WWW.RBJ.NET

JULY 20, 2018

Inverted yield curve may not always signal recession on the way

T

he stock market achieved an all-time high
in late January, but then saw a subsequent
drop of more than 10 percent. Since then, it
has vacillated wildly, reacting to strong economic news, yet also showing signs of concern. The
Fed has been raising short-term interest rates, and
volatility has returned in earnest. This has set up
a “Tale of Two Markets” scenario, which is making investors question if they should get out of
stocks altogether.
There is of course no way to know for sure, but
there is an important indicator that is starting
to flash warning signs. Historically, an inverted
yield curve has been an unusually strong indicator
of coming economic recessions. The yield curve
is simply the yield on bonds across the maturity
spectrum. In normal market environments, longer-dated bonds yield more than shorter-dated
bonds. This make sense, as there is a greater risk
of default and a greater risk that damaging inflation will ensue during longer time periods.
Yet, when the bond market senses that an economic slowdown could ensue, the yield curve

months in a row can result in nasty stock market
declines. A peak-to-trough decline of 30 percent
from here wouldn’t be out of the question.
Additionally, by some valuation measures, the
stock market is trading at levels only seen historically just prior to major market meltdowns, such
as the Great Depression, Dot Com Bust, and the
crash in 2008.
It seems reasonable to want to get out of stocks
to avoid a possible drop in the near future. However, it isn’t that simple. Timing the market is

sometimes inverts. This means that shorter-dated
bonds yield more than longer-dated bonds. This
happens because investors want to lock in today’s
rates, which they believe could fall in the future
if the economy slides into recession.
An inverted yield curve has had a very impressive record of predicting recessions. In fact, every
recession since at least 1955 has been predated by
an inverted yield curve. There has only been one
false positive over that period, back in the mid1960s. Currently, the yield curve is not inverted,
but it is getting close.
Economic recessions are not good for the stock
market. The average monthly return for stocks
since June 1976 is just under 1 percent, but during
recessionary months, it is a loss of over 0.5 percent. If a recession persists, a number of negative

an imprecise art, even when stocks appear overvalued. Also, selling out of stocks, particularly
after a ten-year bull market, can result in quite a
hefty capital gains tax bill. Imagine selling out of
the stock market, paying significant capital gains
taxes, and then watching the market continue to
move higher. That is a real possibility in today’s
environment.
Besides, despite high valuations and the yield
curve indicator, there is still a reasonable case to
be made for stocks to continue to move higher.
Robert Shiller, a Yale professor and Nobel laureate, devised a valuation metric that has been
widely adopted by the financial community and
media. It divides the price of the S&P 500 by the
average earnings of S&P 500 companies over the
past ten years. This is similar to using the P/E ra-
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tio, but it smooths the ups and downs by removing short-term earnings fluctuations. Shiller calls
his metric the cyclically adjusted price/earnings
(CAPE) ratio.
Using the CAPE ratio, the stock market’s valuation recently surpassed that of the 1929 peak, and
now trades at the second highest level on record.
However, Wharton professor Jeremy Siegel has
shown that the CAPE ratio may overstate true
market valuation because of changes in the way
S&P 500 earnings have been calculated, as well
as other issues.
Additionally, now that there is a new tax regime
for corporations, it may be that historical, earnings-based measures of stock market valuation are
even less relevant for forward-looking purposes.
When we did our own analysis, making two simple adjustments to earnings based on these issues,
we find that a reasonable case for further stock
market appreciation can be made.
The first adjustment is to recognize that the
earnings drought from the 2008-09 market downturn will roll out of the CAPE ratio’s earnings
numbers in another year and a half. We recalculated the current CAPE ratio but started averaging
earnings in December 2009 rather than June 2008.
We then applied a 5 percent annualized growth
rate to Shiller’s current earnings figure for the
remainder of 2018 and 2019 to come up with 10
years of earnings. Bear in mind that consensus
earnings forecasts are currently for close to 10
percent annualized growth between now and the
end of 2019.
The second adjustment we made to the earnings data was to reflect the new tax law. With
the corporate tax rate now at 21 percent, versus a
previous high rate of 35 percent, after-tax earnings should be higher going forward. Accounts
we have read suggest that aggregate corporate
earnings could rise by 10 percent. Accordingly,
we adjusted historical earnings by 10 percent to
come up with a pro forma of what they could have
been if the tax law had been consistent over the
past ten years.
These adjustments reduce the CAPE ratio from
today’s ultra-high reading of 32.1 times average
earnings to a more reasonable 24.6 times earnings.
Certainly there are many other factors that will
impact the stock market going forward. However,
there is a reasonable case to be made that stocks
are not as extremely valued as most headlines suggest. In fact, if our adjustments are accurate, the
stock market currently trades below its average
CAPE ratio since 1990, which is 25.6.
If one assumes that today’s raw CAPE ratio of
32.1 is a level at which the market could trade,
and using our earnings adjustments, this implies
the S&P 500 could rise to 3,550 or 30 percent
from its current level.
And, despite a potentially inverted yield curve,
it may be different this time. The Fed bought trillions of dollars of securities, mostly Treasury
bonds, to help stimulate the economy in the wake
of the last recession. While it is starting to unwind these trades, it still has massive holdings,
which may be keeping long-term interest rates
lower than they would otherwise be. At the same
time, the Fed has been raising short-term interest
rates. These two forces may be working to flatten, if not invert, the yield curve. If an inversion
happens because of government influence rather
than free market forces, it is possible we won’t
see a subsequent recession.
It is certainly the best of times and the worst
of times.
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