
  

 We don’t mean the actual beast but rather the Busch Garden Williamsburg’s vaunted 
roller coaster, the Loch Ness Monster.  A healthy yield curve more resembles a bunny slope 
(gently upward sloping) rather than a 114-foot descent thrill ride.  What is creating this inverted 
situation (see graphic) around the interest rate curve and why is it important? 

The first thing to note is that the short duration rates at the front-end of the curve are mostly influ-
enced by the Federal Reserve’s monetary policy.  Varying opinions about monetary and rate set-
ting policy abound, so if we look to recent Federal Reserve member comments on the topic, it is a 
more direct place to start.  The bottom line here is that recent comments by Chairman Powell and 
other Fed members have seemed to open the door to getting off the roller coaster and moving 
over to the bunny slope should the ride become too much.  In other words, the rhetoric recently 
appeared to move in the direction of signaling that if they are called for due to more negative 
growth and outlook concerns, cuts to the short-term overnight interest rate target could occur. 
That would then likely drop the 3month, 6month, 1year and shorter-term rates subsequently in the 
market and alleviate the inverted condition where these rates are actually unusually higher than 
the longer-term yields.   

Why is this so important to markets?  The New York Fed’s recession probability indicator pub-
lishes a probability of a recession twelve months ahead as predicted by the treasury spread be-
tween the 3 month yield and the 10 year yield on the rate curve.  As of May, the reading ap-
proaches 30% which is elevated relative to historical probabilities.  With the 10 year yield at 
2.14% and the 3 month yield at 2.27%, the difference between these two rates stands at -13 basis 
points.  The monthly average of this spread, when it has reached -12 bps, has predicted every re-
cession since 19601. There is never a guarantee that the future will look like the past and the rote 
empiricism around such predictions could certainly fail in the future.   

We haven’t quite fully reached that recession signal yet, as we have not been inverted long 
enough, but perhaps the way to think about the backdrop is that many complex things are occur-
ring such as tariff maneuvers, supply chain changes, geopolitical competition, fiscal and monetary 
policy inflections, reduced inflation and possibly slowing growth.  A yield curve inversion is not 
likely to be a direct cause of anything, but the historical algorithm suggests that such inversions 
occur alongside environments where these complex things are occurring and where, coincidental-
ly, we have seen recessions over the last 60 years.  Market participants as well as Fed policymak-
ers seem to be very alert to the changing environment and, therefore, are proceeding cautiously.   

Not all short-term market movements make rational sense, but in this case the Fed’s willingness 
to open the door to alleviating that inversion pressure or whatever is driving it by actually cutting 
rates has understandably produced a strong short-term equity price gain.  The S&P 500 has sharp-
ly rallied 5% month to date in June.   

We may be at a critical inflection point where things occur which either extend the business cycle 
or hasten its end.  It is the stuff that bulls and bears fight over.  It may simply mean that the last 
few rate hikes were a touch too much given economic and market realities and the volatility of the 
last six months was a symptom of that.  Now let’s move over to the bunny slope.   
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Please remember that past performance may not be indicative of future results.  Different types of investments involve varying degrees of risk, and there can be no assur-
ance that the future performance of any specific investment, investment strategy, or product (including the investments and/or investment strategies recommended or 
undertaken by Valicenti Advisory Services, Inc. (“VASI”), or any non-investment related content, made reference to directly or indirectly in this newsletter will be profit-
able, equal any corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful.  Due to various factors, 
including changing market conditions and/or applicable laws, the content may no longer be reflective of current opinions or positions. Moreover, you should not assume 
that any discussion or information contained in this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from VASI.  To the extent 
that a reader has any questions regarding the applicability of any specific issue discussed above to his/her individual situation, he/she is encouraged to consult with the 
professional advisor of his/her choosing.  VASI is neither a law firm nor a certified public accounting firm and no portion of the newsletter content should be construed as 
legal or accounting advice.  A copy of the VASI’s current written disclosure Brochure discussing our advisory services and fees is available upon request. Please Note: If 
you are a VASI client, please remember to contact VASI, in writing, if there are any changes in your personal/financial situation or investment objectives for the purpose 
of reviewing/evaluating/revising our previous recommendations and/or services, or if you would like to impose, add, or to modify any reasonable restrictions to our in-
vestment advisory services. VASI shall continue to rely on the accuracy of information that you have provided.   
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