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While scant attention is currently being given to the shape of the Treasury yield curve, I wondered what the future would
hold. Certainly, there are a lot of other pressing issues making headlines, but what happens the next time the curve
inverts—will it still be viewed as having the same predictive value as we have seen in the past?

Depending on the maturities one examines, the Treasury yield curve actually inverted as far back as last March, utilizing
the 3-month/10-year measure. My preferred gauge, the 2-year/10-year differential, was historically flat at that time, and it
didn’t go into negative territory until August. Needless to say, the narrative once again centered on these inversions as
potentially signaling an upcoming recession.

UST 2-Yr/10-Yr Spread

As the graph clearly reveals, the facts don’t lie. Utilizing the UST 2-year/10-year spread, history shows that when this
differential went negative, a recession typically ensued. Thus, the expectation from the inverted relationship of about
eight months ago would put the U.S. economy on the brink of a contraction right about now, or probably within the next
few months at the latest.

Well, guess what? U.S. Q1 real GDP came in at -4.8%, as reported last week. While one quarter does not fit the technical
recession definition of two consecutive quarters of negative GDP, I don’t think anyone would argue that Q2 economic
activity will be in contraction territory as well. In fact, estimates at this point for are an eye-opening decline of anywhere
from -30% to -40% for real GDP in Q2. If you were wondering, this is why my graph has already shaded in a recession
coming up.

Okay, so the inverted yield curve kept up its track record of predicting recessions, right? Not so fast, my friend. During
last year’s inverted episode, I argued that the Federal Reserve’s (Fed) buying of Treasuries via past quantitative easing (Q
E) operations, and term a term premium, probably skewed the curve’s predictive value. I was more of a proponent of
wanting to see a more prolonged period of inversion with deeper negative spreads to allow for the two aforementioned
factors.

By the way, that didn’t happen…. Unfortunately, COVID-19 happened instead. I think it is very reasonable to assume the
U.S. economy could have avoided a recession if not for this unfortunate turn of events. While growth was not “knocking it
out of the park,” the GDP was still humming along nicely at a +2.1% pace, and the Fed had just cut rates by 75 basis poi
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nts (bps) during the second half of 2019. 

Conclusion

Well, guess what? The Fed is now embarking on a QE program on steroids. Just in the last seven weeks, the
policymakers have purchased an incredible $1.4 trillion in Treasuries. In other words, if you thought the Fed’s balance she
et altered the historical relationship between inverted yield curves and recessions before, I can’t imagine you’d think the
curve’s predictive value hasn’t been affected perhaps permanently now…. Just some food for thought.

Unless otherwise stated, data source is Bloomberg, as of May 1, 2020.

For standardized performance and the most recent month-end performance click here NOTE, this material is intended
for electronic use only. Individuals who intend to print and physically deliver to an investor must print the monthly
performance report to accompany this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click here to obtain a WisdomTree ETF prospectus which contains investment objectives,
risks, charges, expenses, and other information; read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign investing involves currency, political
and economic risk. Funds focusing on a single country, sector and/or funds that emphasize investments in smaller
companies may experience greater price volatility. Investments in emerging markets, currency, fixed income and
alternative investments include additional risks. Please see prospectus for discussion of risks.

 

Past performance is not indicative of future results. This material contains the opinions of the author, which are subject to
change, and should not to be considered or interpreted as a recommendation to participate in any particular trading
strategy, or deemed to be an offer or sale of any investment product and it should not be relied on as such. There is no
guarantee that any strategies discussed will work under all market conditions. This material represents an assessment of
the market environment at a specific time and is not intended to be a forecast of future events or a guarantee of future
results. This material should not be relied upon as research or investment advice regarding any security in particular. The
user of this information assumes the entire risk of any use made of the information provided herein. Neither WisdomTree
nor its affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal advice. Investors seeking tax or legal
advice should consult their tax or legal advisor. Unless expressly stated otherwise the opinions, interpretations or findings
expressed herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or re-disseminated in any form and
may not be used as a basis for or component of any financial instruments or products or indexes. None of the MSCI
information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind
of investment decision and may not be relied on as such. Historical data and analysis should not be taken as an
indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on
an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of
its affiliates and each entity involved in compiling, computing or creating any MSCI information (collectively, the “MSCI
Parties”) expressly disclaims all warranties. With respect to this information, in no event shall any MSCI Party have any
liability for any direct, indirect, special, incidental, punitive, consequential (including loss profits) or any other damages (
www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom, Tripp Zimmerman, Michael
Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel,
Ryan Krystopowicz, Jianing Wu, and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Yield curve  : Graphical Depiction of interest rates on government bonds, with the current yield on the vertical axis and
the years to maturity on the horizontal axis.

Interest Rate Differentials  : The Difference between the 2 Year interest rate swaps of the United Kingdom vs. the
United States.

Real growth  : Refers to the rate of economic growth with the inflation rate subtracted from it.

Federal Reserve  : The Federal Reserve System is the central banking system of the United States.

Quantitative Easing (QE)  : A government monetary policy occasionally used to increase the money supply by buying
government securities or other securities from the market. Quantitative easing increases the money supply by flooding
financial institutions with capital, in an effort to promote increased lending and liquidity.

Premium  : When the price of an ETF is higher than its NAV.

Rate Cut  : A decision by a central bank to reduce its main interest rate, usually to influence rates charged by other
financial institution.

Basis point  : 1/100th of 1 percent.

Balance sheet  : refers to the cash and cash equivalents part of the Current Assets on a firms balance sheet and cash
available for purchasing new position.
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