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US stock markets experienced one of the biggest single-
day selloffs of the year last week after the S&P 500 slid 
2.9% on Wednesday. This coincided with an ominous 
signal from a popular market indicator – a negative 10-2 
Treasury spread. This measure is widely regarded as 
among the most reliable indicators of impending 
recessions. However, it is important for investors to bear 
in mind that no indicator is infallible, and a near-term 
recession is far from certain. 

What is a negative 10-2 Treasury spread? 

The 10-2 Treasury spread is simply calculated as the 
prevailing yield on a 10-year Treasury bond minus the 
prevailing yield on a 2-year Treasury note. When the yield 
of the 10-year bond falls below the yield of the 2-year 
note, the 10-2 spread is negative.  

Under normal economic conditions, the Treasury yield 
curve is generally positively sloped. That is, interest rates 
on longer-term securities are expected to be higher than 
that of shorter-term securities. For instance, banking 
customers expect to earn more in a 5-year CD than they 
would in a 12-month CD. 

During periods of heightened economic uncertainty, 
however, this relationship can break down as investors 
anticipate declining interest rates in the future – 
resulting in an inverted yield curve. Lower interest rates 

normally accompany deteriorating economic conditions, 
since the Federal Reserve may target lower short-term 
inter-bank lending rates to combat rising unemployment 
or to sustain expansionary economic conditions. 

What is the significance of a yield curve inversion? 

The shape of the Treasury yield curve has been evolving 
since late 2018 as market volatility has increased, and 
certain portions of the yield curve have been inverted 
since that time. What is significant about the inversion 
last Wednesday (August 14th) is that it marked the first 
time since the current economic cycle began in 2009 
that the 10-2 spread turned negative. While other parts 
of the yield curve were inverted earlier in the year, many 
market pundits and traders focus specifically on the 10-2 
spread. 

The Federal Reserve reduced the Fed Funds rate in July 
without any notable concerns over prevailing inflation 
and employment conditions, the explicit focus of its 
policy actions. Many market observers believe that the 
Fed was reacting to an increasingly inverted yield curve. 

Over the past 50 years, inversions in the yield curve have 
preceded every US recession. However, there have also 
been instances in which a recession did not immediately 
follow a yield curve inversion. While the inversion is a 
sign that investor anxiety is increasing, it is important to 
objectively consider the fundamentals of the US economy 
to gauge the degree to which any concerns are justified. 

What is the state of the economy? 

Fundamentally, the outlook on the US economy is mixed. 

http://fred.stlouisfed.org/graph/?g=oErI
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While it is true that we are presently seeing weakness in 
manufacturing, housing starts, and business investment, 
consumer spending and employment gains remain 
strong. Much of the deterioration in US growth prospects 
we have witnessed in 2019 are the result of the US trade 
war with China. The University of Michigan’s consumer 
sentiment poll for August shows sentiment falling to its 
lowest level since the start of 2019, with many 
consumers citing tariffs on Chinese imports as a key 
concern. 

There remains a clear backdrop of slowing economic 
growth and falling corporate earnings worldwide, and US 
corporate earnings so far in 2019 are below the record 
earnings of last year. Nevertheless, there are few clear 
signs of the imbalances and excesses that precede many 
recessions, such as high inflation and excessive debt. 

The timing of any future recession is also likely to be 
influenced by the Federal Reserve, which has become 
increasingly vocal about its intent to help sustain the 
present economic expansion. Asset markets appear to 
be highly sensitive to Fed remarks these days, as 
evidenced by the market’s negative response following a 
less-than-hoped-for 25 basis point federal funds rate cut 
in July. 

How does this impact my portfolio? 

It is ultimately impossible to predict equity market 
movements, and recent volatility simply reinforces the 
need to maintain diversification across various 
investment styles and geographies. 

As always, we continue to urge investors to take a long-
term perspective when these types of events occur and 
to not overreact in response to short-term market swings. 
Investment opportunities tend to increase when fear and 
uncertainty is on the rise, and disciplined investors are 
rewarded over time by resisting the emotional urge to 
follow the crowd during market selloffs. 

Investors should review their objectives, goals, risk 
profiles, and their investment time horizons before 
making any significant portfolio changes. SageView will 
continue to monitor this market volatility and provide 
updates as necessary. If you have questions or need 
additional information, please do not hesitate to contact 
us. 
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