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INVERTED YIELD 

CURVE 

 

If you’re someone who’s even 

loosely kept tabs on the markets for 

any length of time, you’ve probably 

either seen or heard the term “yield 

curve” at least once along the way.  

In March, the “yield curve 

inversion” had to have been the 

most frequently regurgitated and 

discussed topic in the financial 

news.  In fact, many of the headlines 

would have you believe it signaled 

an impending recession right 

around the corner.  But before 

delving into this topic further, what 

exactly is the yield curve anyway? 

The yield curve is simply a line that 

plots various government interest 

rates (yields) for differing maturity 

dates.  These maturities can be 

anywhere from overnight, which is 

the rate the Fed or Bank of Canada 

sets, all the way up to 30-year 

government bonds.  The yield curve 

plots the various yields (rates) from 

the shortest maturities on the left 

side of the curve to the longest 

maturities on the right side of the 

curve.  Normally this curve is 

upwards sloping so that longer 

lending rates are higher than 

shorter ones.  An “inverted yield 

curve”, however, happens when the 

short end of the curve becomes 

higher than the long end – ie. the 

normally upwards sloping curve 

inverts.  This also means that a 

lender can earn a higher interest 

rate on a short-term loan vs. a 

longer-term loan.  

 to be continued on page 3… 
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MARKET COMMENTARY 

The first quarter of 2019 has begun with a bang.  Following 

the fourth quarter swoon that left all major markets looking for safe 

harbour, stocks managed an unprecedented reversal and recovered 

most of the losses since October 2018.  The recent optimism on 

benign interest rates and potential trade resolution overcame fears 

of slowing growth of corporate earnings.  Indeed, both major U.S. 

and Canadian stock markets, represented by the S&P 500 and 

S&P/TSX indexes, respectively, surged more than 12% higher in the 

3-month period.  In fact, that was the S&P 500’s best quarterly gain 

in nearly 10 years and its best start to the year since 1998 (CNBC).  

And while it may not be likely we see another quarterly performance 

so strong any time soon, investors ought to know the history of 

similar hot starts before thinking it’d be a good time to sell the relief 

rally. According to analytics firm Kensho, the S&P 500 has risen by 

more than 10% in the first quarter just 4 times since 1990, and in 

those years, it went on to trade higher for the rest of the year, 

averaging a 10.3% gain over the remaining 3 quarters (CNBC).  

Furthermore, despite the strong gains in Q1 both indexes still sat 

about 3 or 4% below their all-time highs set in 2018, which 

highlights the extent of the damage inflicted on the markets toward 

the end of last year. 

   Oil prices, such as for WTI crude oil, soared in the quarter

      to be continued on page 2… 
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Market Commentary 

…continued from page 1 

to the tune of roughly 30% as U.S. sanctions against Iran and Venezuela, as well as OPEC-led supply cuts, helped 

carry the commodity.  Despite the strong surge in energy prices, the Canadian stock market was surprisingly 

led by its newly remodelled Health Care sector, home to many of the cannabis stocks we’ve previously written 

about in our Fall 2018 Newsletter.  The Canadian dollar gained 2% against its U.S. counterpart and could fetch 

roughly $0.75 USD at the quarter’s end.  One reason the loonie may have a hard time gaining additional ground 

on the USD is a softer growth outlook for the Canadian economy.  Canada carries the highest personal debt to 

discretionary income in the G8.  Not surprising, investors may be weary of our economy under the weight of 

mortgage debt on our banking system.  In March, Statistics Canada released their Q4’2018 GDP figures which 

came in well below expectations.  Canada’s economy expanded at an annualized pace of just 0.4% over the final 

three months of 2018; economists were expecting a number closer to 1.2% growth.  All in all, GDP growth for 

the full year came in at 1.8%, in contrast to the 3% growth seen in 2017.  Early signals in 2019 have indicated a 

