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Blame the yield curve, if that helps 
This note follows up more formally on a point mentioned in passing in my weekend note on the March 
jobs report. 

The yield curve has not yet flattened to the point where the year-ahead recession risk is even above 
average.  However, analysts who seem to be obsessing over the curve may implicitly be channeling 
concerns over the tightening labor market, which seem valid.  

The slope of the curve tends to be correlated through the cycle with standard measures of slack in the 
labor market.  In the current episode, the flattening trend seems to be running slightly behind the labor 
market, which is ironic in the sense that the yield curve is telling us to calm down relative to what 
conventional labor market indicators are telling us.  1

The problem, though, is that the labor market is a concern in its own right and seems likely to tighten 
further, until the Fed delivers a moderation of demand growth, down towards the economy’s underlying 
potential, which appears to be around 1 1/2 — 1 3/4%. That is probably what is actually bugging the 
equity market, with the yield curve possibly just a symbol of it.   

The  Fed can, in principle, back off if it gets a signal — say, from the yield curve — that it is tightening too 
quickly.  But it cannot “back off” from developments in the labor market, which will exert their influence 
largely irrespective of the Fed’s perception or intentions.  I elaborate below. 

Cash 10s has historically worked best 

When macro analysts choose to express concern over the slope of the Treasury curve, they tend to focus 
on the 2s / 10s spread, which has recently tightened inside 50 basis points. There are two possible 
reasons for this. First, the 2-year yield may be taken as a proxy for what the Fed is expected to do. And if 
the Fed is expected to push the funds rate up relative to the 10-year yield, then that can signal trouble. 
Second, there may be some temptation to highlight the spread that seems the most noteworthy.  Writing 
reports about what looks uninteresting may not attract many eyeballs.  

According to some work done by economists at the New York Fed, however, the better predictor of 
recession (risk) is the 3-month bill / 10s spread, where both rates are expressed in bond equivalent terms.  
The original work was done in the mid-2000s, which was obviously prior to the crisis. However, the crisis  
itself tended to confirm the historical pattern. So economists at the NY Fed have seen no reason to 
change their take, although they obviously do not speak for the NY Fed, let alone the overall system.  

You can see the background research and get a sense of the current signal by following this link.  The 
charts are slightly out of date; and the relationship between the preferred term spread and the estimated 
recession risk is non-linear. But a cash/10s spread of 100 bps corresponds with a year-ahead recession 

 I have mentioned is a couple times before, because it has long been a pet peeve.  But another irony here relates to the perma 1

bears who complained all the way up that U6 showed much more unemployment than U3.  The striking thing about such complaints 
is that U6 is really just a high beta measure of U3, except once we are in the region of full employment and minor differences in the 
signal from those two metrics might actually be relevant to policy.  More to the point, high and falling unemployment is the most 
equity bullish combination. The Failure Caucus in the equity market drew the wrong inference from their mistaken interpretation of 
U6. But conditions have moved on.  
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risk of about 10%. The US data since 1960s suggests that the base rate year-ahead recession risk is 
about 12%.  2

 

Source: Federal Reserve, NBER, for designation of recessions 

The NY Fed model assumes the recession risk as a continuously evolving, non-linear function of the 
preferred term spread.  And it is probably best to think in terms of probabilities. But it so happens that the 
cash/10s spread has, since 1970, worked as a binary switch, with inversions there being both a 
necessary and sufficient condition for a recession to occur.   Prior to 1970, the record is not so great.  For 3

example, the yield curve inverted in 1966 and subsequently (temporarily) disinverted prior to the 1970 
recession. And the early post war recessions were achieved without yield curve inversions.  Still, since 
1970s, the binary switch has worked, leading recession by about a year on average. 

Source: Federal Reserve, NBER, FH calculation 

 That is, for all starting points excluding those in which the US economy was already in recession, the economy has fallen into 2

recession within a year about 12% of the time. 

 In this analysis, an inversion is recorded if the monthly average of the 3-month bill rate has moved above the 10-year yield, both 3

expressed in bond equivalent terms.  
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But full employment is a worry 

What is probably bugging the equity market, however, is that the labor market has typically been fairly 
well correlated with the yield curve through the cycle — probably actually driving it — and has in this 
episode run ahead of the recent trend to flattening. 

Or at least this is the case if we take seriously the “employment gap” concept developed by Blanchflower 
and Levin in (B&L) 2015.  B&L measure labor market slack as a sum of: the gap between the prevailing 
unemployment rate and CBO’s (current-vintage) estimate of its natural rate, the gap between the 
participation rate and its similarly-estimated natural level, and the gap between the share of employment 
taken by people working part time for economic reasons and the normal share.  

In simulating B&L, I have made a very minor simplification, which is to ignore the actual number of hours 
worked by involuntary part-timers and identify each excessive one of them as a constant 1/3 unemployed. 

