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10-Year/3-Month Yield Curve The  
Latest Domino to Fall 
November 01, 2022 

This report does not constitute a rating action  

We believe the strong positive third quarter GDP reading is the expansion's last stand with a 
recession on the horizon.   

Recent indicators support our view, as rising prices and interest rates eat away at private 
sector purchasing power. Indeed, our dashboard of leading indicators from our Business Cycle 
Barometer (BCB) report still has only one of the nine indicators we tracked in September in 
positive territory--six were negative and two neutral (see "Economic Research: U.S. Business-
Cycle-Barometer-Worsening-Near-Term-Growth-Prospects).  Only the initial jobless claims 
indicator remained in positive territory.   

While we believe this reduces chances for a deeper recession, extremely high prices and 
aggressive rate hikes damage affordability. As demand erodes, businesses that changed 
inventory strategy to 'just-in-case' from 'just-in-time' are left with full shelves to unwind at a 
loss and less need for workers that were in high demand just a few months ago.  We expect the 
U.S. economy to fall into a shallow recession next year.  

Our BCB term spread indicator remained in neutral territory through October, but for how long?  

The 10-Year/3-Month At An Inflection Point 
Are we at an inflection point where that indicator will also turn red?  Although our 10-
year/three-month term spread indicator remained neutral through mid-October, daily readings 
for the gauge recently inverted. The 10-year/three-month (10Y/3M) spread was in negative 
territory for the last five days, consecutively through Oct. 31.  

This follows both the 10-year/one-year (10Y/1Y) and 10-year/two-year (10Y/2Y) have been 
inverted, on average, for three straight months. The sustained inversions of these two spreads 
signal an impending recession.   

Keep in mind that an inverted curve is a signal that the average market participant expects the 
Fed will need to loosen monetary policy in the future. The overarching reason is in response to 
fears that a slowdown in economic conditions could lead to recession. In other words, an 
inverted curve reflects market recession fears. Unfortunately, those fears are often right.  

So, when do we pay attention, and when do we Ignore?   
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Reading The "T" Leaves 
Daily signals often are premature and frequently wrong.  Since 1982, the 10Y/2Y curve falsely 
signaled a recession 153 times over a 12-month horizon.  Daily signals for the 10Y/3M curve 
falsely signaled a recession 16 times over a 12-month horizon (see  Economic Research: Despite 
Rising Risks, Yield Curve Is Not Yet Signaling Recession).  

The reliability of average daily/intraday inversions can be misleading because of technical 
issues, rather than a true signal of a slowing economy. For example, the April 2022 inversion is 
one example, where the two-year note yield surpassed the 10-year benchmark yield, with the 
10-year benchmark yield held down as demand for long-term bonds received a boost from end-
of-quarter rebalancing by institutions. A week later, yields on long-term bonds steepened 
sharply on the news that the Fed would commence balance sheet reduction (quantitative 
tightening) at its May meeting.   

Alternatively, we find that average monthly spreads are less noisy and thus give fewer false 
signals.  For instance, negative spreads of the 10Y/2Y and 10Y/1 gave a false signal only once 
since 1982. No false signal was indicated by the 10Y/3M, which is why we favor this indicator in 
our own analysis for the BCB.  Interestingly, the near-term forward rate, reportedly the Fed's 
favorite, indicated the highest number of false signals, at three.   

 

While monthly data helps smooth daily technical issues, monthly readings may still face 
challenges. Market expectations for significant rate hikes at the short end of the yield curve 
would cause spreads to narrow over the near term while quantitative easing by the Fed put 
downward pressure on interest rates at the long end. The balance sheet reduction effort is now 
slowly raising rates at the long end in response to liquidity constraints, ultimately steepening 
yields as the unwind progresses, further complicating any proper signal of a weakening 
economy. 

With that said, if the average 10Y/3M remains inverted for two straight months (we look for a 
second month to confirm the first month), it is then considered a recession signal.  But 
regardless of the preferred indicator, historically, through 2020, when any two of the four 
spreads invert for at least five months, a recession occurred within the next 12 months. 
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Our quantitative assessment of recession risk, based on our spread risks model, worsened in 
October (compared with the prior month). At the end of October, the odds of recession in the 
next 12 months were 30% for the 10Y/3M, approaching its ‘no false positive’ threshold of 32%, 
while the odd of recession, at 35%, for both 10Y/1Y and 10Y/2Y, are well in recession territory.   

 

 

 

The combination of continued high Inflation through most of next year and the Fed’s decision 
to aggressively raise rates, Including the balance sheet unwind, essentially accepting the near-
term collateral damage to the US economy as households and businesses pull back spending 
and investment, further supports our view.   
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Source: Federal Reserve, St.Louis Fred, NBER recession dates. S&P Global Ratings Economics Calculations. 
See S&P Global Ratings Economics U.S. Business Cycle Barometer reports for methodology. 
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