prices of small cap stocks and mid cap stocks are generally more volatile than large cap stocks.

The Russell 1000 Growth Index measures the performance of those Russell 1000 companies with higher price-to-book ratios and higher 
forecasted growth values.  

Russell 1000 Value Index measures the performance of those Russell 1000 companies with lower price-to-book ratios and lower fore-
casted growth values.

The Bloomberg Barclays U.S. Aggregate Bond Index is an index of the U.S. investment-grade fixed-rate bond market, including both 
government and corporate bonds.

The Barclays Capital U.S. Credit Bond Index measures the performance of investment grade corporate debt and agency bonds that are 
dollar denominated and have a remaining maturity of greater than one year.

The Barclays Capital Municipal Bond Index is a broad market performance benchmark for the tax-exempt bond market, the bonds in-
cluded in this index must have a minimum credit rating of at least Baa.
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DISCLOSURES 

The Barclays Capital US Corporate High Yield Bond index is an index representative of the universe of fixed-rate, non-investment grade 
debt

The MSCI EAFE Index is a free float-adjusted market capitalization index that is designed to measure the equity market performance of 
developed markets, excluding the US & Canada.  The MSCI EAFE Index consists of the following developed country indices: Australia, 
Austria, Belgium, Denmark, Finland, France, Germany, Hong Kong, Ireland, Israel, Italy, Japan, the Netherlands, New Zealand, Norway, 
Portugal, Singapore, Spain, Sweden, Switzerland and the UK.

The MSCI Europe Index captures large and mid cap representation across 15 Developed Markets (DM) countries in Europe*. With 445 
constituents, the index covers approximately 85% of the free float-adjusted market capitalization across the European Developed Mar-
kets equity universe.

The MSCI Japan Index is designed to measure the performance of the large and mid cap segments of the Japanese market. With 322 
constituents, the index covers approximately 85% of the free float-adjusted market capitalization in Japan.

The MSCI India Index is designed to measure the performance of the large and mid cap segments of the Indian market. With 78 constit-
uents, the index covers approximately 85% of the Indian equity universe.

The MSCI EM (Emerging Markets) Index is a free float-adjusted market capitalization weighted index that is designed to measure the 
equity market performance of the emerging market countries of the Americas, Europe, the Middle East, Africa and Asia. The MSCI EM 
Index consists of the following emerging market country indices:  Brazil, Chile, Colombia, Mexico, Peru, Czech Republic, Egypt, Greece, 
Hungary, Poland, Qatar, Russia, South Africa.  Turkey, United Arab Emirates, China, India, Indonesia, Korea, Malaysia, Philippines, Taiwan, 
and Thailand.

The Dow Jones Industrial Average is comprised of 30 stocks that are major factors in their industries and widely held by individuals and 
institutional investors.

The NASDAQ Composite Index measures all NASDAQ domestic and non-U.S. based common stocks listed on The NASDAQ Stock Market. 
The market value, the last sale price multiplied by total shares outstanding, is calculated throughout the trading day, and is related to 
the total value of the Index.