 I have also slapped my own name, FH, on the resulting calculation, to signal that I am sticking with the 
measure, which seems to have been predictive of an important market shift, even as B&L have 
abandoned it in favor of staying dovish. I don’t mean that as criticism of B&L. I mean it as rationalization 
of my putting my name on their metric. 

Source: Federal Reserve, NBER, Blanchflower and Levin 2015, FH calculations 
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In the chart on page 3, I show how the FH Employment Gap has correlated with my preferred measure of 
the term spread as well as with the more-popular 2s/10s spread since Volcker successfully tamed 
inflation in the early 1980s.  Prior to that period, the yield curve was both noisier and more distorted by 
uncertainty over the Fed’s longer-term intentions, so I cut it off. 

Over the period I consider, a couple points stand out in the chart.  First, the correlation is not perfect but 
there has been some tendency for the yield curve, however, measured to be inverted when my preferred 
measure of labor market slack has gone through full employment.  

There is an important caveat here.  The employment gap measure uses contemporaneous measures of 
natural unemployment and participation, whose estimation has been affected (implicitly) by the timing of 
past recessions.  Without getting into an extended discussion of the dangers of using revised data in real 
time application, one risk here is that the yield curve is “smarter” than CBO’s current estimates of the 
natural rates of unemployment and participation.  If so, maybe there is more slack than this metric 
suggests. I am sure that idea does not strike you as jarring. The idea that there may be more slack than 
CBO (and the Fed) officially estimate is definitely circulating. 

Still, we are probably in the neighborhood of full employment, and — separately — the Fed believes we 
are.  It follows from this that the Fed will want now to guide demand growth down toward the economy’s 
underlying potential of 1 1/2 — 1 3/4%, probably sometime over roughly the coming year.   On the 
consensus outlook for the economy, which I largely share, this probably means the yield curve flattens 
further, as 2s/10s is implicitly forecasting.   

Alternatively, the economy might stumble — perhaps in response to a political overreach by Dear Leader 
— in which case, the Fed has to let up and the curve re-steepens.  That is not my base case.  But either 
way, if we are in the neighborhood of full employment, and if potential is as sluggish as consensus 
assumes it to be, then the Fed is going to have to oversee a slowdown of demand growth.  That makes it 
trickier to assess recession risk, which will be higher than it was. And it makes it trickier for equities too, 
which is the main reason I cut to neutral a couple months ago, although I have not been and am not 
negative. 

Might the Fed back off? 

One final point.  If the yield curve continues to flatten and the Fed leadership judges that this implies a 
heightened recession risk, then the most obvious — if not likely — thing for the Fed to do is back off.  
Indeed, Philadelphia Fed President Harker hinted at just that last Friday. I have three thoughts to offer on 
that, briefly: 

• Cash/10s would seem to have a ways to flatten before that consideration would itself stop the Fed.  
Even assuming that the 10-year yield is pinned to 2 3/4%, the fed could go another four times before 
risking inversion in cash/10s.  That is now roughly what is priced into the funds futures strip over the 
coming two years. 

• The economic forecast driving the Fed’s own perception that it will tighten more than this is probably 
consistent with the 10-year yield backing up a bit from here.  If that is the case, and if the Fed is right 
about what I assume it is assuming, then there would be a bit more room for the Fed to tighten.  This 
drives my own sense of the risk/reward in fed funds futures. Inside, say, 21 months I am somewhat 
negative. 

• The main risk to my view on fed funds futures is that the bond market recognizes that this above-trend 
growth environment is transitory, either because the fiscal impulse will be dissipating in 2019 and 
reversing in 2020 or because risk assets and/or the economy are unusually (and I would say bizarrely 
in the case of the economy) sensitive to Fed tightening.  That is a possibility, and it would be a relief for 
fed funds futures.  But it addresses only the path to — and not the need for — slower growth.  I would 
guess that this prospect is what is bugging and will continue to bug equities, keeping me flat for now.  

Gerard MacDonell 
gerard@frontharbor.com 
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The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and 
its accuracy is not guaranteed. No claim is made regarding the fairness, accuracy, completeness, or correctness of the information 
and opinions contained herein. Views and other information provided here are subject to change without notice. All reports produced 
by Front Harbor are issued without regard to the specific investment objectives, financial situation or particular needs of any specific 
recipient and are not to be construed as a solicitation or an offer to buy or sell any securities or related financial instruments.  
Predictions, forecasts, and estimates for any and all markets should not be construed as recommendations to buy, sell, or hold any 
security--including mutual funds, futures contracts, and exchange traded funds, or any similar instrument.  The analyst authoring 
reports from Front Harbor may have positions in some of the securities discussed here.Harker
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