Mitch on the Markets
Does This Mean a Recession is Around the Corner?
By Mitch Zacks
Portfolio Manager

The U.S. yield curve continues to flatten,
which should be a signal to investors
that they need to keep a close eye on it.
To be sure, a flattening yield curve does
not necessarily portend a recession or a
bear market, so the signal is not flashing
red quite yet. But a flattening yield
curve is generally a gateway to an
inverted yield curve, which does
historically portend a recession.
Know this: the yield curve has inverted
before each of the last six U.S. recessions.
Is a seventh on its way?

The short answer is – Maybe! Where it
stands right now, short-term interest
rates continue to nudge higher on
confident expectations that the Federal
Reserve will continue its monetary
tightening plans. Meanwhile, longerterm rates have been moving in the
opposite direction: the 30-year U.S.
Treasury started the year at 3.04%, and
now hovers around 2.75%. As shorter
duration interest rates move higher and
longer duration rates move lower, the
effect is a flattening yield curve.
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Why Does the Yield Curve Matter So
Much?
Two words: bank lending. Consumer
spending makes up about two-thirds of
the U.S. economy, and a big part of new
spending is fueled by bank loans (think:
mortgages, credit, loans to start a
business, or loans to invest in an
existing business, etc…).

In the loan department, a banks’
business model relies on borrowing at
short-term rates and lending at (and
above) long-term rates. It makes sense,
then, that a steeper yield curve equates
to more profitable lending (and vice
versa). A flattening yield curve squeezes
banks’ net interest margins and
disincentives them to make new loans.
The proof is in the pudding. Just look at
the slowing rate of increase in loan
activity from 2016 to 2017, in a year
where the yield curve flattened
materially:
U.S. Commercial Banks, percent
change by category:
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Commercial
and
Industrial
Loans
Real Estate
Loans
Consumer
Loans

2016
Q2
8.6

2016
Q3
4.0

2016
Q4
5.3

2017
Q1
-1.0

2017
Q2
0.8

2017
Q3
2.7

6.6

6.8

5.3

3.2

4.2

3.9

7.5

6.6

5.4

3.9

2.6

3.6

Source: The Federal Reserve

As you can see, loan growth has not
turned negative, but it has slowed
considerably over the past year or so.

Where Does the Yield Curve Go from
Here?
The Federal Reserve finds itself in a bit
of a quandary. It has communicated to
the market that it intends to normalize
interest rate policy, and odds are on for
a December rate hike. But hiking short
rates also means reducing inflation
expectations going forward, which
keeps downward pressure on the long
end of the curve. What market watchers
are looking at most closely now is
whether the central bank, under new
leadership from nominee Jerome
Powell, will conclude that it has less
room to move the short rates than is
currently projected. After all, if short
rates move too far too fast, the yield
curve could invert which could spark a
recession.
Bottom Line for Investors

In my view, we are probably still at least
a year or so away from seeing the yield
curve send warning signals. However,
investors should be highly alert to the
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possibility of some geopolitical shock or
event that sends capital pouring into
U.S. Treasuries (as a safe haven). Should
that happen, longer term interest rates
could feel a lot of pressure, and the yield
curve could invert faster than most
think. Any misstep at the Fed could also
be highly consequential. In short, it’s a
delicate time for the economy and
interest rates.

Is your portfolio positioned for a
flattening yield curve environment, in
terms of what types of bonds you own
and how exposed you are to interest
rate-sensitive companies and sectors?
Knowing this is important in the current
environment, in my view, and it should
motivate investors to take a close look
at their holdings and asset allocations.
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Disclosure:
Past performance is no guarantee of future results. Inherent in
any investment is the potential for loss.
Zacks Investment Management, Inc. is a wholly-owned subsidiary
of Zacks Investment Research. Zacks Investment Management is
an independent Registered Investment Advisory firm and acts an
investment manager for individuals and institutions. Zacks
Investment Research is a provider of earnings data and other
financial data to institutions and to individuals. This material is
being provided for informational purposes only and nothing
herein constitutes investment, legal, accounting or tax advice, or a
recommendation to buy, sell or hold a security. Do not act or rely
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upon the information and advice given in this publication without
seeking the services of competent and professional legal, tax, or
accounting counsel. The information contained herein has been
obtained from sources believed to be reliable but we do not
guarantee accuracy or completeness. Publication and
distribution of this article is not intended to create, and the
information contained herein does not constitute, an attorneyclient relationship. No recommendation or advice is being given
as to whether any investment or strategy is suitable for a
particular investor. It should not be assumed that any investments
in securities, companies, sectors or markets identified and
described were or will be profitable. All information is current as
of the date of herein and is subject to change without notice. Any
views or opinions expressed may not reflect those of the firm as a
whole.
Returns for each strategy and the corresponding Morningstar
Universe reflect the annualized returns for the periods indicated.
The Morningstar Universes used for comparative analysis are
constructed by Morningstar (median performance) and data is
provided to Zacks by Zephyr Style Advisor. The percentile ranking
for each Zacks Strategy is based on the gross comparison for
Zacks Strategies vs. the indicated universe rounded up to the
nearest whole percentile. Other managers included in universe by
Morningstar may exhibit style drift when compared to Zacks
Investment Management portfolio. Neither Zacks Investment
Management nor Zacks Investment Research has any affiliation
with Morningstar. Neither Zacks Investment Management nor
Zacks Investment Research had any influence of the process
Morningstar used to determine this ranking.
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