
In recent times, many market participants have 
once again become aware of the structure of the US 
yield curve. A declining differential between market 
interest rates at the long end of the US yield curve, 
i.e. 10-year bond yields, and those at the short end, 
for example 2-year or 3-month interest rates, has 
historically correlated closely with declining US eco-
nomic growth. Looking back, however, it can be 
seen that the time lag between yield curve inver-
sions and the onset of economic downturns or even 
US recessions has often fluctuated greatly. 

There is currently renewed talk about the shape or struc-
ture of the US yield curve and its function as an economic 
indicator. Under normal circumstances, the yields of 
long-dated bonds or long-term interest rates minus the 
yields of short-dated bonds or short-term interest rates 
are positive – when they become negative, we speak of 
an inverse or inverted yield curve. Usually, long-term 
interest rates clearly exceed short-term interest rates, as 
long-dated bonds tend to offer a higher yield relative to 
their short-dated counterparts in order to compensate 
for the risks associated with the fact that their maturity 
date lies in the more distant future (longer-dated i.e.    
more time also means potential for risks to materialise).

If long bond yields decline relative to market rates at the 
short end, the yield curve shape is said to flatten. Most 
attention is paid to the difference between 10-year and 
2-year US bond yields. This is because an inverted US 
yield curve has been observed in the run-up to all past US 
recessions. 

The fundamental connection between the two events has 
often stemmed from the banking system. This is because 
traditionally many US banks have financed themselves 
via the short end of the yield curve and generated income 
through longer-dated loans, for example mortgages. In 
the past, a flattening or even inverse yield curve has sig-
nalled a decline in the profitability of the banking system 
and thus often also difficult periods for both the economy 
and the financial markets.

Market interest rates at the short end are influenced by 
the monetary policy of the central bank, while market 
interest rates at the long end tend to be or are addition-
ally driven by the growth expectations of the financial 
markets, meaning that a steeper yield curve usually goes 
hand in hand with stronger economic growth. However, 
the enormous central bank bond purchases in recent 
years have greatly distorted bond yields via so-called 
quantitative easing. A reduction in bond purchases or 
even bond sales, so-called quantitative tightening (as is 
currently being seen in the US but not in Switzerland), is 
therefore feared by many market participants, as this 
may lead to an increase in market interest rates and a 
worsening of lending conditions in the economy.

“The time lag between US yield curve 
inversions and recessions has varied 
greatly historically.”
Gérard Piasko, Chief Investment Officer

Some within the US Federal Reserve (Fed) now prefer to 
draw on the difference between 10-year US government 
bonds and 3-month US interest rates as an economic 
indicator when looking at yield curves. In past decades, 
this has worked even better as an indicator of an eco-
nomic slowdown, albeit with a greater time lag. This inter-
est rate differential also points to an economic slowdown 
for the US. 

Generally speaking, however, it should not be forgotten 
that the shape taken by the US yield curve can be influ-
enced by both sides. If the short end increases exces-
sively due to interest rate hikes implemented by the Fed, 
this may lead to an inversion of the yield curve. And if 
demand for long-dated bonds spikes relative to the sup-
ply (issues), the yield on long-dated bonds may decline 
and trigger an inversion. This can happen if market partic-
ipants expect that inflation as the prevailing problem will 
soon be replaced by an economic slowdown. The time lag 
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between a US yield curve inversion and a US recession 
has varied greatly historically. On average, a recession 
has occurred around one and a half years after an inver-
sion. However, this period has differed greatly, ranging 
from just seven months to as much as two years. History 
also shows that the response of the US equity market has 
differed greatly. In 1973, the US-based S&P 500 equity 
index peaked prior to the yield curve inversion before 
turning downwards. In 2019/2020, it was six months 
later, while in two cases in recent decades the uptrend in 
US equities did not end until 22 months after the inver-
sion. Incidentally, the healthcare and energy sectors have 

often fared better than the overall market in the after-
math of yield curve inversions.
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Modular investments with Maerki Baumann
The topics of the current market comment concern following focus modules:

Please contact your client advisor for further information, or visit our website: 
www.maerki-baumann.ch/modular-investments
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