January bounce-back but we’ll be keeping a close eye on Mr. Poloz’s remarks regarding the Canadian economy 

and interest rates in the coming months as we move further past the peak of the business cycle. 
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 Speaking of the business cycle, 

the month of March also saw both the 

Canadian and U.S. yield curves invert, 

perhaps lending further evidence that 

both economies have indeed moved 

past their peak growth periods.  For 

further information about what a 

yield curve even is, and what its 

inversion may represent, our 

following piece below serves to shed 

some insight into the hotly debated 

yield-curve news headlines and 

implications.  While the U.S. economy 

grew at a very healthy 2.9% rate in 

2018, it was still considered relatively 

disappointing given the massive tax  

cut stimulus Trump injected into the economy in late 2017.  Additionally, 2019’s GDP estimates have been 

revised down in recent months due to softer-than-anticipated consumer spending and a weaker climate for 

business investment, a likely fallout of the US/China trade war.  This development has transformed a hawkish 

(guard against inflation) Fed Chair, who telegraphed on multiple rate hikes in 2019 from a FOMC meeting in 

December, into a dovish (passive) posture seemingly overnight.  In March, the Feds confirmed investors 

optimism with a policy shift of zero interest rate hikes for this year.  The combination of slowing growth, along 

with unresolved trade conflicts, are giving the Federal Reserve credible reasons for their about-face interest 

rate policy.  Brushing aside weak growth fundamentals, the markets seem to be riding on the hopes of a 

resolution to the U.S./China trade negotiations.  The original ‘hard deadline’ of March 1st was soon forgotten 

and now the financial world awaits with bated breath on a positive outcome to help revive the growth of the 

two largest economies. One would have to think that with U.S. elections just around the corner in 2020, Trump 

would be incentivised to get a deal worked out sooner than later before he ends up slowing the economy into 

a recession – something his voters would not look kindly on.  However, we’ve grown to expect the unexpected 

with Mr. President, so all bets are off.  
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In the meantime, there is definitely no shortage of moving parts both north and south of the border, and 

plenty of political drama to make the evening news feel like a Netflix special.  Both economies continue to 

expand, with near record-low unemployment rates, and stable inflation.  Despite GDP growth coming off its 

highs, the momentum built by strong economic fundamentals isn’t likely in danger of any kind of rapid 

derailment.  We have continued to hold our positions and focus on those fundamentals, despite the swift 

market correction in Q4’2018 and the relief rally to follow here in 2019.  At this late stage of the economic 

cycle, we continue to seek quality over expensive growth securities and add yield to the portfolio with reliable 

streams of income (read more about our ‘Yield Hunting’ in Managed Minutes).  Though we remain cautious, 

we think it would be far premature to start shedding equity securities when markets could very well continue 

to grind higher for the foreseeable future.  The best we can do is continue to keep a close eye on all of these 

developments so we can navigate them in a timely manner. 

Inverted Yield Curve 

…continued from P1 

So now that you have an idea of what a yield curve inversion is, should you worry when the U.S. treasury bond 

yield curve is inverting?  In March, the 10-year U.S. treasury rate fell below the 30-day rate, indeed signalling 

a yield curve inversion.  However, given that longer-term 30-year treasury yield remained above short-term 

rates, the reliability of the inverted yield curve is subjective at best. Since 1962 every U.S. recession has been 

preceded by an inverted yield curve.  However, not every inverted yield curve has been followed by a 

recession1. There were eight inversions since the 1960s and the equity markets were up in half of those 

instances with an average of 18% in the following 12 months.  The other four times saw the U.S. equity market 

decline by 16% on average after a year of inversion. You can read that again to fully appreciate the current 

chatter in the financial news.  In those four positive performance periods, the inverted yield curves were short-

lived and ultimately poor recession predictors.   

 The Federal Reserve is the master of control over the yield curve.  When the U.S. Federal Reserve is 

worried about rising inflation, they raise short-term (overnight) borrowing rates to slow a hot economy.  It 

could be argued that the Feds actions on raising rates have caused recessions in the past.  Another factor 

behind a yield curve inversion comes from investors selling stocks to buy long-dated treasuries to protect 

capital when they are losing confidence in the economy over the short term.   

The result of rising demand for 

these long-dated bonds will drive 

prices higher and push yields 

lower, thus perhaps tilting long 

yields lower than the short yields.  

An inverted yield curve can be 

compared to cloudy skies ahead of 

an upcoming storm.  Though the 

yield curve has been a good 

predictor of past recessions it 

hasn’t been a good indicator as to 

when a recession will start.  For 

example, the U.S. yield curve 

started to invert in December 

2005 before the 2008 financial 

crisis2.  Yet the equity markets 

continued to climb for nearly 2  
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1. Watch your debt level.  Borrowing rates are still cheap for now but that’s only good if your 

investments continue to rise in value or if you can afford to service the debt.  If your debt servicing 

ratio is high and the bank is reluctant to lend you anymore then you’ve stretched yourself out too thin.  

