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The yield curve could invert in 2022

What does this mean for the stock market?
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The yield curve could invert soon. Is a recession in the cards?

The yield curve (10 year US Treasury Note  minus 2 year US Treasury Note) has been head-
ing lower since early 2021. When the yield curve inverts (drops below 0), it is often a sign 
that a recession is at hand. The yield curve has been dropping since mid-2021 and is cur-
rently below 0.5%, are we heading into a recession?

The graph above holds a lot of information. In 2019 and 2020, the yields on the 2 Year and 
10 Year Treasury Notes were both falling. In mid-2020, the yield on the 10 Year Note fell 
faster than the 2 Year Note and the yield curve briefl y dipped below "0." The Federal Re-



alphaMountain Investments - alphamountain.com
—   2   —  

serve  at the time was reducing its federal funds rate in a hurry (fourth panel from the top) 
as the economic data was showing a slowing economy. At the time, there were numerous 
articles published on how this is diff erent, postulating that an inverted yield curve would 
not lead to a recession. We will never know. The COVID-19 pandemic took place shortly 
afterwards in March 2020. The shortest recession in history (February 2020 to April 2020) 
was overcome by the Federal Reserve dumping unprecedented amounts of liquidity into the 
markets, combined with huge  government stimulus and free money programs. The result 
was a rebounding economy.

There are costs to extremely aggressive easy monetary policy and governments spending 
huge amounts of money. Consumption is brought forward and a misallocation of resources 
takes place. The economy appears to be stronger than it actually is, and due to its lack of a 
solid foundation, it is susceptible to turning lower. If the yield curve does drop below "0," 
this time the probability of slipping into recession is high.

In a twist of irony, the yield curve typically strengthens into a recession as can be seen by the 
graph below. The grey bars represent recession, not including the 2020 recession. The typi-
cal pattern is for the yield curve to steepen heading into a recession, as the Federal Reserve 
actively cuts rates to try and avoid a recession. As rates are reduced at the short end of the 
curve, the yield curve becomes steeper. 

This time is diff erent. Really. The federal funds rate is ridiculously low at the zero bound 
level. The Federal Reserve cannot lower its federal funds rate. The Federal Reserve is way 
behind the curve and should have been raising its federal funds rate in 2021. Now they are 
trapped. Given that the Federal Reserve cannot lower its interest rates, it is possible that if a 
recession were to take place that it could be a long drawn out aff air.

The yield curve is not inverted yet and maybe it doesn't invert. With the Federal Reserve set 
to increase rates at the front of the curve, the probability of an inversion keeps increasing. 
Depending on how fast the Federal Reserve increases interest rates, will play a role in deter-
mining the speed and probability of a yield curve inversion. 
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The table above illustrates that in the past eight US rate cycles, equities peaked after the 
yield curve inverted, which was later followed by a recession. If the yield curve continues to 
fl atten, there will probably be increasing talk about a recession. "Recession talk" could po-
tentially become mainstream in a few months, which would coincide with the stock market 
slipping into its six-month unfavorable period (from early May to late October). In an eco-
nomic slowdown, the consumer staples and health care sectors tend to perform well relative 
to the broad stock market. In a recession, the consumer staples and utilities sectors tend to 
perform well relative to the broad stock market. 

The good news is that starting shortly, the defensive sectors tend to perform well relative to 
the stock market on a seasonal basis. Recently, the consumer staples sector has been strongly 
outperforming the S&P 500. Investors still want to be in the stock market, but they are get-
ting concerned with its prospects. 

The probability of a fl attening yield curve is increasing. Despite what the pundits might tell 
you, an inverted yield curve is not a "good thing" for the economy or the stock market. We 
probably have some time yet for the yield curve to steepen or before the yield curve inverts, 
but investors have every right to be concerned for the economy and stock market if the yield 
curve continues to fl atten.
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Disclaimer: Comments, charts and opinions off ered in this report are produced by 
www.alphamountain.com and are for information purposes only. They should not 
be considered as advice to purchase or to sell mentioned securities. Any information 
off ered in this report is believed to be accurate, but is not guaranteed. Brooke Thack-
ray is a Research Analyst with Horizons ETFs Management (Canada) Inc. (“Hori-
zons ETFs”). All of the views expressed herein are the personal views of Brooke 
Thackray and are not necessarily the views of Horizons ETFs (Canada), although 
any of the opinions or recommendations found herein may be refl ected in positions 
or transactions in the various client portfolios managed by Horizons ETFs, includ-
ing the Horizons Seasonal Rotation ETF. Comments, opinions and views expressed 
are of a general nature and should not be considered as advice to purchase or to sell 
mentioned securities. Horizons ETFs has a direct interest in the management and 
performance fees of the Horizons Seasonal Rotation ETF (the “ETF”), and may, at 
any given time, have a direct or indirect interest in the ETF or its holdings. Com-
missions, management fees and expenses all may be associated with an investment 
in the Horizons Seasonal Rotation ETF (the “ETF”). managed by Horizons ETFs 
Management (Canada) Inc. The ETF is not guaranteed, its value changes frequently 
and past performance may not be repeated. The ETF may have exposure to leveraged 
investment techniques that magnify gains and losses and which may result in greater 
volatility in value and could be subject to aggressive investment risk and price volatil-
ity risk Such risks are described in the prospectus. The prospectus contains important 
detailed information about the ETF. Please read the prospectus before investing.

While the writer of this newsletter has used his best eff orts in preparing this publica-
tion, no warranty with respect to the accuracy or completeness is given. The informa-
tion presented is for educational purposes and is not investment advice. Historical 
results do not guarantee future results
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