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Is the Bond Market Signaling 
a Recession?

Key Takeaways

• The bond market has once again captured headlines, 

with concerns focused on a potential inversion in the 

yield curve. An inverted yield curve, defined broadly as 

short-term bonds paying more than long-term bonds, 

can signal that economic growth may be slowing 

after having peaked, but doesn’t necessarily mean a 

recession or market crash is imminent. 

• Most recessions in modern history have been 

preceded by an inverted yield curve. However, the 

expert who studied the forecasting ability of the 

yield curve cautioned that a few days of an inverted 

yield curve doesn’t necessarily mean the economy 

will head into recession. In addition, the lag times 

between an inversion and a subsequent recession 

have been long and highly variable – anywhere from 

a few months to more than two years. Finally, for 

the last five recessions, S&P 500 stocks have posted 

average positive returns of 13% during the post-

inversion period and the start of the recession. As 

such, investors should be cautious and not consider 

an inversion as a market timing tool. 

 

One of the most closely watched predictors of a potential 

recession flashed red recently: Something known as an 

inverted yield curve occurred last week. It sounds scary, 

but the yield curve can provide useful information about 

the state of the economy. To better understand what all 

the chatter is about, let’s begin with the basics.

income securities. For example, the Treasury curve drives the 

interest rates you pay on a mortgage or the rate at which you 

collect interest in your savings account.  

Typically, the yield curve graph creates an upward slope, with 

bond yields increasing as the time to maturity increases. 

Investors who purchase bonds with shorter maturities expect 

a lower yield, but those who purchase 30-year Treasury bonds 

expect to get paid extra for taking a longer risk – hence the 

upward sloping yield curve. 

Why do markets care about this silly graph? Simply put, it has 

historically reflected the state of the economy. When the yield 

curve is upward sloping or “normal,” the market thinks things 

are going to be good or better in the future.
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“Inverted” Yield Curve
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For illustration purposes only

What is a yield curve?
The yield curve is a graphical representation of the yield 

available for bonds of equal credit quality across different 

maturity dates ranging from short to medium to long term. The 

most commonly referenced yield curve is the U.S. Treasury 

curve, which serves as a benchmark for pricing other fixed-
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What is a yield curve inversion?
A yield curve inversion occurs when the yield or interest 

rate on longer-term bonds is lower than the yield on 

shorter-term bonds. In other words, when the yield curve 

is inverted, bond purchasers get paid less for tying up their 

money for longer periods of time, which is counterintuitive 

to the usual investing expectation of higher rewards for 

longer risk. However, long-term investors may decide to 

settle for these lower returns if they believe it is their last 

chance to lock in current rates before they fall even lower. 

Because falling interest rates generally indicate slower 

economic growth, an inverted yield curve is often taken as 

a sign that the economy may soon be slowing or headed 

toward a recession.  

What happened with the yield curve 
recently?
Late last year, the yield on the five-year Treasury dropped 

below the two-year and three-year Treasury yield. It was 

the first time any part of the yield curve has inverted since 

2007, before the start of the Great Recession. And while 

the inversion last year was considered only “partial,” it could 

be interpreted as investors speculating the economy would 

likely be better in five years than in two or three years. Last 

week, the yield curve inverted more, with the yield on the 

10-year Treasury bond falling below the three-month yield. 

Such an inversion has preceded each of the last seven 

recessions, according to the Federal Reserve Bank of 

Cleveland. However, another key indicator that economists 

watch is the difference between the two-year and 10-year 

yield curve, which continues to remain positive. 

Why did the yield curve invert?
There are several factors impacting today’s yield curve. 

Short-term interest rates are driven by the actions of the 

Federal Reserve (Fed). The Fed raised short term rates 

seven times over the past two years, and those rate hikes 

have forced up the three-month yield higher.

Longer-term interest rates, on the other hand, are driven 

by growth, inflation expectation, and investor sentiment. 

Longer-term Treasury yields have been falling this year, 

due in part to worries that economic growth is slowing 

around the world.  When investors become nervous, they 

often abandon stocks and other risky assets and flock to 

Treasuries, which are among the world’s safest investments.  