If there is a prolonged recession, is there a risk to your income from real estate (tenants), business or 

employment that will impact your ability to service debt?   

 

2. Do your investments align with your time horizon?  If you are going into retirement or 

currently already in retirement, what cash reserves do you have to ride out a recession? 

 

3. Do you have any large financial commitments within the next 3 years? Things like 

education tuition, weddings, lump sum mortgage payments or down payment for a house.  Are these 

funds set aside, well protected from any potential significant downturn in the financial market? 

 

4. When the economy is doing well investors like taking on risk and thus growth investments will likely 

rise faster than conservative investments.  We sometimes fall in love with our stocks and never want 

to sell.  Taking profit is healthy and wise akin to pruning back overgrown shrubs. 

 

Source: 

1. https://www.raymondjames.com/wealth-management/market-commentary-and-insights/investment-strategy 
2. https://www.thebalance.com/inverted-yield-curve-3305856 
3. https://www.thebalance.com/2001-recession-causes-lengths-stats-4147962 
4. https://www.huffingtonpost.ca/2017/02/02/9-charts-canadian-housing-wtf_n_14441902.html 
5. Yield Curve: GuruFocus.com 

 

 

 

 

 

 

  
 

 

Disclaimer 

This information has been prepared by Joeford Lee who is an Investment Advisor for HollisWealth® and does not necessarily reflect the opinion of HollisWealth. The 

information contained in this newsletter comes from sources we believe reliable, but we cannot guarantee its accuracy or reliability. The opinions expressed are based 

on an analysis and interpretation dating from the date of publication and are subject to change without notice. Furthermore, they do not constitute an offer or solicitation 
to buy or sell any of the securities mentioned. The information contained herein may not apply to all types of investors. The Investment Advisor can open accounts only 

in the provinces in which they are registered.  

HollisWealth® is a division of Industrial Alliance Securities Inc., a member of the Canadian Investor Protection Fund and the Investment Industry Regulatory 
Organization of Canada.  

Insurance products provided through Hollis Insurance. 

years and another 20+% until it reached its peak. The 2001 recession was caused by the Federal Reserve raising 

interest rates 3 times to 6.5% by May 20003.  On the average, an economic recession comes 12 months after 

the initial sustained yield curve inversion.  Sustained being a key word here too, considering that as of this 

writing the yield curve has already “un-inverted” to a positively sloped curve again. The economy is like a large 

cruise ship, it can take a long time and distance to come to a full stop.  Therefore, investors should have plenty 

of time to assess their finances and investments before an economic contraction is upon us.  An economic 

recession typically results in lower consumer spending in goods and services from the impact of slower growth, 

higher inflation and rising unemployment.  A shrinking demand from consumers will deflate asset prices such 

as real estate, tipping the scales in favour of buyers over sellers.  In the financial markets, a recession translates 

to lower profits for corporations which will naturally push stock prices lower to adjust for slower future growth.  

It will be a challenging environment to earn a positive return.  A recession is a natural economic event that 

happens at the end of an economic cycle.  There isn’t much anyone can do about it except look at our own 

invested capital to reduce the negative impact that comes from a recession.  One must consider the impact on 

all financial assets, even though stocks gather most of the news headlines.  For example, real estate hasn’t had 

too much negative press in the past couple decades. The last time real estate was in a recession in Toronto was 

between 1991 to 19974.  Many investors today are fortunate not to have much invested during that downturn 

period.  There is no greater teacher than your experience but some investors today have not lived through a 

recession and thus more pain will be felt without adequate preparation.  Investors don’t plan to fail but often 

fail to plan.  So here are some valuable tips to ponder at the current changing times. 

https://www.raymondjames.com/wealth-management/market-commentary-and-insights/investment-strategy
https://www.thebalance.com/inverted-yield-curve-3305856
https://www.thebalance.com/2001-recession-causes-lengths-stats-4147962
https://www.huffingtonpost.ca/2017/02/02/9-charts-canadian-housing-wtf_n_14441902.html

