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One of the most reliable signals of a pending recession is when, in the jargon, the yield curve inverts.
This sounds like a fancy phrase, but it simply means that investors demand to be paid more for a
short-term loan than for a long-term one.

Normally, this demand makes no sense. Longer-term loans are riskier than short-term ones, as more
can go wrong. So, you would expect them to cost more and to have a higher interest rate than short-
term loans. The only reason that dynamic would reverse, that the yield curve would invert, is if
investors expect risks to increase substantially very soon—like if they expect a recession. A yield curve
inversion works both theoretically and empirically as a recession indicator. In fact, an inversion really is
the best indicator of a pending recession, which is why we use it in the monthly Economic Risk Factor
Update.

When you look at how a yield curve inversion plays out with Fed policy, though, you can take the
analysis to the next level.

Why does the yield curve invert?

The light blue line in the chart below illustrates the yield curve spread: the difference between the
interest rates on the 10-year and 3-month U.S. Treasury debt. As you can see, when it drops below
zero (i.e., when the yield curve inverts), we have a recession within the next couple of years. So far, so
good.
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But the interesting follow-up question here is, Why does the yield curve invert? There are two
possibilities. First, longer-term rates could drop, while shorter-term rates remain constant. Second,
shorter-term rates could increase, while longer-term rates remain steady. The second possibility would
mean that the Fed is a principal driver of the inversion. Therefore, it ties directly to the current
discussion around the Fed’s interest rate policy and whether it should and will cut rates.

What will the Fed do?

We have seen both of these possibilities play out. But look at the dark blue line in the chart, which is
the change over the prior year in the Fed funds rate. Here, we can see that the more common case is
that when the Fed hikes rates—when the dark blue line rises—we see the spread declining. Fed policy
is clearly the more important factor, over time. It can, as we saw in 1989, 1999, and 2006–2007, push
the curve into inversion and the economy into recession. Which brings us to today.

The Fed has been hiking, slowly but steadily, for a while. Although the year-on-year hikes have peaked
at around 1 percent, rather than the previous 2 percent, we can see the same effect underway. Clearly,
despite the low level of rates and the fact that the hiking path has been slower and smaller, the Fed
has once again pushed the curve down into inversion by raising short-term rates. Any further hikes
would likely push the curve spread even more negative.

As far as policy goes, this situation presents an argument for two things: (1) for no more rate hikes and
(2) for the Fed to cut rates. If the Fed cuts rates 25 basis points, a quarter of a percentage point, that
would take the curve positive again. More cuts would mean an even more stimulative monetary policy.
The idea is that this policy would avert a recession, so the Fed should get going immediately. It is also
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what’s driving current market expectations of an imminent rate cut.

Not so simple

Unfortunately, it isn’t that simple. The Fed isn’t stupid. In all previous inversions, it did cut rates—
substantially. The problem is that, in the past couple of decades, cutting rates after the inversion has
not been sufficient in averting a recession. It worked in the 1980s and 1990s, but it didn’t work in the
2000s. The reason is not entirely clear, but it is likely due to how much lower rates are now than they
were then. As rates get lower, the Fed has less room to cut, and the incremental benefit of a cut gets
smaller. With rates at current levels, there simply isn’t much alcohol left in the bottle that the Fed can
add to the punch bowl.

This is the problem the Fed now faces: cut rates immediately, which likely won’t avoid a recession and
will exhaust limited ammunition, or wait until the recession actually starts to hit and then use the rate
cuts.

What about a pending recession?

Either way, a recession looks increasingly likely, but not immediately. Interestingly, a recession usually
starts only after the rate cuts actually happen and the yield curve un-inverts. This is what I will actually
be looking for as a much more timely signal of the pending recession: not the inversion but the reversal
(again, as you can see in the chart). This situation is just one more example of how economics often
works very differently than what you might think!

The Fed is in a tough spot, exacerbated by current political pressures and trade war concerns. But the
real takeaway is that it may not matter that much what the Fed does. We have to listen and respond,
but we also need to mind the big picture.

Brad McMillan is the chief investment officer at Commonwealth Financial Network, the nation’s
largest privately held Registered Investment Adviser-broker/dealer. He is the primary spokesperson
for Commonwealth’s investment divisions. He is also the author of Crash-Test Investing, a must-read
primer for Main Street investors seeking to help insulate their portfolios against a market crash. This
post originally appeared on The Independent Market Observer, a daily blog authored by Brad
McMillan. Forward-looking statements are based on our reasonable expectations and are not
guaranteed. Diversification does not assure a profit or protect against loss in declining markets.
There is no guarantee that any objective or goal will be achieved. All indices are unmanaged and
investors cannot actually invest directly into an index. Unlike investments, indices do not incur
management fees, charges, or expenses. Past performance is not indicative of future results.
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