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Yesterday was a day made for pundits. Markets globally declined, with U.S. markets 
falling by roughly 3%. While last week's volatility was attributed to the trade war with 
China, yesterday's volatility was broadly attributed to a near inversion of the U.S. 
treasury yield curve, specifically between the 2 year and the 10 year yield. 

What is the yield curve? The yield curve is simply a plot of the yields available on 
treasuries of varying maturities, generally all the way from 30 day treasury bills to the 30 
year treasury bond yield. A "normal" curve slopes upward as investors require more 
compensation to lock up principal as the promised repayment moves farther into the 
future. Every now and then, the curve becomes abnormal and it inverts. That means the 
yield available on a longer dated treasury is below the yield available on shorter dated 
treasuries.  

Why does it matter? Inversion of the yield curve has historically been a pretty good 
indicator that a recession is coming. Consider the following graph which shows the 
difference between the 10 year yield and the 2 year yield. Recessions are indicated by 
the gray bars. You can see that when the 10-2 spread turns negative, it's generally 
before a recessionary period. It seems this indicator has only provided a false positive 
once in the last 50 years. 

 

 

 



 

The 10 Year Treasury Yield Minus the 2 Year Treasury Yield vs. Recessions.  

 

Take a look at the far right side of the graph. You'll note the 10-2 spread has been 
declining since about the latter part of 2014. Yesterday, the spread narrowed to about 
0.01% - basically, it got very close to inverting. This sent markets into a tailspin. For 
investors, a future recession means a decline in future earnings. And since the value of 
a stock is largely based on expectations of future earnings, an anticipated decline in 
future earnings means the stock is less valuable today.  

 

Ok, let's assume the indicator will once again be correct, now what?  

While the 10-2 spread has a good history of predicting a recession will come, it's not a 
perfect indicator.  

1. It doesn't provide exact timing for when a recession might arrive. Over the period 
covered in the graph above, the signal turned negative anywhere from a year and a 
half to almost three years before a recession finally arrived.  

2. It doesn't tell you anything about the depth of the coming recession, or how long a 
recession might last.  

3. It doesn't tell you anything about how the stock market might react. It is true, 
generally speaking, the stocks decline around a recession. However, reviewing the 
history, the timing of the decline and the timing of the ensuing recovery are very 
different for every recession. 
 Of course we remember the 08 downturn as it's the most recent (and it was 

severe), with the S&P 500 declining 37% in 2008. Losses were fully recovered 
within three years of the bottom in March 2009 for those who stayed the course. 
Returns were positive in 07 and 09. 

 For the 2001 recession, returns turned negative in 2000 and stayed negative 
through 2002. 

 For the brief recession at the end of 1990 and beginning of 1991, the S&P 500 
was significantly positive for both 1989 and 1991, losing only 3% in 1990.  



 

 For the dual recessions of 1980 and early 1982, the only negative year for the 
S&P 500 was -4.9% in 1981. Other years from 1978 to 1984 were all positive.  

 

The point here isn't to suggest that there won't be losses for equities if a recession 
scenario does develop. The point is that knowing a recession is coming and designing a 
successful trading strategy to time through the recession are two very different things. 
To time through the recession, one has to predict when markets will start to decline 
AND when the bottom is in. Unfortunately, the emotional strategy which often develops 
out of reaction is to sell after some losses have been experienced and to get back in 
only once a full recovery has taken hold - effectively selling low and buying high.  

A better alternative may be to give consideration to your overall allocation. For retirees, 
you should not have all your assets in equities unless you have guaranteed sources of 
income (pensions, social security) which cover your living expenses. A reasonable mix 
of fixed income to buffer any downturn and continued equity exposure to provide for 
capital needs 15+ years from now may be a more reasonable approach. For 
accumulators who have no anticipated need for the funds in the near term, after making 
sure a stable emergency reserve is established, look to rebalance and add 
opportunistically on any downturn. Remember, the price of a higher expected long term 
return is volatility. If staying the course is just too uncomfortable, introducing some 
hedges in the portfolio may be an attractive middle-ground.  

If you have any questions on your current portfolio allocation or a strategy to deal with 
uncertainty, please reach out. Let's discuss. 
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Investments have risk, including the risk of loss. Asset allocation and rebalancing are not guaranteed to reduce risk or provide 
positive returns. For more information, contact Sanitas Wealth Management at (303)325-7945 or info@sanitaswealth.com  

 


