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The Four Most Expensive Words on Wall Street 
 
This Time is Different. Those words come to mind as we watch the yield curve flatten after six rate hikes to boost 
short-term rates while the long-end remains higher but stubbornly so. The current shape of the curve, measured by 
the spread between the two-year and 10-year T-Notes, is catching attention at only 50 basis points in yield differential. 
This attention isn’t the good kind as flat yield curves historically have been decent forecasters of a coming recession 
(see chart below). Just a couple weeks ago, this spread was down to 40 basis points, only widening this week as the 
long-end finally breached the 3.03% technical level on the 10-year T-Note. The 3.03% level hadn’t been breached on 
a closing basis since 1/1/14, only tested once again for the first time less than a month ago on 4/25/18. Is this time 
different with our flat yield curve? 
 

An Inverted Yield Curve Has Predicted the Past Seven Recessions 

 
 

Optimism from the recent tax cuts and a second half of 2017 with 3% GDP growth has kept the Fed’s rate hike posture 
fairly hawkish. The FOMC passed on the May meeting, but the Fed Funds futures point to a 75% chance for the next 
meeting on June 13th. Beyond June, the futures get a bit murky the rest of the year with only September’s meeting 
showing over 50% odds of further action. This uncertainty in the futures is in line with Wall Street questioning the 
momentum in the economy despite 3.9% unemployment and solid growth. Inflation continues to remain right around 
the 2% Fed target and growth for the first quarter of 2018 came in below expectations at 2.30%.  
 

The three current key levels: 2.90% GDP growth (last four quarters), 3.9% unemployment and 1.9% (core PCE) 
inflation are the lowest levels ever seen after three years into a rate hike cycle. GDP fell 0.3% from January 2016, 
unemployment dropped 0.5% and inflation only up 0.3%. Not exactly an economy begging for a Fed to tap the brakes. 
While the Fed has neutralized the decade long zero rate policy and quantitative easing we are now in record territory 
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of over 2767 trading days since the last time the yield curve measured by the three-month to 10-year Treasury spread, 
was inverted. The last record stretch of 2265 trading days ended in 1998…you guessed it, with a recession. 
 

 
            Source: CNBC 
 

The history is real and it has certainly got the attention of the various Fed Presidents, voting and non-voting.  With the 
spread between five-year and 30-year Treasuries narrowing last week to the lowest levels in more than a decade (30 
basis points), here are some of their recent comments: 
 

*Dallas Fed President Robert Kaplan, speaking in New York on Tuesday says, “I don’t want to knowingly invert the 
yield curve.” Kaplan is not a policy voter this year. 
 

*James Bullard, President of the Federal Reserve Bank of St. Louis, says Monday the central bank’s policies are to 
blame for the flattening and it should take care not to invert the curve by aggressive rate hikes. Bullard is not a voter 
this year and opposes further rate hikes. 
 

*Bullard says on May 11th that it’s getting close to “crunch time” on yield curve inversion 
 

*Chicago Fed’s Charles Evans, speaking on April 20th, says the yield curve is less of a concern than it had been a few 
months ago, given the increase in deficits that’s being reported and additional funding needs. Evans does not vote on 
policy this year. 
 

*Fed Governor Randal Quarles, speaking April 18th says, “I’m not viewing the current flattening of the yield curve as a 
particular signal of recession.” 
 

John Williams, who will become New York Fed President in June, said April 17th that a truly negative yield curve was 
a powerful recession warning but, “the flattening of the yield curve that we’ve seen is so far a normal part of the 
process, as the Fed is raising interest rates, long rates have gone up somewhat.” Williams, now head of the San 
Francisco Fed, votes on policy this year. 
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*Philadelphia Fed boss Patrick Harker, speaking March 29th, says he expects the yield curve to steepen over the 
medium term but, “if that doesn’t occur in a way that I anticipate, then I’d be willing to slow the pace of increases.” 
Harker doesn’t vote on policy this year. 
 

*Eric Rosengren, President of the Boston Fed, said Jan. 12th that a flatter yield curve doesn’t signal a recession and, 
“I actually am not as worried about it.” 
 

*Atlanta Fed President Raphael Bostic, at an economic forum Wednesday in Augusta, Ga, “I have had extended 
conversations with my colleagues about a flattening yield curve.  We are aware of it. So, it is my job to make sure that 
doesn’t happen.”  
 

A Fed study released on April 3rd found that an inverted yield curve remains a powerful signal of a looming recession 
and that is still the case even if the current ultra-low level of U.S. interest rates are taken into account. With most 
economist expecting a couple more rate hikes yet this year and two to three hikes in 2019, what concerns us is what 
if this time isn’t different and the yield curve is more correct than the economists? It’s notable that by the time the Fed 
hiked for the final time in the previous two cycles, 5-year rates fell 50 basis points or more within 90 days.   Furthermore, 
by the time the Fed cut rates for the first time, rates had dropped by over 100 basis points. 
 

 
             Source: Bloomberg 
 

While we may still have some runway left in this higher rate cycle, the flat yield curve is at least flashing a warning 
signal. After a decade of extremely low investable yields for bank portfolio’s, the current environment that offers 3% 
yields for the first time in nine years, is not one to take for granted. History may not always repeat itself, but it usually 
rhythms.  
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