High demand for bonds will, in turn, send yields falling.  

Bond yields and prices move in opposite directions, 

meaning the more buyers there are, the lower the yields 

offered. In addition, foreign demand for U.S. bonds also 

remains high as U.S. Treasuries offer far more attractive 

rates relative to those overseas. In fact, the yield on both 

the 10-year German bund and 10-year Japanese bond are 

currently negative, which means investors essentially have 

to pay the government to hold their money safe. 
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Should investors be worried?
An inverted yield curve is an important signal and 

something to which investors should pay close attention.  

However, there are nuances that investors must evaluate 

to understand the full implication.  First, an expert who 

analyzed the forecasting ability of the yield curve cautioned 

that a short period of inversion doesn’t necessarily mean 

the economy will head into a recession.  Barron’s highlights 

a study by Campbell Harvey, a Duke University professor 

whose research first showed the predictive power of the 

yield curve, in which Mr. Harvey states: “I have been 

analyzing the yield curve for more than 30 years – my 

dissertation at the University of Chicago showed that an 

inverted yield curve, where short-term rates are higher than 

long-term rates, led to a recession within 12 to 18 months.” 

However, his study stressed that an inversion “must be 

realized for a full quarter – not merely a few days” before 

it can credibly be said to be sending a clear signal.  So far, 

2-10 Year Yield 
Curve Inverts

Recession 
Starts

Months from Inversion 
to Recession

S&P 500 Price Return From 
Inversion to Recession

08/18/78 02/01/80 17.7 9.9%

09/12/80 08/01/81 10.8 4.3%

12/13/88 08/01/90 19.9 28.5%

05/26/98 04/01/01 34.7 6.1%

01/31/06 01/01/08 23.3 14.7%

Average 21.3 12.7%

Median 19.9 9.9%

An Inverted Yield Curve Isn’t Trouble Immediately

Source: LPL Research, FactSet, NBER, 07/05/18

the yield curve inversion is merely telling us the economy 

is slowing down – which is not surprising given the length 

of the current recovery.  Second, even when the yield 

curve provides a true signal of recession, it doesn’t say 

how far away it is. According to the Schwab Center for 

Financial Research, the lag times between an inversion and 

a subsequent recession have been long and highly variable 

– anywhere from a few months to more than two years. In 

fact, the yield curve inverted two years before the Great 

Recession. As such, an inversion is certainly not the best 

timing indicator for a recession. Finally, an inversion does 

not translate to immediate doom for equities. According to 

a study by LPL Research, for the last five recessions that 

were preceded by an inversion, economic growth continued 

to accelerate for an average of 21 months, and the S&P 500 

index rose an average of 13%, before the recession officially 

started.  

The yield curve inversion should not be used as a retirement planning tool or a market timing tool to exit and enter the markets. 

Rather, it should spur a discussion about whether investors have the right risk tolerance and time horizon to ride out the next 

downturn. That’s the most important point in the yield curve discussion, and in our ongoing conversations about long-term 

investing.
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Disclosures

This commentary is not intended as investment advice or an 

investment recommendation. It is solely the opinion of our 

investment management team at the time of writing. Nothing 

in the commentary should be construed as a solicitation to buy 

or sell securities. Past performance is no indication of future 

performance. The author has taken reasonable care to help 

ensure that the information is accurate. 

Some of the data used including data for indices, charts and 

graphs, has been obtained from third party providers. The 

data is believed to be reliable and is subject to revision. The 

commentary is given for informational purposes and is not a 

solicitation to buy or sell a security or strategy. The information 

is not intended to be used as the sole basis for financial 

decisions, nor should it be construed as advice designed to 

meet the particular needs of an individual’s situation. GFPC has 

taken reasonable care to help ensure that the information is 

fairly presented. Diversification does not protect against loss.

Investment advisory services offered through Global Financial 

Private Capital, LLC. 

Securities offered through GF Investment Services, LLC.


