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We believe the possibility of a recession in the US over the coming two to three years is increasing. Our 
latest forecasts put the odds at 1 in 3. As such, we take a strong signal from the recent (albeit brief) yield 
curve inversion and in the below note, address how our analysis led to this conclusion. Finally, we offer 
some guidance for navigating the road ahead.  

 

Summary 

 

• Historically, when the US yield curve inverts, a recession subsequently occurs, although the lead time can be 

lengthy and historically has varied considerably (~10 months to 3 years).  Hence, using the curve as near -term 

signal is challenging. The US yield  curve, as measured by the spread between the 10-year US Treasury yield and 

2-year US Treasury yield, inverted briefly in early April 2022.  

 

• Many market commentators argued that the inversion in the yield curve does not provide a signal on future 

recession risks. 

 

• In contrast, we think a hard look at the evidence suggests the curve is in fact providing a strong signal about the 

increasing risk of recession in the coming years. We believe the odds of a recession in the US over the coming 

24-36-months are about 1 in 3 (higher than the unconditional recession probability in a typical year), and the 

likelihood of a single quarter of negative growth slightly less than 50%.  

 

• In our latest edition of Vantage Point we discuss the scenarios that in our view may lead to a recession, as well as 

the probability we attach to them. Perhaps the strongest argument for a recession is that central banks made a 

policy mistake during the pandemic, over-estimating its longer-term negative consequences. As a result, they 

loosened policy too much and today’s inflation is in part a result of that mistake.  We may be at the point where 

getting inflation back under control will necessitate a major economic slowdown or possibly recession. Some would 

argue that’s what bond markets are signaling, and the risks are rising, but we think the argument is more nuanced.    
 

• Importantly, even with our view of increasing recession risks, we think long -term bond yields have some room to 

rise further, and equity markets can progress from here. As always, the next recession is inevitably in the future, 

however, the crux of the problem is knowing when.   

 

Yield curve inversion and recessions 

 

An inverted yield curve is a rare state in the bond market. In the past 30 years, the spread between short (2-year US 

Treasury yield) and longer dated note (10-year US Treasury yield) has averaged ~115 bps, but with large swings from 

+280 bps to -50 bps. In the late-1970s and early 1980s, even more extreme inversions occurred. More recently, it 

inverted briefly in early April 2022.  
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Intuitively, because there are expectations of inflation and greater uncertainty over the path for policy rates baked into 

longer-term rates, longer rates should normally be higher than short rates to compensate holders of long bonds.   

 

When short rates exceed longer rates, the bond market may be signaling that monetary policy is too tight and is leading 
to a slowdown in the economy. Historically, when multiple parts of the curve are inverted for a considerable amount of 

time, a recession subsequently occurs, albeit the lead time can be lengthy.   

 

Many commentators have argued that the recent inversion in the yield curve does not provide a strong signal on future 

recession risks. This is because, they say, some segments of the curve are not inverted, and longer -term interest rates 

may be artificially depressed due to a host of factors, most prominently due to quantitative easing (QE).  

 

Is this time different? 

 

In this note we ask, is this time different, as suggested by many? To answer the question upfront, we don’t think it is 

and take a strong signal from the current yield curve inversion. We believe the odds of a recession in the US over the 

coming 24-36-months are 1 in 3, and the likelihood of a single quarter of negative growth slightly less than 50%. In our 

latest edition of Vantage Point we discuss the scenarios that in our view may lead to a recession, as well as the 

probability we attach to them.  

 
The lack of inversion in parts of the curve is not unusual  

 

One observation made by many commentators is that while the 10y-2y spread (also known as “2s10s”) became briefly 

negative recently, some parts of the curve are not inverted, and in fact have widened of late.   

 

While most people focus on the 2s10s, Fed research identifies the 10year-3month spread as the most reliable predictor 

of a recession, and by this measure the yield curve has not inverted yet. In fact, the probability of recession in 12 

months’ time, as calculated by the New York Federal Reserve based on this measure, remains below 10%.   
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Broadly speaking, what we observe today is not unusual. In fact, it is common for distinct measures of the yield curve 

to invert at a different time than the 2s10s ahead of recessions.  

 

 
 

And a dramatic surge in the 3-month US Treasury yield looks all but certain, with forwards indicating that it won’t be 

long until the 10y-3m spread also inverts. While 2s and 10s have increased significantly in recent months, the 3-month 

yield, which is closely tied to the actual Fed Funds rate, has increased by much less since the Fed has lifted the policy 

rate by only 25 basis points (bps) thus far.  

 

Indeed, one major difference from previous hiking cycles is that the Fed is “behind the curve” in hiking policy rates and 

so far, has mostly tightened policy through communicating that the Fed Funds rate will hit nearly 2% over the next 6 

months and 2.8% a year from now. Such expectations have driven the surge in 2-year yields, and as policy rates are 

tightened over the coming Fed meetings, 3-month yields will follow suit.  



 

  

 
 

The lack of inversion in 2s10s real yields is due to distortionary factors  

 

A second observation made by economic commentators is that some of the underlying components of the curve that 

are usually associated with a recession – that is, real interest rates - are also not inverted. In fact, the 2s10s real yield 
curve stands firmly in positive territory.  

