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The Inverted Yield Curve 

On one hand many market participants are highlighting the increased level of 

‘uncertainty’ in the global economy, only to follow with a statement 

declaring with ‘certainty’ that the inverted yield curve indicates we’re going 

into a recession. 

So which is it?  That is uncertain.  We highlighted in our Outlook 2019, and 

again in our mid-year update, that 2019 will be a year of migration for fixed 

income – reducing credit risk and interest rate risk through shorter duration 

portfolios.  However, we did not expect long term interest rates to drop to 

the levels recently witnessed, including the 30-year U.S. Treasury dropping 

below 2.0% for the first time ever. 

The Yield Curve is normal when longer term interest rates are higher than 

shorter term rates for the same credit quality instrument.  The curve inverts 

when longer term rates drop below short term rates.  Different individuals 

point toward varying measures, for example the 10-year U.S. Treasury Bond 

vs. the 2-Year Treasury Bond.  If the 10-year rate is lower than the 2-year 

rate, then for that measure the yield curve has inverted.

 

While yield-curve inversions have successfully signaled recessions for the 

past 50 years, the economic downturns can come as far out as 34 months 

afterward, according to a Credit Suisse report. On average, markets rally 

about 15% after the yield-curve inversion. (MarketsInsider) 

However, we tend to agree with Sonal Desai, Ph.D.Chief Investment Officer, 
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Franklin Templeton Fixed Income, where she states, “Government bond markets are still distorted by the major 

role that central banks continue to play. And now the Fed has cut interest rates and signaled the possibility of 

further reductions; the European Central Bank has opened the door to a resumption of quantitative easing. Major 

central banks are essentially inviting investors to ignore the economic data and bet on lower yields.” 

Furthermore, LPL Financial noted that, “We recognize the danger of printing these words, but the current 

environment is profoundly unique. Typically, economic cycles end as inflation climbs, and the Fed responds by 

tightening policy, leading short-term rates to increase faster than longer-term rates, inverting the yield curve, 

and portending recession. The present situation involves falling commodity prices, below-target inflation, an 

accommodative Fed, and a firm U.S. dollar. A variety of geopolitical risks have pushed “safe haven” investors 

into Treasuries, despite sound fundamentals and the rising budget deficit. Consequently, the current yield curve 

inversion is characterized by long-term rates falling faster than short-term rates, increasing investor fears of 

imminent recession.” 

Therefore, we continue to take the inputs economic data and financial markets provide.  As I write, the U.S. 10-

Year Treasury Yield is 1.47% and the U.S. 2-Year Treasury is 1.46%, effectively flat. 

We believe the Great Recession experiment of Central Bank intervention is continuing to play itself out in the 

global financial markets.  We believe this intrusion into the Treasury Market is skewing the interpretation of U.S. 

Treasury rates and look to the ‘normal’ yield curve of both the Municipal Bond and Corporate Bond Markets  as 

outlined below (Raymond James): 

 

To be clear, we are not ignoring the signal of the inverted yield curve, but we also do not believe the entirety of 

economic data points to a recession within the next 18-months.  Therefore, we are certain that the data is 

uncertain and will continue to monitor developments closely as we continue the fixed income migration started 

earlier this year. 
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IMPORTANT DISCLOSURES 

THIS COMMENTARY HAS BEEN PREPARED BY CLEARWATER CAPITAL PARTNERS. THE OPINIONS VOICED IN THIS MATERIAL ARE FOR GENERAL INFORMATION ONLY AND ARE 

NOT INTENDED TO PROVIDE OR BE CONSTRUED AS PROVIDING SPECIFIC INVESTMENT ADVICE OR RECOMMENDATIONS FOR ANY INDIVIDUAL.  ALL ECONOMIC DATA IS DE-

RIVED FROM PUBLIC SOURCES BELIEVED TO BE RELIABLE. TO DETERMINE WHICH INVESTMENTS MAY BE APPROPRIATE FOR YOU, PLEASE CONSULT WITH US PRIOR TO IN-

VESTING. INVESTING INVOLVES RISK WHICH MAY INCLUDE LOSS OF PRINCIPAL. 

This material is not intended to be relied upon as a forecast, research or investment advice, and is not a recommendation, offer or solicitation to buy or sell any securi-

ties or to adopt any investment strategy. The opinions expressed are as of September 2019, and may change as subsequent conditions vary. The information and opin-

ions contained in this material are derived from proprietary and nonproprietary sources deemed by Clearwater Capital Partners to be reliable, are not necessarily all-

inclusive and are not guaranteed as to accuracy.  

The two main risks related to fixed-income investing are interest rate risk and credit risk. Typically, when interest rates rise, there is a corresponding decline in the 

market value of bonds. Credit risk refers to the possibility that the issuer of the bond will not be able to make principal and interest payments. High yield/junk bonds 

(grade BB or below) are not investment grade securities, and are subject to higher interest rate, credit, and liquidity risks than those graded BBB and above. They gen-

erally should be part of a diversified portfolio for sophisticated investors.  Municipal bonds are subject to availability and change in price. They are subject to market 

and interest rate risk if sold prior to maturity. Bond values will decline as interest rates rise. Interest income may be subject to the alternative minimum tax. Municipal 

bonds are federally tax-free but other state and local taxes may apply.  Government bonds and Treasury bills are guaranteed by the US government as to the timely 

payment of principal and interest and, if held to maturity, offer a fixed rate of return and fixed principal value.   
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