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Does Yield Curve Inversion Precede a Recession or Not? 
 

In the June 2017 edition of Portfolio Points, we addressed the classic bear flattening pattern 
developing in the fixed income markets with a widely held view that the Fed would continue its 
tightening posture into 2018.  Today, our situation is very similar to a year ago except the target rate 
is 75 bps higher and inflation remains below the Fed’s 2.0% threshold.     
 
The prevailing question today is whether we see three or four rate hikes in 2018.  This question will 
decide if the yield curve inverts or not.  If there are four hikes, presumably in September and 
December 2018, while the 10-year Treasury remains trade bound in the 2.80% to 3.10% area, then 
it’s conceivable we will see an inverted yield curve.  So, you may ask yourself what are the prospects 
for a growing economy if there’s negative term structure (i.e. 10-year/two-year inversion)?   To 
address this issue let’s turn to the Federal Reserve Bank of San Francisco for answers.   
 
In a recent article presented by Michael D. Bauer and Thomas M. Mertens of the Federal Reserve 
Bank of San Francisco titled “Economic Forecasts with the Yield Curve”, the authors noted how 
accurate of a predictor the inverted yield curve was in forecasting an economic downturn.   In fact, 
researchers Bauer and Mertens proffer a forecasting rule they believe accurately predicts a 
forthcoming recession.  The question then becomes at what level of a term spread (positive or 
negative) is reliable enough for predicting a recession.  The best answer appears to be a term spread 
that is approximately close to zero.  If the term spread turns negative, then there is a stronger 
relationship for an ensuing recession in the following six months to two years.   
 
But, if the term structure stays above ‘zero’, is there a reasonable chance to avoid a recession?  
Evidence suggests the odds improve statistically once the term structure goes negative.  Basically, 
a negative term spread seems to have an adverse effect on the outlook for the economy when 
compared to a low but positive term spread.   
 
On the following page is a graph of the yield curve spread going back to 1955 using the Treasury 
benchmarks 10-year and one-year Treasury Notes.  Overlay this yield curve spread history with the 
official recession periods according to the National Bureau of Economic Research (NBER) and you 
can confirm the accuracy in predicting an economic slowdown.  It's worth noting the average lead 
time before a recession is two years once the curve inverts.  
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Of course, there are some explanations why this inversion to recession relationship exists.  For 
example: 1) Economic expansions are typically followed by a recession, ok that works!  2) During 
economic expansions the Fed generally raises short-term rates gradually to avoid in anticipation of 
an over-heated economy, like what we have witnessed since 2015; 3) Long-term rates generally 
reflect future economic conditions or expectations of future economic growth.   
 
However, once short-term rates increase over a period then future economic prospects begins to 
turn negative and long-term yields begin to look to lower future rates as the economy falters.  This 
all seems reasonable on the surface, but is there a way to predict if we are heading into a recession. 
 
 

Lower levels of unemployment equals inflation and higher interest rates?   
Not so fast… 

 
Unemployment and inflation continue to be hot topics of discussion. It is a long-held belief that 
inflation and employment have an inverse relationship, high measures of inflation often are seen 
when the unemployment rate is low.  Conversely, low inflation – high unemployment.  The May 
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Labor Department report showed the unemployment rate to be 3.8%, a low level to be certain. But 
a low unemployment rate does not necessarily mean high inflation. 
 
Conventional wisdom often suggests that low unemployment creates inflation as employers begin 
to compete with each other for workers and pass on some of the eventual increased labor costs to 
the end consumer, in the form of higher prices. One problem with the theory is that low 
unemployment is not the same as high employment. In addition to identifying Americans as either 
working or being unemployed, the federal government puts adults into a third category: out of the 
labor force (OLF). 
 
These two categories of unemployed workers throw a bit of a wrinkle in the unemployment number, 
as both employment and unemployment can fall at the same time if enough people move from the 
unemployed category to OLF category.  The difference between unemployed and OLF is whether 
the jobless person is actively looking for work. This categorization prevents confusing a retiree or a 
full-time student (OLF) with a non-working individual who is actively seeking new employment 
(unemployed). 
 
Increases in the number of people considered OLF will reduce the unemployment rate without 
changing the number of people who currently do not have a job.  So, perhaps it is possible to 
experience reduced levels of unemployment and not have the accompanying increase in the rate of 
inflation. 
 
Many factors influence the prices that consumers pay for goods and services, and certain pressures 
which may push prices higher could very well be sulking in the shadows, not seemingly ready to 
show their face.  The economy appears to be growing and inflation often runs hand-in-hand with 
growth and expansion – yet it is just not clear that the labor market is foreshadowing a robust 
increase in inflation.  
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