 

Historically, the inversion in 2s10s nominal yields has occurred together with an inversion in 2s10s real ( i.e., inflation-

adjusted) yields. This is because real interest rates are even more closely related to the policy stance (the 2 -year 

maturity) and expectations for real economic growth (the 10-year maturity) than nominal yields.   

 

In our view the lack of inversion in the 2s10s real yield curve is explained by unusual factors depressing 1-year real 

yields. First, both current and near-term future inflation are significantly above target, something the Fed has currently 

no control over given the lags with which monetary policy impacts economic growth and inflation in turn.  

 

Second, there are economic/financial stability constraints for how much policy rates can be hiked in the near term – the 

Fed cannot realistically move rates to high single digit levels to bring the real policy rate closer to positive levels today. 

Therefore, very near-term real yields (< 1 year) are trading at extremely negative levels.   

 

Once we strip out from our measure of the real yield curve the factors that are distorting its reading1, we also see an 
inversion in the real yield curve.  

 
1 Specifically, we look at forward rates and focus on 9-year yields minus 1-year yields, 1-year ahead.     



 

  

 
 

Low long-term rates or QT do not make a negative yield curve less informative for predicting recessions  

 

Finally, a third point made by many researchers is that long term interest rates are much lower than in previous decades, 

perhaps artificially low after years of QE, making a yield curve inversion more likely. The argument often follows that 
as quantitative tightening (QT) starts up, the process could go into reverse with long term yields rising sharply and the 

yield curve possibly steeping. 

 

Our view is that historically low long term interest rates are justified by economic reasons, namely low levels of economic 

growth that also increases the probability that a random negative economic shock turns into a recession (that is, GDP 

growth turning negative for two-quarters in a row) - all else equal. 

 

Contrary to received wisdom, we also think that a faster pace of QT would not steepen the curve,  unless it disrupted 

market liquidity, which is not our central view, but would instead make an inversion in the yield curve more likely.  The 

idea that QE keeps yields artificially low and that its reversal, QT, will lead to a dramatic rise in long term yi elds rests 

on the view that central bank balance sheet policies operate to a large extent by impacting demand and supply 

dynamics in the government bond market.  

 

As the argument goes, a fall in the stock of bonds held by the central banks (via QT) implies there will be a greater 

amount of bonds available in the market, leading to an increase in the compensation required by investors to absorb 
more bonds (i.e., the term premium). In other words, greater bond supply and lower prices (higher yields). Given the 

term premium is one of the primary drivers of long term-rates relative to short term rates, such a rise in long term rates 

leads to a steepening in the yield curve. 

 

In our opinion, while there remains uncertainty around the magnitude of the various chan nels through which QE impacts 

interest rates, and this channel may well be important at times, far more important is how QT impacts the broader US 

monetary policy stance, and future economic expectations.  

 

Our argument is as follows: a faster pace of QT would lead to expectations of a tighter policy stance (higher expected 

rates), but also to increased expectations for a slowdown in economic activity - offsetting some of the rise in the average 

policy rate embedded in the 10-year yield in the form of expectations. And as the probability of an economic slowdown 

rises, the term premium falls, because it becomes more desirable to hold a safe fixed income security when the 

economy does poorly. Such a concoction of factors tends to lead to a rise in yields initi ally but also a flattening of the 

yield curve, making a prolonged inversion more likely.  

 



 

  

To put it simply, a faster QT cycle indicates a more aggressive policy tightening and an increasing risk of slowing 

economic growth leading to a recession, which leads to a flattening of the curve and ultimately to lower rates as 

monetary policy reverts to loosening.     

 

 
 

What are the implications for long-term bond yields and equities? 

 

To conclude, even if we believe a recession in the US is a concrete risk in the next few years, we think long-

term bond yields have some room to rise further, and equity markets to progress from here.   

 

We believe long-term bond yields have further room to rise. One regularity in  US markets is that 10-year yields rise as 

long as shorter-term forward rates rise – including ahead of recessions – and we still think short rates may increase 
somewhat further.    

 

That said, long-term bond yields have already surged at an unprecedented speed - such that the drawdown for holders 

of 10-year treasuries has been one of the worst ever recorded. We think the time to go long 10-year USTs may be 

approaching. First, our measures of fair value for 10-year treasuries shows that nominal yields have already 

approached somewhat stretched levels, at least if long-term inflation expectations remain anchored (which we believe 

will be the case). In addition, we note that 10-year yields tend to rise somewhat in the months after an inversion in the 

yield curve but tend to fall after about 9-months on from the inversion.  

 



 

  

 
 

On equities, despite the pessimistic view of this note, we do not think it’s time to turn bearish on the S&P 500.   

 

Historically, there is a lag between the inversion in the yield curve and the local peak in the equity market. In fact, on 

average, the S&P 500 tends rise for about a year after a yield curve inversion before falling.  
 

The reason is twofold: 1) there is often a lengthy lead time between the yield curve inverting and other factors that 

ultimately “break” (e.g., tech bubble in 2000 and housing bubble in 2007); and 2) equity markets tend to fall closer to 

when recessions start as credit markets begin to see stress and high frequency economic indicators begin to indicate 

that activity is quickly slowing. We don’t see that today but will keep a keen eye as this nascent tightening cycle 

progresses.    
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