
READING THE YIELD CURVES

I often talk about the insight the yield curve can provide us and not only when it is steep or inverted. The common 
interpretation of the curve is that when it is steepening, inflation pressures are rising and economic growth should 
increase. When the yield curve is inverting the expectation is that the economy is slowing and could fall into a 
recession in the short term. But there’s so much more information imbedded in the curve. 

Different durations on the curve mean different things, and looking at how they behave independently and then in 
relation to each other can tell us a lot about the condition of the economy and monetary policy. It’s also 
important to look at the way a curve got to its current shape. 

The two durations I like to use are the 5y-10y, “the long curve” and the 3m-5y, “the short curve.” The short curve 
is a reflection of current monetary policy while the long curve reflects the market’s view on future inflation and 
economic growth, and in a sense, it is a barometer for the Fed’s policy.

One use of the two curves is projecting a weakening economy and monetary policy shift. In the chart/model we 
built below you can clearly see that every time before the economy (and equity markets) got into trouble, the 
short curve inverted and crossed the long curve (the yellow gap), even when the yield curve as a whole was NOT 
inverted or even flat. In addition, every time this happened, the Fed intervened either by lowering interest rates or 
purchasing treasuries in the open market (as it did in 2012 and 2013).  
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We wrote a lot about the bond market in the last year, so 
the recent action in treasuries is not a surprise to us or our 
clients. It is all part of the overall picture we see. The US 
treasury market has more depth and liquidity than any other 
market in the world, and the information it provides is very 
valuable. The information reflected in the curve is extremely 
important especially today, at a time of the biggest global 
monetary experiment in history when no one really knows 
what the outcome will be.  
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CAN THE CURVES TELL US IF  THE FED IS WRONG? 

In 2004 and again in 2017, the Fed was looking to steepen the whole curve by raising the short term rates 
hoping that long yields would rise as well, this would give the market the view of future economic 
growth/expansion and further stimulate the economy. But what happened was the long end didn’t cooperate 
with the Fed’s plan and started falling, and the long curve started flattening. 

It was actually sending the opposite message; the long end was telling the Fed it sees weakness ahead. By not 
listening to the long end, the Fed actually caused the whole curve to flatten at low nominal levels. 

In 2005 Alan Greenspan actually admitted in his testimony before congress the Fed didn’t understand why 
long-term yields are falling. (See the Testimony of Chairman Alan Greenspan.)

RISING INFLATION?

As can be seen in the chart below, in 2014 the long curve started flattening as the long end started to fall; 
inflation expectations were collapsing! 

Still, on December 17, 2015, the Fed started increasing interest rates, to be ahead of inflation, and set its target 
rate at 0.25%-0.5%. It continued hiking in 2016 and 2017 until December 2018. All this time the long curve 
has been telling the Fed inflation risk is actually to the downside. 

I would say that the Fed realized they wouldn’t be able to raise rates much longer but continued anyway, as 
they feared the next time they would need to lower rates, they would do it from very low levels and be 
extremely limited. 

WHAT DO THE CURVES TELL US TODAY? 

The situation today is similar to the 2004-2006 rate hike cycle only worse. The Fed, believing economic 
conditions are strong enough to generate unwanted inflation pressures, increased interest rates 17 times from 
1% to 5.25%. Its objective was to bring interest rates to the previous highs of around 6.5%, but the long curve 
(and long-term yields) didn’t participate in that view all the way, and in July 2006 forced the Fed to end the 
hiking cycle. Soon after, the short curve sharply inverted and fell below the long curve. In the chart we can see 
the gap between the curves turned negative indicating the Fed should start lowering interest rates. 

In 2017 the long curve started flattening until the end of 2018, when the short curve inverted sharply forcing 
the fed to stop raising interest rates. But the current situation is worse since the Fed was only able to raise 
rates to 2.5% before the short curve inverted. The Fed is in a much tougher situation today. 
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The behavior of the long curve and long-term yields is not encouraging, they keep projecting lower yields for 
the foreseeable future. Japan is the closest monetary scenario we can think of, where inflation is subdued, and 
the central bank keeps rates low and intervening in the bond market to try and stimulate the economy.

The inability of the long curve to steepen (and stay steep) tells us there is a fundamental problem with our 
monetary system (not just in the US) and the solutions/tools we are used to might not be effective any longer.

Curve Interpretation
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